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CHAPTER 1

GENERAL INTRODUCTION

YOUSSEF CASSIS, RICHARD S. GROSSMAN, AND CATHERINE R. SCHENK

THE financial crisis of 2008 aroused widespread interest in banking and financial history among policy makers, academics, journalists, and even bankers, as well as with the wider public. References in the press to the term ‘Great Depression’ spiked after the failure of Lehman Brothers in September 2008, with similar surges in references to ‘economic history’ at various times during the financial turbulence (Eichengreen, 2012). In an attempt to better understand the magnitude of the shock, there was a demand for historical parallels. How severe was the financial crash? Was it, in fact, the most severe financial crisis since the Great Depression? Were its causes unique or part of a well-known historical pattern? And have financial crises always led to severe depressions? The commercial success of This Time is Different (Reinhart and Rogoff, 2009)—despite the controversy surrounding it (Herndon, Ash, and Pollin, 2014)—perhaps best reflects this renewed yet limited awareness of the importance to know and understand the financial past.

It would be a mistake, however, to believe that academic interest in financial history is only recent or that it has been triggered solely by modern financial crises. In fact, financial history is of long standing, stretching at least as far back at Henry Thornton’s (1802) An Enquiry into the Nature and Effects of the Paper Credit of Great Britain and Charles Mackay’s (1841) Memoirs of Extraordinary Popular Delusions and the Madness of Crowds. Articles on financial history have long been a staple of the major economic and business history journals and, since 1994, a dedicated journal, the Financial History Review, has been published. Nonetheless, financial history has gained even more prominence since the mid-1970s. One reason for this has been the huge development and transformation of the financial world during the last forty years; another has been the increasing financial instability of those decades—particularly stark when placed in relief against the rock-solid financial stability of the nearly three decades following the Second World War. Until the end of this ‘golden age’ in the early 1970s, banking and financial services were primarily seen as an appendix to the real engine of modern economic development—industrial production. This was nowhere better illustrated than in Britain, whose uniquely powerful financial sector had been neglected by generations of economic historians far more concerned by the fortunes of its nascent, rising and declining manufacturing industry.

Things started to change in the 1980s, as de-industrialization increasingly contrasted with the prosperity of the City of London. The financial system was no longer simply perceived as an intermediary, whose main function was to provide funds to the ‘real economy’, but as an economic activity in its own right—especially as bankers were found to have been wealthier than industrialists ever since the industrial revolution (Rubinstein, 1981). Banking and financial history soon expanded in all advanced economies, spurred by the advent of a ‘post-industrial society’ and the growing role of financial services in employment and national income. As a result, we now have a far better understanding of the way modern finance has taken its current shape—of the development of financial institutions and markets, their contribution to economic development; the differences and similarities between national financial systems; the expansion, and retreat of international financial activities; financial and monetary stability; regulation and deregulation.

Historical reflection on the recent financial crises and the long-term development of the financial system thus go hand in hand. The object of this volume is to provide the material for such a reflection, by presenting the state of the art in banking and financial history.

Financial history is a very broad field, encompassing most aspects of human endeavour, including social, political, and cultural history (Cassis and Cottrell, 1994). However, this volume concentrates on the economic and financial side of banking and financial activities, primarily though not solely in advanced economies (Western Europe, the United States, and Japan), in a long-term (from the mid-nineteenth century to the present), in comparative perspective. In addition to paying attention to general issues, not least those related to theoretical and methodological aspects of the discipline, the volume approaches the banking and financial world from four distinct but interrelated angles: financial institutions, financial markets, financial regulation, and financial crises.

THEMATIC ISSUES

What is financial history? This is the main question addressed in the first part of the volume with a discussion of the relationships between financial history and history on one hand, and financial history and financial economics on the other; as well as a reflection on the contribution of finance to economic development—undoubtedly a central theme of the discipline.

Financial history has long attracted the interest of economic and business historians, and more general historians, with the first modern scholarly works dating back to the 1930s and the field really taking off in the 1950s and 1960s. Youssef Cassis provides a historiographical survey of a field which really matured in the 1980s and 1990s, with works relevant to business history (banks’ corporate histories), economic history (banks’ contribution to industrial growth, but also the role of monetary factors in economic development), international/global history (capital exports, finance and international relations), political history (bankers’ political influence, but also state intervention and regulation), and even social history (from financial elites to working classes’ savings). New challenges and new opportunities arose prior to the turn of the twenty-first century, with the growing use of formal economic theory and high-powered statistical techniques, the deepening divorce, especially in Europe (it had taken place earlier in the United States), between economic history and history, the rise of financial economics, and also the financial crisis of 2008. Although still alive and kicking, financial history runs the risk of losing its identity—an identity strongly anchored in history, but widely open to other social sciences, especially economics—and of becoming an appendix of banking and financial economics. In order to survive as a distinct specialism and provide an essential contribution to the understanding of financial phenomena, financial history will have to integrate new theoretical and methodological trends, but obey the fundamental principles of the historical approach.

John Turner’s chapter on the mutually beneficial relationship between financial history and financial economics presents brief overviews of the three foundational pillars of financial economics: asset pricing, corporate finance, and the efficient markets hypothesis. Banking and finance have long been of interest to economic historians, but Turner rightly points to a growing ‘financialization’ of economic history, that is, the increasing reliance of economic historians on the latest, most technically sophisticated theoretical and empirical research in financial economics. These new tools can help unlock long-standing historical controversies; however, they come with new dangers. If financial historians lose sight of the cultural, economic, legal, social, and political environment in which financial institutions and markets have operated in the past, they forfeit a key advantage of economic history as a discipline. The benefits go in both directions. Just as economic historians have benefited from the fruits of modern finance research, financial economists have profited from new, long-run data series, the possibility of exploiting a host of natural experiments, and the ability to take slow-changing institutional factors into account in their work.

Gerard Caprio’s chapter on financial history and economic development highlights the importance of information and incentives for the efficient functioning of finance and its contribution to economic growth. As far back as the eleventh century, the Maghribi traders of North Africa, Europe, and the Middle East cultivated informational networks in order to reduce losses on overseas operations that could not be monitored in person. More modern concerns about asymmetric information have been addressed by the institution of ratings agencies and various forms of government supervision which, as the financial crisis following the collapse of Lehman Brothers in 2008 has demonstrated, are far from a perfect solution. Nonetheless, in many times and places, the authorities have got it right: the ability of finance to efficiently channel funds to where they are most needed has been a boon to economic development. Although public attention has recently focused on whether banks are ‘too big to fail’, Caprio argues that the opposite problem—when banks are ‘too small to survive’—is also a danger. Another challenge faced by banks—particularly those in the developed world today, but also by banks in many industrialized countries historically—are the many and varied forms of financial repression (e.g., interest rate ceilings, state ownership of financial institutions), which can impede the efficient allocation of capital and retard economic development.

FINANCIAL INSTITUTIONS

The five chapters dealing with financial institutions are concerned on one hand with the major banking activities, and on the other hand with the institutions performing them. The two levels have not always coincided, especially in the case of commercial banking and investment banking. Depending on the banking systems prevailing in some countries and certain periods, some banks have specialized, because of market opportunity and/or regulation, in either commercial or investment banking, while others, known as universal banks, have been engaged in the entire range of banking operations. Universal banks are not discussed separately in this volume, but feature abundantly in the chapters dealing with commercial banks, investment banks, and multinational banks. Private banks and multinational banks have been defined in terms of their form of ownership for the former, and the geographical scope of their operations for the latter. In that respect, they have been involved in varied banking activities, though not all carried out at the same time by the same institution. Small-scale credit institutions, in the first place savings banks, were a different type of bank, at any rate until the late twentieth century, though some were from an early stage involved in a broad range of financial activities.

Private banks—defined as banks whose owners are also their managers and whose legal form is that of a partnership—are the oldest types of banks, with the first appearing in thirteenth-century Italy. For over five centuries, they were also the dominant type of banking organization, as joint stock banks only started to make their mark in the second third of the nineteenth century. Cassis’s chapter emphasizes the continued relevance of private banks in banking history, even though they became increasingly marginalized from the 1870s onwards. Throughout their history, private banks have had two main characteristics. One has been their high degree of specialization, whether in a type of business (such as trade finance, foreign issues, or corporate finance) or a type of customer (foreign governments, or high net worth individuals), with a comparatively low volume of business, but relatively high profit margins. The other was their reliance on networks—family networks, often combined with religious networks, especially Protestant and Jewish. The most successful private bankers, not only until 1914, but well after the Second World War, were the City of London’s merchant banks and Wall Street’s investment banks, because they were able to retain a dominant position in financial activities that were central to the world’s two leading financial centres in the twentieth century. These banks eventually turned into public companies in the 1960s, ringing the death knell of private banks. Private banking re-emerged in the 1980s, no longer as a form of organization but as a banking activity: private portfolio management. Its practice, however, retained some of the characteristics of the private banks of old.

Gerarda Westerhuis provides an overview of the development of commercial banking—defined as taking deposits payable on demand and originating loans to private and corporate customers—from the mid-nineteenth century to the present. Two characteristics of commercial banking are underlined. The first is their regulation by the state, which has been primarily dictated by concerns about their position as deposit takers. The second is their role in the financing of industry, and more generally economic growth, and the responsibility that has been assigned to them in that respect. The changing nature of these two features has shaped the development of commercial banks since the onset of industrialization. In all countries, with the exception of England, commercial banks developed into some kind of universal bank in the course of the nineteenth century, the most accomplished cases being in Belgium and Germany. This converging movement ended after the First World War and, especially, the Great Depression, when in many countries commercial banks were separated from investment banks. Universal banking became dominant again in the late twentieth century, but in a different guise, in the form of banking conglomerates. Such convergences put the distinctions between bank-based and market-based financial systems in a different perspective.

Investment banking (which can be defined as helping to finance long-term capital needs of business and government) is a more specialized function than commercial banking, and is dealt with by Caroline Fohlin as a set of services rather than as a class of institution. Investment banking can be traced back to medieval times, when some merchant banks began selling securities to outside investors. But it blossomed into its modern form between the mid-nineteenth century and the inter-war years. During this period, investment banking, still virtually unregulated, entailed issuing securitized instruments, first with government bonds and then with the stocks and shares of railway and large industrial companies. Investment banking took a diversity of forms, whether in terms of organization (from specialized partnerships to universal banks) or methods of doing business, with significant differences in the structure of their balance sheet, in particular their reliance on equity capital to fund their activities. The era of government regulation, from the 1930s to the 1980s, put a curb on the alleged power of investment banks and investment bankers in the industrial economy, not least by separating them from commercial banks. The process of deregulation that marked the last two decades of the twentieth century, ending with the subprime crisis of 2007, not only led to the formation of new financial conglomerates, but also to a new kind of investment banking, with new varieties of both products (securitization and derivatives), and financial institutions (small private partnerships offering venture capital/private equity and hedge funds). The global financial crisis of 2007–08 prompted a restructure and re-regulation of the industry without, however, fundamentally transforming it.

Although international banking refers to financial transactions between agents located in different countries, multinational banking refers to financial institutions with branches or affiliates outside their own country—in other words to financial multinational companies. In his overview of the development of these ‘cross-border banking joint-stock companies’, Christopher Kobrak makes a further differentiation between multinational and transnational banks, mainly to emphasize the differences, in both quantitative and qualitative terms, between the first and second globalizations. There were, admittedly, large and powerful multinational banks in 1913, but they were mostly British and headquartered in London (though they faced competition from a few French and German, though no American competitors) and they mainly operated within the formal or ‘informal’ empire. The situation did not fundamentally alter between the Great Depression and the end of Bretton Woods, despite the decline of international banking. The transformation of the last thirty years or so was the result of a triple revolution—in regulation, technology, and markets. Within a decade of the end of Bretton Woods, multinational banking was already well beyond its pre-1914 level, with bank mergers and other foreign direct investment gathering pace thereafter. The internalization of cross-border banking has facilitated a striking growth in banks and has been an integral part of the formation of the new financial conglomerates. In Kobrak’s words, ‘the chief defining characteristic of transnational banks is how nimbly they draw on resources from virtually anywhere in the world to exploit opportunities anywhere’.

Daniel Wadhwani focuses on small-scale credit institutions, including rotating savings and credit associations (ROSCAs), savings banks, credit cooperatives, building and loan associations, pawn shops, and industrial banks. Relative to their larger cousins, joint stock commercial banks, these small-scale credit institutions have received comparatively less interest from scholars. In part this is due to these institutions’ smaller size relative to commercial banks; in part, it is due to the greater diversity of their organizational form and scope of operations, which makes it difficult to generalize about them; and, in part, it is due to the fact that the historical records—that is, the paper trail—of commercial banks are easier to track down than those of smaller institutions. In recent years, however, financial historians have increasingly turned their attention to these previously overlooked institutions. Their diverse organizational forms were frequently designed to deal with unusual or idiosyncratic institutional realities which often make them interesting analogues for modern issues in credit intermediation. Wadhwani examines a number of theoretical perspectives that have been used to account for variation in the organizational size, form, and practices that such small credit institutions embody. These include transaction cost theories, location-based theories, socio-political theories, and cultural/narrative theories, and assesses their contributions and limitations in understanding the sources of variation and change in institutional arrangements.

FINANCIAL MARKETS

Financial markets are understood here in the broad sense of the word, with some, such as the money market or securities markets, corresponding to a narrow definition, others, such as international capital flows or international financial centres encompassing activities carried out by both financial markets and financial institutions.

Stefano Battilossi returns to the core functions of banking in his chapter on the development and evolution of money markets. These play a key role in the liquidity and resilience of financial systems, but they have attracted less academic interest than other aspects of bank credit and regulation. Battilossi describes the demand-driven innovations from the thirteenth century as merchants sought to overcome the obstacles of time and distance over long trade routes by creating discountable assets such as the bill of exchange and ‘letter obligatory’. The acceleration of these innovations depended in part on the legal protections offered in the late sixteenth century, when these instruments became negotiable and serial endorsement spread. Networks of merchant bankers created a more integrated market in Europe that allowed arbitrage between different commercial interest rates and enhanced international capital flows, especially between London and Amsterdam by the late eighteenth century. His analysis of the US and London money markets emphasizes the importance of a lender of last resort and contrasts the bankers' balances structure of the US money market with the international scope of the discount market in London. Correspondent relationships between banks in New York with the interior US banks exhibited strong seasonality that undermined resilience. Other features were strong relations with stock markets and the important role of commercial paper as a second line of reserves. Together these factors made New York the ‘epicentre’ of a range of financial panics in the late nineteenth century that were transmitted nationally. The establishment of the Federal Reserve System meant that the money market was no longer the origin of financial panics after 1913.

Ranald Michie’s survey of the securities markets is conceived at two levels. The first is an analysis of the features common to all securities markets—namely transferable securities, markets through which they could be bought and sold, and institutions providing a dedicated trading forum. The second is a narrative of the historical development of securities markets from the eighteenth century to the present. Particular attention is paid to the waxing and waning of the position of securities markets in the financial system beginning with the era of the stock exchange from the mid-nineteenth century to 1914. After 1914, the dominance of stock exchanges was displaced by banks, mainly as a result of regulation; and the era of global banks since then, when despite reforms and deregulation, advances in information technology meant that it became possible to dispense with a trading floor controlled by a stock exchange. The power now rested with the global banks, which had the ability to integrate the issue and trading of securities into the entire range of financial activities in which they were engaged. Michie emphasizes the contribution made by securities markets to the global financial system, but considers that this contribution is often missed because securities markets are analysed solely from the perspective of those who issued stocks and bonds, whether governments or companies. In his view, the needs of investors were of equal importance, and it is with these needs that the development of stock exchanges has been most closely aligned over the centuries.

Moritz Schularick addresses international capital flows, that is, the movements of financial resources across political borders. Such cross-border lending and borrowing are amongst the oldest known large-scale financial transactions, stretching back to the Middle Ages, when loans to foreign kings, often used to prosecute wars, were already an important part of the international financial landscape. The international movement of private capital became systemically important starting in the nineteenth century, when liquid secondary markets for foreign securities emerged across Europe. Schularick traces the trend in the size and pattern of net capital flows across both time and space. Capital mobility experienced something of a golden age during the half-century prior to the First World War: the gold standard was universal among advanced economies and barriers to the movement of goods, money, and people, were historically low. This trend was reversed during the First World War, the interwar period—including the Great Depression—and in the years immediately following the Second World War, before returning to pre-First World War levels in recent years. The chapter concludes by examining the role of capital flows in economic development and in financial instability.

Financial centres can be defined as the grouping together, in a given urban space, of a certain number of financial institutions—a concentration which can be chiefly explained by external economies. Youssef Cassis surveys the development of the world’s leading financial centres since the early nineteenth century, with particular attention to their working mechanisms, international influence, competition and cooperation, and rise and decline. In addition to the necessary (if not sufficient) conditions for the development of international financial centres identified by contemporary economic and financial literature (such as political stability, strong currency, light tax burden, skilled workforce, efficient communications, and so on), this chapter emphasizes, from a long-term historical perspective, other factors of success and failure. One is the economic power of the country hosting an international financial centre, whether at the top of the international hierarchy (London during the long nineteenth century, New York after 1945) or further down the line, with Paris, Frankfurt/Berlin, and later Tokyo, or even Hong Kong/Shanghai. Another factor is the effects of major wars which, even more than financial crises, have affected the destiny of financial centres. And a third factor is path dependency: once established, most financial centres have experienced remarkable longevity. From this perspective, it is not surprising that the financial debacle of 2008 has not fundamentally altered the hierarchy of international financial centres.

FINANCIAL REGULATION

The chapters dealing with the broad issue of financial regulation are not restricted to the functions and interventions of regulatory authorities, including central banks, but extend to the framework within which financial operations are conducted, especially monetary, systems; state intervention in financial affairs; and the various types of international cooperation destined to stabilize the financial system.

Angela Redish contemplates one of the most ancient issues in financial history: money. Economists have difficulty in precisely defining money, and so instead typically define it by its functions: medium of exchange, store of value, unit of account, and standard of deferred payment. Beginning with the monetary systems of one thousand years ago, Redish considers two issues that were crucial at the dawn of monetary systems and still have currency today. The presence and stability—or lack thereof—of a system with multiple monies (e.g., gold and silver coin) is relevant to the question of whether exchange rates ought to be fixed or floating. Debasement, an important feature of the medieval monetary order, is relevant to crucial policy questions at the centre of modern day monetary policy. The economic history of the last century and a half has been intimately intertwined with the gold standard. From the heyday of the international gold standard before the First World War, to its disastrous reestablishment in the interwar period, to the not-quite gold standard of the Bretton Woods System, international monetary relations have largely turned on the question of whether the monetary standard of the day—or contemplated monetary standard—including the euro, and Bitcoin—should look more or less like the historical gold standard.

The relationship between the state and the financial system is complex and varied, but the chapters on regulation, state finance, central banking, and international central bank coordination together offer a range of complementary approaches. The state’s sometimes contradictory roles can be characterized as gatekeeper, gamekeeper, and poacher. As ‘gatekeeper’ the state often exerts some control on firm entry to financial markets and helps to determine the rules of the game. As ‘gamekeeper’ central banks (in cooperation with various government agencies and departments) take responsibility for delivering monetary and financial stability. Finally, the state can sometimes turn ‘poacher’, deploying the resources of the financial system to its own ends either through direct state-ownership or through channelling funds to the state.

In exploring the gamekeeper role, Forrest Capie defines the essential function of central banks to ensure both monetary and financial stability. He argues that the financial stability target attracted less attention than the operation of monetary policy until the global financial crisis of 2007/08 demonstrated the disastrous systemic effects of financial crises. His analysis of the emergence and development of central banking acknowledges the diversity and range of roles that central banks are tasked with, but sees their origins commonly as bankers to the government. In terms of formal institutions, central banking is a twentieth-century phenomenon that spread from Europe and Japan to other countries in the wake of the restructuring of the international monetary system after the First and Second World Wars and then by decolonization and the advent of newly independent states. To achieve price stability, central banks control the growth of the money supply either directly or through an intermediary target such as interest rates or the exchange rate. Capie discusses how the tools and strategies of central banks have varied over time along with the development of economic theory. Turning to financial stability, this has proved a more elusive goal. The diagnosis of periodic crises as exogenously determined, or isolated ‘hiccups’ has tempered the ability of central banks to achieve (or even define) financial stability. The fundamental instrument for central banks to restore stability is as lender of last resort, but Capie notes the controversy about how this is defined and the terms under which the central bank should act from the early nineteenth century onward. For Capie (as for Bagehot) the threat of moral hazard arising from rescuing individual institutions argues for the provision of more general liquidity to the system as a whole.

James’ chapter moves to the international context of central banking and the methods and motivations for cooperation among central bankers since the nineteenth century. He develops a framework of analysis that defines different forms of cooperation: collaboration, discursive, instrumental—culminating in coordination, which requires a change of action (often to a non-optimal policy) in the support of a long-term goal. For James, the importance of exchange rate and interest rate management to the core function of monetary stability drew central bankers together into cooperative relationships. In the late nineteenth century, gold movements required cooperation in times of crisis but it was not until after the First World War that there was a sustained effort at central bank cooperation as part of the restored gold standard. Central bank cooperation was then formalized in the Bank for International Settlements (BIS) in 1933, an institution which remained the primary institutional focus for multilateral cooperation. The international financial crisis and the Great Depression of the interwar years, however, undermined the status of central banks and the Bretton Woods agreements even called for the liquidation of the BIS as treasury and finance ministers gained prominence after the Second World War. Central bankers found new roles for themselves as part of the framework that filled the gaps in the Bretton Woods system. After the end of the Bretton Woods system, various discursive efforts were made to create regional central bank networks in Latin America and Southeast Asia with, in particular, the Chiang Mai Initiative in 2010. The most ambitious effort at coordination was the European process of monetary integration, but this was primarily a politically driven project.

Schenk and Mourlon-Druol take up the responsibility of the state for ensuring financial stability in their chapter on regulation. For them, market failure in financial markets is the main motivating factor for external regulation both to protect depositors and ensure financial stability. This might be operated through the central bank, as Capie describes, or through specialist agencies or the ministry of finance, and Schenk and Mourlon-Druol draw attention to the variety in institutional structures for banking and financial regulation over time. In terms of ‘gatekeeper’, Schenk and Mourlon-Druol examine a variety of regulatory regimes, emphasizing that the convergence of national systems has been less than might be expected in a globalizing financial market. Particular attention is paid to the supervision of the international banking system and the persistent barriers to efforts to enhance prudential supervision, which has left strong national jurisdictions that seek to supervise a globalized industry. These barriers include the challenges to sharing information between banks and supervisors, technical obstacles to assessing complex consolidated balance sheets and the jealous guarding of national sovereignty over domestic banking systems even when they are profoundly interdependent. In the international context, they argue that the internationalization and then globalization of the financial system after 1945 challenged national regulators to make efforts to create a level playing field, avoid regulatory competition and create greater cohesion to ensure systemic stability in a more interdependent financial world. However, repeated regional and then global crises suggest that this process has not been successful. They are particularly critical of the Basel process of setting minimum industry standards as being backward looking, expensive, and cumbersome. Nevertheless, they offer a more positive interpretation of the role of regulation as a way to overcome market failure than Capie in his chapter on central banks.

On the one hand government bodies are often responsible for the registration and monitoring of financial institutions while on the other hand, as Quennouëlle-Corre shows, banks are an important conduit for public finance. As James states, central banks ‘began historically with government debt management’. Quennouëlle-Corre’s chapter addresses the broader relationship between the state and financial system with particular attention to government finance and state-led financial institutions. She argues that the relationship between banks and the state is complex and therefore understanding it requires analysis that takes account not only of markets, but also of politics and social networks. The need for states to raise finance for wars and other public expenses from the seventeenth century has almost always outstripped their tax base and led to the accumulation of public debt through financial markets throughout Europe. By the start of the 1880s (after many costly wars) the ratio of public debt to gross national product (GNP) exceeded 60% in many countries. Since then, she argues, the tolerance for public debt has waxed and waned. Most states sought to reduce indebtedness in the twentieth century, but at times states have controlled local capital markets and squeezed out private finance to channel savings to the public purse. But the flow was not just one way and the chapter turns to examine the state’s investment in infrastructure to support industrialization in a range of developed and emerging economies, sometimes directly and sometimes through state-owned financial intermediaries like development banks or post office savings banks.

The interaction between state actors and financiers has been a very rich area of study for financial historians and has generated a voluminous literature ranging from biographies of individuals and institutions as well as more detailed financial analysis and contributions to theoretical debates. This reflects the enduring puzzle over the nature of the interaction between public and private interests, how these interactions are initiated, sustained, and sometimes abandoned, and what are their costs and benefits. The intense set of coordinated and uncoordinated state interventions in financial markets since 2007 has rekindled interest in these complexities.

FINANCIAL CRISES

Three types of financial crises are discussed in this volume: banking crises, currency crises, and sovereign debt defaults.

Richard Grossman’s chapter on banking crises provides a definition for what is an ill-defined phenomenon, considers the type of costs that banking crises impose, and outlines the most common causes of banking crises during the past 200 years. The most prominent of these causes is the ‘boom–bust’ macroeconomic cycle, long recognized by market observers, but first formalized by Irving Fisher in the 1930s. In boom–bust cycles, a cyclical expansion is amplified by some external cause, which leads to inflated asset prices—which are enhanced by easy availability of credit—and increasing indebtedness. When the boom ends and the bubble in asset prices collapses, it leads to widespread failures of indebted institutions and individuals. The circumstances vary from crisis to crisis. For example, during the gold standard, credit growth might arise from a gold discovery or trade surplus; in more modern times, it might result from an overly loose monetary policy. The principle object of speculation differs across crises, and has included assets as diverse as railways, grain, Latin American debt securities, limited liability companies, and, more recently, subprime mortgages.

Peter Temin’s chapter considers currency crises during the past two centuries. His theoretical starting point is the Swan Diagram, which consists of two markets and two variables. The markets are for domestically produced goods and for international payments; the variables are domestic production and the real exchange rate. The diagram itself shows the interplay of forces promoting and detracting from internal and external balance. One of the consequences of this framework is that (domestic) banking crises and (external) currency crises cannot be considered individually—as they often are in the literature—but must be considered as two sides of the same coin. This framework is applied to several examples from the last 200 years, including early nineteenth-century Britain and the United States and the European and American economies during the interwar period. The narrative is taken forward to the recent euro crises, relying again on an analysis of the forces sustaining and preventing internal and external balance. An important conclusion of this chapter is that purely national histories of financial turbulence often neglect the important international aspect of economic crises.

Juan Flores Zendejas’s chapter discusses sovereign debt defaults by examining their relationships with capital markets. His main contention is that the literature has mainly analysed borrowers’ incentives to default, much less creditors’ incentives to overlend. Yet supply side factors appear to have been a key element in the outbreak of sovereign crises. The chapter argues that the history of financial architecture has had a poor record in avoiding sovereign defaults, which have been frequent during periods of international economic crises. Interestingly, those countries that avoided default were generally those that borrowed less, if at all, during the lending booms. Financial markets have been considerably affected by market distortions stemming from conflicts of interests, information asymmetries, and, to a certain extent, liquidity provisions. Moral hazard, on the other hand, appears to have mattered less than information flaws and the provision of adequate incentives for more information processing. Nevertheless, certain agents, referred to as gatekeepers, have occasionally emerged to prevent defaults. Underwriting banks, in particular, were able to do so during the nineteenth century and the 1920s, by enacting screening processes for new loans floated on the market. However, their importance has declined with the financial specialization brought about by the recent globalization; while rating agencies, designed to diminish information asymmetries, have failed to perform expected gatekeeping functions. Finally, public intervention has proved positive in providing monitoring and services as lender of last resort, despite shortcomings in regulatory innovations.

REFERENCES

Cassis, Youssef and Cottrell, Philip L. (1994). ‘Financial history’. Financial History Review, 1(1): 5–22.

Eichengreen, Barry (2012). ‘Economic history and economic policy’. Journal of Economic History 72(2): 289–307.

Herndon, Thomas, Ash, Michael, and Pollin, Robert (2014). ‘Does high public debt consistently stifle economic growth? A critique of Reinhart and Rogoff’. Cambridge Journal of Economics 38(2): 257–79.

Reinhart, Carmen and Rogoff, Kenneth (2009). This Time is Different: Eight Centuries of Financial Folly. Princeton and Oxford: Princeton University Press.

Rubinstein, W. D. (1981). Men of Property: The Very Wealthy in Britain since the Industrial Revolution. London: Croom Helm.


PART I 

THEMATIC ISSUES


CHAPTER 2

FINANCIAL HISTORY AND HISTORY

YOUSSEF CASSIS

INTRODUCTION

FROM a very early stage, banking and financial history (in short, financial history) has attracted the interest of business and economic historians, and more generally historians—because of the fascination with money and power, and the awareness of the importance of capital at all levels of human endeavour, whether economic, political, social, or cultural. The first scholarly works were probably the jubilee banking history volumes published in the 1930s for British institutions (Crick and Wadsworth, 1936; Gregory, 1936; Clapham, 1944). But the field really took off in the 1950s and 1960s, with an array of major works covering key topics related, in particular, to the emergence of new financial institutions, the role of banks in the industrialization process, finance and international relations, or leading banking dynasties (Pressnell, 1956; Bouvier, 1961; Lévy-Leboyer, 1964; Cameron, 1967; Landes, 1958; Gille, 1965/1967). But research extended to crucial developments in the early modern period, from the bills of exchange devised by Italian merchant bankers in the late middle ages, to the English financial revolution of the eighteenth century, or the significance of Huguenot bankers in seventeenth- and eighteenth-century France—to give but a few examples (De Roover, 1953, 1963; Dickson, 1967; Lüthy, 1959/1961).

This early and broad interest in financial history has somewhat shaped the field. Banking and financial history has been rightly described as lying ‘precisely on the border between business and economic history’ (Fridenson, 2007), to which could today be added global history. As a result, from its beginnings, financial history has had at once a very strong and a very weak identity—a strong identity deriving from the esprit de corps uniting those working on a common and often highly regarded topic, and a weak identity because of the lack of formalization of the links between its practitioners. Despite sustained growth, especially since the 1980s, financial history remains a comparatively small specialism within the historical discipline, or even within the sub-disciplines of economic history and business history. Moreover, it doesn’t possess a proper international academic association. The European Association for Banking and Financial History (EABH), founded in 1990, only partially plays this role. Its membership consists of banks and insurance companies, with inevitable drawbacks in terms of research agenda and priorities, though not intellectual freedom, and a fairly restrictive annual conference. There is a single academic journal solely devoted to the field, Financial History Review, founded in 1994 with the EABH support.

On the other hand, financial historians have been able to straddle the boundaries between sub-disciplines, whether economic history, business history, global history, or even political history—financial history has had the highest number of sessions at recent economic history and business history congresses. There is both a thematic and a methodological diversity in the field. Financial history has not been dominated by one paradigm in the way that the Chandlerian paradigm shaped business history from the 1970s to the 1990s. And the growth of financial economics has not eradicated the contribution of historians, as cliometrics eventually did in economic history.

The object of this chapter is to reflect on this particular position of financial history, both in terms of its connections with history, and of the specific contribution of the historical approach to a field which necessarily also draws from other disciplines, especially economics. It takes as its point of departure the editorial that I jointly wrote with Philip Cottrell for the very first issue of Financial History Review (Cassis and Cottrell, 1994): with hindsight, it appears that the mid to late 1990s marked a turning point in the development of the discipline. It then discusses the challenges it has faced and the opportunities it has been offered in the last fifteen to twenty years, before considering the state of financial history in the early twenty-first century. And it concludes with some reflections on the relationships between financial history and history.

THE MATURING OF FINANCIAL HISTORY

Following the founding fathers’ pioneering works, referred to earlier in this chapter, financial history matured in subsequent years, with a considerable renewal of interest in the 1980s and 1990s.The foundation of Financial History Review probably took place at the peak of a long phase, from the 1960s to the 1990s, which had two main characteristics. The first was that banking and financial history was clearly part of History as an academic discipline—or more precisely what was then, at any rate in Europe, one of its major constituents, Economic and Social History. This was primarily a question of approach—to which we will come back in the concluding part of this chapter. The second characteristic was that financial history developed into a rich and varied vein of History, with great relevance to most of its domains, in particular business history, economic history, international history, social history, and political history (Cassis and Cottrell, 1994).

Business History

The relevance to business history is obvious. Banking and financial history is an integral part of business history. Financial institutions not only originated as private undertakings, and have largely remained so in most industrialized countries, but were the first companies, alongside railways, where ownership was separated from control; they have also consistently ranked amongst the largest in their respective country. As such, they have had shareholders, directors, and managers; and they have been continually confronted with strategic choices which, however, have had to take into account the particular regard given to them by the state—because of their specific function as intermediaries between savers and borrowers. Interestingly, the business history of financial institutions developed considerably in those years, even though banks were not really part of the discussions around the strategy and structure of large companies which, in line with Alfred Chandler’s work, were primarily concerned with the modern industrial enterprise (Chandler, 1977, 1990; Cassis, 1997; Chandler, Amatori, and Hikkino, 1997).

The trend was particularly marked in Britain, which had a longer tradition of the genre, with scholarly monographs devoted to the leading merchant banks (Burk, 1989; Roberts, 1992; Ferguson, 1998), overseas banks (Jones, 1986/1987; King, 1987/1991), as well as insurance companies (Supple, 1970; Trebilcock, 1987; Westall, 1993), stockbroking firms (Reader, 1979; Kynaston, 1991), securities markets (Kynaston, 1997; Michie, 1999). Continental Europe followed the lead, with banks in Belgium, Germany, France, and Sweden commissioning professional historians to independently write their history (Olsson, 1986; Lindgren, 1987; Meuleau, 1989; Bussière, 1992; Gall et al., 1995; Van der Wee, 1997). The genre remained less developed in the United States, despite scholarly histories of the Morgans (Carosso, 1987) and Citibank (Cleveland and Huertas, 1985). Company monographs have of course their limits. However, all were far from being devoid of attempts at generalizations; and they have been complemented by studies of certain types of financial activity through the collective experience of a number of institutions, for example investment banks, overseas banks, or regional banks in Britain and the United States (Carosso, 1970; Chapman, 1984; Jones, 1993; Lamoreaux, 1994).

Economic History

Financial history was intimately connected with the theme that had dominated economic history since the earliest days of the discipline: economic growth and economic development. Leaving aside the pioneering work of earlier generations of economic historians, such as Alexander Gerschenkron or Rondo Cameron (Gerschenkron, 1962; Cameron, 1967), research and debates in the 1980s and 1990s mainly centred on the relationships between banks and industry—with particular attention to such open-ended controversies as the respective merits of deposit banking and universal banking, or the financing of small and medium-sized enterprises. In most European countries, thoroughly grounded empirical research, arising from greater accessibility of the archives of banking or industrial companies, reopened the question of the actual behaviour of banks towards industry and the degree of dependence of industrial companies on external funds, whether obtained from the banks or from the capital market.

The evidence produced by historical research appeared far more nuanced than the often heated debates surrounding these issues. One key point was the decisive role played by self-finance, which from the beginning of industrialization, proved to be by far the major source of industrial finance—whether in Germany, Britain, or France (Tilly, 1992; Thomas, 1978; Strauss, 1992). The contribution of banks had thus to be put into perspective. Secondly, banks were on the whole absolved from the sin of ‘failing’ industry. This appeared to be particularly true of the two countries where such accusations had been most persistent: France (Plessis, 1991) and Britain (Collins, 1991; Capie and Collins, 1996; Ross, 1996). Moreover, large British companies were shown to have made an efficient use of the capital market before 1914 (Watson, 1995). At the same time, research on the major German industrial concerns considerably played down the role of banks (Wellhöner, 1989; Edwards and Fischer, 1994; Wixforth, 1995). There was little evidence left to suggest that industrial success or failure had much to do with a bank-oriented or a market-oriented system—to use today’s terminology. And thirdly, the role of local and regional banks was reappraised in connection with their crucial support to small and medium-sized companies (Lévy-Leboyer and Lescure, 1992; Thomes, 1995; Ziegler, 1997).

Another close connection between financial history and economic history revolved around the role of monetary factors in economic development. Monetary history was one of the fastest-growing fields, with research spurred particularly by the publication of Friedman and Schwartz's seminal volume (Friedman and Schwartz, 1963). The inflationary experience of the last decades of the twentieth century led to further theoretical review of the role of money, with the conclusion that money did matter and long-term historical investigation of the relationships between money and the real economy, with Friedman’s work providing a model for others (Saint-Marc, 1983; Patat and Lutfala, 1986; Capie and Webber, 1985).

While theoretical re-examination of the role of money brought together economics, statistics and history, late twentieth-century inflation also gave rise to broader historical studies, some in a more traditional vein, as in the case of the German ‘great inflation’ of the early 1920s, with all its implications for society and politics, as well as the course of the real economy (Holtfrerich, 1980; Feldman, 1982; Feldman, Holtfrerich, and Ritter, 1984; Feldman, 1997). The concomitant event, the end of Bretton Woods and the advent of flexible exchange rates, led to renewed interest in monetary systems, with particular attention to the working of the pre-1914 gold standard (Eichengreen, 1985; Flandreau, 1997), and the effects of the adherence to the interwar gold-exchange standard on the course of the Great Depression (Eichengreen, 1995). The history of central banks, in particular the scholarly monographs of the Bank of England (Sayers, 1976; Fforde, 1992) also added to our knowledge and understanding of monetary policy.

International History

The field of international finance was also renewed during the maturing period of financial history, addressing issues relevant to all domains of historical research. Particular attention was paid to the export of capital—an issue at the core of all questions related to the history of international finance—or what would today be called global finance.

On the technical side, on which all interpretations ultimately depend, the amount, direction, and forms of foreign investments remained an important area of investigation. While acknowledging the uncertainty of all evaluations of the amount of capital exported, whether before 1914 or since, new estimates were produced, in particular for Britain and France (Lévy-Leboyer, 1977; Platt, 1986; Feinstein, 1990). On the forms of capital exports, a new consensus emerged about the respective share of portfolio and direct investment before the First World War, with an upwards re-evaluation of the former, especially in the case of Britain’s experience (Stone, 1977; Svedberg, 1978; Wilkins, 1988).

On the political side, capital exports led to major studies on the relationships between financial interests and foreign policy (Platt, 1968; Girault, 1973; Thobie, 1977; Barth, 1995). One major issue revolved around the primary factor of imperial and colonial expansion: economic or political? This continued to lurk in the background of all discussions of imperialism, despite evidence increasingly showing that the global regions receiving foreign investment did not necessarily coincide with the exporting economies’ political colonies. Nevertheless, the topic was renewed by two major though not uncontroversial studies: one on France by Jacques Marseille, who emphasized the relative importance of the empire as an area of French capital exports, but also the divorce between French capitalism and the empire in the 1960s (Marseille, 1984); and another on Britain by Cain and Hopkins, who saw the dominant position of finance, and more generally the services industry in the British economy and society as the main force behind British imperialism (Cain and Hopkins, 1993).

At the frontier between economy and politics, the causes and consequences of capital exports, both for exporting and importing countries, remained a central theme in international financial history, with some polemics being replaced by a more consensual view. Capital exports were shown to have not greatly harmed the domestic economies of the major exporting countries (Pollard, 1985). The diversity of situations made it harder to judge the effects on the importing countries simply in terms of positive or negative. While it could still be strongly argued that in some cases, such Egypt, Tunisia, and to a certain extent the Ottoman Empire, it ended in a loss of sovereignty, this did not mean that foreign investments were necessarily translated into ‘economic’ or ‘business’ imperialism (Platt, 1977).

Social and Political History

Apparently against the odds, financial history intermeshed with social history. Timidly at first with the working classes, whose savings and borrowings had only started to be analysed (Johnson, 1985), or the lower middle classes, with social historians showing limited interest in the world of bank clerks (Anderson, 1976; Green, 1979; Boot, 1991). The change concerned the middle and upper middle classes, including business and financial elites. In the 1970s and 1980s, they moved to the centre of social historians’ interests, after decades of neglect in favour of an exclusive concern with the working classes. Several studies were devoted to bankers, especially before 1914. Some were prosopographical, dealing with all aspects of the group, whether economic, social, or political (Cassis, 1984, 1994; Reitmayer, 1999; Ronzon-Bélot, 2003), others dealt more specifically with one of these aspects (Rubinstein, 1981; Harris and Thane, 1984; Augustine, 1994). Yet they clearly highlighted the position of a business group wealthier than its counterparts in manufacturing industry and, with national variations, closer to political power and better integrated, especially in Britain, into the old landed aristocracy. Religious minorities, to whom a number of bankers belonged, were in some respects in a different position, and had been the subject of earlier studies, more focused on business success and internal networks of relationships (Supple, 1957; Lüthy, 1959/1961).

This was a different social approach from the ‘conspiracy theory’ that had long dominated, both on the left and the right, the study of the relationships between finance and politics—collusion between politicians and financiers if not manipulation of the former by the latter. Such notions were shown to be unfounded by rigorous academic research, as with the myth of the ‘200 families’ in France (Jeanneney, 1984; Sédillot, 1988). In the same way, the notion of the autonomy of the state was firmly established in the face of the political influence of bankers and financiers, which it would be naïve to overlook, and which in some cases could be very strong. The question was nonetheless raised, particularly in Britain, of whether bankers were capable of exerting a stronger political influence than other business groups. Even though extreme views claiming that British industry had been sacrificed to the interests of finance were discarded (Daunton, 1989), the issue remained controversial, as witnessed by the divergent analyses of the return to gold in 1925 (Pollard, 1970; Moggridge, 1972; Pressnell, 1978; Dimsdale, 1981; Wright, 1981; Redmond, 1984; Matthews, 1986, 1989; Redmond, 1989).

Public finance, another important field at the crossroads between financial history and political history did not arouse the same degree of interest as private finance. Taxation, for example, remained a comparatively neglected area of research, together with budgetary policy, including the institutional framework of policy-making—that is the various ministries of finance and their senior officials (Middleton, 1985; Clark, 1988; Margairaz, 1991). State regulation and state intervention, on the other hand, became a prime area of interest, with a few long-term analyses of their development (White, 1983; Bänziger, 1986), though primarily in connection with the financial crises of the Great Depression and the post-war nationalizations (Andrieu, 1990; Kurgan van Hentenrtyk, 1992; Cassis, Feldman, and Olsson, 1995).

This is far from a comprehensive survey, whether in terms of themes or references, many of which are missing, not only because of space, but also language limitations and particular interests—with far more emphasis on the modern than early modern history, on Europe than the United States, and a total neglect of Japan. Yet it hopefully provides an overview of the development of financial history from the 1970s to the 1990s—a period marked by the diversity of the fields covered, their relevance to most areas of historical research, but also to contemporary debates, and its anchoring in the historical approach, combined with a wide opening to the other social sciences, not least through the fair proportion of economists, especially in the United States, at the forefront of the discipline.

NEW CHALLENGES AND NEW OPPORTUNITIES

What has changed in the discipline in the last fifteen years? Can we really talk of a turning point in its development? The answer, of course, depends on the standpoint one choses to adopt. There have been both continuity and change. We will consider them both, starting with the latter.

One change, which had been underway since the 1980s, was the growing split between History and Economic History. This had taken place earlier in the United States, with the emergence of the ‘New Economic History’ in the late 1950s: from then on, economic history increasingly became a subfield of economics rather than history. This didn’t happen in Europe before the 1990s, and was very much a result of the growing lack of interest of historians (political historians, cultural historians, global historians, and so on) in what was then known as Economic and Social History. As expressed by its name, it applied the historian’s craft to the combined study of economic and social phenomena, and had established the reputation of the Annales School in France. Social history gradually gave way to the History of Mentalities and then to Cultural History; while Economic History became increasingly econometric, with even less appeal to traditional historians. As part of Economic and Social History, Financial History was inevitably affected by these developments. Its links with History distended and its fields of interest became less relevant to historians. To take a single example: debates around the centenary of the outbreak of the First World War revealed that few political historians were aware that a major financial crisis had broken out in late July and early August 1914 in all belligerent as well as neutral countries—with serious implications for all aspects of the conduct of the war. This divorce has not been without effects, at institutional level, but also in terms of fields of academic interest and relationships with other sub-disciplines.

A second change, in many respects a corollary of the first, has been the greater part played by economics in financial history. Until the 1990s, economists engaged in financial history had been in a minority, most of them working on the more technical fields, above all monetary history. From then on, the proportion has increased and extended to other fields, especially international financial history, with a more rigorous application of economic theory and extensive use of quantitative methods. This trend has been reinforced by the growth of a new discipline, financial economics, which hardly existed as a distinct discipline from economics during the nascent and maturing periods of financial history—even though its origins dated back to the 1950s and 1960s, with the theoretical advances, in particular, by Modigliani and Miller on the conditions under which the value of a firm is independent of its leverage ratio; Markowitz and Sharpe on the efficient portfolio that links risk and return; Fama on the efficient market where prices reflect perfectly the information available; or Black, Scholes, and Merton on calculating the value of derivatives. The interaction between financial economics and financial history is discussed by John Turner in chapter 3 in this volume. More generally, Finance has gained in importance, as well as in autonomy, within Economics, not only with financial economics, which is mainly concerned with assets pricing and corporate finance, but also with banking—with theoretical and empirical works related to the way finance affects economic growth; the extent to which financial systems differ from one another; how banks manage risks; or the relationships between banks and financial markets.

These changes have had a positive impact on financial history, raising new issues, offering new theoretical and methodological frameworks of analysis, and sometimes opening up entirely new areas of research. A concomitant phenomenon has been the progress made in information technology, with the possibility to handle vast databases. Financial History has been able to preserve its esprit de corps and carry on as a distinct specialism, while forging closer links with Business History and, in a different way, with Economic History. But this new configuration raises the question of its future identity.

The third change has been the financial crisis of 2008. It took place fairly recently and its effects are still difficult to assess. Nevertheless, it is clear that there has been a public demand for history, and in particular for financial history, with questions about the severity of the crisis in comparison with previous ones, not least those of the Great Depression, about specific conditions triggering financial crisis and the measures taken to prevent their recurrence, especially in terms of governance and regulation. Interest in history tends to wane as the event become more distant, but one of the best ways to guard against a new global and systemic crisis is to keep the memory of the last one alive. At the same time, the crisis has reignited the interest of financial historians in financial crises, with research undertaken from a diversity of theoretical and methodological approaches, in line with the changes that have taken place in the discipline. Interestingly, the financial crisis has also reignited the interest of historians for economic history, mainly so far through the history of capitalism.

How have these three changes affected financial history, especially in terms of thematics and approaches? History asks to the past questions arising from current preoccupations, so themes of research change with each generation, and even more rapidly. The growing interest in financial globalization, and later in financial crises, is the most obvious. Some topics, without losing their relevance to current affairs, can become over-researched, with little marginal gain in undertaking yet another study on one of its aspects. While the basic principles of the historian’s craft haven’t changed, methodology is improved by technological innovation, not least information technology, the ingenuity of researchers, and borrowing concepts and methods from other social sciences and adapting them to a specific historical field—in this case financial history.

FINANCIAL HISTORY IN THE EARLY TWENTY-FIRST CENTURY

Let’s take as our point of departure the five historical domains identified earlier, with close interactions with financial history: business history, economic history, international history, social history, and political history; we will then consider more specifically the history of financial crises. There are obviously some overlaps between the two periods, but as noted previously, a change can be observed around the turn of the twenty-first century.

Business History

The history of financial institutions as business enterprises has continued to be practised, whether in the form of company monographs, with increasingly sophisticated analytical concepts, or through a diversity of thematic angles. Classic high quality scholarly monographs include a history of Barclays Bank (Ackrill and Hannah, 2001), combining a good narrative with a strong analytical framework—around such issues as ownership and control, management, corporate structure, diversification, the impact of information technology, and performance; the history of Deutsche Bank in the United States (Kobrak, 2008), more limited in its focus, but equally strong at both descriptive and analytical levels; or the history of Crédit Lyonnais (Desjardins et al., 2003), a multi-authored volume written and published after the bank’s demise in 1993 (the story ends in 1986) and thematically organized, with discussions, in particular, of the bank as a business enterprise, its financing of the real economy, its internationalization, and the interaction with its economic and political environment. To these monographs must be added the biographies of leading bankers and financiers, such as Leopold Dubois, of the Swiss Bank Corporation (Mazbouri, 2005), Oskar Wassermann and, for a later period, Hermann Abs, both of Deutsche Bank (Barkai, 2005; Gall, 2005), or the London merchant banker Siegmund Warburg (Ferguson, 2010). The turn of the twenty-first century also saw the publication of several archive-based accounts of banks’ and insurance companies’ relationships with the Nazi regime, whether in Germany (Kopper, 1995; Feldman, 2001; James, 2001, Ziegler, 2006), Austria (Feldman et al., 2006), Switzerland (Perrenoud et al., 2002), or France (Dreyfus, 2003), in particular the spoliation of Jewish assets. There is thus little doubt that the genre is very much alive and kicking and has moved beyond the narrow history of the firm to encompass the entire spectrum of banking and financial history.

The history of the financial markets has also made great strides in recent years. Stock exchanges, especially those of London, Paris, and New York, have been primarily studied from an institutional perspective, with particular attention to the rules and working of the markets and their effects on the latter’s depth, liquidity, and ‘efficiency’ (Michie, 1999; Hautcoeur and Riva, 2012; Quennouëlle-Corre, 2015); but also their role in the financing of business enterprises, with a major reassessment of the development of managerial capitalism in Britain and the United States at the turn of the twentieth century (Hannah, 2007; Foreman-Peck and Hannah, 2011). A broader view of the ‘business of finance’ is provided by the history of international financial centres, where a diversity of financial services has historically been gathered and economies of scope achieved. Recent works have considered the leading centres, above all London (Michie, 1992; Kynaston, 1994–2001), but also New York (Fraser, 2005; Jaffe and Lautin, 2014), Frankfurt (Holtfrerich, 1999) and Paris (Quennouëlle-Corre, 2015), as well as the ‘capitals of capital’ in a global and comparative perspective (Cassis, 2006).

Economic History

Turning to financial history and economic history, detailed historical analyses of the relationships between bank and industry almost came to a complete halt by the end of the twentieth century. Interestingly, this more or less coincided with the moment when financial economists picked up the topic again, using transactions cost theory and quantitative empirical analysis (Levine, 1997, 2005). There has thus been limited interaction with the ongoing historical research, though the two strands of studies have converged in their conclusions that the development of financial systems, whether bank-based or market-based, positively affects economic growth (Rousseau and Sylla, 2003; Fohlin, 2007; Quennouëlle-Corre and Straus, 2009). Another development in the long-term analysis of the relationships between finance and industry, also initiated by financial economists and based on the relationships between law and finance (Laporta et al., 1998), has proved more contentious. Historians have on the whole been sceptical about explanations of the differences between market-based and bank-based financial systems in terms of levels of investors’ protection supposedly determined by a common law or civil law legal heritage (Lamoreaux and Rosenthal, 2005; Musacchio, 2008). There has thus been a retreat on this front, with financial historians leaving to economists the task to reflect on the long-term relationships between finance and economic development.

Monetary history, on the other hand, has continued to forge ahead, with sustained interest in monetary systems and monetary policy. The history of central banks has remained high on the agenda (Feiertag and Margairaz, 2003, 2010; Capie, 2010; Singleton, 2010; Humpage, 2015). And a series of new studies have considered the role of major currencies from a politico-economic perspective, whether the ‘exorbitant privilege’ of the dollar (Eichengreen, 2012), the complex process of the decline of sterling (Schenk, 2010a), or the various stages of the formation of the European monetary unification (James, 2012; Mourlon-Drouol, 2012)—all issues directly connected to the history of international financial relations.

Global History

This latter field—finance and international relations/global history—has also undergone significant change, both in thematics and methods. Studies on the relationships between financial interests and international relations have virtually vanished. Historians interested in empires are more concerned with their cultural than their economic and financial implications; while economic historians interested in international capital flows have never had much time for their political implications. At the political-institutional level, interest has shifted towards the history of multilateral financial organizations, whether from a primarily economic history perspective, as in the case of the International Monetary Fund (James, 1996) or the Bank for International Settlements (Toniolo, 2005); or from a history perspective, with the reassessment of the role of the Economic and Financial Committee of the League of Nations (Clavin, 2013).

The history of international finance has also tended to become far more informed by economic theory, and far more quantitative in its methodological approach—especially as far as international capital flows are concerned, as can be seen in Moritz Schularick’s chapter in this volume. There has been some refinement in the estimates of capital exports and capital imports (Obstfeld and Taylor, 2004; Schularick, 2006) and greater emphasis put on two globalizations, with a sharp decline of foreign investment in between. Explanations of foreign investments have been more grounded in economic analysis, with close attention paid to country risks, whether analysed from today’s perspective or, more subtly, as perceived by contemporaries (Bordo and Rockoff, 1996; Flandreau and Zumer, 2004; Ferguson and Schularick, 2006); and to the functioning of the financial markets, especially the problem of asymmetries of information and attempts at reducing them (Flandreau and Flores, 2009; Flandreau, Gaillard, and Packer, 2011), as discussed in Juan Flores’s chapter in this volume.

Social and Political History

Financial history as social history has clearly declined over the last twenty years, and does not feature in this volume. The prosopographical study of banking and financial elites has probably run its course, though a few fine studies have continued to appear (Tilman, 2005); and the divorce between economic history and history has further undermined the appeal of this type of topics. However, the financial crisis of 2008 has clearly reignited interest in a socio-professional group widely held responsible for a disaster that affected the lives of millions of ordinary people. Attention has moved to issues such as responsibility and reward, in connection with a broader concern with the problem of growing inequality, network, and trust (Telesca and Cassis, 2016).

The same applies to financial history and political history, where old issues such as the political influence of bankers have been on the wane—though the impact of banking lobbying has been much debated during the financial crisis and its aftermath and has featured in recent reappraisals of business interest associations (Fraboulet and Vernus, 2012; Fraboulet, Locatelli, and Tedeschi, 2013). The other side of the coin—government attitude towards, and intervention in financial affairs has continued to gain momentum (Michie and Williamson, 2004). This trend has been reinforced by the recent crisis, with a growing interest in the history of financial regulation at both national and international levels (Schenk, 2010b; Goodhart, 2011). The growing attention paid to the history of taxation—a different form of state intervention—is part of the same movement (Daunton, 2007; Buggeln, Daunton, and Nützenadel, 2016).

At the crossroads between economic, social, and political history, the phenomenon of ‘financialization’ has been largely debated during the last decade, but has not yet been the object of proper historical inquiries. Contributions have mainly come from political economists, sociologists, political scientists, or anthropologists—with some taking a long-term historical perspective (Helleiner, 1994; MacKenzie, 2006; Davis, 2009; Ho, 2009).

Financial Crises

It is too early to measure the impact of the financial crisis of 2008 on financial history. Beforehand, scant interest had been paid by historians to the topic, apart of course from the Great Depression. Charles Kindleberger’s pioneering Manias, Panics and Crashes remained an isolated effort (Kindleberger, 1978). The history of financial crises, which took off after the International Debt Crisis of 1982, was mainly concerned with emerging markets—despite the broader scope of influential inquiries (Goodhart and Delargy, 1998; Bordo et al., 2001), and the more theoretical contribution of economists (Minsky, 1982; Bernanke, 1983; Diamond and Dybvig, 1983). This is not surprising: from the late nineteenth century to 2008, with the exception of the interwar years, the overwhelming majority of financial crises took place in emerging economies. Attention has focused on the various types of financial crises—banking, currency, and twin crises, sovereign defaults; on the role of monetary regimes and of capital flows; and on the consequences of financial crises on the real economy, including conditions of recovery. Most studies have adopted a quantitative approach, relying on vast databases and attempting to empirically test theoretical hypotheses, and have been keen to draw policy lessons from past historical experiences (Mauro, Sussman, and Yafeh, 2006). Empirical research on financial crises culminated with the publication, shortly after the collapse of Lehman Brothers, of This Time is Different (Reinhart and Rogoff, 2009)—a comprehensive study, based on an array of statistical data (sixty-six countries are included in the database), dealing with all types of financial crises in both the core and the periphery, and with a clear warning against the systemic risks posed by excessive debt accumulation and the illusion that ‘this time is different’ prevalent in each boom.

The financial crisis of 2008 has been followed by an unprecedented flurry of publications, in the form of books and articles, whether academic and popular, as well as films, plays, and novels. Publications have emanated from all quarters: journalists; academics (from all social sciences); protagonists from both the worlds of business and politics, often though not exclusively in the form of memoirs.1 Many of these publications have given some consideration to the historical dimension of financial crises—with varying degrees of accuracy and pertinence, but their main object has been to draw lessons for the future of financial stability. History, of course, does not offer any lesson—only landmarks without which, however, it is very dangerous to navigate.

The contribution of financial historians has been different. History responds to current events in a different way from economics or politics. It addresses current challenges by asking new questions to the past, or by asking the same questions in a different way, at both theoretical and methodological levels. Historians’ responses are also slower than those of other social scientists, especially as they need a temporal distance from the events they are studying to fully understand their unfolding and implications. It is thus not surprising that only a handful of books appeared in the aftermath of the financial crisis of 2008, some providing parallels with the Great Depression, in particular the banking crises of 1931 (James, 2009), and the mistakes made by policy makers (Eichengreen, 2015); others reflecting on the way the financial system was reshaped in the wake of global financial crises (Cassis, 2011). However, there is no doubt that the recent shock has spurred a new interest in the history of financial crises in the nineteenth and twentieth centuries, whether in a national, international, or comparative perspective (Kobrak and Wilkins, 2013; Calomiris and Haber, 2014; Dimsdale and Hotson, 2014; Turner, 2014), with much research still in the making, as witnessed by the numerous papers and sessions devoted to the topic in international conferences.

This is also a far from comprehensive survey, possibly even more selective than the one devoted to the ‘maturing’ period of financial history—even though it deals with a shorter period. However, it hopefully conveys an idea about the current trends in financial history and the likely developments in the foreseeable future—with new questions raised by current event and a greater engagement with economics and finance.

CONCLUSION

Financial history has changed in the last two decades, but on the whole, it has been able to meet the new challenges and seize the opportunities it has been presented with. As we have seen, the field has expanded, its theoretical and methodological approaches have been sharpened, it has engaged in new directions of research, and it has responded to the social demand, whether on the issue of Jewish funds during the Second World War or on those raised by the financial crisis of 2008. It has been able to do so because of the solid foundations laid in the 1980s and 1990s, and because it had retained a broad appeal, with relevance to business history, economic history, global history, political history, social history, and cultural history—in addition to other social sciences, not least economics.

Although it didn’t directly originate in history, from the 1950s to the 1990s, financial history was mainly practised by historians, as part of the old ‘economic and social history’. Financial historians trained as economists tended to work within the framework of the historical approach. With a few exceptions, especially amongst those working on monetary history, economists showed scant interest in financial history. Significantly, the field remained little developed in the United States where, since the advent of the ‘New Economic History’ in the late 1950s, economic history became integrated into economics. Only in the 1990s, with the advent of financial economics, did they start paying more serious attention.

The position of History within the field of financial history has thus changed. It is still a major component of the discipline, but it no longer defines its identity. Historians are especially strong in the business history of financial institutions and markets, in the global history of multilateral organizations, and in the political economy of state intervention and regulation. But they have produced works on all aspects of financial history, whether monetary policy, financial crises, or the multifaceted role of finance in economic development. What characterizes this work is the use of the historical approach which, as is well known, differs in some respects from that of other social sciences.

History abides by a few fundamental rules. One is the unicity of historical facts—which does not preclude generalizations, but past events are too complex to fit into a specific theory. Historical research thus has to rely on a vast erudition, necessary to fully understand the complexity of past events—which means, for financial history, taking full account of economic, political, social, and cultural factors. Its scientific character derives from the rigorous critique of its sources. Its method is inductive rather than deductive—which doesn’t exclude the use of theory, or rather theories, usually borrowed from other social sciences, but as flexible tools rather than full explanatory systems. Finally, historians tend to integrate their analysis into a strong narrative, with a concern for the quality of the style, its readability, and an attention to the role of actors—which doesn’t rule out the use of quantitative methods. Financial historians have diversely adopted the historical approach, with more or less emphasis on the use of economic theory and statistics, lively narratives or more abstract analyses, the cultural or material dimension—depending on the personality of the scholar, her original training (history, economics, business, or other), and of course the type of topic envisaged. But these are the principles without which there cannot be any financial history.

From this perspective, the growing role played by economics in financial history raises some questions. While cliometrics is not per se incompatible with the historical approach, there have been a number of worrying signs that it might become so. One worry concerns a younger generation of financial historians trained as economists and whose historical culture is virtually nonexistent. This is immediately apparent, for example, in the references quoted in their works: articles in economics journals figure far more prominently than historical studies, with all the risks of anachronisms and misinterpretations of the past. Admittedly, this is part of the requirements for publishing in economics journals, but more revealingly, publishing in economics journals requires complying with the rules of Economics, not of History. The feeling of an increasing divergence between two distinct disciplines is reinforced by the readiness with which financial cliometricians describe themselves as economists or financial economists rather than economic historians or even financial historians—with all this entails in terms of image and practice.

Financial history has managed to remain a fairly homogenous discipline, but could be at risk of splitting into two or more subfields, with far less common ground than in the past. This is not necessarily a bad thing, but it has implications from the perspective of financial history and history. First, even though investigating the history of financial affairs is open to anyone interested in the matter, in order to be of any historical value, such an investigation has to obey certain rules. These rules are those governing the historian’s craft. Ignoring them can only lead to the production of ahistorical works—in other words works which can be of great value for a discipline such as financial economics, but sub-standard from a historical point of view, that is in their capacity to understand the present by learning from the past. Drawing lessons from history requires understanding the singularity of each event, for example a financial crisis, and to be aware of the differences, as much as the similarities with past experiences. This is especially true in the wake of the financial debacle of 2008, which shook many of the complex financial models and their assumptions, making the historical approach even more important.

Second, the basic principles of the historical approach are very clear, but also fairly broad. They can accommodate several types of financial history—from the literary genre to the quantitative analysis. But they do constitute the smallest common denominator of financial history. If there is a common denominator, then there is room for cooperation between financial historians coming from diverse horizons—a cooperation made all the more necessary by the ever increasing specialization of academic disciplines. There is a trade-off between gaining a broad historical culture and a solid erudition in a specialized topic on one hand, and becoming conversant with economic theories and econometric techniques on the other hand. What was still possible for a single individual a generation ago is no longer possible today. In order to achieve its full potential, financial history will have to be practised by complementary teams. Cooperation requires open-mindedness to other disciplines, and recognition of the power, but also the limits of one’s approach. This seems to be the case amongst most historians and financial economists engaged in financial history.
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CHAPTER 3

FINANCIAL HISTORY AND FINANCIAL ECONOMICS

JOHN D. TURNER

THE Nobel laureate Robert Solow once opined that ‘an economic historian is merely an economist with a high tolerance for dust’ (Solow, 1985: 331). In making this statement, Solow was railing against the cliometric revolution and was arguing that economic history needed to be much more than merely testing economic theories using thin data. In a similar vein, I will make a plea in this chapter that the financial historian should not merely be a financial economist with a high tolerance for dust and data entry.

The main purpose of this chapter is to analyse the bidirectional relationship between financial history and financial economics because, as we will see in the second and third sections of this chapter, they both have something to contribute to each other. In order to analyse this bidirectional relationship, we will critically examine how financial economics has affected and been used in financial history. Some suggestions as to potential future uses of financial economics in financial history will also be made. We will then explore the contributions that financial history has made and can make in the future to financial economics. The main argument that is developed in this chapter is that financial history has more to offer financial economics than vice versa.

Financial economics, as a discipline, is closely related to, but sits somewhat separately from, the academic study of banking and financial intermediation. Banking theory has largely been developed by economists interested in industrial organization and the macroeconomy (Freixas and Rochet, 1997). This chapter will adhere to this strict subject delineation and will therefore not be analysing the relationship between banking theory and banking history.

The first section of this chapter is a condensed history of financial economics, where the three foundational pillars of the discipline are identified and discussed, namely asset pricing, corporate finance, and the efficient markets hypothesis. The subsequent most important developments in the discipline are also discussed—that is, agency or corporate governance, option pricing, and behavioural finance.

The second main section of this chapter looks at the effect of financial economics on the practice of financial history. In particular, it critically examines how the three foundational pillars of financial economics as well as the three subsequent developments in the field have affected financial history. The section also highlights some of the dangers of applying financial economics to financial history as well as looking at some future directions the application of financial economics to financial history could take.

The third part of this chapter is an analysis of how financial history has contributed and can contribute to the development of financial economics. Some areas within financial economics, such as empirical asset pricing, are intrinsically backwards looking as they require long series of returns. However, financial history can provide financial economists with more than out-of-sample tests and natural experiments of asset pricing models. Financial history also provides financial economics with a wide variety of asset price reversals, which allow various economic theories of ‘bubble’ formation to be tested. In addition, we will see that financial history enables tests of corporate finance theories which ex ante rule out several important explanatory factors. Finally, in this section, we shall see that financial history provides insights into fundamental features of modern capital markets and corporations, such as securities regulation and limited liability, both of which are regarded as necessary prerequisites for the functioning of financial markets, because some of these alleged foundational features were not always present in the past.

A CONDENSED HISTORY OF FINANCIAL ECONOMICS

As a discipline, financial history predates financial economics. The genesis of financial economics as a separate field or subject in its own right can be traced back to the 1950s. Although financial economics covers a broad range of topics, the central and foundational pillars of the discipline, which were erected in its first two decades as a discipline, are corporate finance, asset pricing, and the efficient markets hypothesis.

The seminal article in corporate finance was Lintner’s empirically-informed model of corporate dividend policy behaviour, which was published in 1956 (Lintner, 1956). However, corporate finance and financial economics made a significant departure from this approach with the publication in 1958 and 1961 of Modigliani and Miller’s famous irrelevance theorems (Modigliani and Miller, 1958; Miller and Modigliani, 1961). In their two papers, they argued that in a perfect capital market, and in a world without taxes and bankruptcy costs, the market value of any firm is independent of its capital structure and its dividend policy. The implications of this work were startling: firm values are solely determined by real considerations such as the earning power of a firm’s assets and its investment policy, and not by how those assets are financed or how the firm’s earnings are packaged for distribution to shareholders. However, the Modigliani–Miller propositions were rejected by the profession not due to the unrealistic assumptions underpinning their then-controversial arbitrage proof, but because they failed the Friedman positivism test (Friedman, 1953). The Friedman positivism test implies that it is not the model’s assumptions which matter, but its ability to provide accurate predictions. The Modigliani–Miller propositions are difficult to test and are subject to numerous identification problems, and so it has proved difficult to calibrate them (Miller, 1999). Consequently, much of the subsequent history of corporate finance was concerned with finding what was missing from the Modigliani–Miller model (Hart, 2001).

The attempts to fix up the Modigliani–Miller model over the past five decades have involved the weakening of some of their key assumptions. The earliest attempt to fix up the Modigliani–Miller model involved the introduction of tax (both corporate and personal), but created something of a puzzle in that the optimal dividend policy is that firms should pay zero dividends and the optimal capital structure is 100% debt finance (Modigliani and Miller, 1963; Farrar and Selwyn, 1967; Brennan, 1970; Miller, 1977). Subsequent attempts to fix up the model focused on agency costs and asymmetric information. The agency-cost models suggested that agency costs ultimately determine a firm’s capital structure and dividend policy (Easterbrook, 1984; Jensen and Meckling, 1976; Jensen, 1986; Rozeff, 1982). Meanwhile, asymmetric information models suggest that managers pay dividends or raise debt finance in order to send costly-to-replicate signals to investors (Leland and Pyle, 1977; Bhattacharya, 1979; Myers and Majluf, 1984; John and Williams, 1985; Miller and Rock, 1985).

Seminal work was also taking place in the 1950s in the area of asset pricing. Harry Markowitz, an operations research graduate at the University of Chicago, published a paper in 1952 which ultimately revolutionized the theory and practice of financial economics (Markowitz, 1952). Markowitz’s key insight was that he identified the return on an investment with its probability-weighted mean value of its possible outcomes and its risk with the variance of those outcomes around the mean. This was revolutionary at the time, and, by identifying risk and return with variance and mean, Markowitz was able to apply statistical methods to form efficient portfolios—that is, a portfolio where an investor cannot lower their risk without sacrificing returns and vice versa.

William Sharpe took Markowitz’s insights and posed the following question: if everyone invests in a Markowitz-efficient portfolio, what prices will securities command when the capital market equilibrates?1 The answer was simple, but elegant: the expected return of a security was proportional to its covariance with the rate of return on the overall market, the famous ‘beta’. In other words, a single risk factor was able to describe the cross-section of expected returns. However, subsequent and substantial testing of the capital asset pricing model (CAPM) has revealed that at least two other factors, size and book-to-market ratios, are also important for describing the cross-section of returns on common stocks (Fama and French, 1992, 1993).

During the 1950s and 1960s, there was an upsurge in interest in the randomness of stock market prices, particularly from statisticians such as Kendall (1953), Working (1961), and Roberts (1959). Subsequently, economists such as Cowles (1960), Cootner (1962), Samuelson (1965), and Fama (1965) provided an economic explanation for the randomness or near-randomness of stock prices. The explanation provided was that, in an efficient market, arbitrage ensures that all available information pertinent to the valuation of a security is reflected in its price. Thus stock price changes were random because the arrival of new information about a security’s value was random. This theory was refined somewhat by Fama in his 1970 paper to take account of the fact that there were some elements of predictability in long-run returns (Fama, 1970). He differentiated between the weak, semi-strong, and strong forms of the efficient markets hypothesis, which alluded to the type of information reflected in security prices.

Since the laying of these foundational pillars, there have been at least three additional topics within financial economics which have received a lot of attention and have emerged as important elements of the discipline. First, options have received a lot of attention from financial economists following the formal development of put–call parity and the Black–Scholes–Merton formula (Stoll, 1969; Black and Scholes, 1973; Merton 1973). Second, since the 1980s, behavioural finance has emerged as an exciting area of research, which affects all the foundational pillars of finance (Shefrin, 2009). In behavioural finance some of the neoclassical assumptions about investor behaviour are replaced by their psychological or behavioural counterparts. Third, following the work of Jensen and Meckling, agency or corporate governance has emerged as an important issue which has received a lot of attention from financial economists (Jensen and Meckling, 1976; Shleifer and Vishny, 1997). Arguably, however, this topic should be dated back to the seminal work of Berle and Means (1932).

THE USE OF FINANCIAL ECONOMICS IN FINANCIAL HISTORY

In this section of the chapter we want to (a) establish the extent to which financial economics is used in financial history, (b) examine critically how the three foundational pillars of financial economics outlined earlier as well as the three important topics which have subsequently emerged have been used in financial history, and (c) outline the possible ways financial economics can be used in the future development of financial history.

Table 3.1 contains the number of citations of the foremost finance and economics journals in the Financial History Review, which was founded in 1994. Two things from this table are worthy of comment. First, prior to 2004, there was not very much citation of finance or economics journals, with the three foremost finance journals being cited on only seven occasions. Second, since 2004, and particularly since 2008, there has been an increase in citations of the foremost economics and finance journals. Although this may reflect a changed editorial policy, such policies may reflect (and lag) general trends in the field.




Table 3.1Number of citations of leading finance and economics journals in Financial History Review, 1994–2011

[image: image]

Source: Financial History Review, 1994–2012.





Table 3.2 contains the number of articles in the Journal of Economic History and Economic History Review, the two leading economic history journals, which cite the three foremost finance journals and, for the sake of comparison, the Journal of Money, Credit and Banking. Four features of this table are worthy of comment. First, there has been a steady increase in the number of financial history articles published in these two journals, which mirrors the growth of financial economics as a discipline. Second, there are fewer citations of finance journals in the Economic History Review, which partially reflects a lower number of financial history articles, but also may reflect a difference in the practice of economic history in the UK and US, with the latter much more open, particularly in the 1970s and 1980s, to cliometrics. Third, there has been an increase in the number of articles citing financial economics journals over the past four decades, and there has been a substantial change in the first decade of the 2000s. This increase in citations cannot be accounted for by an increased number of financial history articles in these journals, and thus may reflect an increasing influence of financial economics on financial history. Fourth, given the relative youth of financial economics at the time as well as some of the finance journals, it is unsurprising that finance journals are rarely cited in the 1970s. Indeed, none of the finance journals in Table 3.2 are cited in the two economic history journals prior to 1970.




Table 3.2Citation of finance journals in Journal of Economic History and Economic History Review

[image: image]

Notes: The number of finance articles was determined by using the following topic searches in Web of Science: bank, finance, share, and stock. The Review of Financial Studies commenced publication in 1988.

Sources: JSTOR and Web of Science.






The data in Table 3.2 raise the following question: why has the use of financial economics in financial history increased since 1970, and particularly in the 2000s? The cliometrics revolution in economic history plays something of a role in encouraging the early growth. However, the huge increase in the 2000s has two sources. First, unlike previous generations, the new generation of economic historians has been trained in financial economics. Second, and probably most importantly, technological advances have enabled scholars working in financial history to utilize the toolbox of financial economics. Financial economics at its core is an empirical discipline which requires lots of data and computational power to process data. The digitization of newspapers and periodicals has dramatically reduced the costs of acquiring market price data from earlier periods. For example, the International Center for Finance at Yale University has digitized many early price lists, such as the Investor’s Monthly Manual for 1869–1929. In addition, digital photography and optical character recognition software has enabled scholars to gather the large amounts of data required for rigorous analysis.

In terms of corporate finance, one of the earliest attempts in financial history to use corporate finance theory was by Baskin and Miranti (Baskin and Miranti, 1997; Baskin, 1988). In their book, they draw heavily on the asymmetric information and (to a lesser extent) agency theories developed in corporate finance to interpret and understand the evolution of corporate finance from the pre-industrial world through to the modern era. Their broad coverage of time and space helps us understand the role asymmetric information plays in the development of corporate financial policies. One of their main insights is that dividends can be used to signal information to investors and a pecking-order model of capital structure explains why firms issued so much debt in the pre-tax era.2 Subsequent to Baskin and Miranti, there has been little in the way of empirical work into capital structure and dividend policies of firms in the past apart from two studies of dividend policy which look at the UK in the nineteenth century and at the beginning of the twentieth century (Braggion and Moore, 2011; Turner, Ye, and Zhan, 2013). Notably, both of these studies support the view of Baskin and Miranti that dividends played an important information communication role in early capital markets.

Larry Neal and Philip Mirowski were amongst the first scholars to think about the efficient markets hypothesis in an historical context when they tested the efficiency of London and Amsterdam stock markets in the eighteenth century (Neal, 1987, 1990; Mirowski, 1981, 1987). Subsequently, financial historians have tested the efficiency of the market for UK debt in the nineteenth century as well as the efficiency of the German stock exchange at the turn of the twentieth century (Brown and Easton, 1989; Gelman and Burhop, 2008).

As tests of the efficient markets hypothesis face the joint hypothesis problem, tests of market efficiency conducted by financial historians have also been tests of the underlying asset pricing model. The discovery of the size and value anomalies were at first believed to undermine the efficient markets hypothesis, but latterly, the prevailing view is that these anomalies are simply manifestations of deficiencies with the capital asset pricing model. Thanks to the development of large stock-market databases, financial historians have tested for the presence of these anomalies in several early capital markets (Grossman and Shore, 2006; Fohlin and Reinhold, 2010; Annaert and Mensah, 2014; Ye and Turner, 2014).

The ability of financial historians to use asset pricing models crucially depends on high quality stock-market indices, which include dividend income as well as capital gains/losses. Dimson and colleagues have constructed annual indices of returns on various financial assets for 16 countries dating back to 1900 (Dimson, Marsh, and Staunton, 2002). In the 2000s, high-quality indices of stock-market returns stretching back into the nineteenth century were, for example, developed for Belgium, France, the UK, and the US (Acheson et al., 2009; Annaert, Buelens, and De Ceuster, 2012; Goetzmann, Ibbotson, and Peng, 2001; Grossman, 2002; Le Bris and Hautcoeur, 2010). The development of these indices and the underlying databases of equities will enable financial historians to apply a variety of asset pricing models to early capital markets, enabling us to understand more about the efficiency, performance, and the contribution to capital formation of early capital markets.

Modern portfolio theory has been used by economic historians to address several important questions. First, portfolio theory has been used to examine the issue of British investment overseas in the 1870–1913 period and ultimately whether or not the British capital market failed by directing finance overseas instead of towards domestic industry (Goetzmann and Ukhov, 2006; Chabot and Kurz, 2010). Second, portfolio theory has been used to assess the performance of British railway securities and ultimately the railways themselves in the late Victorian and Edwardian eras (Mitchell, Chambers, and Crafts, 2011). The finding which emerges from this work supports the claim that British railways experienced managerial failure in the late Victorian era.

Of the three important financial economics topics to emerge after the foundational pillars of financial economics were laid, agency or corporate governance is the topic that has been most utilized in financial history. The reasons for this are at least fivefold. First, there has been a long interest in corporate governance in economics, which predates the formal development of financial economics and which stretches as far back as Adam Smith (Anderson and Tollison, 1982). Second, the data requirements for examining corporate governance in an historical setting are much less onerous than in other areas of finance. Third, economic and business historians have a long-standing interest in corporate performance and its effect on economies (Chandler, 1990). Fourth, the case-study methodology, much used in business history, can be used to great effect when looking at corporate governance. Fifth, the corporate governance scandals and failures of the 2000s have stimulated interest in past governance scandals.

The study of corporate governance in financial history has covered many diverse economies. For example, Morck’s edited volume on the history of corporate governance, as well as looking at the US, Canada, and major European economies, examines China, India, and Japan (Morck, 2007). With respect to Belgium and Germany, there has been extensive work analysing the role of universal banks in firm governance (Fohlin, 2007; Van Overfelt et al., 2009). There are also studies which examine corporate governance and agency prior to the rise of freedom of incorporation in the nineteenth century (Freeman, Pearson, and Taylor, 2012). Notably, legal scholars have also written on the history of corporate governance (Cheffins, 2008). This is unsurprising given that, according to Miller, agency belongs in a legal rather than financial domain (Miller, 1999).

Option pricing theory has been little used by financial historians, apart from two notable exceptions. Moore and Juh examined derivative pricing on the Johannesburg Stock Exchange 60 years before the Black–Scholes–Merton formula had been created and found that investors had a good instinctive understanding of the determinants of derivative pricing (Moore and Juh, 2006). Shea has used option pricing theory to show that South Sea subscription shares were rationally priced during the episode known as the South Sea Bubble (Shea, 2007).

The one area of financial economics which has had a limited effect on financial history is behavioural finance. This could be to do with data limitations and lack of information on investor behaviour in the past. The lack of engagement of financial history with behavioural finance is somewhat strange given that investors in early capital markets were usually retail investors not institutions and that, in the era before a scientific approach to investing and financial theory had been developed, investors may have devised heuristics influenced by their behavioural biases such as underweighting probable in comparison with certain outcomes, self-control, regret aversion, or mental accounting. Notably, a study of dividend policy in the UK in the nineteenth century found no evidence that investors preferred dividends to capital because of behavioural biases or that managers catered to such biases (Turner, Ye, and Zhan, 2013).

As highlighted previously, the use of financial economics in financial history has undoubtedly provided insights into how financial institutions and markets evolved in the past. However, there lurk three major dangers that we need to be cognizant of when applying modern financial theories to financial history.

The first danger is that financial history becomes merely a laboratory for financial economics. In the parlance of the discipline, historical episodes merely become out-of-sample tests of contemporary theories. This approach to financial history raises the danger that we remove the poetry out of financial history.3 Financial history is full of fascinating characters, institutions, and incidents and these are what give it a soul as a discipline. As the use of financial economics (rightly) increases, we need to ensure that we do not lose the story-telling genius of scholars like Kindleberger (2000), Michie (1999), and Taylor (2006).

Another danger is that the emphasis on financial economics means that financial historians ignore or place less emphasis on the cultural, economic, legal, social, and political environment in which financial institutions and markets have operated in the past. In particular, the political environment has had a significant effect on the development of financial institutions and markets in the past. After all, some of the earliest liquid financial markets were for government bonds and the early central banks were created to help finance government war efforts. Thankfully, it appears that the next generation of financial historians is giving attention to the environment in which financial institutions and markets in the past emerged.

The final and probably the most commonly-accepted danger is that applying modern finance theories to historical episodes can be anachronistic. This danger particularly applies to theories of asset pricing (Acheson and Turner, 2011). A key assumption of modern asset pricing models is that the investment decision is simply determined by portfolio payoffs (Bachrach and Galai, 1979; Fama and French, 2007). However, in nascent capital markets, portfolio diversification may have been very costly due to a combination of factors such as high share denominations, unlimited shareholder liability, high transactions costs, restrictions on free incorporation, and poor investor protection laws.4

Another assumption of modern asset pricing theories is that investment assets are not also consumption assets. This assumption may not have held for bank shares in the nineteenth century as there was a well-documented access-to-credit benefit of owning bank shares (Acheson and Turner, 2011). In addition, individuals may have bought shares in companies providing a public good out of civic pride or sense of responsibility or to prevent providers of such goods from abusing their monopoly power.

A further assumption of modern asset pricing theories is that investors have full information on the distribution of asset payoffs. However, in nascent capital markets with primitive accounting practices, poor disclosure requirements, and no analyst coverage, it is likely that investors had less-than-full information on the distribution of asset payoffs, and this may have manifested itself in stockholders exhibiting a local bias to share investment.5 This may explain why local stock exchanges played a prominent role in the development of early capital markets.

Finally, much of modern finance theory assumes that capital markets are liquid, but this was far from the case in nascent capital markets, where the majority of stocks were very thinly traded. Infrequently traded stocks create all sorts of problems when using modern asset pricing theories. First, stocks in historical markets may have been so thinly traded that it is impossible to get a sensible beta estimate for a stock. Second, financial economics assumes that asset returns have a bell-shape, with the consequence that the standard deviation is a good measure of the riskiness of an asset. However, if a stock trades infrequently, there will not be much of a distribution of prices, with the result that the standard deviation is very low. This does not, however, mean that the risk or volatility of an asset is low. Third, illiquidity in early markets may have worked against portfolio diversification, which makes the application of modern portfolio theory in such historical situations anachronistic.

Having warned of the dangers of using financial economics in financial history, what is the possible future direction for the application of financial economics within financial history apart from those alluded to earlier? One area where the application of financial economics to financial history may prove increasingly fruitful is to use historical asset prices to ascertain the economic effect of large events such as political changes, macroeconomic shocks, or technological change. As asset prices reflect (imperfectly) how investors perceive institutional changes or value technology, asset pricing models can be applied (with the caveats mentioned previously) to historical asset prices to provide insights for economists and economic historians alike. For example, historical asset prices have be used to analyse the economic effects of innovation before and after the Great Depression (Nicholas, 2008). Historical asset prices can also reveal something about the importance and real economic effects of political events such as franchise changes or wars (Frey and Kucher, 2000; Turner and Zhan, 2012).

THE USE OF FINANCIAL HISTORY IN FINANCIAL ECONOMICS

In some senses, financial economics is an inherently backwards-looking discipline. For example, tests of the efficient markets hypothesis, empirical asset pricing, and option pricing models all rely on historical financial data, and the further back the data series stretches, the more accurate the pricing models. However, this in-built historical bent to financial economics is not reflected in citations of financial history articles in the leading financial economics journals. As can be seen from Table 3.3, the number of articles from the Journal of Economic History and Economic History Review cited in the Journal of Finance and Review of Financial Studies is very low, and before 2000, citations were almost non-existent.

The rest of this section will highlight how financial history has been and can be used to help the development of financial economics as a discipline. In particular, we will focus on what financial history has contributed and can contribute to asset pricing, corporate finance, agency, and options. We will also highlight important origin-type questions for financial economics which cannot be answered with modern data.




Table 3.3Number of articles in Economic History Review and Journal of Economic History cited by articles in Journal of Finance and Review of Financial Studies



	
	Journal of Finance
	Review of Financial Studies



	2000–11
	10
	6



	1990–99
	  3
	2



	1980–89
	  0
	-



	1970–79
	  1
	-



	




Notes: The Review of Financial Studies commenced publication in 1988.

Sources: JSTOR.




  
The most obvious way in which financial history has contributed to financial economics is the development of long-run stock-market return series. These series can be used to determine the returns on traditional investment assets such as bonds and shares over the long-run as well as returns on alternative investments such as stamps and fine art.6 Such long-run series can also be used to measure the equity premium in an attempt to figure out why the equity risk premium is so high (Mehra and Prescott, 1985). The estimation of the equity risk premium using only twentieth-century financial data induces a time-selection bias as stock markets have been in existence for much longer. This bias can be partially avoided by investigating historical stock markets. For example, studies on the US market find that taking the nineteenth century into consideration reduces the estimate of the long-term equity premium for the US market (Siegel, 1992; Goetzmann and Ibbotson, 2006). In addition, the influential suggestion that rare event risk can explain the equity premium puzzle implicitly requires financial history to assess the extent to which rare events affects the equity premium (Barro, 2006; Berkman, Jacobsen, and Lee, 2011).

Testing for stock-market anomalies such as the size and value effect in modern markets is problematic because different stock markets are highly correlated and anomalies may be arbitraged away following their discovery (Schwert, 2003). Consequently, studies of returns from historical stock markets provide robust out-of-sample tests for anomalies and help us discern whether anomalies are durable features of stock markets, suggesting that there may be economic or behavioural reasons, rather than data-snooping reasons, for their existence. Tests for the presence of anomalies in historical markets may be superior in that they had few distortions, in the form of tax and regulation, relative to modern markets. For example, studies on the size and value effects in the pre-1913 UK market find that there was no size effect in this market, but that there was a value effect (Grossman and Shore, 2006; Ye and Turner, 2014).

Financial history has the potential to provide natural experiments which enable financial economists to test asset pricing theories. For example, Koudijs uses the arrival dates of London mail boats in Amsterdam, which were carrying information on English securities, to identify the flow of information and measure the effect of this information flow on volatility of English securities which were traded on the Amsterdam market (Koudijs, (2012). Similarly, financial economists have looked at initial public offering (IPO) underpricing in an era before comprehensive regulation and disclosure requirements and found that it was substantially lower than in the modern era (Chambers and Dimson, 2009).

Probably the most important way financial history can contribute to asset pricing is in the area of asset price reversals or ‘bubbles’. As asset price reversals are not commonly occurring events, financial economists and others have increasingly been looking at financial history to gain insights into the underlying causes of asset price reversals. Studies on historical bubbles in financial markets have typically attempted to argue that bubbles can be explained by rational factors, such as the emergence of new technology and myopia, or irrational behaviour or naiveté on the part of investors (Rappoport and White, 1993; Garber, 2001; Carlos, Moyen, and Hill, 2002; Dale, Johnson, and Tang, 2005; Shea, 2007; Thompson, 2007; Pástor and Veronesi, 2009; Campbell, 2012; Campbell and Turner, 2012; Frehen, Goetzmann, and Rouwenhorst, 2013). One study, which looks at the stock-market boom in 1920s Germany, has emphasized the dangers of government or central bank intervention to prick stock markets booms (Voth, 2003). Evidence from the South Sea Bubble has revealed that rational investors ride bubbles even though they know that prices are not being driven by fundamentals (Temin and Voth, 2004). In addition, a study of the British railway mania has examined the role of news media in bubbles and has absolved the press from hyping railway shares (Campbell, Turner, and Walker, 2012).

Financial history can provide several insights for theories about dividend policy and capital structure. As income, capital gains, and corporation tax were effectively non-existent or very low in most economies prior to the twentieth century, tax can be ruled out ex ante as a determinant of capital structure or dividend policy in such eras. In addition, regulation regarding stock repurchases has varied over the very long run, making for a novel experiment as to how dividend policy changes with the introduction of regulation. In essence, the environment corporations operated in a century ago was free of the distortions that have been introduced by regulation and taxation. Institutional investors are also another feature of financial markets in the late twentieth century which were not present or active a century ago. Hence, studies of dividend policy in the nineteenth century can ex ante rule out institutional preferences for dividends as an explanatory variable for dividend behaviour. Some of these unique features of early capital markets have been exploited in studies of dividend policy by financial economists (Braggion and Moore, 2011; Turner, Ye, and Zhan, 2013).

In terms of agency or corporate governance, financial history has made at least two major contributions to financial economics. First, Frydman and Sak’s (2010) study of executive pay over the long run provides a perspective on the reasons for a rise in executive pay since the 1980s. Such studies are needed for other economies and further back in time in order to improve our understanding of the determinants of executive compensation. Second, financial history has contributed to our understanding of when and how ownership separated from control (Hannah, 2007; Hilt, 2008; Foreman-Peck and Hannah, 2012; Acheson et al., 2015). It has also contributed something to our understanding of how agency problems were ameliorated in an era before investor protection laws, corporate governance codes, and executive stock options (Hilt 2008; Campbell and Turner, 2011). However, financial economics needs more studies on agency in the past across different jurisdictions to see how our ancestors ameliorated the agency problems inherent in the corporate form.

Growing out of the agency literature, the topic of law and finance, which looks at how statutory, judge-made, and securities law affects financial markets and corporate finance, emerged as a very influential area of study in the 1990s (La Porta et al., 1997, 1998). This literature argues that common-law (as opposed to civil-law) legal origin results in superior investor protection, which in turn has a positive effect on financial development. However, much of the active debate about this theory has been ahistorical, which is somewhat puzzling given the obvious historical nature of the legal-origins hypothesis, and that financial history presents the greatest challenge to this hypothesis (Musacchio and Turner, 2013). First, the evidence on the variation of investor protection law and financial developments over the very long run suggests that there is not much relationship between financial development and investor protection (Musacchio, 2008; Coyle and Turner, 2013). Second, there was little difference in financial development and investor protection laws between common and civil law economies in circa 1913 (Rajan and Zingales, 2003; Musacchio, 2010; Musacchio and Turner, 2013). Financial history can contribute so much more to this area of financial economics by addressing issues such as the dynamics of changes in investor protection law across time and space, how commercial laws were transplanted into colonies, why investor protection laws change over time, and how investors protected themselves in the past whenever investor protection laws were primitive.

Studies of option pricing in the past have given insights into the complex heuristics used by options traders before and after the Black–Scholes–Merton formula (Haug and Taleb, 2011). The accuracy of options pricing in historical settings implies that the canonical view that the creation of the Black–Scholes–Merton formula caused the subsequent growth in option markets should be questioned (Moore and Juh, 2006). Historical settings also allow financial economists to see how different market structures and rules affect the options market.

Probably the greatest contribution financial history can make to financial economics is that it can provide insights into features of modern capital markets and corporations that are regarded as foundational and necessary prerequisites for the functioning of financial markets. The reason that financial history can do this is that some of these foundational features were not always present in the past. For example, the existence of corporate law, disclosure requirements, and securities regulation are regarded as prerequisites for the functioning of modern capital markets, but securities markets in the past had cursory regulation and little in the way of corporate law or disclosure requirements. How efficient were these markets in the past at channelling funds to companies and in processing information?

Another example is limited liability. The canonical view is that limited liability is essential to industrial capitalism and is a prerequisite for stock markets. The standard argument is that when liability is not limited, shares cannot be freely traded on stock markets; otherwise an equilibrium will be reached where the extended liability becomes de facto limited in that shares are owned by investors who have no wealth to meet future potential calls (Woodward, 1985). However, studies of historical capital markets where some corporations had unlimited liability have found that limited liability is not a prerequisite for tradable shares and the emergence of an active capital market (Acheson et al., 2010). Investors in companies with various forms of extended shareholder liability appeared to have priced in the open-ended put option element associated with extended liability (Acheson, Turner, and Ye, 2012). Notably, a key insight provided by financial history is that extended shareholder liability may have played a very important role in enhancing the stability of financial institutions (Grossman, 2001; Grossman and Imai, 2013).

SUMMARY

This chapter has demonstrated the various ways in which financial economics has been used in financial history. Undoubtedly, the increased use of financial economics in financial history has helped to invigorate the study of financial history. Nevertheless, as highlighted in this chapter, we need to be careful that the idiosyncrasies of historical financial markets and institutions are considered whenever we apply modern financial theories in financial history. Thus, as with Solow’s clarion call to economic historians, financial historians need to make sure that the discipline is enriched and not corrupted by financial economics (Solow, 1985).

In the long run, however, financial history may prove to be of more use to financial economics than vice versa. Amongst other things, financial history provides financial economists with natural experiments, a long-run perspective on the discipline, and environments ‘unpolluted’ by taxation and regulation. More fundamentally, however, financial history reveals something of the wisdom of our ancestors and how they addressed the complex agency and information problems inherent in financial markets and institutions. Consequently, the challenge for current and future generations of financial historians is to engage in work which not only is of interest to their financial history peers, but which contributes to the development of financial economics.
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1 Sharpe (1964). Independently and simultaneously, Lintner (1965) and Mossin (1966) developed similar capital asset pricing models.

2 See Myers and Majluf (1984) for the pecking-order theory of capital structure.

3 This was an observation which I heard Mary O’Sullivan make at a financial history conference at the Paris School of Economics in 2010.

4 See Jefferys (1946) on the British capital market in the nineteenth century.
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CHAPTER 4

FINANCIAL HISTORY AND ECONOMIC DEVELOPMENT

Pitfalls and Promises

GERARD CAPRIO, JR.


INTRODUCTION

IT is difficult to study finance without noting that like the world of fashion, it is subject to certain fads. The financial sector has alternately been viewed as a passive and unimportant adjunct, or even dangerous to, the real sector (by those including John Adams, John Stuart Mill, Joan Robinson, and Robert Lucas) as well as a crucial engine of growth (e.g., Alexander Hamilton, Joseph Schumpeter, John Hicks). How to regulate the sector has been subject to a similar range of views. The belief that well governed financial intermediaries would take actions consistent with the promotion of social welfare, and with it faith in a ‘light touch’ to financial regulation, crashed along with financial markets in 1929, only to be revived in the 1980s following decades of extensive interventions in the sector and crashed yet again in 2008. The belief that ‘well-governed’ financial institutions would look after themselves and allocate risks to those best able to bear them, survived the stock market crash of 1987, the Mexican crisis (1994–95), and East Asia and long-term capital management (LTCM) in the late 1990s; after the crisis that began in 2007 in the US and Europe, as well as the current euro crisis, it is a view very much in hiding. Public sector ownership of banks has been a popular cure for the crises that beset the private banking sector for centuries, yet just as regularly has been followed by a backlash due to its own failures—an allocation of capital on political criteria and an ensuing round of loan losses and the need for ongoing injections of public resources or the confiscation of its depositors. And in the last several decades, developing and emerging market authorities have been vigorously copying the regulatory approach in the high-income countries. Remarkably, the impulse to do so has continued—witness the issuance by some middle-income countries (e.g. Argentina, Brazil, Indonesia, Russia) of draft regulations for Basel III, the latest iteration of an agreement driven by the richest country governments—notwithstanding the recent crisis, which originated in these very countries. As should have been clear by 2009 at the latest, the ‘advanced’ financial systems were much less advanced than commonly thought.

Thus a reconsideration of financial policies surely is timely. This chapter proposes to do just that, taking stock of research on the role of finance and what works and what does not in policies that affect it. Even at the time of the dawn of modern finance, the centrality of information and incentives were well recognized, and their role in determining the evolution of financial systems has been repeatedly seen over the centuries. The section ‘Promises and Pillars of Finance’ will look at these issues along with the evidence on what finance does. Then, ‘Pitfalls: When Finance Retards Development’ examines three topics in finance that have and will likely again hamper financial sector development, but that are receiving less attention than they deserve: the problems of insufficient size and diversification; financial repression, and how to manage it; and the need for dynamism and oversight in financial regulation, to enable societies to maximize the safety of the sector while still enjoying its benefits. The final section offers some conclusions.

PROMISES AND PILLARS OF FINANCE

Information and Incentives

It is difficult to discuss finance intelligently without a firm grounding in the role of information and incentives, and these were demonstrated with remarkable clarity at the dawn of finance, as recounted by Greif’s seminal account of the Maghribi traders (1989). The Maghribi were a group of eleventh-century traders located in North Africa, Europe, and the Middle East, who in their trading activities faced a difficult problem. If they sent their goods to be sold in another location, they could be cheated—their receiving partner could claim that there was not much demand, or significant supply, when the goods arrived, and so report back a low price, retaining the difference between the latter and the actual price for his own benefit. Or he could claim that the goods arrived damaged or not at all and similarly profit. Of course, the merchant could travel with his goods and avoid this risk, but then he acquired the related problem that he would be leaving his business in the hands of another, who could similarly cheat him. The legal system at the time was not a reliable way to seek restitution for self-dealing behaviour. Greif reports that the Maghribi solved this problem by forming a coalition that was based on a reputational mechanism. Each member acted both as a principal and an agent in different transactions. A merchant (the principal) in Egypt might send his goods to another member (the agent) in Tunisia to represent him in getting the best price for the shipment, and simultaneously serve as an agent in Egypt for a similar shipment from a merchant in Sicily, Baghdad, or even Tunisia.

Members of the coalition were ‘trusted’ to behave in the best interests of their fellow coalition members, but the genius of this mechanism was that it relied so clearly on incentives: members received good (current) pay for their participation in each deal, with the addition of a large deferred bonus in the form of continuing membership in the coalition. Members spent time observing and reporting on the behaviour of fellow members, and although it would have been dishonorable—and grounds for expulsion—were a member to cheat a colleague, if that colleague had cheated a member, then it was expected that all members would shun the cheating colleague, default on any payments owed to him, etc. Those expelled from the coalition lost years (possibly generations, given the heritability of their position) of income. The Maghribi were part of the Jewish community, a group whose close-knit nature helped as a source of information as well.1

Greif’s research on the Maghribi contains a plethora of applications for modern day finance. It explains how a reputational mechanism relies on both information and incentives to work. If the franchise or charter value of being a group member is sufficiently high, it is easier to count on members, when acting as agents, to behave in the interests of principals. Indeed the Maghribi understood this point so well that they made membership heritable (making the arrangement into an infinitely repeated game), thus avoiding the incentive for an elder member to cheat massively in order to benefit his children. And suppose a member of the Maghribi had the opportunity to earn a substantial profit on a particularly large trade—for example, 20 years of ordinary income—in a single trade. Thereafter, being now quite wealthy, the value of deferred income would seem much less, and accordingly his incentive to cheat would be higher. Thus the Maghribi understood the importance of the structure of compensation, keeping current pay limited relative to the future reward of being a coalition member. A financial regulator versed in the Maghribi coalition, observing the boom in compensation in the sector in the early 2000s, likely would have taken aggressive measures to intervene.

What about the rise of rating agencies since the introduction of various regulations in the 1970s? These agencies claimed—including in testimony to Congress—that they did not need to be regulated because their business model relied on their reputation. Yet it was clear that these firms were being paid not by those purchasing securities, but those selling them, and that the rewards for doing so had risen exorbitantly. Beginning in the late 1990s, rating agency staff were paid on the basis of the volume of securities rated; if university professors were to be paid on the basis of the number of students enrolled, an explosion of A+ grades could be expected, which is what happened with ratings. Yet regulators and purchasers of securities failed to ask questions about the underlying securities (e.g. since highly rated mortgage-backed securities were paying rates of return significantly above comparably rated corporate bonds, whether they were really as safe as the latter). Worse still, purchasers had few good tools to uncover information on the securities that they were buying. They likely relied on ratings because of the comfort supplied by the supposed government regulation of the ratings agencies, coupled with their own bad incentives. Union Bank of Switzerland (UBS), for example, was revealed in an audit to pay those managing their investments a bonus based on their returns, with guidelines creating a reliance on AAA-rated paper. Neither the senior management of their bank nor their regulator seems to have bothered to ask whether the AAA-rated securities they were buying were really safe, notwithstanding their higher interest rates relative to other comparably rated securities. And this ‘oversight’ occurred even though UBS was selling inferior but highly-rated securities! This is not a mistake that the Maghribi, or those familiar with their coalition, would have made. Similar lessons apply to past crises, the key being to ask about the incentives underlying the ‘hot’ investments.

The main reason for this attention to information and incentives is that although members of the Maghribi coalition spent part of their time on their own businesses, a key focus also was working for the coalition—reading and writing letters about market conditions and the performance of other traders; in other words, they were generating and verifying information for each other. Thus the Maghribi coalition did not expand to become a giant conglomerate because it would have been impossible for them to spend sufficient time on gathering and reporting information on a large group. Centuries later this same issue was seen to limit the growth of US bank clearinghouse associations to about two to three dozen members, as it was difficult to gather accurate information on a larger network of banks (Gorton and Mullineaux, 1987). Similarly, prior to the adoption of EU-wide deposit insurance, German banks were members of groups that had unlimited mutual liability with one another, and the relatively small size of the groups facilitated monitoring by their peers, which accounted for the success of the scheme—it did not have to pay out to protect depositors (Beck, 2001).

More significantly, the critical element of Greif’s research is the importance in any financial system of understanding information asymmetries and the incentives at work—and that these issues arise virtually always and throughout the sector. Notwithstanding the belief that securitization made it possible to divide risks and parcel them out to those who could best bear them (an argument often espoused by those with an intellectual or financial interest in this message), securitization made it more difficult to understand the risks that banks were taking. Local banks, previously understood to be holding local mortgages and loans to local businesses, became harder to analyse, as they might have sold some of their loans and bought securities with a mix of assets (so-called NINJA loans—requiring no information on income, jobs, or assets, Icelandic bonds, etc.) that were quite risky. This process was aided and abetted by regulators who had bought into an exceedingly complex Basel system of reliance on risk weights (rather than on a simple leverage rule). Yet regulatory complexity, coupled with the ability of regulators to keep much of the information that they have secret, also reduced the information about the true health of the financial sector.2 As in past crises, many investors trusted the regulators, the ratings agencies, and the banks themselves to perform well, even though those entities did not have the incentives to do so and market participants did not have a way to compel the disclosure of sufficient information to evaluate them. It was difficult to hold regulators accountable (at least until it was too late), because they were able to keep much of the information they had confidential (Barth, Caprio, and Levine, 2012). Ratings agencies were thought to be regulated, but their regulator—the Securities and Exchange Commission (SEC)—performed as if it believed that the reputational mechanism would keep those agencies honest. And the banks of course had less incentive to acquire information about the loans that they were originating, as they depended on being able to sell assets to others, and were being paid huge rewards for present returns. Yet the regulators trusted them to look after their shareholders’ (rather than the bankers’ own) best interests. Thus Alan Greenspan claimed:

Through all of my experience, what I never contemplated was that there were bankers who would purposely misrepresent facts to banking authorities…You were honor bound to report accurately, and it never entered my mind that, aside from a fringe element, it would be otherwise. I was wrong.3

Those interested in the development of their financial systems should recall instead the lesson from the Maghribi that blind trust is never granted. Even if such trust once had been earned, with sufficiently great incentives, as the Maghribi understood so well, the holder of that trust likely will disappoint those granting it.

Finance and Growth

Any reconsideration of the role of finance in economic development is well served by recalling what it is that finance actually does and the evidence for its impact. Although there is an ample supply of articles that do just that (Levine, 1997; Beck, Levine, and Loayza, 2000; Wachtel, 2003; Demirgüç-Kunt and Levine, 2009), there are a few important points that look to be neglected in the wake of the crisis: the nature of the link between finance and growth, new evidence on how finance helps reduce inequality, and the evidence on the role of finance in development from financial history.

First, the literature emphasizes how finance improves the allocation of resources and so contributes to growth through the productivity channel. However, although the evidence from the combination of aggregate cross-country data, industry and firm level data, panel data, and individual case studies is impressive, it does not include a guarantee that finance will always have positive effects, nor does a period of unproductive finance—when finance clearly seems to be abetting in a misallocation of resources—disprove the findings of many research studies with different approaches. To be sure, newly privatized financial systems contributed to the crises in many transition countries, as well as others (Mexico in 1994–95, Iceland in 2008, etc.); private domestic and international bankers misallocated credit in the run-up to the 1997–98 East Asian crisis; and of course banks failed miserably in allocating credit in the first decade of the twenty-first century in many high income countries.

Yet over long periods of time, financial systems still generally contributed positively to development, as they did in East Asia.4 What banks can be relied on to do is to try to make profits for their insiders or their shareholders more generally, depending on how well they are governed.5 If the environment rewards allocating credit to an unproductive sector (say housing), banks will do so to capture those rewards. In some cases, relative prices in the real sector are distorted, such as when tariffs, other protectionist measures, and/or other government policies alter relative prices (Jaramillo and Schiantarelli, 1997).

Banks themselves and the broader financial system also can contribute to the distortions. Thus in the crisis of 2007, compensation systems in the financial sector were highly distorted in the sense that they favoured the enrichment of bank management at the expense of shareholders. As Philippon and Reshef (2012) report, compensation in the US financial sector (relative to the rest of the economy and adjusting for skill requirements and the likelihood of layoffs) was at an all time high by the mid-2000s, surpassing levels seen in the 1920s when risk taking in finance similarly was pronounced. Moreover, Bebchuk, Cohen, and Spamann (2010) show that a small group of senior executives at Bear Stearns and Lehman extracted huge bonuses in the 2000–08 period (of $1.4 billion and $1 billion, respectively). Consequently it was not the case that these executives somehow lost out when their firms failed, as seen in the collapse in the stock price of their firms while they had outstanding stock options. Rather, the artificially inflated stock price pre-crash was the mechanism through which they knowingly or unwittingly benefited at the expense of other shareholders.

A classic paper by Akerlof and Romer (1993), which was written in response to the financial crises of the 1980s, offers a possible explanation of this apparent conundrum. Especially where governments explicitly or implicitly guarantee the debts (including deposits) of an intermediary, it is possible for these ‘banks’ to attract ample funding and pay their staff exorbitant compensation—in fact, such excessive pay that the compensation exceeds the present value of the firm’s future earnings. Akerlof and Romer refer to this behaviour as looting: the managers and any insider owners privy to the plot are profiting at the expense of outside shareholders (all those who held on to their Bear Stearns or Lehman stock) and creditors, at least those who did not enjoy a government ‘bailout.’ Looting was meant to describe the behaviour of S&L management during that crisis, as these banks in many cases made absurd loans that no reasonable person could have expected to be repaid. The same behaviour seems to apply in the recent crisis to banks and mortgage companies that were engaged in buying or selling securities or making loans (such as the infamous no-documentation—or ‘NINJA’—loans, for which no information was required on the borrower’s income, job, or assets) that similarly must have been known by some to be extraordinarily risky. It is a short step from looting a bank to running a Ponzi scheme, where no actual investments are made. The billions that Bernie Madoff extracted to support his family’s lifestyle were funds stolen from his investors, demonstrating that looting need not be accompanied by government guarantees. Guarantees just make it easier to attract larger sums of money, but skilled con artists can do quite well on their own.

Many examples of looting can be found around the world, from rich countries to poor ones. In addition to the examples of Bear Stearns, Lehman, and Madoff, plus numerous examples from the Savings and Loan crisis for the US, Kabul Bank in Afghanistan seems a clear case, where the brother of the President was a leading owner, and where according to the New York Times, ‘92 percent of Kabul Bank’s loan portfolio—roughly $861 million, or about 5 percent of Afghanistan’s annual economic output at the time—had gone to 19 people or companies.’6 Years earlier, Banco Latino, a Venezuelan bank, also used insider lending—loans not being repaid being the most popular way to loot a bank—to force up real interest rates to 40 to 50% to keep attracting deposits. Many transition countries saw looting in their early stages of reforms.

Thus the financial sector can hurt development if incentives are so perverse as to encourage excessive risk-taking or outright looting. Yet bad incentives are not universal—many countries, including most emerging markets, in 2007 did not have an out of control sector with booming pay and leverage—nor uniform over time. Thus the US financial system in the 1980s and 1990s withstood a variety of shocks (the S&L crisis, the crash of 1987, Mexico, East Asia, Russia/LTCM) yet remained solvent, likely in part because regulation was more effective and compensation had not yet changed radically (Barth, Caprio, and Levine, 2012).7 The key difference was the incentive system that was at work in the sector, which in turn depends among other factors, importantly the regulatory and enforcement environment.

True, some have begun questioning whether there could be too much finance. Pagano (2012) and Ranciere (2012) argue that finance can be growth enhancing in normal times but be growth-reducing when incentives change. Beck, Degryse, and Kneer (2012) stress that deepening in the sense of increasing the intermediation activity of the sector does contribute to growth, but that striving for increases with other goals in mind, such as creating an international financial centre, does not. Greenwood and Scharfstein (2013) show that US financial deepening since the 1970s has been spread across insurance, securities, and credit intermediation, and that a good part of the latter derives from increases in credit to households, which may or may not be optimal. While the concepts of ‘good’ and ‘bad’ finance are not implausible, no one has yet come up with a satisfactory way of controlling the latter without sacrificing the former. The crisis countries that saw a takeoff and then crash of finance were those in which there was a retreat of regulation and in particular of regulatory enforcement (Barth, Caprio, and Levine, 2012). Whether a slower growth of finance with better regulation would have produced the same outcome is not clear, and this latest episode of rapid growth and a crash is hardly unique in history. Minsky’s ‘financial instability hypothesis,’ which did not get much respect in the 1980s and 1990s, was widely quoted after 2007.

A second point for financial reformers is that mostly since the crisis, a number of papers have shown the impact of finance in alleviating inequality and enhancing the ability of outside groups to get access to credit. Until this research, most people, economists included, thought that finance mainly benefited those who were better off. The reasoning was that as poor people were not seen using banks, any benefits to them were thought to be of the ‘trickle down’ type alone. But this view—and some of the microfinance literature—ignores the fact that what the poor need most is not debt but income, meaning a job. Finance, when well regulated, ends up contributing to income growth very well. Demirgüç-Kunt and Levine (2009) show strong evidence that financial sector development helps reduce the number of those living in poverty, raises the income of the lower end of the distribution, and reduces the Gini coefficient. So according to this evidence, the financial sector development both increases growth and reduces inequality at the same time—it is not just ‘trickle down’ in its effects. Even more powerfully, Levine, Levkov, and Rubenstein (2011) show that financial deregulation helped reduce racial discrimination in labour markets, essentially by increasing the degree of competition and limiting the ability of business owners to indulge their ‘taste for discrimination.’ Thus financial development contributes not just to the narrow aspect of economic development, meaning the growth of incomes or productive capacity, but also to a more equal society. Those who would rush in the wake of the crisis to restrict significantly financial sector development should heed these findings.

Third, and perhaps most important in this context, is the evidence from early financial history. Some of the leading countries, at least in the West, first had a financial revolution and then became a world or regional economic and military powerhouse. Consider what is usually termed the birth of modern finance in Northern Italy. From about 1300, when the earliest evidence of double-entry bookkeeping was found in Florence (Baskin and Miranti, 1997), it was northern Italians who utilized this innovation; ownership forms were altered as well, such as a change from Roman ‘Societas’ that had unlimited liability to the ‘Compagnia,’ which featured precise ownership stakes and so permitted diversification and investment in other enterprises. This led Florentine companies to grow, to get into the very risky but profitable business of international trade and to become merchant banks—they had a surplus of cash, and used this in combination with their knowledge of markets to develop merchant banks. Other city-states in the region developed their own instruments to deal with specialized risk (e.g., the ‘Colleganza’ in Venice represented a way to cope with trade in the absence of a Maghribi-type coalition).8 Yet another innovation for risk sharing for international exploration and trade: bottomry loans, which essentially were an early form of junk bonds—those who owned the venture either paid back a very high return if the ship came back safely by a specified date, or nothing otherwise—representing an ingenious financial innovation to solve a specific risk-sharing problem. By the fourteenth and fifteenth centuries, northern Italy became the centre of the Renaissance, which means a centre of wealth and culture—a highly unlikely development, as these city-states could not even unite as a country, thereby losing any advantages of economies of scale.

Finance contributed to this advance, and in particular explains why Italy pulled away from Islamic countries in the Middle East, which had a higher standard of living until at least the twelfth century. As Udovitch (1979) recounts, although some think that Islamic countries’ development was slowed by the inability to collect interest, in fact the solutions to this restriction were every bit as creative as in Catholic Europe. Instead, a feature of Islam that restrained growth was that deposits were a custodial contract, and any benefits that redounded to those deposits belonged entirely to the depositor. Moreover, the precise money deposited (e.g. the same pieces of money, which today would mean the same dollar bills with the same serial number) had to be returned to the depositor. Such restrictions meant that business had to be entirely financed with a variety of forms of equity participation, which with a weak legal system led to a reliance on personal contacts. This greatly limited the scale of companies in Islamic countries and therefore finance at least in part accounts for this early great reversal: Northern Italy and soon the rest of Europe was in a far better position to undertake the very risky exploration and development of the Americas, even though Islamic countries were significantly more advanced, not just in accounting, but in navigation (Kuran, 2012).

After northern Italy, the next ‘European miracle economy’ was the Netherlands, and here a key innovation was the first government bond market. Until this innovation came along, sovereigns financed themselves and their wars by a variety of forms of predatory finance. Some like tax farming—selling the rights to tax various areas—were reasonably sophisticated ways of securitizing an important asset, at least in concept. But tax farming could be abused by the collector or even the king (when accidents happened to the tax collector, the rights reverted to the Crown for yet another sale), and currency debasement was the norm. England’s Henry VIII seemed unable to restrain himself, having more debasements (ten) than wives (six). Kings, of course, also learned that they could borrow from banks—even charter banks to lend to them—and then appropriate property rights by defaulting on the debt. More generally, taxation in a variety of forms was not chosen by the people or their elected representatives, but imposed by the Crown, meaning that the Crown alone had the ultimate burden of raising revenue (Kohn, forthcoming a). Voluntary lending to the sovereign was risky, as seen in the higher interest rates charged to the Crown, compared with that to towns and merchants (Homer and Sylla, 1996: ch. 7).

The Dutch Republic was the exception at the time: an associational state dominated by merchants, who realized that war was bad for business. The Dutch largely fought only necessary wars, defending themselves against the Spanish and the French. Moreover, merchants viewed property rights as sacrosanct, so they were willing to sustain very high tax rates—three times that in England—to ensure that debts were serviced. As a result, they enjoyed low interest rates (ultimately in the range of 3%) from the late sixteenth century (Kohn, forthcoming c). It also allowed them to be the first to issue long-term debt, with sovereign debt becoming a new financial instrument. Even today, at a time when many governments are being downgraded, few can issue perpetual debt instruments, as the Dutch did in the 1600s. This ability gave them a tremendous advantage in financing wars, and helps explain how they were able to hold off the forces of much larger, more populous, and wealthier countries, and yet still enjoy a high standard of living and even become a colonial power of note.

From the Netherlands, the financial revolution leapt across the Channel with the Glorious Revolution of 1688: the English imported not just William of Orange as their king, reforming their own government finances in the process, but also elements of the Dutch financial system. North and Weingast (1989) note that their interest rates ultimately fell, taking some decades to do so, as long-term sovereign debt exploded.9 The British advanced the Dutch system by developing what they did not have, an active stock market, plus eventually marketable government debt. Even though Britain had less fertile land and was a smaller country compared with France, its financial system helped it exert greater military power and fund the coming industrial revolution. As Levine (1997) reminds us, Sir John Hicks argued that the key inventions that led to the industrial revolution were known 50 years before that event took off, having to wait for the financial revolution to occur. North and Weingast (1989) argue that the dramatic change in the extent to which property rights were protected was a key part of this revolution, and understandably played an important role in the development of finance and then the economy.

No surprise then that when Alexander Hamilton was studying financial systems for his emerging country, he copied elements from Britain and Holland. Sylla recounts how Hamilton’s reforms—a national monetary unit and a national bank, the assumption of the debts of the states, and revenue to be able to pay that debt—in 1790 led within a couple of years to an explosion in the number of banks, the development of a stock market, and the soaring price of US debt in world markets from 25 cents on the dollar to $1.20 per dollar. Although all of the parts of his plan were important, the assumption of states’ debts underlined the need to protect the property rights of creditors, which Hamilton gleaned from the Dutch and post-1688 English experience, compared with that of other European countries. Sylla argues that without ensuring that creditors would be repaid, the Louisiana Purchase, roughly doubling the size of the US, likely would not have happened. This financial revolution, which sparked a wave of bank chartering and a growth of the securities market, helped underwrite the development of the United States in the coming century. Later industrializers, such as Germany, Japan, and Taiwan, similarly revamped their financial systems before their period of rapid growth.

In sum, financial history tells us that some of the leading countries or city-states of their time achieved that status thanks to their lead in finance, and that these financial developments did not occur at the end of their rise but rather at or before its commencement. While the empirical literature battled for years to see whether finance led or followed development, financial historians argue that they knew for years that finance led development. The importance of these examples cannot be gainsaid. Policy makers who wish to rein in finance in the wake of the terrible crisis of 2007 need exercise care, as its developmental impact is not just a statistically significant finding in the literature but has been demonstrated to be a critical force in history.

PITFALLS: WHEN FINANCE RETARDS DEVELOPMENT

When governments have neglected or forgotten the role that finance plays in economic development, destructive financial policies followed. This section discusses several pitfalls for financial development. Following the 1930s and 1940s, it was generally accepted not only that lightly regulated finance was dangerous but also that governments, having organized societies to wage a global war, were competent, yet a light-touch approach to regulation came into vogue in the decade leading up to the crisis of 2007, as it was in the 1920s. Although experience has revealed an abundance of ways to hinder the development of a financial system, those examined here are issues that are or likely will soon again be important, yet are receiving little attention. These pitfalls, taken up in order, concern the size and diversification of banks (Too Small to Survive), financial repression and the role of state ownership, and the failures of regulation, as seen in recent crises.

Too Small to Survive: Unit Banking and the Watchtower Theory

Since the crisis of 2007, the issue of banks that are Too Big To Fail understandably has received much attention, but in dealing with this problem, it is important that the opposite problem is avoided. True, most countries at present have highly concentrated banking systems. However, at least one third to one half of all countries also have banking systems that are too small to survive on their own. Banks confined to do business in a small economy find it impossible to diversify risk; in countries where a very few sectors compose an important share of gross domestic product (GDP), banks cannot hide from that exposure. Thus banks in Texas were crippled in the early 1980s when oil prices fell even though oil was then only about 10% of Texas output. Yet in many emerging markets, one or two commodities (e.g., coffee and tea in Rwanda, copper in Chile) account for a large share of output. Banks, and domestic residents, need a way to diversify this risk.

Early banks from the twelfth century on tended to be small—as Kohn (forthcoming b) notes, due to the small size of their markets and the limits of technology—and subject to runs, which is understandable, as with fewer depositors, the risk that a significant share of deposits might be withdrawn simultaneously due to the cash flow needs of several was much greater than in a larger, more diversified bank. As a result, these banks tended to hold high reserves (Kohn says that a ratio of 30% was not uncommon) and to keep some portion of their assets in short-term investments, including deposits at larger banks, in order to convince depositors that they could always redeem their deposits. Bankers quickly learned the value of diversification (e.g. northern Italian bankers lending to English kings, the origin of Lombard Street in London) as well as its dangers.10 Still, in an age when information was scarce, small banks were popular and thought by some to be safer. According to the Dutch ‘watchtower’ theory of banking, a banker ought not to lend farther than could be seen from the top of the tallest watchtower in a town, the virtue being that the banker would know best the risks that were closest to home. Although having more information about one’s clients should be a positive factor for a bank, sacrificing diversification for information might not be a winning trade.

This theory was put to a test in North America, as until the late twentieth century, with the temporary exceptions of the First and Second Banks of the United States, commercial banks were not allowed to branch across state lines, and most banks were unit banks, whereas in Canada banks were allowed to branch throughout the country. When recessions and bank panics swept the US, failure rates were more concentrated in unit banking states, compared with those that allowed branching. Moreover, in the 1920s and 1930s, about 15,000 banks failed in the United States (Calomiris and Haber, 2014), compared with one bank failing in Canada (Bordo, 1997), even though the declines in output in these neighbouring economies hardly differed (53% in the US, 49% in Canada according to Kindleberger, 1973/2013). Most of the US banks that failed were unit banks, which accounted for all but about 730 of the 30,000 banks that existed there in 1920. More recently, the euro crisis and the insolvency of numerous banks in the European periphery revealed that many banks were still far too concentrated in local lending, primarily to housing and governments.

Unfortunately, there are many small banks and small banking systems today. A substantial number of low and middle-income countries are quite small, with roughly one-third of all countries’ banking systems having less in assets than a modest bank or credit union in a high income country. Unfortunately, it is quite difficult to make small banking systems that only invest at home safe from crises; the only solution for these countries to diversify is to admit foreign banks into their markets or to have their banks branch abroad. Cull and Martinez Peria (2010) show that foreign banks enhance banking competition, efficiency, and stability, and on balance increase access to credit. Fortunately, foreign banks greatly increased their share of markets in a large number of countries at least until the crisis of 2007 (Barth, Caprio, and Levine, 2012). Although banks from high-income countries have been retrenching since then, middle-income country banks, such as from Malaysia and the Philippines, have been establishing subsidiaries abroad, primarily in East Asia, just as South African banks have done in their region.

However, in times of crisis outside a country’s financial system, foreign banks could serve to propagate that crisis, and that sentiment became popular after the crisis of 2007, when many large, internationally active banks headquartered in the US and Europe were the ones in trouble. This does not show that foreign entry is a mistake; foreign banks might transmit shocks that originate abroad—although admitting separately capitalized subsidiaries, rather than branches, is a way to limit this transmission—but are only criticized when the shock they are transmitting is negative. Moreover, they help countries smooth domestic shocks. Had Mexico let in foreign banks when it privatized the banking system in 1992, the devaluation of 1994 would have not produced the fall in output that it did (Caprio, Saunders, and Wilson, 2000). To preserve the benefits of foreign banks but minimize the transmission of foreign shocks, it is important that developing country authorities should try to diversify the home countries represented in their banking system. Diversification could be challenging for the smallest markets; Nepal, Rwanda, and many other small economies will find it difficult to attract physical entrants from significantly larger financial systems. Fortunately, technology is now making virtual entry a real possibility, as citizens of Namibia bank with institutions in South Africa by mobile phone. As internet banking becomes ever cheaper—as long as it is secure—then small countries will have the opportunity for much greater diversification providing that government policy does not impede and even encourages this integration. If larger countries deal with Too Big To Fail banks at home, smaller countries also will benefit from the enhanced possibilities for competition in their markets.

Financial Repression, Then and Now

Governments that are desperate for credit, and governments that do not think that the financial system itself is important, are prone to use it for funding first themselves, and then for other purposes that they value (e.g., funding their political supporters). Schumpeter and Hicks to the contrary notwithstanding, until the early 1970s many economists thought that finance was relatively unimportant. It was omitted from their models, and indeed, the Keynesian modelling of investment as primarily a function of interest rates (and the view that investment was important for growth) encouraged many not to question policies that since the Second World War restrained interest rates. Financial repression—first labelled as such by McKinnon (1973) and Shaw (1973) in the early 1970s—include a combination of policies:

•high reserve or liquidity requirements

•ceilings on interest rates

•directed credit programmes

•restrictions on bank entry and activity

•capital controls and

•direct methods of implementing monetary policy

These policies are complementary. The high reserve or liquidity requirements are the means through which the government gets access to cheap funding, while the ceiling on deposit rates makes the cheap funding of the government affordable for the banks, and limits on lending rates—not uniformly part of repression—reduce the opportunity cost of lending to the government. Low deposit rates and at least some competition in the banking sector can have the same effect. When interest rates are below market clearing levels, then when the supply curve for credit is upward sloping, there will be an excess demand for credit that somehow has to be allocated, hence the role of directed credit programmes. With credit rationed, some allocation mechanism was needed, so directed credit often has been a key part of a financially repressive regime.11

Competitive pressures lead banks, those not receiving cheap finance, and creditors to evade controls. For example, banks threatened with a loss of deposits would be tempted to offer additional payments to depositors in exchange for their business, and if profits were under pressure, they would be reluctant to fund the government at cheap rates. Limits on entry help reduce these pressures, which is why financial repression universally featured some limits on entry and comfortable cartels, from Japan to the United States, the UK, and Europe, in addition to developing countries. Pre-transition Socialist economies, with the most repressive regimes, had no entry, and in some cases one monobank (combining central and commercial banking functions)! The lower the real return received by depositors, the greater the incentive to move deposits abroad, hence the importance of capital controls to make this system work. And in the most repressive regimes, there was no market for government bonds, since creditors would not willingly lend to government at below-market interest rates, so governments financed themselves by compelling banks to hold reserves paying no or little interest and/or portfolio requirements satisfied by holding government debt. In these cases, the government could not implement monetary policy indirectly with open market operations, and so resorted to direct credit limits on banks.

In the world of financial repression, bank regulation and supervision was very different from that today. First, it centred on ensuring that the banks complied with all of the various rules facing them. This time period of high repression during the 1950s to the 1970s was one of few overt banking crises, though with high financial repression, resources were being misallocated and growth restrained, as seen in many Latin American countries, and the losses erupted into crises as soon as controls were removed. Second, for governments in which interest rates were repressed significantly below market clearing levels, the extent of complementary measures had to be intense, as so too might be the temptations for bankers and their customers to escape their effects. Outright state ownership was the most direct and all-encompassing method of repression, as the government would then just run the banking system itself.

Financial repression came to an end in high-income countries for several reasons, notably the rise of competitive pressures from non-bank (and less-regulated) financial institutions, and as a result of technological change, in addition to a change of ideology in favour of greater reliance on market forces. Enlarged government deficits and slowing growth in the 1970s also made it harder for intermediaries to swallow a greater volume of government securities at below market rates, while dealing with greater competitive pressures. In low and middle-income countries, where repression tended to be greater—in particular in Latin America, where high inflation and nominal interest rate controls produced severely negative real interest rates—a tax on deposits reduced financial intermediation and economic growth significantly.12 And significant repression led to much less financial sector development and slower growth (King and Levine, 1973), though once real rates were near zero—either slightly negative or slightly positive—it was hard to identify a significant growth effect; excessively high real rates, which often were the result of a recent or current banking crisis, were associated with slower growth.13 East Asian countries, for example, were able to maintain real interest rates near zero and yet enjoyed impressive rates of economic growth. Indeed Caprio, Honohan, and Stiglitz (2001) have noted the case for mild repression, and the East Asian countries often are cited as a successful example of this strategy.

Since the crisis of 2007, with many high income governments laden with some of the highest debt/GDP ratios since the 1940s, a return to repressive policies seems likely (Reinhart and Sbrancia, 2011). Expansive monetary policies have proven to be a way of taxing savers to finance governments, but as economies eventually recover and interest rates rise, authorities easily could turn to old-fashioned financially repressive policies. Of course, governments already have been reducing their cost of borrowing via the Basel system of risk weighting, which accorded a zero risk weight to government debt. So it is possible that the form of the return to repression might be labelled more as a change in prudential regulation than a move back to systems of the 1950s.

It is important for authorities in developing countries to understand the lessons of repressive policies, however they are clothed. The most important one is the need to avoid sharply negative real interest rates. Thus when countries introduce interest rate controls, it is important that these controls be adjusted automatically and expeditiously in line with inflation. A related lesson is the difficulty of maintaining a little repression. For example, the Japan Development Bank played an important role in allocating credit successfully in the 1950s when there were clear information problems that plagued Japanese financial markets (Calomiris and Himmelberg, 1993). However, this directed credit programme kept growing into the 1970s and 1980s beyond the period when it was needed. Repressed interest rates and directed credit create winners and losers, the former of course being those who receive the cheap credit. Access to credit can help these parts of the economy grow larger than they might otherwise be and become more powerful politically.14 Furthermore, World Bank research long ago showed that directed credit is less likely to get to its intended beneficiaries the larger is the subsidy element. Thus credit that was supposed to help small farmers often ends up going to large farmers, and it is understandable that, when large subsidies are being passed around, politically powerful groups tend to be the recipients. Even if a government can adopt a programme of ‘smart subsidies’ that actually do go to the intended beneficiaries, the question is what will the next administration do with that same programme.

These warnings are not intended to deny the benefits of some form of financial restraint, but rather to point out that the implementation of such a programme is not simple. Current technology, in which residents of many countries can bank online or by mobile phone with banks in other countries, makes the implementation of financial restraint or mild repression more difficult than in the past. The bottom line however, is that some form of repression is likely in the high-income countries given their debt problems. However flawed the policy of basing capital on risk weights, this policy is unlikely to end while government debt, a favoured category, is high.15 Developing country authorities should understand how financial policies worked in the past, and that their richer counterparts may be adopting them not because they are good policies, but rather because of their debt situation. The lesson from financial history is that policies that encourage greater diversification pay-off.

State-ownership of banks also is an idea that is making a comeback in the wake of the crisis. Prior to that event, using different databases, both Barth, Caprio, and Levine (2006 and earlier) and La Porta, Lopez-de-Silanes, and Shleifer (2002) showed that greater state ownership of commercial banks was associated with less financial sector development and lower growth, less credit to private sector (and to small and medium-size enterprises or SMEs) firms, lower efficiency in banks and in the rest of the economy and somewhat greater instability. Governments, as these studies argue, tend to allocate credit on political criteria, so the efficiency loss is no surprise; Kwaja and Mian (2005) show that politically-connected firms get loans on better terms and default at higher rates that the rest of state banks’ portfolios. The fact that SMEs are hurt appears surprising, because one of the rationales for state ownership was that private banks might allocate too much credit to parties related to the bank by ownership or family ties, or just to large firms, whereas state banks, who supposedly are motivated by maximizing social welfare, were thought to be more positively disposed to SME lending. However, it turns out that state banks prefer to lend to state enterprises (usually among the largest firms), crowding out other borrowers. The World Bank (2012) reviews other relevant findings, including a recent study that shows that credit cycles are more volatile the greater the share of government ownership in the banking system.

With all this evidence against state banks, why might authorities reconsider? The main reason post-crisis is the potential for state banks to serve as a ‘spare tire’ when private banks are hurt by a crisis. Bertay, Demirgüç-Kunt, and Huizinga (2012) found that state-bank lending is less procyclical than that by private banks, in particular in countries with good governance; in a crisis, state banks might be in a position to lead the recovery, whereas private banks might be undercapitalized and/or reining in their risk taking. Cull and Martinez Peria (2012) find that a state-bank led recovery did occur in Latin America, but not in Eastern Europe. Anecdotal evidence suggests that Chinese state banks also stepped up lending dramatically in 2008–09 to minimize the consequences of the recession on that economy. What none of these studies examine, however, is the consequences of expansive state bank lending in a slowdown. Will government budgets be burdened in a few years because state banks made a lot of bad loans during the crisis? Many state banks might be viewed as machines for making bad loans, and it is difficult to think of a reason why they would suddenly begin to function differently in a crisis.

The lasting difficulty with state-owned banks is that no matter how scrupulously a government might try to run a bank on a commercial basis, banks are such powerful tools for favouring one group at the expense of others that future governments might well not be able to resist that temptation. This problem is not new. Kohn (forthcoming a: 25) tells us that following the failure of private banks, public sector banks were established in the fifteenth and sixteenth centuries in Spain and Italy, ‘However, the Achilles heel of public banks remained—the temptation to finance the government with money creation—and most succumbed to it eventually.’ Once governments are funded, then having state banks lend to governments’ friends and supporters and carry out their political wishes are the other weaknesses to which they succumb, the Spanish Cajas being the latest example (Garicano, 2013).

Regulating Finance

Since finance performs the important functions noted earlier but also occasionally erupts in crisis that can have harsh consequences for the economy, it is understandable that a goal for authorities is to regulate finance so as to maximize the benefits of finance while minimizing its costs. Unfortunately, this is not an easy job!

Many papers and books have been devoted to discussing how to regulate the financial sector to limit crises without killing off economic growth (Barth, Caprio, and Levine, 2006). The discussion here is limited to two issues that are routinely ignored. The first issue is the dynamic nature of the financial system—and of politics—and the implications for regulation and supervision. One of the oldest forms of regulation was usury laws, which prohibited charging or collecting interest. Bankers easily evaded this with an early financial innovation, namely bills of exchange, which essentially entail the sale of a piece of paper in exchange for payment today, with the promise that the seller of the paper will buy it back at a higher price in the future. Bills of exchange were a valuable innovation that helped finance trade over distances and across borders without the burden of transporting precious metals, but they also represented a form of regulatory arbitrage, evading limits on interest. Various restrictions on what finance might do necessarily create an opportunity for profit, and therefore an incentive to find a way around those restrictions, which the financial services industry has been able to do throughout its history. Regulators need to be sure that the rules that they adopt will, if enforced, achieve sensible goals (e.g. liquidity requirements to ensure that banks maintain sufficient liquidity, single/related borrower exposures) without undue negative spillovers.

However, the worthiness of the goal is not sufficient. Since finance is dynamic, regulation necessarily must be so as well. During and after every crisis, it is commonplace for governments to adopt new regulations—the US National Banking Acts of 1863–64, the Glass–Steagall legislation of 1933, the FDICIA (Federal Deposit Insurance Corporation Improvement Act) bill of the S&L crisis, the 2010 Dodd–Frank law and Basel III—that were meant to fix specific existing problems, much as generals often lose by trying to fight the last war. We now know the unintended consequences of the earlier regulations: the shift from bank notes to checking accounts, the growth of non-banks, and the increasing size and concentration in the banking industry, respectively, for the first three regulatory changes. And if Dodd–Frank and Basel III were actually to be applied in such a way as to restrict banking, a growth in non-bank and offshore financial intermediation is to be expected. Unless legislative bodies are to meet annually to reconsider financial regulation (a scary thought, except for financial sector lobbyists), the dynamic nature of finance means that regulators need some (considerable) discretion to act.

Regulators could of course try to adjust, within the discretion afforded by legislation, to attempt to engage in regulatory avoidance. However, Barth, Caprio, and Levine (2012) argue that in addition to other forms of regulatory capture, regulators, like sports referees, are subject to psychological bias; research shows that they call games in such a way as to produce an advantage for the home field. Barth, Caprio, and Levine (2012) contend that psychological bias helps explain regulators’ failure to enforce existing rules (or to request additional regulatory powers) in the run-up to the crisis of 2007. From Iceland to Ireland, Spain, the United Kingdom, and the United States, as well as many continental European countries, regulators looked the other way as outrageous risks were being taken—and which, though disguised by financial innovation in some cases, were also advertised widely.16 The policy response to this bias is also taken from sports: referees, when they are subject to electronic cameras and instant replay, begin to call the games fairly, whereas in sports such as soccer, without instant replay, a marked home field advantage remains. Barth, Caprio, and Levine (2006) propose a form of regulatory oversight by an expert group with access to all regulatory information. This solution would entail not only giving regulators the discretion to adjust as the sector innovates, but also the incentive to do so.

Since the crisis, no visible progress has been made on regulatory accountability, and indeed as this is written, recent weeks have seen revelations, including by the Federal Reserve Board’s own Inspector General, of evidence that the Fed in 2012–13 failed to intervene even in cases when it discovered excessive risk taking.17 Instead of concern with accountability, regulators have been focused on macroprudential regulation, which seems to mean greater attention to systemic risk rather than to that of individual banks, based on the belief that in the global financial crisis (GFC) the former was missed. Attention to systemic risk certainly seems prudent, but it is important to understand that the GFC was facilitated by regulators failing to enforce microprudential rules—thus, the massive growth of individual banks (e.g., Northern Rock, Anglo-Irish, Citi) along with reckless lending standards (loans with no documentation of income, jobs or assets). Thus developing country authorities would be well advised, whatever the rules they decide to adopt, to strive for a system that ends the regulatory bias in favour of the finance industry by increasing regulatory accountability.

Unfortunately, regulatory bias is not easy to fix. Indeed, one of the key reasons why governments have not enacted any form of regulatory oversight is that the banking industry does not want to have regulators that are accountable, and they will oppose any move in this direction. Calomiris and Haber remind us of the role of political forces in affecting the structure and nature of regulation, as governments face a conflict of interest, because they regulate the financial sector and enforce credit contracts, but also depend on the sector for financing and on depositors and borrowers for political support. The result, which the authors term the ‘Game of Bank Bargains,’ depends on the power of shifting political coalitions and is not easily influenced. Reformers in all countries would benefit from reading their book to appreciate the magnitude of the task that they are undertaking when they weigh in on financial reform. For this chapter, the conclusion is that while finance is dynamic, and that regulators must be empowered and motivated to adjust, success in achieving a dynamic regulatory structure that encourages a sensible bundle of risks in the financial industry will be difficult.

A complementary point is that regulatory simplicity is desirable, yet as noted in the section above, ‘Promises and Pitfalls of Finance,’ regulation has become ever more complex. Basel II and Basel III have achieved new heights in complexity (Haldane and Madouros, 2012), while Dodd–Frank, at 2,319 pages, is longer than the sum of all US bank regulatory legislation hitherto, and more than 60 times the length of the Glass–Steagall Act. Regulatory complexity tilts the playing field in favour of the largest banks—they are in the best position to deal with a large regulatory compliance burden. Although many oppose ‘Too Big To Fail’ banks, regulatory complexity pushes countries in the direction of ever-larger banks. Moreover, complexity, combined with the confidentiality of much regulatory information, makes it more difficult to hold regulators accountable, which in turn makes it dangerous in a democracy to give them much discretion. Fortunately, throughout much of financial history, regulation was far simpler, even though many of the instruments that we consider new and complex (e.g. option contracts), are neither—so that a return to simple rules (e.g. an unweighted leverage rule) is a viable option, coupled with greater disclosure, to the marketplace. In such a world, supervisors’ jobs would be to require that sufficient information be disclosed and to verify its quality, precisely the implication of empirical research laid out in Barth, Caprio, and Levine (2006).

CONCLUSIONS

The virulence and enduring impact of the financial crisis that began in 2007, with many industrial countries showing persistent and substantial output gaps as of this writing, has been called a crisis in capitalism, as was the Great Depression of the 1930s. Crises regularly prompt a reconsideration of policies towards finance and often the adoption of costly policies. The US Glass–Steagall legislation was adopted for what are now known to have been the wrong reasons (Kroszner and Rajan, 1994 and White, 1986), and its repeal argued to have played a role in the recent crisis, even though many countries without a Glass–Steagall type separation of commercial and investment banking still experienced a crisis that originated exclusively in their own domestic financial system (Barth, Caprio, and Levine, 2012). Deposit insurance was adopted after the bank runs of the 1930s were over, and only in one country, and financial stability reigned in many countries for decades without it. After its widespread adoption, crises also have become markedly more expensive, both to the government budget as well as in lost output, yet the pressure to retain such guarantees is intense. Thus deposit insurance with weak regulation has proven to be costly to society.

At a time when finance is being reconsidered, it is crucial to remember the links between finance and economic development, as well as the lessons offered by past experiences in dealing with the financial sector. This chapter offers a modest reminder on the contributions of the sector and comments on some of the lessons. Rather than offer up a series of concrete recommendations as to specific policies, financial history can help policy makers and their advisors think about the sector and the impact of proposed policies. Although not a unique idea, financial history shows that those who ignore the past do so at their own peril.
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1 Interestingly, orthodox Jews have dominated the diamond business in Antwerp, London, and New York for centuries, though in some cities other ethnic groups are making inroads. The same mechanism that worked so well for the Maghribi helps to limit the theft of small but valuable stones.

2 See Haldane and Madouros (2012) for an excellent discussion of the problems posed by the complexity of the regulatory process.

3 As quoted by Bloomberg, available at: <http://www.bloomberg.com/news/2013-01-28/libor-lies-revealed-in-rigging-of-300-trillion-benchmark.html?src=longreads&buffer_share=65f56&utm_source=buffer> (accessed 30 September 2015).

4 Easterly (2001: 206) notes that a number of economists (Jude Wanniski in 1978, Hollis Chenery, Alan Stout, and Gunnar Myrdal in the 1960s) picked various African countries as future miracle economies, and fretted about countries such as Korea and Singapore. These studies overlooked several factors, among others that the East Asian economies had much better developed financial systems.

5 For a discussion of why shareholders fail to govern, see Barth, Caprio, and Levine (2012: ch. 2).

6 See Matthew Rosenberg, ‘Trail of Fraud and Vengeance Leads to Kabul Bank Convictions’, New York Times, 5 March 2013. Available at: <http://www.nytimes.com/2013/03/06/world/asia/afghanistan-convicts-21-in-kabul-bank-scandal.html?pagewanted=all> (accessed 30 September 2015).

7 The Philippon and Reshef paper shows that it was really in the late 1990s that pay levels exploded in finance.

8 This form of partnership allowed one party to contribute the capital and the other to travel with the goods and sell them (Baskin and Miranti, 1997: 48).

9 Sussman and Yafeh (2006) argue that this was not much of a revolution, because the Dutch continued to have lower interest rates for so long. However, this neglects the fact that with William of Orange and successors taking the lead in the fight against the French, plus funding the exploration of the world and their development into the world’s pre-eminent superpower, the English were still able to issue a substantial volume of long-term instruments. That interest rates did not instantly decline is hardly surprising, given that the experiment of reining in the Crown’s appetite for war and confiscatory taxation was then unique in modern history.

10 The Ricciardi, Bardi, and Peruzzi banks of the thirteenth and fourteenth centuries were ruined in large part as a result of defaults on their loans to English kings.

11 With a backward-bending supply curve and the interest ceiling set at a level in which there is excess supply, the ceiling would not be binding as interest rates should fall to eliminate the excess.

12 Reinhart and Sbrancia (2011) also show that real rates were significantly negative in the 1940s, when inflation accelerated, and helped to bring down the high debt levels of that time.

13 Hellmann, Murdoch, and Stiglitz (2000) and Honohan and Stiglitz (2001) argue in favour of a policy of financial restraint, which essentially entails keeping real interest rates at most slightly positive.

14 Witness the agricultural sector in the EU.

15 The problem is the risk is endogenous to the regulatory system. Thus a system that encourages all banks to move in the same direction (e.g. hold more Greek debt or buy ‘high-rated’ paper) increases the risk in the financial system.

16 For example, US television viewers were barraged with advertisements pushing no-documentation loans—even though since banking’s origins, bankers have requested volumes of information before making a loan. Other examples include mortgages in Dublin for up to 17 times income, astronomical growth rates of banks in Iceland, Ireland and the UK. Yet regulators did not act.

17 See the published summary of their report at: <http://oig.federalreserve.gov/reports/board-supervisory-processes-jpmorgan-chase-oct2014.htm> (accessed 6 30 September 2015).


PART II

FINANCIAL INSTITUTIONS


CHAPTER 5

PRIVATE BANKS AND PRIVATE BANKING

YOUSSEF CASSIS

PRIVATE banks could easily be dismissed as marginal players in the modern banking world. From the 1870s onwards, they increasingly lost ground to the ever more powerful joint-stock banks. And yet their predicted demise never really occurred. They certainly declined, though at varying pace, depending on the period, the country, and the type of business in which they were engaged. Yet private bankers played a decisive role in modern banking development, especially in the creation of the ‘new bank ‘in the mid-nineteenth century (Landes, 1956). Moreover, in certain segments of banking activity, such as wealth management and investment banking, they retained a highly influential and even a dominant position well until the 1960s. Thereafter, they gradually disappeared as a form of institution (partnerships or private limited companies). However, soon after, private banking, as opposed to private banks, re-emerged as a specialized banking activity, namely private portfolio management, and it has enjoyed sustained growth since the 1980s.

Private banks and more recently private banking have thus very much been part of the fabric of banking and finance since the mid-nineteenth century, with a specific role that could easily be overlooked. In particular, throughout their history private banks have been linked to all types of financial institutions and markets discussed in this Handbook. This chapter concentrates on the institutional rather than the functional side of private banks and will mainly discuss how family-owned partnerships or private limited companies have managed to survive the rise of the big banks—without, however, totally ignoring the activities in which they have been engaged, including commercial banking, investment banking, and multinational banking.

As the origins of private banks are far older than those of any other types of bank, this chapter will cover a longer chronological span, going back to the emergence of the first modern private banks in eighteenth-century Amsterdam, London, Paris, and Frankfurt.

DEFINITION AND LONG-TERM CHARACTERISTICS

Private banks are best defined in terms of ownership rather than activity. In the nineteenth century and during most of the twentieth century a bank was considered to be a private bank if its owners were also its managers. Such banks were usually family firms. Their legal form was generally that of partnership, or a general partnership, with partners having unlimited responsibility; but there were also private limited companies and even joint-stock banks whose directors retained the major part of the capital. The current functional definition of private banking—portfolio management on behalf of very wealthy individuals—only took shape in the last quarter of the twentieth century. Beforehand, private banks were engaged in all types of activities: commercial banking, investment banking, merchant banking, indeed universal banking, as well as wealth management. Specialization in one or another activity depended on strategic choices and/or on the constraints deriving from a specific banking system.

Specialization has been one of the two main characteristics of private banks throughout their history. Whether in their golden age, in times of decline or in eras of revival, private banks have been involved in rather specialized activities, free from competition from joint stock banks. They have usually dealt with fairly exclusive customers, for example high net worth individuals, to use today’s terminology, or foreign governments. The volume of their business has tended to be comparatively low (if measured by the number of customers or branches), but their profit margins relatively high. And they have consistently been able to influence, and sometimes lead, the profession, through their socio-professional status, their networks of relationships, but also their innovative capacity. There have been some digressions from this pattern: private country banks in particular, which flourished in the nineteenth century in countries such as France and Germany, were clearly catering for ‘ordinary’ customers. And some of the ‘specialized’ areas dominated by private bankers could be very large indeed, for example the international issuing business in the City of London before the First World War. But these are the exceptions that confirm the rule: throughout their history, private banks have been specialist, rather than generalist, financial institutions.

The second long-term characteristic of private banks has been their reliance on networks. The most important have been the family networks, as private banks have tended to be family firms. Religious networks have been another major constituent, often superimposed to family ones, as exemplified by national or international banking dynasties—the Rothschilds being the most famous though by no means the only such example. The largest networks were formed by the Protestant and Jewish religious minorities, the former dominant in the eighteenth century, the latter in the nineteenth, with other denominations, not least the Quakers, also leaving their mark. Religious networks have certainly weakened, though they have not entirely disappeared and still play a role in terms of cultural identity. Moreover, elements of their modus operandi can be found in other types of network relationships—political, ethnic, ‘old boys’, and others. Finally, social networks have also been part of the fabric of private banking—here again, often in conjunction with family and religious factors. The gradual integration, from the mid-nineteenth century, of private bankers into the upper classes and their ever closer links with the political elites have been both a cause and a consequence of their moving their business upmarket—a position best described by the notion of haute banque, which has kept its resonance to this day.

THE ROOTS OF MODERN PRIVATE BANKING

Modern private banking had its immediate roots in the eighteenth century. Among north-western Europe’s surviving private banks in 1914, at least twenty-two could trace their origins to before 1793 (Cassis and Cottrell, 2015)—a long-term corporate continuity previously unknown. These roots were nourished from different sources. In Britain, private banks focused on issuing notes and discounting bills; while those who came to be called bankers in Amsterdam, Frankfurt, or indeed Paris, were mercantile houses that undertook during the second half of the century the issue of loans on the part of European states. This contrasting emphasis upon credit and capital reflected to significant degree the differences in the economic development of Britain on the one hand and continental Europe on the other.

In Britain, an autonomous banking profession, in the sense of taking deposits and granting loans, started to develop in the early eighteenth century, primarily with the London private bankers. London’s commercial community of the mid-eighteenth century was the seed bed of the subsequent development of British fully-fledged merchant banking in the nineteenth century—an essential component of the world of private banking. In the eighteenth century, however, the London private banks were the deposit banks that mainly grew out of the seventeenth-century goldsmiths’ profession. Their number increased considerably in the second half of the eighteenth century, from fewer than 30 in 1750, to 50 in 1770, and to 70 in 1800 (Joslin, 1954, 1960; Melton, 1986).

Very early on, there was a degree of specialization within the profession between the bankers of the City and the bankers of the West End (Joslin, 1954). The former were more numerous and included such names as Barclays, established in 1690 when John Fraeme set up shop as a goldsmith in Lombard Street; Glyn’s, established in 1754 as Vere, Glyn & Hallifax, his founder, Joseph Vere, having been apprenticed at a goldsmith bank; or Smith, Payne & Smiths, created in 1758 by a family-related country bank, the Smith Bank of Nottingham (Matthews and Tuke, 1926; Fulford, 1953; Leighton Boyce, 1958). They collected deposits, discounted bills of exchange on behalf of merchants, and granted short-term loans to stockbrokers and all kinds of other brokers working in the City. From the end of the eighteenth century, these banking houses also acted as the London agents for provincial private banks. The West End banks, which included Coutts & Co., bankers to the Crown, were above all connected with the landed aristocracy, whose funds they managed and to whom it granted loans often of a considerable size. Finally, at the end of the eighteenth century, a third type of financial middleman developed who would form an essential cog in the banking system that was in the process of being set up in England—the bill broker. Bill brokers were brokers of bills of exchange, who, in return for commissions, obtained bills of exchange for banks that wished to discount them.

The most remarkable European financial development of the eighteenth century was the growth in the provision of formal banking facilities throughout the British Isles. Country banking in England and Wales fully emerged as a formal, specialized service industry during the second half of the eighteenth century—though not all provincial bankers (and, likewise, those in London) had become fully committed specialists by the outbreak of the French revolutionary wars in 1793 (Pressnell, 1956). From a dozen in 1750, their number increased to 128 by 1784 and is believed to have reached 650, and even possibly 780 by 1810. They originated from diverse activities—manufacturing industry, trade, as well as the legal profession. Most country banks issued notes either against customers’ deposits or through discounting bills of exchange. Indeed, the growing need for means of payment was one of the major demand factors that provoked the formal emergence of provincial banking (Pressnell, 1956).

Elsewhere in Europe, formal banking remained essentially a metropolitan pursuit whereas financial services in the countryside, far less urbanized than England, were provided informally as an adjunct to trading and commerce. In Amsterdam, from the seventeenth century, the leading merchants accepted bills of exchange—in other words, they guaranteed to pay the respective amount upon the bills’ maturity date on behalf of other merchants and businessmen. In the eighteenth century, trade financing gradually became dissociated from trade itself. Numerous merchant houses gave up physical trade in order to specialize in financing it by accepting bills of exchange. According to contemporaries, the volume of acceptances reached 200 million florins towards 1750.

Amsterdam’s rich merchants also turned to what would become the most prestigious activity of international finance: issuing foreign loans. From the middle of the seventeenth century, the Dutch had lent considerable sums to foreign states, but the development of a genuine capital market dates from 1713, when the Netherlands embarked on a policy of neutrality. Foreign loans flowed to the whole of Europe and reached a peak at the end of the eighteenth century, with an annual average of 20 million florins between 1780 and 1794 (Riley, 1980). This was the apogee of the Hope & Co. bank, the market leader. Originating from a Scottish family that had immigrated to Holland, it was founded in 1734 and in the course of some 25 years transformed itself from a company involved in all manner of trading and financial business to a banking house specializing in acceptances of bills of exchange and above all foreign loans. In particular, it handled the issuing of ten Swedish loans between 1767 and 1787 and 18 Russian loans between 1788 and 1793 (Buist, 1974). Hope was probably the largest bank in Europe at the time, with a capital of ten million florins in 1780.

In Paris, the types of ‘private banker’ active in the eighteenth century were shaped by the State’s financial needs and the way the two functions of collecting taxes and providing funds were performed. On one side were the financiers, on the other the banquiers. The former, in the first place the fermiers généraux (tax farmers), were in charge of collecting taxes, a right that had been conceded to them by the monarchy. Most of them belonged to the noblesse de robe and dealt with public finance. However, they were not mere tax collectors. They also fulfilled some of the functions usually ascribed to private bankers. Most often they bought their positions with loans raised on bearer notes and then turned their offices into quasi-banks by accepting peoples’ savings and, in turn, investing in industry and commerce (Bosher, 1970). Separate from this group were the banquiers specialized in dealing with private money and discounting commercial bills. They also seized the opportunity of subscribing to the state’s numerous loans. The great variety of annuities placed on the Parisian market attracted investments from all corners of Europe, making Paris a magnet for foreign private bankers, above all from Geneva, who settled there during the second half of the eighteenth century (Velde and Weir, 1992). According to the royal almanacs, there were 51 banking houses in 1721 and more than 70 in 1780 (Lüthy, 1961). In 1770 the capital’s three main houses, including Thellusson, Necker & Cie, were possibly the largest in continental Europe. Finally, there were also notaries who played a key role in distributing private medium- and long-term credit, as well as in placing public issues, thanks to the information that they held on their clients and to the establishment of a system for sharing information (Hoffman, Postel-Vinay, and Rosenthal, 2000).

GOLDEN AGE (1815–70)

The end of the French Wars in 1815 opened a golden age for private bankers, after the disruptions caused by this prolonged confrontation. Amsterdam emerged considerably weakened, London vastly increased its importance, while Paris, albeit shaken by the revolution and, especially, the Terror in 1793–94, recovered gradually and soon asserted itself as second only to London.

For private bankers, the early to mid-nineteenth century was a golden age for two main reasons. One was the expansion of banking activities, at both national and international levels. The growth of world trade, the resumption of international capital flows, the railway construction, and the advance of industrialization all required increasing amounts of capital, which banks either provided directly or, more commonly, endeavoured to raise. The second reason was that private bankers faced little or no competition from joint stock banks. This was a unique period in their history, an era dominated by Rothschilds and Barings and a group of powerful houses befitting from the French appellation of haute banque. Competition from public banks might have been limited in previous centuries, but so was the level of banking activities; conversely, the business of banking grew exponentially from the late nineteenth century, but it was increasingly undertaken by joint stock banks.

Private bankers were thus in command between 1815 and 1870, shaping the world of banking and finance, including with the establishment of joint stock banks, which were to dominate the field. International private bankers were still at the helm in London and Paris, issuing foreign loans and financing world trade. However, commercial banking, which had taken root in Britain in the eighteenth century, gradually expanded in Europe as a distinct activity, not least to meet the demands of domestic industry.

Private bankers continued to dominate the expanding business of government loans, starting with issues on behalf of the French Bourbons, for both budgetary requirements and the payment of the war indemnity to the Allied coalition. Foreign assistance was needed and the first issues were floated by Barings and Hope—though members of the French haute banque, led by Jacques Laffitte, soon took charge of the part of the issues retailed in France (Hidy, 1949; Buist, 1974; Platt, 1984; Ziegler, 1988). Barings, however, failed to capitalize on their leading position in European state finances that had been gained by undertaking the French indemnity loans. They were increasingly replaced by the Rothschilds as bankers to the needy governments of Restoration Europe.

Nathan Mayer Rothschild arrived in Manchester from Frankfurt in 1798, aged 21, sent by his father, the banker Mayer Amschel Rothschild, to export cotton goods to Germany and continental Europe. From 1806, however, he turned increasingly to the banking activities that he was determined to specialize in and settled permanently in the City in 1811. The Rothschilds built their reputation and fortune over the course of the next few years by taking charge of transferring British government funds, needed partly to pay the Duke of Wellington’s troops and partly to meet the subsidies granted to Britain’s allies (Ferguson, 1998).

The Rothschilds moved into post-war continental European state finance from early 1817 by arranging a small loan for Prussia. With his innovative arrangements for a major Prussian loan of £5 million floated in London in 1818, Nathan Rothschild, head of the London house, took the business of successfully issuing state bonds onto a higher level. After Waterloo it was clear that the largest source of liquid funds in Europe was the London capital market. In order to appeal to British investors, Nathan made his 1818 Prussian loan as closely analogous to familiar Consols as this was possible in negotiations with the Hohenzollerns’ representatives. It was secured on royal assets which were subject to parliamentary oversight as far as an absolutist state would allow. Investors’ confidence was further assured by the loan having a sinking fund. Besides giving the loan the greatest backing that could be obtained, Nathan assisted its marketability in other ways. First, the loan was denominated in sterling so that British investors need not be concerned with the complexity of exchange rates as was the case with their post-war holdings of rentes. Second, like Amsterdam issues of the late eighteenth century, its servicing was to be primarily undertaken from the market where it had been issued rather than the seat of the borrower. Last but not least, Nathan arranged servicing in local currencies at the other financial centres where tranches had also been floated: Amsterdam, Frankfurt, Hamburg, and Vienna. He used the same techniques for his second major Prussian loan—of £3.5 million—issued during 1822. His innovative approach for issuing the 1818 and 1822 Prussian loans was adopted by all other houses, becoming the model for sovereign loan flotations during the nineteenth century (Ferguson, 1998).

Finance required by the growth of international trade was also supplied by private bankers, increasingly by a small group of largely London-based merchant bankers who specialized in trade credit by accepting bills of exchange and thus guaranteeing by their undoubted standing the payment of the bills involved. The merchant banks’ backing was made clear by their acceptance on presentation of the international trade bills with which they were individually connected. These providers of commercial finance became known in the City as ‘acceptance houses’, and the paper involved as ‘acceptances’. The bills were readily traded on the London market and so were liquid over the period, normally 60–90 days, between their acceptance and maturity. The total value of acceptances was estimated at £30 to 40 million in 1836, half of them given over to Anglo-American trade. At a house like Baring Brothers, the commission received to finance these acceptances represented 50% to 65% of the bank’s profits in 1830 and 75% 20 years later (Chapman, 1984).

Numerous foreign merchants and bankers came to swell the City’s ranks during these years, attracted by the business opportunities offered by the country’s economic dynamism. Some had already settled in London during the French wars. Nathan Meyer Rothschild, of course, but also Johann Heinrich Schröder, who joined his brother there in 1799, aged just 18, and established his own firm, J. Henry Schröder & Co, in 1817 (Roberts, 1992). Other merchant banks came from abroad to set up in London and deal in acceptances and, to a lesser extent, issues, the most notable being George Peabody & Co. and C.J. Hambro, Sons & Co. The first of these was founded in 1838 by George Peabody, from Massachusetts, and it would have its hours of glory under the name of J.S. Morgan & Co., then Morgan Grenfell & Co (Burk, 1989). The second was founded in 1839 by Carl Joachim Hambro, son of a merchant and banker from Copenhagen and former American consul in Denmark (Bramsen and Wain, 1979).

In France, the Revolution, in particular the abolition of the monarchy in September 1792, inevitably put a brake on banking activities, but business picked up again after the fall of Robespierre in July 1794. In order to stabilize the monetary situation, Napoleon Bonaparte, having come to power after the coup d’état of 18 Brumaire (9 November 1799), signed on 18 January 1800 a decree authorizing a group of private bankers, including Lecouteulx, Perrégaux, Mallet, and Périer, to create the Banque de France in the form of a private company, with a capital of 30 million francs (Crouzet, 1999; Plessis, 2003).

By the early nineteenth century, French commercial and financial capitalism became increasingly concentrated in Paris (Bergeron, 1978a), with several waves of immigration to the capital, in particular from the French provinces (Périer, Seillière), Switzerland (Mallet, Perrégaux, Delessert, and Hottinguer), and Germany (above all James de Rothschild, who arrived fairly unnoticed in Paris in 1812, founded his own bank, de Rothschild Frères, in 1817 and quickly emerged as the dominant force within the Parisian haute banque) (Bergeron, 1991). These banks took deposits, which for some represented up to 80% of their liabilities. Such deposits included the accounts of members of the aristocracy and the bourgeoisie, the funds of numerous French industrial and commercial firms, as well as the proceeds from sales made in France by foreign merchants, who used them on the spot to make payments and to obtain new credits. Members of the haute banque were also engaged in issuing foreign loans—an activity that remained limited during the first half of the nineteenth century (Lévy-Leboyer, 1964).

In addition to issuing foreign loans and financing international trade, which remained their major activities throughout their existence, private bankers played a far from insignificant part in the financing of railways construction. They were involved in financing the first railway link, between Stockton and Darlington, in the north of England, completed in 1825. The line’s promoters, the Peases, a family of industrialists, were unable to raise the required capital by a local share flotation. Consequently, they turned to fellow Quakers for finance: the Gurneys, private bankers in Norfolk, and their bill broker in London, Richardson Overend (Reed, 1975; Cottrell and Ottley, 1975). Other private bankers also played leading roles during the first phase of railway building in England. John Moss, a Liverpudlian private banker, was a promoter of the Liverpool & Manchester; he went on to be the chairman of the Grand Junction Railway. Samuel Brooks, who had founded the Manchester banking house of Cunliffe, Brooks & Co., was amongst the promoters in 1835 of the Manchester & Leeds, a progenitor of the Lancashire & Yorkshire Railway. He chaired its first board meeting, and his house became bankers to the railway, together with another Mancunian private bank and a joint-stock concern. Members of the Cunliffe family, Brooks’ partners, were also both shareholders in the railway and providers to it of personal loans. Equally, the family of Samuel Loyd-Jones, later lord Overstone, had sizeable equity interests in the Lancashire & Yorkshire while supplying, personally, loan finance (Reed, 1975; Broadbridge, 1990).

Unlike their country peers, London private bankers played hardly any role in financing the development of the railway system. The one great exception was George Carr Glyn, a partner in the family’s City house from 1819. He was involved in founding the London & Birmingham Railway, of which he became a director when it was set up in 1833, and its chairman in 1837, a post he held for 15 years. The manifold connections that George Carr Glyn developed with the growing railway system led to his family’s London house becoming the railway bank. In 1845 Glyns held the accounts of 110 railway companies, which collectively provided the house with deposits of £1.5 million, nearly a third of the total. This particular business remained very substantial: in 1872 railway companies’ credit balances amounted to more than £4 million, accounting now for more than a third of Glyn’s deposits (£11.6 million) (Fulford, 1953).

In the United States, the commitment of bankers to promoting the railway companies coincided with the emergence of the investment banks—banks specializing in granting long-term capital, through issuing and trading in securities. These activities had been undertaken since the very beginning of the century by merchants, stockbrokers, or even commercial banks, before being taken in charge of by specialized banking houses from 1850. The earliest initiatives were taken in the 1840s. The bank Winslow, Lanier & Co., founded in 1849 with the main goal of trading in railway securities, established itself within the space of a few years as the most important firm in this field of activity, helping to make New York the main centre for American railroad finance. In the years following the American Civil War, the leading light was Jay Cooke, who founded his own banking house, Cooke & Co., in Philadelphia in 1861. After playing a very active role in placing government loans, he turned to railway securities in 1870, financing the Northern Pacific, over which he wielded considerable power. But in mid-August 1873, this company owed him more than five million dollars, and anxious depositors began to withdraw their money. On 18 September 1873, the ‘first bank of the United States’ was obliged to close its doors, unleashing acute panic on Wall Street and a change in leadership in the world of the investment banks (Carosso, 1970).

Members of the Parisian haute banque played an active role in the process of launching railway companies as soon as they had reached a certain size, in other words from the end of the 1830s, then during the first real boom of the French railways between 1844 and 1846. They were instrumental in making the financial arrangements for investments—either as bidders or as guarantors that the capital required for building the line could be raised—an indispensable condition for accepting a bid. Their financial commitments were far from insignificant. At the height of the boom, in 1845 and 1846, the capital issued by the railway companies totalled 919 million francs, approximately three-quarters of the entire railway capital issued since the first concession of 1833. At that time, the amount subscribed by nine of the main banking houses reached 225 million francs; in other words, nearly 25% of the grand total. Some subscriptions constituted long-term investments, starting with the Rothschilds’ 51 million—out of 200—in the Nord. For the most part however, the bankers played the role of middlemen, whether simply by acting as brokers, or by reallocating, usually with a premium, all or part of these issues to their clientele. Yet these subscriptions also represented opportunities to influence companies and to be on their first board of directors (Ribeill, 1993).

In Germany, despite opposition from the state, early investment in railways construction (c.42 million thalers/£6 million) was largely raised by Rhenish bankers, especially those of Cologne, led by Sal. Oppenheim jr. & Cie. They had also played major roles in gaining the charters of incorporation for embryonic railway companies (Ziegler, 2009). The first German railway, the Rhenish Railway, eventually chartered in 1837, linked Cologne with Brussels and Antwerp via Aachen. Its junction with the developing Belgian system aided the raising of capital. This was not a special case. Rhineland bankers frequently found it necessary to make agreements with their counterparts in major financial centres—in Berlin and Frankfurt, and Brussels and Paris—for placing the securities of railways and other local joint-stock companies. Rhenish bankers continued to be closely connected with the railway companies they had promoted. They became members of their directorates and administrative councils through being major shareholders. These positions gave them a continuing close knowledge of the companies’ affairs, which aided how they managed the deposits that these corporations placed with them. A further gain came during the 1850s, when 66 industrial joint-stock companies were established in Rhineland-Westphalia. With seats on their boards and on those of the railway companies, bankers were able to guide buying orders from one of their client enterprises to another. However, the ‘railway private bankers’ of Cologne were somewhat exceptional in the entrepreneurial roles that they played from the mid-1830s. They had counterparts in only a few of the German states’ other financial centres—Breslau and Leipzig, and, somewhat later, Berlin (Tilly, 1966).

Rhenish private bankers were also pioneers in industrial finance, prefiguring the practice of the great German credit banks later in the nineteenth century. As manufacturing expanded in the Rhineland, local providers of financial services grew in number, from about 50 in the mid-1820s to 110 by the early 1850s, and to 141 a decade later—though these totals include moneychangers and bill dealers. Specialist private bankers were far fewer, possibly 16 in the mid-1830s, and between 40 and 50 by 1850, predominantly clustered in and around Cologne and Düsseldorf. Most had begun as commission merchants and shippers, dealing in textiles and colonial goods. A Rhineland banker’s wealth probably constituted about a third of his house’s liabilities, the balance comprising deposits—from close family members, more distant relations, and the house’s clients. Other sources of a banking house’s funds were clients’ working balances and, in the case of major private bankers, temporary balances arising from servicing the securities of joint-stock companies, particularly those of railway companies. Furthermore, liquidity could be maintained in most years by re-discounting bills with a larger bank. Rhenish private bankers met most of their clients’ requirements for finance through current account advances, usually in the form of overdrafts. The agreements for these facilities varied considerably; long-established clients likely had overdrafts on which there were no stipulated time limits, but relatively new customers might be required to clear debit balances within two to six months. In developing this particular form of financing for commercial and industrial clients, the Rhineland’s private bankers came to establish the way that credit was to be typically extended by subsequent generations of German bankers (Tilly, 1966).

PERSISTENCE (1870–1931)

The emergence of a ‘new bank’ in the second third of the nineteenth century represented a decisive turning point in the long-term development of banking, whether seen from an institutional or an economic perspective. This bank was new in three respects: first, it was a joint-stock bank, second, it was a deposit bank, more precisely, a bank that collected its deposits through a network of branches, and third, it was an investment bank—with the last two characteristics sometimes combined in a single institution, usually called a ‘universal bank’. The movement started in England in the 1830s and then spread to Continental Europe in the 1850s and 1860s.

Admittedly, these characteristics were not entirely new—private bankers had been collecting deposits and dealing in securities while forerunners of joint-stock banks had appeared in Scotland in the eighteenth century. Yet the change was momentous. From an institutional perspective, private banks progressively gave way to large joint banks. And from an economic perspective, this change corresponded to a massive surge in banking and financial affairs, with bank deposits increasing by a factor of seven to ten in the major European countries in the half century preceding the First World War. Banking concentration intensified likewise, while the big banks became giant firms, ranking among Europe’s largest companies by the turn of the twentieth century.

The role of private banks in this new competitive environment and their relationships with joint-stock banks varied considerably between countries. The key issue was the domain of banking and financial activity where private bankers were still able to benefit from a competitive advantage. In international finance in Britain, investment banking in the United States, and country banking in continental Europe, private banks were able to hold their own until the First World War and after. In other areas, their decline was inexorable.

Nowhere was the decline of private banks steeper than in Britain, yet nowhere did private bankers flourish more than in the City of London. This paradox reflects the peculiarities of the English banking system, its extreme specialization and the divorce between domestic and international banking. In Britain, the decline of private banks was the decline of private deposit banks. Their functions were almost identical to those of the joint-stock banks and size was increasingly seen as a decisive competitive advantage. With the amalgamation movement gathering pace in the 1880s and 1890s, they eventually had to give way: there were only 35 private deposit banks left in England and Wales in 1904, and a single one—Glyn’s—in the London Clearing House in 1914 (Cassis, 1994).

For the private bankers engaged in international finance, on the other hand, the late nineteenth and early twentieth century was a true golden age. Far from declining or simply resisting the trend towards consolidation, merchant bankers expanded enormously the scale of their activities, taking advantage of the pivotal role played by the City of London in the growth and globalization of the world economy. The development of the accepting and issuing activities, which were the two pillars of merchant banking, offered tremendous business opportunities both to existing firms and to newcomers. The total volume of acceptances rose from between £50 and £60 million in 1875–76 to about £140 million by 1913, with merchant banks being responsible for some 70% of this total—around £100 million (Chapman, 1984). This was a large sum, though hardly higher than the deposits of the largest clearing bank of the day, the London City and Midland bank, which reached £93.9 million in 1913. So even in their golden age, merchant banks were able to thrive by occupying a ‘niche’ in the financial market.

Private banking and finance houses, in the first place merchant banks, were also able to maintain their hold on the huge London issuing business—British portfolio foreign investment has been estimated at about £195 to £230 million in 1854, by 1913 it had jumped t0 £3.5 to 4 billion (Cottrell, 1975). With 35% of all new issues in the years 1910–14, they remained by a significant margin the largest single intermediary in the London market. It should be added that merchant bankers, together with other components of the financial elite, were able to retain a collective control over the financial sector of the British economy through their massive presence on the boards of the major joint-stock banks, overseas banks, insurance companies, and investment trusts, as well as on the Court of directors of the Bank of England (Cassis, 1985). As a result, the number of merchant banks and other private banks involved in international finance increased substantially—from 45 in 1885 to 105 in 1914 according to some estimates, from 39 in 1990 to 63 according to more conservative ones (Chapman, 1984; Roberts, 1993). More importantly, the position of the leading merchant banks was unequalled in any other financial centre. Houses such as Rothschilds, Barings, Morgans, Schroders, or Kleinworts remained top players on the global scene.

Private international bankers were in a different position in Continental Europe. For one thing, the scope for international financial operations was more restricted than in Britain, and for another joint-stock banks were able to gain a larger share of this business.

In France, the dominance of the Parisian haute banque in international finance reached its peak in 1871–72, with the issue of the two war indemnity loans (following France’s defeat by Prussia), amounting to 5.2 billion francs, on which it managed to keep its hold. Thereafter, an increasing share of the foreign loans issued in France was handled by the établissements de crédit (Bouvier, 1983). Private bankers continued to be included in issuing syndicates and many a private banker remained highly influential. However, the members of the haute banque had to surrender their control over international financial operations, and in that respect they differed markedly from their English counterparts. Their firms were also smaller, with the exception of the Rothschilds, whose dominance over the rest of the Parisian haute banque was overwhelming before 1914. The other houses, mostly protestant (Heine, Hottinguer, Mallet, Mirabaud, de Neuflize, Vernes) still held several assets enabling them to play a role in the financial sphere out of proportion with the size of their firms. Their prestige and network of relationships gave them a competitive edge in such fields as private portfolio management, which had become their main activity by the early twentieth century. They also partly remained bankers to foreign governments and they were strongly represented on the boards of the banques d’affaires (especially the Banque de l’Union Parisienne, which they created in 1904), the major insurance and railway companies and among the régents of the Banque de France (Kaufmann, 1914; Plessis, 2000, 2009).

German private banks also lost ground to the new credit banks, which were competing in all fields of banking activity, from the provision of industrial finance to the issue of foreign securities. Private bankers were able to maintain a relative pre-eminence in the 1870s and 1880s. Thereafter, the credit banks took the leading role (Pohl, 1982). In international finance the issuing syndicates were more likely to be dominated by the Deutsche Bank and the Discontogesellschaft than by Mendelssohn and Bleichröder, especially in the new areas of capital exports, such as Latin America, China, and the Ottoman Empire (Tilly, 1991). Private bankers, however, retained a powerful position, if only through their wealth and network of relationships (Reitmeyer, 1999). They were usually offered a share of the business and could occasionally take the lead, like Mendelssohn in Russia. In industrial finance, private bankers could no longer contemplate an intervention on a scale comparable to that of the credit banks. They remained, however, highly influential through their presence on the supervisory boards of the leading industrial companies, where they still outnumbered the representatives of the big banks in 1913. As has been shown by Harald Wixforth and Dieter Ziegler, private bankers were able to exploit a niche and turn their limited resources into an advantage by offering a more personalized service, highly valued by their customers (Wixforth and Ziegler, 1994).

In the United States, a group of powerful private banks, the investment banks, rose to prominence during this period. Their position was in some respects akin to that of the City merchant banks, in the sense that they were the country’s most powerful banks—they were instrumental in financing railway construction in the 1870s and 1880s, the large manufacturing companies in the 1890s, and the merger wave in American business at the turn of the twentieth century (Carosso, 1970). Unlike the merchant banks, however, they were not involved, until 1914, in the accepting business. Revealingly, the most important among them were those that had the closest links to foreign sources of finance, above all the City of London, as New York, where most of these houses were based, became a major financial centre as the entry point into the world’s largest capital-importing country (Cassis, 2006). Most of the banking houses had been founded in the first half of the nineteenth century, but it was only from the 1870s that they really took off. They comprised two groups that were quite distinct in terms of their social and denominational origins: one Anglo-American and Protestant, which included J.P. Morgan & Co., Kidder Peabody & Co., and Lee Higginson & Co. in its ranks; the other German and Jewish, with, among others, Kuhn, Loeb & Co., Speyer & Co., and J. & W. Seligman & Co. (Supple, 1957; Carosso, 1970, 1987).

By the eve of the First World War, the leading private bankers had thus retained, in the world’s leading economies, a competitive edge in key areas of the business of banking—a competitive edge mainly deriving from their social assets and their network of international relationships. However, while British and American private banks, in other words the merchant banks and the investment banks, remained at the heart of their country’s respective financial systems, their counterparts in France and Germany had to rely on increasingly narrowing niche markets.

Nevertheless, private bankers, especially in France and Germany, had been instrumental in setting up the new banks that were increasingly dominating the world of banking—Barclays Bank in Britain, the Banque de Paris et des Pays-Bas in France, and Deutsche Bank in Germany were all founded by private bankers. They often retained a controlling position within these institutions, though their influence decreased with the advent of the twentieth century. However, Barclays Bank remained in the hands of the partners of the twenty private banks who had founded it in 1896 (Ackrill and Hannah, 2001). In the United States, the presidents of the largest banks often had a controlling stake in the company: James Stillman, for example, held 22% of the capital of National Citibank by the turn of the twentieth century. Likewise George Baker, the president of the First National Bank of New York, was its largest shareholder (Cleveland and Huertas, 1985).

The position of private banks in the regions was different. In Britain, private country banks had all but disappeared by the last decade of the nineteenth century. In the Mediterranean and the Scandinavian countries, provincial country banking never really took off, the gap being filled by savings banks and other types of cooperative and mutual banks. Provincial private banks survived at the very heart of continental Europe, above all in France and Germany, where hundreds of small and mostly anonymous banks remained part of the local economy until the First World War.

Estimates of the number of private banks vary within very broad bands and recent research has led to drastic revisions. Take France, a country long seen as under-banked during most of the nineteenth century. According to Rondo Cameron’s early estimates, there were 369 banks in France in 1870, totalling 469 outlets, compared with 1,628 outlets in England and Wales (Cameron, 1967). Recent estimates by Alain Plessis based on the reports of the branch inspectors of the Banque de France, show that there were no less than 2,000 bankers in France in 1870, possibly as many as 3,000, taking into account all types of capitalists who carried out discount transactions (Plessis, 1987). These are of course estimates, but there can be little doubt that banking was plentiful in provincial France in the last third of the nineteenth century. Competition stiffened from the 1870s onwards, especially as the big deposit banks (Crédit Lyonnais, Société Générale, Comptoir d’escompte) started to build their networks of branches. However, local private bankers were far from being wiped out. There were still thousands of local banks in France on the eve of the First World War. Some estimates put their number at around 1,000 to 1,200 plus a good 1,200 discounters; others go as high as 3,162, two thirds of them with less than six employees (Nishimura, 1995; Plessis, 1999).

One explanation for such resilience lies in the attitude of the big banks. Even though they expanded by setting up networks of branches across the country, they did not cover the entire territory and had but scant interest for local business. The gap was filled by local private bankers, who concentrated on specific tasks, especially agricultural credit and industrial finance (Bergeron, 1978b). Moreover, the spread of the branches of the Banque de France in provincial cities provided a steady source of credit and a reduction in the cost of borrowing. Local banks had their weaknesses. On the liability side, their resources tended to be meagre. On the assets side, they were almost exclusively tied to the local economy and their risks were insufficiently diversified. Nevertheless, they did contribute positively to France’s economic growth.

Estimates of the number of private banks in Germany reveal a similar order of magnitude. According to the Banking Directory, there might have been as many as 2,180 private bankers in 1892 and 2,564 in 1902, including very short-lived firms engaged in not strictly banking activities (Treue, 1970). The figure given by the Central Association of German Bankers, 1,800 for 1913, is probably closer to the number of private bankers proper; while the number of private banks keeping a giro account with the Reichsbank was somewhat smaller: 1,386 in 1902 and 1,221 in 1913 (Pohl, 1982; Donaubauer, 1988). Whichever set of figures is considered, it is obvious that the number of private banks hardly declined before the First World War. Moreover, their combined total assets increased from 2.5 to 4 billion Marks between 1880 and 1913. However, their overall influence, measured by their percentage of German banks’ total assets, considerably weakened, from 21% in 1880 to 10% in 1900 and just over 5% in 1913 (calculated from Wixforth and Ziegler, 1994). But their contribution to economic development cannot be doubted: they primarily catered for local small business. Local private banks fitted into the ‘division of labour’ within the German universal banking system (Ziegler, 1997). The great banks provided ‘development assistance to the strong’, but they badly neglected small and medium-sized enterprises (Tilly, 1986). The latter, however, could turn to the regional joint-stock banks or to the local private banks, depending on their size and needs.

The First World War did not mark a turning point in the history of private banks, though they were of course affected by wartime conditions. The hardest hit were those directly involved in international trade and finance—that is, the merchant bankers of the City of London. They were, however, unevenly affected. Those entangled in Central European trade and finance, in the first place Schroders and Kleinworts, suffered heavy losses; on the other hand, the few houses involved in government finance (Morgans, through their American parent house, with the United States; Barings with Russia) made exceptional profits (Ziegler, 1988; Burk, 1989; Roberts, 1992; Wake, 1997).

In both the City and Wall Street, private banks remained at the apex of international finance throughout the twenties. In London, merchant bankers continued to form the City’s aristocracy, in terms of wealth, status, and power. The group of leading houses was the same as before the War—Rothschilds, Barings, Morgan Grenfell, Schroders, Kleinworts, Hambros. Despite their comparatively modest size and in face of fiercer competition from the clearing banks, these houses remained dominant in both the accepting and the issuing businesses, even though they suffered from the decline of foreign issues on the London market. On Wall Street, large-scale international financial operations continued to be the preserve of the investment banks, and they greatly benefited from the fact that New York had overtaken London as the main centre for the issue of foreign loans. Private banks—J.P. Morgan, Kuhn Loeb, Kidder Peabody, Lee Higginson, Dillon Read, and a few others—still dominated the field. The twenties were undoubtedly J.P. Morgan’s apogee, and in many respects the bank’s decade—through the sheer volume of its operations, the strength of its international connections, not least with Morgan Grenfell in London, and its unique position at the hub of the world of business and politics, particularly in the field of financial diplomacy.

In all countries, private bankers continued to enjoy a competitive edge in international matters after the war. Financial diplomacy took on a new dimension. The problems inherited from the war and early post-war years ultimately required political decisions. Yet many of these problems were of an economic and financial nature, often technically very complex, with the monetary disorders of the early 1920s, the attempts at restoring the Gold Standard and the vexed questions of German reparations and Allied war debts. Private bankers were, for the last time, in a position to play a central role in international affairs, as advisers to the government, as ambassadors, or as actors on the capital markets.

DECLINE AND RESURGENCE (1931–2014)

The decline of private banks accelerated from the 1930s: depression, war, and state regulations were not congenial to banks in general and even less to private banks.

The decline was at its deepest in Germany (Wixforth and Ziegler, 1994, 1997). Its causes did not lie primarily with erosion of the private banks’ competitive edge or with the banking crisis of 1931 and the policy of the Reichsbank whose support was mainly directed towards the big banks. The decline and fall of the leading German private banks, which were virtually all Jewish, was a direct result of the anti-Semitic policy of the Nazi regime. They enjoyed a relative safety while Hjalmar Schacht was Economics Minister, but their situation deteriorated after his fall in September 1937 and the ‘Crystal Night’ pogrom of 9 and 10 November 1938, after which ‘Aryanization’ became compulsory (Kopper, 1995). Jewish private bankers were faced with the choice of either selling their business—Mendelssohn, for example, sold out to the Deutsche Bank (James, 2001); or continuing to trade under ‘Aryan’ name and ownership—the Warburgs, for example, changed the bank’s name to Brinckmann, Wirz & Co. and managed to retain 25% of its capital (Rosenbaum and Sherman, 1979; Chernow, 1993). The great Jewish private banking houses did not re-emerge after the Second World War. However, there were still 156 private banks in Germany in 1959 (and 138 in 1974), including a few old-established houses such as Oppenheim in Cologne, Delbrück Schickler in Hamburg, and Trinkhaus in Düsseldorf.

In France, the Parisian haute banque went through the depression of the 1930s without a major casualty—though the Banque de l’Union Parisienne, which was very much its emanation, had to be rescued from collapse. In the end, the haute banque was affected by events of a political rather than an economic nature. Private banks lost part of their influence through the reform of statutes of the Banque de France enacted by the Popular Front government in 1936, in particular the replacement of the conseil des régents (the Bank’s board of directors), where representatives of the haute banque had featured prominently for several generations, by a general council appointed by the state and various interest groups (Bouvier, 1973). They were weakened by war, defeat, and occupation, with most Jewish houses, including Rothschild and Lazard, being liquidated under the Vichy regime, though they were reconstructed after the Liberation. And they were dealt a further blow with the nationalization of the Banque de France, the deposit banks and the insurance companies in 1945–46 (Andrieu, 1990; Dreyfus, 2003).

However, the Parisian haute banque remained active and influential after the Second World War. In accordance with the new Banking Law, its members had to register either as deposit banks or as banques d’affaires (investment banks). Most protestant houses (Demachy, Mallet, Neuflize, Schlumberger, Vernes) opted for deposit banking. Private portfolio management remained the bedrock of their business, but they all developed, in one way or another, their commercial banking activities, in particular documentary credit (Mallet, Vernes), or industrial finance (Demachy had both business and family links with de Wendel, one of France’s largest iron and steel concerns). Most Jewish houses (Rothschild, Lazard, Worms), was well as Mirabaud, registered as banques d’affaires. The Rothschilds re-launched their banking business by bringing together the huge assets still owned by the family (Royal Dutch Shell, De Beers, Le Nickel, Peñarroya and others) into an investment company (S.I. Nord). Lazard, following the example of Lazard Frères in New York, favoured corporate finance.

In the United States, the reforms of the New Deal transformed the banking profession. The Glass–Steagall Act, in particular, decreed the complete separation of commercial banking activities (taking deposits and making loans) from investment banking activities (issuing, distributing and trading securities), even if these activities were shared between parent companies and subsidiaries or through either the cross-holding of shares or overlapping directorships. The commercial banks parted from their subsidiaries involved in securities transactions, whereas the vast majority of private banks opted for investment banking. The major exception was J.P. Morgan & Co, Wall Street’s most famous bank, which chose to become a commercial bank, a decision that led several partners to resign and to found an investment bank, Morgan, Stanley & Co. The new legislation was in fact favoured by many investment bankers increasingly fearful of the competition from commercial banks’ affiliates (Bentson, 1990).

Financial activities dwindled during the war. Investment banks took part in selling securities when the Treasury issued seven war loans, but they made no profit from them, and their expenses were not reimbursed. In 1947, they faced an anti-trust trial, which was abandoned in 1953. There was a revival in the 1950s and, especially, the 1960s, with the wave of mergers and the widespread forming of conglomerates. Investment banks had to adapt to new business conditions and eagerly embraced the role of consultants and financial advisers in mergers and acquisition. They were no longer regal, but their importance as financial actors was undiminished and they perpetuated the tradition of partnership form of organization in a banking world increasingly dominated by conglomerate giants.

In England, the London merchant banks were badly hit by the German banking crisis of 1931 (Accominotti, 2012), especially, as in 1914, those deeply involved in German trade finance—Kleinwort, Schroders, and a few lesser houses such as Goschen & Cunliffe, or Huth (Roberts, 1992; Wake, 1997). The others—Barings, Morgan Grenfell, Hambros—recovered rapidly. With the collapse of foreign issues in the 1930s, they increasingly turned their attention to domestic industry, laying the foundations of their future specialization in corporate finance (Kynaston, 1999). The 1950s were difficult years, with the decline of the City and the pound. Yet both the City and the merchant banks enjoyed a remarkable revival in the 1960s. This was primarily due to the emergence of the Euromarkets, which found a natural home in London. The first dealings in Eurodollars were carried out by London merchant banks (Kleinwort, Samuel Montagu, Warburg) and overseas banks (Schenk, 1998; Battilossi, 2002); while Siegmund Warburg, a newcomer to the City, was responsible for the first Eurobond issue in 1963—$15 million at 5.5% on behalf of Autostrade Italiane (Ferguson, 2010).

However, merchant banks soon lost market share, above all to the American banks, which invaded the City from the late 1950s onwards and took the lion’s share. Their position was stronger in corporate finance. The first hostile take-over bid (Reynolds Metals and Tube Investment against British Aluminium) took place in 1958, inspired once again by Siegmund Warburg, who shook a City establishment at first weary of these practices (Ferguson, 2010). However, all leading merchant banks adapted fairly easily to the new rules of the game and maintained their hold over corporate finance in the following decades. Throughout this period, the merchant banks remained at the very heart of the functioning of the City of London. Moreover, they were the only private banks in Europe to retain a competitive edge in highly significant areas of banking and financial activities.

From the 1960s onwards, most of City merchant banks and Wall Street investment banks started to lose their private banking character. Conversion into limited companies was not the decisive step. Most banks had already taken it in the decade or so following the Second World War (Schroders and Merrill Lynch in 1959, Dillon Read in 1964, Morgan Stanley in 1970), some much earlier (Barings in 1890, Hambros and Morgan Grenfell in 1934). However, they remained in family hands—and family ownership and control was ultimately what defined these firms as private banks. What changed in the 1960s, in both Britain and the United States, was the opening of both ownership and control, on a large scale, to outside interests—not only outside the family, but also outside the traditional networks of relationships. This, ultimately, meant the end of the private bank character of these venerable institutions. The conversion into a limited company and, especially, into a public company, had a number of advantages. It could offer tax advantages to partners; it removed the risk of large capital withdrawals following the death of a partner; it enabled the firm to offer better incentives to valued executives and employees who could be lured by competitors; and it provided the firm with wider resources as they engaged in new activities, especially trading and principal investment, requiring ample financial capital, and had to incur the costs of new technology (Morrison and Wilhelm, Jr, 2007).

This did not prevent virtually all the leading merchant banks being taken over by large, mainly foreign banks (Morgan Grenfell by Deutsche Bank, Baring Brothers by ING, SG Warburg by Swiss Bank Corporation, Kleinwort Benson by Dresdner Bank, Hambro by Société Générale, Schroders by Salomon Smith Barney, itself part of Citigroup). By the turn of the twenty-first century, only N.M. Rothschild and Lazard Brothers were still independent. As for American investment banks, they ultimately haven’t done much better. Most have succumbed to universal banks after the repeal the Glass–Steagall Act in 1999 and the ravages of the subprime crisis in 2007–08—with Bear Stearns being bought by JP Morgan, Merrill Lynch by Bank of America, and of course the collapse of Lehman Brothers. Only two, Goldman Sachs and Morgan Stanley, have survived as independent entities—and have in fact converted into bank holding companies.

In Paris, most of the houses making up the old haute banque have been taken over by large banks (Neuflize, Schlumberger Mallet by ABN-Amro, Hottinguer by Crédit Suisse), or nationalized in 1981 (Rothschild, Vernes, Worms), with some being subsequently taken over by large banks (Vernes, for example was integrated into the Suez group before changing hands). In Germany, several notable private banks had already followed the same route. In 1974, Citibank took a majority stake in Trinkhaus & Burkhardt, of Düsseldorf and sold it to Midland Bank (now part of HSBC) in 1980. In 1984, Schröder Münchmeyer Hengst & Co. became a subsidiary of Lloyds bank, before being sold to UBS in 1997. Both banks retained at first their identity as private banks (personal liability for the partners of Schröder Münchmeyer, limited partnership for Trinkhaus) before being fully integrated into their new banking group.

A handful of private banks have survived in all European countries. However, only in Switzerland, and especially in Geneva, have private bankers managed, for reasons of both tradition and location, to retain a competitive edge enabling them to be considered as global players in the field of private portfolio management, above all on behalf of high net worth individuals. The most successful have been the old Protestant banks, founded at the turn of the nineteenth century: Pictet & Cie; Lombard, Odier & Cie; Darier, Hentsch & Cie (the latter two merged in 2002); Bordier & Cie, Mirabaud & Cie—with Pictet and Lombard Odier clearly in the lead. But there have been newcomers, mostly of Jewish origin (Edmond Safra’s Republic National bank, now part of HSBC, Edgar de Piccioto’s Union Bancaire Privée, and the Banque Privée Edmond de Rothschild).

It might thus appear paradoxical to talk of renaissance of private banking at the very time when its last survivors were disappearing. The renewal of private banking in the last 30 years has had little to do with the firms traditionally known as private banks (i.e. partnerships or at least houses under family ownership and control). It has rather been the remarkable growth of a banking activity (private portfolio management), which has come to be known as private banking, irrespective of the type of bank offering such services. At the end of 1997, the target market for private banks was estimated at around $17,000 billion and expected to keep on growing at two to three times the pace of the overall banking market for years to come. It had grown to $152 trillion by 2013. However, today’s private banks mostly consist of subsidiaries of the world’s largest banks, with UBS, Crédit Suisse, HSBC, Deutsche Bank, JP Morgan Chase, Citibank, or ABN Amro, ahead of ‘traditional’ private banks such as Pictet or Lombard Odier in Geneva, or ‘former’ private (investment) banks, such as Morgan Stanley or Goldman Sachs, which have been recently attracted by a business perceived as low risk and providing a steady income stream.

Private banking has thus become increasingly divorced from the old-established private banks. There are, however, good reasons to plead in favour of a renewal of private banking in the late twentieth century. There is of course the fact that private portfolio management has always been a traditional activity of the haute banque. It is also significant that the name of famous private banks has often been retained by their new owners and considered as a useful asset in this particular market. Likewise, descendants of old banking dynasties, and more generally of upper class families (originally banking families which, according to Stendhal, constituted the aristocracy of the bourgeoisie), still hold senior positions in private banking, where they are in demand for a certain cachet, as well as for their network of relationships in these circles. Throughout the twentieth century, these have been the attributes on which private bankers have relied to gain a competitive edge in their business activities.

Remnants of the partnership model have also survived in the governance of the world’s leading banks, especially those operating in the two global financial centres, London and New York. They all became universal banks and had to accommodate investment bankers in their ranks. Significantly, these investment bankers retained some of the characteristics, and also some of the prerogatives of the old private investment bankers—in terms of status and, especially, level of remuneration, traditionally higher than in other sectors, but which has reached unprecedented levels in the new era of global finance. Salaried managers and traders, who did not own their company, were able to enjoy some of the privileges of the partners of a private bank, in particular in terms of level of remuneration, without having to bear the concomitant responsibilities, in particular loyalty to the firm and risking one’s own capital. Such remnants, however, were very remote from the values of the old private bankers.
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CHAPTER 6

COMMERCIAL BANKING

Changing Interactions between Banks, Markets, Industry, and State

GERARDA WESTERHUIS

INTRODUCTION

COMMERCIAL banks—institutions that accept deposits payable on demand and originate loans with personal and corporate customers—emerged in the nineteenth century in many countries. Their development is considered to be related to industrialization and economic growth. In the early years of industrialization, financial intermediation assisted economic development by mobilizing savings, mitigating risk and uncertainty, stimulating entrepreneurship, accumulating capital, and fostering development of a national legal and financial infrastructure. Consequently, the emergence of commercial banks, having deposits and loans under one roof, is often seen as the start of modern banking. Investment banks that specialize in underwriting activities, securities trading, fund management, and merger and acquisition advice are seen as another type of financial institution. Universal banks combine both commercial and investment banking activities (see e.g. Canals, 1997).

Following the distinction between specialized and universal banks, financial systems are often divided into market-based versus bank-based systems. In market-based systems, at arm’s length specialized investment banks prevail, whereas in bank-based systems universal banks are dominant. The rationale behind this division is that financial markets have difficulties developing without the support of investment banks. On the other hand, it is unlikely for markets and specialized banks to develop in a financial system where universal banks dominate. The argument goes that universal banks enjoy information economies of scope acquired by the credit and deposit activities which is of value for their investment activities (and back and forth), leading to a crowding out of other types of banks. Often Germany and Japan are seen as bank-based systems where universal banks prevail in the allocation of resources to the corporate sector, whereas in the US and England, both considered market-based systems, specialized investment banks and the financial market are dominant players. The extant literature, based on historical evidence in particular, has shown that these two dichotomies are rather stylized facts and mostly based on recent circumstances. Apart from the literature centred around the question how countries can be best classified, other literature has debated the effectiveness of both systems (Allen and Gale, 2001). However, results indicate that ‘there is no support for either the bank-based or the market-based view’ in this respect (Levine, 2002: 398).

The goal of this chapter is to give an overview of the development of commercial banking in different parts of the world, in particular in Europe, the US, and Japan, and to show when and how financial systems changed over time. To fully understand the systems we go back to the nineteenth century, when in many countries industrialization unfolded. During this period most commercial banks developed into some kind of universal bank, with the exception of the English specialized banks. The period between the two world wars of the twentieth century, however, was a period of divergence. In many countries, such as Belgium, Italy, Japan, and the US, banks specialized away from universal banks. Divergence lasted until the late 1970s when universal banking became the dominant form again. However, it was another type of universal bank than the one that dominated in the nineteenth and early twentieth centuries. Not only did they combine commercial and investment banking activities, but they also started operating in real estate, mortgage markets, insurance, and asset management. As banks moved into different activities servicing different types of client, they started to become multi-business companies. This new type was a kind of financial conglomerate with large international presence and a broad range of activities. The revival of universal banking in many parts of the world was a reason to question whether the commercial bank ‘has outlived its usefulness and is in a state of terminal decline’ (Rajan, 1998: 524). However, due to the financial crisis of 2008 this question has been reversed as policy makers are now debating whether it would be better for financial stability to separate commercial and investment banking again.

In this respect two characteristics of commercial banking should be underlined. First, commercial banks are usually regulated. The first historical reason to regulate commercial banks’ activities was the capacity of commercial banks to create money as a result of being in a position to keep only a portion of their total deposits liquid. To assure the banks’ solvency two types of regulatory measure emerged: the reserve requirement and the solvency ratio (Canals, 1993). Another measure was the securing of deposits arranged via the government often with the funds coming from the banks themselves. The system of deposit insurance is a kind of protective net to prevent serious damage when a financial institution goes bankrupt. A second reason which historically has justified regulation has been the need to ensure that credit is offered honestly and efficiently. A third reason has been the supposed need to prevent banking institutions from becoming too large, thus accumulating extreme power (Canals, 1993).

A second important feature of commercial banks is their apparent relation with industrialization, or more broadly, with economic growth. The bank–industry relationship is the classical question in financial historiography. Two strands of literature should be mentioned here. First, in some countries, including the Netherlands, there have been debates on whether commercial banks could have contributed more to industrial development and economic growth. In this perspective it is argued that bank-based financial systems are better at allocating capital during early stages of economic development and in weak institutional environments (Levine, 1997). To stress this claim, it is put into a comparative frame, contrasting it with Germany where banks had close relations with industry enabling them to provide firms with financing (see Gerschenkron, 1962; Cameron 1967, 1972 for bringing the discussion on the role of banking in industrialization to the fore, and see e.g. Pollard and Ziegler, 1992 for comments on this relationship). An ongoing question remains, however, whether the development of commercial banks is a product or a cause of economic growth. In other words, the causal relation is still being questioned (see e.g. Levine, 1997). A second strand of literature, at least dating back to Brandeis (1914) and Hilferding (1910/1968) discusses the assumed power of banks. This literature, which has a more negative connotation, deals with interconnections between banks and industry created by financial links via the granting of loans or having shareholdings and/or by personal links via sitting on each other’s boards (see for a development of these corporate networks in 14 different countries in the twentieth and twenty-first centuries David and Westerhuis, 2014).

The remainder of the chapter is set up in chronological order. It starts with the emergence of commercial banks in the nineteenth century. First, the next main section compares developments in the US and England with Germany and Japan, being typical examples of market-based and bank-based systems respectively. The following section discusses the development of commercial banks in other continental European countries in the nineteenth century. Next we describe the divergence of the financial systems in the interwar period, and then the chronology ends with the revival of universal banks since the 1980s, before offering some final remarks. Two recurring topics in this overview are banking regulation and bank–industry relations, as both are specific features of commercial banking.

MARKET-BASED VS BANK-BASED SYSTEMS IN THE NINETEENTH CENTURY: ENGLAND AND THE US VS GERMANY AND JAPAN

During the nineteenth century the demand for capital increased due to industrialization and the emergence of large firms. In particular during the Second Industrial Revolution (1860–1914) large-scale companies, such as railways and oil companies, required increasing amounts of capital. The many new products and new technologies posed information problems for external providers of finance. Joint-stock banks were created to fulfil the demand having the necessary resources in the form of deposits. We will elaborate on these general developments by comparing Germany and Japan, being defined as typical bank-based systems, with England and the US, seen as market-based systems.

In the nineteenth century the English financial sector consisted of two separate financial parts: London banking with a global outlook reflecting the country’s dominant position in the international economy, and country banking as a product of economic transformation in the regions (Cottrell, 1992: 39). In England, joint-stock banks were prohibited until 1826, after which it became possible to establish them but only outside a radius of 65 miles from London. In 1833 this latter condition was abolished and joint-stock banks could be set up in the City as well. They were required to give up note issuing though. One of the first was the London and Westminster Bank, established in 1834. Judged on criteria such as size, links to London, and organizational structure, commercial banking matured relatively late (Cottrell, 1992: 44). Thus, the joint-stock banks that emerged as of the 1830s remained small and possessed relatively few of their own branches. Moreover, commercial banks in the country had expensive correspondent relationships with London financial markets. Typically, banks in England were able to attract high amounts of deposits, due to a historically wealthy social class, which they transformed into short-term loans and discounting (Cassis, 2006: 44). Credits to corporate clients remained relatively low, as most firms had enough capital to re-invest. Consequently, the intermediating role of banks was hardly necessary and the relation between banks and industry remained weak.

The joint-stock banks started to displace the private banks in a concentration process by which a centralized banking system developed in England. The process lasted until the 1920s and was to a substantial degree characterized by provincial banks becoming ‘City institutions’ (the exception being Westminster which had its origins as the first London joint-stock bank). The resulting Big Five—Barclays, Lloyds, Midland, National Provincial, and Westminster—started to dominate the English banking sector and opened further branches in the 1920s. For example, Midland Bank and Lloyds Bank, two prominent banks from Birmingham, grew rapidly in the 1880s and 1890s by acquisitions and internal expansion. They acquired banks in London linking the city with the provinces, and became large national banks. By acquisitions in the provinces they expanded the number of branches, which were an important source for deposits (Cottrell, 1992: 48).

Although in the US a growing number of joint-stock banks emerged already in 1790s, and thus earlier than in Europe, they disappeared in the 1830s. During the period 1837–1862, also known as the ‘free-banking’ era, the US banking system consisted of state-chartered banks. They were not allowed to establish branches. Consequently, the US banking system was highly fragmented and, in contrast to England, there was no development of nationwide banks with wide-ranging branch networks. Lamoreaux (1995) shows that the fragmented banking system became more problematic as time went by. She argues that a change from insider to outsider orientation banking in New England was reflected by the increasing mismatch between the needs of large industrial firms and the resources of small, one unit banks. Thus, lending practices became more impersonal and professional, and the information problems banks faced when they began to conduct more of their business at arm’s length forced them to concentrate on providing short-term loans to firms. Another deficit of the fragmented banking system was that the US had not developed a central bank. In particular because of the Civil War, starting in 1861, this became a more serious problem. The National Bank Acts of 1863 and 1864 were meant to set up a national banking system and to increase the federal control over the banking system. It created nationally chartered banks, which had to comply with higher capital requirements and higher reserve requirements than their state bank counterparts. To improve safety they were not allowed to make real estate loans nor to lend an amount beyond 10% of the bank’s capital. Many state-chartered banks converted to nationally chartered banks because newly imposed taxes made state banking unprofitable. However, because of lower capital and reserve requirements, as well as the ease with which states issued banking charters, state banks again became the dominant banking structure by the late 1880s. The National Bank Acts created a dual banking structure, consisting of a federal and a state level, which was typical for the US banking sector.

In the US, investment banking business was centralized in a few investment banks, of which J.P. Morgan & Co. is the most well known. They played considerable roles on corporate boards of directors. As such, the Money Trust, as this network of firms and banks dominated by Morgan also came to be known, played an important monitoring role before the First World War (Bradford De Long, 1991). During and after the First World War when many firms approached the capital markets, an increasing number of commercial banks, such as National City Bank, became active in underwriting operations. Because the National Bank Act of 1864 did not permit national banks to handle common stocks, they incorporated affiliates under state corporate charters. These state-chartered affiliates were allowed to perform many more activities (Kroszner and Rajan, 1994). As a result increasingly more banks were extensively involved in both lending and securities underwriting activities. As we will see later in this chapter, their activities were thus similar to those of the large banks in Germany and Japan (Vitols, 2001). They engineered major corporate reorganizations such as mergers in sectors including railroads and steel through extensive shareholdings and board representation (Chernow, 1990).

In contrast to England, German banks developed close relations with industry, dating back to railroad building in the 1830s and 1840s. Universal banking was first developed by private bankers to organize and finance the construction of railroads. The bankers underwrote the issues of railroad securities, managed the firm’s current accounts, and occupied key board positions (Tilly, 1989: 191; Tilly, 1992: 94). When railroad financing exceeded the resources of individual private bankers they often operated in syndicates. However, difficulties in forming and holding these syndicates together pressed them to look for alternatives (Tilly, 1989). One of those was the creation of joint-stock banks, in which private bankers continued to play a significant role. In the 1850s, within a couple of years new banks were created with the explicit purpose of financing the nascent industry. One of the first was Bank für Handel und Industrie, also known as Darmstädter Bank, modelled after the Crédit Mobilier, and founded by the Pereire brothers together with three German private bankers. Its statutes stated that the bank was allowed to accept deposits and make loans on current account; it could hold shares in other companies, issuing securities, and organize mergers and acquisitions. In other words the bank was able to combine commercial and investment banking. Other banks followed suit: Deutsche Bank was founded in 1870 and Dresdner Bank in 1872 (see for a history of Deutsche Bank: Gall et al., 1995; Kobrak, 2008). Concentration since the 1880s led to the emergence of five large Berlin banks (Tilly, 1989). In this concentration process private banks were often taken over by the joint-stock banks, and interlocking shareholdings among joint-stock banks became important. The close links between banks and firms led to what is known as the Hausbank system, where firms have long-term relations with one particular bank. An important lending instrument in sustaining relationships was the current account (Kontokorrent) which was already used by private bankers. The current account was an ‘overdraft vehicle where the borrower paid interest only on the balance outstanding at a particular time’ (Guinanne, 2002: 97). Thus, credit was extended on the current account with short repayment schedules. Every time the bank renewed credits it demanded the latest information of the firm. It lent to firms or individuals for many years, because this relationship could pass from father to son. The bank built up useful information on its clients. The links between industry and banks were intensified by proxy voting in the shareholder’s meeting, which enabled bankers to vote on behalf of their clients and thus to control strategic corporate decisions (see Tilly, 1992: 94). The German banks remained active in the money as well as the capital markets. Compared with other countries, the dominance of large joint-stock credit banks in the German financial system is remarkable. However, despite their importance, the largest component of the German banking landscape was still formed by private banks, savings banks (Sparkassen), credit cooperatives, and mortgage banks (Guinnane, 2002). It is important to note that the German case shows that financial markets and universal banks can co-exist, which is in contrast to the literature (Fohlin, 2007a, 2007b). Fohlin argues that ‘the importance of universality—the combination of investment and commercial banking—appears mostly in the active use of securities markets, not in the domination of industry nor in the dramatic alteration of firm behavior or performance’ (Fohlin, 2007a: 13).

The pre-war zaibatsu, or financial cliques, in Japan played a similar influence over industry as the Hausbanken in Germany and the investment banks, such as J.P. Morgan in the US. Much of the financing of Japanese firms came from commercial banks; Mitsui Bank, established in 1876, being the first one. In 1907 the five largest banks held 21% of all bank deposits; four of them were part of a leading zaibatsu: Mitsui, Mitsubishi, Sumitomo, and Yasuda. Important for the emergence of zaibatsu has been the role of the government. When it started to privatize its firms during the Meiji period (1868–1912), most of the assets were bought by family-owned firms. Accordingly, they became major zaibatsu by acquiring many industrial firms during the late nineteenth century, and by 1900 these zaibatsu, which financed their own subsidiaries by retained earnings, had become the most important source of finance. As the zaibatsu banks were allowed to borrow from the Bank of Japan at special rates, they were able to grant loans to industrial firms ‘at levels well above those permitted by their own liabilities’ (Lazonick and O’Sullivan, 1997: 120). By the interwar period the zaibatsu were the driving force behind industrial development in Japan. Also new ones emerged, such as Nissan and Nichitsu and Mori, which financed their expansion mainly via public stock issues (Lazonick and O’Sullivan, 1997).

From this short overview two conclusions can be made. First, only in England did specialized banks develop, whereas in the other three countries universal banks emerged. Even in the US, often classified as a market-based financial system, universal banks emerged. Close relations between banks and industry were established, because these universal banks granted loans and participated in security related activities, and their bankers sat on the corporate boards of directors. Second, in contrast to the other three countries, nationwide banks with extensive branch networks did not develop in the US.

INDUSTRIALIZATION AND JOINT-STOCK BANKS IN OTHER CONTINENTAL COUNTRIES

Modern banking, as defined in the introduction appeared in France around 1850. The haute banque, banking houses that belonged to very rich banking families, such as the Rothschilds, had remained in control for a long time. Only from 1850s onwards with the emergence of deposit banks, did this financial system start to change. The private banks were often involved in the creation of the newly joint-stock banks, sometimes as shareholders or as a member of the managing board. Crédit Mobilier, an investment bank, was established in 1852 by the brothers Emile and Isaac Pereire. Its goal was to allocate resources to firms in industry, transport, and public utility. To achieve this goal the bank had to issue bank bonds and obtain direct participation in manufacturing and railway companies. However, the government as well as the haute banque resisted its development. In 1854 it was not allowed anymore to issue bonds; at the same time the bank had difficulties placing the securities of the companies it had created, and often it had to take them back. The bank went bankrupt in 1867 and was liquidated four years later. More successful were, for example, the Comptoir d’Escompte de Paris, the first discount bank created in 1848, Société Générale in 1864, and Crédit Lyonnais created in 1863. These large banks increased banks’ deposits in the 1890s by extending their branch network. They were followed by regional banks. However, by 1913, their total number of branches remained far behind that of English banks (Lescure, 1995: 315). At the same time, between 1880 and 1914, the large banks gave up their role as universal banks and became specialized deposit banks, as an answer to the financial crisis of 1882. Short-term self-liquidating credit became their most important activity (Lescure, 1995: 317). The growing importance of commercial banks went in parallel with a growth of the corporate sector and a decline in private banks. In the French and other literature the role of banks in the financing of investments has been questioned. Gueslin (1992) argues that due to the consolidation of the credit institutions, banking credit remained limited and the financing of firms was done by self-financing (reinvesting cash flows) and by transfer of savings via the financial market. He also stresses financial orthodoxy in this period as an important reason, reflected for example by owners of firms distrusting credit (Gueslin, 1992: 80). Apart from the deposit banks, investment banks were created to provide long-term loans and to take participations and shareholdings in firms, such as the Banque de Paris et des Pays-Bas (Paribas). Some younger deposit banks did become universal banks, probably because of Swiss and German involvement in their establishments. Also most regional banks were shaped on the universal banking model, and here rolling-over of short-term credit often turned industrial loans into long-term credit. Gueslin (1992: 86) concluded: ‘Where the local economy was buoyant, the regional banks answered to its needs, and indeed were a key element in regional growth.’

Despite Crédit Mobilier’s ultimate failure it is believed that the ideas of the Pereire brothers spread over Europe, influencing the development of banking in Germany, Switzerland, and the Netherlands among others. However, according to Kurgan-van Hentenryk (1992) the Belgian banking system had already developed well before the Crédit Mobilier, that is, at the beginning of the nineteenth century with the rise of Belgian industrialization, into one that channelled funds to important parts of industry. During the second half of the nineteenth century the system was dominated by two competing banks: Société Générale (established in 1822) and Banque de Belgique (established in 1835). During the financial crises of 1876 and 1885 several financial institutions disappeared including the Banque de Belgique, leaving Société Générale, which had developed into a universal bank, with a dominant position within the Belgian banking system, as the only banking institution to supply a huge amount of capital to joint-stock companies. Société Générale developed into a major multinational bank during the late nineteenth century (Cassis, 1990; Kurgan-van Hentenryk, 1992). During the same period other important banks changed from specialized investment banks or holding companies to universal banks by combining their existing activities with those of deposit banks. As a result around the 1910s Société Générale was no longer the sole frontrunner in industrial finance, but shared this position with several other universal banks.

The development of Dutch banking is placed between the German and English system. Here too, the concentration of wealthy classes and relatively small scale firms reduced the need for commercial banks in the modern sense of the word. Initiatives in the 1850s to set up Crédit Mobilier-style banks failed due to government resistance. In the 1860s joint stock banks were created but they focused much more on trade financing and short-term loans than on financing industrialization (in particular railways), which had been the initial idea. The absence of a modern banking sector was in the past considered the main reason for the relatively late industrialization of the Netherlands. However this view has been undermined by arguments that there were many alternatives, such as self-financing as well as financing via informal (family) networks. The prolongatiemarkt also played an important role. Here one could get short-term credit for a period of three months with securities as collateral. Often credit was prolonged automatically. Due to this system well-off citizens and entrepreneurs could invest their working capital. This system, in which intermediation by banks was unnecessary, functioned well until the 1910s (Jonker, 1997). The picture changed between 1910 and 1920, when banks and manufacturing industry became more closely connected. This development was first explained by an increase in the credits granted by banks to finance the process of industrialization (Jonker, 1991). To develop a stronger capital base, a concentration process in the Dutch banking sector headed in. It resulted in the dominance of the market by five large commercial banks: Amsterdamsche Bank, Rotterdamsche Bank, Twentsche Bank, Nederlandsche Handel-Maatschappij, and Incasso Bank. In a later article Jonker concluded that concentration had not led to a qualitative change. Rather it meant an expansion of the existing type of banking, consisting of passive intermediation typical of trade financing (Jonker, 1995: 188). Recent research, focused on the demand side by investigating Dutch exchange-listed firms, shows that these firms hardly used long-term loans to finance their activities, at least until the Second World War. After an initial public offering (IPO) these firms favoured financing by retained earnings, preferred shares, and/or bonds. For investors, fixed-income bonds and preferred shares, were popular financing instruments. This preference had to do with the low degree of transparency of corporate accounts, which were not always very clear or informative, with the result that outside investors could not verify the level of profits to be paid out. Also firms themselves preferred those two financing instruments because they kept voting rights and power with the original owners (Westerhuis and De Jong, 2015). As in England and the US, a strong capital market emerged in the Netherlands, and in particular in the 1910s the stock exchange blossomed with many initial public offerings as well as issues of shares and bonds. Dutch banks often played an important role in issuing and underwriting the securities needed for the financing of industry. They sometimes granted loans in anticipation of the issue and/or kept securities in their portfolio after a failed issue but they hardly ever participated in the firms’ stock. Interestingly, the Dutch case also shows that universal banks could exist alongside an active capital market (Westerhuis and De Jong, 2015). However, Dutch banks were neither as specialized as the English deposit banks, because they were allowed to be active in securities, nor entirely similar to the German universal banks, because they did not grant long-term loans or take participations in firms.

In Sweden, joint-stock banks emerged in the 1820s and 1830s, following the example of the English deposit banks. Commercial banking was dominated by short-term lending. With industrialization proceeding accompanied by an increasing demand for long-term loans, these loans were more often prolonged. Also commercial banks gradually transformed by adopting universal banking activities, such as the trade in shares and bonds. In contrast to the German universal banks, however, Swedish banks were not allowed to trade in shares on their own account until 1912. This restriction was relaxed by the Banking Law of 1911; it granted commercial banks a certain degree of freedom to purchase shares, depending on the size of a bank’s equity. However, their greater freedom went hand in hand with an extension of public control. In practice this meant that commercial banks had to be chartered by the government (Larsson, 1995; see also Larsson and Lindgren, 1992). As in the Netherlands, the 1910s witnessed a transformation of the banking sector in Sweden. Economic upheaval during the First World War up to 1920 resulted in credit expansion and an increase in the volume of share issues on the stock market. Whereas new commercial banks were established, even more banks merged to form larger organizations. Overall the number of banks was reduced, while the number of branches was extended considerably. The government did not intervene in the concentration process because it considered large banks more stable than smaller banks (Larsson and Lindgren, 1992: 347–8). Denmark, Norway, and Finland followed in the footsteps of Sweden (see Andersen, 2011 for the development of organized capital and credit markets in the Nordic countries).

In Switzerland banks were created on the model of Crédit Mobilier. Around the mid-nineteenth century the Swiss banking system was unable to meet the increased capital demand for financing railway construction and manufacturing industry. As a result joint-stock banks, capable of providing capital for large investment projects, emerged (Cassis and Tanner, 1992: 295). Today’s big universal banks, Crédit Suisse of Zurich (CS), Swiss Bank Corporation of Basel (SBC), and the Union Bank of Switzerland (UBS)—the latter two merged in 1998—developed in this period. They emerged in a rather unconcentrated banking system consisting of cantonal banks, local banks, savings banks, and finance companies (Cassis, 1990: 163). The big banks not only became important for domestic capital accumulation but from the end of the nineteenth century onwards increasingly participated in international financial activities. However, the international financial position of the Swiss banks should not be exaggerated. Until the 1950s the Swiss banks hardly possessed overseas banks, in contrast to, for example, some Dutch and Belgian, as well as English, French, and German banks (Cassis, 1990).

To conclude, banks in many continental European countries were less specialized than the English ones, but also less ‘universal’ than the German ones. This overview shows that the first joint-stock banks appeared in Europe in the beginning of the nineteenth century, and although at that time they met with quite some resistance, in many countries their number increased considerably. Joint-stock banks differed from the already existing private bankers and credit houses in the higher amount of external resources and in operating under limited liability, whereas in qualitative terms fewer differences could be detected. Indeed, on the European Continent the joint-stock banks were often established by private bankers; so they performed the same activities as before but on a larger scale (Lescure, 2008: 330). In most countries, the increase in the number of banks was followed by a concentration process leading to the domination of national banking systems by a small number of large banks with extensive branch networks. As we have seen, an exception to this rule was the US where in most states branching was forbidden. But also in Portugal, Denmark, and Norway, branch banking failed to develop. Many commercial banks were used for short-term lending, attracting mainly short-term deposits. Around the 1870s and 1880s, in some countries earlier than others, these banks diversified into securities related activities due to the increasing importance of stock markets and joint-stock firms. They provided loans in anticipation of a share issue or held securities in their portfolio. With respect to possible governmental interference banks enjoyed a high degree of freedom in their financial activities. Thus around 1900 in many countries some type of universal bank dominated in a laissez-faire regulatory regime (Vitols, 2001: 4). However, these universal banks were less universal than those in Belgium and Germany, which also participated in company stocks and focused more on long-term credits. The only real exception was England where a clear distinction between specialized banks (deposit banks, merchant banks, stockbrokers) was apparent.

In this period the stylized distinction between market-based versus bank-based systems does not seem so clear-cut. On the contrary, in most countries a hybrid form emerged. Evidence from Germany (Fohlin, 2007b; Fear and Kobrak, 2010), the US (Kroszner and Rajan, 1994) and the Netherlands (Westerhuis and De Jong, 2015), shows that universal banks and active capital markets could co-exist. This finding is in contrast to what is stated in the existing literature that argues that markets cannot prevail in a financial system where universal banks dominate. Thus, in this hybrid form banks played an important role as ‘special intermediaries’ in both the corporate governance of firms and stock exchanges (Fear and Kobrak, 2010: 733). We will now analyse how in the interwar period divergence between the financial systems took off, and what factors played a role in the divergence.

DIVERGENCE OF BANKING SYSTEMS IN THE INTERWAR PERIOD

The differences between financial systems were not yet very clear in the nineteenth century. In fact it might be better to trace the roots of the distinction between market-based versus bank-based financial systems back to the first decades of the twentieth century. In this respect the divergence seems to be related to two different banking crises—in some countries in the 1920s and in others in the 1930s (Jonker and van Zanden, 1995)—and subsequent banking legislation.

The country best known for its separation between commercial and investment banking has been the US. Due to the Great Depression the US federal government took several measures to prevent banking institutions from becoming too big and too powerful. A series of severe banking crises and bank closures between 1930 and 1933 led to the Glass–Steagall Act of 1933 which separated commercial banking from investment banking and prevented state banks from acting as advisors in mergers and acquisitions and issuing of corporate debt (Canals, 1997: 10). Combined with an increasing support for restrictions on interstate banking, the Act ensured that banks were restricted even more than markets (Allen and Gale, 2001: 34). Thus the distrust of power in the hands of some large financial institutions resulted in antitrust legislation preserving competition in the banking sector. Consequently many relatively small banks persisted in the US.

In Belgium and Italy, two countries where universal banks had been dominant, the depression of the 1930s also led to a separation between investment and commercial banking. In Belgium this type of legislation was passed in 1934. Before that year banks had enjoyed almost complete freedom and there was no real banking legislation. However, a Royal Decree enacted on 22 August 1934 forced the universal banks to split up into deposit banks and holding companies before 1 January 1936. It was a reaction to the Great Depression, when, especially after 1932, some Belgian banks came into distress. By the Decree, banks were not allowed to hold bonds and shares, and they had to restrict their activities either to investment banking or to deposits and loan activities. The newly created holding companies became the most important shareholders of the deposit banks (Kurgan-van Hentenryk, 1995). Consequently, within a few years the banking system had changed profoundly. As banks were not allowed to hold stock in industrial companies and demand for short-term loans by firms was low, the banks were more or less forced to use their funds to grant loans to the public authorities (Kurgan-van Hentenryk, 1992: 328; 1995: 47). And whereas Belgium’s banks could not hold stocks in firms, the opposite, that is, financial or industrial firms holding interests in banks, was not forbidden. As a result, the biggest banks became part of industrial or financial groups.

In Italy, where universal banking also was the dominant form of banking in the 1890s, the system changed during the 1930s. However, after the First World War universal banking first became even more dominant. After the war many firms were not able to repay their debts and banks decided to transform debt into shareholdings. Consequently these banks became important shareholders of firms. The system collapsed with the Great Depression and the state decided to intervene. The universal banks and their corporate shareholdings were taken over by the Istituto per la Ricostruzione Industriale (IRI), which was created by the fascist government in 1933. In 1936 a new banking law was enacted by which banks and industry were separated. Banks were allowed to grant short-term credit only, and their shareholdings in non-financial firms were severely restricted. At the same time, specialized institutes were created to grant industrial credit (Rinaldi and Vasta, 2014).

In contrast to the US, Belgium, and Italy, in most other European countries universal banking continued to be allowed. The major structural change in the German banking sector in this period was the creation of a national banking system by which commercial banks, special banks, savings banks and co-operatives were amalgamated (Hardach, 1995: 229). In Switzerland changes to the banking system started from the First World War onwards. In particular due to increasing international business the Swiss big universal banks increased in asset size (Cassis, 1995: 68), with some of them (Swiss Bank Corporation and Crédit Suisse) becoming almost as large as French and German banks. On the national market they became bigger than the cantonal banks. This growth came to an abrupt end during the Great Depression when, as in other countries, tighter state regulations were implemented. The Banking Act of 1934, however, did not forbid universal banking as had been the case in the US and Belgium. The main objective of the Act was to protect creditors by trying to avoid bank insolvencies. To this end a general framework for banking practices was established (Cassis, 1995: 70). Also the banks agreed on voluntarily limiting capital exports in return for a law on bank secrecy. In France, large deposit banks, such as Société Général, Credit Lyonnais, Comptoir d’Escompte, and Banque Nationale de Paris, were nationalized just after the First World War. Moreover, the Banking Law of 1944 made a distinction between the activities of investment banks and those of commercial banks. These changes in the banking sector could be seen as a belated response to the problems of the depression of the 1930s (see Lescure, 1995: 334). Direct state ownership of major banks, which lasted until 1982, makes France somewhat unique and different from most other countries (another exception being Italy).

Interestingly Sweden, Denmark, and the Netherlands, all three neutrals in the First World War, experienced a banking crisis in the early 1920s (see for more details Jonker and van Zanden, 1995: 79–81) and they avoided a severe crisis in the 1930s. The reasons for the latter are less known. It is important to stress here that whereas in the Netherlands no legislation separating investment from commercial banking was enacted, banks themselves returned to trade financing and short-term credits again because they were concerned about liquidity (Jonker, 1991; Westerhuis and de Jong, 2015). The reorganization of the Dutch banking system between 1921 and 1924 might be the reason why the Dutch banks were less affected by the Great Depression. In Sweden, the banking sector was also severely hit by the depression of the early 1920s, and returned to commercial banking in the 1930s, characterized by a revival of deposit banking. In contrast to the Dutch case, in Sweden new legislation prohibited shareholding and share purchasing by commercial banks in 1934. This had to do with a new political situation after the First World War, which called liberalism into question. However, in practice many large commercial banks did not dispose of their shareholdings, but transferred them to affiliated investment companies that were indirectly controlled by the banks (Larsson and Lindgren, 1992: 351).

The English banking sector had changed from a rather competitive to a very concentrated one between 1880 and 1920 (Capie and Rodrik-Bali, 1982; Capie and Billings, 2004). In 1920 the Big Five, based in London, held around 80% of deposits and had about 10,000 branches (Billings and Capie, 2011: 197). This development has spurred much debate about the possible relationship between banking concentration, even called it a cartel (see e.g. Capie and Billings, 2004), and England’s slow economic growth since the First World War (e.g. Ross, 1996). The unwillingness of English banks to take a more active role in financing troubled industries has been attributed to the banks’ continuing concern about remaining liquid, resulting in banks focusing on short-term lending. However, this line of reasoning has been questioned more recently, by arguments that the British banking system offered ample support to its customers (Ross, 1996: 314; see also e.g. Ross, 1995; Collins, 1998; Baker and Collins, 2010). Moreover, the commercial banks represented only one source of external finance and operated in a much larger financial system. In other words, industrial investments were financed by institutions outside the banking system, such as stockbrokers and dealers. Due to specialization within the financial system ‘the transfer of ownership or the provision of large amounts of capital was not a function of banks, but of specialist markets and institutions which existed precisely for those purposes’ (Ross, 1996: 314). This specialization in credits and investments contrasts to the wide range of services offered by the German universal banks. Research on the interwar period (see James, Lindgren, and Teichova, 1991; Cottrell, Lindgren, and Teichova, 1992) shows that indeed the British capital markets were different from the ones in continental Europe in the late nineteenth and early twentieth centuries. Thus the British banks were not like the German ones, which however did not necessarily mean that they performed worse (see for this conclusion also Ross, 1995: 274). Interestingly, the reverse has been argued: the fact that the Big Five were not universal banks, and their presumed conservatism ‘helped them to avoid the fate of banks elsewhere’ during the Great Depression of the 1930s (Billings and Capie, 2011: 211). Indeed England and Finland were the only two countries that did not experience a banking crisis in the interwar period.

In Japan the large number of banks was reduced by law in 1928 when the principle of one bank in one prefecture was adopted, giving the banks a monopoly in a limited area (Allen and Gale, 2001: 39). The essential decline in the number of banks was realized via mergers, which was facilitated by loans from the Bank of Japan. The state became directly involved in the financial system and increased that involvement even more in 1937 by a law that controlled loans to firms that were categorized as ‘favoured’. This had to do with the development of the economy, which became ‘increasingly dominated by investment requirements of militarism and imperial expansion’ (Lazonick and O’Sullivan, 1997: 123). With the 1937 law the state’s power became concentrated in a few zaibatsu. After the Second World War, when the Allied powers insisted on the dissolution or breaking-up of the zaibatsu, they met with little resistance from the Japanese people. However, because old-zaibatsu relations served as a basis for cross-shareholdings in the 1950s, a similar kind of institution emerged, but under a different name: keiretsu. The business groups or ‘keiretsu’ were centred around a former zaibatsu bank, known as main bank. The concept of main bank includes ‘the relationships and practices between a company and its principal bank which range from the provision of financial services to share swapping and includes the presence of the bank’s representatives on the company’s board of directors’ (Canals, 1997: 186). The main bank system in Japan is often compared to the Hausbank system in Germany, the main difference being that the Hausbank system developed in the private sector whereas for the main bank system the government was instrumental. The development of the main bank system went hand in hand with the cross-shareholding movement. As a result the Japanese system after the Second World War can be defined as a hybrid form: both the size of its financial markets and the development of its banking system has been substantial (Lescure, 2008: 323). At the same time, these banks could lend substantial funds to industrial firms, because the Bank of Japan lent at low rates to these city banks. Thus, once again the state played an important role in ensuring financial commitment to industry (Lazonick and O’Sullivan, 1997: 126).

To conclude, the interwar period clearly shows a break with the nineteenth and early twentieth centuries. Allen and Gale state that ‘different reactions to instability associated with financial markets led to two broad types of financial system: market vs bank based systems’ (Allen and Gale, 2000: 8). Divergence in financial systems took off after a series of banking crises, which exposed the instability of the existing system. In many countries, the divergence was marked by increasing intervention of the state. This was part of a broader development: the liberalism and laissez-faire attitude, dominant in most countries during the nineteenth and early twentieth centuries, came under fire. The period of high international expansion and trade ended and was followed by a refocus on national economies. Banking activities were brought back to national economies. Countries such as Japan and Italy, although being exceptional cases, show how the banking sector was even transformed to support militarism (Japan) or fascism (Italy).

THE RESURGENCE OF UNIVERSAL BANKS

The popularity of state intervention in the 1950s and 1960s, caused by the market failures of the Wall Street crash in 1929 and the following Great Depression in the 1930s, started to diminish in the 1970s when it became increasingly criticized. The banking sector was strongly impacted by structural changes in the world, most importantly the globalization of finance, financial deregulation, the creation of the European Union, and the developments in information and communication technologies (ICT). These led to increased competition on both sides of the bank’s balance sheet. On the assets side, commercial paper and bonds markets gave large firms an alternative for borrowing from banks. And on the liabilities side, new technologies, such as the internet, and deregulation gave households and firms more choices (Rajan, 1998). The traditional intermediation function of commercial banks lost ground to (foreign) financial and non-financial companies, a process also known as financial disintermediation. These structural developments pressured banks to rethink their strategies. Before discussing these new strategies, the most important structural changes will be explained first.

Financial globalization was made possible by financial deregulation and new information technologies. The process started in 1971 with the collapse of the Bretton Woods system, the system of fixed exchange rates based on the US dollar. In response, many countries implemented a liberalization of capital movements. In continental Europe, a key driver for deregulation was the creation of the Single Market due to be completed by the end of 1992. For financial services this brought freedom of capital movements and the freedom for financial institutions to provide financial services and establish operations in all EU member states (Benink, 1992). In the US the deregulation process is commonly dated to the Supreme Court decision in Marquette vs First of Omaha in 1978, which set in motion the relaxation and partial removal of interest rate ceilings through a process of competitive deregulation among different states. It reached its culmination with the Riegle–Neal Interstate Banking and Branching Efficiency Act replacing the McFadden Act of 1927, allowing banks to expand in different states, and the Gramm–Leach–Bliley Act of 1999, which fully repealed the Glass–Steagall Act of 1933 and the limitations it had put on bank activities, notably the separation of commercial and investment banking (see, for a summary, Sherman, 2009). In 1998 Japan followed by introducing the so-called Big Bang legislation.

One result of innovation was the emergence of high interest bearing instruments for investors. The market rates of these instruments were much higher than the rates commercial banks could offer. Consequently, commercial banks lost an important type of customer: the large depositors which formerly had been their main source of income. For firms it also became more attractive to borrow directly on the capital markets than from banks, due to the growth and internationalization of capital markets and the process of securitization. As a result, commercial banks’ lending activities started declining as well (Canals, 1997: 277). In sum, the traditional function of commercial banks—accept deposits and originate loans—came under pressure.

The institutional changes challenged commercial and universal banks, because they lost part of their traditional activities, namely financial intermediation, to the market and to foreign and non-financial competitors. Accordingly banks had to rethink their strategies and they started focusing on consolidation by mergers and acquisitions, internationalization, and product diversification. We will now elaborate on these new banking strategies.

As mentioned earlier, in the US the restrictions of the Glass–Steagall Act were gradually relaxed. In 1987 Banker’s Trust and Citicorp were among the first commercial banks to set up Section 20 subsidiaries to undertake underwriting activities. Many other banks followed as approval was given on a case-by-case basis. Also restrictions on bank’s crossing state borders were gradually lessened. Thus the Riegle–Neal of 1994 set up a timetable for relaxing rules and between 1994 and 1997 states had the option to permit interstate banking. It allowed for mergers between the largest US banks, creating some enormous financial conglomerates. Thus J.P. Morgan, which had become a worldwide investment bank, merged with Chase, which had developed into a retail bank. Citibank, active in the international market and focused on worldwide consumer banking, added international investment banking activities by merging with Travelers (Slager, 2004).

In Japan three types of commercial banks had developed: city banks, regional banks, and foreign banks. The regional banks operated within a particular region and were specialized in providing services to local small and medium-sized companies and local governments. Most important, however, were the city banks, which had their headquarters in a large city and network of branches covering the country. Most of their lending was directed to large companies. In 1992 Japan had 13 city banks; four of them belonged to larger financial conglomerates offering a wide range of products and services: Mitsubishi, Mitsui, Sumitomo, and Fuyo. These city banks formed the centre of the Japanese main bank system, in which firms relied on direct bank finance and formed close relationships with a specific bank (Hodder and Tschoegl, 1984; Berglöf and Perotti, 1994). In the 1970s and 1980s Japanese banks showed a remarkable growth and became important players in the world’s rankings. This growth was severely hampered when the Japanese financial crisis in 1991 ended this positive development. Many banks ran into problems when borrowers went bankrupt and many could not pay back their loans. Problems deepened by an important regulation proposed by the BIS in 1988, which increased minimum capital requirements. After 1993 all Japanese banks had to comply. However, meeting these requirements brought many Japanese banks into even more problems (Honda, 2002). Consequently, in the late 1990s, reforms known as the Japanese Big Bang were introduced to modernize the Japanese banking system, such as a gradual relaxation of restrictions on universal banking. Mergers and acquisitions between banks were allowed, resulting in the emergence of some large Japanese financial institutions.

In continental Europe many commercial banks diversified into investment banking in order to assist their large corporate clients to enter the money and capital markets. In so doing they increased their fee income compensating for the decreasing interest-income. European regulation further facilitated the diversification of commercial banks and consolidated the European model of universal banking. Thus the Second Banking Directive of 1989 permitted the development of bancassurance. Banks were allowed to provide insurance services, by either merging with or acquiring an insurance company or by creating their own subsidiaries in insurance. In the Netherlands, for example, structural supervision was relaxed by the end of the 1980s. It allowed for mergers between large banks and between banks and insurance companies. Four financial conglomerates emerged as a result: ABN AMRO, ING, Fortis, and Rabobank. They had a large international presence and provided a wide range of financial products and services to a wide range of clients (Westerhuis, 2008). Even in England the four commercial banks that dominated the English banking sector—Barclays, National Westminster, Midland, and Lloyds—had in essence developed into universal banks. They provided a wide range of banking services to consumers and firms, and they also offered underwriting and other services through wholly owned subsidiaries. In France involvement of the state after the end of the Second World War had been important; the government dominated the allocation of credit via an encadrement system. By restricting the expansion of credit, it put limits on the lending autonomy of banks. The state also created public agencies to allocate credits to specific sectors of the economy (O’Sullivan, 2007). By the end of the twentieth century the role of the state had become more modest though, whereas financial markets had expanded enormously. One of the exogenous reasons for this development was a systematic process of financial liberalization from 1984 onwards. In contrast, the German banking sector remained rather fragmented during the 1990s. Deutsche Bank, Dresdner Bank, and Commerzbank, the three largest commercial banks with branch networks over the whole country, were accompanied by cooperatives, savings banks, and Landesbanken.

A change in the Belgian law in 1967 abolished all restrictions on bond holdings by which the conditions for banks considering shareholdings were made more flexible. Another important step was taken in 1990 when, due to stock exchange reforms, banks were authorized to participate in listed firms (Kurgan-van Hentenryk, 1995: 55). It is important to note that it was not only politicians who decided to deregulate the banking sector. The Association Belge des Banques, founded in 1936, also convinced public authorities to make the rules more flexible, in order to be able to grasp new opportunities and counter the increasing pressures felt by the banks. From the late 1980s, as a result of deregulations the three big commercial banks created departments whose activities resembled those of investment banks and thus increased the share of non-interest income. Despite an increasing international presence, Belgian banks did not become as large as many other internationally operating banks; in other words they did not become global players. Kurgan-van Hentenryk (1995) sees in the absence of multinationals in Belgium and the increasing rise of foreign control of industry since the late 1980s the main reason for this development. Taxation on transferable incomes also led to a transfer of a large amount of savings to Luxembourg, The Netherlands, and Switzerland, so that for Belgian banks is was hard to attract sources locally (Kurgan-van Hentenryk, 1995: 61).

Thus a new type of universal bank with a large international presence and a broad range of activities developed (see Chapter 8 by Christopher Kobrak in this volume). The process by which these banks emerged often dates back to the late 1970s and is considered a reaction to the structural changes signalled here. However, in many countries (though not in Germany) the fragmentation in banking activities along segregation lines disappeared earlier than the 1970s. Already directly after the Second World War commercial or universal banks started to compete rather aggressively with savings and cooperatives banks on the home market for household savings. Households turned to banks for administering their rising wages, savings, and pensions, whereas the commercial banks were anxiously trying to strengthen their capital base for financing the reconstruction effort. Commercial banks, which before the Second World War often focused on firms and wealthy individuals, now also targeted private households, broadening their range of customers and increasing their types of financial services and products (diversification). On the other hand, cooperatives, traditionally focused on agri-businesses, also started broadening their scope to private households and small and medium-sized firms. For example, in the Netherlands the amount of debt increased enormously during the 1960 and 1970s, as a result of both mortgages and consumer credits, consisting of personal loans, revolving credits, and buying on hire purchase.

The financial conglomerates, as they may be called, are extremely large and in many countries they have become an important part of the economy, as is shown by their large share of gross domestic product (GDP). They are different from the universal banks of the late nineteenth century. They differ in types of activities and clients, as well as in organizational structure. The financial conglomerates combine hierarchy with autonomy and accountability at all levels, while the centre exercises control through explicit management tools, including budgeting and planning. By taking into account banks in the US and Western Europe, Kipping and Westerhuis (2014) argue that many banks had already become more managerial in the late 1960s and 1970s. The banks adopted a multidivisional organizational structure and in so doing the authors show that they started to move away from being traditional banking institutions to become more dynamic and aggressive. It might be that the roots of more risky behaviour in the banking sector, as exposed during the 2008 financial crisis, are related to these organizational changes. However, Kipping and Westerhuis also stress that more research is needed to fully understand this process of change, by which for example also bankers themselves had to become ‘managers’ (Kipping and Westerhuis, 2014).

CONCLUDING REMARKS

The chapter has shown that the dichotomy between market-based versus bank-based systems as the two main forms of financial systems is oversimplified. In particular, historical research has played an important role in nuancing the picture. Thus in many countries commercial banks developed into universal banks in the nineteenth and early twentieth century. Only in the interwar period did countries diverge into specialized versus universal banks, and since the 1980s a revival of the universal banks has taken place. This chapter has mostly focused on exogenous factors, such as formal rules and regulation, as an explanation for changes in financial systems. It should be stressed, however, that this is only part of the story. Individual banks and their bankers are important actors that decide on goals and strategies influencing the context they operate in (Kipping and Westerhuis, 2014).

An important characteristic of commercial banking is its close links with industry. The many studies of commercial banking in the nineteenth and early twentieth centuries made clear that in assessing their role in the industrialization process, one should bear in mind that for financing companies had options other than banks. Thus in the debate on the relation between banks and industrialization one often assumes that long-term credit was essential for industrialization and that this was seldom granted by commercial banks. However, it turns out that in many countries alternatives were present, such as retained earnings, family capital, wealthy entrepreneurs, and short-term loans that were rolled over or prolonged. These findings imply that in order to assess the financing of industry one should not just focus on markets or banks but on the financial system as a whole. This is an important consideration, because with the 2008 financial crisis the issue has become relevant once again. Policy makers are increasingly concerned with the financing relation between banks and medium-sized enterprises (SMEs). The current financial institutions focus mostly on more profitable investment and asset management activities, and are reluctant to finance SMEs, because of relatively high monitoring costs, it is argued. Large firms are no longer restricted to domestic financial institutions. Instead, due to financial globalization, they increasingly use foreign markets. However, for many modes of market finance SMEs are too small to utilize them economically. For them bank debt is still the most important source of external finance (Deeg 2009; Westerhuis and De Jong, 2015).

An important factor for explaining differences and nuances in the development of financial systems is the institutional context. Lescure concludes that financial systems ‘are a result of a lot of different forces and the way these forces interact vary according to the context in which they operate’ (Lescure, 2008: 338). Tilly argues that differences in the political histories and structures of Germany, Great Britain, and the US in the nineteenth and early twentieth century seem to have been important determinants of the institutional differences in banking and how it developed over this period (Tilly, 1989: 206). Particularly interesting in this respect is the fact that commercial banks have been regulated separately from other financial institutions in most countries. This typical feature of commercial banking is not self-evident, however, and it has been the breeding ground for many questions. To what extent should commercial banking be regulated? Is competition or consolidation more efficient for commercial banks? Should commercial banking and investment banking be separated or combined? What about nationwide branching versus one unit banking? Behind these questions lies a more general debate on whether or not state regulation or market forces stabilize institutional structures (Cassis, 1996: 2). The 2008 financial crisis and its worldwide impact makes this debate all the more relevant again.
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CHAPTER 7

A BRIEF HISTORY OF INVESTMENT BANKING FROM MEDIEVAL TIMES TO THE PRESENT

CAROLINE FOHLIN

THE term ‘investment bank’ refers to a class of financial institutions whose fundamental job is to help finance long-term capital needs of business and governments. Typically, an investment bank intermediates between the issuers of and investors in securities, such as stocks and bonds. Investment banks may employ their own capital in investing or not.

Historically, institutions providing investment banking services varied considerably in their structure and scope—both among countries and over time. In some countries, narrowly-defined investment banks constitute a specialized class of financial institution, but in most places, more diversified financial institutions provide investment banking services along with other related services, such as brokerage, securities dealing, investment advising, commercial banking, and even insurance. The latter type of institution comes under the heading ‘universal bank’. Pure investment houses do persist and may further specialize in either wholesale or retail placements. These specialized investment banks typically associate themselves with brokerage houses and commercial banks. Given the variety of institutional forms around the world, we can best analyse the development of ‘investment banking’ as a set of services as opposed to a specific class of institution.

The discussion follows on the basis of three periods of development that we can delineate along relatively general lines: (1) early origins, mostly in merchants and merchant banks, from medieval times up to roughly the mid-nineteenth century; (2) the largely unregulated ‘blossoming’ of modern investment banking, in tandem with heavy industry and corporate securities, from the mid-nineteenth century up to the interwar period; (3) the regulated era, starting in the 1920s and 1930s up to the present, through the deregulation waves of the 1980s–1990s and into the new phase of regulation following the global financial crisis of 2007–08. Each time period brings with it its own organizational forms and changes therein, so each section explains the activities and financial innovations that constitute investment banking in that era and the different types of institutions that provide these services. Each section gives details of several example countries and key institutions, though the heaviest focus and most detailed account remains on the truly formative middle period of roughly the 1850s to the 1930s.

EARLY ORIGINS OF INVESTMENT BANKING: MERCHANT BANKS FROM MEDIEVAL TIMES TO THE EARLY NINETEENTH CENTURY

The term ‘investment bank’ came into common usage in the late nineteenth–early twentieth centuries, particularly in the United States, though clearly the services that one associates with investment banks emerged much earlier within other institutions. Most of the oldest investment banks originated as merchants, who traded in commodities—grains, spices, silk, metals, and so on—on their own account. The earliest examples appeared in Siena, and more grew up in Florence, Genoa, and other cities engaged in medieval trade (see Kohn, 1999 and sources cited there). Amsterdam arose as a merchant banking centre in the seventeenth century, while London took the lead soon after (Banks, 1999). Indeed, in the UK, investment banks are still known as ‘merchant banks’. Early trade finance bears only a passing resemblance to the business of a modern investment bank. Early merchant bankers typically used instruments like bills of exchange to finance trade in commodities, and they mostly did so based on their own capital.

Gradually, some merchant bankers expanded outside their family confines and took on limited-liability partners. Thus, the earliest merchant banks organized as partnerships, often with predetermined periods of operation (on the order of years), but with repeated renewals. The partnership method, similar to the private limited partnerships of many recent venture capital firms, dominated for centuries. In contrast to modern venture capital firms, the early merchant banks typically borrowed—essentially taking interest-bearing deposits—to finance their investment activities and leverage their investments. They also maintained branches and correspondents in the major trading centers of Europe: London, Antwerp, Lyon, Rome, for example. By the sixteenth century, merchant bankers began using money market instruments to finance their investments, selling their commercial paper to other merchants and even small investors.

The early merchant banks invested in trade and exchange related instruments: earning profits from triangular arbitrage trade or forward speculation in international currency movements as well as financing long-distance trade. The merchant banks lent to a range of monarchs, royalty, and the papacy, usually gaining privileges, access, and side payments in return. Famous examples include the Medici of Florence from the late fourteenth and fifteenth centuries and the Fuggers of Augsburg rising to the fore in the mid-fifteenth to sixteenth centuries. The major British houses start with the Barings in 1763 and Rothschilds later in the eighteenth century, followed by a string of others over the early to mid-nineteenth century: Schroders (aka Schröders), Hambros, Kleinwort, Morgan, and others.

Eventually, some merchant banks began selling longer-term securities to outside investors and taking on long-term capital financing business, including early versions of corporate stock. The most famous modern example of corporate stock comes from the East India Companies in the early seventeenth century, which were government chartered monopolies, in some cases quasi-governmental agencies, engaged in trade in the East Indies. The Dutch version issued the first stock and financed further operations using bonds. Joint-stock companies remained rare and remained the domain of government concessions and charters well into the nineteenth century. Likewise, early securities markets traded most heavily in government issued securities throughout this period.

Thus, full-fledged investment banking, based on the underwriting and placement of corporate securities, rose in parallel with the liberalization of incorporation and the rise of large-scale corporations in need of external finance. Indeed, modern-day investment banking hinges on the availability of corporate securities and of securities markets to allow arms-length secondary trade.

BLOSSOMING OF INVESTMENT BANKING SERVICES AND THE BUILD-UP OF UNIVERSAL BANKS: MID-NINETEENTH CENTURY TO THE FIRST WORLD WAR

Investment banking evolved into its modern form starting in the early nineteenth century. At this point, investment banking entailed issuing (underwriting) securitized instruments, usually on a large scale compared with the assets of investors. The first such activity involved underwriting and the sale of government bonds. While the monarchs of the pre-industrial era often turned out to make poor investments for the merchant bankers, growing credibility of nineteenth-century governments, along with a larger investor base, permitted extension of credit and placement of their bonds with investors. Governments dominated among early investment banking clients, as governments demanded large-scale financing, typically using debt securities, particularly in times of war. The switch to purely financial merchant or investment banking often came in response to an unusually expensive military engagement, such as the Napoleonic Wars in Europe and the Revolutionary War in the United States. The latter, plus the War of 1812, the Mexican War in 1846, and most importantly, the Civil War in the early 1860s, created huge demands for government financing and impetus to investment bank formation.

Corporate investment banking activities naturally took hold in places where the demand for long-term capital exceeded that immediately available from an entrepreneur’s personal network of family and associates. Such long-term finance could take many forms, including equity and debt instruments. Debt instruments gave investors rights to a defined cash flow (fixed income) without any ownership stake; that is, no control rights. Equity finance, through common or preferred shares, gave the shareholder some less-defined cash-flow rights but also usually included some level of control rights—depending on how the corporate charter spelled out dividend payments to the various classes of shares. Typically, preferred shares came with higher and more definite dividend payments than common stock, but preferred shareholders usually gave up voting rights in return and therefore could exercise little control over corporate management.

Naturally, debt securities held less upside potential than equity shares, but they remained popular with outside investors with little or no knowledge of a company and its management and also with owners (often families) who wanted to maintain control of their firms. Equity shares, on the other hand, allowed risk sharing: founders and their heirs could divest part or all of their ownership and diversify their wealth, while new investors seeking returns could assume that risk.

Virtually any type of firm could issue securitized debt, while only certain classes of corporations could issue equity shares. Most governments constrained incorporation by imposing extensive legal hurdles, lengthy wait times, and high concession fees. Over the early to mid-nineteenth century, however, many countries eliminated complex and arcane chartering requirements, thereby lowering the cost of incorporation.1 The expansion of limited liability further encouraged investment in corporate equity by allowing entrepreneurs and investors to wall off their personal wealth from their business undertakings and investments.

By the 1830s, the beginnings of the global railway boom demanded prodigious volumes of long-term capital along with the need to manage the associated risk. Joint-stock corporations financed through both stocks and bonds provided the needed capital and risk sharing and spurred the development of corporate investment banking. The large-scale expansion of railway networks brought advances in steel production and broader industrialization, followed by the advent of the electrical age and large-scale industry and utilities. Thus, as the nineteenth century progressed, the need for outside investors and the need to intermediate between them and entrepreneurs increased as well.

In this process of channelling funds from investors to issuers, investment bankers worked hand in hand with and helped promote the development of secondary markets for securities. Stock market liquidity—that is, ease and low cost of trading securities—enhanced the prospects for initial placements, reassuring investors of their ability to liquidate their holdings as needed in the future. Thus, the larger and more liquid the secondary market for a security issue, the easier it is for the investment house to place the security in the primary market. Indeed, all of the most highly developed economies of the nineteenth and early twentieth centuries developed active securities markets along with investment banking (Fohlin, 2012). Many early securities markets built on the foundation of existing commodities exchanges, which naturally came into being where merchants needed to transact their business: another link or synergy between merchant and investment banking activities.

Structural Differences among Institutions Providing Investment Banking Services

Methods of investment banking, institutional design, and rates of development varied across countries and over time. Most early investment banks started out as private firms, often individual merchants that then expanded into private partnerships. The menu of legal structures only broadened with the political and legal liberalization of the nineteenth century, when it became much easier to incorporate and gain limited liability. In the industrializing countries of continental Europe, the largest banks combined investment and commercial banking and by the 1870s became some of the largest joint-stock companies trading on several of the countries’ stock exchanges. By contrast, the major British and American investment banks remained private partnerships throughout the period.

The structure of an institution’s balance sheet will partly rest on the scope of services, reflecting the nature—the maturity, liquidity, and risk—of the assets they hold on their balance sheets and of the off-balance sheet activities in which they engage. Since investment banking means long-term capital investment finance, while commercial banking covers the short- and medium-term end of financing, investment banks hold fewer short-term, liquid assets than commercial banks and may hold little or no reserves.

Because of this potential asset illiquidity, investment banks primarily fund their activities from long-term liabilities—very often equity capital—and rarely take significant demand deposits or other short-term liabilities. A typical commercial bank uses a high proportion of deposit funding and holds some portion of its assets in reserves, owing to either government regulation or simple prudence.

In a wide range of cases, however, banks have combined investment banking services with commercial banking activities or other types of services, making them ‘universal’ banks. Universal banks may also provide brokerage, short-term lending for stock market transactions, insurance, or other financial services. These mixed banks fund their operations from a mixture of equity capital and deposits.

Universal banks, since they also provide short-term commercial lending, hold liquid assets and assume outside liabilities, even sight deposits. Thus, the financial structure of this class of bank can range anywhere from that of a pure investment bank to that of a pure commercial bank, depending on the services provided and the management principles in place. Moreover, in some countries, commercial banks create investment banking affiliates, investment banks take stakes in commercial banks, and in a whole range of other ways banking and commerce mix in aspects difficult to pick up in accounting data.

Even among different investment banks, funding methods may differ based on the manner in which they handle securities issues. Some banks may purchase a complete issue from an issuer and subsequently sell off stakes to investors; others take subscriptions from investors and go forward with the issue once they have garnered sufficient participation. The prevalence of the two methods has varied over time and across countries. The choice of one method over another may significantly impact the structure of the bank and its financial relations with its customers. In particular, investment banks that use the pure underwriting method for corporate issues may require greater equity capital and may become more actively involved in both ownership and control of industrial firms than those using the subscription method.

The structure of a bank’s assets and liabilities affects its own profitability and riskiness. Turning deposits and capital into loans and securities, known as qualitative asset transformation (QAT), yields a return to the bank. The more a bank uses its resources to invest in working assets, the greater are the potential profits to the bank. At the same time, such QAT poses risks to the bank if the bank’s resources have significantly shorter maturity or greater liquidity than its assets. Although all banks face this trade-off between profit rates and risk, universal banks contend with the additional problem of striking the optimal balance of commercial and investment services. The combination might offer economies of scope or benefits of diversification, but one can equally hypothesize diseconomies of scope, conflicts of interest between the investment and the commercial banking functions, or excessive riskiness stemming from liquidity mismatching.

Government regulation and securities market rules vary in determining what functions investment banks may perform and how they do so. Historically, some governments or stock exchanges have regulated the portion of an equity issue that must be paid up in advance of issue or exchange listing or trading. In some countries and periods, for example, new issues of stock are prohibited from being listed officially without the full value being paid up. Yet in other countries stock could be listed with a small fraction of the capital actually paid in to the company. In places where a high percentage of capital must be paid in, companies floating new issues would benefit more from underwriting by investment banks and from the associated assurance of placing the shares.

Along with their traditional financing activities, investment banks or universal banks may participate in the governance of non-financial corporations, particularly through placement of representatives on boards of directors and sometimes through ownership of equity stakes. In some historical cases, investment banks took direct corporate equity stakes by design, or used their intermediary position to gain voting rights, but many such positions often resulted from the failure to fully dispose of a new issue that the bank underwrote.

Banks in many countries gained seats in corporate boards, gained through direct or proxy control over voting rights or out of reputation and informal relationships. Of all banking-institution types, universal banks or similar multi-product financial institutions could gain access to company boards most easily because they issued and brokered securities and then often held them on deposit or for safekeeping for customers. Pure investment banks, because they tended not to engage in account services for small stakeholders, found a less obvious and ready source of proxy votes. Nonetheless, there are no iron-clad connections between scope of banking services and involvement in corporate governance. Not all universal banks held significant equity stakes or board positions in non-financial firms, and many banks that were not universal participated in both ways.

Investment Banking in the Leading Economies of the Nineteenth and Early Twentieth Centuries

Investment banking arose in some form in all industrial nations of the world in the nineteenth century, almost by definition. The institutional forms varied, largely based on the origins of the investment banking firm and the needs of the economy in which the investment banker operated. England and most countries with close historical ties to England—for example, Argentina and India—held most closely to the English ideal of specialized investment banks for long-term capital needs and commercial banking based on short-term finance. Most other countries formed explicitly universal banks, and even those with specialized commercial banks, such as the United States, France, and the Netherlands, also supported universal or quasi-universal banks. Moreover, financial institutions played wide-ranging roles in corporate governance, from outright equity ownership (which could also work in reverse) to proxy voting rights, to representation of bankers and their associates on industrial corporate boards. A look at several different countries during this period reveals both common patterns and idiosyncratic differences.

England

England began industrializing ahead of most of the rest of the world, and the early industries there used small scale production based on relatively simple technology. Growing industrial development created new demands for investment banking services in England, especially at the turn of the nineteenth century. Infrastructure projects, such as canals, public utilities, and ultimately the massive endeavour of railway construction spurred increasing needs for long-term capital. As in most countries, however, the pool of public share companies—and therefore the business of placing industrial equities—remained constrained until later in the nineteenth century, particularly until the liberalization of joint-stock incorporation under the Limited Liability Act in 1856 and its expansion in the Companies Act of 1862.

Once in place, new corporations formed, many converted from existing private firms (see Watson, 1996). Investment banking services included both pure intermediation and full underwriting of new issues. Outside of railways, the most significant growth in securitized finance and of investment banking services began in the 1860s, and accelerated in the 1880s and 1890s, once the level of technology increased the scale of production and therefore industry’s need for external finance. Communications (telegraph and telephone), mining and textiles, chemicals, engineering, and breweries all marketed securities to outside investors, as did the bicycle industry that boomed in the 1890s and the automobile sector in the decades to follow.

Specialized investment banking firms, organized as private partnerships, dominated the nineteenth- and early twentieth-century investment banking scene in England. The best-known institutions came out of the merchant banking tradition: Barings was the first and one of the most highly reputed of the British merchant/investment bankers, having been founded as a merchant house in 1763. Several of England’s premier merchant bankers of the period, including Barings, came from immigrants who relocated from the continent, particularly Germany (Barings, Rothschild, Schroeder, and Kleinwort) but also Denmark (Hambros). Even Morgan Grenfell traced its roots to a foreigner: the American banker George Peabody, whose firm eventually became J.P. Morgan & Company. Lazard Freres, arrived in 1870, also from the United States, though the family had originally emigrated from France and had set up an office in Paris in 1854.2 The merchant banks focused heavily on international trade and finance, as was their founding purpose, and their engagement in investment banking activities picked up along with the increased use of joint-stock companies toward the end of the nineteenth century, but their progress in new issues underwriting remained slow well into the twentieth century (Chambers and Dimson, 2009).

Less famous but earlier participants in corporate investment banking are the finance companies of the mid-nineteenth century, such as the International Financial Society, General Credit and Finance Company, and London Financial Association.3 The finance companies helped underwrite new corporations, many converted from existing firms, largely in railways and other industries of the period. The key organizations formed in the early 1860s, following the model of the French Crédit Mobilier (see the subsequent section on France): providing long-term capital to new industry and financing operations mostly from loans and usually a relatively low percentage of share capital. While most of these companies appeared independent of the English merchant banks, the International Financial Society was a creation of several of them in collaboration with the French, Spanish, Italian, and Dutch crédit mobiliers. The General Credit and Finance Company also grew out of an Anglo-French partnership; this time, between British railway promoters and the syndicate of French bankers responsible for the creation of the Société Générale.

Another form of institution, the company promoter, also performed investment banking type functions. Rising to the fore in the latter decades of the nineteenth century, as more English manufacturing firms took on joint-stock limited liability form, company promoters usually bought up an entire private company and sold off equity shares in the public market.4 Company promoters brought in the necessary lawyers, accountants, and brokers and lined up investors; earned profits via the spread between the price they paid to purchase the company and that at which they could sell off the shares, in some cases racking up a substantial gain in short order and never taking a personal stake in the new corporation. In the process, the company promoters earned some disrepute for paying too little to founders or passing off poor prospects onto ill-informed investors. Because of the large numbers and informal organization of these entrepreneurial financiers (some performed these functions as an adjunct to other professions), it is difficult to make broad generalizations about their impact, but some gained a reputation for running a serious business that presaged the modern venture capitalist.5 The most famous of the group was Henry O’Hagan, who floated several major companies in the 1890s, using what appeared to be the unusual practice of holding shares on his own account and working to ensure high quality corporate governance and management (Davis and Gallman, 2001: 174). O’Hagan also promoted American companies in the London Stock Exchange during the wave of such activity in the late nineteenth century (Hawkins, 2007).

Many English joint-stock companies promoted by the merchant banks and finance companies began trading on English stock exchanges. Due to its global empire and trade connections, London became the centre for trading in a full range of securities from around the world. Meanwhile, the provincial exchanges focused on securities issues from local industrial firms, with new exchanges appearing in the industrial centres of Manchester, Liverpool, Birmingham, and Leeds in the 1830s and 1840s. The stock exchange placed little constraint on companies wishing to trade shares, and accounting law remained relatively lax until the (re)institution of legally mandated auditing and publicity of joint-stock company accounts in 1900. This law resulted from and encouraged the diversification of share ownership, thereby propelling the further development of investment banking and of secondary trading in securities.

European Continent

Most of the European continent set up some form of universal banks. Universal banking, the combination of investment and commercial banking services within one institution, may take a variety of forms. Universal institutions range in size and complexity and may take on a variety of legal forms from private partnerships to publicly-traded joint-stock firms. Historically, until a country liberalized incorporation and limited liability law—in most cases, at some point during the nineteenth century—nearly all of that country’s financial firms remained private. Only banks with special concessions would have incorporated. The advent of limited liability and publicly-traded equity shares allowed risk spreading and further enabled financial institutions to grow and take on outside investors.

Belgium and the Netherlands

Belgium’s long tradition in trade and its close connections with England, along with rich coal and iron resources, favoured early industrial development. Indeed, Belgium imported its heavy industry directly from England starting with the continent’s first steam engine in 1720. Even before its independence from the Netherlands in 1830, Belgium introduced the first large-scale mixed or universal bank. Founded by King William I in 1822, the Société Générale (SG) operated in its early years partly as the central bank and monetary authority and partly as the chief development bank. By 1834, SG had assumed the role of commercial bank as well, branching across the territory and providing savings accounts as well. The bank provided the blueprint for a number of similar mixed banks elsewhere in continental Europe. Other mixed banks, most notably the Banque de Belgique of 1835, appeared in Belgium in the later 1830s and thereafter. These two banks provided the majority of investment banking services that helped convert smaller private iron working firms into joint-stock companies that could raise the capital necessary to expand their scale of operations. Soon thereafter, the banks helped finance railway building, steel production, and related industries of the mid-nineteenth century.

In this early period of industrialization, mixed banks sometimes took large direct equity stakes in firms they promoted, and they also placed directors on the companies’ boards.6 A significant portion of these positions, however, originated in the financial crisis of the 1830s and the resulting conversion of bad loans from illiquid industrial borrowers. The practice proved risky and difficult to reverse because tight legal restrictions on the Brussels Stock Exchange kept many firms from trading there, and the banks therefore could not liquidate their positions. Some banks—the Banque de Belgique, in particular—were forced out of the investment side of the business for a time.

Stock market regulations finally relaxed in 1867.7 Thereafter, the exchange grew rapidly, particularly after the liberalization of incorporation in 1873. The combination of the two forces naturally spurred the need for investment banking services: converting existing firms into joint-stock companies and floating their shares on the exchange. The largest mixed banks continued to provide the majority of these services for Belgium, and universality of one form or another remained the norm throughout the pre-war period.

In contrast to Belgium, the neighbouring areas of the former Dutch Republic (Kingdom of the Netherlands), which now remain as The Netherlands, started out the nineteenth century considerably wealthier and more urbanized and literate due to its prior commercial success and naval prowess. Like the Antwerp merchant bankers, those in Amsterdam rose to prominence in trade finance and focused their investments on these shorter term lines of business and government bonds. Indeed, Amsterdam took over as the premier centre for trade finance in the seventeenth century and kept that position throughout most of the eighteenth century. The Napoleonic Wars hit the Netherlands hard, dismantling its international trade business, dispersing the Amsterdam merchant banking community, and imposing enormous government debt (De Vries and Van Der Woude, 1997).

It is argued that the conservatism of the Dutch commercial elite, slowed the adoption of new technology well after the industrial revolution took root in nearby England and Belgium (Mokyr, 2000). The Netherlands’ extensive canals and waterways tended to make railways less profitable, thereby removing one of the key ‘engines’ of continental industrialization, and its manufacturing base had resided largely in what was now Belgium. The country’s lack of coal deposits and high interest rates may have further disadvantaged its industrial development.8 The Netherlands eventually industrialized and developed an active coal transport business serving the Ruhr as well as other industries. But its poorer neighbour Belgium rapidly overtook the Netherlands in GDP per capita and remained wealthier from the mid-nineteenth century until the First World War.

Despite its early lead in merchant banking and financial markets, the development of a modernized financial system, including incorporation and corporate governance laws, also lagged behind that of its neighbours. Few industrial firms went public, with the first few appearing on the Amsterdam Stock Exchange in the 1880s. Most stock was privately placed and traded unlisted. More finance came from private financing and retained earnings. But little heavy industry emerged in the Netherlands that would have required the capital that demanded large-scale public securities issues. Firms could access short-term, rolled-over loans from a network of notaries, lawyers, and brokers who gathered funds from investors—the so-called prolongatie system (De Jong and Röell, 2005).

Numerous private bankers operated as brokers and investment bankers throughout the nineteenth century, mostly in Amsterdam, some descending from the original merchant banking families. Without an extensive domestic demand for investment banking services, many of these bankers helped channel significant volumes of Dutch financing into US railroad securities in the building boom of the mid- to late-nineteenth century.9

Domestic industry and banking both began to pick up after 1895, and new stock issues appeared in the market. The banks provided investment banking services, underwriting new issues, but avoided long-term financing with their own resources and did not take extensive direct equity stakes. The banks did place directors in the supervisory boards (similar to outside directors in a unitary board system) of some firms they financed and also maintained indirect relationships via associates holding seats on both a bank and industrial firm’s supervisory boards.10

While joint-stock banks opened up in the Netherlands, such as the 1863 creation of the Nederlandsche Credit-en Deposito Bank (NCDB) in Amsterdam, the general lack of industrial clientele pushed their business toward Paris and elsewhere. In 1872, the Nederlandsche Credit- en Deposito Bank merged with the French Banque de Paris to form Banque de Paris et des Pays-Bas—commonly known as Paribas. The bank maintained its Amsterdam office as well as a number of Dutch members in its advisory council.

France

France began to industrialize somewhat after Belgium but well before the Netherlands. As in most other countries, investment-banking services first emerged in France among merchant families. This class of haute banque arose in stages, mostly from Protestant and Jewish immigrants from Germany and Switzerland. Stoskopf (2009) enumerates a (non-exhaustive) list of three groups of Parisian haute banque families, arriving in waves from Germany (Rothschilds, d’Eichthals), Switzerland (Hottinguer, Mallet, Hentsch), and other regions within France (Fould, Perier). These merchant banks maintained close connections to the Bank of France and in some cases heavy interest in the issuance of the government’s debt.11 Beginning around 1830, and expanding particularly toward the end of the July monarchy (1848), these private, family-run firms joined together into investment associations and promoted many savings banks, insurance companies, industrial firms (especially in mining and metals), and railways.

With a new law in 1848 allowing incorporation of joint-stock banks, a wave of new banks appeared. The Comptoir National d’Escompte de Paris (CNEP) started in the fallout of the 1848 revolution to provide discount facilities to firms but built up an extensive investment banking business, underwriting both government and corporate securities. Soon after, the first investment bank of the Belgian type—and a key institutional innovation in investment banking targeted at industrialization—arose in the form of the famed Crédit Mobilier. Founded by the Pereire brothers in 1852, in a break from their long-standing relationship with James de Rothschild, the bank immediately became actively engaged in the promotion of industrial companies, particularly railways and real estate, as well as shipping and even other financial institutions; notably one of the earliest German universal banks, the Bank für Handel und Industrie in Darmstadt. The bank engaged in industry reorganizations, such as that of Parisian gas companies and Loire coal and railways.12 The Crédit Mobilier took substantial equity in the companies it financed and also placed its associates on the companies’ boards of directors.13

A number of joint-stock mixed or universal banks appeared following the Crédit Mobilier, a few of which took a leading role in the long-term finance of railways and heavy industry in France and abroad: in 1859, the Societe Generale du Credit Industriel et Commercial (Credit Industriel); 1862, the Societe Generale de Credit Lyonnais (Credit Lyonnais); and in 1863, the Societe Generale pour Favoriser l’Industrie et le Commerce de la France (Société Générale).

The boom in investment/universal banking ended in a liquidity crunch in 1866–67. The Crédit Mobilier’s highly illiquid position in its own real estate subsidiary proved the downfall of the bank and warning to others to proceed with greater caution. The combination of investment and commercial services subsided considerably after the crisis of 1867, and specialized investment banks began to operate alongside commercial and mixed banks in the 1870s. Most notably, the Paribas merger of 1872 brought together bankers from the Netherlands, Germany, Switzerland, and France, largely out of a desire to compete with the formidable Rothschild bank in the financing of France’s enormous war indemnity to Germany. The bank maintained offices in all four of its ‘home’ countries and grew steadily into the leading investment bank in France. The bank underwrote or participated in underwriting consortia to finance governments and projects around the world, from China to Russia to Latin America. The bank developed a significant portfolio of industrial shares and built long-term relationships with the firms it financed. Although categorized as an investment bank, and earning a majority of its profits from intermediating new issues of a wide range of securities, Paribas also provided lending to industrial firms and asset management to clients. To raise larger capital issues, banks typically worked together in syndicates, including for example, CNEP, Paribas, and Credit Lyonnais. The financial crisis of 1882, brought on by the collapse of the Union Generale, led some banks—notably, Crédit Lyonnais and Société Générale—to shy away from less liquid industrial investments and to turn towards the short-term commercial lending model.

Germany

Like most of the European Continent, particularly for a large and diverse country, Germany industrialized in a patchy manner starting from early in the nineteenth century (at this point still a collection of sovereign states), and it began developing faster with the railway boom of the middle decades of the century. Private bankers, many descending from the early merchant houses, dominated the investment services sector in Germany until the late 1840s. Without a corporate population to underwrite, their investment banking operations revolved around government finance. In 1848, the Cologne bank of A. Schaaffhausen recovered from near collapse by restructuring into a joint-stock bank, and thus began the era of joint-stock universal banking in Germany. A series of similar banks opened in the 1850s, many of which failed in the succeeding two decades. These early universal banks participated actively in the financing of the first German railways and a number of key industrial sectors, such as metal working and mining.

The country grew most rapidly from the early 1870s to the First World War. After defeating France in the Franco-Prussian War in 1871, Germany unified under one national government and soon thereafter liberalized company law and created corporate governance regulation. The early 1870s brought a new wave of joint-stock bank creation, many founded by private bankers wishing to expand their capital base, take on new lines of business, and spread their risk. In the early 1870s, advancing technology spawned new and renewed industries, e.g., in metals, mining, machine tools, and liberalized incorporation allowed a burst of new industrial corporations. A severe bust followed, bringing a period of many failures—of both banks and industry—and a ‘great depression’ that would last to some degree until the resurgence of the mid-1890s.

Following the bursting of the early 1870s bubble, in 1876, Germany set up a strong central bank, the Reichsbank, with lender of last resort facilities. Growth of the universal banking sector, particularly in joint-stock banking, accelerated with the renewed industrial growth of the mid-1890s. Joint-stock universal banks, particularly the larger ones, along with the leading private banking firms, provided the vast majority of investment-banking services for German firms and government bodies. The largest and most famous of these banks—such as Deutsche Bank, Dresdner Bank, Discontogesellschaft, and the Bank für Industrie und Handel (Darmstädter Bank)—became known collectively as the ‘great banks’ (Großbanken). Though the German universal banks have been credited with offering a venture-capital like set of financial and managerial services through all stages of development, more recent revisions of the historical accounts suggest that the universal banks’ activities looked more like those of other commercial/universal banks of the time (Fohlin, 1994, 2007). In underwriting, the banks—often working in a consortium or syndicate—usually bought the full value of an offering and then sold off the shares to clients and to the public. While the banks sometimes needed more time than planned to place shares, at least by the 1880s, these banks engaged rather conservatively in the holding of industrial equities for their own account.

Germany led in steelworks, electrical engineering and chemical technology, areas that benefited from scale production and therefore sought external capital. Many firms in these industries converted to joint-stock firms and gained stock market listings between the late nineteenth and early twentieth centuries. Most corporations used a consortium of joint-stock universal banks and private bankers to underwrite their stocks and bonds, and a significant portion returned to the capital market for secondary issues of stock. The active new issues markets of the period went hand-in-hand with growth of the universal banks, and together the system promoted a liquid secondary market in the decades prior to the First World War.14

The universal banks, including some of the important private bankers, participated actively in the development of the German stock exchanges, most of which were operated by local chambers of commerce. Particularly for the largest joint-stock firms with listings on the Berlin Stock Exchange, ownership structure became quite dispersed and created a class of relatively well-off, minority shareholders. Through their commercial banking and brokerage activities, the banks developed custodial services, offering to keep clients’ shares on deposit in the banks’ safety deposit boxes (because they were unregistered, bearer shares had to be kept safe from fire and theft). In the process, customers often signed over their voting rights to their bank as proxy. Through this process, banks gained proxy voting rights over much more corporate equity than they actually owned, and thereby exercised significant voting blocks in the supervisory boards of some firms.15 Banks and industrial firms built up networks of interlocking directorates, especially after the IPO boom starting in the mid-1890s.16

Starting with the Deutsche Bank in the 1870s, the universal banks gradually took on more and more demand deposits and opened up branches around the country. A large proportion of joint-stock banks engaged almost entirely in commercial banking activity and actively pursued retail deposit accounts. By the start of the First World War, the joint-stock banks as a group maintained a financial structure quite similar to that of a commercial bank and reported less than 20% of profits from investment banking and related activities. The largest universal banks averaged around 25%, and some of the most active earned a good bit more of their profits from investment banking—rates that naturally varied from year to year, depending on the viability of the new issues market and rates of industrial start-ups and conversions (Fohlin, 2007).

Austria and Switzerland

Austria followed a very similar path to Germany’s. The first Austrian universal bank, the Credit-Anstalt, was founded in 1855, similar to the German Bank für Handel und Industrie and the French Crédit Mobilier. A small number of similar banks appeared shortly thereafter, mainly in the Austrian portion of the empire. Like many of their counterparts in other countries, the large Austrian banks initially focused on railway financing and remained primarily engaged in the conversion of large, relatively safe firms. On the commercial side of their business, they secured their credits with the best-quality securities. Thus, the banks’ investment services tended to exclude smaller, potentially riskier ventures. The universal banks developed along the lines of the German institutions, with some equity participation and board memberships.

Swiss banking followed the more international merchant tradition, going back to the role of Geneva in international trade as early as the fourteenth century (Cassis, 1994). The merchant focus, like those in England, Belgium, Netherlands, and Italy, continued well into the nineteenth century. Moreover, early industrialists managed a substantial proportion of self financing. Yet like most of the continent, Switzerland faced the need for large-scale industrial finance with the onset of railways and heavy manufacturing industry and began to set up large joint-stock banks by the middle of that century. Crédit Suisse, founded in 1856, followed the model of the French Crédit Mobilier with great success (Cassis and Tanner, 1992). Later in the nineteenth century, a number of large banks created investment companies to help fund large industrial concerns, such as electrical companies. The leading Swiss banks—the likes of Crédit Suisse (Zurich), Swiss Bank Corp (Basel), and Union Bank of Switzerland—ultimately rose to global prominence in the second half of the twentieth century.

Italy

Although Italy followed a pattern of financial development quite similar to that of other European countries in the early nineteenth century, its industrial and financial development proceeded later and more slowly than that of its northern neighbours. It followed the familiar path of private merchant banking early on; but perhaps because of its lateness in developing large-scale industry, the demand for investment banking also lagged. Italy’s first investment bank, the Banca Generale (BG), appeared only in 1871. The BG and the Credito Mobiliare Italiano were the leading investment banks until the financial crisis of the early 1890s. As in other countries, the investment banks tended to concentrate on metals, mining, and engineering; but having overinvested in the building sector, these and several smaller banks failed in the face of liquidity shortages from 1891 to 1893. In the following two years, coalitions of continental European banks—with heavy involvement from Germany—formed two new universal banks, Banca Commerciale Italiana (the Comit) and Credito Italiano (the Credit), both of which closely resembled their founders. The two banks engaged actively in investment banking, yet they balanced those services with a greater proportion of commercial business than had their predecessors. The Comit and Credit, particularly the former, obtained significant numbers of board positions and, as in Germany and Austria, focused on the largest firms. Their involvement with industry, however, spanned a broad range of sectors.

The universal banks made up one part of a broader financial system, and in fact in 1895, the largest four universal banks—dominated by Comit—comprised only 2% of Italian bank assets, and in 1911 about 15%. In Italy’s thinner markets for industrial capital, the largest two universal banks held the largest concentration of financial assets, giving them greater market share and market power.

Japan

Japan launched into industrialization later than most of northwestern Europe, but it had already set the stage under the Togugawa regime with transportation and agricultural infrastructure. The Meiji Restoration of 1868 marks a natural political start to the country’s new era of development, just as unification did in Germany and Italy around the same time. The Meiji government began developing legal and financial institutions to support industrial development in the 1870s and 1880s.17 It privatized government factories in the 1880s and worked to develop a market-based economy, borrowing and adapting a variety of institutions from the United States and Europe. In 1882, the Bank of Japan began operation and instituted lender of last resort facilities.

Japanese banks formed as joint-stock corporations and provided a range of financial services, including securities dealing, but in the pre-First World War period they almost always stopped short of securities underwriting—the foundation of investment banking. These so-called ordinary banks discounted bills, made advances on real estate, offered loans, and also traded in securities, gold, and foreign exchange. But they engaged to a minor extent in investment banking services in this period. Major banks underwrote public bonds and the small amount of corporate bonds that were issued (Teranishi, 2007). They got involved in equity finance at most indirectly, lending extensively on collateral of corporate stock.

In the late nineteenth century, Japan’s merchant families began to develop pyramid-style corporate groups, zaibatsu, controlled by a holding company at the top of the structure. The groups expanded and diversified into all manner of industrial enterprise and developed their own financial and insurance institutions. The zaibatsu families—notably the Mitsui, Mitsubishi, Sumitomo, and Yasuda groups—typically kept equity closely held, and financed investment internally, so that outside investors gained little entry into the groups’ business. Thus, the family groups essentially mostly supplanted investment banks by placing equity internally and using their associated banks to access external funds via deposits.

Independent industrial firms, particularly those in the important cotton spinning industry and other light industries, often started out as joint-stock companies, but they also tended to be closely held by insiders in the industry and related merchants (Teranishi, 2007 and references cited there). Compared with zaibatsu companies, however, they used more external finance, dispersed their ownership more, and took on large shareholders as directors. Many early industrial companies therefore initially placed their stock directly. When companies wanted to raise more capital and attract outside investors, they turned to successful and reputable merchants, sometimes known as ‘business coordinators’. The latter operated much like a private investment banker would, supplying capital to the issuing firm, taking over the issue of the shares, and using their built up capital, reputation, and contacts to attract subscriptions from the ultimate investors.18

The most famous of the business coordinator/investment bankers is Eiichi Shibusawa, who worked his way up from farming origins to government service and then to lead the ministry of finance in the early Meiji years. In 1873 he took over leadership of the First National Bank (Dai-Ichi Kokuritsu Ginkō) and also founded a leading cotton spinning firm. Using his business success and government and finance connections, he began an active career in helping take industrial firms public, ultimately becoming one of Japan’s wealthiest investors at the turn of the twentieth century (see Ishii, 2007 and sources cited there). He also sat on the boards of many industrial firms, even when he no longer held personal equity stakes.19

Spurred by and, in turn, facilitating these new industrial stock issues, stock markets began developing in 1878 with the opening of the Tokyo Stock Exchange (another project aided by Eiichi Shibusawa). Many other exchanges opened and closed over the succeeding decades, and listings rapidly increased in the pre-First World War years (Harmao, Hoshi, and Okazaki, 2005). Notably, the vast majority of listed stocks in the early years came from national banks, which were closely regulated with shareholder rights under the National Bank Act. Listings rose even more in the late 1880s, and railways and textile companies began replacing some of the banks in the market. Company law appeared first in 1893, but it was the 1911 revision that instituted corporate governance regulations that most actively protected small, outside shareholders. In a context of poor legal protections for shareholders, markets remained locally oriented, with investors placing their capital in nearby firms that they could better observe.20 By 1915, 160 companies listed on the TSE, representing a range of industries from energy (including the newly emerging electrical industry) to textiles to commodities, while nationalization of the main railways in 1906 reduced the share of that industry (see Harmao, Hoshi, and Okazaki, 2005).

United States

From the start of the nineteenth century on, a range of intermediaries—merchants, industrial firms, incorporated commercial banks, private bankers, trust companies, lotteries, auctioneers, and brokers—provided some form of investment banking services. Indeed, one of the country’s first banks, The Bank of the Manhattan Company, began in 1799 as an adjunct to the parent company’s main business of water supply in lower Manhattan. The bank underwrote bonds to finance the Erie Canal in the 1820s. Similar financial institutions emerged from manufacturing and commercial enterprises in the early nineteenth century, notably Manufacturers Hanover Trust Company (cotton processing equipment manufacturer) and Chemical Bank (manufacturer of dyes, medicines, and paints).21

Specialized investment banks came to the fore in the 1850s and, responding to an immense demand for borrowing by the federal government, multiplied with the Civil War. The most prominent of the war financiers, Jay Cooke and Company of Philadelphia, started out in 1861 with Union war bonds and afterwards moved into railway finance. The firm failed in the panic of 1873, but the founder’s son-in-law Charles D. Barney reorganized the firm under his own name and took on his brother-in-law, Jay Cooke, Jr. as partner.

Many similar firms appeared over the late nineteenth century, but the most famous American investment banker is undoubtedly John Pierpont Morgan. J. P. Morgan, son of ex-pat London banker Junius Morgan, co-founded his first bank in 1860 and worked with a variety of partners over subsequent decades.22

A significant group of US investment bankers also evolved from European immigrant merchants, beginning in the mid-nineteenth century and growing to prominence after the Civil War: Kuhn Loeb, Seligman, Speyer, Goldman Sachs, and Lehman Brothers all from Germany; Lazard Freres from France. Most of the founders of these firms came to the US with little financial means, built up significant savings from peddling and dry goods businesses in active commercial centres around the country, and eventually translated their accumulated wealth into various lines of financial services—eventually moving to New York City. Lehman Brothers began in the 1850s as dry goods merchants and then cotton traders in Montgomery, Alabama. Although it participated in some investment banking activities, the firm focused on commodities trading until the early twentieth century. Goldman Sachs, also started by a German immigrant, began life trading largely in commercial paper. Though Lehman Brothers and Goldman Sachs eventually grew to dominate the others, Seligman and Speyer started out as the most significant of the group.23 And Kuhn Loeb ranked as the leading German-American Jewish private banker and second largest investment banking partnership in the pre-First World War period. These firms, along with several others, formed a close-knit German-Jewish business elite based in New York (see Supple, 1957).

United States law separated banking and commerce activities with the passage of the National Banking Act of 1864, under which nationally chartered commercial banks were technically prohibited from direct participation in investment banking activities. By the late nineteenth century, investment banking largely took place within specialized institutions in the United States, mostly private partnerships, though they worked with and often took stakes in commercial banks.

However much the US law worked against the creation of straightforwardly universal banks, entrepreneurial individuals continued to form a variety of institutions that replicated universal banking in its primary services and effects. The investment bankers themselves formed close ties with commercial banks; often owning stock in them or sitting on their boards, in order to insure their access to short-term loans to cover operations during a flotation of securities. In this sense, J.P. Morgan and Co. stands out as the preeminent example of American quasi-universal banking in the pre-First World War era, perhaps acting even more like the stylized view of a German universal banker than the Germans ever did: providing abundant capital to firms with which it had close relationships and monitoring the management of the same.24 Morgan operated in cooperation with the First National Bank of New York,

Moreover, quasi-universal banks formed through the integration of investment subsidiaries into commercial banks. These banks typically sold shares to their affiliated companies by attaching them to their own shares, which then allowed the bank to engage in a wide range of non-banking activities, including but not limited to securities underwriting, brokerage and investment.25 The commercial banks really launched into investment banking most significantly after the First World War, and a relatively small number of commercial banks created security affiliates (10) or bond departments (62).26 Still, the largest bankers in the principle commercial centres did engage in investment banking.

As in the early nineteenth century, corporate firms continued to own controlling stakes in commercial banks, and private investment banking firms collaborated with commercial banks. In one notable example, the Rockefellers took a substantial stake in National City Bank. After James Stillman’s sister married William Rockefeller, the brother of John D. Rockefeller and co-founder of Standard Oil and Amalgamated Copper, he became president of the bank. City Bank grew rapidly into a Wall Street force, the largest bank in the city as of 1893, and a lead underwriter of the Union Pacific reorganization in 1895. Stillman held seats on over 50 corporate boards in the early 1900s, including major rail lines of the Harriman system, and the bank functioned as the main bank of Standard Oil—earning it the title ‘Oil Bank’.27 When Stillman resigned from the directorate and executive committee of Harriman’s Union and Southern Pacific lines in January 1908, Stillman appointed his vice chairman at City, Frank Vanderlip, to succeed him.28 At the same time, City Bank collaborated regularly with the investment house Kuhn Loeb—tying the banking interests via stakes in many underwriting syndicates and corporate stock pools.

Non-bank financial services companies, such as insurance companies and trust companies, also invested heavily in corporate firms and participated in underwriting syndicates. The latter group became the most actively ‘universal’ of all the various institutions, as they operated free from the regulations that hamstrung chartered banks.29 Trust companies provided depository and trust accounts, commercial banking services, and investment advice to wealthy clients. In this capacity as fiduciaries and savings banks for wealthy clientele, they entered into higher-risk, higher-return investments than did the typical savings bank of the time: holding portfolios of industrial securities and lending on collateral of stocks and bonds. Trust companies also moved into investment banking activities, such as securities issues and placement, and mergers and acquisitions.30 As trust companies expanded their mix of services, they eroded the market share and profitability of commercial banks in the same markets. The lax regulation on trust companies, however, encouraged many new institutions to take on that form instead of chartered bank.31 The competition from trusts, pushed commercial banks to seek new avenues for profits and spurred their move into investment banking services.

Thus, when considering the range of institutions engaged in investment banking activities, along with the interconnectedness of private investment banking firms with commercial banks, it appears that by the First World War, most US corporations financed through universal-type (or quasi-universal) institutions.

FINANCIAL REGULATION, DEREGULATION, AND RE-REGULATION: 1920S TO THE PRESENT

By the time the First World War hit, essentially all industrialized countries had developed investment banking of a modern type, and a large proportion of these systems involved universal or mixed financial institutions of some sort along with financial markets in which investment bankers operated.32

The First World War reshaped global politics and political boundaries and with it the global financial system. The upheaval of the war led to a protracted period of dislocation in international capital and money markets and created enormous debt burdens on combatants. In some countries, the turmoil led to hyperinflation or banking and financial crises and in turn prompted consolidation in the banking industry and government intervention and financial regulation. At the same time, new issues markets expanded rapidly in many countries, spurring new business for investment bankers over the 1920s. The boom of the later 1920s ended with the 1929 crash and the global depression of the 1930s and ushered in an era of financial regulation that lasted for most of the rest of the twentieth century.

The largely stable period following the post-Second World War reconstruction prompted most financial authorities to loosen the reins on financial markets and institutions, yielding a wave of international ‘conglomeration’ of financial services into large-scale multinational universal-investment banking groups. The global financial crisis of 2007–08 raised new concerns over the regulation of the investment banking industry and of the financial products it developed as well as the increased linkages between investment banking activities and consumer, deposit-oriented banking. Thus, new regulations and regulatory authorities appeared in the years following the crisis with the intent of mitigating the impact of risky investment banking activities on the rest of the financial system and the economy.

The 1920s to 1980s: Government Regulation Era

Already before the 1929 crash, legislators had grown concerned over the power of investment bankers in the industrial economy. Particular unease surrounded the matter of permitting commercial banks to engage in investment banking activities—that is, allowing universal banking or not—and also whether to allow financial institutions to engage in corporate ownership and control. In some places, regulators and the general public raised such concern over the combining of investment with commercial banking, and the attendant mix of retail deposits and equity funding, that the functions were split. The United States, most famously, split investment and commercial banking under the Glass–Steagall Act of 1933, on the argument that the securities affiliates of commercial banks had duped investors and converted the commercial banks’ bad loans into equity shares that they could pawn off on their securities customers.33 The 1956 Bank Holding Company Act extended restrictions on banks, making it even harder for commercial banks to engage in investment banking (or to operate across state lines). Belgium, Greece, Italy, and other countries also enacted similar provisions, also in attempts to protect retail bank customers, depositors, from the potential conflicts of interest and risk that many saw arising between investment and commercial banking activities. Belgium, which had pioneered the creation of universal banking in the 1830s, essentially banned the practice in its 1934 banking ‘reform’ law, based on the widespread view that the large banks exerted excessive control over industry.34 Japan continued to allow investment activities within commercial banks until after the Second World War, when it enacted its 1948 Glass–Steagall-like law to separate these functions.

Likewise, on the corporate governance issues, in most places, directors with financial expertise, notably investment bankers, participated in the governance of corporate firms. Of course, some systems took the banking involvement to a more extreme level than others. In the US, where the largest investment banks had placed their own directors and personnel on the boards of railways and industrial firms in which they held significant interests, the interlocking of directorates grew extensive and tangled and also involved directors and associates of commercial banks, trust companies, and insurance companies. Similar types of interlocking directorates built up in most parts of the world and also involved cross-representation among industrial firms. In some countries, these interconnected groups stemmed from family origins, as in the well-known case of the Japanese zaibatsu, and involved extensive cross-ownership among financial and non-financial firms.

Regulations targeted these relationships to varying extents in different countries, mostly depending on the level of popular agitation against the perceived power of industry and finance. Again, the United States led the charge in restrictive regulation. Trust-busting activity in the US began along with the first waves of industrial mergers at the turn of the twentieth century. Public antagonism against the ‘Money Trust’ simmered for years and in the aftermath of the Panic of 1907 led to the appointment of the well-known Pujo Committee in 1912. The committee’s report spurred the passage of the Clayton Antitrust Act in October 1914 and earlier in 1914 contributed to the resignation of J.P. Morgan and his partners from many of their corporate board seats. The Clayton Act banned interlocking directorates among competing firms, which with the proliferation of competing railway lines in the late nineteenth and early twentieth centuries had arguably become a tool of coordination by the various investment banking groups. Bankers and other financiers continued to hold board positions, and some even held positions that seemed contrary to the new law. Germany, by contrast, imposed little if any regulation on the corporate governance activities of its universal-investment banks, and interlocking directorate networks proliferated there after the First World War and grew to nearly mythic proportions until the 1990s.35

The New Universal Banks and Formation of Banking Conglomerates: 1980s–2007

From the 1960s and 1970s onwards, financial institutions began the process of expanding and combining into financial conglomerates. The process meant enlarging both the scale and scope of financial institutions. In countries that had retained universal banking from the pre-war era, this process followed the growth of the organizational units within the existing bank, often through the absorption of other financial institutions. Most countries underwent renewed merger activity, creating large financial conglomerates. In countries that had split investment and commercial banking, that legal wall began to erode, as global competition in financial services pressured governments to liberalize and allow their domestic institutions to compete worldwide.

The parallel processes of deregulation and amalgamation placed a large proportion of investment banking worldwide into universal institutions.36 The new universal banks of the late twentieth century, however, bore little resemblance to those of the previous century. The formation of large holding companies allowed the creation of banking conglomerates providing virtually all manner of services, investment banking among them, but in which the various components operated mostly independently of each other.

The developments reached even the most traditionally specialized system of them all, England, with the ‘Big Bang’ financial deregulation (officially the Financial Services Act of 1986). The new law opened up the London Stock Exchange to international competition and allowed a broader range of activities, including proprietary trading. The Big Bang resulted in many mergers among financial services firms and acquisitions by foreign investment banks and produced large-scale universal banks for the first time. At the same time, the expanding scale of pre-existing universal banks in places such as Belgium and Germany tended to separate investment banking operations from commercial banking operations within the same financial conglomerates.

The United States financial sector underwent dramatic change over the period. Commercial banks for years lobbied to end Glass–Steagall, in particular to be allowed to engage in the more profitable lines of investment banking business. The most significant breach in the law came in the late 1980s, when the Federal Reserve loosened its interpretation of the law to allow commercial banks to engage in limited investment banking activities, at first underwriting commercial paper and, beginning with relatively benign municipal bonds. The unravelling of Glass–Steagall accelerated after the transfer of Fed leadership from Paul Volker to Alan Greenspan in 1987: the regulators expanded both the scale and scope of activities allowable to commercial banks. With pressure from the financial sector mounting over the years, and with de facto activities already moving toward universal banking, the US formally ended Glass–Steagall separations with the Gramm–Leach–Bliley Act of 1999. The new law yielded few significant changes in the organization of investment banking services, as most of the adoption of securities affiliates had already taken place under earlier exceptions to and reinterpretations of the Glass–Steagall law. While a few commercial banks created new financial holding companies to incorporate securities operations, the specialized investment banks steered away from financial holding company status—and the accompanying regulation and supervision. Introduction of the euro after 2000, along with related mergers and acquisitions in securities markets globally, spurred further consolidation in the financial industry.

Over the latter decades of the twentieth century, investment banks (and investment arms of universal banks) also developed new kinds of business, most of which represented new varieties of long standing products involving securitization and derivatives. New varieties of financial institutions also emerged, typically in the form of smaller private partnerships offering venture capital/private equity and hedge funds. Eyeing the success of some of these firms, some investment banks and financial conglomerates created subsidiaries or departments to perform these functions as well.

Many of the specialized investment banks did change their legal structure during this period, most shifting from private partnerships to publicly-traded joint-stock corporations by the late twentieth century. The joint-stock form brought new funding sources and limited liability, enlarging the scale of the investment banks and of deals in which they could engage. The limited liability may also have increased the risk of investments and trading strategies undertaken by investment banks. While private investment banking partnerships remain, they tend to cluster in boutique areas, and some of these ostensibly private banks actually operate under public holding companies.37

The New Era of Financial Regulation: The Global Financial Crisis of 2007–08 and Beyond

The global financial crisis starting in 2007 and deepening throughout 2008 set off a wave of restructuring of financial institutions around the world. The crisis led directly to the failure of a number of prominent investment banks and related institutions, and the near insolvency of many others that were bailed out by governments or taken over in mergers and acquisitions. The crisis raised new concern over the structure, scope, and scale of financial institutions, in particular the mixing of investment banking with commercial banking and the increasing difficulty in unwinding too-big-to-fail institutions that became insolvent. Notably, however, the three US financial institutions most heavily implicated in the beginning of the financial crisis—Bear Stearns, Lehman Brothers, and Merrill Lynch—had all retained independent investment bank status. The US investment banks that remained after the crisis, such as Morgan Stanley and Goldman Sachs, quickly converted into financial holding companies in order to access a greater range of funding sources as well as the Federal Reserve’s discount window. And many troubled institutions were merged into healthier ones or forced into liquidation. Thus, the fallout of the financial crisis tended to increase the size and scope of global financial conglomerates and to continue the process of globalization of institutions.

As with the financial crisis of 1929, the crisis of 2008 brought new, far-reaching financial regulation. Most notably, in the US, the Dodd–Frank Act of 2010 stipulated a new array of rules and regulations on financial institutions of many types. For the investment banking industry, one of the key provisions of Dodd–Frank was the Volcker Rule, which would force banks to divest most of their hedge fund, private equity, and proprietary trading (trading for the bank’s own account) businesses. The law also regulates derivatives and forces them into more transparent, public trading. The implementation of the complex law has proven difficult, and as of 2015 remains in progress. Likewise, the European Commission has promulgated its own version of several key provisions relating to proprietary trading and hedge fund activities of Europe’s large, systemically relevant financial institutions—which in Europe, generally means universal-investment banks of global scope, such as Deutsche Bank, Barclays, and Credit Suisse. Related regulation to increase bank capital adequacy under Basel 2.5 generally cuts into banks’ return on equity, but disproportionately hits investment banking due to risk weighting of assets.38

Investment banking in the twenty-first century continues to be a global industry, in which the leading institutions provide wide-ranging financial services in all regions of the world within a financial conglomerate organizational structure. Despite the long history of debate in the US over allowing the combination of investment and commercial banking, US financial conglomerates, or universal banks—all stemming from one or more of the leading investment or quasi-universal banks of the nineteenth century—hold the top positions in all areas of investment banking services as of 2015.39 For three quarters of the year, Goldman Sachs, JP Morgan, Bank of America Merrill Lynch, Morgan Stanley, and Citi ranked first to fifth in fees, taking in between $3 and 4.6 billion in fees.

As investment banking has grown into a multinational business, many global financial firms have entered markets around the world, both highly developed and still emerging. In many emerging economies, investment banking has mostly taken the form of government-owned institutions or subsidiaries of foreign and multinational financial institutions, though local institutions have also emerged. In Brazil, for example, the chief investment banking institutions in the 2000s were the Swiss giants UBS and Credit Suisse. US investment (now universal) banks have also launched operations there. But domestic Brazilian institutions, such as BTG Pactual and Itaú Unibanco began to build up their own operations, and government-controlled institutions Banco do Brasil and Caixa Economica Federal are also taking a lead.

CONCLUSION

Investment banking taken generally to mean the financing of long-term capital needs, came into being with the merchants of medieval trade routes. In almost all developed economies of the world, even those developing late in the nineteenth century, investment bankers emerged from merchant roots. The provision of investment banking services has come from a variety of institutions over time and across countries. Products and services have evolved to include complex, often derivative, securities, and the legal regulation of investment banking has often changed abruptly, particularly in the last 100 years. Thus, even well-known investment banking names that have endured over the centuries bear little resemblance to their ancestors.
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34 According to Buyst and Maes (2008) (see references cited there), at the start of the Great Depression, the Société Générale controlled the entire Belgian copper industry, about two-thirds of the zinc industry, half of the iron and steel sector, and nearly half of the glass industry. They also indicate that the two top banks—Société Générale and Banque de Bruxelles—together held half of Belgium’s banking assets at the time.

35 See Fohlin (2005, 2007) for extensive details on Germany’s financial and corporate governance history.

36 Of the 26 countries examined in Fohlin (2012), all financial systems that combined at least some investment banking within universal banks prior to the First World War did so in the 1990s, even in cases where investment banking had been legally separated from commercial banking in the interim.

37 For example, one of Germany’s oldest private banks, Metzler, is a subsidiary of B. Metzler seel. Sohn & Co. Holding AG, an Aktiengesellschaft or joint-stock corporation.

38 See <http://www.bis.org/publ/bcbs/b3prog_dom_impl.htm> (accessed 30 August 2014) for details on the varied implementation of Basel II, 2.5, and III around the world.

39 See Financial Times League Tables for investment banking services, available at: <http://markets.ft.com/investmentBanking/tablesAndTrends.asp> (accessed 5 August 2014).


CHAPTER 8

FROM MULTINATIONAL TO TRANSNATIONAL BANKING

CHRISTOPHER KOBRAK

INTRODUCTION—DEFINITIONS AND KEY TURNS

DEPENDING on the definition of some key terms, the history of multinational banking encompasses several millennia or just a few decades. Not only are its parameters dependent on some obvious terms like ‘nation’ and ‘bank’, but also the scope of the narrative is shaped by some less obvious ones such as ‘firm’ as well as distinctions between ‘multinational’ and ‘transnational’. Depending, too, on definitions and regulatory changes, international megabanks, as we know them today, may pass onto the dustbin of history like their medieval and early modern counterparts, the Templars, Fuggers, and Medici, with which this chapter could arguably have begun. As with other business segments, any era’s particular configurations of cross-border financial activities and structures reflect cumulative adaptations to changing constraints and opportunities (Wilkins, 1992; Jones, 2005).

The history of some terms highlights the significance of these national and international social and technological transformations over time. Even though cross-cultural commerce has long been a subject of heated discussion, especially when international flows seemed to threaten core values, both the terms ‘multinational’ and ‘transnational’ played no role in popular and even international economic literature until relatively recently. ‘Multinationals’, a term referring to firms with management responsibility for operations in and under the laws of more than one country, first appeared in 1960. Its widespread use and study began in the late 1960s and early 1970s, paralleling, or slightly lagging, the explosive growth of foreign direct investment (FDI) and its overall importance to the economies of home and host countries. While FDI is sometimes considered as a synonym, ‘multinational’, however, usually connotes a firm in which each of the national entities is run for the greater good of the whole, not the individual parts. Although multinationals might be explained simply as products of firms’ expansion and diversification, which eventually hit national borders that they need to leap, they differ from cartels, trusts, associations, and for the purpose of this chapter, networks of correspondent banks. By internalizing functions, multinationals require a new kind of management, stimulating new economic theories and empirical work, some of which even preceded coining the term (Coase, 1937; Dunning, 1958, 1974, 1999; Penrose, 1959; Wilkins 1970, 1974; Hymer, 1976).

For other more disparaging observers, however, the rise of multinationals was merely a product of American imperialism or, more generally, a tool of rich nations to extract monopoly rents from poorer ones. For critics of an earlier phase of globalization, they represent a threat to national sovereignty and distinctive cultures. (Servan Schreiber, 1967) Even before the Second World War, the investment of these firms was associated with many of the hated features of colonialism and the power of economic elites that represented the dominance of one country or all of western culture (Hymer, 1976; Fieldhouse, 1986; Feldman, 1989; Casson, 1990; Vernon, 1998).

Although the term ‘transnational’ (TNC) was first used in the mid-1970s to emphasize these pernicious political aspects of big business (Heininger, 1986), it is now often used as a synonym for MNC (multinational corporation) or to designate a higher level of integrated multinational. As described by two scholars, ‘Organizationally, the transnational is defined by its networks: in contrast to the hub-and-spoke models of the multidomestic or global firm, the transnational’s subunits are linked to each other directly, in a variety of ways’ (Westney and Zaheer, 2009: 351). In what follows, I will emphasize the structural and management facets of cross-border banking and try to distinguish between multinationals and transnational firms, a transition made possible by post-Bretton Woods technological and regulatory changes.

Despite this recent interest in multinationals, less is known about the cross-border management of financial firms than about that in other sectors. The source of bank FDI’s competitive advantages is less well-studied than that of manufacturing and trading firms. Indeed, some theorists believe that their substantial potential advantages of scale and scope may be offset by higher transaction costs due to the uniqueness of many transactions and the expense of replicating knowledge advantages across borders, making trading and internalizing services harder (Dunning, 1989). In short, whereas the social costs of modern, ‘too-big-to-fail’ megabanks have understandably recently received a lot of attention, their impact on another aspect of business, market versus internal transaction costs is less well understood. Their role in driving innovation and widespread, varied global activities raise many issues about conflicts among multiple regulators, or conversely how and what supranational regulator is really ‘watching the store’ (Coase, 1960; Berger, Molyneux, and Wilson, 2010; Freixas and Parigi, 2010; Morrison, 2010). Moreover, while the opportunity to diversify should theoretically lessen risk, recent events suggest that firms do not consider the costs of diversification sufficiently and that poor gatekeeping has added rather than decreased risk (Stiroh, 2010).

Clearly, not all banking is international and not all international banking is transnational. Measuring the ‘transnationality’ of a bank is not easy, if I might be allowed to turn an adjective into a noun. Not even all megabanks that like to emphasize their international reach can be classified as transnational. Like most manufacturing multinationals, their international operations are concentrated in one or a few regions (Rugman, 2000; Herring and Carmassi, 2010). Neither percentage of foreign staff nor revenues nor assets is adequate to define a transnational bank. Important data is often missing in bank filings. Different reporting systems require different indications of regional distribution of business, making comparisons tenuous. Further, financial reporting often neglects to explain key aspects of how international activities are run across borders, the complex configuration of nationally diverse resources coordinated globally, yet embedded in individual national economies.

This chapter will trace the history of cross-border banking joint-stock enterprises over roughly the last 100 years, putting that history into its larger political, social, economic contexts. It is divided into four main sections that roughly correspond to the major macroeconomic and political periods of the past 100 years. I will argue that during this period cross-border banking morphed from an activity that was primarily conducted by legally separate entities and on a comparatively small scale to one that is dominated by megabanks that perform a wide range of banking services in many countries and in most money-centres. It is a complex story, involving regulatory, technological, and political change in specific nations and among them.

MULTINATIONAL BANKING C.1913

During the gold standard era, international banking linked the world as it does today. But whereas then, international financial organizations earned huge rents by providing general communication, counterparty risk analysis, and transfer services, the widespread use of phones, computers, internet, rating agencies, television, and jet airplanes have made these services routine commodities. Then, issues of interest and foreign exchange rate management were measured in weeks and months during crisis periods not in ever-present decision points lasting nanoseconds. Cross-border banking transactions and facilities have been replaced by direct access to money and capital markets. By some measures, such as return on assets, banking was more profitable during the gold standard era than now. Although there were many cross-border banking entities of various sorts, communication and regulatory difficulties made operating branches and subsidiaries in many important markets difficult or just uninteresting. The relative absence of many man-made impediments to movement of productive inputs and the existence of cosmopolitan networks of like-minded professionals made possible a business model for most large joint-stock banks that entailed heavy concentration in their home markets and reliance on external associations in foreign markets. The major exceptions among joint-stock banks were those incorporated in one jurisdiction, mostly Great Britain, for the purpose of doing business in and with overseas markets. But even this business model relied heavily on exporting capital, contacts, and banking expertise from one country to colonial and other highly dependent areas. In some countries and across borders, bankers played a greater role in the governance of commercial enterprises than today (Cantwell, 1989; Kobrak, 2007). The story of modern multinational banking is not a straight line towards transnational banking, but one of gradual internalization of cross-border functions punctuated by sizeable setbacks.

By 1900, world banking had, by large, recovered from the international traumas of the 1890s. Barings’ near collapse as well as panics or near misses in South Africa, the United States, and other countries had multiple outcomes for international banking. Even solid banks could hardly avoid being touched. Among the banks most heavily involved in international business, profits and shareholder confidence dropped (Jones, 1993). But the ability of the international banking system, anchored in London, to survive and even thrive despite bank failures and stock exchange closures primarily in periphery countries, demonstrated a certain strength in the face of adversity. Apart from one crisis, renewed faith in the gold standard and sustained economic growth from 1896 to 1913 helped multinational banking grow, in old and new markets, giving new opportunities to joint-stock companies that invested in sound management control based in London (Jones, 1993).

Britain was still the only country that could claim to be home to a network of multinational joint-stock banks, both in terms of inward and outward investment. As the greatest exporter of capital and home to the deepest market for discounting bills of exchange, the primary method of financing world trade, London, was home to many British banks with foreign branches and foreign banks with UK branches. Many of the foreign banks in London and other centres were designed to finance and encourage trade. In addition to the British private bankers with family and other international affiliations like the Rothschilds and Barings, which used their strong international connections to dominate international investment banking well into the twentieth century, foreign joint-stock banks, with regular UK business including checking accounts, helped finance international trade. Some serviced the financial needs of their foreign citizens abroad. London was a truly global financial centre, but even its international banking was primarily conducted by merchant banks and UK incorporated banks for foreign business (overseas banks), which numbered 31 in 1913 and collectively ran 1,387 branches abroad (Cassis, 2005a).

These free-standing companies (overseas) served as an important link between the United Kingdom and the rest of the world. They had their head offices, ownership, and much of their management in the United Kingdom, but operated almost exclusively abroad. Almost all were in London. They varied a great deal in size, but even the leading ones, such as Hong Kong and Shanghai Banking Corporation and Standard Bank of South Africa, though large enterprises, were much smaller than the major joint-stock clearing banks (Wilkins, 1988). They financed foreign commerce, sought foreign investments, and dealt in securities, especially those dealing with activities in foreign countries, mostly British controlled areas or where British companies had large interests. Some of the banks specialized in one geographic or industrial area and others not (Feis, 1965; Wilkins, 1911, 1992).

London was truly an exceptional centre. Just before the First World War, London was home to 30 foreign banks (double the number in Paris, and far more than Berlin and New York combined) from 12 countries, including the four largest French banks and three of the four largest German banks, as well as several American trusts (Cassis, 2005a). The large British joint-stock banks, many of which operated in London and in the provinces, such as Lloyds and London City and Midlands, did whatever international banking they had through correspondent banking relationships, sometimes using family networks. Many foreign banks looked for agents among the banks and individuals doing business there. In 1913, Midland alone had 156 foreign bank correspondent relationships, up from six in 1892. Other banks had as many as 200. The number of private merchant banks, as many as 105 in the city in 1914, increased quickly during the three decades before the First World War. Most family firms had international networks. By and large, they were run as partnerships or like them (Cassis, 2005b).

Britain excelled in colonial banking, in part because of the strength of its banking sector, in part because of the breadth of its colonial empire. British banks started to branch outside of the UK in the 1830s, in Australia, Canada, the West Indies, and the Mediterranean, directed from head office. As early as 1860, British multinational banks operated 132 branches outside the UK. By 1890, that number had grown to 739 (Jones, 1991, 1993). By 1913, British banks maintained 1,000 branches in the British Empire and elsewhere. Managing them was not easy. Even with improvements in transportation and communication around the turn of the century, the difficulties of making frequent trips over long distances and the pre-internet difficulty of getting regular, timely, and detailed local information led to the appointment of local, somewhat autonomous boards, which sometimes clashed with the head office about operating policies (Jones, 1993).

Although not as aggressive internationally as British banks, German banks tried to catch up in the nineteenth century. Soon after it was founded in 1870, Deutsche Bank, for example, established several branches and subsidiaries, wholly or partially owned, as far away as China and the United States. Within 25 years, most had been closed down, except the London branch. The difficulties with its early branches and subsidiaries led to choosing two other models for its international investments. The first involved trusted partners. Despite huge investments in American companies, directly or for its clients, from the 1880s, Deutsche Bank relied on agents and correspondent relationships with private and public banks (Kobrak, 2007). The second involved more complicated corporate structures.

Several European banks entered Latin America and Asia, some with joint-ventures or holding company structures. Though based on trade financing, Deutsche Bank, for example, offered a more elaborate range of banking services in those regions. Unlike the United States, Deutsche Bank’s activities seem to have more to do with trade financing, foreign exchange matters, and filling holes in local banking services than managing large portfolio investment from Germany. In 1886, Deutsche Bank founded the Deutsche Uebersee-Bank (renamed in 1893 and merged into the parent in 1976) to represent its interests in South America, including promoting overseas trade, financial and foreign exchange activity. Headquartered in Berlin, by the First World War Deutsche Bank’s Latin American subsidiary operated several subsidiaries and many branches in several South American countries. Other German banks had investments in Latin America. In Asia they also joined forces with Deutsche Bank to create the Deutsch-Asiatische Bank. With its head office in Shanghai, it ran branches in Chinese, Japanese, South Asian, and even German cities, as well as in India and Singapore (Hertner, 1990; Tilly, 1991; Gall, 1995).

Like the English, the French created free standing banks, such as Banque de l’Indochine. A few large French banks may also have come closer than British banks to the structure of modern multinational banks. One of the world’s biggest banks, Crédit Lyonnais (CL), for example, operated quite a few foreign branches in independent countries, such as Russia, Switzerland, and the Austro-Hungarian Empire. Some, like the one in New York, were short-lived ventures, but by 1913, CL operated 20, when the leading British clearing banks had none and Deutsche Bank had only three directly controlled entities (Cassis, 2003). The one in London was large and long-lasting. Its business, however, was built mostly on domestic clients (Cassis, 2005a).

American bankers lagged behind their European counterparts. The earliest American banks to maintain international operations were private American firms, such as the House of Morgan, which originated abroad and was in fact a network of partnerships and investments in joint-stock companies with international reach. By the turn of the century, however, several joint-stock banks provided services for Americans in Paris (Wilkins, 1970). By 1912, American Express operated 14 branch offices on the European continent and all over England for their travellers’ checks. Some of the American banking trusts, which were allowed to establish foreign operations, such as Bankers Trust, went abroad. The International Banking Corporation (IBC), founded in 1902 to aid American trade began operations in the Orient in 1902 and then moved into Panama and Mexico. By 1917, IBC ran 17 branches. One estimate of American bank branches abroad put them at 26 in 1913, which probably excluded American Express offices. But US regulation inhibited further investment. Federal regulation prohibited US national banks from doing foreign banking. After the 1913 Federal Reserve Act, national banks with $1 million in capital could go to foreign countries and US possessions. National City was the first with a branch in Buenos Aires in 1914, which provided services mostly for Americans abroad (Wilkins, 1970).

In short, in the spring of 1914, cross-border financial flows and foreign banking entities were widespread, especially remarkable considering the technical and regulatory constraints in some markets such as New York, which forbade foreign banks taking deposits. Even making use of funds easily attainable in one market to exploit opportunities in another—a hallmark of our era—made up a large part of pre-World War finance. But multinational banking emanated principally out of one centre, London. Foreign subsidiary or branch networks were confined to a large extent to colonies or dependent nations. The breadth and depth of multilateral banking was limited. Most transactions were between legally distinct entities, not intrafirm, and even joint stock banks doing business internationally linked to their home and other markets by personal relationships. Foreign banks had limited access to cheap public or quasi-public funding at subsidized rates. With the exception of those banks specifically established to do some sort of international business, the vast majority of joint-stock banks’ activities (offices, personnel, services, and revenues) were confined to the country—and in the case of America to their state—of incorporation.

MULTINATIONAL BANKING DURING EUROPE’S SECOND THIRTY YEARS WAR

The First World War shattered many norms of multinational banking, along with so many other human endeavours. Whether the war and its aftermath increased or decreased multinational banking in aggregate, however, is unclear. It certainly transformed many of its features. The short-term effects were dramatic. With customers trying to sell securities as quickly as they could, stock markets closed during the first few days of hostilities. Once-convertible currencies quickly became blocked. For a time, all banks closed. Even famous and wealthy international clients of major banks could not travel easily or access their funds (Wilkins, 1974; James, 2001). In August 1914, international bankers all over the world desperately sought to find ways of avoiding a catastrophe caused by disentangling the web of cross-border payments that were the day-to-day business of multinational financial organizations. Governments closed or took over branches of banks from enemy countries. During the war, many banks had to adopt surreptitious methods to do business, using cutouts from neutral countries to conduct business with neutrals and even belligerents (Wilkins, 2004; Kobrak, 2007).

In the longer run, for some countries’ banks, the war created a myriad of opportunities; for others, the war and its aftermath destroyed the pillars on which their businesses were built. The community of cosmopolitan financiers that dominated the pre-1914 financial world by and large remained, but their activities seemed governed by new rules and required new international organizations for their enforcement. Many financial transactions became more complicated and less prevalent. Many became much more political (Feinstein, Temin, and Toniolo, 1995).

Not only were the ‘calm waters’ of the pre-First World War world replaced by rapids, the placement and extent of ‘white water’ came and went with little advanced warning. The shaky and inconsistent convertibility of currencies coupled with wide fluctuations in the amount and predictability of their values may have increased interdependencies and the need for international bank intermediation. As at other interesting times, these volatile macroeconomic and political conditions served as a catalyst, if not a boon, to some international banking. Indeed, with the Versailles Peace Treaty, by dint of new borders in some geographic areas, what once had been ‘domestic banking’ became multinational (Kernbauer and Weber, 1986).

The First World War created many opportunities for American banks. By the end of the war, the combination of liberalized banking laws and a shift of economic power brought some multinational banking from London to New York. In addition to the Federal Reserve Act, other American regulatory changes immediately after the war such as the Edge Act (1919), which allowed for federally chartered corporations to engage in foreign banking activities—and much later even the Glass–Steagall Act (1933), which forced more on specialization—encouraged the establishment of foreign banking entities, sometimes only for a short time and in perverse ways (Pastré and Rowley, 1986).

Spurred by US exports, foreign capital needs, and increased American foreign direct investments, US banks aggressively expanded their foreign operations during and after the First World War. In the Middle East, for example, the war precipitated a long decline of British multinational banking in favour of American rivals (Jones, 1986). Latin America witnessed a similar phenomenon. Indeed, for much of the short twentieth century, the process of multinational banking could arguably be described as a battle between British and American banking (Pastré and Rowley, 1986), but American growth also came at the expense of other nations. Even before the Fed was created in 1913, state banks were allowed to invest abroad, but their foreign operations tended not to last long, giving way to larger national banks, such as Chase Manhattan Bank, eager to serve US clients’ international operations. National City Bank (NCB), for example, a leader in the US market, purchased IBC in 1915, which had extensive international operations and was roughly NCB’s size. The acquisition complemented NCB’s existing operations for American exporters. NCB also founded a new international company, American International Company (AIC, 1915), which was jointly owned by NCB shareholders (50%) and by other interests (50%). By 1917, after its success in Buenos Aires, NCB itself started five new branches, aiming first at US exports to those areas rather than US imports. Here, too, trade aided eventual US direct investment, yet banking FDI was still minor compared to many other sectors. Encouraged in part by European weakness and US strengths after the war, by 1920, 12 US banks had 181 foreign offices, many of which had been started between 1918 and 1920 (Wilkins, 1974). Although American banks remained more active in the world after the First World War than before, much of the international branching encouraged by the Edge Act waned after 1920. By 1925, foreign branches of US banks fell to 107 (Wilkins, 1999).

Many foreign banks wanted to be part of the New York scene; some old ones were enlarged and new ones founded. With the help of American bankers, European nations funded much of their war activities with monies raised in what was, until 1917, the largest and richest neutral country. As early as 1911, New York banking law permitted foreign banks to open ‘licensed agencies,’ but they were not allowed to take deposits. Despite the reduction of a banking presence from enemy companies, the trend continued after the war. From 1918 to 1923, the number of such agencies soared from 24 to 38. In 1923, nine alone came from London-based banks; six were Canadian; two were Chinese-based, but of UK origin. The Japanese had roughly the same number as Canadians followed by Italians, but many other countries were represented. Understandably, no banks from former enemy countries were on the list, but some, such as Deutsche Bank, maintained representative offices. In the immediate postwar environment, they devoted themselves to two very new business activities: recovering expropriated German assets from the US government and companies and guiding massive US investment into Germany (Wilkins, 2004; Kobrak, 2007).

For other multinational banks in New York, their activities remained relatively traditional, but with some new spins and new organizations. While much of their business was still devoted to trade financing and trading bankers’ acceptances, dollar certificates started being used during the war and stayed in circulation, even though they did not completely replace sterling. Some foreign banks bought interests in New York-incorporated banks. French and American banks held the shares of French American Banking Corporation (FABC), incorporated under New York law in 1919. Its mission was to encourage trade relations between the United States and France, including the French colonial empire. The French shareholder, Comptoir national d’escompte de Paris (CNEP), had 200 branches in France and in much of the world, which the French bank made available to FABC customers. The joint venture solicited deposits in foreign currencies and did foreign and commercial business of many sorts. Paul Warburg created International Acceptance Bank (IAB) with foreign and US money. IAB was a cooperative undertaking among member banks. Many British banks used similar cooperative structures (Wilkins, 2004).

Although financial institutions frequently bore a great part of the strain (James, 1991), the interwar years also opened up some new opportunities for multinational banks or domestic ones with good international contacts. Just after the war, American and even German banks exploited the general economic downturn and collapse of the mark to buy up ‘cheap’ German companies. Big German banks made money both by arranging and helping to block foreign investment in Germany (Feldman, 1989, 1991). In general, foreign exchange issues became more important for investment and trading (Kobrak, 2002). The 1924 Dawes Plan tried to resuscitate the ailing German economy by providing loans and rescheduling reparations payments. American and European banks competed to exploit the apparent stability and government-sponsored funds to fund a host of private and public borrowings, much of which came from the United States and ended up in Germany (McNeil, 1986; Feldman, 1991). Throughout the interwar period, international bankers made handsome profits engineering cross-border acquisitions and ‘divestitures,’ real and phony. Swiss and German banks played key roles in the efforts of German companies to camouflage the real ownership of their foreign operations and even to keep or transfer assets out of their home country (Kobrak and Wüstenhagen, 2006). Paradoxically, the National Socialist victories in Germany and then in Europe first made German banks less and then more multinational, before nearly destroying them completely in the wake of Germany’s ultimate defeat (James, 1995).

The financial and political tensions added several other new tasks, some profitable, others not; some with transformational impact, others not. The worldwide banking crisis in the 1930s unleashed a torrent of defaults, requiring a series of standstill agreements engineered by international bankers (Forbes, 2000), complicated foreign exchange trading of blocked funds, and even arbitrage transactions with funds held outside of clients’ home countries, some of which required deceiving long-standing clients and colleagues (Tooze, 2006). But with cross-border transactions reduced to a trickle and banks in crisis in their home countries, most of the American banks retreated further from Europe and many European banks could not afford to keep open even representative offices in New York. As Nazi controls of the German economy increased, German joint-stock and private banks became involved in the transfer of Jewish assets out of Germany, separated themselves from their Jewish colleagues—creating a huge banking diaspora—and even before the war, used Germany’s new hegemony in central Europe to expand their international operations (James, 1995). In short, the politicization of finance may have created a few short-lived opportunities to make money, but, more importantly, by the 1940s, it gutted the need for and ability to do multinational banking.

THE CALMER WATERS OF BRETTON WOODS: MULTINATIONAL BANKING C.1970

By 1944, building blocks of multinational banking seemed like relics of a bygone era. In the wake of the Second World War, world finance, including multinational banking, was in shatters. Few banks outside of the United States had substantial capital. Although many German Jewish bankers had escaped Nazi tyranny, the devastation and breaches of faith called into question the unity of the highly cosmopolitan world financial community (Ferguson, 2010). At the very least, as representatives of Allied governments met in New Hampshire to discuss a new world financial architecture, the prospects for multinational banking could hardly have appeared dimmer.

The financial system devised at the end of the Second World War was remarkable in its foresight and its success, especially considering the degree to which its terms were shaped by the immediate and somewhat conflicting interests of the two main economic powers, the United States and United Kingdom (Steil, 2013). To an economically broken and politically divided world, it helped bring a framework for a new world order. The relatively sudden economic abundance and security engendered complacency, higher expectations and weariness with American hegemony among large groups on both sides of the Atlantic. By the time most of the G-7 currencies became relatively convertible in the 1960s and Canada rejoined the system of fixed rates, the sense of urgency about common economic and political welfare, the key to the system’s early success, gave way to national and generational divides. The building blocks of cohesion morphed into divisive vulnerabilities. Once desperately needed US foreign investment became a threat to national sovereignty; US dollar cash reserves became US imperialism and a means of circumventing national financial regulation; periodic adjustments to foreign exchange rates became a threat to national exports; and perhaps most importantly foreign military commitments were not to threaten domestic welfare and expenditures. While Bretton Woods was functioning well, international banking returned to many of its traditional businesses, but with some new twists. According to some scholars, during the heyday of Bretton Woods, cross-border banking was simple, perhaps even dull, but probably less profitable and less risky, especially compared with what followed. With Bretton Woods’ new financial architecture, the wounds of the interwar period mended and even exiled colleagues became an asset rather than a liability in restoring networks.

Even before the breakdown of Bretton Woods, banks began to increase their international activities and presence. Many European banks got back into international banking, distributing Marshall Loan monies from the United States to their clients in desperate need of credits to fund exports and imports. The $14 billion in American aid to Europe was not completely unprecedented, but the degree of government involvement in trade financing with hard currency was relatively new. During the 1950s and 1960s, many countries developed international financing mechanisms, which aided the banks getting back into traditional trade finance, documentation, insurance, and with new products focused on development projects and cross-border leasing. As currencies became more convertible and companies, especially American ones, expanded their international investments, banks followed the money and their customers. Obtaining local resources demanded foreign activities. By the late 1960s, industrial countries’ doubled their foreign short-term liabilities every two years. Capital demands also rapidly increased foreign exchange transactions, though tiny compared to what would follow in the coming decades. European banks became very serious players with inchoate Eurocredit, which helped them provide financing for their home-country multinational clients in many regions and helped make them more adaptable. By 1971, eurocurrency markets had grown to $70 billion, and many European banks led in the emission of Euroloans. The list of the largest 15 banks in the world was no longer dominated by US banks. By the early 1970s, it included 12 Japanese and European banks, many of which had established branches or subsidiaries in eurocurrency centres (Crédit Lyonnais, 1973). The more these large banks invested in capabilities, the more they needed to roll products on as large a scale as possible.

An increase in foreign operations paralleled the increase in foreign transactions. From 1955 to 1970, US bank branches abroad grew from 111 to 536. The greatest growth was in Latin America, continental Europe and elsewhere, but even UK and Ireland, quadrupled (Wilkins, 1974). One of the main impetuses for American banks to internationalize was to tap into new sources of funding. As funding dried up in the United States, Citibank and other US markets turned to the growing interest in dollar deposits in London to circumvent constraints in the United States. They established branches there, found customers eager to deposit with them, and lent funds back to the parent. At the same time, many of the banks’ traditional lending businesses were drying up (Cleveland and Huertas, 1985). Expansion of branches included offering a wider range of services. With progressive openness for international exchange, during the decade before the end of Bretton Woods, the number of foreign banks present in France, for example, doubled. In the early 1970s, foreign operations of American banks accounted for approximately 30% of the operations in France, for example; British banks had 11, Canadian, Japanese, Belgian, and Eastern European, including the Soviet Union, each had three. Middle Eastern, Spanish, and Italian were even better represented in France (Crédit Lyonnais, 1973).

Some banks chose a compromise strategy between correspondent banks and direct investment to enter foreign markets. German and French banks in particular needed to overcome their initial reservations about setting up affiliates in London and other eurocurrency centres for the purpose of entering this lucrative market. Well into the post-Second World War period, European bank entry or re-entry, even British ones, into the US market was more tentative, often coming in the form of joint ventures and strategic alliances (Ross, 2002). By 1971, there were five big groupings of banks for international investment. Most included just European banks, but some also Japanese, Canadian, and American. Several established branches in many countries. Although the alliances’ principal aim was servicing the foreign needs of their domestic clients, some such as the American subsidiary of EBIC alliance, European American Bank (EAB) offered a wide range of services to foreign and domestic clients directly or through affiliate organizations (Crédit Lyonnais, 1973). But whether by direct investment or through joint-ventures, all of this was just the beginning.

A REVOLUTION IN REGULATION, TECHNOLOGY, AND MARKETS

By 1971, states had already allowed a new financial system to evolve that was perhaps too large for any nation or perhaps even any group of nations to control. For some observers, capital controls, once a legitimate part of public policy should give way to increased liberalization of financial markets, which they believed was the only means of dealing with the economic uncertainty unleashed by Bretton Woods’ demise (Helleiner, 1994). In short and ironically, free capital movements and Euromarkets, for example, represented both the disease of international financial instability and its cure. Transnational banking at the end of the millennium was both handmaiden and product of alternative financial architecture to that prevailing under Bretton Woods. Banks and their customers had established foreign direct investment to an unprecedented degree, in part to keep cash and their activities outside the purview of their home countries. National capital controls and tax laws, for example, provided just a few of the incentives to find supranational means of avoiding ‘frictions’ to transacting business seamlessly across borders. By 1970, foreign banks had nearly 250 offices in London and New York alone, an increase of 130% since the mid-1950s. London remained by far the preferred destination for foreign bank investment.

The end of Bretton Woods provided banks with a number of fresh opportunities and challenges that are still mainstays of our financial world. These include greatly increased demands for cross-border lending, hedging of financial risk, and greater public financing needs. The stagflation of the first decade following the fall of Bretton Woods reinforced demands for greater government social spending over a wide swath of nations, even at the price of greater borrowing, which in turn increased the need for more ‘efficient’ cross-border lending (Frieden, 2006).

The existence of megabanks cannot just be explained by the rise and fall of Bretton Woods, however. The economic, social, and political environment that produced transnational banking involved a series of developments, which were neither linear nor independent. Some developments involved increased regulation; and some involved deregulation and even a complex mixture of both. Most, like eurocurrency deposits, had antecedents before the Second World War. Some created more opportunities for banks, others just created barriers or added costs and competition. Some involved national government actions, others supranational organizations or private technology.

Transnational banking, for example, seems unimaginable without Eurodeposits, which owed their existence to perceived political risk in the United States; the limits on the activities of American banks; and the decisions of many governments, especially the UK to treat them as outside of their own jurisdictions (Schenk, 1998). The existence of large amounts of cash held in accounts largely unregulated by any national regulator unleashed a chain reaction. It stimulated innovation and foreign financial investment, which in turn added more incentives to create more frictionless ways of transacting business. Beginning in the 1960s and even more intensively in the 1970s, networks of foreign bank branches used the Eurodeposits, mostly in dollars, then in Deutsche Marks (DMs), to circumvent national banking controls and develop new banking techniques. The bulk of the 20–30% growth in credit came in these new markets, which required extensive branching, especially in key Euromarkets, such as London, New York, and Luxembourg. Without Euromarkets, certain developments in international markets would have remained unimaginable. Interbank transactions made up two-thirds of the eurocurrencies’ volume, in part to create a seamless exchange between domestic and offshore banking. Lending between parent and affiliates reduced the interest rate differentials and arbitrage, making the markets more efficient for bankers and harder to control for regulators. Multinational and even domestic customers of multinational banks could access a greater range of financing alternatives (Gleske, 1984; Schenk, 2002).

Consider two examples that contributed to the growth of multinational banking: the management of inflation and foreign exchange risk, and Petrodollars. The floating rate system led to vast increases in foreign exchange trading well beyond the needs of cash settlement for goods and services. Banks were expected not only to trade quickly and efficiently, providing currency wherever a client was, but also provide advice and methods for hedging risk. From 1971 to 1984, the Deutsche Mark, for example, fluctuated between 3.6 to 1.8 and then back again to 3.4 against the dollar, shifts in rates which could make or destroy businesses. By 1980, not only were forward contracts more actively traded for hedging, but foreign exchange swaps, futures, and options, trading both on public exchanges and over-the-counter (OTC) transactions, had grown immensely. Some of these instruments did not even exist for use with foreign exchange in 1970. Once small departments of major banks, foreign exchange trading grew exponentially, globally, and as major bank profit centres. Whereas in 1973, daily foreign exchange trading volume was only $10 billion, 20 years later it stood at nearly $1 trillion (Shapiro, 2003). As their clients moved abroad, so too the large banks had to follow, investing more and more in faster and faster solutions. The breakdown of fixed exchange rates and a spike in energy prices stimulated demand for what we now call offshore deposits, and for a means of effectively channelling the funds of suddenly wealthy countries to those short of cash, sometimes merely recycling the funds back to oil producing countries. From the end of 1967 to 1973 alone, the dollar deposits held by the eight European countries reporting to the Bank of International Settlements (BIS) went from $22.7 to $191.4 billion, accompanied by an increase of nearly $70 billion in non-US dollar deposits. By 1973, industrial and developing countries were among the largest users of eurocurrency borrowings. Some 80% of the lending was to governments or to agencies guaranteed by governments (Grubel, 1977). From 1972 to 1981, the external debt of developing nations climbed from $100 to $500 billion, of which approximately 50% was to private lenders, a figure that alone had grown twelvefold during the same period, facilitated by multinational bank lending to the public and private sectors (Aliber, 1984). Between 1971 and 1983, industrial countries’ proportion of public spending in their economies increased from 33 to 44% of GDP. Oil money played a crucial role in that borrowing and banks needed to be close to the sources and uses of deposits, which generated $150 to $200 billion of the Organization of Petroleum Exporting Countries (OPEC)-related financings between 1974 and 1980 (Frieden, 2006).

Although the macroeconomic and commodity pricing changes were global, much of the impetus for transnational banking came out of the United States, but other countries quickly followed. During the last decades of the twentieth century, US banks were among the most aggressive in foreign investment. From 1975 to 2000, US banks with foreign branches grew from 8 to 126; total branches for those US banks alone climbed from 131 to 762, while assets of foreign branches of US banks climbed from $3.5 to 176.5 billion. By 1996, US banks held over $1.1 trillion in assets in overseas branches and subsidiaries taken together. During the first half of 1999, for example, 8 of the top 20 issuers of West European corporate bonds were American banks, accounting for roughly the same percentage of the value of the bonds.

Financial regulations in the US and some other countries, moreover, led to the grouping of investment in intermediaries under statutory pressure and with economic incentives to optimize returns with diverse and often short-term investments, on a worldwide scale. Investors seek to find special opportunities and effective diversification, not to manage actively these investments (Roe, 1993). US regulation, in particular, stimulated the growth of new organizations for collecting savings whose statutes encouraged a wide breadth of investing and little long-term commitment to companies. National regulations—or sometimes more accurately the lack thereof—have contributed to the creation of vast new sources of liquidity and intermediaries that are largely independent of national controls, facilitating quick movement among different asset classes and geographic regions, but which are often administered in money-market centres. From 1996 to 2006, hedge fund assets alone grew from $130 billion to $1.5 trillion. During roughly the same period, private equity investments grew from $59 to $364 billion (Erturk et al., 2008). As with many economic sectors, these developments have encouraged financial firms to strive to be both local and international institutions, highly coordinated (but not centralized) multinationals that internalize many international activities (Pilelis and Sugden, 1991).

Within a decade of the fall of Bretton Woods multinational banking was propelled well beyond where it had been before the FirstWorld War, in ways that go beyond pure numbers of operations, but the numbers themselves are impressive. From 1971 to 1975, the international earnings of the 13 most international US banks more than tripled. For five of them during that period, foreign earnings accounted for over half of their total income; for the whole group, nearly 48%.1 By 1981, the United Nations estimated that banks operated 4,500 foreign branches, subsidiaries, and other entities. About 1100 of these entities were in financial or offshore centres, such as Luxembourg, Switzerland, the Caribbean, and Hong Kong. Nearly 90 banks offered extensive services in more than five countries, 22 of these in major developed markets, such as the United States, Great Britain, France, and Germany. Developing countries served as hosts for 1,600. Moreover, most of the developing markets in which they operated were no longer dependent states, but rather truly independent nations with independent regulatory regimes. US banks led the way with approximately one-third of the total, but they were not alone (Aliber, 1984).

Some non-American banks pursued very aggressive international strategies. Some 15% of the multinational banks were British; less than 10% of French or Japanese origin (Aliber, 1984). By 1980, Barclays, for example, got 56% of its business outside of the United Kingdom. While there were many more American multinational banks, Barclay’s had more foreign branches than all American banks put together. Only a few US and Canadian banks pursued an international branching strategy approaching that of Barclays. But several other British colonial banks, such as Standard Chartered and Hong Kong and Shanghai Banking Corp., were very active outside their original home markets and Great Britain. In 1980, over 70% of Standard Chartered assets and nearly 97% of its pre-tax profits came from outside the United Kingdom (Jones, 1993). Continental Europe’s largest bank, Crédit Agricole, opened its first overseas branch in 1979. While some other European banks operated abroad, most of their activities were confined to joint ventures with other European banks.

A great deal of international banking remained centred in London, whose historical accumulation of know-how and technical skills as well as balanced regulation seemed to be nearly as enticing in 2000 as in 1900. British banks were also very active in the eurocurrency and Petrodollar markets, but they were not alone among European banks (Ackrill and Hannah, 2001: 325). In about 2000, nearly 520 foreign banks employing 72,000 people operated in London. These banks were particularly active in cross-border lending—loans to a borrower in a country other than the lenders’ or in a currency other than the lenders'—which doubled from 1988 to 1998. Much of this lending was done on a syndicate basis, requiring banks from many countries to band together to reduce risk and marshal huge sums of money (Hughes and MacDonald, 2002).

The wave of US banking investments in Europe, moreover, led to calls for reciprocity for foreign banks in the US. More foreign banks recognized that they had some special competitive advantages in the otherwise tightly and complicatedly controlled American market. Some of those advantages held by foreign banks actually reinforced calls among US bankers to eliminate obstacles to interstate and universal banking that transformed US regulation in the 1990s (Heffernan, 1996; Busch, 2009). Britain, still for many activities the largest centre in the world, took a giant step toward keeping its status as home to most of the world’s transnational banks with its Big Bang in 1986 and other reforms, which made entry into British banking easier and reinforced self-regulation of the City.

The expectations of the skills demanded by bankers have changed in light of regulation and technology. High trading volumes, some standardization of products (sometimes just illusory), lower transaction costs, tax-driven placements, as well as increased availability of data, computer power, and financial risk-management techniques all contributed to the reliance on diversification and arbitrage as investment strategies to balance risk and reward. Banks are expected to invest in the people, hardware, and software to bolster their utilization and control of highly mathematical financial techniques. The application of many of these techniques and the maximization of the reward–risk relationship require a seamless exchange of information and funds as well as an ability to make markets for exotic and, at times, highly illiquid instruments. Management of risk in this manner requires not only highly sophisticated systems and trading volumes, but also investment in worldwide operations to devise innovative new products for demanding clients and to roll out products quickly to cover the huge, new IT and personnel costs, and as some have argued, overcapacity (Ackrill and Hannah, 2001; Shiller, 2003; Morrison and Wilhelm, 2007). The process contributes to a cycle of further investment in internalization of cross-border banking, increasing pressure to insure a steady stream of new products and distribution. Seen in this light, transnational institutions tend to reinforce the transnational rather than the international character of finance.2

In the post-Bretton Woods period, financial derivatives, many of which were traded in private contracts (OTC) mostly by banks, seemed to be the only antidote to extremely volatile foreign-exchange and interest rate volatility. Their complexity and huge volumes required much greater computing power (Information Technology, IT). That IT investment made the handling of vast numbers of transactions automatically, and pricing and risk evaluation with complex statistical models based on cutting-edge financial innovations, such as the Black–Scholes–Merton Options Pricing and Value at Risk Models, more feasible. Increased sales of complicated instruments and risk management helped offset a loss of some traditional banking businesses, which became in the 1970s and 1980s cheap commodities. By February 1979, the number of messages passing through the Society for Worldwide International Financial Telecommunication (SWIFT) system exceeded 120,000 a day, creating a cost effective, reliable interbank interface (Scott and Zachariadis, 2012). During the second half of the twentieth century, cross-border competition and the reduction of some forms of intermediation contributed to profit pressure on banks, playing an important role in the creation of transnational firms and a kind of cross-pollination of national financial models. Whereas all banks accounted for 85% of financial activity in 1900, by some accounts and measures, that percentage had fallen to less than 40% in 1992. The change is mainly due to easier access to capital markets and the arrival of new financial intermediaries, such as pension and mutual funds (Kohn, 1994). The combined effects of American competition, the Single European Act (1986) and the Economic and Monetary Union (1999) pushed cross-border banking and stimulated the introduction of new products and ways of business in Europe, many of which had first been introduced in the US for retail and wholesale customers (Sylla, 2002; Schröter, 2005).

While North America and Europe have witnessed an enormous increase in financial activity by foreign entities within their jurisdiction, this involvement pales in comparison to emerging capitalist economies. Foreign-owned banks account, for example, for well over half of total banking assets in Central Europe.3 By the last decade of the twentieth century, capitalism and multinational banking was thriving in Asia. In 1989, London and New York still dominated the then daily $0.7 trillion dollar foreign exchange market, conducted largely among multinational banking institutions and making up one of their most important revenue sources, but Hong Kong, Tokyo, and Singapore collectively accounted for nearly 30% of this worldwide, interconnected, 24-hour trading (BIS, September 2005 Report).

With increased investments in technology, and driven by a mixture of regulation and deregulation, the centrifugal trends continued almost uninterrupted into the 1990s. The so-called Washington Consensus increased confidence that most of the developing world was on an irreversible course towards liberal democratic governance and reinforced bankers’ interest in establishing their services, honed in developed markets, in the rest of the world. Affiliate balances in BIS reporting banks, a measure of intrabank activity, reached $12.2 trillion, nearly 40% of total bank assets. By that date, banks located in emerging markets accounted for 10% of the total affiliate balances.

But despite World Trade Organization (WTO) agreements, the entry of foreign banks into some crucial developing markets, such as India, has been relatively slow. As of September 2013, there are only 327 foreign bank branches operating in India. Nearly half are from that country’s former colonial masters.4 Complicated tax codes, government interest in acquiring more information about investors, and the remnants of banking controls in some countries pushed more banking into new offshore centres, such as Hong Kong, Singapore, and the Cayman Islands, which held $.7 trillion in affiliate accounts (BIS Consolidated Banking Statistics, March 2013). The disappearance of some currencies, mostly in Europe, pushed banks into offering new services. Perhaps most importantly, controls on public trading markets combined with lifting many of the constraints on banks trading financial instruments internally provided a new opportunity for those banks capable of creating worldwide trading platforms for financial instruments.

With this as a backdrop, it is probably no accident that the pace of cross-border bank mergers and other forms of direct investment has picked up in the last 20 years (Moshirian, 2008). The most active modern investment banks have reassumed a broad range of activities and have internationalized them, effectively internalizing what were cross-border and cross-firm exchanges. Throughout much of the 1990s, by some measures, banking and other finance firms themselves were the most active targets and acquirers in M&A deals (Gaughan, 1999: 48). Indeed, as The Economist reported in 2006, major banks were tripping over themselves to increase their global reach and product offerings by acquisitions and other means.5

Europe has witnessed few cross-border financial mergers, apart from extensive wholesale operations in money centres and a few retail operations in big cities; cross-border banking in Europe among EU-member states remains the exception rather than the rule. Financial harmonization is consistent with greater European integration, but with limited success. Pushed by the first and second banking directives in 1977 and 1988, banks licensed in one country are theoretically entitled to do business in all European Union countries without further authorization, but national bank systems still tend to be dominated by a clique of large and even small domestic banks. While the growth of cross-border M&A activity increased tenfold in the first five years of the new millennium compared with the first five years of the 1990s, about 85% of that activity occurred in Latin America and Asia. In Europe, M&A activity in the banking sector was concentrated on domestic consolidation, and cross-border in Eastern Europe. China’s privatization of some of the banking sector has helped account for increased activity there, while regional blocks such as ASEAN and APEC have removed many barriers to cross-border banking. As yet, no major American or Asian bank has merged with a major Chinese or Japanese (Moshirian, 2008).

THE PLAYERS

Like their mode of doing international business, the list of the largest 20 joint-stock banks as measured by assets has changed dramatically over the past hundred years. With different economic circumstances and different exchange rates, the list once dominated by European banks grew first to include many American and then Asian banks. Some of the largest banks in world have or have had recently large government equity participation. In 2013, all had significant foreign operations, but not all could be described as transnational, depending on how strictly one employs the criteria that I laid out. They all operate branches and subsidiaries with highly automated systems for trading and moving cash around internally. Many employ international teams for deal making, marketing, and distributing securities as well as advanced modelling to assess risk. But arguably, some are not as geographically diverse in business and management as would be expected in transnational businesses. Some banks that could be described as multinationals or transnationals specialize in wholesale finance, such as Goldman Sachs, which tends to make their asset base lower than banks offering retail and commercial services.

By 2000, most developed countries had accepted that foreign banks could do outside of their own country whatever they did inside. In the United States alone, foreign banks operate 300 branches—that is, entities that are not legally or financially distinct from their parents—and nearly 100 subsidiaries, mostly for making wholesale rather than retail loans. From 1975 to 2000, total assets by foreign banks grew in the United States from approximately $50 billion in 1975 to $1.2 trillion in 2000, which by then accounted for approximately 20% of all banking assets in the United States. In 2000, after its acquisition of Bankers Trust, Deutsche Bank, at that time briefly the largest bank in the world as measured by assets, headed the list of foreign banks in the United States with nearly $113 billion in assets there, making it one of the largest banks in the United States (Hughes and MacDonald, 2002).

By 2012, four of the largest ten banks were Chinese. Although large and international, Chinese banks are not yet as diversified as many of the European and American banks. According to the Banker Database, Industrial and Commerce Bank of China (ICBC) has 422 overseas branches, Chinese Construction Bank Corp. (CCBC) 76, and Bank of China 633 branches overseas respectively. Collectively all fall far short of HSBC’s 5,409. Citigroup’s website boasts of 3,367 branches outside North America alone, but some other banks such as Mitsubishi UFJ, Wells Fargo, and Bank of America run even fewer foreign offices than ICBC, according to their respective websites. Despite the rapid rise of Chinese wealth and banking assets, future financial foreign investment may be hampered by some internal and external factors. Chinese investment is still seen by many foreign host countries as too political an activity, and Chinese regulators seem reluctant to adopt quickly international norms for bank practices.6

Although differences in past and present public reporting makes certain comparisons difficult, telecommunications and other technological changes have provided banks with many opportunities to coordinate activities, internalize services, and access funds globally, even to create cross-border trading platforms for highly sophisticated products at the expense of public, national exchanges. By many measures, Citibank is a quintessential transnational institution. It operates with a matrix organization with regional centres and five business segments (Global Consumer; Markets, including investment banking, trading, and trust services; Wealth Management, Alternative Investments such as hedge funds and private equity, and Other Corporate Services) spread over 100 countries divided into six regions, virtually all over the world (United States; Mexico; Europe, Middle East and Africa; Japan; Asia without Japan; and Latin America). Before the 2008 Crisis, over two-thirds of its nearly 370,000 employees were based outside the United States, accounting for over half of its revenues and two-thirds of profits. Citi not only prides itself on providing top-flight advice for clients on new derivative instruments, it also offers them the opportunity to trade with the bank. For many of the derivative products especially, there would be no market if the bank did not provide one. This is especially important for most hedge funds, whose business model is highly dependent upon quickly exploiting asset price anomalies with ever increasingly refined derivatives, for which there is no public market. The bank has invested huge resources in creating an internal market, in essence warehousing securities and derivatives to build hedged positions and for future sale. As of 31 December 2007, 25% of its over $2 trillion in assets were being held for trading, up $145 billion from the year before, and nearly five times its equity capital. Trading liabilities amounted to nearly $200 billion. Though concentrated in the United States and the United Kingdom, the bank’s approximately $800 billion in investments were drawn from its affiliates all over the world (Citigroup’s 2007 Annual Report, Form 10-K).

Even after the crisis, over 60% of its employees were based outside North America. In 2010, it operated in 19 different Asian markets. With 31 million retail and card customers, Citibank claims to be Asia’s leading consumer bank. Its investment banking services in Asia include all of its main activities: wealth management, corporate finance, and trading. Over 85% of the Fortune 500 companies that operate in the region bank with Citi. In large part because of its global distribution capacity, Citi brought to market numerous governmental and private capital market offerings in the region. In Europe, nearly half of the FTSE 100 considers Citibank its lead bank (Citi’s 2010 Annual Report, Form-10-K: 8–31). With a presence in 55 European countries and jurisdictions, 23 Latin American as well as those in Asia and North America, Citi can justifiably claim to have a ‘global footprint, market position, in-country relationships and full range of solutions through’ its ‘extensive suite of products and services’ (Citigroup’s 2007 Annual Report, Form 10-K, p. 10). Although its revenues are divided roughly equally between retail and institutional activities, some regions were much stronger in one sector or another. North America accounts for nearly 50% of Citi’s retail business, but only a quarter of transactional services, a segment dominated by EMEA and Asia. But each region is represented in each segment, and none accounts for less than 5% of a business segment’s total revenues, and only three regions are below 20% of any segment’s revenues—EMEA in retail (5%), Latin America in Securities and Banking (10%), Latin America of Transaction Services (15%) (Citigroup’s 2007 Annual Report, Form 10-K).

Many non-American banks also have developed huge foreign networks and trading operations. Some large European banks such as Commerzbank and UBS have paralleled those of the American banks. Like their American competitors, with somewhat different methods of valuing complex instruments, they not only explain how they come to ‘fair value’ determinations, they also spend pages of their annual reports detailing the thoroughness of their risk assessment. To varying degrees, they have huge amounts of off-balance sheet securities under management. Some even do ‘stress testing’.7 Even the big European banks that fared better, structured their operations similarly to their competitors.

Thus, three-quarters of Deutsche Bank’s 2.0 trillion euro in assets in 2007, for example, were in the form of securities held for trading. Approximately 40% of the assets held at ‘fair value’ were derivative financial instruments. Some 66% of its nearly 80,000 employees were outside of Germany, (Deutsche Bank, Annual Report: 20, 51, and 152) with nearly 30% in the Americas and Asia. Approximately half of Deutsche Bank’s 12-person executive board were born outside of Germany, including two who are there because of the importance of their regions to the overall business, the Americas and Asia Pacific. Most of the rest of executive board members head business segments, such as Corporate & Investment Banking and Private Clients and Asset Management, which provide their services in most of Deutsche Bank offices. Although Germany still is its most important market by revenues and employees, Deutsche Bank’s business is not divided between national and international, but rather segmented into six regional headquarters, of which Frankfurt is one. Over half of its shareholders came from outside Germany. The bank prides itself on offering transaction and advising services on a global basis, as well as private client and asset management. Over half of its assets under management are outside Germany. Even retail banking was strong in the US and Japan (Deutsche Bank 2010 Annual Report).

The internalization of cross-border banking has facilitated a striking growth in banks. From 2000 to 2008, total bank assets and liabilities leaped nearly 18% per year. Several countries exceeded 20% per year (BIS Statistics, September 2009). Remarkably, even excluding the notional value of derivatives, funds held in trust, and off-balance sheet entities (as these figures from the BIS do), from the mid-1990s until 2005, international bank loans and deposits also grew at a startling rate. Loan and deposit growth was widely dispersed among nations and regions. The average annual growth rate of cross-border (external) deposits and loans converted to dollars was over 20% (BIS Statistics, September 2009). The pace was quicker for developed countries than developing ones. By March 2005, external bank loans and deposits amounted to approximately half of world output, with developed countries alone accounting for 80% of loans and two-thirds of the total external loans and deposits. Nearly three-quarters of the external loans and deposits were in Europe, with the United Kingdom accounting for one-third of both loans and deposits in that region. The second most popular origin and destination was the United States.

The international internalization of banking is even better seen in the activities of domestic affiliates of foreign banks, statistics that the BIS began to track only recently. Purely intra-bank activity is also a remarkable story and key for understanding transnational banking. From 2000 to 2008, intra-bank assets grew in all countries by approximately 15% per annum, on a compound basis. In Iceland and Australia, they grew by approximately 35% per year and the United Kingdom was not far behind with 30%, followed by France, Germany, and the United States with around 20, 15, and 13% respectively (BIS Statistics, September 2009). The story with liabilities is similar. Interesting, too, is the role that they play in many countries’ banking system. Although reliance on intra-bank funding has declined somewhat over the period 2000–08, in March 2008 for all countries it still amounted to 25% of all bank assets and liabilities. In the United States, Japan, Iceland, Germany, and Canada, intra-bank assets and liabilities were 20 to 40% of all bank assets and liabilities for all the years.8 From June 2005 to March 2008, the pace quickened (BIS Statistics, September 2009). As noted, for many years this aspect of global banking was off the radar screen or regulators.

CONCLUSION: TRANSNATIONAL BANKING IN THE AFTERMATH OF THE 2008 BANKERS’ PANIC

Transnational banks play a crucial role as a transmission mechanism for what some called ‘the global savings glut,’ but what might have better been described as a severe savings imbalance, with some countries awash in cash and others using borrowing to fend off social conflict. The greater distance between cash providers and users has helped changed the role of intermediaries and risk management (Reinhart and Rogoff, 2009; Rajan, 2010). The greater relative size of financial transactions and new financial instruments coupled with a great ability of these banks to tap into one national source of funds and then pass them onto users of capital in other nations contributed to a much more ‘frictionless’ global financial system, with more rapid and more complex worldwide impact than fifty years ago. New regulations and the multinational structure of these firms opens access to cheap sources of funds, including the discount window at a large number of central banks, and ability to distribute them through their international operations, albeit with foreign exchange and other risks.

The chief defining characteristic of transnational banks is how nimbly they draw on resources from virtually anywhere in the world to exploit opportunities anywhere. This versatility requires a huge investment in sophisticated people, computing power, and telecommunication. Given the importance of banking to the world economy and the recent attention drawn to the sector by the 2008 financial crisis, the ability of banks to reap the benefits of being at once national and international institutions has received surprisingly little attention in academic literature. Insofar as the effect of the growth of multinational financial conglomerates on the financial system is discussed in technical and more general financial literature, that discussion tends to be focused on the internalization of international sources of funding and its impact on bank and market liquidity or on its impact on entire national banking systems, especially those in emerging markets (Campello, 2002; Van Horen, 2007; Cetorelli and Goldberg, 2008).

But the transnational banks’ size and internationality goes well beyond their ability to enter emerging markets. Comparatively little attention has been given to their ability to remove much of banking from regulatory oversight (see, for example, Gorton and Metrick, 2010). Many large banks have built up their balance sheets in part to provide ‘trading platforms’ for hedge funds and other investors, whose servicing needs require not only the provision of credit lines, but also the warehousing of derivative and other financial instruments, ostensibly for greater liquidity and greater ability to build offsetting positions. Although propriety trading provides vital links to public markets, this sort of ‘shadow banking’—or shadow market making—has undermined public price discovery and clearing mechanisms, while contributing greatly to counterparty risk and the profusion of ever more complex derivative instruments that seem to defy regulatory oversight.

Although it has long been argued that firms grow and internationalize as the costs and benefits of internalizing market transactions become more favourable for the diversified, hierarchical firm, this reasoning has rarely been applied to financial services, or perhaps more importantly, to the regulatory causes and consequences of bringing certain transactions into the firm. Whereas manufacturing firms usually diversify into new aspects of the value chain without conflicting with formal, regulated markets, banks, and other financial institutions do. While even cost savings are sometimes hard to prove, perhaps more importantly, the risks of internalization are almost never treated until the system implodes or nearly implodes. Some well-informed observers maintain that the growth and international internalization of banks has come—perhaps could only come—with an implicit governmental guarantee, a practice that is historically neither new nor consistently applied, but whose 100-year long ascent has been dramatically confirmed by the events of the last few years (Haldane and Alessandri, 2009). As the dangers of this implicit guarantee become more apparent and politically unsupportable, megabanks may be forced, as they have many times in the past, to find an intertwined institutional and organizational adaptation more sustainable in the modern social order.
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CHAPTER 9

SMALL-SCALE CREDIT INSTITUTIONS

Historical Perspectives on Diversity in Financial Intermediation

R. DANIEL WADHWANI

THE very notion of a chapter devoted to ‘small-scale credit institutions’ in a definitive Handbook of Banking and Financial History ought to seem a contrivance to thoughtful readers. By itself, the chapter title—unlike those of the other chapters in this section—does not refer to a specific institutional type familiar to either scholars or practitioners. Indeed, a simple search on ‘small-scale credit institutions’ in scholarly databases renders only a few citations, and many of these simply use the phrase in passing. Moreover, the institutions one might associate with the term—such as credit cooperatives, savings banks, industrial banks, pawn shops, savings, and loans—in fact conduct very different types of financial business. Even the assumption that this broad range of institutions is ‘small’ in comparison to the commercial banks, investment banks, and private banks discussed elsewhere in this Handbook cannot be considered entirely accurate. In the United States, for instance, the typical commercial bank was historically quite small when compared to the average savings bank, and savings banks and some cooperative banks in Europe formed ‘groups’ by the twentieth century that achieved significant scale and scope.

What, then, is the purpose of a chapter on a group of institutions that can only loosely be considered related? The real premise of this chapter is historiographical. It is based on the contention that the historical record contains evidence on the importance of a range of credit institutions—on average, small in size—that do not easily conform to the organizational structures and practices of the commercial banks, investment banks, and large state-owned intermediaries that have tended to garner the greatest attention in the scholarship on financial institutions and their role in economic development. These smaller institutions include credit cooperatives, savings banks, savings and loans, credit unions, pawn shops, and various rotating savings and credit associations (ROSCAs). Together, they have been the subject of growing interest for business and economic historians for both empirical and theoretical reasons.

Empirically, though typically smaller in size than commercial and investment banks, their aggregate scale and impact has often been great. In many industrializing economies, such institutions played particularly important roles in extending financial services to the general public, in introducing financial innovations, and in providing financing to sectors and firms often overlooked by larger financial institutions. Moreover, their influence was not limited to transition economies and the early stages of industrial development. In many modern economies today such institutions continue to account for large shares of assets under management by financial intermediaries, and play a significant role in shaping the character of national financial systems.

Scholarly interest in these small-scale financial institutions arises not only from recognition of their significant role in economic development and change, but also because they pose something of a theoretical puzzle in the development of modern financial intermediation. Given the cost and diversification advantages that scale provides financial institutions, how do we account for the competitiveness and persistence of the assortment of small-scale credit institutions that are evident in the historical record? What conditions allowed such institutions to thrive in particular times and places? Why were these small-scale institutions often organized and managed differently—in terms of their ownership structures, governance, and business models—than the commercial banks and investment banks that have received much of the scholarly attention?

This chapter examines the historical scholarship on a variety of small-scale financial institutions in order to consider answers to the questions posed in the previous paragraph. It begins by discussing the reasons for the development of interest in small-scale credit institutions within the broader historiography on financial institutions and markets. Next, it surveys the literature on a number of small-scale credit institutions and warns against overly reductionist conclusions about such institutions as a category. Nevertheless, we argue, there is value in considering such institutions as a loose group because together they provide a unique perspective on how we theorize about financial intermediaries and their roles in the development of modern financial systems. More specifically, they raise questions about the reasons for variation or conformity in the size, organizational form, and practices of financial intermediaries over time and place. The chapter then examines four theoretical explanations—based in turn on information costs, location advantages, socio-political institutions and movements, and culture/narrative—that have been used to account for variations in the competitiveness of small-scale credit institutions in different historical contexts. The conclusion provides a summary of the chapter and highlights the implications of this body of research for research on financial intermediaries and systems more broadly.

THE HISTORIOGRAPHY OF SMALL-SCALE CREDIT INSTITUTIONS

Until recently, small, local financial institutions received relatively little attention from economic and business historians, and were often considered uncompetitive, marginal entities in financial systems. There were both theoretical and historiographical reasons for this relative neglect. Historically, while small banks were credited with playing a role in financing the small-scale enterprises of the early stages of industrialization (Cameron and Crisp, 1967; Lamoreaux, 1996), their significance in modern economies seemed to be more limited due to the larger scale and scope of the projects for which leading enterprises needed financing following the Second Industrial Revolution. Theoretically, large financial institutions seemed to occupy the modernizing frontier of financial systems because their size and level of diversification allowed them to use economies of scale to push down costs, to finance large projects, and to manage risks in ways that small institutions could not. As such, where the large and diversified institutions associated with ‘finance capitalism’ appeared (Tilly, 1986; Hilferding, 1990), they seemed the only alternative to the efficiency of organized financial markets as a modern form of financing. The Gerschenkronian (1962) thesis that large banks played an ‘entrepreneurial’ and not just a financial role in the development of large-scale enterprise in late industrializing countries further solidified the impression that small, local financial institutions were not at the frontier of competitive dynamics in modern economies, but rather simply financed the industrial periphery.

The recent growth of interest in small-scale financial institutions thus represents a shift in the historiography, one that has come about because of changes in both historical and theoretical considerations. The rediscovery of industrial clusters and SMEs by Sabel, Piore, Zeitlin (Sabel and Piore, 1984; Sabel and Zeitlin, 1985), Scranton (1997) and others in the 1980s and 1990s brought increasing attention to the sources of financing for these types of enterprise and for the sources of regional competitive advantages. In some cases, small, regional financial institutions were found to play an important role in financing such SMEs (Carnevali, 2005). Moreover, growing interest in consumer and household finance led some social and economic historians to examine savings banks, savings and loans, and rotating credit associations that played a pivotal role in extending financial products and services to ordinary households (Johnson, 1985; Verhoef, 2001; Wadhwani, 2002a; Mason, 2004). This work, in turn, highlighted the relative importance of such institutions in the historical record.

Historical interest in such institutions developed at a moment when they became the subjects of growing theoretical interest as well. In particular, the heterogeneity in institutional arrangements in banking and finance that the history of small-scale credit institutions seemed to reflect allowed for the empirical exploration and examination of a number of ascendant social scientific theories or schools of thought that have emerged over the last three decades. Within economics and finance, the development of transaction and asymmetric information based theories of financial firms (Diamond, 1984) was one particularly influential approach that turned to the historical record to examine and test its claims about the relative efficiency and competitiveness of small-scale institutions in gathering and using knowledge about borrowers (Guinnane, 2001, 2002). New theories of social institutions, networks, and movements in sociology (Cetina and Preda, 2012) and political science (Hall and Soskice, 2001) offered competing accounts of the reasons for historical variations in the organization and management of financial institutions. A growing interest in ‘micro-finance’ and alternative forms of financial organization in the process of economic development was often blended with these theoretical motivations in arguing for the relevance of studying small-scale credit institutions in the past (Banerjee, Besley, and Guinnane, 1994; Besley, 1995).

The growth of historical and theoretical interest in such institutions has thus led to a body of empirical scholarship on a variety of different types of small-scale credit institutions in the last two decades. The next section briefly describes a number of such institutions and their patterns of development over time and place as a foundation from which to examine the theoretical reasons for their competitiveness in later sections of the chapter.

VARIETIES OF SMALL-SCALE CREDIT INSTITUTIONS

As mentioned in the introduction, there is tremendous variety in what might be characterized as a small-scale financial institution. A brief chapter cannot cover the literature on all such institutions. To provide a sense of both the range of such institutions and their variation over time and place, this section discusses the development of four particularly important institutional forms: rotating savings and credit cooperatives (ROSCAs), savings banks, credit cooperatives, and savings and loan associations.

ROSCAs

Rotating savings and credit associations (ROSCAs) are a category of small-scale financial institutions that pre-date the development of modern financial systems, but also persist in many developed economies. They have been called by a wide variety of names in different times and places—e.g. kyes, mujin-ko, ho, stokvel, chitty—but are often treated as belonging to the same family of institutions because of similarities in their organizational form and practices (Campbell and Ahn, 1962; Geertz, 1962). ROSCAs have gained particular attention in recent years as institutions that extend credit in developing economies, and hence in providing a historical precedent for modern microfinance programmes, such as those offered by the Grameen bank.

In their stylized, theoretical form, ROSCAs are said to conform to certain common practices that distinguish them from large, formal credit institutions (Besley, Coate, and Loury, 1993). They are understood as informal, temporary institutions in which a small group of members agree to a plan of making regular, periodic payments into a common pot, which is in turn distributed to each member over the life of the organization. The order in which members receive the pot follows one of two practices. In ‘random ROSCAs’, the order is determined by a random draw in each period, with members who receive the pot excluded from subsequent drawings until every member has received the sum once. In ‘bidding ROSCAs’, members bid for the pot in each period, with the highest bid acting as a discount on the sum distributed to the winning member. The bidding system accounts for differences in individual preferences for the fund as well as for the cost of money, with early winners of the pot typically offering a significantly higher discount than those taking it in later rounds (Besley, Coate, and Loury, 1993).

For scholars employing neo-classical economic approaches, ROSCAs are most often understood as informal institutions capable of providing credit in the absence of formal financial institutions. Such situations may include less developed countries that lack modern financial systems, as well as immigrant or minority communities that lack access to formal financial institutions in industrializing or developed countries. For instance, Besley et al. (1993) have theorized that ROSCAs provide access to credit for ‘lumpy purchases’, particularly consumer durables (Besley and Levenson, 1996), in contexts in which formal credit institutions either do not exist or fail to finance such transactions. Calomiris and Rajaraman (1998) have added that such institutions, particularly bidding ROSCAs, also play an insurance function for members by providing them an option to bid for the pot to deal with the risks of uncertain future events.

Historical research, however, has highlighted the importance of ROSCAs not only in contexts where formal financial institutions fail to provide credit, but also in the development of modern, formal credit institutions and in economies with developed financial systems. It has also chronicled the wide range of financial services ROSCAs have provided over time. Verhoef (2001), for instance, found a range of different forms and purposes to the ROSCAs used by South African women (called stokvels) over the course of the twentieth century. The early stokvels formed by black women who had migrated to urban areas were for the purpose of remitting funds to family in rural areas. Over time, however, an array of other types of stokvels evolved for, among other purposes, the financing of burials and the making of large-scale formal investments. Verhoef’s research echoes work on early modern Europe and North America that suggests the existence of an array of small-group organizations with regular payment schemes by members organized for widely varying financial purposes, including saving, investment, credit and insurance (Dreyfus and van der Linden, 1996). The research suggests that the ROSCA form of organization has long been used by groups with common social bonds to meet a wide variety of financial needs.

Moreover, in some settings ROSCAs seem to have evolved into institutional vehicles for the interests of entrepreneurs and managers, as well as members. In Meiji, Japan, for instance, entrepreneurs adapted the traditional mujin-ko form of ROSCA to finance their own enterprises. Finding that the financial institutions imported from the West had limited popular appeal, entrepreneurs created ROSCAs in which members were savers alone, with organizers having sole access to the pot in the early periods of the ROSCA as a way of financing their enterprise. In other cases, the creation of mujin companies with designated managers, who received a percentage fee from each pot, led to development of both bigger ROSCAs or a portfolio of managed ROSCAs as those with expertise and control became professionalized financial managers (Dekle and Hamda, 2000). In India, for instance, some chitty funds (a form of ROSCA) scaled to thousands of members and were managed by dedicated fund managers (Anderson, 1966). Likewise, in early twentieth-century Japan, one manager parlayed his knowledge of the organizational form into the development of a series of ROSCAs (Dekle and Hamda, 2000).

The organizational form of the ROSCA has also been used to introduce new types of financial institutions and products into the market. Early building and loan associations (i.e. savings and loans) were organized essentially along the lines of ROSCAs, with terminating plans in which members contributed to the rotating pot of funds to each member to finance the building of their homes (Mason, 2004). Early credit cooperatives also seem to have emerged by adapting the ROSCA format. It was only over time, as these organizations increasingly differentiated between saving and borrowing members, developed formal managerial relationships, and established permanent organizations that they came to be considered institutionally distinct.

The use of the ROSCA form to introduce new products, services, and institutional relations to the general public suggests that it has been commonly used by financial entrepreneurs to establish novel financial arrangements while maintaining a form with which the public is familiar and comfortable. In Argentina, for instance, auto dealerships have used ROSCAs as a way of offering new auto financing and commercial banks offer ROSCA products as a form of lending (Schreiner, 2000). In such situations, ROSCAs seem to have little true information and monitoring advantages over other organized forms of transacting, but their familiarity to the public creates a form of institutionalization (in the sociological sense) that permits the offering of new financial products in familiar forms.

The role of ROSCAs in the development of other financial institutions and their persistence in many economies with modern financial infrastructures and services show that ROSCAs have not been limited to situations where a population or group lacked access to formal credit institutions. In Japan, ROSCAs came under state law and supervision with the Act of 1915, and then evolved into sogo (mutual) banks, becoming integrated as part of the formal financial system (Dekle and Hamada, 2000; Imajou, 2008). In South Africa, Verhoef (2001) shows, informal ROSCA participation has thrived and increased even as formal credit institutions developed and as black South Africans gained access to them.

The complexities of the ways in which ROSCAs have developed and changed over time reflect the social and cultural settings with which they have interacted. Economic theories of ROSCAs recognize this social and cultural embeddedness, but tend to do so in a truncated way, suggesting that the form capitalizes on existing peer relationships to reduce information and monitoring costs of financial transactions. Much of the historical research on ROSCAs, however, extend beyond this contention to emphasize the ways in which ROSCAs have contributed to changes in local financial systems by producing new information, relationships, and services, as well as in tapping into existing peer knowledge.

Savings Banks

Savings banks are sometimes distinguished from commercial banks and other intermediaries based on the functional characterization that they are institutions that invest in assets with longer maturities and in turn accept longer term deposits, not subject to immediate withdrawal. Historically, however, their practices have varied significantly over time and place and they are better understood as an institutional result of a process of co-evolution between national financial systems and the nation states within which they were embedded.

Unlike ROSCAs, savings banks were first established with the development of modern formal financial systems. The first savings banks were founded as quasi-public local institutions in late eighteenth-century Germany in order to provide working and poor people secure opportunities to save for periods of illness, unemployment, and old age, and hence to avoid dependence on charity and the state during periods of need (Mura, 1996). A similar institution was established in the United Kingdom in the 1810s (Ross, 2002; Ó Gráda, 2003). The social reformers and public officials who established these early savings banks were inspired primarily by Enlightenment ideas about the rational design of institutions that could shape individual and household behaviour in ways that encouraged personal thrift and promoted the public good. Early savings banks, in this sense, were targeted specifically at poor and working people with the mission of encouraging saving for periods of need, with the promise that such funds would be professionally and profitably managed on behalf of depositors by institutional trustees (Mura, 1996; Ross, 2002; Wadhwani, 2011b).

The basic model of the savings bank as a local financial institution managed by elites on behalf of working and poor depositors spread throughout much of the industrializing world. By the middle of the nineteenth century, savings banks had been established in most of the countries of continental Europe (Mura, 1996). Savings banks based on the British model were replicated in the United States in the 1810s and grew rapidly over the course of the nineteenth century (Olmstead, 1976; Wadhwani, 2011a). Variations on the basic model were established in many countries of North and South America (Sowell, 1993; Comin et al., 2011). Moreover, savings banks proved to be popular among middle- as well as working-class depositors in expanding wage and cash economies, as a safe and trusted way to manage household financial needs. In particular, they often served small savers and investors who were ignored by other institutions, including working-class women (Maltby, 2011; Perrinton and Maltby, 2012) and immigrants (Wadhwani, 2002b). As a result, they comprised a significant portion of the assets under management by financial intermediaries in most industrializing countries by the middle to late nineteenth century (Mura, 1996).

The rapid growth of the savings banking model and the market for professionally managed savings and investment services for ordinary people drew in competitors—including the state, capital-hungry entrepreneurs, and other types of intermediaries—who sought to tap the public as a source of funds. The subsequent divergence of the role and model of savings banking within different national financial systems owed much to how this competition unfolded over time (Wadhwani, 2011a). In countries with strong central states and a large and permanent public debt, the government typically became an important competitor to small, local savings banks by establishing ‘postal savings systems’ (Wadhwani, 2011a; McLaughlin, 2014). The UK was the first to establish such a system in 1861, but was soon followed by Belgium (1870), Japan (1875), Italy (1875), the Netherlands (1881), France (1882), Austria (1883), Sweden (1884), Hungary (1886), Finland (1887), Russia (1889), and Bulgaria (1896). In countries where postal savings systems developed early, they often crowded out the smaller, mutual institutions (Wadhwani, 2011a).

In countries with weaker central states and federalist political structures, however, the introduction of government run postal savings systems was typically delayed by fierce political battles and only introduced with provisions that constrained their ability to compete with existing financial institutions. In these national settings, the growing competition for savings deposits and depositors played out between the incumbent local savings banks and other types of intermediaries, including commercial banks. In such situations, the intensifying competition between savings and commercial banks unfolded in different ways, depending on the kinds of strategies that tended to be used by the intermediaries and the government rules shaping this competition. In some countries, such as the United States, competition and the roles of savings banks came to be segmented from that of commercial banks (Wadhwani, 2011a). In contrast, in Germany, local savings banks responded to competition from credit banks by universalizing and creating allied groups structures in order to syndicate large loans, to ensure liquidity, and implement improved managerial practices among affiliated savings banks (Fear and Wadhwani, 2013).

The role of savings banks in national financial systems today differs markedly because of the historical paths that states, corporate strategies, and the nature of competition have defined. In some countries, such as Germany, Spain, and Italy, savings banks continue to play a significant role as diversified financial intermediaries, accounting for a large share of the assets held by financial institutions. In other countries, such as the United States, UK, Denmark, and the Netherlands, their role as distinct institutions has become negligible, as the abolition of postal savings, and the failures and demutulization of local savings banks both thinned their numbers and made their practices largely indistinguishable from those of commercial banks (Hansen, 2007).

Credit Cooperatives

Credit cooperatives are intermediaries in which individual members own and control an organization that raises funds in order to make loans to the members themselves. In some respects, they are similar to ROSCAs in that they extend credit to members who may lack access to credit at mainstream financial institutions by capitalizing on the unique information and monitoring advantages they hold vis-à-vis their members. Traditionally, credit cooperatives have been organized by members with a shared social background. Members exercise control over the cooperative and participate as savers, borrowers, or both. While they share these characteristics with ROSCAs, it is worthwhile considering credit cooperatives as distinct institutions both because of their unique organizational characteristics (for instance, members to do not borrow on a periodic rotating basis, cooperatives often raise funds from depositors and other institutions as well as from members, and the organizations are permanent rather than terminating) and because modern credit cooperatives have a distinct global history.

Though informal cooperatives date back centuries, the development of formal credit cooperatives can be understood as an integral part of the emergence of modern financial systems. The creation of a system of credit cooperatives in Germany in the middle and late nineteenth century played a particularly important role in establishing the models on which modern cooperative credit associations are based. Nineteenth-century German cooperatives were established in response to the failure of existing lenders—credit banks, savings banks (Sparkassen), private banks, and money lenders—to lend to urban artisans and rural populations. The German credit cooperatives responded to this need by establishing a template for self-organization amongst groups of rural and working class urban populations to meet borrowing (and saving) needs (Guinnane, 2001).

The German cooperatives were established by several distinct movements, each with its own leaders, target populations, and organizing principles. In the 1840s and 1850s, Hermann Schulze introduced plans for the establishment of credit cooperatives to serve urban artisans and small retailers. By 1861, 364 Schulze-Delitzsch cooperatives had been established (Guinnane, 2001: 368). Beginning in the 1860s, Friedrich Raiffeisen not only extended the organizational model to rural areas, but also incorporated a strong Christian moral and religious ethos, service to small, tightly knit communities, and an emphasis on collective, shared liability of members. A third movement, led by Wilhelm Haas, also worked to establish credit cooperatives for rural markets, but did so with less ideological and moral fervour than the Raiffeisen movement (Herrick and Ingalls, 1919; Guinnane, 2001).

Though these distinct movements quarrelled bitterly, their organizations had much in common. Members controlled the organization, electing a management committee to run the organization and a supervising committee to oversee management. The cooperatives raised funds not only from members, but also from depositors and other financial institutions. Members were eligible for loans, and were screened and monitored by management based on peer knowledge among members of their behaviour and circumstances. In 1889, Germany passed a comprehensive law governing cooperatives that required members to capitalize the organization with shares and allowed members limited liability; though Schulze-Delitzsch and Haas cooperatives seem to have embraced these provisions, the Raiffeisen ones did not, introducing only minimal share values to meet legal requirements and insisting on the unlimited liability of members as an essential element of cooperative principles (Guinnane, 2001).

The German cooperatives in each movement also established institutions at the regional and national levels in order to deal with collective liquidity, management, and governance problems. The regional institutions included a bank to provide liquidity to member cooperatives and an association to aid member cooperatives with management issues and to provide an independent audit of their books. In addition, an apex national-level bank and association was established for each group of cooperatives in order to pursue common political and economic aims at the national level. These affiliated group structures effectively allowed member organizations advantages associated with scale and scope in economic and political activities, while maintaining control by member organizations at the local level (Guinnane, 2003). By the eve of the First World War, credit cooperatives had grown into one of the main pillars, alongside credit banks and savings banks, of the German banking system (Deeg, 1999). In 1914, there were 19,000 cooperatives in operation and they accounted for 7% of banking liabilities (Guinnane, 2001: 366).

The cooperative model was quickly adopted in other parts of continental Europe, with varying degrees of success. Urban credit cooperatives based on the Schulze model were introduced into Italy in the 1860s, and Raifaissen-type rural credit cooperatives were established beginning in the 1880s. These grew into significant institutions of the Italian financial system by the eve of the First World War (Carnevali, 2005). Similar urban and rural credit cooperatives also developed into important institutions in Austria, Belgium, and France by the interwar years as they met credit needs overlooked by other financial intermediaries and markets. In contrast, credit cooperatives seem to have achieved only limited success in Denmark, where the savings bank model was adapted to the credit needs of rural and urban artisan populations (Guinnane and Henriksen, 1998).

In Anglo-American countries, credit cooperatives were introduced relatively late in the development of modern financial systems and faced a number of obstacles that limited their overall role and impact as a distinct model of intermediation. In many cases, other institutions—including savings banks, postal savings systems, and commercial banks—were already providing services, especially savings and investment products, for working-class, middle-class, and rural populations. Guinnane (1994) has shown that in rural Ireland, for instance, credit cooperatives failed to thrive in part because they had to rely on funds from existing financial institutions and the government rather than from ordinary depositors, who tended to place their money in the well-established postal savings system; without oversight by depositors and local elites, Irish cooperatives often lacked the peer monitoring and enforcement that had been crucial to the success of their German counterparts. Likewise, in the United States, credit cooperatives—known as credit unions—were introduced by social reformers and progressive employers as a way for employees to avoid worker dependence on usurious money lenders. Typically, they depended on employment status and the stability of future earnings to extend loans, rather than on the information and enforcement embedded in peer relationships. Though the cooperative credit model played a niche role in these systems, the relatively late introduction and difference in social context for its establishment meant that it did not grow into a significant alternative to mainstream commercial and savings banking, as they did in some continental European countries (Moody and Fine, 1971).

In certain Asian countries, in contrast, cooperative credit associations were introduced during formative periods in the creation of modern financial systems and subsequently developed into a significant model of intermediation. In Japan, for instance, credit cooperatives on Raifeissen principles were introduced in the Meiji period and formalized in law, along with other types of cooperative associations, by the Cooperative Law of 1900 (Klinedinst and Sato, 1994). These cooperatives played an important role in financing agriculture and facilitating trade, supporting the development of cash crops such as silk (Tanaka, 2012). In the 1910s the Ministry of Agriculture and Commerce adapted the law to facilitate the formation of urban cooperatives for the purposes of small business finance, and these subsequently developed into a major factor in interwar financing of small and medium-sized enterprises (Imajou, 2008). During the postwar period, cooperative credit was reorganized into three types of institutions: traditional credit unions; Shinkin banks, which were in many respects similar to regional banks; and rural area credit cooperatives. Likewise, in colonial India, British civil servants introduced rural cooperative credit associations on the Raifeissen model, including the adoption of regional banks and auditing associations, in the 1890s. By 1930 there were 100,000 cooperatives on the Subcontinent (Robert, 1979: 163). In China, cooperatives were introduced in the 1920s as one of a series of reforms designed to help relieve economic distress among farmers (Mallory, 1931).

The introduction of credit cooperatives into colonial India illustrates that the peer information and monitoring advantages of the cooperative form was at times used not only to extend credit to those unserved by other intermediaries but also toward coercive social and political ends. Robert (1979: 183) showed that while the British introduced the Raifeissen model with the good intention of relieving credit constraints and rural poverty, the cooperatives introduced in Madras Province in the early twentieth century evolved into ‘a highly politicized credit structure manipulated by rural elites, local politicians, and Government alike’. With government and political complicity, rural elites gained control of Madras’ credit cooperatives and used them to maintain the economic dependence and political fealty of small farmers. Ironically, then, credit cooperatives’ employment of peer information and monitoring to extend credit could at times be used coercively to limit long-term wealth accumulation opportunities among those they had originally been designed to serve.

Savings and Loans

Savings and loan associations (also known as building societies and as building and loan associations) have historically specialized in providing long-term, amortized loans to individuals and families in order to purchase or build homes. Theoretically, savings and loans (S&Ls) manage the risks of extending long-term credit through the accumulation of superior information about borrowers and local real estate markets and values and by establishing rules about loan-to-equity ratios and payback schedules that reduce or spread risk.

Building societies were first established in the UK in the late eighteenth century and drew heavily on the organizational example set by friendly societies, a form of mutual insurance based on periodic payments by members into a common fund that paid benefits during periods of need, such as illness, unemployment, or death (Gosden, 1961). Early building associations adapted this institutional model, which was familiar to many working and middling Britons by the late eighteenth century, to the problem of financing the building and owning of homes. Much like the ROSCAs discussed earlier, building associations collected funds through a system of periodic member contributions into a common fund based on the number of shares to which a member subscribed. Funds were then distributed based on a process of bidding, in which members pledged their shares against the loan at discounts from its fully paid up par value. These early associations operated on a ‘terminating basis’—wrapping up operations once shares were fully paid up and reached their par value, effectively extinguishing the debt of the member-borrowers (Ashworth, 1980).

The British building association model spread quickly around the Anglo-American world in the nineteenth century, as it was transplanted to the US, Jamaica, Canada, and Australia. In the US, building associations slowly gained ground between the 1830s and the 1880s in the industrializing northeast, but still played a relatively minor role, compared with seller financing and lending by individuals in the overall market for home finance. It was not until the late nineteenth and early twentieth centuries that savings and loans became a significant institutional force, slowly reshaping how ordinary households purchased homes (Mason, 2004).

Several factors led to the growing influence of building associations, both within financial systems and from the point of view of household choices. One of these factors was their evolution from temporary associations into permanent, professionally managed financial institutions. Over the course of the late nineteenth and early twentieth centuries, new organizational forms of building associations were introduced, that eventually superseded the ROSCA-like terminating form. Sequentially established building associations, in which the same manager created follow-on funds, allowed for continuity and the development of expertise beginning in the late nineteenth century. Many states subsequently allowed the formation of permanent building associations that operated in ways that were very similar to a traditional intermediary. The permanent associations allowed for the introduction of a separate class of despositor-members, hence evolving away from the rotating system in which all savers were eventually borrowers (Haveman, Rao, and Pachuri, 2007). The permanent form eventually became the national standard during the New Deal, when federal chartering of savings and loans replaced state chartering (Mason, 2012).

Building and loans also gained traction by offering low down payment, longer maturity loans than other institutional lenders and their amortization feature made them convenient for the growing ranks of salary and wage employees. These features allowed a growing number of middle class and skilled working-class employees to finance the purchase of households at earlier stages in the lifecycle and on a payments basis that was competitive to renting. By the early twentieth century, building associations had become a significant factor in expanding homeownership rates in Anglo-American countries (Wadhwani, 2002; Scott, 2008).

At the same time, the strategies and structures of building associations in different countries diverged, as illustrated by the UK and US. The UK experienced a strong merger movement after the turn of the century that led to consolidation in the industry. By the 1920s, the big five building associations accounted for a significant portion of the overall market (Scott, 2014). In contrast, the US system of building and loans became increasingly fragmented, with 12,626 locally focused building associations by 1925. While the US did experience an episode in the 1880s when so-called ‘national associations’ grew quickly, the widespread failure of these associations following the Panic of 1893, combined with effective lobbying by local institutions to subsequently prevent inter-state associations, led to the prevalence of a model based on small local institutions, with apex associations that provided training and marketing benefits to member organizations (Mason, 2011).

By the middle of the twentieth century, savings and loans had not only become a major institutional force within Anglo-American financial systems, their business had also become inextricable from state policies regarding homeownership. Since its origins, legislation enabling and regulating building associations were framed in terms of the public welfare benefits associated with homeownership. In this sense, public policy makers and jurists had long seen building associations as private institutions established to meet very particular public ends, and had long regulated the corporation with these public ends in mind. By the mid-twentieth century, the political understanding of the special purposes of savings and loans had, in the US at least, actually become stronger. New Deal era legislation gave savings and loans preferential access to local savings and restricted competition in order to provide stable access to housing finance. It was not until the late twentieth century, when Anglo-American policy shifted toward a deregulated model that undermined the long-held understanding of building association as defining specialized public purposes, that savings and loans dwindled and virtually disappeared through demutualizations, mergers, and failures (Mason, 2004; Verhoef, 2009). Though small numbers still exist, they no longer play the distinct role they once did within Anglo-American financial systems.

THEORIZING SMALL-SCALE CREDIT INSTITUTIONS: REASONS FOR VARIATION OVER TIME AND PLACE

The previous section highlighted the ways in which recent scholarship on small-scale credit institutions reveal a history of variation and change in organizational arrangements and business practices among intermediaries to which earlier research had paid relatively little attention (Vitols, 1995; Deeg, 1999; Guinnane, 2001). Small-scale credit institutions, with their range of governance structures, operating practices, and firm–state relationships, seem to have not only remained competitive in a host of historical circumstances; they were often a source of innovation in financial services and played a crucial role in serving markets that larger institutions considered unattractive. Given their lack of economies of scale vis-à-vis larger institutions, what explains their relative competitiveness? How do we account for variations in their presence over time and place?

In this section, we examine a variety of theoretical approaches that have been used to account for the heterogeneity in financial intermediation that small-scale credit institutions embody. We begin by looking at studies that have emphasized the role of small-scale credit institutions in mitigating information asymmetries between institutions and their customers, which is the dominant position in the historiography. The approach, however, has been critiqued for failing to sufficiently account for patterns of geographical and temporal variation found in the historical record. We then examine some of the other theoretical perspectives that have been offered, including ones that focus on the local knowledge of small-scale credit institutions as a source of competitive advantage, on socio-political structures and movements, and on culture and narrative.

Information and Monitoring Explanations

The most commonly offered explanation for the competitiveness of small-scale financial institutions is based on economic theories of asymmetric information (Diamond, 1984). According to such a theoretical perspective, intermediaries compete in financial markets because they hold competitive advantages in overcoming the information asymmetries savers face in assessing and monitoring the risks involved in repayment by borrowers. Specifically, savers face several types of information and enforcement problems when lending their money. First, they typically have less information and poorer quality information about borrowers and their projects than the borrowers themselves. Therefore, they face adverse selection problems in assessing the credit worthiness and risks of particular transactions. Second, savers encounter problems related to monitoring and enforcement of the loan after it is made, because moral hazard problems arise as borrowers may have incentives to hide information or shift activities after they receive funding. Intermediaries compete in credit markets because they hold information and monitoring advantages that savers find valuable.

While small-scale institutions face higher per unit production and processing costs due to lack of economies of scale in transaction processing, they may benefit from the information and monitoring advantages that large institutions lack. These advantages have been linked to several particular features of small-scale institutions and the mechanisms by which information asymmetries are mitigated.

One mechanism that has been theorized to offer small institutions advantages is their ability to tap into existing social relationships to reduce information problems and improve monitoring. Institutions that can access peer-to-peer relationships capitalize on the information already embedded in social relationships and create social as well as economic sanctions to behaving opportunistically. For instance, Guinnane (2001) found that nineteenth-century German cooperatives could extend credit to rural borrowers that larger intermediaries ignored because their small size and embedded structure allowed them access to information about their neighbours that the larger more formal institutions lacked. Analysing a sample of loans made by such cooperatives, Guinnane found that they did not depend on the terms typical of credit bank loans and their pattern of extending credit to customers was consistent with the contention that they capitalized on local and personal knowledge of their neighbours. In contrast, when the cooperative model was transplanted into Ireland it was far less successful. Despite high demand for rural credit, the organizations failed because few prosperous locals joined and those depositing members who did seemed ‘reluctant to force their neighbours to repay loans … which undermined the monitoring and enforcement advantages that cooperatives potentially have over commercial banks’ (Guinnane, 1994: 38).

In contrast, others have argued that it was variations in the organizational form of the intermediation rather than the size and local embeddedness of the firms that allowed small credit institutions to serve unserved populations. The mutual and trustee forms, they contend, alleviated the problem of information asymmetries between customers and institutions because the legal form’s constraint on distribution of profits reduced incentives to behave opportunistically. Hansmann (1996) and Rasmusen (1988), for instance, have argued that savings banks, savings and loans, and other intermediaries developed in the nineteenth-century US because the alternative organizational and governance mechanisms they represented offered advantages in reducing managers’ incentives to behave opportunistically vis-à-vis joint-stock commercial banks. Savings banks, many of which took the trustee form, in which there was no separate class of shareholders and in which managers were prohibited from taking profits, held advantages in attracting small savers, who were sceptical of commercial banks and believed that the owners of such institutions acted opportunistically. Once commercial banks established their reputations and were subject to government regulations that protected depositors, these unique advantages of the mutual savings bank form disappeared and the institutions went into decline.

The use of explanations based on information asymmetries has provided a theoretically elegant and sophisticated way for many historians to explain the existence and competitiveness of a range of small-scale financial institutions. It has been particularly useful in offering insights into the relationships between intermediaries and their customers (both savers and borrowers), and the conditions under which credit is extended to market segments that had previously lacked access to institutional sources of loans. It has also allowed historians to account for a range of phenomena—including lending relationships and terms, organization structures, and governance mechanisms—and has become the predominant theoretical lens for understanding small-scale financial institutions. But recent historiography has also emphasized the limitations of relying so heavily on this one theoretical framework (Bátiz-Lazo and Billings, 2012). In many cases, the application of the theory has gotten so broad and been applied to such a heterogeneous range of phenomena as to raise questions about how effectively and completely it accounts for specific historical circumstances. Moreover, unexplained variations in the populations of such institutions over time and place suggest that other explanations are also needed (Wadhwani, 2011b). Finally, some have questioned the behavioural assumptions embedded in the information asymmetry framework. It is to some of these alternative explanations that we turn next.

Location-specific Knowledge and Clustering

The asymmetric information theories of financial intermediation described here focus on problems arising from transactions between lenders and borrowers, and how variations in organized intermediation address these problems. An alternative approach focuses less on transaction-based information and more on the specialized knowledge and relationships of intermediaries in relation to local industries and sectors. The competitiveness of small-scale intermediaries, from this perspective, arises as a form of niche differentiation in which the industrial or sectoral knowledge required to deal effectively with customers, along with the motivations of owners and managers, is location specific.

In most cases, such an approach emphasizes the links between small intermediaries and local industries. Snowden (1997), for instance, found that the localized structure of building and loans in the nineteenth-century US was the result of its ties to knowledge of local building industries. Building and loan real estate professionals were often the organizers of such intermediaries and established them for the purposes of extending mortgage financing to customers at a time when other institutions did not provide such financing. The building trades professionals establishing such institutions not only had the local knowledge and expertise on real estate conditions to specialize in such lending, their motives in facilitating financing of their local real estate business ensured the specialized and locally focused nature of such intermediaries.

Such a perspective inherently requires understanding intermediaries in relation to the non-financial industries they served. Thus, this perspective has often been employed by historians studying industrial cluster or regional small and medium-sized enterprises (SMEs), in emphasizing local financial intermediaries as one of a host of institutions supporting location-based competitive advantages. For instance, Carnevali (2005) and Zeitlin (2007) take this approach in their discussions of the importance of local financial institutions in supporting the competitiveness of SMEs and in the development of industrial districts. They emphasize the ways in which such institutions understood local industries and worked with SMEs to bolster their businesses in a way that large banks did not. Carnevali (2005), for example, emphasized the comparative advantages that localized and regional banks provided to continental European countries (in her study, Germany, Italy, and France) in the post-Second World War decades when compared to the consolidated national banking system that characterized the UK. Research on the Germany financial system by Vitols (1995) and Deeg (1999) provided much of the impetus for considering the importance of smaller and more heterogeneous sets of institutions in financing regional growth. In a careful study of the financing of SMEs in the interwar period in Japan, Imajou (2008) makes a similar point about the development of ‘financial institutions serving small business’, a category in which he includes savings banks, mutual loan funds (i.e. ROSCAs), and credit cooperatives. Imajou shows that a focus on commercial banks within the historiography overstates the credit constraints faced by Japanese SMEs, and that taking into account these smaller credit institutions offers a very different picture of SME financing in interwar Japan.

Often, the research employing this approach emphasizes the non-financial roles played by intermediaries in the production of entrepreneurial and managerial knowledge useful in the regional economy, and in coordination between firms. By specializing in financing local firms, local financial institutions inherently create knowledge about regional economies that effectively serve a management consulting and management information role in the regional economy. Regional advantages hinge on local competitive dynamics in which firms compete with one another while avoiding opportunistic behaviour that undermines trust in transactions. Zeitlin (2007) argues that ‘[c]rucial in this regard are institutions for the resolution of disputes and the provision of collective services beyond the capacity of individual and small and medium-sized firms to supply for themselves, such as training, research, market forecasting, credit, and quality control.’

While the ‘local knowledge’ view of small financial firms does much to extend our understanding of the competitiveness of small-scale credit institutions by linking them to specific industries, sectors, or locations, it sometimes leaves out or marginalizes broader social and political factors. Given the centrality of law and politics to both entry and the risk faced by particular financial institutions, this is a significant shortfall. In the next section, we examine theoretical perspectives that emphasize the importance of socio-political developments in shaping the competitiveness of small credit institutions.

SOCIO-POLITICAL PERSPECTIVES

Both the transactional and local-knowledge perspectives on the competitiveness of small-scale credit institutions assume that it is the choices of owners and managers that determine the organizational form and practices of credit institutions in particular historical situations. In turn, they sometimes marginalize the role of interactions with states and polities in determining the presence, form, and practices of small credit institutions. Indeed, to the extent that these perspectives account for law and the state, they often emphasize a limited set of simple rule setting roles for states—protection of property rights, enforcement of contracts, and the development of corporation law—and to assume that states played little role in shaping financial organizations and practices outside this framework. But, in fact, it is quite difficult to actually find historical situations where such assumptions about modern states and polities hold true. Socio-political explanations of small-scale credit institutions point to ways that modern states and political processes were crucial to the development of financial intermediaries generally and to the presence of small credit institutions in particular. From this perspective, variations in the presence, forms, and practices of small credit institutions over time was primarily determined by the structure and actions of states and polities, and their co-evolving interactions with financial institutions and markets over time.

In many cases, state interventions clearly exceeded the enforcement of property rights and contracts, and sometimes actually played a crucial role in the development of a variety of small credit institutions. Wadhwani (2006), for instance, shows that in the nineteenth-century US, legislatures and courts intervened to shape the corporate form, common law standards, and even practices of savings banks in order to protect small savers and encourage thrift. Indeed the oversight of savings banks led to the development of a novel role and an expansion in the administrative capacity of states. The essays on European savings banks in Mura (1996) highlight the centrality of states in the foundation of savings banks. Likewise, shifts in regulation played an important role in the organization of small credit institutions and their relationship to other intermediaries. Mason (2012) shows, for instance, the crucial role of the New Deal in the reorganization of building and loans from a heterogeneous set of state-chartered institutions to a uniform type of national institution.

Research has also shown that states and small credit institutions co-evolved. Wadhwani (2011a, 2011b) points to the importance of divergent patterns of state development over the nineteenth and early twentieth centuries in accounting for variations in the success and scope of savings banks. In the UK and many parts of continental Europe, savings banks thrived over the nineteenth century because central states established not only general enabling legislation but also mitigated risks for such institutions by allowing and sometimes requiring them to invest their funds in the national debt at favourable rates. In contrast, in the United States strong regional variations developed (with savings banks concentrated in the northeast) because the federalist system of chartering allowed no uniform national legal foundation for the spread of the institution. Moreover, the decline and elimination of the national debt in the nineteenth-century US meant that the federal government had limited influence in shaping the assets and risks held by such institutions, in contrast to developments in the UK and France. The role of states in shaping the competitive landscape for savings banks grew even more extensive when most industrial countries established public postal savings systems, which often crowded out local savings institutions. And, in all cases, states played a crucial role in classifying financial institutions and hence in determining the scope of business for institutions like savings banks. State development processes thus were crucial in determining the pattern and character of savings bank development because states played multiple roles—regulator, competitor, customer—that fundamentally shaped the form and practices of such institutions.

Others have pointed out that the development of small credit institutions were shaped by social movements promoting particular political ideas and values. Mason (2004), for instance, argued that a number of nineteenth-century American social movements—the Grange, the Knights of Labor, Populism—propelled the spread of building associations, since the cooperative form both fit well with the political ideas of such movements and represented an institutional alternative to banks. Similarly, Haveman, Rao, and Pachuri (2007) pointed to the importance of the Progressive movement in re-shaping the organizational structure of building associations in the US from mutual, community-based organizations into bureaucratic, professionally managed ones in the early twentieth century. The Progressive Movement’s ethos that efficiency and good governance could solve social problems and lead to better government, they show, became a set of principles on which building associations came to be based.

Such social and political perspectives emphasize how the prevalence (success or failure) of particular organizational forms and practices within the financial system can at least partly be attributed to particular political logics. In historical perspective, the practical scope and operations of various small credit institutions have changed too dramatically over historical time to attribute their success or failure to functional or economic arguments alone. Ultimately, political institutions and social processes underlie many of the larger variations in the size and form of intermediation seen over long periods of historical time.

Cultural and Narrative Explanations

Cultural explanations actually have a long history in research on small-scale credit institutions, particularly in work on ROSCAs. Landmark anthropological studies of ROSCAs conducted by Geertz (1962), Ardener (1964), and Anderson (1966) took a ‘modernization theory’ approach to explain the form and its role in change. ROSCAs, Geertz argued, represented a transitional form of economic organization, one that combined elements of ‘traditional’ exchange relations based on kinship and informality to a ‘modern’ monetary one based on formal, impersonal relationships. Indeed, Geertz suggested that ROSCAs in many ways played an educational role, teaching members how to deal with exchange based on money and agreed upon terms.

Such functional views of culture based a transition from traditional to modern societies have since fallen out of favour and, as suggested here, the historical record suggest a more complex and more persistent role for a variety of small-scale credit intermediaries that raises questions about treating them simply as a stage of economic development. Instead, cultural explanations have shifted, focusing instead on how economic actors make sense of their world, often through the narratives or stories they create and consume (Hansen, 2012).

Narrative explanations in business history (Hansen, 2012, 2014) emphasize the role of stories in shaping how actors both interpret their world and make sense of meaningful action within it. Rather than positing that actors understand developments in a realist or functional way, it suggests that the stories they tell about individuals and organizations in the economy work to attribute cause, effect, and significance to all aspects of their world. Narratives are hence ‘performative’, not just reflecting the world but also shaping it.

Cultural approaches have been particularly fruitful in analysing processes of classification and categorization in markets (Douglas, 1986). Such approaches emphasize the need to treat categories as socially constructed rather than as products of innate attributes or functions. In this regard, classification systems are seen from the perspective of ongoing and evolving sense-making processes in which actors in markets classify organizations in ways that establish their meanings and hence construct expectations about their behaviour.

Hansen (2007) has productively used such an approach to explain both the classification of small credit institutions in Denmark and the changes in this classification system over time. He shows that the distinction between savings banks and commercial banks in the mid-twentieth century was largely maintained by stories that conveyed the meaning of savings banks as non-commercial institutions that were primarily in the business of serving their communities. The crises of the 1970s, along with the rise of a competing neo-liberal narrative, however, put pressure on the savings banks to change both their form (into joint-stock companies) and their practices. Internal challenges, in turn, arose to the conventional savings bank narrative, as pressures mounted to allow consolidation to compete with commercial banks. These developments eventually overturned the existing narrative, making way for savings bank managers to act more aggressively in competing in financial markets. Many savings banks converted to joint-stock companies and changed their approach to strategy and competition, characterizing themselves as ‘small banks’ rather than as savings banks in the new narrative.

Until recently, cultural and narrative approaches have been slower than the other perspectives discussed in this chapter in gaining credibility as a way of understanding small-scale credit institutions. However, such approaches hold considerable promise because—like behavioural finance—they seek to account for ways in which non-efficient and non-functional choices and behaviours form patterns that help explain phenomena of interest. Unlike psychological approaches, however, they emphasize the public and shared (rather than the individual cognitive) foundations for such behaviour, hence rendering them open to historical research and interpretation.

CONCLUSION

This chapter has examined the growing body of historical research on a variety of small-scale financial institutions. Once considered a marginal part of modern financial systems, recent research has highlighted how the heterogeneity in form and practice that such institutions represent have often played historically important roles in the economy, extending credit to borrowers that large institutions and markets found unattractive, developing capabilities to serve particular regional clusters and SMEs, and introducing important innovations, particularly in financial products for households. The underlying reasons for such variations in the size, form, and practices of intermediaries has itself spurred broader theoretical considerations about the character of credit institutions and the factors that shape them. While a robust literature exists that had demonstrated the importance of size and organizational form in solving problems associated with information asymmetries between savers and borrowers, the explanation by itself seems to account for a modest part of variation in institutional arrangements found in the historical record. In this regard, explanations based on broader sets of factors, including on local knowledge and industrial specialization, on socio-political institutions and movement, and on narrative understandings are often needed to explain geographic and temporal patterns in the development of such institutions.

The broader implications of this research for how we conceive financial institutions and their roles in economy and society are considerable. Once ignored by historians as marginal players in financial systems, small-scale credit institutions have attracted attention precisely because they demonstrate the importance of variety in the size, organization, governance, and practices of financial intermediaries. This variety in institutional form has been shown to be particularly important in explaining the extension of formal financial services to underserved regions and populations over time. But, it has also proved relevant for understanding a number of other important questions, such as the sources of institutional innovation and change, the relationship between state development and financial system development, and the availability of choice within financial systems. In this sense, the historical record continues to provide rich material for understanding diversity in institutional arrangements that contemporary financial systems often lack.
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PART III

FINANCIAL MARKETS


CHAPTER 10

MONEY MARKETS

STEFANO BATTILOSSI

INTRODUCTION

THE core function of banking is to produce liquidity. By allowing depositors to withdraw cash or firms to borrow from overdrafts, commercial banks supply funding liquidity to their customers. When acting as brokers or dealers of securities (either as underwriters in primary markets or as market makers/traders in the secondary market), banks provide market liquidity for investors. The production of liquidity (the promise to provide cash on demand) exposes banks to liquidity risk in the form of unexpected cash demand by customers (e.g. depositors’ runs). Individual banks manage funding liquidity risk either on the asset or liability side, by holding liquid assets (cash, short-term deposits, and easily marketable short-term securities) or by borrowing from other banks (Strahan, 2010). Markets for short-term liquid assets and the interbank market are examples of money markets. In turn, depending on money markets for managing funding risk exposes banks to market liquidity risk. Due to counterparty risk and domino effects, banks may decide to hoard liquidity in case of severe uncertainties about the solvency of other banks. This can make the interbank market illiquid and turn it into a channel for the propagation of crises. Shocks may also lead to illiquid markets for short-term securities, thus impairing banks’ ability to sell liquid assets at a fair price. The dense network of financial contracts linking money markets and the payment system magnifies the threat of systemic risk. In fact, the role of a central bank acting as a lender of last resort emerged historically to allow banks to obtain emergency liquidity assistance in case of money market failures, thus preventing liquidity shocks from leading to a collapse of the payment system (Freixas and Parigi, 2010).

The notion that money markets were essential for a smooth working of the economy but were inherently unstable was a key lesson that banking theorists and practitioners had learnt from the long history of financial panics of the nineteenth century. For the same reason, the management of money market panics was central to the development of classical thinking of central banking. However, over the course of the twentieth century theoretical developments in finance and economics gradually sidelined that notion to the extent that modern models simply assume perfect money markets that never fail to recycle liquidity efficiently (Freixas and Parigi, 2010: 279–80; Mehrling, 2011: 57–65).

As private money markets (repos, interbank markets, commercial paper) turned into the main source of short-term funding for the global banking system in the 1980s and 1990s, this was to prove a dangerous oversight. No wonder that the sudden evaporation of private liquidity that set in motion the 2007–08 banking crisis looked to many like a ‘black swan’ (Taylor and Williams, 2009). The Great Recession has critically contributed to restoring the importance of money markets’ institutional organization and imperfections in economic analysis. One key element in the recent literature is the centrality of money market dealers (Brunnermeier 2009; Brunnermeier and Pedersen, 2009; Mehrling, 2011: 92–112). In normal times, by continuously quoting bid and ask prices for securities which they are ready to buy and sell, private dealers create liquid two-way markets—that is, they provide market liquidity. In order to carry their inventory of securities, dealers need to borrow, i.e. they need continuous access to funding liquidity. Their profitability depends on the spread between their borrowing costs and their return on portfolio. Money market crises are episodes in which dealers’ funding liquidity dries up (making them unable to roll-over short-term debt), feeding back into market illiquidity. The function of a lender of last resort is exactly to provide a backstop to private dealers’ funding liquidity when the private market is unwilling to provide it. For this reason, recent analyses suggest that only a ‘money market view’ inspired by classical central banking thought can make full sense of the recent events that obliged central banks, such as the Federal Reserve, to open new emergency facilities, widen to an unprecedented extent the categories of eligible collateral and counterparties, up to the point of turning itself into a ‘dealer of last resort’ (Mehrling, 2011: 25–9).

This chapter uses an analytical framework inspired by the ‘money market view’ to look into the historical experience of Britain and the United States in the nineteenth and early twentieth centuries. In both countries, money markets played a central role in the liquidity management of the banking system but were also exposed to periodical liquidity shocks with serious consequences for the real economy. The London money market traded mainly in commercial bills and banker acceptances (short-term credit instruments issued to fund domestic and overseas trade respectively) and achieved the status of centre of world liquidity in the pre-1914 era of globalization. A key factor of its success (beyond the dominant role of the UK in the world economy) was the presence of specialized intermediaries that provided both domestic and worldwide commercial intelligence, certified the quality of securities traded, and enjoyed regular access to a central bank (the Bank of England) as a source of ultimate liquidity. This institutional set-up eradicated financial panics that had been endemic until the 1860s and guaranteed an enviable record of financial stability. Gauged against the British benchmark, the New York money market served different purposes and was based on different institutions: with no central bank until the Federal Reserve Act of 1913, it also lacked deep and liquid markets for short-term credit instruments and operated essentially as an interbank reserve system channelling nationwide excess liquidity towards a small group of New York banks and the stock market. Liquidity shocks in the New York money market were also at the heart of the half-century of banking and financial crises experienced at regular intervals by the US economy between 1857 and 1907. Dismayed by their poor record, by the turn of the twentieth century US policy makers reached the conclusion that the British discount system was the gold standard of financial stability and devoted any possible effort to transplanting and adapting British institutions to the reality of the US financial system.

The chapter is structured as follows. The first section outlines the historical development of the bill of exchange and its legal characteristics (transferability, negotiability, discountability) that enhanced the emergence of a global money market in the seventeenth and eighteenth centuries. The next section describes the historical development and institutional characteristics of the London money market of the nineteenth century, and highlights the role played in it by money dealers (discount houses) operating in a fashion similar to modern money market funds. The ‘Money Market Panics’ section deals with money market panics and describes the historical process through which the Bank of England evolved into a mature lender of last resort. ‘In London’s Mirror’ describes the institutional peculiarities of the New York money market, while the final section deals with the US record of money market and financial crises of the National Banking era and the institutional reforms devised by US policy makers to guarantee financial stability.

INTERNATIONAL MONEY MARKETS IN EARLY MODERN EUROPE

Historically, money markets emerged as a by-product of long-distance trade and the international settlement system created to support it. Since the end of the thirteenth century, with the decline of the Champagne fairs and the transition from itinerant to sedentary trade systems, Italian merchants from Lombardy and Tuscany established permanent agencies or branches in Northern European trade centres such as Bruges, Paris, and London. After the opening of new trade routes from Italy and the Low Countries and the revival of ‘great’ international fairs in the late fourteenth and fifteenth centuries, a dense network of corresponding merchant bankers linked the main trade centres and banking places of Europe, from Bruges, Antwerp, and Frankfurt down to Lyon, Geneva, Besancon, Genoa, and Venice (Hunt and Murray, 1999: 65–7, 212–15).

The key financial instrument used to settle international trade transactions was the bill of exchange. An instrument of remittance and credit at the same time, bills provided a practical means of currency exchange and helped circumvent the Church’s prohibition of usury (de Roover, 1968).1 Over time the origination of bills of exchange became less dependent on trade financing and was widely used by merchant bankers for purely financial purposes. Early techniques of ‘dry exchange’ converted bills into pure loans at an interest rate determined by the price difference between the outgoing and the returning bill. Maturities also could be lengthened by rolling bills over or by drawing them on distant locations. Exchange transactions were increasingly carried out in organized markets based on specialized (sometimes licensed) brokers, which provided an efficient mechanism for settlement and price discovery. Most exchanges (Genoa, Venice, Bruges, Antwerp) worked as public markets, with merchant bankers offering their services to a large public of merchants from all trading nations. Less common were inside markets, based on a reduced number of merchant bankers of well-known reputation trading almost exclusively among themselves. Rates were generally set freely. However, in response to sharp fluctuations in market rates over the sixteenth century, some inside markets (such as Lyons) introduced ‘official’, although indicative, exchange rates agreed upon by merchant bankers of the main trading nations (Kohn, 1999).

An alternative financial security widely used in settlement by northern merchants and bankers trading in Antwerp—raised to commercial and financial preponderance over Bruges by the late fifteenth century (Hunt and Murray, 1999: 232–6)—was the letter obligatory, a common instrument of commercial credit (an acknowledgement of a debt, rather than an order to pay). Unlike bills, which were usually short-term securities (three months2) drawn on a name and held by merchants until maturity, letters obligatory were often longer term (up to 12 months), issued as payable to bearer (i.e. transferable) and assigned in settlement of trade transactions before maturity.3 Initially the circulation of letters obligatory was limited by uncertainties about their legal status. On one side, transferability was recognized as a rule by merchant courts in Bruges and Antwerp, but not by civil courts until the early sixteenth century (van der Wee, 1977: 325–6). On the other side, assignees were legally prevented from suing the assignor in case of default by the issuer, which limited circulation only to letters issued by merchants of high reputation. Adequate legal protection was achieved only in the late sixteenth century, when the principle of negotiability was recognized and the practice of serial endorsement became widespread, by which each assignor committed to pay the assignee of a matured letter in case of default by the original issuer and the previous assignors. Transferability and negotiability were rapidly extended also to bills of exchange and finally complemented by discountability—again an innovation promoted by brokers and money dealers in Antwerp (Munro, 2003). This gave a final boost to the full monetization of commercial paper issued or endorsed by names of the highest reputation and the emergence of liquid international money markets (Kohn, 1999).

The early modern geography of international money markets reflected the intensity of commercial transactions as well as the density of merchant banking connections. A core–periphery pattern emerged, with large commercial centres providing a hub for a huge volume of remittances and financial transactions. Following structural changes in trade flows, from the fourteenth to the seventeenth centuries the centre of the European monetary network migrated from the axis Venice–Bruges to Geneva–Lyons and later on to Lyons–Antwerp (Kohn, 1999). The publication of commercial and financial reports (courants, courses of exchanges) documenting foreign exchange market prices allows a more precise identification of this core–periphery pattern in the eighteenth century. Recent studies (Flandreau et al., 2009b) used bilateral quotations to gauge the intensity of financial linkages among centres—also an indirect measure of money market liquidity as well as of the degree of multilateralism in monetary relationships. This approach reveals that by the 1750s the backbone of the European settlement system had definitely shifted to the triangle of Amsterdam–London–Paris. Amsterdam was the key clearing centre for multilateral settlements and ‘the entrepôt for commercial credit throughout Europe’ (Neal, 2000: 121–2). Those ‘capitals of capital’ (Cassis 2010)—the core of a European ‘clique’ of cities spanning from Hamburg in the north to Genoa and Cadiz in the south—developed highly liquid, increasingly integrated markets for commercial bills in which foreign exchange operations disguised time credit contracts. As the arbitrage of differentials between ‘shadow’ short-term commercial interest rates gained efficiency in the late eighteenth century, the cost of capital tended to converge across main centres, especially between London and Amsterdam, which also showed strong co-movement in periods of financial crises (Flandreau et al., 2009a; see also Neal, 1990).

THE LONDON MONEY MARKET IN THE NINETEENTH CENTURY

The city-based global network of the early modern global money market predated the development of national money markets. Only in the course of the nineteenth century monetary space began to overlap with political space. The development of national money markets was one aspect of the construction of territorial currencies (Helleiner, 2003; Flandreau et al., 2009b).

An English money market was the first to emerge. In modern England, inland bills of exchange had been increasingly used to settle domestic trade transactions in response to the deepening commercial integration of provinces into a metropolitan market centred on London (Kerridge, 1988). However, it was only during the long expansion of credit that followed the suspension of cash payments by the Bank of England (1797–1822) that inland bills became the standard medium of payment of trade debts and their discounting at a bank the normal method of obtaining credit for merchants. In coincidence with an unprecedented proliferation of private country banks, the basic elements of a domestic money market began to emerge. The English banking system was polarized into hundreds of small and localized banks in the provinces and a reduced group of London-based private banks operating a clearing house and concentrated in Lombard Street.4 The two components were connected through correspondent relationships, as country banks kept balances with London banks and used them as agents for their London business (‘paying the country banker’s notes, accepting his drafts and executing his stock orders’: Scammel, 1968: 122). The construction of a market, however, required overcoming serious asymmetric information. Inland bills were basically ‘local currency’, negotiable only within the geographical areas in which the reputation of the issuer was known. In London, the Bank of England’s policy—then competing with private bankers in commercial business—was very restrictive (only bills with maturity up to two months and endorsed by two London names at least were eligible) and subject to discretional alterations. Bills of reputable country banks could be discounted by their London agents, however smaller banks and merchants’ acceptances, often carrying relatively long maturities, required an additional quality hallmark before becoming discountable in London. This commercial intelligence was what specialized bill brokers began to provide, acting as intermediaries between bankers and merchants in industrial provinces and bankers based in London or in rural areas. By the mid-1820s bill broking had become a fast-growing, albeit risky and volatile business (King, 1936: 26–35).

The 1825 crisis, originated by the monetary expansion and stock market speculative boom that followed Britain’s return to gold in 1821, was the turning point after which the bill market’s liquidity greatly deepened and the institutional bases of a modern discount system were developed. One major driver was the rise of joint-stock banking, allowed by the Act of 1826 under unlimited liability. Unlike traditional country bankers, largely based on note issuing, the new joint-stock banks were deposit banks whose profitability required an efficient use of resources; this implied minimizing cash reserves and idle balances. The bill market became the most convenient outlet for investing their surplus funds, as the liquidity and negotiability of traditional assets, such as Exchequer bills, declined. Since the new provincial banks managed their liquidity by rediscounting bills through brokers routinely and on a daily basis, the bill market began to expand at a sustained pace. The position of London bankers in the credit system also changed. The 1825 panic had demonstrated that their survival depended heavily on the Bank of England’s willingness to give them access to its discounting. Uncertainty about the availability of the Bank of England’s facilities induced them to discontinue the long-standing practice of rediscounting bills, which they began to hold to maturity as a rule. This brought home a major change in their liquidity management, which came to rely on additional lines of reserves in the form of coins and deposits held at the Bank of England, as well as a new quickly mobilizable asset: secured short-term loans to large bill brokers at rates slightly below bill rates. This new ‘call loan’ market also provided country banks with profit opportunities (as they earned no interest on deposits kept with London bankers) and a second line of reserves (King, 1936: 115–16, 275–6).

The bill market that emerged in the 1830s–1840s became the pillar of a mature discount system, in which brokers performed a critical function of liquidity distribution within a fragmented banking system still based on local unit banks. In an economic environment characterized by trade liberalization, gold discoveries, a new wave of incorporations, and a fast expansion of provincial joint-stock banks and their growing demand for re-discounting, large brokers gradually evolved into specialized dealers (also called discount houses) that borrowed from banks on a day-to-day basis and carried their own bill portfolio (King, 1935). In the 1850s and 1860s, many new discount houses were established and the largest of them were incorporated as joint-stock companies under limited liability. On one hand, the critical scale achieved by discount houses created a dense network of relationships that reduced information asymmetries on the creditworthiness of counterparties in London, in the provinces and overseas (Sayers, 1968: 39–40). On the other hand, it also created a new threat to financial stability. Keener competition led to increased leverage (growing reliance on call loans from banks), a gradual erosion of profit margins on discounting (borrowing was usually at 1% below Bank rate and the market discount rate was usually slightly below Bank rate), a dangerous tendency to operate with very low reserves and new incentives to engage in overtrading and venture into more risky business (such as ‘finance securities’ issued in advance by promoters of new companies).5 The consequences of this risky business practice materialized in the mid-1860s, with the failure of the dominant dealer, Overend Gurney—a discount house whose reputation ‘stood next to the Bank of England in the City of London’ (Bagehot, 1873: 18) but had been brought to the brink of insolvency by its taste for investment in speculative securities (Hyndman, 1892: 95–8; King, 1936: 174–5, 217–63; Flandreau and Ugolini, 2013, 2014).

The globalization of trade and finance of the last quarter of the nineteenth century changed profoundly the characteristics of the London money market. London merchant banks used to accept bills on behalf of clients for a commission, making them discountable; this led to a fast accumulation of working balances held by foreigners with London accepting houses. That was not a novelty as ‘acceptances of the big London houses had long been employed as a kind of international currency which, thanks to the freedom and extent of the London discount market, could be turned into gold at a moment’s notice’ (King, 1936: 264). In a way similar to the modern ‘originate-and-distribute’ business practice, merchant banks accepted large volumes of bills and packaged them into guaranteed ‘parcels’ that could be easily traded in the market (Bignon, Flandreau, and Ugolini, 2012). In the 1860s, the volume of inland bills started a secular decline, as country banks reduced their rediscounting in response to the 1857 crisis, and overdrafts and bank loans gradually replaced domestic bills as instruments of short-term credit. Also, the transition from unit banking to branch banking implied that liquidity distribution on national scale, until then operated through markets, was gradually internalized (King, 1936: 268–75; Nishimura, 1971). The bulk of bill supply to the market came from rediscounting by specialists in the financing of overseas trade, among which merchant bankers competed with the London offices of Eastern, colonial, and foreign commercial banks; over time, foreign finance bills would play a dominant role (Scammel, 1968: 29–30, 159–62; Sayers, 1968: 52–4; Goodhart, 1972: 143–52; and Flandreau and Ugolini, 2013). By the last quarter of the nineteenth century, the market was fully internationalized as the ‘bill on London’, quoted and traded globally, turned into the key instrument of financing world trade as well as effecting capital movements (Flandreau and Jobst, 2005). As famously noted by the Bankers’ Magazine, ‘Lombard Street is no longer a purely English or even a British institution; it belongs to all nations’.6 The London market for acceptances had become ‘the center of world liquidity’ (Flandreau and Ugolini, 2013) and the pillar of London’s supremacy as an international financial centre.7

MONEY MARKET PANICS AND THE EMERGENCE OF A LENDER OF LAST RESORT

Over the course of the nineteenth century, the British financial system experienced at regular intervals episodes of credit booms followed by sudden busts (Hyndman, 1892). The trigger of financial crises was usually a funding liquidity shock, as banks called in loans to discount houses, followed by a market liquidity shock, as dealers scrambled to liquidate bills and other short-term assets at high penalty rates. During money market panics, a liquidity backstop provided by a lender of last resort was therefore vital if a collapse of the payment system was to be avoided. For this facility, all money market participants (banks, brokers, and discount houses) turned their eyes to the Bank of England. Since the late eighteenth century, the Bank of England—a private institution operating in the discount market in competition with private bankers, but also a monopolist issuer in London and the government’s banker—had performed a special role as merchants and bankers relied systematically on its bill discount accommodation. Decisions about which bills were eligible for discounting and who could use its discount window shaped the ‘special responsibilities’ that the Bank developed towards the financial system: on one side, to prevent and check speculation and overtrading; on the other side, to provide emergency credit through discounts at times of widespread liquidity shocks (Scammel, 1968: 144).8

Learning how to perform such a systemic role was a long and painful process, as the Bank of England often found itself caught in a conflict between its profit motivation and its public responsibility. In the credit boom of the early 1820s, initially the Bank of England contributed to the boom with its ‘reckless lending policy’ (King, 1936: 77), then in 1825 suddenly pulled the brakes and stopped discounting. In an ‘atmosphere of misgiving’ (Scammel, 1968: 131), a chain of failures of country and London banks and the ensuing panic in the money market—with all the typical features (credit rationing, liquidity crunch, money hoarding) that would characterize similar episodes until the 1860s9—persuaded the Bank to reverse its restrictive policy, accepting to lend on Exchequer Bills, to make advances against the deposit of bills, and discounting generously (Neal, 1998).

The lesson learnt in the 1825 crisis shaped the Bank of England’s policy in the 1830s. Under the so-called Palmer’s ‘Rule of 1832’, the Bank of England abstained from commercial discounting in order not to interfere with private banks in ordinary times and limited itself to providing an adequate supply of convertible paper money. At the same time, the Bank of England recognized the systemic relevance of the discount market by allowing the largest bill brokers and dealers (such as Overend Gurney, Sanderson & Co., and Alexander) open discount accounts to which they could resort when tight money induced banks to call in their loans. By doing so, the Bank of England accepted a responsibility to ‘help’ the money market in times of stringency as the ultimate source of cash for the economy and primus inter pares among London bankers (King, 1936: 78–82, 88–90; Scammel, 1968: 132–47).10

A further step towards a full recognition of central bank control and regulation was the enforcement of a policy of seasonal stabilization of money supply. With its ‘equalization’ policy, the Bank gave assistance to banks and discount houses on a regular basis during period of ‘shuttings’ (i.e. the month before interest payments on government debt were due, during which the Bank’s registers were closed for the preparation of interest warrants). These were usually characterized by tight money conditions due to the accumulation of funds on the Exchequer Account at the Bank of England. Special short-term loan facilities (‘quarterly advances’) were provided at market rates against collateral of bills of exchange, Exchequer bills, India bonds, and other British securities (King, 1936: 84–6).

Over time, however, the Bank of England became increasingly wary of the potential for abuses and the spread of risky practices in this sort of ‘shadow banking system’ (Flandreau and Ugolini, 2013, 2014). The credit boom of the mid-1830s saw a ‘reckless use of the extraordinary facilities…for re-discounting in London’ by provincial joint-stock banks, the spread of ‘fictitious bills’ (long-term bills drawn against the deposit of goods or securities: a ‘ruinous system of bill accommodation’), and a boom of bills originated by Anglo-American trade. Alarmed by the growing volume of American credit, the Bank of England reversed its prior lax policy and made bills of the Anglo-American houses ineligible for discounting, thus bringing joint-stock banks, Anglo-American houses and bill brokers to the verge of collapse. The ensuing panic in the acceptance market persuaded the Bank of England immediately to reverse its policy, but the episode revealed the mixed attitude of the Bank towards the money market. It also brought to light the limits of a policy that, by keeping the Bank rate fixed (around 4–5%), regulated emergency liquidity by rationing discounts or making some bills ineligible—measures that often magnified, rather than soothe public alarms (King, 1936: 91).

The Act of 1844, that split the Bank of England into an issue department and a banking department, marked a new policy reversal. The Bank of England went back to compete aggressively with banks and discount houses in the money market, and the Bank rate was allowed to fluctuate with the market rate and adjust to the quality of the discounted paper. Thus again the Bank of England’s competitive discounting policy contributed to the credit boom of the mid-1840s, feeding back into railway speculation and abuses of ‘accommodation paper’ (finance bills) mostly originated in overseas trade. As in 1847 the railway bubble burst, the credit boom turned into bust, and a generalized confidence crisis materialized in a loss of bullion and a depletion of the Bank of England’s reserves. The bank initially reacted by rationing its discounting and lending facilities. Further restrictions (penalty rates on bills with maturity longer than two weeks, refusal to lend against any government securities) were enforced after the default of Sanderson’s, one of the leading discount houses. In a situation of a frantic scramble for liquidity, money market freezing, and massive demand on the Bank of England as an ultimate source of cash, a complete trade paralysis was avoided by the first ‘Treasury Letter’, which suspended the 1844 Bank Act, removed legal restrictions on the Bank of England’s issue of banknotes, and instructed the Bank of England to expand discounts and advances (King, 1936: 102–12, 129–48; also Wood, 1939: 164–73).

Although in the 1850s the Bank of England returned to a policy of ‘restrained’ competition with private banks in the discount market and provided regular assistance during situations of money stringencies, its policy towards the money market remained controversial. The new boom–bust cycle that ended in the 1857 crisis brought the contradiction to light. The credit boom of the 1850s was characterized by declining prudential standards by discount houses (e.g. ‘one-name’ rediscounts—taking country paper endorsed only by the remitting provincial bank, which meant virtually unlimited credit to banks; a significant part of bills endorsed and rediscounted were said to be accommodation bills, in some cases even ‘fictitious bills’, especially by acceptance houses). Their increasing dependence on banks’ call loans implied that, in times of money stringencies, discount houses were forced to rely systematically on the Bank of England’s assistance. In case of a depositors’ run, a temporary suspension of payments by both banks and discount houses had become virtually unavoidable unless ultimate funds were made available by the Bank of England (and even in that case, discount houses would be forced to sell part of their bill portfolio to the Bank of England at a loss) (King, 1936: 177–83).

The 1857 and 1866 crises followed a well-known pattern. The money market froze, as banks called in loans to dealers, discount houses suffered heavy losses and discounted only on a limited scale, pushing the discount market continuously in the Bank of England. A wave of banking crises and bill brokers’ failures triggered a generalized loss of confidence by the public, leading to gold drain, the erosion of the Bank’s reserves and a new suspension of the Act of 1844. The Bank’s official response to the 1857 episode was a new policy change that attempted to use discount rationing in order to contain moral hazard. Under the ‘rule of 1858’, bill brokers and discount houses were deprived of their right to access Bank credit of last resort (in the form of discounts or advances) as an ‘habitual’ device, thus limiting the Bank’s responsibility towards the money market to emergency situations. The change had some success as a disciplining device. In fact discount houses responded by adopting new practices: expanding reserves in government securities, reducing reliance on call loans by attracting short-term deposits, faster bill turnover, and restricting facilities at the first signal of trouble (high penalty rates on longer bills). However, it also created an atmosphere of rivalry that led the largest discount houses into a boycott policy whereby they refused to borrow from the Bank of England even during the ‘shuttings’. Tensions were exacerbated by the 1860 incident in which Overend Gurney—who had already threatened failure in 1857 (Hyndman, 1892: 79)—engaged in massive withdrawals of banknotes from the Bank of England in an abortive attempt to modify the 1858 rule, and culminated in the Bank of England’s decision to deny assistance to Overend Gurney in the 1866 money market panic, thus letting it fail (King, 1936: 199–216; Scammel, 1968: 183).

After the 1866 episode, money market and banking panics were eradicated from the British economy until the outbreak of the First World War (Turner, 2014: 49–65). Some credit this remarkable stability to the Bank of England’s policy towards the money market that, by implementing credit rationing in a discretional way, successfully contained moral hazard (Calomiris, 2011). Recent research however suggests that in the 1850s and 1860s the Bank of England’s practice was inspired by a more sophisticated attitude towards its role of lender of last resort. In fact the money market panic of 1847 was the last episode in which the Bank of England resorted to credit rationing as a means of crisis management (e.g. kept Bank rate below market rates, discounted only very short-term bills, and rejected a significant amount of discount applications, so that banks were forced to liquidate consols—their ‘best security’—at highly depreciated prices). In the 1866 panic, on the contrary, the generous support to the money market after Overend’s suspension of payments was announced, both through discounts and advances at a rate above market rates, demonstrates that by that time the Bank of England had definitely accepted its role of lender of last resort, although it remained reluctant to acknowledge it explicitly. The Bank of England was now prepared to assume its public responsibilities since it had spent the previous decade protecting itself against moral hazard through a careful selection and an enhanced monitoring of its eligible counterparties in the money market. During the panic, liquidity was injected generously by both expanding the volume of lending to eligible counterparties and by allowing bill brokers to use the discount window in spite of the official 1858 ban. At the same time, the penalty rate applied to crisis lending was motivated, not only by the need to protect gold reserves, but also by the Bank’s intention to give market participants an incentive to restore interbank lending, thus avoiding the risk of turning into the market maker of last resort (Bignon, Flandreau, and Ugolini, 2012; Flandreau and Ugolini, 2013, 2014).11

The development of a money market in which highly reputed merchant banks and specialized discount houses certified the quality of bills traded while the Bank of England guaranteed their liquidity both in normal and exceptional circumstances (but kept its prerogative to deny access to its lending facilities in case of failure to meet established quality standards) was the secret of British financial stability. At the same time, the Bank recovered the influence on money market rates it had gradually lost in the 1840s and 1850s as it had followed market rates passively (Scammel, 1968: 178–91)—a situation still criticized by Bagehot (1873) for failing to anticipate or react to shocks on gold reserves.12 In 1875, the emergence of widespread frauds in ‘accommodation bills’ led to the suspension of payments by two discount houses and a chain of mercantile failures that again shook the discount market, but there was no panic (King, 1936: 288–90). The 1878 announcement that the Bank of England was prepared to lend to the market through advances to discount houses and bill brokers at any time (not only during crises or shuttings), and especially in response to seasonal stringencies arising from the accumulation of government balances in the Bank of England (King, 1936: 297), sanctioned a policy change that had been in progress for almost 20 years. By 1890, at the time of the Baring crisis (again at the peak of a credit boom–bust cycle), the Bank of England’s tools of crisis management were sophisticated enough to prevent not only a money market panic but also a generalized run on the Bank of England’s gold and reserves, both domestic and from abroad.13 By strengthening the confidence in the stability of the British money market, the Bank of England (unlike the 1866 episode) prevented the transmission of shocks from banking crises to currency crises and critically contributed to the establishment of Sterling as the leading international currency (Flandreau and Ugolini, 2014).

IN LONDON’S MIRROR: THE NEW YORK MONEY MARKET

By the turn of the century, the British system based on an open discount market for banker acceptances with right of recourse to a central bank was regarded as ‘the ideal to which to point’ to guarantee financial stability.14 As the studies published by the National Monetary Commission (a group of experts established by the Aldrich–Vreeland Act of 1908 after the panic of 1907) proved, nowhere were the merits of the British model so much praised as in the US, where the absence of a central bank and a British-style discount system were regarded as the main source of the banking and money market panics of the National Banking era (Sprague, 1910; Warburg, 1910; Wicker, 2000; Bordo and Wheelock 2013). In fact the US financial system shared some characteristics of the British system of the early nineteenth century: a fragmented banking system based on local unit banks connected by a dense network of correspondent relationships; intense interregional flows of funds; and an increasing concentration of funds in one large, national money market. However, there were also profound differences in instruments and market organization.

As far as instruments were concerned, US domestic trade credit was largely based not on bankers acceptances (as in the UK) but on bank advances in the form of one-name promissory notes, issued on the personal security of the maker (farmers or produce dealers), collateralized by stocks, bonds, or real estate, and sometimes secured by one endorser. Over the course of the nineteenth century, promissory notes had displaced short-term trade acceptances, which were widely used in domestic commercial transactions until the Civil War. The inflationary shock of the 1860s turned them into the dominant credit instrument for merchants and farmers. In order to meet sellers’ strong preference for cash payments (on which they offered large discounts), buyers borrowed from banks by issuing single-name unsecured promissory notes with standard round denominations and used the proceeds to settle trade transactions in cash (Myers, 1931: 316–24). This practice, criticized as ‘illegitimate for the borrower and dangerous for the lender’ (James, 1978: 55–7), as well as the absence of a central bank, prevented the development of an open-market discount system.

A second instrument peculiar to the US was commercial paper—that is, short-term notes (usually between two and nine months) issued by firms and traded in open, impersonal markets. After the Civil War, commercial paper dealers gradually expanded from New York and other East Coast financial centres, where most of them had been originally established, towards the Midwest, the Pacific Coast, and the South, thus creating a national market by the turn of the twentieth century (Davis, 1965).15 Issuing commercial paper allowed companies to escape the monopoly power of local banks and was especially attractive for firms in the West and the South. Commercial paper was also attractive for commercial banks as a profit-earning liquid asset to use as a second line of reserves. Moreover, it allowed sector and geographical diversification and became an increasingly popular alternative to bankers’ balances for country banks’ seasonal surplus funds. The market was organized by note brokers, acting as pure intermediaries, and commercial paper houses, which purchased paper on their own account and operated as dealers. Discounting was nevertheless minimized as it was regarded as accommodation (‘practically equivalent to a loan to the bank on the strength of its own name’) and affected a bank’s credit (Jacobs, 1910: 16). The prevailing practice was that reserve city banks would rediscount commercial paper of their country correspondents. As a rule, however, commercial paper was always paid off at maturity and never renewed; in the absence of a developed rediscount system, commercial paper was not immediately convertible into cash before maturity (James, 1978, 174–81; 1995).

The pillar of the US system was an institutionalized market for banks’ legal reserves. In the first half of the nineteenth century, interior banks adopted the practice of depositing funds in correspondent banks located in main trade centres, especially in New York, in order to facilitate domestic trade and banknotes’ redemption. Over time, this practice evolved into a nationwide, hierarchical correspondent balance system that promoted the integration and efficiency of the payments system (James and Weiman, 2010). New York banks used to pay interest on these bankers’ balances to attract deposits. Interest rates were fixed and usually low (2% at the turn of the twentieth century), but the practice was often blamed by regulators and commentators as one main driver of an undesirable drain of funds from West to East (James, 1978: 112). After the panic of 1837, in an effort to promote liquidity and soundness of the banking system, states introduced reserve requirements under which banks had to hold a minimum liability ratio of liquid assets to draw on during times of stress (Carlson, 2013). Bankers’ balances were institutionalized as liquidity reserve first by state legislation. Eventually the National Banking Acts of 1863–64 sanctioned the concentration of bankers’ balances in New York and, to a lesser extent, other large cities, by allowing bankers’ balances to count in order to meet reserve requirements (Myers, 1931: 103–26).16

The key feature of the US system was the connection between bank reserves and stock markets. Since New York banks generally paid interest on reserve deposits, they could not afford to keep idle reserves and had to find a profitable employment for them. Most of these funds were channelled to a call loan market in which banks lent short-term to stock brokers against the collateral of purchased stocks. Banks regarded call loans as the most liquid asset available, on the assumption that stock brokers could easily sell the stock to repay the loan (Myers, 1931: 126–48).

One major problem of the US correspondent balance system was the seasonality of banker balances. In winter and summer, when farmers’ credit demand was low, country banks employed ‘surplus’ funds by increasing their balances with correspondents in New York and reserve cities, as well as by stepping up purchases of commercial paper. In turn, balances were massively withdrawn during spring (planting season) and especially fall (harvesting and crop-moving season), when local credit demand intensified in the interior. Withdrawals of correspondent deposits often resulted in an actual flow of currency that depleted New York banks’ reserves. This created seasonal stringency in the call loan market and increased vulnerability of the banking system to exogenous shocks that might happen during the tight money season (Kemmerer, 1910; Sprague, 1910; Miron, 1986). The balance of trade between New York and the interior (characterized by a large deficit during the harvest season) possibly acted as a partial countervailing factor, by increasing liquidity of country banks and widening interest rate differentials in favour of New York and attracting short-term capital to New York (Goodhart, 1969). However, the seasonal net cash outflow from New York was an empirical regularity, although a changing pattern was observed after the turn of the twentieth century, and especially after the 1907 crisis, with an almost continuous inflow of funds into New York banks and direct lending by country banks in the call loan market (James, 1978: 134–42).

Shortage of funds in country banks during the harvesting and crop-moving period was also accommodated by interbank borrowings. Usually New York and reserve cities correspondents established general arrangements for borrowing facilities up to four or five times the average balance deposited by the country bank. Interbank borrowing was mostly used by country banks and took the form of rediscounting customers’ paper (a practice farmers disliked and tended to discourage), issuing secured promissory notes or drawing on overdrafts on correspondent accounts. However interbank borrowing was interpreted as a signal of weakness and was often concealed by borrowing banks. This in turn inhibited the development of a secondary market in notes and discounts, confining interbank borrowing to transactions between correspondents (James, 1978: 149–58).

MONEY MARKET PANICS AND THE QUEST FOR FINANCIAL STABILITY IN THE US

The correspondent balance system was an institutional arrangement functional to interregional mobilization of funds in a banking system fragmented in small, local unit banks by the prohibition of interstate branching and the limited development of alternative institutional arrangements (such as ‘chain banking’) (James, 1978: 121–4; Calomiris, 2000). However, the frequency of banking panics and the repeated suspension of convertibility throughout the nineteenth century demonstrated that reserve requirements and the ‘pyramiding’ of reserves in the form of bankers’ balances failed to ensure the liquidity of the banking system and protect depositors during periods of stress. At the same time their concentration made New York the epicentre of financial panics, which were then transmitted to the rest of the country.

Wicker (2000) provides a detailed narrative of the episodes of 1873, 1884, 1890, 1893, and 1907. Mishkin (1991) documents that crises were invariably preceded by liquidity shocks in money markets, signalled by sudden spikes in interest rates in the call loan and commercial paper markets. The dynamics of crisis episodes followed a regular pattern. As soon as a confidence shock hit (in many cases in coincidence with the seasonal stringency of money market typical of fall, such as in 1873, 1890, and 1907) (Sprague, 1910), country banks recalled correspondent deposits in New York. New York banks, operating on thin reserves, called in their call loans to increase their reserve position—a funding liquidity shock for brokers—thus generating a scramble to liquidity in securities markets. As falling stock prices caused brokers’ bankruptcies, New York banks declared a partial suspension of payments, followed by suspension by country banks unable to withdraw correspondent balances. This pattern had already emerged in the 1857 panic—the first one in which the telegraph spread information of financial distress ‘with the speed of lightning to every part of the land’ (Gibbons, 1858: 357). With no lender of last resort to increase the supply of reserves, interbank borrowing of distressed country banks from reserve city banks increased significantly during the 1890, 1893, and 1907 panics, but the assistance was limited and the rate charged prohibitive (James, 1978: 158–9). As banks depended on other banks for liquidity, when an extraordinary demand for liquid assets by far exceeded supply, banks faced strong incentives to hoard liquidity, thus exacerbating the severity of the stress episode. Massive withdrawals of reserves by the bottom of the pyramid resulted in a rapid depletion of reserves within the whole banking system.

In the absence of a central bank, private institutions tried to fill the gap. The New York Clearing House, established in 1853 in order to facilitate the settlement of payments among members, evolved into a private sector mechanism to expand the supply of liquid assets to member banks in response to panics. The Clearing House issued both notes to meet the increased demand for liquidity, and loan certificates against the deposit of securities, which were accepted as payment means by other member banks (Cannon, 1910; Gorton, 1985; Moen and Tallman, 2000; Hoag, 2011; Tallman and Moen, 2012). However these facilities proved insufficient as a liquidity backstop, as loan certificates were imperfect substitutes for money (they could not be used as currency by non-clearinghouse banks or the public) and liquidity provision depended on the demand from borrowing banks and the volume and quality of their collateral. The New York Clearing House also hesitated to use additional instruments of intervention, such as reserve equalization among member banks—a measure on which they agreed only in the 1873 crisis (Sprague, 1910; Wicker, 2000: 114–38). In spite of its nascent central bank powers, the New York Clearing House failed to implement a consistent policy of lender of last resort (Moen and Tallman, 2013).

The 1907 crisis convinced US policy makers that the solution to the US financial instability required abandoning reserve requirements as a means of regulating liquidity, and to create—following the British and European experience—a central bank able to manage an ‘elastic’ currency adding liquidity to the system and serving as lender of last resort. The presence of a central bank able to provide a liquidity backstop would also prevent the hoarding of liquidity by banks during episodes of stress (Bordo and Wheelock, 2013; Carlson, 2013).

In conjunction with the establishment of the Federal Reserve system, the creation of a market for bank acceptances was the key institutional innovation pursued by US policy makers in their quest for financial stability. The objective was to diminish the reliance of the system on single-name promissory notes or commercial paper whose strength depended on ‘the standing of miscellaneous mercantile and industrial concerns’ (Jacobs, 1910: 4). A public discount market based on bankers’ acceptances would also be conducive to a money market rate that was relatively stable and with a direct relation to trade conditions, replacing the call loan rate on the Stock Exchange subject to speculative demand and violent fluctuations. In the absence of a discount market, US importers and exporters suffered ‘a distinct disadvantage’ as they had to obtain financing through Sterling acceptances in the London market, which was thought to increase their costs in commissions and expose them to exchange rate risk. Dollar acceptance would promote New York as an international financial centre, lower the cost of trade finance, and foster foreign trade (Warburg, 1910; Eichengreen, 2011: 14–26).

The Federal Reserve Act created the institutional structure required for the development of a market for bankers’ acceptances: accepting banks that reduced uncertainty discounts; dealers in the discount market that enhanced their liquidity; and a central bank supporting the market in case of distress (Haggot Beckart, 1932: 298–309). The provision that member banks should maintain reserve balances with the Federal Reserve Banks aimed at reducing their concentration in New York, thus hopefully muting the transmission of shocks from the stock market to the banking system through the call loan market. Member banks (and non-member banks in case of exceptional circumstances approved by the Federal Reserve Board) could also rediscount eligible paper—limited to private short-term securities backed by commercial and agricultural transactions (in line with the real bills doctrine) and US government securities—with Federal Reserve Banks. This would gave them access to an elastic source of liquidity in the form of Federal Reserve notes and reserve deposits.17 Since the 1920s banks’ reserve management gained efficiency with the development of a market for excess reserves held with Reserve Banks (Federal Funds) intermediated by specialized brokers (discount corporations) (Haggot Beckart and Smith, 1932: 36–48). Moreover, the Federal Reserve Banks actively supported the development of the acceptances market by standing ready to purchase (not discount) in the open market all acceptances offered at the posted buying rate (Bordo and Wheelock, 2013). Some purchases were on behalf of foreign central banks holding correspondent accounts with them. In the 1920s the Federal Reserve Banks held in their portfolio up to half of all outstanding acceptances; holdings of foreign correspondent were on average 20% of acceptances outstanding (LaRoche, 1993).

These developments enhanced the use of dollar acceptances to finance both US and third-country trade—a market dominated by New York banks (who accounted for almost 80% of outstanding acceptances in the 1920s) but characterized by keen competition and lower commissions (Haggot Beckart, 1932: 331–8)—thus giving a critical boost to the international role of the US dollar (Eichengreen, 2011: 30–3). A liquid, two-way secondary market for acceptances in which dealers were willing not only to buy from issuers but also to buy back from investors developed quickly. The endorsement of accepting banks made acceptances less risky, thus decreasing dealers’ costs of holding inventories. Dealers provided ‘immediacy’ services, which allowed market participants to buy and sell large volumes of paper, shifting the market to a high-liquidity equilibrium. On the contrary, in the commercial paper market, the secondary market remained very illiquid even after the establishment of the Federal Reserve System, as the heterogeneity of issuers raised the cost of holding inventories, increased risk and made dealers reluctant to buy back paper from investors (Ferderer, 2003).

In the 1920s and 1930s, the Federal Reserve operated as a regular lender to the banking system against eligible assets through its discount window and acceptance buying facility. This reflected a shift in the purpose of reserve requirements from financial stability to monetary policy. The Federal Reserve began to use open market operations in the market for bank acceptances to influence bank reserves and the volume of bank credit as its main instrument of monetary policy (Carlson, 2013). The Federal Reserve also stabilized market rates during seasonal stringencies by buying acceptances from dealers under repurchase agreements when market rates rose close to the fixed buying rate quoted by reserve banks; this policy allowed dealers to avoid carrying large inventories at a loss (Ferderer, 2003: 677–8).

As a consequence of the establishment of the Federal Reserve and its discount and open market operations, banking panics of the interwar period no longer had their origins in the New York money market, as had been the case in the pre-1914 period (with the sole exception of the 1893 crisis: Wicker, 2000), but rather in the interior of the country. After the stock market crash of October 1929 and in each of the four banking crises of the Great Depression from 1931 to 1933, there was a flight to safety in money markets (with a massive switch from illiquid commercial paper—whose market had been declining continuously since the mid-1920s: Haggot Beckart, 1932: 242–6—to liquid bankers acceptances: Duca, 2013) but no panic in the New York money market. The immediate and effective response of the Federal Reserve, which allowed its credit to expand after financial shocks, muted the response of short-term interest rates in New York and prevented excess market reactions (Haggot Beckart, Smith, and Adams Brown, 1932: 147–68; Wicker, 1996: 151–9). In normal times, the Federal Reserve also succeeded in smoothing seasonal shocks to funding liquidity on the New York money market (Bernstein, Hughson, and Weidenmier, 2010).

However, reducing seasonal volatility of interest rates and stabilizing the New York money market was not enough to guarantee the stability of the whole banking system. The concentration of bank reserves in New York and the connection between money and securities markets remained a distinct feature of the US financial system in the 1920s (Haggot Beckart, 1932: 65–105; Haggot Beckart and Smith, 1932: 171–260). Focusing on the banking panics of the Great Depression, Bordo and Wheelock (2013) show that, after an initial expansion, Federal Reserve’s emergency credit was quickly withdrawn from the banking system. They suggest that the Federal Reserve’s failure to act effectively as a lender of last resort in 1931–33 is explained by the flawed design of its discount window, the limited size achieved by the acceptance market and the decentralized structure of the Fed’s system. A too narrow definition of eligible assets limited the ability of many banks to obtain liquidity through rediscounting at Federal Reserve Banks or applying for advances at the Federal Reserve. Moreover, an excessively tight administration of the discount window made member banks reluctant to use the Fed’s credit in case of crisis, especially in a period of extreme uncertainty such as the early 1930s, when depositors could interpret it as a stigma. Discount loans and open market purchases of bankers’ acceptances—whose market never reached a dominant position, was highly concentrated in New York and shrank by more than 50% from 1929 to 1932—failed to prevent a dramatic decline in member banks’ reserves. Finally, the decentralized nature of the Fed’s system gave Federal Reserve Banks a sizeable margin of discretion over discount and open-market policy, which led to significant asymmetries in their response to local banking crises, often stemming from the inherent fragility of a system based on unit banking. As a consequence, and unlike nineteenth-century Britain, in post-First World War US money market stabilization was not enough to guarantee financial stability.

CONCLUSIONS

The post-crisis debate on central banking and financial stability suggests that the lender of last resort of the twenty-first century will have to operate at the intersection of monetary policy, supervision, and regulation of the banking system, and the organization of the interbank market—a complex task that would represent a major departure from the ‘wisdom of our ancestors’ (Freixas and Parigi, 2010: 311). This would be true only if one accepts that a narrow notion of the Bagehot doctrine (to end a financial panic, lend ‘at very high rate of interest’ and ‘on all good banking securities, and as largely as the public ask for them’: Bagehot, 1873: 197) is the only lesson we can draw from history.

Research in banking and financial history shows however that the past sends a much richer message. The Bank of England of the late nineteenth century was quite a sophisticated lender-of-last-resort by modern standards. It had timely recognized the critical role performed by dealers in the organization of money markets, as well as the systemic risk stemming from their exposure to funding liquidity shocks, and adjusted its liquidity facilities accordingly. Panics were a serious threat to gold reserves, and the Bank of England upgraded its supervision skills to limit moral hazard, manage counterparty risk and ensure an orderly operation of money markets. It also provided correct incentives to keep private lending in money markets flowing, thus refusing to accept a role of dealer of last resort.

Obviously such a complex approach was the product of a long and painful learning process, and the ‘soft information’ was difficult to assess for outsiders (such as US policy makers). This is the unavoidable problem of institutional reforms: to be successfully transplanted, best practices need to be adapted to the legal norms, economic institutions and political economy of the receiving environment. For these reasons the US experiment of reproducing a British-style discount system to achieve financial stability was only a partial success.
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1 As the amount to be paid by the borrower was stated in a foreign currency at a distant location, gains on any specific transaction were quite unpredictable and could be morally justified on the grounds of the risk assumed by the lender (Hunt and Murray, 1999: 72).

2 The three-month standard maturity was inherited from old practices associated with fairs, when settlement dates were set at ‘quarter days’ (10 February, May, August, and November).

3 Assignability refers to the right of the creditor (assignor) to assign the collection of a debt from the issuer to a third party (assignee).

4 The Acts of 1708 and 1742 that gave the Bank of England a monopolistic position prohibited the issuance of notes—the most important function of banking at that time—by banks with more than six partners.

5 Bagehot (1873: 291–5) provides a vivid description of their business: ‘In the trade of bill-broking, as it now exists, there is one great difficulty; the bill-broker has to pay interest for all the money which he receives … [and] cannot afford to keep much money unemployed. He has become a banker owing large sums which he may be called on to repay, but he cannot hold as much as an ordinary banker, or nearly as much, of such sums in cash, because the loss of interest would ruin him. Competition reduces the rate which the bill-broker can charge, and raises the rate which the bill-broker must give, so that he has to live on a difference exceedingly narrow. […] In times of panic, there is always a very heavy call, if not a run upon them … [and] they are obliged to ask help of some one who possesses that cash. By the condition of his trade, the bill-broker is forced to belong to a class of “dependent money-dealers”. … [But] Just at the moment when…they have to resort to the reserves of bankers for necessary support, the bankers remove from them large sums in order to strengthen those reserves. A great additional strain is thrown upon them just at the moment when they are least able to bear it.’

6 Bankers’ Magazine, 1906, II, p. 20, quoted in King, 1936: 282.

7 In the words of Montagu Norman, ‘the essential link and cog in the machine which we call the Discount Market invented and brought to perfection a side of business peculiar to the City of London, and unknown practically in other places … without which the City would have never have reached [its] position of international eminence’ (quoted in King, 1936: xi).

8 King (1936: 71–3) contends that already in the 1790s ‘the Bank was groping towards a rudimentary species of general credit control’. By lending on bills of exchange (rather than on government paper), the bank was able to monitor business conditions and ‘check any improper speculation, or any circumstances that [Bank’s directors] think injurious to the country’.

9 Hyndman (1892): 32–3 provides a vivid description: ‘And then the crash came. … In every direction the note issue was reduced, and credit was restricted to such an extent that even the bills of perfectly sound houses were rejected. … Prices fell all round with such alarming rapidity that even the most venturous buyers held aloof. … Credit was almost at a standstill. … Whoever had loans out called them in; whoever had money in hand refused to part with it at any terms.’

10 In the 1830s, the Bank also opened branches in all major trade centres, which enhanced remittance of funds from and to London, thus strengthening the working of the discount market.

11 This evidence runs against the idea that the Bank enforced its lending-of-last-resort policy ‘through a frosted-glass window’ (Capie, 2002), focusing only on the quality of collateral and not on the identity of the discounter.

12 Bagehot, 1873: 319–20: ‘It has been said that the Bank of England should look to the market rate, and make its own rate conform to that. This rule was, indeed, always erroneous. The first duty of the Bank of England was to protect the ultimate cash of the country, and to raise the rate of interest so as to protect it. … The more numerous the demands on the Bank for bullion, and the more variable their magnitude, the more dangerous is the rule that the Bank rate of discount should conform to the market rate. In former quite times the influence…of that rule has often produced grave disasters. In the present difficult times an adherence to it is a recipe for making a large number of panics’.

13 The Bank of England first succeeded in taking control of the short-term loan market, by securing control of County and India Council’s floating surplus balances. Then, after depleting money supply enough to force the market to push the market into the Bank, it allowed discount houses to rediscount bills of up to two-weeks maturity at all times. Later on, it allowed a gradual lengthening of maturities eligible (from 30 days in the mid-1890s to 120 days in 1910). At the same time the Bank committed to meet Baring’s maturing commitments and was guaranteed against losses by a consortium of City banks and houses (King, 1936: 304–5).

14 Gregory, Introduction to King, 1936: viii–ix: ‘the attempt is being made to adapt the tradition of London to the circumstances of Canada or South Africa or India’.

15 Davis (1965) contended that the westward expansion of the commercial paper market, by weakening barriers to capital mobility, critically contributed to the convergence of short-term interest rates across the US in the post-bellum period. James (1976) hypothesizes that a more powerful driver of interest rate convergence was the erosion of local banks’ monopoly power as a consequence of increased competition by state banks.

16 Under the National Banking Act of 1864, New York was designated central reserve city and its national banks were required to hold a 25% reserve in lawful money (US notes, specie, gold and silver certificates, clearing-house certificates) against notes and deposits. In turn, national banks in 27 reserve cities could meet half of their 25% reserve in the form of deposits with New York banks; country banks were subject to a lower reserve requirement (6% in lawful money and 9% in deposits with New York or reserve cities banks).

17 The ‘elasticity’ of currency that the Federal Reserve could issue was constrained by specific provisions. Reserve banks were required to hold gold reserves equal at least to 40% of outstanding notes and 35% of deposits, as well as eligible paper equal to 60% of outstanding notes.


CHAPTER 11

SECURITIES MARKETS

RANALD C. MICHIE

INTRODUCTION

THERE are four key elements to be considered when examining the history of securities markets. The first element is markets whose origins lie in the distant past, as self-contained subsistence economies were replaced by more complex systems involving specialization and trade. The second involves the invention of securities which began, in their modern form, with the spate of financial innovations that took place in the northern Italian city states from the twelfth century onwards. The third relates to those who made a business out of issuing and trading securities on behalf of others and their emergence as a specialized profession beginning in the seventeenth and eighteenth centuries. Finally there are the specialized exchanges that provided a formal market within which securities could be traded, and these only flourished in the nineteenth century.

Taken together, the constant interaction between markets, securities, and exchanges on the one hand and their relationship to the financial community they served, meant that securities markets were always in a state of flux. Advances in communications technology, changes in business organization, and government intervention forced securities markets to continually evolve and change shape both in response to their own internal dynamics and powerful external forces. The result was not uniform across the world because securities markets were the product of national financial systems of which they were integral components. Historical experience, government legislation, and the pattern of economic development have all had major influences in determining the particular mix of activities and institutions to be found in national financial systems. Governments can raise taxes and use the proceeds to directly finance capital expenditure. Businesses generate earnings that can be re-invested internally in new projects. Banks continually balance supply and demand between customers as they receive money from one group and make loans to another. The particular route chosen is very sensitive to the level of financial sophistication that has been achieved and the constraints that have been placed upon access to and the operation of each component of the financial sector. Events also shape securities markets, especially financial crises, wars, and political revolutions.

ANALYSIS

Nevertheless, there are certain features that are common to all securities markets whatever the period under consideration or the country being examined. Those were transferable securities, markets through which they could be bought and sold, and institutions providing a dedicated trading forum. It took the convergence of all three to make securities markets a central element within financial systems. For that to happen was due to the needs of two groups each with completely different requirements. Firstly, there were those who used securities to meet their financial requirements. Secondly, there were those attracted by securities because of the flexibility they offered as investments. The continuous tension between these two groups made securities markets highly dynamic elements within financial systems. No understanding of securities markets is possible without the ability to appreciate both their core features and the different uses to which they were put.

Securities

Central to the operation of securities markets were the products that were traded on them. What a security represented was a promise of future reward for current expenditure. By issuing a security the vendor obtained immediate payment. By buying a security the purchaser received a promise of future gain. The two advantages that securities possessed, over a direct investment that would achieve the same end for both participants, were divisibility and transferability. Divisibility expanded the number of potential participants and thus the amount that could be raised at any one time. Transferability permitted a better matching between investor and investment and so lowered the cost of capital. The combination of divisibility and transferability made securities highly flexible financial instruments. Through securities finance was freed from all spatial and temporal constraints as ownership could be easily changed both over time and between countries, without affecting the management and operation of either governments or businesses.

Within securities there are two distinct classes, namely (common) stocks, also known as shares and equity, and bonds, sometimes also called stock as well as debentures. A business issued both stocks and bonds. Bonds were issued to obtain finance and promised investors a guaranteed rate of interest and no further liability beyond any loss of the capital value. That made bonds equivalent to a loan with those owning them having no control as long as interest was paid and repayment made. In contrast the issue of stocks served a variety of purposes only one of which was to raise finance as they could also be used to reflect changes in ownership or the capitalization of past earnings. Owning stocks gave investors control over the management of a company and the right to share in any profits generated. This made those owning stocks equivalent to becoming partners in a business and so liable for any losses incurred. It was only when that liability was capped at the amount they had invested, that stocks became attractive to investors lacking an intimate knowledge of the business. Limited liability was only available if granted by a government, which was a rare privilege until the mid-nineteenth century, when it was generally extended to all businesses throughout the world. The great advantage this bestowed was to expand enormously the finance available for business and place it upon a permanent basis. The result was to unleash a revolution in business organization in which a constantly changing panorama of individual enterprises and small partnerships was gradually replaced by ever larger companies with a near permanent but evolving existence. The disadvantage from the point of view of the business was that those holding its stocks became like bondholders, with no interest beyond the dividends they received or the appreciation in the value of their holding. This encouraged management to take decisions that met the short-term horizons of investors, as that benefited them through pay and bonuses, rather than the long-term needs of the business.

To raise finance governments made extensive use of bonds as they could be issued in large quantities to those attracted by the fact that the interest paid was guaranteed by a sovereign government with access to the entire resources of a state. Some of these bonds were perpetual, with no date set for repayment, but most were redeemable after a number of years, though they could simply be replaced by a new issue. Governments rarely paid off their debts for the permanence of sovereign nation states made it easy for them to continue to borrow as long as investors believed they would service their debt, as the transferability of bonds meant that an exit was always possible. Under those circumstances governments of all kinds were prone to over-borrow and then default on their bonds, refusing to pay either the interest or the principal. Even if they did not default governments could either debase the coinage or print more notes, creating a loss for the bondholders as inflation eroded the real value of their holdings. If the holders were foreign nationals the devaluation of the currency in which the bonds had been issued would also lead to losses. Hence the desire among investors to hold bonds denominated in currencies less subject to devaluation or with a fixed equivalent in gold. Unlike the legal powers available to those holding corporate bonds it was always difficult for investors to force governments to honour their promises until they needed to issue more bonds, whether domestically or internationally.

Primary Securities Markets

There are two aspects to the market for securities. One covered the primary market in which newly issued stocks and bonds were sold to investors. The other covered the secondary market in which these stocks and bonds were then traded. Without the existence of the secondary market the primary one would have little purpose as it was divisibility and transferability that gave securities the appeal they had to investors. Few investors were in a position to commit their savings for the long-term as there was no certainty that they might not need to realize their investments if money was required in the future. Consequently, at the time of an initial public offering (IPO) the ability to subsequently transfer the ownership of a security was very important, creating an indivisible link between the primary and secondary market.

Nevertheless there was a distinction between the primary and the secondary market for securities. The market in which new securities were sold to investors, through an initial public offering, remained, largely, the preserve of intermediaries who possessed the expertise, organization, reputation, and networks necessary to create different types of stocks and bonds that suited the needs of both issuers and purchasers. At the stage when an initial public offering took place what was important was not only the issuer involved but also the design, pricing, and marketing of the security, and the trust placed in those responsible for that. A balance had to be struck between the requirements of the issuer and those of the purchaser and this varied between stocks and bonds. For bonds the focus was on yield, the date of redemption, and the degree of certainty that interest would be paid and re-payment made. The issuer looked to offer a low rate of interest payable over a long period while the purchaser expected a high yield with a short redemption date, as that minimized exposure to unforeseen events. In the case of the valuation of stocks the position was even more complex as it involved the management of the business, the reliability of its earnings and the prospects of the sector and country it operated in. This was relatively easy if it was a conversion of an existing enterprise into a company, as the track record of profits provided a guide. Rather than estimate the value of the assets of a business the expected rate of return could be related to current interest rates, adjusted for volatility and prospects, to produce its capitalization. Subsequent issues of stocks and bonds could then be sold to existing holders, or others, at a valuation related to those already in circulation.

As securities grew in complexity and scale, and the number of potential investors expanded, there was a growing requirement for specialists who were able to accurately price and actively market them. The bonds of small and obscure states had to be priced and marketed in such a way that they appealed to investors. Even more problematic was how to value a business that intended to exploit a new resource, develop a new product or market a new service. Businesses at the cutting edge of technology or exploring for minerals in the remotest regions of the world were highly speculative, making it difficult to price their stock and then persuade investors to buy it. As the volume of security issues grew over the course of the nineteenth century there thus emerged a specialist group of intermediaries who became expert at both valuing issues of stocks and bonds and selling them to potential investors, using their reputation and connections as substitutes for a formal market organization. These were located in the major financial centres such as London, New York, and Paris.

Naturally enough those financial intermediaries most closely involved with savers and investors were ideally placed to undertake this task. Bankers were among the most important as their customers were likely to have the funds required to purchase new issues. Brokers were another group as their clients were already holders of stocks and bonds, and so likely purchasers of more. In some countries bankers simply added the handling of new issues of securities to their existing business, as with the emergence of universal banking across much of continental Europe. Elsewhere, especially in the UK, the US, and Japan, specialist intermediaries developed who made a business out of securities. In the UK they concentrated on new issues, being known as merchant banks or company promoters, whereas in the US all aspects of the securities business were often combined, leading to the application of the term investment bank or brokerage house. Eventually, two dominant forms of financial intermediary emerged, namely the universal bank and the investment bank. Whatever form they took, the role played by these specialist intermediaries was to make and maintain the market for securities at the time of an initial public offering. These were not formal markets but informal networks that grouped interested parties together so that those needing to sell securities could be connected to those interested in buying them. As these intermediaries grew in scale they were able to not only issue securities but also provide a forum through which subsequent buying and selling could take place. This meant that there was always a tension between specialist intermediaries and the securities market as each relied on the other but to a degree that waxed and waned over time.

Secondary Securities Markets

For actual or potential purchasers of both stocks and bonds there needed to exist a high level of confidence that subsequent transfers of ownership would be possible. There was a constant ebb and flow in the supply of and demand for funds within the different components of an advanced economy, and the secondary market provided a means through which temporarily idle savings could be invested in securities if the certainty existed that they could be sold when required. This made securities and the market in which they were traded highly interdependent, with the use of the former being dependent upon the development of the latter. It was the existence of this secondary market for securities that highlighted the differences between those who issued stocks and bonds and those who owned them. The issuer was permanent, whether it was a business or a government. In contrast, the investing community fluctuated constantly as stocks and bonds were bought and sold. In this way the securities markets served two masters with very different requirements. This meant that securities possessed a life independent from that which had led to their creation. In the secondary market the purpose behind the creation of the securities had no bearing on the use to which they were now put, as long as they retained both a recognizable value and commanded an active market. This was equally true of speculative mining stocks of uncertain value and government debt created to finance destructive wars as of stocks and bonds issued to provide infrastructure or fund an existing business. By providing an interface between borrowers and lenders and between credit and capital the securities market ensured that the needs of all could be met. The long-term needs of governments and business could be matched by the short-term horizons of investors through the existence of a market that allowed transfers of stocks and bonds without the necessity of repayment.

Though secondary securities markets provided governments and business with a stability of funding the flexibility it provided to investors also created volatility. Securities markets existed to provide investors with the means of quickly buying or selling stocks and bonds, making them ideal for those who wanted to buy for a rise or sell for a fall and then profit by quickly reversing the transaction once the expected rise took place, or accept a loss if it did not. It was the actions of these speculators that led to securities markets being compared to gambling as what appeared to be taking place was the placing of bets on the rise and fall of prices, with no direct connection to the financial needs of either governments or business. In turn, this ‘casino capitalism’ was believed to have negative consequences as gyrations in the prices of corporate stocks and government bonds destabilized business strategies and national finance alike. Speculative bubbles could also develop in selected stocks and bonds, and these could even become market wide. In a speculative bubble prices became detached from reality, being driven not by fundamentals but by unrealistic expectations. The more speculators anticipated a rise, the more they bought so as to profit when it took place. This drove prices higher, encouraging further purchases with the same consequence. Eventually the process was brought to a halt as the more cautious either sold or stopped buying, so turning price rises into falls, precipitating a market collapse. In itself there was nothing especially serious about these booms and busts in the securities market, as neither government nor business was directly affected. However, there could be serious consequences for the economy as a whole, if buying was being funded through money borrowed from banks using securities as collateral. If that was the case the result of a fall in prices was to leave banks unable to recover the money lent as the collateral had shrunk in value. Once that situation became known savers rushed to withdraw their savings before the bank failed, creating a liquidity crisis as it was impossible to call in the loans made and repay depositors. In a bank run a solvent bank, with assets greater than liabilities, could fail along with an insolvent one. In turn, the effect of bank failures was a credit contraction with damaging repercussions for business and employment.

Speculation in securities brought benefits to the markets in which they were traded. Unless possessed of inside knowledge or the power to manipulate markets, successful speculators made their profits by anticipating price trends, whether they bought for a rise or sold for a fall. In the process speculators provided a valuable service as they were instrumental in maintaining an active market in which prices constantly reflected the current balance of supply and demand, and one in which investors were able to buy and sell without delay across the whole range of securities. This facility gave flexibility and mobility to the financial operations of banks, businesses, and individual investors. Temporarily idle funds could be constantly employed in holding securities secure in the knowledge that the stocks and bonds used as collateral could be sold if and when required, unlike property such as land and housing. Increasingly the existence of an active market for securities became an essential tool in the way that banks balanced assets and liabilities while maximizing the use they made of their capital and deposits. Though normally associated with instability, because of the constantly changing prices they generated, the existence of an active securities market contributed to the increasing stability of financial systems, given their increasing complexity in advanced economies, as they permitted a continuous adjustment of positions.

Stock Exchanges

The appearance of securities pre-dated the development of the markets in which they were traded but from an early stage advances in both operated in tandem. What represented a major break in this evolutionary process was the establishment of specialist markets because they took the use of securities to a higher level. The contribution of specialist markets was due to their ability to concentrate trading, deliver reliable real-time prices, reduce counterparty risk, and provide certainty to the buying and selling process. Critical for the confidence that investors had in securities was the ability of markets to deliver a forum where they could be easily, quickly and cheaply traded at prices that could be relied upon. Commercial exchanges did provide securities with a location that facilitated the concentration of trading as buyers and sellers could gather at a particular place at a specific time. However, they proved to be increasingly inadequate in delivering what specialist intermediaries required, which was a market where transactions could be completed quickly with trusted counter-parties. To achieve that required a set of regulations governing the conduct of business and the certainty that these would be enforced. Enforcing these rules and regulations was achieved through the power to deny entry to those whose actions might create unacceptable risks and punish those who broke the rules. This necessitated the creation of an exclusive organization whose membership contained all those who made a business out of buying and selling securities, and thus had a strong self-interest in obeying the rules and regulations imposed. In exercising this high degree of self-regulation stock exchanges differentiated themselves from the informal securities markets out of which they had grown. Once these stock exchanges had achieved an independent existence they continually refined their rules and regulations to deal with abuses and improve the matching of buy and sell orders.

A process of mutual dependency and common advantage took place in which the growing sophistication of the market provided by stock exchanges popularized the use of stocks and bonds by issuers and investors. In turn, the popularity of securities encouraged the formation of more stock exchanges and advances in the quality of the market they provided. From that also emerged the development of increasingly sophisticated trading systems and financial products that helped to bridge time and space and so contribute to the creation of an integrated global economy and one in which the need to accept risks was minimized. Arbitrage, for example, involved buying or selling on one exchange and reversing the deal on another, based on the certain knowledge that such transactions could take place. Seen by many as yet another variation of speculation, it contributed to the maintenance of international financial equilibrium as funds flowed continuously from areas of surplus to those in deficit in response to minute price differentials. Similarly, the increasing use of options, which gave the holder the right to buy or sell a security at a fixed price at a future date, made the employment of temporary funds almost risk free, so greatly expanding the finance available for long-term investment. Only an exchange, where both membership and trading were subject to strict controls, could provide the guarantee that those selling such contracts would deliver on their commitments.

A stock exchange faced a financial cost in providing not only the trading mechanism but also the supervisory regime. This cost was borne by those who paid to access the market that an exchange provided and accepted the rules and regulations governing behaviour. Such a position was anti-competitive as those excluded were disadvantaged in terms of access to the market and knowledge of current prices. As long as it was possible to form alternative exchanges a balance was maintained between the need to limit access so as to create an orderly market and the importance of widening participation and disseminating prices so as to attract all those who wanted to trade. There was always the possibility of private sales as intermediaries such as banks were in an ideal position to match transactions between their own customers. However, these transactions were done at the prices generated on the stock exchange, and made publicly available, so giving investors confidence that they had obtained the best value possible for the sales and purchases made on their behalf. The existence of these publicly available reference prices did create the possibility of others offering to buy and sell securities on behalf of investors, and do so more cheaply and with fewer restrictions, because they had neither to pay the fees levied by the stock exchange nor obey its rules and regulations. The result was an ongoing tension between a stock exchange and the wider securities market. In response to the use of their prices by non-members, stock exchanges not only restricted access to their trading systems but also delayed the release of current prices. It was necessary to make prices available as it kept the public informed about the current state of the market and so attracted buying and selling orders. These prices also allowed banks to constantly monitor the value of the collateral they held as security for the loans made and so decide whether to call them in or extend them. Nevertheless the potential threat of buying and selling taking place outside the stock exchange was a constraint on its ability to abuse the monopoly position it had in terms of being the central marketplace for securities and the source of the key reference price for the stocks and bonds traded there.

Problems only arose when a stock exchange obtained a legislative monopoly over the entire securities market, with trading outside being prohibited. The justification for that was that it imposed a uniform set of rules and regulations on all who bought and sold securities on behalf of others, so giving investors a degree of protection from fraud. The weakness of such an approach was that it placed in the hands of a stock exchange the power to impose high charges on buyers and sellers, for the benefit of its members, and resist changes that might be detrimental to its members. One effect was to reduce the importance of what a stock exchange provided to the securities market as a whole, leading either to buying and selling being diverted into other channels if that proved possible, or undermining the value of securities in favour of other means of financing, such as a greater reliance upon self-finance, governments, and banks. It also created a justification for further government intervention to prevent stock exchanges from abusing the monopoly power they possessed. What this exemplified was yet another of the tensions that existed within securities markets. These tensions were never fully resolved but as long as neither side gained an undue advantage over the other, the outcome was an evolving compromise that delivered a market that was both competitive and orderly. However, that evolving compromise was disrupted when governments intervened to assist one side or another as happened from time to time. That intervention led to either a stock exchange gaining a monopoly position, allowing it to prioritize the interests of its members over users, or to extremes of competition and market fragmentation which undermined the quality of the securities market and the service it provided.

NARRATIVE

Within financial history securities markets can be seen to have either a long antiquity or recent origins (Goetz and Rouwenhorst, 2005). Once transferable securities were invented they required a market and that would place their modern origins around the twelfth century and locate them in Genoa, Florence, and Venice (Felloni and Laura, 2004). Further refinement took place over time with the developments in Antwerp, Bruges, and Amsterdam in the sixteenth and seventeenth centuries followed by London, Paris, and New York in the nineteenth being the most significant. By the early twentieth century a functioning global securities market was in existence. Driving this growth was the use of securities by both governments and business to finance vast infrastructure projects, including the world’s railway system. Matching this issue of securities was the rise of an investing class located largely in Western Europe and North America, as these had a strong preference for stocks and bonds, especially the latter (Hoffman, Postel-Vinay, and Rosenthal, 2007). This global securities market experienced considerable vicissitudes between 1914 and 1945, including its suppression in many countries and a severe curtailment of cross-border trading. It was not until the 1970s that the global securities market began to revive, propelled by the conversion of numerous private and state enterprises into companies and the removal of the controls that had restricted international financial flows (Rajan and Zingales, 2003). This global securities market was not a reversion to the one that had existed at the beginning of the twentieth century for so much had changed in the intervening years. The result for many was to view the securities markets that appeared from the 1980s onwards as completely new, owing little to what had happened in the past. However, revolutionary as have been these changes they require an historical perspective if they are to be fully understood (Bordo, Taylor, and Williamson, 2003).

Viewed in this way securities markets have a continuous history approaching a 1,000 years. The alternative view is to focus on the development of formal securities markets, which did not appear until the formation of stock exchanges in the eighteenth century at the earliest. Claims can be made for a variety of stock exchanges to assume the mantle of being first but the strongest rest with either the Paris Bourse in 1724 or the London Stock Exchange in 1801. Whatever choice is made the important point is that it took the formation of stock exchanges to unleash the full power possessed by securities as that required a trading forum dedicated to meeting their precise needs. Stock exchanges delivered a degree of certainty to both the price discovery and the trading process that allowed risks to be taken that would have been impossible otherwise. However, the need for stock exchanges eventually declined in the face of a technological revolution that linked all participants through dedicated communication networks; an organizational revolution that led to the appearance of global banks whose business covered all financial activities; and an administrative revolution in which government agencies took on responsibility for market regulation (Michie, 2006).

Early Developments in Securities Markets

Until the formation of stock exchanges there was no distinction between the primary and secondary markets for securities (Atack and Neal, 2009). The one forum that provided an element of concentration for the market in securities were the commercial exchanges as these contained both clusters or potential buyers and sellers and a hub providing links to other similar centres. For that reason Amsterdam became a centre for innovation in the securities market in the seventeenth and eighteenth centuries, when it was the most important commercial centre in the world (Spufford, 2006). The problem even Amsterdam suffered from was that the volume of activity was neither large enough nor sufficiently continuous to be able to support a group of specialist intermediaries, let alone a building and staff dedicated to meeting their trading needs. A tipping point was almost reached in Paris and London in 1720, at the height of the speculative bubble involving the Mississippi and South Sea companies, but once that boom was over the volume of trading faded away. One legacy from the speculative boom in Paris was the creation by the French government of a bourse, or stock exchange, in 1724, but its purpose was not to facilitate trading but to control it. No such institution was formed in either Amsterdam or London even though their securities markets were normally more active than in Paris (Kindleberger and Aliber, 2011). As a result there was no linear progression in the development of securities markets until the nineteenth century, as it comprised a series of advances and setbacks along with a number of technical innovations.

The Era of the Stock Exchange, 1800–1914

In 1801 the London Stock Exchange was established creating a formal market out of the trading in securities that had long existed in London. This trading was largely in the debt issued by the British government which had been greatly enlarged during successive wars in the eighteenth century, and then grew rapidly when the military conflict with France began in 1793 as this did not finally end until 1815. The growth in debt and the volatile conditions created by the uncertainty of a major international war generated a huge increase in the volume of trading, which was sufficient to support numerous intermediaries trading in securities. It was as a result of their needs that the London Stock Exchange was formed with an exclusive membership governed by an enforceable code of conduct. What happened in London turned out to be only the beginning of an avalanche of stock exchange formation that took place during the nineteenth century (Michie, 1999/2001).

A major driving force behind the establishment of stock exchanges from the mid-nineteenth century onwards was the need to provide an organized market for the securities issued by growing numbers of joint-stock companies. Dominating these were railways for, unless financed by governments, their capital requirements were so large that no single individual or small group could meet it. The stocks and bonds issued by railways also appealed to a wide range of investors, especially in Western Europe where rising per capita income resulted in a growing investor community. Investors in Western Europe were also major holders of the securities issued by railway companies operating in Africa, America, Asia, Australasia, and also Central, Eastern, and Southern Europe and these were largely traded in London and Paris. One exception was the US where railroads were largely owned by US investors, and generated much trading activity in the major East Coast cities of New York, Boston, and Philadelphia. Company formation was not confined to railways in the nineteenth century but extended to those businesses formed to supply basic services such as gas and water and later electricity and urban transit. These were then joined by more risky new ventures in mining and manufacturing. The stocks issued by these companies were largely owned by local investors who were familiar with both the business and the management, with the result that there developed numerous flourishing local stock exchanges providing a market for these securities (Poitras, 2012).

As communications improved, beginning with the telegraph in the 1840s, local exchanges were increasingly integrated into national networks, attracting orders from more distant investors because of the particular nature of the securities that could be bought and sold there. In addition, individual stock exchanges developed a national role as they became the market for particular types of securities held by investors from elsewhere in the country, or even the world. The debt of the national government was such a security, and its existence contributed to the primacy of a particular location as a financial centre. In the countries of Western Europe the stock exchanges in such cities as London and Paris acted as national hubs, and contributed to financial integration through the facility they provided for banks in the employment of idle funds. On a lesser scale New York occupied the same position within North America as banks from across the US and Canada found that they could utilize the call money market located on the New York Stock Exchange to employ funds that otherwise would have remained idle. Countries without large national debts, or where it was held by investors located elsewhere, lacked this high degree of national financial integration. In the US, where the Federal government paid off the debt arising from both the War of Independence and then the Civil War, it was not until the development of the railways from the mid-nineteenth century onwards, followed by other large enterprises, that the New York Stock Exchange was able to consolidate its primacy. Even by the First World War New York was a much less dominant financial centre in the US than was London in the UK, Paris in France, Berlin in Germany, or Vienna in the Austro-Hungarian Empire. More generally the fact that British and French investors held such a large proportion of the national debts issued by governments, and the stocks and bonds belonging to the world’s railway companies before 1914, meant that national financial integration was generally slowed down outside Western Europe while international financial integration was fostered (Cassis, 2006).

Though most securities were traded solely on a single stock exchange a number of the most important were cross-listed, which meant that their ownership could be transferred across national boundaries. The ability to do this was transformed by the revolution in communications that began with developments in international telegraphy from the 1850s. The laying of the telegraph line between New York and London in 1866 reduced the time delay between the two cities from five days to 20 minutes. Further improvements shortened that to 30 seconds by the First World War. When the Paris to London telephone line was opened in the 1890s the time delay between the Paris Bourse and the London Stock Exchange was finally eliminated. The result was to create a global securities market in which money could be moved around the world in response to minute changes in supply and demand. Though the combination of stability and growth that characterized the half century before the First World War has long been attributed to the Gold Standard, it owed much more to the revolution in communications, the existence of internationally held securities, and the operation of stock exchanges (Flandreau and Zumer, 2004).

The Eclipse of Stock Exchanges, 1914–75

All this was to change with the First World War. Virtually every stock exchange closed temporarily because of the disruption caused by the outbreak of war. When they did reopen, and not all did, it was often under government supervision as each country attempted to control national finances to assist the war effort and limit destabilizing fluctuations in the price of government bonds. The experience of the First World War left a legacy in the shape of a much greater degree of government intervention in securities markets while most internationally-held securities had been sold or repudiated. Nevertheless, in the 1920s many national securities market boomed as the number of investors had been greatly expanded through the purchase of government bonds for patriotic reasons. Also they had available to them either government bonds, as many countries sought to refinance their wartime debts on a permanent basis by issuing securities, or corporate stocks because of the capital gains they offered in an inflationary world. This was all to have a major impact on the New York Stock Exchange. Of all the major economies the US emerged as the most prosperous after the First World War. During the war American investors redeemed the huge external holdings of US corporate stocks and bonds and then proceeded to buy foreign securities. Underpinning all this was a prolonged period of relatively low interest rates in the United States that fuelled a stock market boom. As long as investors remained confident that prices would rise, they continued to borrow to finance further purchases, so driving up prices and encouraging renewed investment. When credit eventually tightened the more cautious investors began to sell, reversing the rise in stock prices and encouraging a wholesale sell-off. This happened in the course of 1929 and it became known as the Wall Street Crash (Carosso, 1970).

In the wake of the Wall Street Crash the public’s attitude towards the New York Stock Exchange became increasingly hostile, blaming it for the financial crisis that followed the Crash. The result was a flurry of restrictions and legislation aimed at controlling the operation of stock exchanges in the US. In 1933/4, the US government created a Securities and Exchange Commission to police both new issues and secondary trading. This had the effect of restricting the operation and development of the US securities market in the 1930s. Nevertheless, stock exchanges remained both in operation and independent in the US, though now under a degree of government supervision for the first time (Fraser, 2005). Elsewhere in the world the position was often less favourable for a combination of financial crises, wars, and revolution led to the temporary or permanent closure of many stock exchanges, and the suppression of domestic securities markets. Internationally, the imposition and enforcement of exchange controls in response to destabilizing financial flows created major barriers between stock exchanges located in different countries. This situation was then compounded during the Second World War when many stock exchanges were physically damaged, closed down, or subjected to a high degree of government intervention and control (Battilossi and Reis, 2010).

After the Second World War ended many governments saw either no role for securities markets, as in communist countries, or were only willing to tolerate them if they were subjected to a high degree of control, and that marginalized their role within the financial system. There had long existed an uneasy relationship between governments and securities markets with the former wary of the potential instability caused by speculative booms and busts, while the latter resented any controls imposed upon them (Forsyth and Verdier, 2003). In the aftermath of the Wall Street Crash, and the resulting financial chaos, it was widely accepted that securities markets could not be left to operate without regulatory oversight in case another speculative bubble arose. A common solution was to use the existing regulatory powers of stock exchanges to oversee national securities markets by giving them a monopoly position or to subject them to supervision by a government agency. The increased power given to stock exchanges made them less responsive to the needs of those who issued stocks and bonds and the investors who bought them. The effect was a splintering of the securities market in which the regulated stock exchanges lost the dominance they had possessed prior to the First World War and had retained, to a degree, before the Second. The over-the-counter (OTC) market, where permitted to exist, catered for the stocks of smaller companies while trading in the bond market was conducted either directly between banks or through the use of inter-dealer brokers. The OTC market also provided the customized derivative contracts that allowed banks and large institutional investors to hedge their risks (Wilkins et al., 1999). Commodity exchanges found a new role by trading standardized options and futures, including many based on securities, which gave them a new lease of life as physical trading became increasingly internalized within large multinational companies or through government agencies (Tamarkin, 1993).

This left stock exchanges trading the stocks of the largest corporations, benefiting from the fact that their highly regulated status increased confidence in that class of asset. These stocks were mainly traded on the largest stock exchanges leading to the decline of local securities markets and leaving a single national stock exchange. This was paralleled in business where mergers led to ever larger corporations whose stock was especially attractive to institutional investors, such as insurance companies, mutual funds, and private pension providers. Institutional investors possessed the expertise required to select and manage a complex and diverse portfolio comprising the stocks and bonds issued by numerous different governments and companies. Their services were essential at a time when taxes and legislation greatly complicated the process of investment and corporate stocks became the asset of choice. Holding such stocks became increasingly important during the 1960s and 1970s as they provided the potential to generate rising returns and capital growth at a time when inflation was eroding the real value of bonds (Smith, 2003).

This switch to stocks generated a growing volume of business on the stock exchanges of North America and Western Europe as well as a number of other countries such as Japan, South Korea, Hong Kong, Taiwan, Australia, and New Zealand, accompanied as it was by battles for corporate control. However, elsewhere in the world securities markets hardly existed as in the communist economies of Europe and Asia, while in others they were virtually moribund, which was the prevailing situation in much of Africa, Asia, and Latin America. Even in market based economies it was banks that were at the heart of the financial systems while the growing scale of business corporations permitted a high degree of internal financing. This had long been the pattern in those countries where legislation had stunted the growth of securities markets (Fohlin, 2007). Internationally, the continued existence of exchange and capital controls and the intervention by governments and central banks made the ebb and flow of securities internationally almost non-existent. Under these circumstances it was not surprising that securities markets collectively, and stock exchanges in particular, continued to appear somewhat irrelevant in a world dominated by governments and banks (Battilossi and Cassis, 2002).

The Era of the Global Banks

After the Second World War surviving stock exchanges had re-invented themselves to become the official or unofficial regulatory authority for the securities market acting not only on behalf of their members but also of the government. The effect was to make stock exchanges complex bureaucratic structures employing a large staff to monitor and police the market. That required considerable expenditure which was passed onto the members but, ultimately, was met by those who bought and sold securities through an exchange. Such a situation worked as long as it delivered benefits. Governments benefited as they were able to regulate the securities market without the cost and trouble of setting up a very extensive system of supervision and enforcement. Stock exchanges benefited by being identified by governments as synonymous with the securities market. Their members benefited as this enhanced position limited or removed competition, so allowing them to pass on their costs to buyers and sellers of securities. Investors benefited as they had access to a regulated market in which the risks of default or fraud were much reduced. Issuers of securities benefited as they had access to a highly regulated secondary market. Ideal as this was, the situation was unstable in the long run because it also allowed exchanges to abuse the power they now possessed. In the interests of their members, exchanges could limit competition, resist change, and impose charges, to the detriment of the securities market as a whole (Harris, 2010).

Over time the restrictive practices employed by stock exchanges antagonized users, none more so than in the US, and that was to produce far-reaching consequences. In 1971, the National Association of Securities Dealers (NASD), representing those excluded from the stock exchanges, created their Automated Quotations System (AQ) (Nasdaq). Nasdaq delivered instantaneous quotes, provided by authorized market-makers, on over-the-counter stocks allowing all participants to trade by telephone on the same basis, wherever located. As those brokers belonging to Nasdaq challenged those belonging to the NYSE for business the result was market fragmentation in the US. This worried the Securities and Exchange Commission (SEC) because it was no longer convinced that investors had full access to a properly regulated market in which their interests would be safeguarded. The SEC pressed for the abolition of the fixed commission charges imposed by the NYSE on its members, in the expectation that trading would flow back to the NYSE as it provided the best market. These fixed charges ended on 1 May 1975, which greatly benefited the largest brokers as they were in a position to offer investors very low commission rates or even trade commission free, generating an income from the difference between the bid/offer spread (Geisst, 1997/2012).

A small group of large and powerful Wall Street investment banks emerged combining the issue of stocks and bonds with the retailing of these securities to investors and their subsequent trading. Increasingly it was these investment banks that were at the heart of the US securities market rather than the stock exchanges, including the NYSE. These Wall Street investment banks could develop free from the competition of the large US commercial banks because the Glass–Steagall Act of 1933 prohibited the combination of retail and investment banking. The Wall Street investment banks were already expanding abroad, attracted by the opportunities to escape domestic restrictions and to engage in a growing international business in securities. The competition these Wall Street investment banks provided, especially after Britain ended exchange controls in 1979, put pressure on the London Stock Exchange to also abandon minimum fixed commission charges, which it did in 1986. In turn, the transformation of the London Stock Exchange into a highly competitive market forced other European stock exchanges to adopt similar reforms and so the process became global. The Tokyo Stock Exchange was one of the last to introduce reforms towards the end of the twentieth century (Wojcik, 2011).

This did not mean a return to an earlier era when stock exchanges dominated the securities market. The huge advances made in telecommunications and computing technology from the 1970s onwards made it possible to dispense with the trading floor controlled by a stock exchange. Trading switched to communication networks, beginning with a combination of telephone and computer screens, and then gravitating to fully electronic markets during the 1990s. As time was not absolute but relative the location of trading continued to concentrate in a small number of national financial centres, as these possessed the densest clusters of those involved in the buying and selling of securities, both in terms of the individuals involved and the computers they were increasingly reliant upon. By then a small group of transnational banks had established a central role for themselves in the global securities market. They operated out of the world’s major financial centres, especially New York but also London, and included Japanese brokerage houses and European universal banks as well as Wall Street investment banks. Banks such as these were able to meet the needs of even the largest institutional investor whatever the securities or whichever the market they wanted to invest in as they were active in them all (Morrison and Wilhelm, 2007).

These banks did not confine their trading to that which took place on stock exchanges but made use of whatever trading venue was available or none. OTC markets were well established and catered for particular stocks, especially those in which turnover was limited. Bonds continued to be traded between banks or through inter-dealer brokers because of their strong relationship to money market activity. Trading in options and derivatives continued to take place either through OTC buying and selling or the well established commodity and derivatives exchanges. In addition, such was the scale and resources of these global banks that they were able to develop their own market, matching sales and purchases internally or acting as counterparty to the trades being done by their customers. It was no longer necessary for a bank issuing securities to promise investors that new securities would be quoted on a stock exchange for a market to exist. Given its own size and reputation the bank was in a position to create its own market, as they did with securitized loans used to purchase houses or cars. The weakness of being dependent upon a single market-maker rather than a public market was exposed during the 2007–09 global financial crisis. Many of these securities became impossible to price, and so buying and selling dried up, turning a liquidity crisis into a solvency one, with serious implications for the entire financial system (Reinhart and Rogoff, 2009).

Contributing to this fragmentation of the securities market and the enhanced position of global banks was the regulatory role performed by government agencies, taking their lead from developments in the US. This can be seen in terms of the regulation of short selling as it developed from the late 1930s. Short-selling performed a useful market function as it restrained both price rises and falls. Those who had sold for a fall or bought for a rise had to close their deals by reversing what they had done. However, it was regarded as little more than damaging speculation, encouraging excessive price rises or falls. In 1938, under the Securities Exchange Act, short selling on US stock exchanges was regulated, pushing the business onto the OTC market and commodity exchanges. Instead of bringing all this trading under the control of a single agency two parallel regulatory regimes developed in the US. With the Commodity Futures Trading Act of 1974 the Commodity Futures Trading Commission (CFTC) was created, and in 1978 it was given exclusive jurisdiction over all futures trading, reinforcing the division that had developed between the cash market for stocks, located on stock exchanges and regulated by the SEC, and the futures market, located on the futures exchanges and regulated by the CFTC. When the cash and the futures market had been combined, as it was in the past, the need to deliver or receive actual stock restrained activity involving futures trading. However, that was not the case when it was an independent futures contract that was traded, so magnifying rather than reducing volatility, as proved to be the case in 1987 and subsequent financial crises. In addition, the OTC market was left largely unregulated as trading was located on neither a stock nor a commodity exchange (Markham, 1987).

Government regulation of the securities market suffered from two fundamental problems. The first was that external regulation was frequently a blunt instrument that lacked the sensitivity required by a fast moving market. When left to exchanges the regulations introduced provided a rapid response to a specific problem and was in tune with market practice, and so gained general though not universal acceptance. In contrast, external regulation was a delayed response and poorly targeted with the result that it either failed to provide a lasting solution or was so extreme that it encouraged evasion. Compounding the difficulties faced by external regulators was that they operated within a national framework when, increasingly, the business they were dealing with was international in scope. This made it easy to avoid their reach by relocating the business such as switching between New York and London or using an offshore financial centre. For that reason an International Organization of Securities Commissions was formed in 1983, some 20 years after a similar body had been created by stock exchanges themselves. The second was that external regulation of the securities market lacked a single purpose, being pulled in different directions depending on political pressures and public perceptions. One example of this was consumer-orientated legislation introduced to encourage greater competition in securities markets by requiring exchanges to make trading intentions and prices immediately available to all. The effect of that was to drive business from regulated exchanges into either unregulated electronic communications networks or internal trading managed by individual banks, as that allowed large institutional investors to avoid exposing their intentions until they were able to complete a transaction.

This undermining of the regulated exchanges had implications for the quality of the overall market and the reliability of the prices generated though it did bring down the costs of trading. One consequence of the market fragmentation that arose as a result of this external intervention in the securities market was the rise of High Frequency Trading (HFC), which used the ability of computers incorporating algorithmic programmes to identify minute price differences and then simultaneously buy and sell large volumes in milliseconds. This had potentially destabilizing results as the sudden spike in volume caused market crashes and the suspension of trading. Another consequence was the growth of ‘dark’ pools as opposed to the ‘lit’ markets located on exchanges. Dark pools were trading venues where deals could be struck in private and so avoid the legislation that forced transparency. Transparency could be detrimental to a buyer or seller when involved in a complex deal that took time to complete as it allowed potential counterparties to take advantage of the situation (Quennouëlle-Corre and Cassis, 2011).

Despite the reduced role for stock exchanges within securities markets many new ones were established in the late twentieth century. The ownership of corporate stocks remained localized, bolstered by the existence of different currencies, national jurisdictions, and a home bias among investors. It was for that reason that the privatization of previously state owned companies in the late twentieth century, beginning in Chile, created a need for national stock exchanges as forums for trading in the resulting securities. The result was the formation of stock exchanges in countries where they had long ceased to exist, the revitalization of those that had become moribund over the years, and the development of new ones in emerging economies. Nevertheless, in response to competitive pressures the trend was towards a smaller number of exchanges, assisted by their conversion into companies begun by the Stockholm and Australian stock exchanges in the 1990s. Few countries possessed more than one stock exchange and in those that did mergers continued to take place, as between Japan’s two leading stock exchanges, Tokyo and Osaka, in 2013. In the US the long-established Boston and Philadelphia stock exchanges were acquired by Nasdaq and Amex by the NYSE. Mergers between stock exchanges allowed them to share the costs of providing an electronic marketplace and economize on the staff needed to maintain and supervise it, while reducing the charges made to users (Posner, 2009).

Such mergers also extended across national boundaries, though these were less easy to achieve and provided fewer benefits. National governments continued to safeguard national stock exchanges and so blocked potential mergers as between the Singapore and Australian stock exchanges. It was easier to achieve such mergers within the European Union, where a number of pan-national stock exchanges did emerge, as with OMX for Scandinavia, Wiener Borse for Central/Eastern Europe, and Euronext, covering Paris, Brussels, Amsterdam, and Lisbon, while the London Stock Exchange merged with its Italian counterpart. International mergers did take place—most notably the linking of NYSE with Euronext and Nasdaq with OMX in 2007/08. The problem for international mergers was that trading in corporate stocks and bonds remained national, so providing fewer economies of scale. For that reason, when NYSE Euronext was acquired by the US based Intercontinental Exchange (ICE) in 2013 the European stock exchanges were spun off into a separate company. All that was retained in Europe by ICE was the derivatives exchange, the London International Financial Futures Exchange (LIFFE). This strategy reflected the fact that providing a cash market for stocks and bonds under close official regulation was no longer financially rewarding, because of intense competition from lightly regulated electronic trading platforms and unregulated internal markets run by investment banks. For that reason the surviving exchanges either diversified into providing services such as clearing and settlement and managing market indexes or were engaged in trading futures contrasts which were both more international and more lightly regulated.

This left the securities market increasingly under the control of global banks no matter how large, diversified, or international the remaining exchanges became. These banks possessed the ability to route their orders to whatever market they chose or match transactions internally, and to integrate the issue and trading of securities into the entire range of financial activities they were engaged in. The global financial crisis of 2008–09, and particularly the collapse of Lehman Brothers, revealed how inter-connected these banks were, prompting governments to take action to reduce the systemic risks they posed in the event of failure. However, the influence wielded by these banks was itself a product of the compartmentalization of the global securities market through government intervention, especially after 1945, and then the action taken to curb the power of stock exchanges from the 1970s onwards. No longer was the securities market a product of self-regulated national stock exchanges and the links between their members as before the First World War. Instead, it was now the product of a worldwide web of financial connections orchestrated by global banks subjected to the actions of national regulators. It was on that basis that the global securities market had grown rapidly from the 1970s onwards allowing both London and New York to thrive as financial centres, even though their stock exchanges were increasingly eclipsed as trading forums (Cassis, 2011). What was lost in this process was the self-regulatory mechanism that stock exchanges had provided in the past. It was this self-regulation that had contributed so much to the attractions of stocks and bonds to governments, businesses, and investors through the reduction or elimination of counterparty risk and price manipulation and the certainty that sales and purchases could be made as and when required.

CONCLUSION

The nature and role of securities markets long differed between countries not only because of income levels but as a product of a different historical experience. Nevertheless, there are many common features in the way that securities markets have developed over time. Though of less obvious utility compared with banks, securities markets have long made an important contribution to the global financial system, both at the international and national level. However, this contribution is often missed because securities markets are analysed solely from the perspective of those who issued stocks and bonds, whether they were governments or companies. Of equal importance were the needs of investors and it was with these that the development of stock exchanges was most closely aligned over the centuries. It was for that reason that securities markets first made their most important contribution to the financial systems of the most developed economies but only from the era of the Industrial Revolution onwards. It was only slowly that securities markets began to play an important role in less developed economies because the absence of a large number of investors reduced both the incentive to issue securities and the volume of activity necessary to support the cost of the organized exchanges. Without stock exchanges securities lacked the certainty of a market in which they could always be bought and sold, which greatly reduced their appeal to investors. Beginning in Western Europe and the US, the establishment of stock exchanges, and the continuous refinement of their rules, regulations, and trading facilities, made securities superior to all other types of assets as they combined money’s attributes of being a means of exchange and a store of value with the returns promised by a loan or an investment. The result was to make securities markets central to the operation of the global economy on the eve of the First World War, with nothing on the horizon that threatened their continued growth and expansion.

What could not be predicted was the devastating effect two world wars, separated by an international financial crisis and a global economic depression, would have on securities markets. Stock exchanges made easy targets for governments seeking to control the operation of financial systems, both internally and externally, and were obvious scapegoats for the public in the search for causes of crises and economic collapse. For that reason the positive contribution that securities markets could make to financial systems remained unrecognized for many decades after the end of the Second World War. It was only as a result of pressure from investors and the needs of both governments and business that securities markets staged a revival from the 1970s onwards. That took a new form as it incorporated the major advances in technology, business organization and the enhanced role of governments that had taken place in the intervening years. It was for those reasons that in the securities markets that developed in the late twentieth century there was a much reduced role for stock exchanges compared to the global banks that became their major users. As a consequence, securities markets became much more fragmented with trading taking place in different ways and on different forums rather than being largely centralized through the members of a stock exchange. Reliance was now placed upon the ability of national regulators to police both the securities that were traded and those who issued and traded them, even though the business they were engaged in was increasingly international. The weaknesses inherent in these new arrangements were eventually exposed in the global financial crisis of 2008/09.

What emerges from that crisis is that securities markets do need to be regulated in such a way that balances competition and control so preventing both the abuse of a potential monopoly and reckless innovation and speculation. It took securities markets centuries to achieve that balance before 1914, but they did so with the formation of stock exchanges. Unfortunately, these lessons were then forgotten in the century that followed the First World War. It was not that a return to the pre-First World War position was possible, as so much else had changed over those 100 years. Instead, what was required was to recognize the role played by self-regulation rather than leaving the fate of the securities market solely to national governments and their regulators and global banks and their managements. Whether power rested with national governments or global banks the interests of the securities market as a whole were neglected. Democratically elected national governments inevitably prioritized their own citizens, as these were also voters, and the perceived benefits to be obtained for their own economy. Similarly, global banks acted according to the dictates of their management, employees, and owners when deciding the strategy to be followed. What was lost was the need to create a market that served the interests of both buyers and sellers of securities, whether at the time of first issue or secondary trading, by ensuring that sales and purchases could always be completed at prices that could always be trusted.
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CHAPTER 12

INTERNATIONAL CAPITAL FLOWS

MORITZ SCHULARICK

THE term ‘international capital flows’ covers various types of movements of financial resources across political borders. It refers to all changes in the foreign ownership of domestic assets and the domestic ownership of foreign assets measured in the capital account of the balance of payments and is often used interchangeably with foreign investment. Cross-border capital flows can take the form of bank loans, investment into fixed income securities, direct or portfolio investment into corporate equity, or reserve accumulation by central banks.

Cross-border lending and borrowing are old phenomena. Loans to foreign kings and courts, often linked to war finance, were already an important part of the international financial landscape in the Middle Ages. Italian bankers lent money to the British kings in the fourteeth century, Philip II of Spain borrowed from Genoese bankers in the sixteenth, while Dutch investors financed the rise of the Duchy of Brandenburg in the seventeenth and the modernization of Russia under Peter the Great in the eighteenth century (Kindleberger, 1984). In the early nineteenth century the former European colonies in North and South America borrowed to varying degrees to finance wars of independence, consolidate newly founded statehood, and invest in the economy. In Europe too, the era of the Napoleonic Wars saw a burst of cross-border lending activities supporting the war effort that ended with France raising funds in the London market to pay the war indemnity to Britain, Prussia, Austria, and other countries after her defeat at Waterloo.

Despite a long and colourful history, as a macroeconomic phenomenon, capital flows can only be studied in the nineteenth and twentieth centuries. In the course of the nineteenth century, private capital became increasingly mobile and crossed borders on a regular basis. Liquid secondary markets emerged for foreign securities, which were quoted on exchanges across Europe. The experience of the nineteenth and twentieth centuries will be the main focus of this chapter. In the first part, I present quantitative evidence on the volume of capital flows since the early nineteenth century. In the second part, I take a closer look at the golden age of global capital mobility in the late nineteenth century. The third section will deal with the experience of the twentieth century. The fourth and last part discusses, from the perspective of economic history, the effects of capital flows, in particular the role of capital flows in economic development and the link between capital flows and financial instability.

LONG-RUN TRENDS IN INTERNATIONAL FLOWS

Capital flows can be measured in gross and net terms. Residents of a country can acquire financial assets in foreign countries, hence make gross investments abroad—which constitute capital outflow from the perspective of the home country. At the same time, foreign residents can invest in the home country, which registers as a capital inflow in home’s capital account. Moreover, home and foreign residents can repatriate existing investments at any given point in time, thereby changing the ownership of assets.

Netting gross inflows and gross outflows results in the net inflow of capital that, including official transactions, is the mirror image of the current account balance. Both represent the difference between domestic savings and domestic investment as well as the difference between domestic production and absorption. Current account surplus/capital account deficit countries export savings and acquire foreign assets while current account deficit/capital account surplus countries receive net financing from abroad and sell domestic assets to foreigners. Since net capital flows to an economy equal the current account balance and the information about the latter is more readily available, the current account balance is often used to measure (net) capital flows. From an economic point of view, the fundamental determinants of (net) capital flows are the same as those of the current account: aggregate intertemporal savings and investment decisions by economic agents.

Gross and net measurements of capital flows can be correlated but do not have to be. While large gross flows are a prerequisite for sizeable net flows, sizeable gross flows do not necessarily go in hand in hand with net transfers of resources. For instance, gross flows of capital without corresponding net transfers of savings can be the result of portfolio diversification.

Historical studies of capital flows use both gross and net concepts. Some papers look at the volume of gross flows, their direction and determinants, often through the lens of foreign security issues in particular markets such as the London Stock Exchange (Edelstein, 1982, 1994, 2010; Stone, 1999; Clemens and Williamson, 2004; Esteves, 2011). Other studies focus on the development of net capital flows, typically measured indirectly via current account balances (Cairncross, 1953; Imlah, 1958; Jones and Obstfeld, 2000; Taylor, 2002; Obstfeld and Taylor, 2004; Schularick, 2006). Net flows of capital are typically studied as savings transfers in the context of economic development. According to standard neoclassical growth models, open capital markets create particular opportunities for less-developed countries. Rich countries’ savings can finance investment in poor countries, increasing the rate of return on savings in industrial and economic growth within developing countries. Whether less developed countries have actually reaped tangible benefits from financial globalization remains a much-debated issue among economists (Cairncross, 1953; Imlah, 1958; Jones and Obstfeld, 2000; Taylor, 2002; Obstfeld and Taylor, 2004; Schularick, 2006).

The accumulation of capital flows over time leads to foreign investment assets and liabilities that, together with valuation changes, determine the international investment position of an economy. Countries with higher international assets than liabilities have a positive net international investment positions and are referred to as international creditors. Economies with negative international investment positions are international debtors. On a global level, assets and liabilities should sum to zero although misreporting for tax and other reasons often lead to residual imbalances. Foreign asset positions therefore allow for a different perspective on aggregated past flows of capital. In what follows, I will briefly describe the historical evidence for the patterns of net capital flows and foreign investment stocks from the nineteenth century until today.

Trends in Net Flows of Capital

The historical development of net capital mobility can be studied through the lens of current account balances. Between 1880 and 1914, Britain exported on average between 4 and 5% of its gross domestic product (GDP) abroad (Edelstein, 1982). Following in Britain’s footsteps, the other developed European nations started to export capital in the last quarter of the nineteenth century and, after the turn of the century, the United States joined the first global capital market boom as an exporter of capital. Overall trends can be made visible by tracking the development of mean absolute current account balances for a broad country sample over time (Obstfeld and Taylor, 2004). The cross-sectional mean absolute can be thought of as a summary indicator of the size of net capital flows in different eras.

Table 12.1 reproduces the key insights about capital mobility in the past 150 years from the seminal book by Obstfeld and Taylor (2004). The data show very high levels of capital mobility in the late nineteenth century with absolute current account balances of 4% of GDP on average. The size of net capital flows declined in the interwar period and reached a low point in the 1960s under the Bretton Woods system. From this point in time, capital mobility gradually increased and reached levels comparable to those under the gold standard in the 2000s. Based on these trends, Obstfeld and Taylor (2004) have popularized the idea of a U-curve of capital mobility over the twentieth century.

An alternative method to determine the mobility of savings across borders is to look at cross-sectional correlations between saving and investment rates. The idea behind this so-called Feldstein–Horioka test is to track what share of national investment is financed by national savings (Feldstein and Horioka, 1980; Bayoumi, 1990). The higher the correlation, the less capital is mobile across borders. More precisely, in a cross-sectional regression of national investment on national savings of the type: (I/Y)i = α + β (S/Y)I, the coefficient β  can be interpreted as a savings-retention coefficient. High betas imply low capital mobility. Repeating the following estimation for various sub-periods yields a summary measure for capital mobility. The results of such Feldstein–Horioka regressions essentially confirm that capital mobility was high in the decades before 1914, reached a low in the Bretton Woods period and increased thereafter (Table 12.2). Both measures of net capital mobility corroborate the idea that net flows of capital were sizeable in the three decades before the First World War, troughed under the Bretton Woods regime, and increased again since 1980.



Table 12.1Mean absolute value of current account over GDP, sample of 15 countries, 1870–2012



	



	1870–1889
	0.040



	1890–1913
	0.037



	1914–1918
	0.058



	1919–1926
	0.039



	1927–1931
	0.027



	1932–1939
	0.015



	1940–1946
	0.039



	1947–1959
	0.020



	1960–1973
	0.013



	1974–1989
	0.022



	1989–2000
	0.026



	2001–2008
	0.045



	2009–2012
	0.043



	




Source: Obstfeld and Taylor (2004, table 2.2); International Monetary Fund, World Economic Outlook Database (2013)






Foreign Investment Stocks

The accumulation of past capital flows gives rise to international investment stocks. On a global level, the aggregation of cross-border assets (or liabilities) at market value yields an aggregate number for financial openness of the global economy at a given point in time. The first estimates of aggregate foreign asset positions are available for the late nineteenth century. The data become more reliable as one approaches the First World War. These data were the subject of a long-standing debate among economic historians (Platt, 1986; Feinstein, 1990). Yet the original estimates by Sir George Paish (1909, 1912) and Herbert Feis (1930/1965) remain widely accepted. More recently, Esteves (2007, 2011) has revisited the more dispersed information on German and French foreign investments and studied their determinants.



Table 12.2 Savings retention coefficient (Feldstein-Horioka test), 15 countries



	



	1870–1913
	0.50



	1921–1930
	0.50



	1931–1938
	0.85



	1946–1972
	0.92



	1973–2000
	0.78



	




Source: Obstfeld and Taylor (2004). The savings retention coefficient measures the correlation coefficient β between domestic savings and domestic investment. A higher value indicates less capital mobility, a value of 1 would be obtained without international capital flows.





Overall, it is realistic to assume that on the eve of the First World War the combined international investments of the United Kingdom, France, Germany, and the United States—the four largest economies—were in the range of 7–8 billion pounds or about 35–40 billion (current) US dollars. Data for other countries such as the smaller European capital exporters (Belgium, the Netherlands, and Switzerland) are more difficult to come by. A figure of 5.5 billion dollars can be found in United Nations (1949), but looks very high. If true, these countries would have had higher foreign investments relative to output than the UK. Twomey prefers an older figure of 4.3 billion dollars in current 1913 prices (Twomey, 2000). Overall, 8–9 billion pounds or 40–45 billion US dollars (at historical prices) is generally accepted as the best possible estimate for the global stock of foreign investment assets in 1913 (Maddison, 1995; O’Rourke and Williamson, 1999; Twomey, 2000; Obstfeld and Taylor, 2004). These figures refer only to private long-term portfolio and direct investment. Information on short-term positions is much less complete. On the basis of very rough estimates, one may add about three billion dollars in short-term assets, raising global foreign assets in the world economy to 45–50 billion US dollars in 1913 (Bloomfield, 1963).

How much was this in relation to global GDP? Historical figures for the denominator—world GDP—are no less problematic than the numerator because the market value of output in developing countries at the time is not known. Yet all in all, the ratio of foreign investment assets (or liabilities) to world GDP in 1913 is likely to have been in a range between 20 and 30% of world output (Schularick, 2006).

The year 1913 marked a high watermark of global investment stocks relative to global GDP. The repatriation of foreign investments as well as the defaults in the Great Depression reduced foreign investment stocks and it took until the late twentieth century to reach similar amounts of accumulated flows. By 1930, foreign investment assets were only about half of what they had been before and fell further in the 1950s and 1960s, according to the data collected by Obstfeld and Taylor (2004). In 1960, foreign assets were equal to a mere 6% of global GDP. Yet by 1990, global foreign capital stocks had reached the level of 1913/14 again. By the year 2000, they were three times as high as in 1913, reaching 100% of global GDP, and have risen further since. The available data on foreign investment positions therefore confirm the view that capital mobility was high at the beginning and the end of the twentieth century.

The Macroeconomic Trilemma and Capital Mobility

How can one explain the ups and downs of capital mobility and international financial integration over the course of the twentieth century? The dominant explanation is that changes in the degree of capital mobility are a reflection of political preferences with regard to the exchange rate regime and monetary policy (Eichengreen, 1996). International macroeconomists discuss the choices that policy makers confront when designing their external economic policies in light of the so-called open-economy trilemma (Obstfeld, Shambaugh, and Taylor, 2005). Countries must choose two of the following three policy objectives: exchange rate stability, openness to international capital markets, or independent monetary policy. It is impossible to simultaneously realize all three objectives.

The gold standard was a system that combined fixed exchange rates with open capital markets. This severely limited the scope for independent monetary policy. There was very little central banks under the gold standard could do to fight off recessions as monetary policy was bound by ‘golden fetters’ and balance of payments constraints (Eichengreen, 1996). Yet other solutions to the trilemma exist. If countries allow their exchange rate to fluctuate, then it becomes possible to run an independent monetary policy (allowing the central bank to serve domestic economic needs) while capital can move freely in and out of the country.

Over the twentieth century, independent monetary policy that allows policy makers to react to economic conditions at home has become more important. With the rise of mass democracies and the increasing strength of labour movements, the subjugation of domestic economic conditions and employment under an external anchor became harder to maintain. The political foundation on which the gold standard system rested disappeared in the first half of the twentieth century. Governments in twentieth-century democracies could no longer ignore the plight of the domestic economy and guarantee gold convertibility, no matter what the costs were in terms of unemployment and social discontent. In post-First World War modern mass democracies, the credibility of commitment to the gold standard as a monetary order diminished. The market no longer trusted governments’ resolve to defend the gold standard at any cost as other policy objectives such as boosting employment and stimulating ailing economies through monetary and fiscal policy became imperative (Obstfeld and Taylor, 2003a, 2004).

The rising importance of domestic economic management left governments with the choice of restricting capital mobility or letting exchange rates float. After the Second World War, the immediate response was to restrict capital mobility and direct monetary policy towards the needs of the domestic economy while keeping exchange rates fixed. Central banks were free to manage the domestic money supply and interest rates while fixing exchange rates because of restrictions on the mobility of capital. Under the Bretton Woods system, controls on capital movements allowed national policy makers to insulate monetary policy from financial conditions in the rest of the world. The Bretton Woods system consequently marked a low point for international capital flows. With the collapse of the Bretton Woods regime in the early 1970s, the rationale for fixing exchange rates disappeared, capital controls were lifted and capital mobility increased again.

Geographic Patterns of International Investment

The geographic patterns of international capital flows have changed substantially over time. Before the First World War, almost half of all internationally mobile capital found its way to poor countries (Schularick, 2006). Countries with a per capita income of less than one-third of the core economies attracted almost 50% of total international investment stocks in 1913. According to historical statistics, out of a total of roughly 42 billion US dollars, countries with a per capita income of less than one-third of the core economies accounted for some 20 billion US dollars of total international investment stocks in 1913 (using the data from Feis, 1965 and Woodruff, 1966). In 1913, 7 out of the 12 most important recipients of foreign capital were less-developed economies: Russia, Brazil, Mexico, India, South Africa, China, and Spain. If one adds Argentina as a relatively wealthy but hardly industrialized country, 9 out of the top-12 destinations of international investment before 1914 can be counted as developing economies.

A comparative look at the distribution of international investments at the end of the twentieth century in Table 12.3 shows that the contrast between then and now is stark—regardless of minor quibbles over the accuracy of pre-First World War investment statistics. At the turn of the millennium, investment liabilities of countries with a GDP per capita of less than one-third of the high-income (Organisation for Economic Co-operation and Development, OECD) countries accounted for only 12.5% of global investment stocks in the years 2000 and 2001. By historical standards, poor countries are marginalized in the contemporary global financial market, but were well integrated before 1914.




Table 12.3Main recipients of foreign investment (US dollar billions)

[image: image]

Note: The figures for end-2001 refer to international liabilities from direct and portfolio investments and long-term bank loans.

Source: Schularick (2006).





Another way to illustrate this important shift in the geography of capital flows is to study international investment stocks and GDP shares. Standard models of portfolio diversification suggest that the share of a country in international investment stocks should be roughly proportionate to its income. One can construct an integration index that relates the share of a country in international investment to its share in world GDP. The index is defined as the share of a country’s gross foreign liabilities (GFL) in total international liabilities, divided by its share in world GDP. The index is therefore independent of changes in the overall level of international financial integration:

[image: image]





Table 12.4International financial integration index

[image: image]

Sources: Schularick (2006).






An index value of 1 signals that the country hosts the amount of foreign capital that corresponds to its share in world GDP. Table 12.4 shows that before 1914, developing countries were host to a larger part of international investment than of global GDP. The mutual investments between rich economies were comparatively low before 1914 (with the partial exception of the US), whereas their financial ties to the periphery were close. International capital flows were predominantly rich–poor in direction, as standard textbooks would suggest. Today’s globalization can instead be characterized as a ‘rich–rich affair’, dominated by massive diversification flows between rich economies and low rich–poor flows (Obstfeld and Taylor, 2004: 174).


[image: image]

FIGURE 12.1 Net capital flows from rich to poor economies relative to GDP, 1875–2010

Note: 5-year moving average of aggregate current account/GDP ratio of advanced economies.



Rich–Poor Capital Flows

Savings flows from rich to poor countries are part and parcel of the standard case for capital mobility and allocative efficiency on a global level. How have capital flows from rich to poor countries evolved over time? To determine how much capital (savings) flowed from rich to poor at any point in time, one can use a bold and simplifying shortcut. One can add up the current account balances of all rich (or all poor) economies in the world. If the sum of the current account balances of all poor countries is negative (in deficit), we know that the other half must have provided the financing.

To visualize rich–poor capital flows in the past 140 years, Figure 12.1 shows the aggregate current account balances of the 16 largest industrial economies for which we have detailed long-run data: Canada and the US, Britain, France, Germany, Italy, Switzerland, Belgium, Finland, the Netherlands, Denmark, Norway, Sweden, Spain, as well as Japan and Australia.1 Whenever this group of 16 countries ran a cumulative current account surplus, they exported capital to the less developed part of the world economy.

Figure 12.1 tracks the development of the aggregate current account balance of 16 advanced economies over time. It shows a five-year average of capital flows between the world’s rich and the world’s poor over the past 140 years. A value of zero indicates no net resource transfer from one group to the other (a balanced current account position). A positive value indicates that the advanced economies exported capital to the poor countries (ran current account surpluses) while a negative value shows a resource transfer from poor to rich. The figure demonstrates that in the course of the twentieth century, net capital flows between rich and poor countries have reversed. At the beginning of the twentieth century, rich countries were financing the poor. At the beginning of the twenty-first century, poor countries were financing the rich. In today’s world economy, less developed countries transfer savings to the world’s affluent societies.

Figure 12.1 also shows that over the past 140 years, three different regimes took shape. The first phase lasted from 1870 to the First World War. During this time, rich countries constantly exported between 1–2% of their aggregate GDP to the rest of the world. Over time, it added up to a significant resource transfer from rich to poor. Some advanced economies such as Australia, Canada, and the US were net capital importers at the time, but the sizeable surpluses of the other large advanced economies (mainly the UK, France, and Germany) kept the high-income aggregate well in the positive, leading to substantial net capital outflows to the rest of the world—that is, to less-developed economies (the rest). In the capital market before 1914, the world’s poor were indeed the world’s borrowers and the rich countries the world’s bankers.

For the next 60 years, roughly from the 1920s to the 1980s, net capital flows between rich and poor would hover around zero. Net–net, rich and poor were not lending to each other in substantial amounts. There were various waves of capital flows to and from developing countries—the Petrodollar recycling in the 1970s and the subsequent Latin American debt crisis comes to mind—but on aggregate, savings did not flow from rich to poor as the current account position of the rich vis-à-vis the poor was more or less balanced during these years.

Another regime shift took place in the last quarter of the twentieth century, beginning in the 1980s when the current wave of globalization took off. Initially, the current account imbalances between rich and poor countries were small and virtually indistinguishable from the perennial discrepancies in world balance of payments statistics. But by the mid-2000s, the advanced economies started to run sustained deficits of 1–2% of their combined annual output—the deficits had about the same magnitude as their surpluses 100 years before. Not all advanced economies behaved in the same way though. Some industrial countries like Germany, Switzerland, and Japan continued to run surpluses, but these were overwhelmed by growing deficits elsewhere, mainly in the US. On aggregate, the current account balance of the advanced economies turned persistently negative for the first time in 150 years.

INTERNATIONAL CAPITAL FLOWS IN THE NINETEENTH CENTURY

The degree of financial globalization before 1914 was impressive in many ways. European exchanges listed bonds of more than 60 governments and shares of companies from almost all continents and sectors. London was the undisputed financial centre of the world, but to some extent Berlin and Paris rivalled London’s position in certain areas, such as in the sovereign loan market (Feis, 1965 [1930]).

The nineteenth century saw four major waves of capital flows from the European financial centres to the periphery. After the independence in the early 1800s, the first global capital flow phase began in the 1820s when Colombia floated the first Latin American bond in London (Paolera and Taylor 2013). By 1825, Latin American borrowers had raised 20 million pounds from British investors (Kaminsky, 2012). When the Bank of England raised interest rates in 1825, the boom came to a sudden halt. Investors scrambled for liquidity, the stock market crashed, and a banking panic in England ensued. Latin America was quickly cut off from additional loans, making it impossible to roll over debt. Most Latin American countries defaulted on their debts. Peru, Colombia, and Chile ceased foreign debt service in 1826 in Argentina, Mexico, and then in Brazil in 1827. The first global capital flow cycle had come to an abrupt halt.

After foreign debts were settled in the 1840s and 1850s, the next wave of foreign lending took off in the late 1860s. This time was different insofar as the amounts involved were much higher and the range of borrowers much more diverse. Capital flowed to all parts of the world, including destinations in the European periphery and Asia. While public borrowing still dominated the market, private borrowers received a larger share of the investments than before. This wave of foreign lending came to a stop in the mid-1870s when Central European financial markets crashed and financial conditions in the core deteriorated sharply. Mirroring the global nature of this boom episode, defaults occurred on all continents. The Ottoman Empire, Greece, Egypt, and a long list of Latin American countries such as Colombia, Peru, and Uruguay defaulted.

The next wave began in the 1880s and ended with the near-collapse of Barings Brothers, one of the main underwriters of Argentinian government debt in 1890. The economic recovery of the 1880s led to rising commodity prices, trade volumes, and custom revenues, thereby improving the fiscal position of borrowing countries. A better fundamental outlook begets even more investor interest and a self-reinforcing boom is under way. At some point, capital market conditions change and debtor countries struggled to secure additional credit. While the Bank of England managed to keep the situation under control by orchestrating a bailout for the struggling Barings Brothers, the crisis marked the end of another capital flow cycle. When interest rates spiked and economies in the north went into recession, foreign financing dried up just at the time when commodity prices collapsed and the trade volumes plummeted. Subsequently, the bonds of Argentina, Venezuela, and Brazil went into default in the course of the 1890s.

However, it did not take long until the next round of international lending started in the first decade of the twentieth century. With a short interruption during the 1907 financial crisis, this cycle of foreign lending lasted until the outbreak of the First World War. When the war broke out in Europe, the global financial system experienced a liquidity crunch and capital flows to emerging markets dried up. Unsurprisingly, defaults followed soon after. Brazil and Mexico were among the Latin American nations to default in 1914.

Patterns of European Capital Exports

In the late nineteenth century, Europe was, to use Herbert Feis’ (1930/1965) now classic book title, The World’s Banker. European capital provided the financial backbone for the construction of railways, canals, ports, and other infrastructure in many parts of the world. Most nineteenth-century investment took the form of so-called public overhead capital. British investors in particular had a preference for government bonds and investments in infrastructure projects, which often came with an implicit or explicit government backing.

The data collected by Stone (1999) allow a detailed view of British investment. In total, about 75% of all investment flows were related to public infrastructure projects. About one third of all British foreign investment at the time went into government bonds and another third into railway bonds. In terms of financial instruments, the vast majority of capital flows took place in the form of fixed coupon bonds. British investors preferred the stability offered by fixed income investment instruments, in particular in the case of investments in developing countries. Infrastructure construction was also linked to military and strategic objectives within the British Empire. In other cases, infrastructure was necessary to exploit raw materials more effectively. Sometimes economic and military motives came together, as in the design of the Indian railways system during the late nineteenth century.

Authors such as Bloomfield (1968) assumed that direct investments only accounted for a small share of the overall British investment at the time (Platt, 1986). However, the work of Mira Wilkins (1988, 1989) on free standing companies as an important vehicle of British capital export suggests that a significant share of portfolio investment was in fact direct investment by modern definitions as it implied managerial control over the investments. By this measure, up to 40% of all British and German and more than two thirds of American foreign investment was effectively foreign direct investment.

What has attracted European investors into overseas investments? Which destinations did European investors prefer? These questions have been debated at length among economic historians. The role that capital exports played for Britain’s relative economic decline during the period has also been an issue of much debate: Did the city of London have a bias towards foreign investments and consequently starve British industry of the necessary funds to keep up with the rise of American and German industry? Useful discussions of these questions can be found in work by Edelstein (1982, 1994), Pollard (1985), and Davis and Huttenback (1986), among others.

Economic, political, and demographic factors have all been invoked to explain the patterns and directions of European capital exports in the heydays of European imperialism (Davis and Huttenback, 1988). Did investors send their money to places where it would earn the highest returns, more or less independent of politics, or were finance and politics closely linked in the age of high imperialism, as authors such as J. A. Hobson (1902), Hilferding (1910), and Lenin (1917) have argued?

Overall, there are good arguments that both factors played a role and interacted in many ways. The distribution of British capital exports is shown in Table 12.5. The view that economic fundamentals accounted for the direction of flows finds support in the works of Feis (1965 [1930]), Nurkse (1954), as well as Edelstein (1982). Taylor and Williamson (1994) have argued that the difference in dependency ratios between the new world (young populations and high immigration rates) and the old world with more mature population structures was as a reason for the large savings transfers during the first globalization. The savings capacity of new world economies was restrained by demographic forces. Old world savers filled this dependency induced savings gap so that countries like Argentina imported capital from countries such as Great Britain with low dependency ratios. In their study of nineteenth-century globalization, O’Rourke and Williamson (1999) argue that European capital chased after land and natural resources as well as the labour that was also attracted by the former.



Table 12.5Capital flows from Britain to the world, 1865–1914 (million pounds)



	
	1865–1914
	% of total



	Europe
	 478
	11.7



	North America
	1334
	32.8



	Latin America
	 829
	20.3



	Australia & NZ
	 467
	11.5



	Asia
	 555
	13.6



	Africa
	 410
	10.1



	British Empire
	1698
	42



	World
	4073
	100



	




Source: Stone (1999).





In a more detailed study, Clemens and Williamson (2004) analyse the determinants of British capital flows on the basis of Stone’s (1999) data for capital calls in the London Stock Exchange. They too reach the conclusion that investors were attracted by favourable demographics, immigration, and natural resources. Economic fundamentals apparently mattered more than colonial status or monetary regime, although both also appear as significant coefficients in their regressions, and colonial status and economic fundamentals were clearly not independent from each other.

It was long consensus that French and German foreign investments were more politicized than British investments, since governments in Paris and Berlin tried to use capital exports for political purposes. Fishlow’s (1985) well-known distinction between development borrowers financed mainly by the British capital market and (government) revenue borrowers financed in Paris and London echoes this view that can also be found in Woodruff’s (1966) book.

On closer inspection, such generalizations appear problematic. Recent studies by Esteves (2007) have argued that German capital exports responded as much to economic fundamentals as did British flows. A related study on French capital exports by Esteves (2011) has also demonstrated that French investments in North America were considerably larger and those in Europe smaller than originally assumed. These results mesh with recent micro studies that demonstrate the efficiency of the French stock exchange and raise doubts about earlier assumptions of a more competitive organization of the London market (Hautcoeur and Riva, 2012).

How profitable were British investments? In the footsteps of Michael Edelstein’s (1982) book, various authors have estimated the returns on home and foreign investment on British markets during the 1870–1913 period (Goetzmann and Ukhov, 2006; Chabot and Kurz, 2010). A recent study by Grossman (2015) complements these efforts. The general result is that returns on foreign investments were higher than those at home, although more so for equity investment than for bonds which constituted the lion’s share of British foreign investment at the time. From a portfolio point of view, foreign assets likely lowered risk and expanded the mean-variance frontier.

Sovereign Risk

What factors accounted for the large flow of capital from centre to periphery in the first globalization era? There is broad agreement among economic historians that investors saw surprisingly low risks in lending to remote places despite the lack of timely economic and political information, at least by modern standards. The interest rates that British investors charged a country like, say, Turkey were not much higher than the interest rates that the British government itself had to pay to investors. The financial market at the time reflected an assumption that investments in remote places were safe, much safer indeed than during most of the twentieth century. The supply of capital increased with lower investment risks. But why did investors think that investments in the rest of the world were relatively safe?

In an era of imperialism, political factors quickly come to mind. Ferguson and Schularick (2006) have used regression analysis to show that the fact that large parts of the world were under direct or indirect colonial rule affected investors’ perception of risk. In particular, less developed British colonies were able to borrow at terms that were much more favourable than those of comparable independent countries with similar fundamentals. Mitchener and Weidenmier (2005) arrive at similar conclusions with respect to the American sphere of influence in Central America.

The interest rates charged to independent emerging markets also fell substantially in the decades before the First World War. This happened while the yield on the British Consol, the benchmark for safety and liquidity, remained constant at roughly 3% per annum. In other words, the fall of interest rates was first and foremost a story of declining risk premia, i.e. the extra interest demanded by investors to hold non-British bonds fell and the interest rates charged on foreign bonds came closer and closer to the rates of safe British bonds. What made the world so much safer for foreign investment in the decades before the First World War?

One prominent hypothesis for the decline in country risk perception is growing adherence to the gold standard (Bordo and Rockoff, 1996; Obstfeld and Taylor, 2003b). Under the gold standard, governments must keep their houses in order. Fiscal policy must be prudent since it is impossible to print money to finance unsustainable public spending. As more and more developing countries joined the gold standard in the 1890s and 1900s, the market rewarded their commitment to the gold standard with lower interest rates. This is a compelling story, linked closely to important literature in modern macroeconomics on the virtue of rules for the credibility of economic policy-making. The only problem is that there is little empirical evidence outside a narrow country group that the effects of gold standard adherence were meaningful. It probably made little difference for poor developing countries outside the ‘Atlantic economy’ (Mitchener and Weidenmier, 2009; Ferguson and Schularick, 2012). Below a certain income threshold, the effects seem to disappear. Many countries whose interest rates fell strongly were never or only for a short period on the gold standard—as was the case in China, Spain, Italy, Portugal, and Bulgaria.

Japan is an interesting case too. It was long seen as the prime example proving the beneficial effects of joining the gold club. But as Sussman and Yafeh (2000) have shown, Japan was in many respects a special case. The credibility gains Japan reaped from going on gold look much less exemplary when they are compared with Japan’s ‘peers’ at roughly the same state of development. In 1895, the country risk of Chile—a country that experimented unsuccessfully with gold adherence for a short time—was roughly at the same level as Japan. In the following two decades Chilean spreads fell more than Japan’s, despite being on a paper standard.

A second hypothesis aims to explain the reduction of emerging market bond spreads with improvement in measurable macroeconomic fundamentals. This can be called the ‘Hobson-thesis’, as C. K. Hobson (1914: 158) already noted that improved debt fundamentals caused the boom in emerging market finance before 1914: ‘The rise of prices enabled them [the recipient countries] to gather in a larger revenue, and so lightened the burden of their outstanding debts.’ It is true that debt burdens fell in many peripheral countries, often as a consequence of robust growth and rising public revenues. Flandreau and Zumer (2004) have reintroduced this hypothesis to the academic debate.

Yet it remains unclear if this can fully explain the massive reduction in perceived investment risks before the First World War. The great majority of countries indeed had lighter debts by the end of the first globalization wave. The more troublesome point is that upon closer inspection, the relation between changes in debt and changes in spreads is rather loose. Risk premia declined across the board, but the fall in debt levels varied a great deal. And even countries whose debt burden actually increased by significant amounts could see their spreads fall by half over the period.

What can account for low country risk before the First World War? It’s possible that investors responded to the changing political environment of globalization in the late nineteenth century (Ferguson, 2003; Mitchener and Weidenmier, 2010). In this view, country risk in the global bond market became less of a problem, simply because the financial sovereignty of the periphery was increasingly reduced. From the perspective of an investor in Europe, this reduced both ex ante the likelihood and ex post the costs of defaults. Mitchener and Weidenmier (2010) show that gunboat diplomacy and other forms of direct penalties had similar effects in concerned countries and lowered ex ante default probabilities.

Narrative evidence confirms this view: around the turn of the century the European powers (and also the US) became much more stringent in policing and enforcing financial stability in the periphery. With the Anglo-German intervention in Venezuela 1902/1903, the Roosevelt-Corollary of 1904 and the British expedition to Guatemala in 1913, three of the most prominent examples of openly displayed political hegemony took place in this decade. The blockade of Venezuela especially illuminates the political economy of financial relations between core and periphery at the beginning of the twentieth century. The Anglo-German blockade of Venezuela took place between December 1902 and February 1903. The joint action of the European powers was triggered by the refusal of the Venezuelan President Castro to pay Venezuela’s foreign debts and to compensate foreigners for the destruction of their property during the civil war. Britain and Germany sent warships to enforce their financial claims. The Anglo-German expedition sank the Venezuelan fleet and the dispute was submitted to arbitration—while the naval blockade continued. The outcome was that Venezuela had to pledge 30% of the customs revenue at its two major ports to the creditors.

Partly in reaction to these events, the Roosevelt-Corollary was pronounced in 1904 as an attempt to prevent further European interventions in Pan-American affairs, and hence to re-establish the Monroe Doctrine. From this point on, the US would assume the role of chief financial officer in Central America.2 Financial markets reacted quickly to the announcement. The prices of Central American bonds rose by 74% within a year after the announcement of the corollary (Mitchener and Weidenmier, 2005).

The extension of financial interventionism after 1900 was also evident in Asia. China, besides Japan, Siam, and Persia, was one of the few nominally independent countries in the region and, over the years, it became a de facto financial protectorate of the Western powers. China’s defeat in the war against Japan in 1895 and in the Boxer-uprising in 1901 triggered massive interference with Chinese financial affairs. The influence of the Maritime Customs Administration, headed by a British general inspector, grew continuously. Over time, the debt service payments for nine major bonds and for the imposed reparations for the Boxer war were put under the control of the foreign-controlled Customs Administration. The reduction of Chinese country risk—starting at more than 300 basis points in the 1890s and falling to less than 150 in the first decade of the twentieth century despite a massive increase in real debt burden—can be explained by the confidence foreign investors drew from the administration’s presence.

In the European periphery, there was a long tradition of political intervention in response to financial difficulties. The early examples for such arrangements were the Ottoman Empire and Egypt. Both economies defaulted on their debts after prolonged periods of economic mismanagement and irresponsible fiscal policy. In the case of the Ottoman Empire, more than half of public revenues had to be paid out to creditors as debt service. In 1876, the country suspended interest rate service. The European powers saw the danger of disintegration of the Ottoman Empire and installed an international commission that supervised the debt service. The Caisse de la Dette Ottomane directly controlled roughly a third of the Ottoman budget. New loans could only be contracted with the consent of the Caisse and were usually guaranteed by additional public revenues which were put under its administration.

In southern and Eastern Europe the Turkish example became the blueprint for the reorganization of stretched finances. The clearest parallel is Greece, which pronounced a unilateral suspension of debt service payments in May 1893. Unsurprisingly, the Greek action was heavily criticized by the Corporation of Foreign Bondholders. When Greece lost a war against Turkey in 1898, the time had come for the European powers to place Greek finances under multilateral oversight.

In all these countries, the foreign debt administrations had distinctly positive effects on investors’ risk perception. It is unsurprising that the arrangements proved very popular with the bondholders. A significant share of public revenues came under international creditor control, and new debt could be contracted only if further revenues were pledged to the international debt commissions. Very seldom was it possible for the governments of these countries to place additional loans in London, Paris, or Berlin without further reductions to financial sovereignty.

INTERNATIONAL CAPITAL FLOWS IN THE TWENTIETH CENTURY

The first era of financial globalization ended with the outbreak of the First World War in the summer of 1914. The global financial order did not survive conflict among the imperial powers. After the war, the New York market became a formidable rival for London, the traditional centre of international finance. The US took over from Britain as the main capital exporter to developing countries and became the dominant country in international financial relations in twentieth century.

The days of overt political and financial imperialism of the pre-war era were numbered and international contract enforcement through military action basically ceased to be part of the international financial order. When President Woodrow Wilson proclaimed the self-determination principle in his famous 14 points in January 1918, military and political interventions to secure debt payments were no longer an acceptable means of international politics. Without enforcement, international lending now relied on willingness to pay and on indirect means to incentivize debtors to honour their obligations. Sovereign risk in the modern sense was born (Eaton and Gersovitz, 1981; Bulow and Rogoff, 1989).

The twentieth century experience with international capital flows can be divided into three sub-periods. First, the interwar years were marked by the boom of the 1920s, followed by the bust in the 1930s. Overall, the experience with capital mobility in the interwar period was not a happy one. Volatile short-term capital flows complicated economic management in postwar Europe (Eichengreen, 1996). Second, after the Second World War the Bretton Woods system restricted capital mobility in the name of domestic reconstruction and rebuilding global trade. The last era commenced after the end of the Bretton Woods system in the early 1970s. The end of fixed exchange rates and the reduction of capital controls led to a second period of global financial integration, marked by substantial increases in cross-border movements of capital.

The Interwar Period

At the beginning of the 1920s the after-effects of the war still loomed large. Compared with gold standard times, overall volumes of capital flows were much lower in the interwar period. In Europe, the resolution of war debts and reparation payments cast a long shadow over international capital markets. In the case of Latin America, uncertainty over the prospects of world trade and commodity prices meant that the continent’s access to foreign capital improved only slowly (Eichengreen, 1989; Solimano and Watts, 2005).

In the US market, foreign security issuance accelerated strongly after 1924. A number of phenomena contributed to the sudden popularity of foreign investment in the American capital market. First, the Dawes plan of August 1924 brought temporary relief to the troubled situation in Europe. For a time, it seemed that the question of German war reparations would no longer overshadow economic reconstruction of the European economy. The Treaty of Locarno that was signed a year later between Germany, France, and the United Kingdom also demonstrated that the political situation in Europe, while still precarious and volatile, was stabilizing. Second, when fiscal stability and monetary order gave way to the uncertainties of the war period, the world economy began to recover. Between 1924 and 1929, world manufacturing output grew at a rate of 6% (Eichengreen, 2003: 29). Rising global demand in turn boosted commodity prices and supported the creditworthiness of borrowers in Latin America and Asia.

The combination of European capital needs for reconstruction and an improved economic outlook for Latin American countries unleashed the capital flow boom of the 1920s. Starting at less than 400 million dollars in 1919, foreign borrowing in the American capital market peaked at more than 1.3 billion dollars in 1927 (Eichengreen, 1989). In constant dollars (at 1929 prices) foreign lending increased from 330 million dollars to more than 1.2 billion in both 1927 and 1928 (Eichengreen, 1989: table 11.2). Europe and Latin America accounted for roughly two thirds of foreign security issues.

In total, the US market absorbed 11.6 billion of foreign capital issues, of which only about 10% were refunding loans. Plagued by notorious balance of payment problems, the British government had to discourage capital exports on various occasions. As a result, Britain was a distant second when it came to capital exports, as shown in Table 12.6. In total, foreign capital issues in the London market amount to about 1.2 billion pounds sterling (6.4 billion dollar at the old parity), only slightly more than half the amounts raised in New York (Madden, Nadler, and Sauvain, 1937: 68).




Table 12.6Foreign government security issues in the UK and the US, 1920–30



	
	UK, sterling million
	US, dollar million



	1920
	  12.0
	439



	1921
	  84.6
	532



	1922
	  87.1
	660



	1923
	  94.4
	304



	1924
	100.2
	912



	1925
	  33.8
	818



	1926
	  56.0
	673



	1927
	  78.2
	973



	1928
	  71.9
	875



	1929
	  34.7
	253



	1930
	  68.8
	650



	




Source: Mintz (1951: table 3, p.19).





About 40% of the total capital went to Europe, with Germany being the main destination for American capital. North American (chiefly Canadian) and Latin American issues constituted the second and third largest groups, as shown in Table 12.7. Both North America and Latin America absorbed about 25% of US foreign investment. Only about 9% of all issues came from borrowers in the Far East, including Australia.

New York came of age as an international financial centre at a difficult time for overseas investment. When the Great Depression arrived, many bonds went into default. According to some statistics, 38% of the issued amounts were in partial or full default in 1935, as shown in Table 12.8. The height of the default wave occurred in 1933 when more than 1 billion dollars of principal amounts were no longer serviced in full (Madden, Nadler, and Sauvain, 1937: 124). Barry Eichengreen (1989) reckons that about two thirds of all bonds held by American investors fell into default in the course of the Great Depression. The worst offender in the 1930s was clearly Germany. By 1935, almost the entire market value of outstanding bonds was not fully serviced. Even Latin American default ratios compare favourably to those of Germany, although roughly 80% of outstanding Latin American bonds were in default in the mid-1930s. By contrast, American investors fared much better in Asia and Australia as well as in Canada where defaults rates stayed in the single digits.



Table 12.7Foreign security issues in the US capital market, 1919–29

[image: image]

Source: Eichengreen (1989: table 11.2).








Table 12.8Bonds in default, December 1935

[image: image]

Source: Madden, Nadler, and Sauvain (1937: table 18).






Looking at 250 dollar bonds and 125 bonds denominated in sterling, Barry Eichengreen and Richard Portes (1989) have calculated rates of return of investors in the 1920s, both by geography and by type of borrower. They found that on average investors only received half the yield that they were promised ex ante—about 4% instead of 8%. In the light of the massive economic dislocations of the 1930s, one might be surprised that the returns were not even lower.

Latin American countries were hit especially hard by the collapse of commodity prices in the Great Depression. Export volumes also fell sharply as the economies in Europe and North America sank deeper into depression. Protectionist tariff policies in the US such as the Smoot–Hawley tariff of 1930 or the British Abnormal Importations Act of 1931 sharply restricted the access of Latin American goods to their core markets in the North (Díaz Alejandro, 1983). For many observers in Latin America, the creditor countries had violated the implicit rules of the old debt contracts. The debtor countries had assumed that the creditor countries would keep their markets open, because only then could the loans be repaid. When the creditor countries chose protectionism, default seemed excusable.

Faced with the sudden deterioration of their financial position, many Latin American countries once again interrupted payments to foreign creditors. The first country to default was Bolivia in January 1931, but others followed quickly. Chile and Peru followed in 1931. Only Argentina, fearful of upsetting its financial relationship with the UK maintained debt service all the way through the 1930s. The political repercussions of the economic and financial crash were severe. Starting with the forced resignation of Bolivian President Hernando Siles in May 1930, almost all Latin American states faced a revolution or a military coup (Marichal, 1989).

The experience of the 1930s left a lasting mark on the economic policies of the region. From the perspective of South America, the events of 1930s demonstrated the vulnerability of the region’s economy to external shocks and erratic terms of trade in the ‘commodity lottery’. They also underscored the dangers of relying on the openness of international markets for their exports. For almost three decades, policies aimed at reducing the external dependence and openness of their economies became the cornerstone of economic thinking.

From Bretton Woods to the Return of Global Finance

At the ‘United Nations Monetary and Financial Conference’ held in July 1944 at the Mount Washington Hotel in Bretton Woods, New Hampshire, policy makers agreed on a set of rules that would help rebuild world trade and repair the war-torn world economy. Ceding to the immediate demands of postwar reconstruction, the rules granted considerable power to the individual nation states to manage their domestic economies (Eichengreen, 1996; James, 1996). The postwar monetary system complemented the gold exchange standard with a new policy tool: capital controls that preserved freedom of action for policy makers despite fixed exchange rates. Consequently, capital flows were small.

The end of the Bretton Woods system of fixed exchange rates in the early 1970s paved the way for a rapid process of financial re-globalization. With the transition toward floating exchange rates, the main macroeconomic rationale for capital controls and restrictions on international financial flows had vanished. Governments and central banks no longer needed to defend a specific value of their currencies. Once capital flows could not interfere with economic management, it became harder to resist the financial industry’s demands to liberalize international financial transactions.

Financial liberalization started in the advanced economies but with a delay of about a decade the liberalization train also arrived in the developing world. The position of the International Monetary Fund (IMF) regarding capital mobility changed significantly after the 1970s (Chwieroth, 2009). Slowly steps toward liberalizing international financial institutions became part of the so-called Washington Consensus—the set of rules that the Washington-based international financial institutions, the World Bank and the IMF thought of as best practice in economic policy. In Europe, the 1986 Single European Act abolished exchange controls and barriers to capital flows between the member countries of the European Union. The Maastricht Treaty of 1992 also guaranteed the right to move capital outside the Union. The 1989 OECD Code of Liberalization of Capital Movements was eventually amended to cover also short-term capital flows (Abdelal, 2007).

As the legal constraints on international financial transactions diminished, global financial flows returned with astonishing speed. The revolution in computer and information technology helped. It enabled increasingly complex financial trading across countries and time zones. Moreover, computing technology increased the availability and reduced the costs of the most valuable commodity for financial markets: information.

The database compiled by Lane and Milesi-Ferretti (2007) allows for a detailed analysis of the stunning surge in international financial transactions over the last four decades. They have brought together the different statistics for various instruments of international lending—foreign direct investment, portfolio investments, bank lending—and unified them in a single dataset. The resulting ‘External Wealth of Nations’ database tracks the growth of global finance from 1970 to the eve of the crisis in 2007.

Table 12.9 shows that, on a global level, the cumulative stock of external liabilities (or external assets) increased from 600 billion dollars in 1970 to about 100 trillion dollars in 2007 in current prices. More telling is the ratio of international financial assets to GDP. For the world economy as a whole, this ratio increased from 20% in 1970 to 182% in 2007—a ninefold increase. The breakdown into foreign direct investment, debt flows (including bank lending and bond issuance) and portfolio equity investment allows us to identify the driving force behind the jump in cross-border financial relations: the debt category saw the most rapid growth, increasing from 14% of GDP in 1970 to 106% in 2007. In the last 20 years alone, global cross-border liabilities resulting from debt contracts doubled relative to global GDP and increased six-fold in dollar terms (not inflation-adjusted).


Table 12.9Global foreign investment, 1970–2007

[image: image]

Source: updated and extended version of dataset constructed by Lane and Milesi-Ferretti (2007).




Within 30 years, the size of the global financial market grew by a factor of six—not in absolute terms, but relative to global GDP. On the eve of the 2008 global financial crisis, the web of financial links between economies had grown so dense that mutual investments outstripped annual global production by a factor of two. The advanced economies were clearly the frontrunners. In contrast to the nineteenth century, today their mutual financial ties are very strong. Yet this does not mean that developing countries have not opened up financially. Their openness to international capital flows has also grown substantially from the low levels of the 1970s and 1980s.

A new phenomenon of reverse capital flows in the 2000s has been reserve accumulation by governments in the developing world. Between 2000 and 2010, global foreign exchange reserves exploded. According to IMF data, worldwide foreign currency reserves rose by five trillion dollars. Within ten years, they grew by a factor close to five in absolute terms, increased 2.5 times relative to world GDP and doubled relative to world trade, which itself expanded more rapidly than overall production. By the end of 2010, the total pool of global foreign exchange reserves accounted for more than 9 trillion dollars or 15% of global output—a historically unprecedented investment of sovereign countries denominated in currencies of other countries.

Two motives are commonly cited as driving the surge in official reserve holdings by developing countries. First, a precautionary motive linked to self-insurance against financial instability risks associated with openness to global capital markets (Feldstein, 1999; Obstfeld, Shambaugh, and Taylor, 2010). Large foreign exchange reserves decrease the risk of speculative attacks on the currency and therefore reduce the risk of a financial crisis. Second, reserve accumulation has also been linked to mercantilist trade policies and export-led growth strategy in Eastern Asia and China (Dooley, Folkerts-Landau, and Garber, 2004; Ferguson and Schularick, 2006; Aizenman, 2008).


ECONOMIC EFFECTS OF CAPITAL FLOWS

What does the historical record have to say about the economic effects of capital flows? Overall, the tangible benefits of financial integration for economic development have remained surprisingly hard to identify. While different types of capital flows come with different advantages and risk, the link between financial openness, capital imports and development has been difficult to demonstrate conclusively. Schularick and Steger (2010) as well as Bordo and Meissner (2010) report a positive correlation between capital inflows and growth in the nineteenth century. Authors such as Feis (1965 [1930]), Woodruff (1966), and Fishlow (1985) also had little doubt that foreign capital contributed to the economic development of recipient countries before 1914. Davis and Cull (1994) studied the US experience and came to the conclusion that capital inflows helped spur economic growth. Davis and Gallman (2001) argue that the recipient economies benefited greatly from the flow of European capital. However, even in the US, the contribution of foreign savings to nineteenth-century investment remained relatively small.

Several recent empirical cross-country studies using data for the second half of the twentieth century have found little discernible growth effects of capital flows (Rodrik, 1998; Edwards, 2001; Edison et al., 2002). Many scholars have consequently raised doubts that financial globalization brings notable benefits to poor countries (Bhagwati, 1998; Tobin, 2000; Gourinchas and Jeanne, 2006; Aizenman, Pinto, and Radziwill, 2007). A paper by a group of IMF staff economists surveying empirical studies of the international finance–growth nexus essentially came to the same conclusion (Prasad et al., 2003). On an individual country level too, the economic history of the twentieth century holds a number of examples—from Germany to Japan and Korea—where rapid economic growth went hand in hand with capital exports, not imports. Pierre-Olivier Gourinchas and Olivier Jeanne (2013) call this the ‘capital allocation puzzle’. In the last decades of the twentieth century capital flowed predominantly to places with chronically low investment rates and low productivity growth. Fast-growing economies in Asia were exporting, not importing capital. In another paper, Eswar Prasad, Raghuram Rajan, and Arvind Subramanian (2007) even went a step further. Looking at the correlation of capital flows and economic development since the 1970s, they found that developing countries that relied less on foreign capital inflows grew faster, not slower, than countries that imported capital from the rich.

Bordo and Meissner (2010) have discussed the reasons that growth effects of capital flows have remained hard to identify. Studying the late nineteenth-century experience, Bordo and Meissner show that foreign capital surges—while temporarily leading to higher growth—have often been precursors of financial crises. Capital inflows were associated with higher growth in the long run, but also increased macroeconomic volatility through a higher likelihood of financial crises. Such crises in turn led to meaningful short-term output losses. In other words, the positive effects of capital inflows have been overshadowed by the financial stability risks associated with financial openness.

The occurrence of boom and bust phases in international capital flows, often ending in sudden stops and financial crises, is a well-documented and much studied phenomenon (Calvo, 1998; Reinhart, Kaminsky, and Vegh, 2004). When times are good and optimism runs high, the market is wide open even to high-risk borrowers. In bad times, good borrowers too may find it hard or even impossible to raise funds in the market. From the 1820s, to the post-First World War imbalances of the 1920s, the Asian crisis in the late 1990s, global imbalances in the 2000s, and the recent experience of the Eurozone—the list of such boom and bust episodes in modern economic history is long (Eichengreen, 2003).

Asset prices in the countries at the receiving end of capital flows typically appreciate during the inflow boom and the real economy often grows briskly, supporting the original investment thesis by embellishing the underlying fundamentals. Yet economic fortunes change quickly when the inflows dry up. The positive feedback between financial flows and the real economy goes into reverse gear. The probability of default, banking crises, or currency crashes is significantly higher in the wake of a capital inflow boom, in particular in emerging markets, as shown by Reinhart and Reinhart (2008). In their bestselling book This Time Is Different, Carmen Reinhart and Kenneth Rogoff (2009) have documented how capital flows, sovereign debt, and banking crises have been closely linked over the centuries.

Yet there is no overall agreement as to what role capital flows play in the generation of financial crisis. Studying the experience of advanced economies since 1870, Jordà, Schularick, and Taylor (2011) do not find that capital inflows can be used as an early warning sign for financial crises. They point to rampant domestic credit growth as the proximate cause of financial crises, in line with the results in Schularick and Taylor (2012). However, studies that focus more strongly on emerging economies such as those by Kaminsky and Reinhart (1999) and Catao and Ferretti (2013) generally tend to find that capital flows are a precursor to financial crises. Why developing countries slide into crises at external debt levels that seem manageable by the standards of advanced economies remains a debated issue (Reinhart, Rogoff, and Savastano, 2003).

Great hopes were often pinned on financial integration as a tool for development. Yet the contemporary economic view of the benefits and risks associated with openness to the global capital market is much more nuanced. History too shows that capital imports are not a short cut to development and dependence on foreign capital is frequently associated with sudden stops and financial crises.
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CHAPTER 13

INTERNATIONAL FINANCIAL CENTRES

YOUSSEF CASSIS

INTRODUCTION

FINANCIAL centres are the nerve centres of financial activity. They can be defined as the grouping together, in a given urban space, of a certain number of financial services, or, in a more functional way, as the place where intermediaries coordinate their financial transactions and arrange for payments to be settled. In both cases, this concentration can chiefly be explained by external economies—in other words, cost reductions that firms can make not through their internal organization (for example, economies of scale linked to growing mass production), but thanks to the effects of the competition, proximity, and size of the sector or the place in which they are developing. For a modern financial centre what really matters is the liquidity and efficiency of markets; the diversity and complementarity of financial activities; the presence of professional services (primarily legal and accounting); the availability of technological expertise and more generally workforce skills; and, arguably above all, access to high-quality information.

This concentration can be found at national, regional (in the sense of a grouping of several nations in one part of the world), and world levels, depending on the extent of the geographical area served by one financial centre or another. Not all financial centres, therefore, have the same functions or the same importance, and their more or less explicit hierarchical order has been one of the main themes of the literature devoted to this subject. In 1981 for example, the American economist Howard C. Reed proposed an initial ranking of international financial centres, at intervals of 10 or 15 years from 1900 onwards, based on a set of quantitative criteria, such as the number of foreign and multinational banks or the relative amount of non-residents’ banking deposits existing in a centre (Reed, 1981). For 1980 he divided the 80 centres under consideration into five ascending categories: 40 were classified as host international financial centres, 29 as international financial centres, eight (including Frankfurt, Hong Kong, Paris, and Zurich) as supranational financial centres of the second order, New York and Tokyo as supranational centres of the first order, and just one, London, as the supranational centre par excellence. Such an approach has its limits. Admittedly, it allows a large number of centres to be compared; but, in the end, the indicators used give only very limited information on the centres’ true nature.

Subsequent analyses have put forward a number of variations on this theme. Geoffrey Jones, for example, has slightly adjusted Reed’s model by using a more qualitative selection method and by reducing the categories from five to three: the national financial centres, which he calls sub regional and whose relations with the other centres are essentially of a bilateral nature; regional financial centres that cater to the needs of one region of the world; and global financial centres, whose vocation is truly worldwide (Jones, 1992). Richard Roberts suggests a fairly similar subdivision, adding offshore centres to the three preceding categories (Roberts, 1996). Other classifications are more functional: Gunter Dufey and Ian Giddy, for instance, distinguish between traditional financial centres, based in large capital-exporting countries; financial entrepôts serving as hubs for international capital flows; and offshore centres that work on behalf of non-residents (Dufey and Giddy, 1978). The list is not exhaustive. More recently, a biannual explicit ranking of global financial centres has been established on the basis of their competitiveness, measured in terms of business environment, human capital, taxation, reputation, and financial sector development (Z/Yen Group, since 2007).

This chapter is primarily concerned with the world’s leading financial centres. Given the transformation of the world economy in the last two hundred years, their number has remained remarkably stable. In Europe, barely half a dozen centres have made a difference in the financial field: London and Paris; Berlin, followed by Frankfurt after the Second World War; then, to a lesser extent Zurich (which can be coupled with Geneva), Amsterdam (before 1800 and in the 1920s), Brussels (especially before 1914), and perhaps Luxemburg (as an offshore centre). At world level, New York should of course be added from the end of the nineteenth century and, much more recently, Tokyo, Hong Kong, and Singapore. Centres such as Vienna and St Petersburg in pre-1914 Europe, Shanghai in the interwar years, or Buenos Aires, Johannesburg, Bombay, and others in the heyday of international capital flows—all gained some importance as the financial centres of capital importing countries.

Leading financial centres are of course best documented—there are very few studies on local centres. They also provide the best opportunities to analyse the working mechanisms of financial centres. Such mechanisms have proved at once similar and different between centres, and they have changed over time. They include a centre’s financial capacity, which can be gauged from the development of its capital market, the size of its main financial institutions, the diversity of services provided (insurance, investment, commodity markets, legal advice, accounting). The international influence of a financial centre was long dependent on the amount of capital exported by the country that hosts it, but also on both the presence of foreign banks and the spreading of domestic banks outside their borders.

However, financial centres have always displayed a number of national characteristics, deriving from the financial architecture of the host country. The banking system, especially its degree of specialization, plays a key role in this respect. Here the classic contrast lies between the German model, dominated by universal banks, and the British system, in which deposit banks are complemented by a more active capital market. An equally crucial and variable role is played by central banks: not all were prepared to act as lender of last resort before the First World War, while many lost their independence after the Second World War. The financial architecture is also influenced by state intervention and regulation, which can vary considerably in time and space—from near total laissez-faire to almost complete state control. The monetary conditions under which a centre operates are also part of the story, in particular the role and status of the national currency (strong or weak currency, reserve currency) and their varying impact depending on the monetary regime (fixed or floating exchange rates) and its relative stability.

Finally, the development of financial centres has been affected by changes occurring in the world political and economic order (periods of war and peace, of revolution or counter-revolution, of prosperity or slump, of the speeding-up or slowing-down in trade, of technical innovations and the advent of new industries). But the organization and functions of financial centres have also been transformed by financial innovations and their impact on financial practices—the emergence of the ‘new bank’ in the mid-nineteenth century, the rise of the Euromarkets in the 1960s, the use of derivatives and the spread of securitization in the 1990s.

How can the rise and decline of international financial centres be explained? Contemporary economic and financial literature has identified conditions that are necessary, if not sufficient, for their development. The most important and frequently debated of these include the stability of political institutions; the strength of the currency; sufficient savings that can readily be invested abroad; powerful financial institutions; firm, but not intrusive state supervision; a light tax burden; a highly skilled workforce; efficient means of communication; and plentiful, reliable, and widely accessible information (Roberts, 1994). These various elements, or most of them, can be found in the centres that, at one time or another, have risen to international prominence. Conversely, those centres that have seen their influence fade lack one or several of these elements.

However, these conditions only provide a short-term explanation for the success or failure of financial centres. From a long-term historical perspective, other factors have to be taken into account (Cassis, 2006). One is the economic power of the country hosting an international financial centre. Each of the three cities (Amsterdam, London, New York) successively ranked top in world finance in the last 300 years has at the same time been the financial centre of the dominant economy of the day. The same is true further down the line, with such centres as Paris, Berlin, Frankfurt, Tokyo, or even Hong Kong and increasingly Shanghai being all located, or closely connected to a major economy. Exceptions (Switzerland or Singapore) confirm rather infirm the rule. Another factor is the effect of major military cataclysms. More than financial crises and often irrespective of the outcome, victory or defeat, wars have profoundly altered the international hierarchy of financial centres—as with Amsterdam’s demise during the French Wars, Paris’s setback after the Franco-Prussian War, Berlin’s obliteration, and London’s decline after the Second World War. A third factor has to do with path dependency. Once established, international financial centres have on the whole experienced remarkable longevity, in spite of the phases of boom and bust in the course of their existence. And a fourth factor is the role of migrations, the arrival of new talent to replenish financial centres’ energy and innovative capacity, especially in international finance—whether with the Parisian haute banque, London’s merchant banks, and New York’s investment banks in the nineteenth century; or indeed, in more recent years, with the formation of a cosmopolitan group of bank executives in the foreign branches of the leading multinational banks.

Most of the financial institutions and markets operating in financial centres are discussed in the various chapters of this volume. The history of financial centres encompasses the history of all financial activities without being that of any of its constituents in particular. The emphasis is on the balance and interaction between these activities, on what gives a centre its specific flavour at a given time, and on the dynamics of the rise and decline of financial centres—a combination of economic, political, social, and military factors.

THE EMERGENCE OF MODERN FINANCIAL CENTRES, 1815–70

The coming of the nineteenth century coincided with London’s emergence as the top international financial centre. This position had been held by Amsterdam until the outbreak of the French Revolutionary Wars and, especially, the occupation of the City in 1795. London had already overtaken Amsterdam as a trading centre in the second half of the eighteenth century, though British traders continued to be dependent on Amsterdam for finance (Jonker and Sluyterman, 2000). Moreover, its position was enhanced by the modern financial system that had been established in Britain in the course of the eighteenth century, with the foundation of the Bank of England in 1694, the centralzation of tax collection, and the institutionalization and partial securitization of public debt with a redemption plan controlled by Parliament (Dickson, 1967; Neal, 1990). Ultimately, London’s expansion resulted primarily from Britain’s dominant position in the world economy that asserted itself in a striking manner just after the Napoleonic Wars. Already a great trading and colonial power, England was the cradle of the Industrial Revolution in the last third of the eighteenth century. England’s lead would be maintained and even strengthened during the first half of the nineteenth century, whether measured in terms of industrial production, of capacity for technological innovation, of trade, or simply of income per inhabitant, which towards 1860 would reach twice that of continental Europe as a whole. The City’s pre-eminence was therefore built up during this entire period on Britain’s economic power, or rather superpower.

London enjoyed a leading position in the two main activities of an international financial centre until well into the twentieth century: financing world trade and providing capital worldwide. The use of bills of exchange drawn on merchants from the City spread from the turn of the century. Accepting a bill of exchange means guaranteeing to pay the amount for which it was drawn when it falls due, generally within a period of three months, if its drawer defaults. This activity was not new but, particularly from the 1820s, it was undertaken by banking houses, known as merchant banks, which tended to specialize in this type of credit. At the same time, European states whose financial situation obliged them to take out a loan had no choice but to turn to London.

Numerous foreign merchants and bankers came to swell the City’s ranks during these years, attracted by the business opportunities offered by the country’s economic dynamism—Rothschilds and Schroders during the Napoleonic Wars, Morgan and Hambros in the 1830s, and many others. They were all merchant banks, the main players in the two activities upon which the City’s position as the foremost international financial centre depended. However, merchant banks were not the overall market leaders. It was the traditional private bankers, long-established deposit bankers more focused on the domestic economy, who still dominated the scene. Bill brokers, for their part, were behind the huge discount market that developed in London in the course of the nineteenth century. They were brokers of bills of exchange, though after the crash of 1825, they increasingly turned into real traders, their profits no longer coming from commissions but from the difference between the bills’ purchase price and selling price. This transformation was reflected in the name of ‘discount house’ that started to be given to them. Other mechanisms were then set up to adapt to the needs of a market that was increasingly open to the outside world. Foreign loans were allowed to be listed on the London Stock Exchange in 1823, not without encountering a degree of opposition. The Bank of England began to take on the role of lender of last resort, notably by undertaking to discount bills of exchange held by the discount houses; and in times of crisis, it was driven to rescue or to let founder both British and foreign firms involved in domestic and international activities (Kynaston, 1994).

During the first half of the nineteenth century, Paris asserted itself as a financial centre second only to London. From the early nineteenth century, French commercial and financial capitalism became increasingly concentrated in Paris, a city which ‘since the Revolution, appeared to be both the home of business freedom and the nerve centre of contacts, information and speculation’ (Bergeron, 1978). Like London, Paris was a magnet for provincial merchant and banking houses (Périer, Seillière, Fould, Worms), as well as foreign ones, especially from Switzerland, (Mallet, Hottinguer) and Germany (Rothschild).

Paris’s role was primarily due to France’s position in the multilateral system of payments, with a balanced trade with Latin America and a positive trade balance with the Anglo-Saxon countries. British and American merchants were trying to obtain bills of exchange on Paris to pay for some of their purchases, while merchants of continental Europe were using Paris to clear their debts with the Anglo-Saxon countries (Lévy-Leboyer, 1964). This was indeed a new role for Paris, offering the opportunity of creating a very active capital market. Capital accumulated in Paris and lay at the root of the role that the French capital would henceforth play in placing and then issuing foreign loans. The Paris Bourse also provided a secondary market both for loans that had been issued there and for those issued in other markets.

The mid-nineteenth century, the Second Empire in France, was marked by a fierce rivalry between London and Paris—not in trade finance, which remained the preserve of the City, but in capital exports. France actually exported more capital than Britain in the early 1850s and during the 1860s, although London remained the main issuing centre (Imlah, 1952; Levy-Leboyer, 1977). Interestingly, one of the most striking signs of Paris’s new ambitions was the proposal made by France in December 1866 to introduce a universal currency, based on the franc, a year after establishing the Latin Monetary Union with Italy, Belgium, and Switzerland. But it came to nothing, as Britain and Prussia refused the plan (Einaudi, 2001). However, France’s defeat by Prussia in 1871 put an end to Parisian ambitions.

There was no other centre of real significance during this period. The three German centres, Frankfurt, Hamburg, and Berlin, were not integrated and none of them came close to London and Paris. Frankfurt specialized in state loans, Hamburg in trade finance, and Berlin in the nascent domestic industry. In Belgium, Brussels took over from Antwerp in the 1830s and Belgian capital exports resumed from 1850 onwards. In Switzerland, Geneva retained some significance through its close links with France. And in the Netherlands, following its brutal decline, Amsterdam was reduced to the status of a lesser centre, acting as a secondary rather than a primary market.

THE FIRST GLOBALIZATION, 1870–1914

The globalization of the world economy in the third quarter of the nineteenth century was particularly conducive to the rapid development of international financial centres. Globalization has been defined in many different ways, not only in economic terms, but also in social, political, and cultural terms. From the perspective of international finance, the most significant phenomena were migrations (36 million Europeans left the Old World between 1870 and 1915, some 70% heading for the United States, almost all the others for Argentina, Australia, Canada, and Brazil); transport facilities (world railways mileage increased from 205,000 km in 1870 to 925,000 km in 1906, while the development of steamships reduced the duration of a transatlantic voyage to less than a week by the 1880s); communication speed (first with the telegraph, then the telephone and finally wireless telegraphy, to the point of becoming instantaneous); expanding trade (European exports increased from 9% to 14% of gross domestic product (GDP) between 1860 and 1913); and transfers of capital (Bairoch, 1997).

Migration brought in talent to enrich the main centres, trade growth boosted trade finance, and the transport revolution required huge investments. However, international centres were ultimately defined by international capital movements. Foreign investment increased markedly during the 1880s and, above all, from the final years of the nineteenth century. In 1913 the stock of capital invested abroad reached a total of $44 billion dollars, Great Britain being far and away the largest exporter of capital (42%), followed by France (20%), Germany (13%), and the United States (8%). Together, the Netherlands, Belgium and Switzerland, traditionally large providers of capital and amongst the most important per head of population, invested almost as much abroad (12%) as Germany did (United Nations, 1949). Significantly, this ranking is the same as that of the main international financial centres.

The years between 1870 and 1914 were the classical period of London as the world’s financial centre—not only in quantitative terms, but also in qualitative terms (Cassis, 1987; Michie, 1992; Kynaston, 1995). The City was the first modern financial centre where an unrivalled range of services were provided. In the first place, the bill on London, accepted and guaranteed by the merchant banks, was the instrument for financing international trade (Chapman, 1984). The bills of exchange lay in turn at the heart of the huge London discount market, in which banks of the entire world participated directly or indirectly (Scammel, 1968). London was the main centre for the issue of foreign loans. While the merchant banks (Rothschilds, Barings, Morgan Grenfell, Schroders, Kleinworts, Hambros) were at the heart of the City’s mechanisms by accepting bills of exchange and issuing foreign loans, the clearing banks (Lloyds, Midland, Westminster, National Provincial) provided the cash credit required by these operations, and the overseas banks (London and River Plate, Hong Kong and Shanghai, Chartered, Standard) offered facilities to merchants and extended British influence in the formal and informal empire. More foreign banks had settled in London than in any other centre. The London Stock Exchange was larger than the Paris Bourse and the New York Stock Exchange combined, and one third of all the world’s negotiable securities were quoted there (Michie, 1987, 1999, 2006). The City hosted major commodity markets, such as the London Metal exchange and the Baltic Exchange; and it provided specialized professional services, especially legal and accounting (Gibb, 1957; Supple, 1970; Jones, 1981; Kynaston, 1995).

The pre-eminence of the City of London was primarily due to Britain’s position as the world’s dominant economy until 1914 (Crouzet, 1978). And yet Britain was no longer the largest economy, having been overtaken by the United States in terms of total national income by 1870 (and in terms of per capita income shortly before 1914); nor the world’s foremost industrial power, having been overtaken by the United States towards 1880 and by Germany towards 1905. Britain remained the dominant economy on one hand because of its leadership in foreign trade, services, including shipping, and finance; and on the other hand because of its key position in the multilateral system of payments, with its trade deficit with the major industrial countries, its surplus with its colonial empire, and the later surplus with the industrial countries (Saul, 1960). Britain’s weight in the world economy was, in short, due to the role of the pound sterling—the main international trading and reserve currency, and the cornerstone of the international monetary system, gold standard, often dubbed a sterling standard, whose ‘conductor’, to use Keynes’s words, was the Bank of England (Eichengreen, 1996).

Paris’s position during the pre-1914 period has been accurately described by Alain Plessis as that of a ‘brilliant second’ (Plessis, 2005), no longer rivalling London, but a fully fledged and highly influential international financial centre. The convertibility of the franc, suspended in 1870, was restored in 1878 (de facto as early as 1873) and capital exports resumed, with Russia becoming their largest recipient from the late 1880s. Paris’s strength lay above all with its long-term capital market, especially for foreign securities, which was second only to London. The big commercial banks (Crédit Lyonnais, Société Générale, Comptoir National d’Escompte de Paris) and investment banks (Banque de Paris et des Pays-Bas)) were the main actors and were involved in all types of financial activities, in particular the issuing and placing of foreign loans. And the Banque de France, with its huge gold reserves, played a key role in the international monetary system, alongside the Bank of England, maintaining regulation and stability by allowing its gold to flow to London when the need arose (Flandreau, 1997). A lot has been made of the French state’s interference in financial markets, in particular the need for a green light from both the Finance and Foreign ministers to list a foreign security on the Paris Bourse. However, this hardly had any real repercussion on Paris’s standing as an international financial centre: it remained the ‘brilliant second’ and could not aspire to any other role.

By the turn of the twentieth century, two new centres had established themselves in the top tier of the international hierarchy. One was Berlin. The capital of the Reich not only replaced Frankfurt as Germany’s main financial centre, but also became far more important at both national and international levels in the wake of the rise of Germany as a major industrial power (Pohl, 2002). The big universal banks (Deutsche Bank, Discontogesellschaft, Dresdner Bank, Darmstädter Bank) were the main players in both international and industrial finance. However, Berlin was not in a position to rival seriously London or even Paris, if only because Germany invested far less capital abroad than Britain and France did. Moreover, the Berlin Börse was strictly regulated in order to curb speculation and combat fraud—the law of 1896 considerably limited forward transactions, and actually prohibited them on securities of mining and manufacturing companies. As a result, speculative transactions, which represented the bulk of stock-market business, moved out of Germany, towards Amsterdam and London in particular (Gömmel, 1992).

The other newcomer was New York. Interestingly, its arrival amongst the leading financial centres was more as an entry point for foreign funds than as the point of departure for capital exports, even if the United States had started to export capital by the early twentieth century (Myers, 1931; Carosso, 1970; Fraser, 2005). New York’s importance became increasingly decisive for three reasons: the total amount of foreign investment in the United States ($7 billion in 1913, 16% of the world’s total, 40% of which came from Britain), the dynamism of the American economy (foreign investment only made a small contribution to the huge domestic accumulation of capital), and the city’s position as the country’s financial centre. The investment banks (J.P. Morgan, Kidder Peabody, Lee Higginson, Kuhn Loeb, Seligman, Speyer) formed the cornerstone of New York’s financial centre. Revealingly, the most important among them were those that had the closest links to foreign financial centres, above all the City of London, thereby illustrating Wall Street’s national and international roles.

Within a national context, investment banks financed the railways during the 1870s and 1880s, the large limited liability manufacturing companies in the 1890s, and the merger wave at the turn of the twentieth century, supplying firms with capital, usually through public issues (Carosso, 1970). At international level, a larger or smaller proportion of the capital that they raised, depending on the company and the period, actually came from Europe, primarily Britain. Like the City’s merchant banks, Wall Street’s investment banks could call on the increasingly plentiful resources of the large American financial institutions, first of all the banks and insurance companies. The biggest national banks were themselves involved in investment banking, with the National City Bank in the lead (Cleveland and Huertas, 1985). New York’s international influence was still limited and it was dependent on London for the financing of American foreign trade, but the institutional foundations of its future predominance were laid during the pre-war years.

The financial capitals of the smaller European countries, Amsterdam, Brussels, Zurich, and Geneva, could not compete with the leading centres and specialized in certain niches where they had a competitive advantage. Brussels ranked first among these centres and fourth in Europe, after London, Paris, and Berlin, on account of the size of its largest bank, the Société Générale de Belgique, the world’s 11th largest in 1913 (whereas no Swiss or Dutch bank featured amongst the top 30), of its Stock Exchange, and of the presence of both multinational and foreign banks (Table 13.1). However, Brussels’ main international influence lay in the financing of the tramways and then the power industries, which was mostly obtained through finance companies, set up by the banks, which usually took the form of holding companies. Brussels was ideally placed to host the headquarters of these firms, owing to the plentiful Belgian domestic savings that preferred this type of investment to foreign government funds, to the not very restrictive legislation on companies, especially in fiscal matters, and finally to the country’s neutrality, enabling these companies to attract foreign—mainly German and French—capital. On the eve of the war, the three leading finance companies—the Société Générale Belge d’Entreprises Electriques, Sofina, and the Société Générale des Chemins de Fer Economiques—held more than 700 million francs’ worth of holdings in tramways and power companies. In the same way, finance companies constituted the backbone of Switzerland’s role on the international capital market during the quarter of a century before the First World War. Companies such as Elektrobank in Zurich, Indelec in Basel, or the Société Franco-Suisse pour l’Industrie Electrique in Geneva contributed towards developing the power industry via their links with big German banks and electrical engineering companies (Paquier, 1998).

Before 1914, the world’s leading financial centres were thus all located in North Western European capital exporting countries. New York’s status was somewhat peculiar, as it was the world’s largest capital importing country and the fourth largest exporting one. However, by the turn of the twentieth century, the United States were no longer an emerging economy and New York had taken its place alongside the established European financial centres. They were the ‘capitals of capital’, the financial centres of the seven countries providing 95% of the stock of foreign investment in 1913. They displayed a sophisticated banking architecture, combining domestic and international finance, and (with the exception of New York) highly internationalized stock exchanges.

Behind the United States, major capital importing countries included Canada and Russia (each with 8% of the total), Argentina (7%), and Brazil, Mexico, India, Australia, China, South Africa, Spain, and the Austro-Hungarian empire (with 4 to 6%). International financial centres did develop in emerging economies, but with different characteristics from those in the advanced economies. These differences can be gauged by considering a key indicator of the weight of international financial centres, namely the number of foreign banks represented in these centres, and multinational banks based in these centres—these two groups of banks taken together could, for practical purposes, be called transnational banks (Table 13.1).

The position of London at the apex of international banking is clearly apparent. Nearly two out of three of the world’s transnational banks had either their head office (25) or a branch or agency (37) in London—62 in total. Paris, with 31 transnational banks (12 head offices and 19 branches) played a similar role, but on a smaller scale. Behind the world’s two leading international financial centres, emerging centres were the most likely to host transnational banks. Out of 21 centres with six transnational banks or more, 14 were located in capital importing countries. They included New York (20), Shanghai (12), Hong Kong, Bombay, Calcutta, Constantinople, and Cairo (11 each), Alexandria, Rio de Janeiro, Sydney, and Melbourne (10 each), Peking (8), and Yokohama and Buenos Aires (7). St Petersburg was just behind (with 6). Amongst the established centres, Brussels (10), Berlin (9), and Amsterdam (8) were just about on a par with the leading emerging centres. On the other hand, European centres such as Vienna, Milan, Madrid, Zurich, Stockholm, Antwerp, or Rotterdam hardly featured at all, with two or three transnational banks at most.

Significantly, emerging centres, including New York, tended to attract foreign banks rather than host the head office of multinational banks—a sign of their attractiveness, but also of their position in the world economy. In China, India, the Middle East, Latin America, and Australasia, virtually all multinational banks were foreign. Such a presence is not surprising. Overseas banks were founded, first in Britain and then in other European countries, in order to finance trade and provide financial services in regions lacking in banking infrastructure. Trade finance remained one of the major activities of international financial centres before 1914, including in London, which remained as much a trade as a financial centre well into the twentieth century. With the exception of London, which combined the two, capital exports were the dominant feature of established financial centres, trade finance that of emerging ones, especially in Asia. Hong Kong, Shanghai, Singapore, Bombay, Calcutta, and a few lesser centres in India and China were trading centres as much as banking, let alone financial centres. The presence of powerful merchant houses, mostly but not only British, contributed to that role. The prime purpose of the overseas banks established in these centres was the financing of foreign trade.




Table 13.1Transnational banks in international financial centres, 1913
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Source: The London Almanac (1913).





However, there was a great diversity between emerging centres, in terms of political status, degree of international openness and level of economic development. Capital inflows led to the development of major international financial centres in the United States, with New York becoming an established centre in the two decades preceding the First World War; and to a lesser extent in Russia, with St Petersburg, and to a certain extent Vienna, displaying many features of an established centre—in 1900, the St Petersburg Stock Exchange was nearly as large as the Berlin Börse and Vienna ranked in the top ten (Michie, 2006). On the other hand, trade finance led to the emergence of very dynamic international financial centres in Asia, especially Hong Kong, Shanghai, Yokohama, Bombay, and Calcutta. Some of them started to play a regional role, especially Shanghai in South East Asia, and developed in the process domestically owned and controlled financial institutions—though more so after the First World War. In between, international financial centres remained less developed in other major capital importing countries, such as Canada, Australia, Argentina, or Brazil, whether one considers transnational banks or securities markets.

WARS AND DEPRESSION, 1914–45

International financial centres prosper in times of peace, not in times of war. For most bankers and financiers, the outbreak of the First World War meant a marked decrease in their activities, owing to disruptions in international trade and capital movements, as well as to growing state intervention in economic and financial affairs. A large number of services traditionally offered by the banks were henceforth superfluous, like commercial credit or issue syndicates, since governments at war tend to pay companies upfront or to borrow directly from savers. International capital flows did not cease during the War. Debts totalling nearly £4 billion or $19.4 billion—in other words an amount equivalent to the stock of British foreign assets in 1913—were incurred among the Allies, the two main creditor countries being the United States ($9.2 billion) and the United Kingdom ($8.5 billion), though the latter also had to borrow from the former (Artaud, 1978). Only a few intermediaries and privileged partners were involved in these operations, managed from New York and London, and dominated by one banking house, J.P. Morgan & Co. The New York bank took over the syndicate responsible for issuing the first Anglo-French loan for $500 million in October 1915, the largest it had ever issued, and issued four more loans amounting to a total of $950 million on behalf of Britain in 1916 and 1917. Even more importantly, it acted as agent for the British and French governments in the United States (Carosso, 1970; Burk, 1989; Chernow, 1990).

The war had profound effects on the international financial order, in particular the great powers’ financial capacity. The great victor was the United States, which in a few years changed from a debtor country to a creditor country (having net private liabilities in excess of $3 billion dollars in 1913 to net assets of $4.5 billion in 1919). Europe was no longer the world’s banker. Germany lost nearly all its foreign assets, France most of it, probably three-quarters of its assets in Europe, mainly in Russia, and Britain some 20%, essentially the $3 billion worth of American stock that it was obliged to sell (Feinstein and Watson, 1995).

Nevertheless, London still ranked first in the hierarchy of international financial centres in the 1920s. Of course, London’s position was weakened by the War, as Britain found it increasingly difficult to regain its role of exporter of long-term capital because of the constraints weighing down its balance of payments, especially due to the loss of competitiveness of its staple industries. It is in this particular field that London had to cede first place to New York. During the second half the 1920s, foreign issues placed in New York generally exceeded those offered in London by 50% (Burk, 1992). In other activities, especially trade finance, London soon regained its predominance, despite the success of acceptances drawn on New York thanks to the establishment of the Federal Reserve in 1913, which allowed national banks to accept bills of exchange (Beckhart, 1932; Balogh, 1947). Moreover, the pound remained the main trading currency, despite the difficulties in preserving this status, as well as strong competition from the dollar (Eichengreen, 2012). And London was far ahead of New York in international banking, in terms of both multinational banks and foreign banks. In the end, as has often been argued, if capital was henceforth in New York, London had the experience and expertise, and this could be of some use.

New York ranked number two overall and number one for foreign issues. However, it should not be forgotten that in spite of its new world role, New York remained as much an American as an international financial centre. Foreign issues played a secondary role to domestic issues and accounted for only 15% of the total amount of new issues in the 1920s. In addition, foreign capital continued to be invested in the American economy; not only long-term investment, but also short-term funds, as foreign investors were attracted by American stocks, especially with the bullish trend that marked the decade. This interaction between national and international business was one of the main characteristics of New York when compared to London (Wilkins, 1999).

Paris was weakened by the war and dropped from second to third place. France was crippled by the weakness of the franc, capital flight, and reconstruction requirements. However, the stabilization of the franc by Raymond Poincaré in December 1926 marked a turning point: Paris recovered part of its pre-war vitality, rekindling ambitions to compete with London and New York. The most important plan was to create a vast market for international acceptances in Paris that would rival London’s. Setting up such a market was intended to facilitate the emergence of a money market modelled on London’s, where domestic and foreign funds on the lookout for short-term investments could always find a use. The Banque Française d’Acceptations was founded to that effect on 29 December 1929, with a capital of 100 million francs, by the main French banks. There was, however, a long way to go: in 1930 the total amount of acceptances was estimated at 4.8 billion francs in Paris, compared with 40 billion in London and New York (Myers, 1936). Paris’s main asset was in fact the amount of gold and foreign claims, mainly in pounds, held by the Banque de France as a result of the surplus of the French balance of payments. The pound’s fragility and the franc’s strength altered temporarily the balance of power between London and Paris and put the Bank of England on the defensive. But it was above all a matter of international financial diplomacy. Paris was far behind London and New York in terms of range of financial services and networks of relationships, despite talk of a ‘fight for financial supremacy’ between the three centres in the early 1930s (Einzig, 1931; Moreau, 1954; Plessis, 2005).

Berlin paid the price of defeat and hyperinflation in 1923. Germany became a capital-importing country, and it is mainly in this capacity that the German capital remained a significant international financial centre (James, 2002). Amsterdam, on the other hand, was commonly described as Germany’s effective financial centre during the years of inflation and hyperinflation. All the major banks set up there after the end of the War. They were active not only on the foreign exchange market, but also in Amsterdam’s own financial activities, especially the acceptance market, which enjoyed spectacular growth during the 1920s and established itself as the foremost in continental Europe (Einzig, 1931; Houwink ten Cate, 1989). Zurich and the other Swiss centres (Geneva and Basel) played a lesser though not insignificant role in attracting foreign capital and redirecting it abroad—mainly to Germany.

The financial crises of the Great Depression did not affect all countries, and thus all financial centres, in the same degree. Britain escaped them altogether. In France, the crisis was protracted (just under 700 local and regional banks disappeared between October 1929 and September 1937) but never very severe, although one major bank, the BNC, was liquidated in orderly fashion in 1932 and reconstituted the following year. The most serious banking crises occurred in the two countries where the economic depression was most severe, the US and Germany. In the United States, besides the Wall Street crash of October 1929, four banking crises broke out between 1930 and 1933, with the disappearance of more than 10,000 banks, out of nearly 25,000 in existence. The American banking system came to a complete standstill in March 1933, and all the country’s banks had to be closed for a week, during which the new president, Franklin Roosevelt, announced a series of measures designed to restore confidence. In Germany, the collapse of the Danat Bank, one of country’s largest, on 13 July 1931, triggered a run by depositors on all banks, including the other major banks—Deutsche Bank, Dresdner Bank, which declared itself bankrupt a few days later, and Commerzbank. Government intervention only just managed to recover the situation. All banks were closed for two days, exchange controls introduced on 15 July, and the banks were reorganized and recapitalized.

And yet the crisis had little impact on the international financial order. New York was certainly wounded, but not sufficiently for London to regain its undisputed dominance or Paris to overtake it. As international capital flows declined rapidly, national, or imperial, withdrawal prevailed over world influence. On the other hand, the crisis led to the introduction of regulatory measures, which in most countries—Britain was a notable exception—were to reshape the financial system. The most radical reforms were enacted in the United States, in particular the Glass–Steagall Act of 1933, which decreed the complete separation of commercial banking activities from investment banking activities; the Securities Exchange Act of 1934, which created the Securities and Exchange Commission (SEC); as well as Regulation Q, which set a maximum interest rate that the banks could pay on savings deposits (White, 2000). Universal banking was also abolished in Belgium and Italy, but not in Germany, where the banking law of December 1934 made do with strengthening bank supervision and introducing some restrictions on long-term deposits and on banks’ representation on the supervisory boards of other companies. In France, the Vichy government introduced a law in 1941, upheld and completed in 1944, which controlled and regulated banking activities and made a clear separation between an investment and a deposit bank—but such a separation had actually been in existence since the late nineteenth century (Andrieu, 1990).

With the outbreak of the Second World War, financial centres were once again confronted with a decline in business, the mobilization of financial resources to support the war effort, and renewed state intervention in economic life. Even more than during the First World War, capital transfers mainly took place within each of the two camps and consisted of state-to-state transactions, or exactions—the American lend-lease programme on the Allied side, the extensive use of resources from the occupied territories made by the Reich on the Axis side (Milward, 1977). The Great War and the devaluation of the pound sterling in 1931 had already dealt a heavy blow to the City of London. The second worldwide conflict consolidated the United States’ economic and financial supremacy and placed New York at the top of the hierarchy of international financial centres.

REGULATION AND NATIONAL WITHDRAWAL, 1945–80

The ‘golden age’ of economic growth—the thirty years or so that followed the Second World War—were not the golden age of international financial centres. Western European countries experienced the fastest growth in their history, catching up with the United Sates, yet financial activities remained mostly confined within national borders, with a much reduced level of international capital flows. European currencies only returned to convertibility on current account in 1958, while capital controls were part of the Bretton Woods system of fixed but adaptable exchange rates established in 1944. Moreover, the largest capital transfers were not left to the private sector, but were undertaken by governments, state bodies and, to a lesser extent, multilateral agencies like the International Monetary Fund or the World Bank. Between 1955 and 1962, foreign issues floated in New York barely reached $4.2 billion dollars—a feeble sum compared with the $126.5 billion for domestic issues, or the $98 billion in economic and military aid granted by the United States to foreign countries between 1945 and 1952 (Nadler, Heller, and Shipman, 1955; Orsingher, 1964). State intervention and regulation were the main features of the period, though with variations between countries, with the banking laws introduced before the War, the growing role of state agencies, and in some cases the nationalization of the major financial institutions (as in France), or their direct control by the monetary authorities (as in Britain).

New York emerged as the world’s financial centre after the Second World War and its position remained undisputed until the 1960s—a reflection of the economic superpower of the United States, which in 1946 provided approximately 50% of the world’s industrial output and whose GDP in 1950 was more than double that of Britain, France, and West Germany combined. The dollar had become the main reserve currency and the linchpin of the Bretton Woods system—the dollar was convertible into gold and the other currencies defined their parity against it. Even more than in the 1920s, New York was the main centre for international issues. It also reached maturity during the 1950s, with a broad range of financial institutions, markets, and services, typical of a large international financial centre (Nadler, Heller, and Shipman, 1955). The Federal Reserve Bank of New York played a key role in international finance and was the correspondent bank in the United States for the main foreign central banks and governments. The leading commercial banks (Bank of America, First National City Bank, Chase Manhattan Bank) became the largest in the world. The New York Stock Exchange picked up during the phase of economic expansion. And innumerable specialized firms offered a diversity of financial services—brokers and foreign exchange dealers, factoring companies (especially for managing accounts linked to foreign trade), customs brokers, shipping and import–export representatives, as well as discount and accepting houses, and of course, the investment banks, which however lost some ground during this period (Carosso, 1970).

London’s position was considerably weakened after the war. The institutions, mechanisms, and expertise were still in place, but the British economy was increasingly struggling to support a financial centre of world dimensions, on account of recurring balance of payments difficulties—as reflected by the devaluations of the pound in 1949 and 1967 and its repeated dips in between. The City’s activities were also hampered by state intervention, in particular the restrictions on the movement of capital, controls over the distribution of credit, and bans on speculative stock market operations. Nevertheless, London was still leader in numerous markets and preserved its predominance in the field of international trade financing, a success that can be explained by the City’s traditions and by the fact that, despite the dollar’s supremacy, half of all international trade—that within the sterling area—continued to be denominated in pounds (Schenk, 1994). The City in fact refocused on the Commonwealth and, particularly, on the sterling area, which enabled it to resume, in a more limited way, the role it had played on the world stage prior to 1914 and, to a lesser, extent in the 1920s (Michie, 1992; Kynaston, 2001).

However, the advent of the Euromarkets in the early 1960s signalled the return of the City to the top rank amongst international financial centres. The Eurodollar market (a short-term money market using dollars that had accumulated outside the United States), the Eurobond market (a long-term capital market) and euro-credits (medium-term syndicated bank loans) quickly made London their natural home. London was certainly well-equipped for taking charge of these new financial activities, because of the age-old experience of its bankers, their expertise in international finance, and the diversity and complementarity of its institutions and markets. But the positive attitude of the British monetary authorities, in contrast to that of their European counterparts, also made a difference—by differentiating between tightly regulated domestic financial activities, denominated in sterling, and unregulated international activities on behalf of non-residents, denominated in dollars and other foreign currencies (Kerr, 1984; Schenk, 1998; Battilossi, 2002; Ferguson, 2010). An international financial centre’s position was no longer linked to the status of the currency of the country hosting it. The first sign of the rebirth of the City was the attraction that it held for banks throughout the world: the number of foreign banks represented in London went from 59 in 1955 to 159 in 1970 and 243 in 1975—that is to say, nearly twice the corresponding number in New York (Baker and Collins, 2005).

Paris’s international position after 1945 was a mere shadow of what it had been only some 30 years earlier. Even more than in Britain, the state’s grip ended up stifling the Parisian capital market, with foreign issues practically nil during this period. The franc area was much smaller than the sterling area, and investment there, fairly weak in the French colonial empire, was mostly of a public nature. However, Paris somewhat opened up to the world through the presence of foreign banks, the international activities of the investment banks (which unlike the commercial banks had not been nationalized), and the establishment of the Common Market in 1958, which coincided with the restoration of the main European currencies’ external convertibility and within whose framework a progressive liberation of capital movements was envisaged (Quennouëlle-Corre, 2015).

In Germany, Frankfurt somewhat unexpectedly took over from Berlin as the country’s financial centre. Despite Hamburg or even Cologne appearing better equipped for the task, Frankfurt prevailed thanks to the decision taken in 1948 by the Anglo-American military authorities to establish the headquarters of the central bank there—the Bank deutscher Länder, which would become the Bundesbank in 1958 (Holtfrerich, 1999). Even though Frankfurt was to become one of the largest centres in Europe and in the world, it remained a centre of national rather than in international significance until the late 1970s.

The years that followed the Second World War opened up an unprecedented period for the Swiss centres—especially Zurich, one of the rare financial markets, along with New York, to strengthen its international position. Taken as a whole, Switzerland as a financial centre (the combination of Zurich and Geneva, but also Basel and to a lesser extent Lugano) probably ranked third, behind New York and London, in the 1960s an exceptional position for the financial centre of a small country. Switzerland’s competitive advantage derived from its currency, the Swiss franc being the only convertible currency with the dollar; and the Swiss markets quickly developed their role for accommodating and investing foreign capital, through international issues and wealth management (Iklé, 1970).

GLOBALIZATION, DEREGULATION, AND INNOVATION, 1980–2008

The late twentieth and early twenty-first century have been marked by three interrelated phenomena which have decisively affected the activities, though not the hierarchy of international financial centres: globalization, deregulation, and innovation, leading to an unprecedented growth of the financial sector, and to the most severe financial crisis since the Great Depression.

Globalization can be defined in very different ways, but ultimately, and especially as far as international financial centres are concerned, it boils down to international capital flows. According to recent estimates, foreign assets represented 92% of world GDP in 2000, up from 25% in 1980 and barely 6% in 1960 (Obstfeld and Taylor, 2004). At the end of the twentieth century, the United States was—as indeed it had been since the end of the Second World War—the largest holder of capital outside its territory, ahead of Britain, Japan, Germany, and France—the same countries, in a different order, as before 1914, with the addition of a newcomer, Japan. The upsurge in capital exports was directly linked to the progressive liberalization of the financial activities, best symbolized by the ‘Big Bang’ that took place in the City of London in 1986 and the repeal of the Glass–Steagall Act in the United States in 1999. But deregulation also meant the absence of regulation of new financial instruments and products, whose constant arrival was one of the hallmarks of the ‘financial revolution’ of the late twentieth century—above all derivatives, structured products, and securitization.

As before 1914, the leading international financial centres were located in the major capital exporting economies. New York was still in the first place, even if London had the edge in direct international financial activities (Roberts, 1998, 2002, 2004). These two centres were well ahead of the pack, at any rate from the 1990s, after Tokyo’s ambition to supplant New York were thwarted by the burst of the stock exchange and property bubbles in 1990. Moreover, it was in London and New York that most financial innovations originated, and, with the exception of offshore centres, where financial regulation was the lightest.

Even if New York had become far more international since the 1950s, the weight of the American economy still dominated the way that its financial institutions operated, as well as the activity and turnover of its markets, which thus effortlessly outperformed the City. Of the four main indicators most often used to gauge the importance of international financial markets (international banking transactions; asset management; capital market; and other markets, including the foreign exchange market), New York came top, but with a large lead, in only one of them: the capital market. In 2001, the capitalization of the New York Stock Exchange was more than five times higher than that of the next ones, whether London or Tokyo (Roberts, 1998). In any case, it was New York which set the tone in international banking and financial business, if only because of the American banks, mostly based in New York, and on which a great deal of London’s international influence depended.

London, for its part, came top in the three other indicators (international banking, asset management, and foreign exchange) and it has always been the centre attracting the highest number of foreign banks (481, as against 287 in New York). The policy of opening up to the world, instigated by the City and backed up by the British authorities when the Euromarkets were established in the late 1950s had been kept up relentlessly and had borne fruit, at the cost, however, of a certain eclipse of British financial institutions and the City’s dependence on foreign banks—what has sometimes been called the ‘Wimbledon effect’ (Roberts and Kynaston, 2001).

The major newcomer of the postwar era was Tokyo. As a result of Japan’s rise to the rank of economic superpower, Tokyo established itself as a major international centre during the 1970s, going in 20 years from being a regional financial centre to a centre of world dimensions. And the possibility that Tokyo might overtake New York and become the world’s leading financial centre did not seem entirely fanciful at the end of the 1980s, though such judgements proved too hasty. The American economy, far from declining, enjoyed spectacular growth in the 1990s whereas the Japanese economy went into a long slump, which had severe repercussions for Tokyo’s international position. Nevertheless, as the financial capital of the world’s second economic power, Tokyo continued to play a far from insignificant role in international financial relations, though as a centre greatly dependent on the domestic economy.

Frankfurt only overtook Zurich and Paris to become continental Europe’s leading financial centre in the late 1980s. The decision in 1992 to establish the headquarters of the new European central bank in Frankfurt gave it a further boost, raising hopes that it might eventually overtake London, though this appeared highly unlikely a decade later. Paris regained some ground from the 1980s, without, however, really finding its role. Paris did not dominate any of the main fields of international financial activity, but held some aces, especially in asset management (in second place in Europe after London), as well as in the bond market and derivatives, while the foundation of Euronext in 2000 offered some strategic prospects within the potential groupings of stock exchanges. Zurich and Geneva dropped in the ranking of international financial centres, as restrictions on capital flows were eased, inflation fell, and the growing stability of the main European currencies, culminating in the introduction of the euro, made the Swiss franc lose one of its traditional attractions. Nevertheless, Switzerland continued to figure amongst the leading centres, increasingly specializing in wealth management, with 35% of the world’s private offshore wealth in the early 2000s, as against 21% for Britain and 12% for the United States.

The number of emerging, or rather aspiring international financial centres increased significantly in the last two decades of the twentieth century. Several cities, especially in emerging economies, were actively promoted with the aim of their gaining the status of regional or even global international financial centre. Some of them were already part of the international financial system before 1914. However, their situation was different from that prevailing earlier in the century in two main respects. First, they were no longer located in capital importing countries. By the late twentieth century, foreign investments were mainly directed towards advanced rather than developing economies, with North America, Western Europe, Japan and Australia, and New Zealand attracting more than 80% of the total (Obstfeld and Taylor, 2004). And second, they were no longer linked to other financial centres through the branches of the old overseas banks, mostly British and French, as well as German before the First World War. From the 1960s, with the growth of Euromarkets, multinational banks shifted their attention from developing countries to the world’s main financial centres. American banks started their formidable expansion abroad, while British banks had to undertake a profound restructuring (Jones, 1993). Emerging international financial centres had to become attractive in different ways, by being more akin to established centres.

Two centres were particularly successful in managing this transition: Singapore and Hong Kong. Both were already emerging centres before 1914 and significant regional centres until the 1970s (Jones, 1992). This early integration into world finance is usually considered as having positively contributed to their reaching global status. Their solid banking institutions, inherited from the British overseas banks, especially the Hong Kong and Shanghai Bank and the Chartered Bank, were also a help, as was their advantageous geographical location and good connections with the rest of the world. In addition, their political regimes were stable, despite the troubles that plagued Hong Kong during the Chinese Cultural Revolution at the end of the 1960s and the uncertainties related to its return to its big neighbour in 1997. In a nutshell, Hong Kong and Singapore appear to have met the most important requirements for the rise of an international centre, unlike the financial capitals of most emerging economies (Park, 1982).

In spite of these favourable conditions, there was nothing spontaneous in Singapore’s development. On the contrary, it was the result of a systematic effort made on the part of the authorities, immediately upon the country’s independence in 1965, to turn it into an international financial centre. The first step was taken in 1968, when they authorized the Bank of America to collect deposits and grant loans in dollars to Asian clients: the Asian dollar market was born and, like the Eurodollar market in London, found its home in Singapore. The government also intervened directly to encourage the emergence of a bond market, with the first issue of Asia dollar bonds taking place in 1971—$10 million on behalf of the Development Bank of Singapore. Singapore’s financial markets really took off in the 1980s, especially the Asia dollar market, which increased fourfold between 1982 and 1990 (from $86 to more than $350 million). The foreign exchange market grew in its wake, to reach fourth position in 1998, behind London, New York, and Tokyo; and derivatives started being traded in 1984 with the foundation of SIMEX. As a result, an increasing number of foreign banks set up there, reaching 260 in 1995, including 75 merchant banks (Bryant, 1989; Lessard, 1994).

While Singapore was making a name for itself as the main centre in Asia for the Eurodollar and Eurobond markets, syndicated euro-credits found a home in Hong Kong, with operations on behalf of enterprises and governments in the region’s main economies—Japan, Taiwan, South Korea, Australia, and New Zealand, later joined by Thailand, the Philippines, and, above all, China. In the space of about ten years, Hong Kong established itself as the world’s third centre for euro-credits, behind London and New York. Unlike Singapore, Hong Kong does not owe its rise to deliberate government policy. On the contrary, the authorities adopted a non-interventionist stance, at the same time creating conditions conducive to developing financial activities, notably a favourable tax system and modern infrastructure. On top of this there was an absence of exchange control, a robust legal system, the existence of the rule of law and, above all, its position as the door for a China that began to open up to the world at the end of the 1970s (Jao, 1983; Schenk, 2001). At the close of the twentieth century, Hong Kong’s strength lay in international banking, where it was in fifth position, the gold market (fourth position), and its financial market, with the second market capitalization in Asia behind Tokyo. Its international status was mirrored in the presence of foreign banks, numbering 357 in 1995, that is to say more than any financial centre except for London (Roberts, 1998).

EPILOGUE

The financial debacle of 2008 is discussed in Chapter 19 and cannot be covered in any detail here. Two points, however, have to be addressed in conclusion to this historical survey of the development of international financial centres over the last two centuries. The first concerns the responsibility of international financial centres in the crisis, the second the possible effects of the crisis on the future development of international financial crises.

International financial centres bear some responsibility in the outbreak of the financial crisis of 2008 to the extent that most financial activities connected with the crisis were taking place within their perimeters. There was, of course, a macroeconomic climate conducive to a crisis, with low interest rates and an oversupply of capital on the financial markets, leading to excessive risk-taking in the search of higher yields. Yet decisions, and mistakes, concerning risk-taking were made in the financial institutions and markets of the leading financial centres. New and highly complex financial instruments such as derivatives and other structured products were not always properly understood by senior bankers, supervision was often inadequate, and leverage ratios, hidden in off-balance-sheet operations, were incredibly high. The culture of greed prevailing in the leading financial centres above all in New York and London, and the illusion that financial risk had been eliminated, played a crucial role, reinforcing the trend towards deregulation and the belief in the power of the ‘masters of the universe’.

The financial crisis has slowed down the tremendous rise of finance, reflected in the development of the major financial centres, regulatory measures have been taken at both national and international levels, and yet the financial sector has continued to expand, unlike during the half-century that followed the Great Depression. For the challenges posed by cutting finance down to size should not be underestimated, with the weight of the financial sector in advanced economies; its greater share of employment and national income; the new heights reached by the globalization of the world economy; the technical complexity of new financial products; and the absurd level of remuneration of a financial elite no longer risking its own capital.

The financial crisis has not fundamentally altered the hierarchy of international financial centres. London and New York have not been toppled by Hong Kong, Singapore, Shanghai, or Dubai. Changes of this magnitude have been rare historical occurrences and proved to be very slow processes. Emerging markets will have to meet several conditions, not least in terms of wealth and openness, before claiming the mantle. On the other hand, the growing weight of a number of emerging economies will enable them to host a financial centre of world significance, as did Germany and the United States in the nineteenth century and Japan in the twentieth. So Shanghai, Mumbai, Moscow, São Paolo, or Istanbul should in due course, though not necessarily at the same time, rank alongside New York, London, Hong Kong, Tokyo, Singapore, Frankfurt, Zurich, and even Paris.

Irrespective of the financial debacle of 2008, there remains the question of whether international financial centres have become obsolete. This spectre has often been raised, and there is awareness of both the reasons potentially hastening their disappearance—amazing progress in long-distance communications enabling firms to access information and execute transactions from anywhere in the world—and those so far ensuring their survival: external economies, the effect of emulation, and the importance of personal connections and networks. The arguments in favour of their survival are more plausible. Whilst there is a noticeable historical trend towards change in the hierarchy of financial centres, it is difficult to discern any trend leading to their disappearance. The telecommunications revolution may certainly seem like a phenomenon without precedent, but cities of finance have continually had to grapple with transformations in ways of exchange. These cities’ layout, their functions, and their organization have ended up vastly altered. Tomorrow’s financial centres will reveal a different face, which will require new efforts of adaptation. But as the nerve centres of international finance, they remain hard to replace.
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PART IV

FINANCIAL REGULATION


CHAPTER 14

MONETARY SYSTEMS

ANGELA REDISH

UNDERLYING the world’s banking and financial systems, and either assisting or impeding their success, are national monetary systems. The monetary system provides a ‘unit of account’ as well as a medium that is final payment for debts. Money today is relatively well defined—in most economies it is the liability issued and created by the national central bank and the medium in which, ultimately, taxes are due; it is the unit of account in which most retail transactions, and indeed most financial transactions, are denominated. But while most of us would recognize money if we held it in our hand, a rigorous and complete definition of money is challenging.

This chapter begins with monetary systems of one thousand years ago or more, which may seem so distant that they have no relevance for modern banking and financial systems. Two examples will demonstrate that this is not so: the problem of multiple monies and the problem of debasement. In Carolingian Europe, the monetary system essentially comprised a single coin valued at one penny, but over time the economy and the monetary system became more complex. With economic growth and specialization, one denomination of coin could no longer satisfy the need for a medium of exchange leading to the use of multiple coins and consequently the question of whether there should be a fixed or floating exchange rate between them. Today, the question of whether a country should peg its exchange rate to that of another country or group of countries is one of the key issues in international financial economics. The second example refers to the ever present challenge of whether to take advantage of the fiscal benefits of issuing money or to stabilize the value of the currency. In medieval and early modern Europe, minting authorities at times exploited the potential to profit from their monopoly power by debasing the coinage to earn seignorage. This challenge is equally resonant today—should monetary authorities use their monopoly power to extract seignorage revenue, and how can (potential) money users, and those writing contracts to be repaid in the future in the unit of account, be reassured that the authorities won’t extract seignorage?

One reason for studying monetary systems in historical times is to appreciate that the system in place today is not the only way that a monetary system can be organized and that there is a diversity of potential monetary systems. This chapter focuses on Western systems, especially those from the eighteenth century on, which remain the focus of much of the literature, however, it should be noted that it omits the greater diversity that would come from an inclusion of Asian and African experiences.

PRELIMINARY CONCEPTS

It is useful to begin with the textbook definition of money: a medium of exchange, a unit of account and a store of value. Begin with a medium of exchange: Clower (1967: 5) gave a classic definition of a monetary economy when he stated that in a monetary economy, ‘money buys goods and goods buy money but goods don’t buy goods’. For Clower, acting as a medium of exchange was the essential function of money. That money is a store of value is a corollary: an individual is unlikely to hold money to await purchasing goods, unless that money held its value between periods. Thus for an object to be a medium of exchange it is likely to be a good store of value.1 Today, the monetary objects (e.g. liabilities of the central bank) are integrally tied to the unit of account, but as we will see, in medieval and early modern Europe the monetary objects did not have a value stamped on them, and typically were identified by the image on their face, such as crowns and angels. Their value in the unit of account could be legislated or on occasion a matter of negotiation between the payer and the payee.

Bimetallic monetary regimes were in place for much of the period covered later in this chapter, and in particular, these were often regimes where coins of gold and of silver were both minted, and were given values in a common unit of account. This is the environment in which Gresham’s Law, that ‘bad money drives out good money’ is said to hold. Since the relevance and validity of Gresham’s Law will come up repeatedly, it bears some introductory discussion here. The law is named after Thomas Gresham, a sixteenth-century financier who on occasion represented the English monarchy in the Low countries, and addresses the result of giving two coins values in the unit of account which are not exactly proportional to their intrinsic or market value. For example, if the coins were of equal intrinsic value (say silver content) but one had a higher unit of account value, that coin would be said to be ‘overvalued’ or ‘bad’ money. Gresham’s Law proposes that the bad money would be used domestically—where the valuation in unit of account was binding—and the good money would be used externally—where valuations were based on intrinsic value. Thus the bad money circulates domestically and the good money is saved, hoarded, or exported.

While this much seems intuitive, both the empirical evidence and the theoretical proposition have been hotly debated. Rolnick and Weber (1986) argued that finance theory predicts that the ‘good’ money would circulate domestically but at a premium. (Alternatively, the ‘bad’ money could circulate at a discount, however, if the bad money was legal tender then agents could not be required to take it at a discount and some agents, creditors for example, could be required to take it at face value.) Indeed there is widespread evidence of this when the ‘good’ money is gold—a metal sufficiently valuable that calculating a small percentage premium is worthwhile.2 There is much less evidence of silver coins trading at a premium—adding 5% to a penny would be unrealistic—although adding 5% to a penny loaf of bread less so. This finance theory result abstracts from the need for a medium of exchange, and if the stock of coins was limited, then the ‘bad’ money might have a value due to its value as a medium of exchange (see Velde, Weber, and Wright, 1999 for discussion).

The validity of Gresham’s Law has important consequences for the analysis of debasement. In early modern European monetary systems, the mint would buy silver or gold (specie metal) and mint it into coins, typically after refining it. The mint or monetary authority would typically not return all the coins minted from a weight of silver, but would hold back some to pay the cost of minting (brassage) and some as a tax (seignorage). There were multiple ways that monetary authorities could profit from their right to mint coins. They might attempt to reduce the silver or gold in a coin surreptitiously, (although there were technological limits to that process3) and to do so might add in more alloy so that a coin’s weight was unchanged despite its lower specie content. The monetary authority’s right to determine the legal tender value of coins created a second source of profit, which was particularly useful if the monetary authority was a debtor. Since the coins typically did not have their value stamped on their face, the monetary authority could raise the legal tender value of a coin simply by passing a law—thus raising the nominal value of his money holdings and reducing the real value of debts denominated in the unit of account.

I will refer to the reduction of the specie content of a coin as ‘debasement’ and the reduction of the legal tender value of a coin as ‘depreciation’. Both had the effect of reducing the specie content of the unit of account, but the former was more likely to be surreptitious than the latter. Now, suppose that the authorities debased a coin—so that there were two coins circulating concurrently with different specie content: Gresham’s Law says that the high specie content coin would be driven from circulation, while Rolnick and Weber suggest that it would circulate at a premium.

The final concept to introduce is the issue of time inconsistency of optimal policy. The time inconsistency issue was applied to monetary policy in the late 1970s (Kydland and Prescott, 1977) as a potential explanation for the inflation of the 1970s and refers to the potential benefits of policy makers pursuing a policy at odds with the public’s expectations, and the consequences if the public, understanding the incentives of the policy maker, make that infeasible.4 An example illustrates the principle: if unanticipated inflation increases employment then the central bank has an incentive to raise inflation to a level higher than the public expects; knowing this, the public expects higher inflation which means the central bank must raise the inflation rate higher, which again is anticipated, etc. The equilibrium in this simple example is an inflation rate so high that both the bank and the public realize that increasing inflation further would impose costs greater than the employment benefits. A preferable equilibrium would be one where the central bank ties its own hands and credibly commits to a low inflation rate—in neither equilibrium are the employment gains realized but in the commitment equilibrium there is at least the optimal inflation rate.

While introduced in discussions of central bank behaviour, the time consistency issue is a thread that runs through monetary history. Under metallic standards how could a sovereign commit not to debase the currency? Was the gold standard a commitment device? Was the attraction of joining the euro the right to latch onto the clear anti-inflation commitment of the Bundesbank?

FROM A SINGLE COIN TO MULTIPLE COINS AND METALS

Throughout much of Europe at the beginning of the second millennium the monetary system was based on a coin called a silver penny/denier/denarius, which derived from the earlier Roman coinage. Charlemagne had unified the coinage within his realm around the penny in the ninth century AD, but over the ensuing centuries, rights over the coinage had defused. By AD 1000 bishops and seigneurs often had the right to mint the coins and to determine the silver content of those coins resulting in myriad coins called ‘penny’ but of varying sizes, weights, and silver finenesses.5

Accounts were still kept in pence though this was often simplified by counting a dozen pence as a ‘shilling’ or a ‘sol’, and a score of dozens as a ‘pound’, lira, or livre. These titles reflected the ancient notion that 240 silver pence weighed a pound but this equivalence was long gone. (The endurance of such symbols is evident in the use of £—a stylized L—for the British pound.) The use of a pound/shilling/pence system was common in banking, the trade in bills of exchange and early accounting, but coins in these units were not minted in Britain (or elsewhere in Europe) until much later.

The use of only one denomination of coin created difficulties for those involved in large scale transactions. Spufford (1988: 210) cites the case of a papal collector for northern Europe who collected close to a million pennies for payments to the pope. On occasion the coins were counted and then a given number were put in a sealed bag which then did not need recounting when it changed hands. As difficult for merchants were the variety of pennies emitted by different jurisdictions: in retail trade, coins would not trade based on their intrinsic value but rather by customary value (a penny), but in the wholesale trade coins were taken at their intrinsic value.

The development of a more complex system of coinage unsurprisingly began in northern Italy, the most economically developed region in Europe in the second first millennium, and where familiarity with the coinages of Byzantium suggested alternatives to a monetary system limited to the silver penny. In the late twelfth century the city-states of northern Italy began minting first large silver coins (grossi) which contained about 24 times as much silver as a denarius. Gold coinage in Europe began about 50 years later with the minting of a gold florin in Florence. The Venetians quickly followed suit issuing ducats, and both florins and ducats became a key currency for European trade for the next several centuries.6

The simultaneous issue of gold and silver coins by a Mint raised a number of issues that devilled states from the twelfth to the nineteenth centuries and whose understanding continues to interest economists today. Simply put, difficulties would arise if coins were valued based on the intrinsic (market) value of their metallic content and creditors were legally bound to receive them as final payment for a debt stated in the national unit of account. The Venetians initially dealt with the potential difficulty by having two different units of account. That is, a merchant might have a debt in a pound of silver denari (240 silver coins or equivalent value in grossi and denari) or a pound of gold denari (240 gold coins). In modern parlance, a floating exchange rate was established between the gold and silver monies.

This solution was not widely adopted, and as other European mints began issuing both gold and silver coins they established values for each coin in a common unit of account. Typically, these values reflected the relative values of gold and silver at the date of issue and the difficulties arose when the relative market value of gold to silver changed. Monetary authorities responded by adjusting the coin values to reflect the market ratio and while this could have been done by lowering the value of the overvalued coin, it was almost invariably done by raising the value of the undervalued coin. Thus over time, the unit of account value of the coinage was ratcheted up, or put another way, the intrinsic value of the unit of account depreciated over time.

The difficulties of bimetallism have been of considerable interest to economic historians, but their impact on the people of the day was probably limited. Gold coins were extremely valuable and many people would never have seen one; the primary difficulty was for those who operated in both monies—merchants and tax-collectors.

Remarkably, from the early thirteenth to the nineteenth century European monetary systems (and in time those of many of their colonies) maintained the underpinning of bimetallism—coinages in gold and silver with coins given legal tender values in a common unit of account. But above that underpinning there were three gradual shifts over time: minting became centralized as a state prerogative rather than that of a bishop or local ruler; the use of debasement and depreciation declined; and coinage was increasingly supplemented by paper bills of exchange and privately issued bank notes.7

The use of the right to debase the coinage was exercised less frequently, and the commodity value of the unit of account became less variable. This stability was taken furthest in England where the silver content of the unit of account did not change between 1601 and 1816, while the gold content remained fixed after 1717 (Feavearyear, 1931: 346–7).

One of the historic reasons that monetary authorities had reduced the silver (gold) value of the coinage was that over decades of exchange, coins wore down. Then a new coin coming from the Mint would be heavier than a decades-old coin, and the good money/bad money issues would recur. Monetary authorities would then reduce the weight of the penny so that new and old were of similar intrinsic content, a process described as ‘renewing’ the coinage. While this resolved the issues related to Gresham’s Law, it did imply a gradual depreciation of the currency. In 1696, the English silver coinage had not been renewed for decades and very little silver was brought to the Mint for coining.8 The Treasury Secretary (William Lowndes) wanted to reduce the silver content of the unit of account in part to pay the costs of the reminting.9 He ran into the fierce opposition of John Locke, philosopher and pamphletist, who argued (a) that the debasement would primarily benefit bankers and merchants who operated in the exchange market and (b) that Lowndes’ goal of improving the balance of trade would not be accomplished by the debasement. Locke’s view triumphed and the value of silver did not change between 1661 and 1816, when silver became a token coin as described below.

The Locke–Lowndes debate has often been construed as an early example of the debate over ‘sound money’, that is, over whether the benefits of nominal stability (as under the gold standard or inflation rate targeting) outweigh the potential economic benefits of inflation. Kleer (2004) argues that this takes the argument out of context, however, the core issues are indeed those of ongoing debates such as whether nominal change can have real consequences for the balance of trade or level of economic activity? And in the past, as today, the debate centred on ambiguous empirical evidence of efficacy as well as the political strength of the potential winners and losers.

THE GOLD STANDARD

In 1800 virtually all the Western world used a bimetallic monetary system, and even by mid-century only Britain, Portugal, and some British colonies had adopted gold. Yet by the onset of the First World War the gold standard was in use across the globe. The rationale for, and economic consequences of, this change are debated in the literature, and I will discuss the transition first in Britain, France, and the US and then look at the global spread of the gold standard. Regardless of the rationale for the gold standard’s adoption, the gold standard from 1880 to 1914 became, well—‘the gold standard’! A synonym for best practice, and a benchmark for subsequent monetary regimes.

Emergence of the Gold Standard

In Britain, gold coins had been overvalued from the time that Isaac Newton was Master of the Mint in 1717, and—as per our discussion of Gresham’s Law above—gold coin became the dominant medium of exchange for merchants and silver was exported rather than sold to the mint for coining. By the mid-eighteenth century, the silver coins in circulation were again extremely old and worn and a continual source of complaint to the government. In 1774 the government responded to the complaints by making silver legal tender only up to £25. In 1816, following the end of the Napoleonic Wars, the government enacted legislation making the silver coins a token or subsidiary coinage: there would be no ‘free’ coinage of silver, silver coins would be legal tender only up to £2, and their weight was reduced. When the resumption of convertibility of Bank of England notes became mandatory in 1821, the British were officially on the gold standard.

Other countries did not leap onto the band wagon. In 1792 the newly created United States had built a bimetallic monetary system based on the gold Eagle worth $10 and the silver dollar worth $1, with a gold to silver ratio of 1:15.10 Since the relative market values of gold and silver were close to 1:15.5, the Americans had undervalued gold, and in 1834 they raised the ratio by lowering the gold content of the Eagle (maintaining its value at $10) to raise the ratio to 1:16; since this was now above the market ratio, there were complaints of a silver scarcity and some argued the US had de facto adopted a gold standard.11

In 1804, following the Revolution, the French had abandoned the livres/sols/deniers monetary system for a rigorously scientific decimal system based on the silver 5 franc coin and the gold 20 franc coin with a gold:silver ratio of 1:15.5.12 In both France and the US, the fall in the price of gold following the California gold rush meant that the mint overvalued gold (it was ‘bad money’) and there were complaints of a shortage of silver coin, and silver tended to be used for export. The extent of the concern is debated with Flandreau (2004) arguing that while silver did flow from the countryside to the cities, France was not devoid of silver. That said, both countries moved to issue token silver coins, coins whose silver content was less than their face value. Critically, in terms of the broad sweep of monetary history, token coins raised a number of challenges to the authorities. Under a specie standard, the number of coins minted could be market determined: individuals took metal to the mint for coining rather than the monetary authority determining the number of coins to mint, a characteristic called ‘free minting’. By contrast, token coins were not freely minted, but the monetary authority set a prescribed limit on how many to issue. Relatedly, the intrinsic value of the coins was not as high as their official value so that governments typically limited their legal tender value to a small sum.

The Latin Monetary Union

In the franc zone, the Swiss responded first in 1860 issuing token silver coins of 80% fineness, for all but the 5 franc coin. The Swiss coins were legal tender in France, and unsurprisingly circulated in preference to the 90% fine French coins. In 1862, the Italians introduced token coins with 83.5% silver, and in 1864 the French mint introduced 83.5% fine silver coins for fractions of the franc. In 1865 the Belgians (the coins of each of these four countries were legal tender in the others) called a conference to harmonize the token coinages and in December 1865 the Latin Monetary Union (LMU) was established. The LMU countries (initially France, Belgium, Switzerland, and Italy13) agreed to issue 83.5% silver coins in denominations less than five francs, but to maintain the unlimited coinage of 5 franc silver coins 90% fine.

The LMU retained its bimetallic currency until the late 1880s but with increasing challenges. The Franco-Prussian War in 1870/1 catalysed the unification of Germany prompting the creation of a new monetary system in that country, and the reparations payments from France to Germany meant that the two systems were intertwined. Germany’s choice of the gold standard coincided with silver discoveries and the fall in the relative price of silver which, ceteris paribus, would have shifted the LMU countries towards the use of gold. Following a number of LMU conferences the group decided to end the free coinage of silver and, without demonetizing the existing silver coinage, to maintain only the free coinage of gold—a regime that became known as the limping gold standard.

The Cross of Gold

The timing of the US adoption of the gold standard is also ambiguous as suggested in Table 14.1.14 During the Civil War the US both suspended the requirement for the convertibility of private bank notes into gold and issued its own inconvertible notes. The war ended in 1865, but the quantity of outstanding notes implied that return to the pre-war parity would require a significant deflation. Commitment of a return to convertibility was regularly made, but was delayed until 1879. In 1873, however, legislation was passed which referred to returning to convertibility into gold and omitted the possibility of silver convertibility—an act later characterized as the ‘Crime of 1873’. The result was that those for whom inflation was beneficial, typically Western farmers, and those for whom increased demand for silver was advantageous, such as silver miners and states with silver mines, argued vociferously for a return to bimetallism. The election of 1896, coming after a decade of deflation, was fought on the issue of bimetallism or the gold standard, with Democratic candidate William Jennings Bryan famously asking Americans if they wish to be crucified on a ‘Cross of Gold’.15 Bryan’s defeat, and gold discoveries in Australia, Alaska, and South Africa which resulted in mild inflation in the last few years of the century, effectively ended the debate and the passage of the Gold Standard Act in 1900 legislated that conclusion.

The Classical Gold Standard

The classical gold standard usually refers to the period from 1879, when the US resumed convertibility after the suspension of convertibility during the Civil War, to 1914 when the gold standard was abandoned by the major European countries with the onset of the First World War. Meissner (2005) analyses the gradual spread of the gold standard over this period and argues that following Germany’s adoption of gold in 1872, other countries joined primarily because of the benefits of network externalities associated with using the same monetary system as a nation’s major trading partner and financial market counterparty.




Table 14.1Alternative dating of the US adoption of the gold standard



	



	1834
	US revalues gold; gold becomes overvalued at the Mint and silver becomes rare in circulation



	1853
	The US gold rush drove down the price of gold, gold was further overvalued at the Mint; the US began to mint token fractional silver coins and limited their legal tender value to $5; the silver dollar is maintained.



	1862
	Legal tender act of 1862 permitted the Treasury to issue inconvertible legal tender notes (commonly denoted Greenbacks)



	1873
	The ‘crime of 1873’; the Coinage Act of 1873 ended the free (i.e. unlimited) coinage of silver



	1879
	Convertibility of US Notes (greenbacks) into specie (i.e. gold coin) implemented



	1900
	The ‘gold standard act’ established that US notes were redeemable at $20.67 per ounce of gold.*



	




* ‘Be it enacted that … the dollar consisting of 25.8 grains of gold 0.9 fine, as established by section thirty-five hundred and eleven of the Revised Statutes of the United States, shall be the standard unit of value, and all forms of money issued or coined by the United States shall be maintained at a parity of value with this standard, and it shall be the duty of the secretary of the Treasury to maintain such parity.’







Whether as a result of joining the gold standard or simply coincidentally, the classical gold standard period saw, at least for the core economies, a period of exchange rate and inflation stability, rapid expansion of international trade and high levels of economic growth. The sharp contrast between this macroeconomic stability and the instability of the interwar period, and the short-lived (and not particularly stable) period of the Bretton Woods regime described in the section below, ‘Bretton Woods and European Monetary Arrangements’, naturally led economists both to question the stability and to search for its sources. Bayoumi and Eichengreen (1996) conclude from a time-series analysis that decomposes macroeconomic behaviour into shocks and responses to shocks, that the stability of the gold standard period reflected both a benign environment without the negative shocks of later times and a resilient economy that could absorb shocks without amplifying them.

Good Housekeeping Seal of Approval

In the eighteenth century, the use of silver and gold coins as the core monetary assets was widespread in both the core and periphery of Europe, but in the nineteenth century, paper money had become more prevalent and monetary authorities began to consider state-issued fiat money. This was particularly the case in southern Europe and in South America. Today, when virtually all economies use fiat money, it may seem odd to choose to transition from fiat money to adoption of the gold standard, forgoing the fiscal and macroeconomic benefits that we attribute to fiat money, raising the question of why states did so.

Bordo and Rockoff (1996) argued that adoption of the gold standard was a sign of ‘financial rectitude’, a ‘good housekeeping seal of approval’ that enabled peripheral countries to have access to global capital markets or to have cheaper access to those markets. The argument was that adherence to the gold standard required countries to follow ‘sound’ fiscal and monetary policies and that in consequence they would not default on their debt; in the language of discussions of modern monetary policy, joining the gold standard created a ‘credible commitment’ to monetary and fiscal stability. Note that their finding was not that countries paid lower interest rates on debt denominated in their own currency, a relatively rare activity, but that when they issued debts denominated in gold, the interest rate charged was lower (by approximately 40 basis points) than if they were not on the gold standard.

The Bordo–Rockoff view has been hotly debated. Obstfeld and Taylor (2003) confirmed the result using data from an expanded group of countries, however more recently Mitchener and Weidenmier (2015) and Ferguson and Schularick (2012) have challenged the conclusion. Mitchener and Weidenmier use data on both gold denominated and local currency denominated debt and are therefore able to separate currency risk (the differential in interest rates for gold/sterling denominated debt and local currency debt issued by the same country) and country risk (the differential between the interest rate for gold/sterling denominated debt and that of a British consol). If the gold standard operated as a credible commitment device, interest rates on local currency debt should have fallen on joining the gold standard and be very close to the sterling rates, however they find that while currency risk premia declined, country risk premia did not.16 Similarly, Ferguson and Schularick find mixed results. Using data for a wider array of countries, and testing for differences in the impact of gold standard adoption across different groups, they conclude that gold standard adoption led to decreased interest rates for relatively advanced countries but not for less developed economies.17

END OF THE GOLD STANDARD

There are many ways that the monetary history of the twentieth century could be partitioned but I will adopt that which uses the broadest historical sweep. In that context, the key transition was from a monetary system where the major currencies were convertible into gold to a system of fiat monies i.e. monies that are intrinsically useless and inconvertible (Wallace, 1980). This transition did not happen overnight but emerged through a series of steps.

Before the First World War, gold coins circulated hand to hand in many countries and the notes of central banks were readily convertible into gold. Thus the amount of bank notes in circulation was tied closely to the stock of gold. Economists often emphasize the difference between the real and nominal sides of the economy, and while the size of the real economy is determined by the resources and production technology of the economy, the nominal size of the economy (the real value in terms of the unit of account) depends on the price level. At a very high level, the quantity of money determines the price level, and to pin down the size of the nominal economy requires a fixed/determinate quantity of money. In that framework, the gold standard is described as a ‘nominal anchor’ for an economy as under the gold standard, nations set a unit of account price for gold and then tied the quantity of money to their stock of gold so that the amount of money measured in units of account was determinate, and so therefore was the price level and the size of the nominal economy. Since—echoing the earlier discussion—many contracts are in nominal terms, having a nominal anchor for the economy is core to macroeconomic efficiency.18

The shift from the gold standard to fiat money involved the interplay of two fundamental forces. On the one hand, the need for a nominal anchor for the monetary system, that enabled economic agents to predict (with some confidence but not certainty) the future price level, and on the other hand the fiscal and economic benefits of fiat money. The transition was gradual. The ratio of the stock of gold to the stock of high powered money gradually shifting from one to zero. Fiat money had an economic advantage and a fiscal advantage: if the stock of gold grew more slowly than the real economy, (and the required ratio of gold to high powered money didn’t fall proportionately) the economy would need to have price deflation over time; the fiscal advantage arises if high powered money issued by the government could substitute for gold. The challenge is to create a nominal anchor in a fiat money economy.19

The First World War and the Interwar Period

As in earlier times, nations at war paid part of their costs with seignorage revenue and explicitly or implicitly suspended the gold standard. The value of gold in paper money consequently increased and as governments considered the resumption of gold convertibility they faced the choice of a deflation and monetary contraction or resumption at a depreciated parity. There were attempts (in Brussels in 1920 and in Genoa in 1922) for a coordinated return to gold, and to rectify some of the shortcomings of the gold standard. In particular, there was a concern that the world gold supply was both too limited and too inelastic to support the global economy and so the Bank of England (supported by the Federal Reserve) encouraged the expansion of the gold exchange standard; this forerunner of the Bretton Woods system had some key currencies directly convertible into gold, while other currencies were convertible into key currencies. There was also the difficult question of whether to return to pre-war gold price levels which would impose a sharp deflation or to accept the current level. In the event, multi-lateral discussions were unsuccessful and countries went their own way. The UK returned to gold in 1925 at the traditional parity ($4.86 = £1), resulting in an overvalued currency while the French resumed gold payments at 20% of their pre-war par, undervaluing the franc.

Before this, however, Germany had experienced a hyperinflation that created an antipathy towards inflation for decades to come. At the end of the war, the Allies imposed reparations on Germany which the Germans refused/were unable to pay. The government then printed money to pay both reparations and the costs of the government and through 1923 the vicious circle of printing money while citizens seeing inflation tried to reduce their money holdings, led to an increase in the price level by a factor of over 6 million.20 The hyperinflation itself was short lived but it had much longer consequences in contributing to a culture in Germany that abhorred inflation, enabling the German central bank to build a credible commitment to price stability. By the end of the century, that commitment played a pivotal role in the creation of the euro (in a movement similar to the adoption of the gold standard in the late nineteenth century) as other nations joined with Germany hoping to get a piece of that reputational capital.

Following the hyperinflation in Germany, a new currency was established and Germany returned to the gold standard. France was one of the last of the major powers to do so, with formal adoption occurring in 1928—just when the gold standard was beginning to unravel. That late adoption in turn had persistent consequences, as France and a ‘gold bloc’21 held onto the link to gold for longer than the other major countries which, as indicated in Figure 14.1, is correlated with the Depression persisting longer in those countries.

The Great Depression of the 1930s undoubtedly had multiple causes but the rigid adherence to the international gold standard stands as villain No. 1 (Bernanke, 1983; Temin, 1989; Eichengreen, 1992), both with respect to the onset and the persistence of the depression.

The dislocations that characterized the interwar period were myriad: agricultural production had shifted during the war and as the former producers started to compete with those that had expanded production during the war, agricultural prices tumbled putting pressure on the balance of payments of countries that relied on agricultural exports (notably, South America, Australia, and Canada). Capital flows were tied up in reparations payments and inter-ally debts so that non-payment of reparations challenged the stability of French finances, which in turn affected Britain, and in turn the US; the return of the pound to gold at an over-valued (traditional) parity, and of France at an undervalued parity meant that there were underlying forces causing Britain to lose gold and France to gain gold—and sterilization could force the adjustment on the deficit country; all this in an environment of dramatic financial innovation in the US leading to an unprecedented stock market boom. The boom ended as the Federal Reserve raised interest rates to dampen speculation and the market which had risen to new highs in September 1929 famously ‘collapsed’ on Black Thursday in October 1929. Over the next 3 years the market continued to decline, falling from a peak in September 1929 of 381 to a bottom of 41 in July 1932.

The monetary system also played multiple roles during the Great Depression, both facilitating the transmission of shocks across countries and hobbling the ability of countries to respond to the depression. In theory, the transmission of a negative economic shock between countries can be beneficial as the pain is shared and each country receives more but smaller ups and downs. But in a fragile environment the impact can be amplifying rather than dampening and this seems to be characteristic of the Great Depression. For example, the banking crisis in Germany in mid-1931, led to the abandonment of gold convertibility in the UK in September 1931, which in turn caused the Federal Reserve to raise interest rates to stem a gold outflow, worsening the economic situation in the US. In the gold bloc, the link to gold was not broken until 1935.

The belief that monetary expansion would be at odds with the commitment to the gold standard parity tied the hands of policy makers in the US and precluded the use of (for example) quantitative easing policies. Yet as countries abandoned the ‘Golden Fetters’ their economies began to rebound. Striking visual evidence of this was presented by Eichengreen and Sachs (1985) who showed the correlation between the recovery of industrial production and abandonment of the gold standard in the 1930s (see Figure 14.1). The graph shows that by 1935 in countries that had depreciated their exchange rate to the greatest extent relative to their 1929 parity (the Scandinavian countries and the UK), industrial production exceeded its 1929 value. In countries where the exchange rate had depreciated little, industrial production was below, and in the case of France and Belgium more than 25% below, its 1929 value. More detailed analysis (Temin, 1989; Eichengreen, 1992) led two leading analysts of the Depression to conclude: ‘Recovery, in other words, was due in large part to the demise of the gold-standard ideology. The world economy could only recover when the contractionary policies of the gold standard were abandoned’ (Eichengreen and Temin, 2000: 185).
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FIGURE 14.1 Changes in exchange rates and industrial production, 1929–35

Source: Eichengreen and Sachs (1985: 936).




Bretton Woods and European Monetary Arrangements

During the Second World War, again, monetary policy was at the service of fiscal policy; however, as the war drew to a close policy makers in the Allied countries met to design an international monetary order that they believed would keep the advantages of the gold ‘nominal anchor’ but avoid the problems that characterized the interwar period—insufficiency of the reserve currency and instability of exchange rates.22 Delegates from 44 countries (i.e. from the Allies) met at the Mount Washington Hotel in Bretton Woods, New Hampshire and hammered out an agreement that established the International Bank for Reconstruction and Development or World Bank as it is now popularly known, and the International Monetary Fund (IMF). They also established a new international financial regime—now known as the Bretton Woods system. Under the Bretton Woods system, all countries would agree to peg their exchange rates to the US dollar, but pegs could be adjusted under certain circumstances; all countries would open their capital markets. The US dollar would be pegged to gold at a rate of $35/ounce. This extension of the gold-exchange standard, implied that the ratio of gold to the world’s money stock would be reduced enabling monetary expansion to support the growth of the world economy. However, it created an obvious asymmetry between the US and all other countries: on the one hand, as other nations used US dollars for reserves the US could benefit from the seignorage of issuing more US dollars; but on the other hand, the gold convertibility of the US dollar constrained the ability of the US to increase its money stock.

Despite the careful planning that went into the Bretton Woods agreement the system got off to a rocky start: Britain restored convertibility of the pound in 1947 at a parity of $4.03. Six weeks later following a massive drain of gold reserves, they suspended convertibility again (Eichengreen, 2008: 103) and it was not until 1958 that the UK and most Western economies resumed current account convertibility—and even then they maintained capital controls. Through the 1960s, the Bretton Woods system came under increasing pressure as the ability to enforce capital controls was undermined by financial market developments. In 1961, as the price of gold threatened to rise above $35 an ounce, seven European central banks and the US agreed to create a ‘Gold Pool’, which would transact to stabilize the price of gold; essentially countries with a balance of payments surplus agreed to sell gold at $35/ounce.23 Given the far greater likelihood of an increase in the price of gold than decrease, the inherent instability is clear since the central banks selling gold were giving up an asset likely to appreciate for one (US dollars) that was likely to depreciate. In 1968, the French withdrew from the Gold Pool, that is, they were no longer willing to absorb US dollars, and the price of gold in the private market was allowed to float, while the major central banks agreed that they would transact amongst themselves at the official price. This two-tiered system lasted until August 1971 when President Nixon ‘closed the gold window’ and refused to exchange gold for US dollars, and the price of gold immediately rose. Redish (1993b) argues that while there were many proximate causes of the breakdown of the Bretton Woods regime the fundamental problem was that economic growth had outstripped the growth of the gold stock. While the needs of the monetary system could be met by paper substitutes (i.e. liabilities of central banks such as the US dollar), if those were convertible into gold, and their backing became slimmer and slimmer the possibilities of speculative attack became higher and higher.

The trilemma in international finance summarizes theoretical results that imply that a country has to choose only two of three possible desiderata: open capital markets, a fixed exchange rate, and monetary autonomy. Under the gold standard, and implicitly the bimetallic regimes before the gold standard, nations forwent monetary autonomy; as Eichengreen (2008) emphasized, changing political circumstances in the twentieth century, challenged that choice. In the interwar period, it was politically infeasible to maintain adherence to the gold standard in face of the massive unemployment that would have resulted. In the early days of Bretton Woods, countries maintained the capital market closures that they had imposed during the war, but as capital mobility returned, so did the trilemma. In 1971, Nixon chose monetary autonomy over exchange rate stability.

The End of Bretton Woods and the Rise of the Euro

The closing of the gold window in 1971, was followed by the Smithsonian agreement under which signatories (most of the major Western nations) agreed to maintain their currencies within a narrow band against the US dollar. At the same time, key European nations were moving towards closer economic cooperation and were moving towards a fixed exchange system. However, the move towards monetary union was far from smooth. Hoping to have closer limits on cross-rates than those implied by the Smithsonian agreement, members of the European Monetary System (EMS) agreed to keep their rates to par ±2.25%, leading to the happy description of European rates being the ‘snake in the tunnel’. In March 1973, the Smithsonian agreement collapsed, but the core EMS countries attempted to maintain their fixed rates.24

The snake had been constructed in part to offset the US asymmetric position under the Smithsonian agreement, but had replaced it in practice with an asymmetry in favour of West Germany and the deutsche mark. In 1979, members of the European Union established the EMS, introducing the new ‘ECU’ European currency unit, comprising a basket of members’ currencies. The EMS established a stabilization fund to support members in maintaining exchange rates within the snake. By the late 1980s, as inflation rates fell globally, and capital flows within Europe were liberalized, further steps towards monetary unification were undertaken and the Delors report, published in 1989 and adopted in 1992 at Maastricht, laid out the road map for unification.

The Maastricht Treaty represented a definitive step towards the eventual euro, the common currency unit of Europe, but between 1992 and the introduction of the euro in 1999 came yet more upheaval. Following the Delors report relatively closely, the Treaty called for the establishment of a European central bank, and a set of macroeconomic convergence criteria which were to be satisfied by member countries: nations were to keep their government debts to less than 60% of GDP, with annual deficits of no more that 3% of GDP. There were limits on inflation rates and long-term interest rates, and countries had to demonstrate their ability to maintain a fixed exchange rate with the euro for two years before joining the euro.

MONEY IN THE TWENTY-FIRST CENTURY

At the beginning of the twentieth century, economies in the Western world were committed to a gold standard regime. Most countries, but notably not the United States, had central banks which issued bank notes that were convertible into gold and which were, at a minimum de facto, legal tender. Over the twentieth century, governments abandoned the ‘barbarous relic’ (as Keynes called the gold standard) initially by tying their currencies to the US dollar which was convertible into gold and finally, in 1971, by severing the connection between gold and the US dollar. The world entered a new era of floating exchange rates, with some groups of countries tying loosely or more tightly, the value of their currencies together.

Under the gold standard, and even under the Bretton Woods system, governments tied their monetary system to some ‘nominal anchor’, and following the demise of the Bretton Woods system, monetary authorities searched for an alternative anchor. In this environment, two new paradigms evolved, the creation of the euro, a currency that was managed by no single sovereign government, and the development of inflation-targeting regimes. But by 2010, in the wake of the financial crisis of 2008, both were looking frail. At its establishment, critics had argued that the euro was a flawed creation. They had multiple concerns: the members were not a natural ‘optimal currency area’, in the sense of Mundell (1961); it was unclear how the system would cope if one government violated the convergence criteria; central banks function as a lender of last resort to national banking systems, a function which requires the central bank to have supervisory control, or close ties to bank supervisors, yet this link was missing. By 2010 these theoretical concerns had become challenges for the European central bank as fiscal problems, in part stemming from the financial crisis of 2008, challenged the operation of the euro and suggested a need for a fundamental restructuring of the system.

Inflation targeting too was a victim of the financial crisis. In the 1970s and 1980s after the link to gold was broken, the US and other Western countries experienced inflation rates as not before outside times of war. By the late 1980s, the argument that there is no long run employment gain from high inflation held the day and central banks reined in monetary expansion and many adopted inflation targets. The low inflation rates of the early 2000s, suggested that inflation targeting had been successful, and many expected Ben Bernanke to introduce inflation targeting when he was appointed Chairman of the Federal Reserve in 2006. But as Bernanke responded to the early signs of the financial crisis in 2007, and its deepening in 2008, critics argued that the apparent monetary stability had covered up growing disequilibria and that the stance of monetary policy had been one of the causal factors in the crisis. Inflation targeting no longer seemed like a panacea. In response to the financial crisis, central banks lowered interest rates and then turned to ‘unconventional’ policies, most significantly including quantitative easing, significant expansion of the monetary base through open market purchases of bonds and other assets. In the US, these policies supported the economy and by early 2015 economic growth had rebounded without stimulating low inflation.

Finally, new monetary units edged into the global market place and gained increased popularity following the crisis. For those who believed that governments necessarily mismanage monetary matters, crypto currencies such as Bitcoin offered a monetary unit that is independent of government. Bitcoin is a digital currency, but it differs from other currencies by being ‘outside’ money—it is not the liability of any issuer. The proponents of Bitcoin, emphasize the relative (to other digital monies such as bank deposits) anonymity of the medium and its imperviousness to government influence.25 In 2013, Velde (2013) notes, there were globally approximately 30 Bitcoin transactions per minute, compared to 200,000 per minute Visa transactions—small but rapidly growing. Yet the exchange rate between Bitcoin and dollars is far from stable—rising from $10 to $1,000 in 2013 and falling to below $400 in early 2016. The price of course varies directly with demand and supply. In late 2013, the majority of the demand was speculative, and as demand fell so did the price. The quantity of Bitcoin is determined by a process called ‘mining’, but the algorithm underlying Bitcoin asymptotically limits the total quantity that can ever by ‘mined’, and as with, say, gold mining, there are increasing marginal costs of obtaining more total units.

As noted in the introduction, monetary systems are the platform on which financial and banking sectors function. Over the broad sweep of history, systems have evolved in terms of both the monetary assets used and the governance of those systems, from commodity to fiat money and consequently from decentralized to centralized management. Yet (following Kocherlakota) money is information, it is a method to enable multilateral clearing of myriad transactions. It would be surprising if the digital revolution did not lead to a revolution in how this information is managed.
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1 More recent monetary theory has focused on the role of money as a conveyor of information. For example, Kocherlakota (1998) shows that in an economy with historical recordkeeping, absence of double coincidence of wants, and no monetary asset, the allocations achievable in a monetary economy can still be achieved.

2 Garber’s (1986) paper that uses the prices of US gold and dollar bonds to price the option value embedded in dollar bonds when the US was on a bimetallic standard, is also evidence that agents valued that option. (See Fetter (1932) for an early analysis of Gresham’s Law.)

3 See Redish (2000) and Sargent and Velde (2002) for discussion of those limits. Gandal and Sussman (1997) describe how in medieval France mints produced gold coins that were slightly less fine than required—a degree of fineness not discernable by a touchstone but discernable by assay. The Crown then fined (but did not prosecute) the mint masters, enabling the Crown and mintmasters to profit at the expense of the coin users.

4 The classic papers are Kydland and Prescott (1977) and Barro and Gordon (1983). For the application to the gold standard see Bordo and Kydland (1995).

5 Fineness simply refers to the purity or proportion of pure gold or silver in a coin. The fineness of gold is often measured in carats—pure gold being 24 carats; silver fineness in Britain is measured in ounces (12/12 is 100% fine) and pennyweights (20 dwts/ounce). Thus, sterling silver which is 11 oz, 2 dwt fine is 92.5% fine. In France, silver ‘argent-le-roi’ was the standard measure which was 23/24ths or 95.83% fine silver.

6 See especially Spufford (1988, 2002); Lane and Mueller (1985). Here as elsewhere in this chapter, it is argued that the monetary system evolved in response to difficulties in exchange. In a recent monograph, Desan (2014) argues that monetary systems were more akin to state designed instruments than spontaneous social constructs.

7 As the use of bank notes became more widespread, central authorities typically took power over the right to issue bank notes which today is evidenced by their control, usually at arm’s length, over central banks.

8 Kleer (2004: 555) notes that the circulation of silver coins was primarily of pre-1662 hammered coins which had been extensively clipped, and by 1695 had lost about 50% of their weight at issue. See Kleer for a discussion of the Locke–Lowndes debate.

9 After 1661, the Mint did not charge either minting costs (brassage) or seignorage to those bringing metal to the Mint, thus a reminting of the silver coin in circulation would impose high costs on the Treasury. If the circulating coinage was 50% light, then returning it to the old standard implied a 50% charge to either the Treasury or coin-holders.

10 The silver dollar coin contained 371.25 troy grains of pure silver, and the gold Eagle valued at $10 contained 247.5 grains of pure gold, so that the relative values of gold and silver were 15:1.

11 Some suggest that the increase in the ratio was politically motivated to support gold mining states which would benefit from a de facto gold standard; others argued that the overvaluation of gold was an attempt to encourage the use of gold as a substitute for the notes of the Second Bank of the United States. See Redish (2000: ch. 7).

12 Note that in France the coins no longer had names—the value was stamped on the coin; no longer would the king be able to arbitrarily raise the legal tender value of a coin.

13 Greece joined in 1867. See Redish (1993a) for further discussion of the Latin Monetary Union.

14 Martin (1973) suggests that the US ended bimetallism in 1853 with the introduction of token silver coins.

15 Rockoff (1990) describes how the Wizard of Oz can be interpreted as an allegory of the monetary events of the 1890s and interprets the story in that light, for example, the yellow brick road (gold), silver slippers (in the book the slippers that the movie described as ruby, were silver), and oz (ounce of gold).


16 Bordo and Rockoff (1996) used data on debts of nine countries; Mitchener and Weidenmier (2015) use 250,000 observations on weekly sovereign debt prices.

17 Mitchener and Shizume (2010) draw a similar conclusion: ‘joining the gold standard did not reduce Japanese interest rates or lead to a domestic investment boom. However, we find that membership in the gold standard increased Japan’s exports by lowering transactions costs. Joining gold allowed Japan to tap into its growing share of global trade that was centered on the gold standard’.

18 In the absence of a clear nominal anchor, exchange typically shifts from the domestic money to other assets—examples including spontaneous dollarization or the use of cigarettes and real goods as a unit of account and medium of exchange.

19 Elsewhere (Redish, 2000) I have emphasized the physical qualities of money. Monies need to be easily subdivided—e.g. different denominations—and also to be uncounterfeitable. The former has new life as e-money producers build monies to facilitate micro-payments. The latter continues to be challenging.

20 See Sargent (1982) for a discussion of hyperinflation in Germany, Austria, Poland, and Hungary and how they were ended at relatively low cost by governments committed to fiscal stability.

21 The gold bloc comprised France, Belgium, Luxembourg, the Netherlands, Italy, Poland, and Switzerland.

22 Dexter White and John Maynard Keynes (from the US and the UK respectively) were the central figures in the meetings to debate the new regime. Keynes advocated for a new international currency to be the reserve currency while White argued that it should be the US dollar. White prevailed. Bordo and Eichengreen (1993) published papers from a conference that considered the origins, consequences, and demise of the Bretton Woods system.

23 Garber (1993) describes the demise of Bretton Woods.

24 An illustration of the turmoil of the early 1970s is shown in Eichengreen’s (1996: 156) table showing that for example, France withdrew, returned, withdrew again in 1974/5, while the deutsche mark was revalued twice in 1973. Denmark, the UK, Italy, Sweden, and Norway all either withdrew or returned.

25 See Velde (2013) and Ali et al. (2014) for further details on the economics of crypto currencies.


CHAPTER 15

CENTRAL BANKING

FORREST CAPIE

CENTRAL banks are relative newcomers to the world of banking. A few date from the late nineteenth century but the great majority were born in the twentieth century. They are institutions whose principal purpose is to provide stable monetary and financial conditions, though their functions have varied over time and according to conditions. Their responsibilities have sometimes been extended to cover all manner of economic variables, and claims made for the banks’ powers have often been greater than was merited. This chapter sets out how central banks’ responsibilities arose and how they have been fulfilled. It also presents a broad sweep on their origins and development, giving particular attention to something that was almost lost sight of in recent years; their traditional responsibility for financial stability. Other important aspects of central banking are then discussed: the possible role they might have in supervision/regulation; the role that central bank cooperation has played; and the meaning and desirability of central bank independence.

DEFINITION AND FUNCTIONS OF A CENTRAL BANK

Defining central banking is by no means straightforward, nor for the early years is it easy to identify a central bank. It is often asserted that the Swedish Riksbank, founded in 1668, was the world’s first central bank. But by almost any definition there was no such thing as central banking at that time. There was hardly any modern fractional reserve banking at all and without that there is no clear need for a central bank. Clearly, central banks can be defined in a number of ways but in order for the definition to be useful, I shall argue, the definition needs reasonable precision while at the same time allowing for slightly differing conceptions. Central banks at the beginning of the twenty-first century have a relatively clear and agreed focus. They have two core purposes; the provision of monetary and of financial stability. Some central banks still have mandates that require them to deliver, or at least keep in view, employment and economic growth (see Meltzer, 2003). But that aside, what had come to dominate was monetary or price stability, and in the pursuit of that many central banks had adopted inflation targeting. In the long period of steady growth that most countries enjoyed in the latter years of the twentieth and the first years of the twenty-first century, however, financial stability had drifted almost out of sight.

Monetary policy, of course, does not exist in a vacuum. It depends crucially on the exchange-rate regime and is also closely linked to fiscal policy. A country with a floating exchange rate can have an independent monetary policy and government can then have, via the central bank, control of the money supply. If a country operates within a fixed exchange-rate system it cannot have an independent monetary policy. It then lacks this control and must accept the monetary policy of the dominant country in the fixed exchange-rate system. The key is the money base, sometimes called high-powered money. Some of the institutions that later became central banks were often referred to as banks of issue. When there is an independent monetary policy, how the central bank executes its power will vary depending on factors that range over institutional arrangements, prevailing economic beliefs, and political preferences. It might aim to control the quantity of money directly (as the Swiss central bank has done at times) or it might operate on the price of borrowing, that is to an interest rate, as the majority of central banks have done. Or, as has been the case more recently, the central bank might approach matters differently to achieve a price or an inflation target. When the principal objective of the bank is price stability the operating procedure has usually been through short-term interest rates. How good an indicator of policy stance these are remains debatable. But by acting through short-term interest rates the central bank controls the growth of the monetary base and hence influences broad money, and that then has an impact on the economy. The influence over interest rates also means that the bank has some part to play in the determination of the nominal exchange rate since there is a relationship, albeit a complex one, between interest rates and exchange rates. Where there are exchange controls in place (as there were for much of the twentieth century) the central bank is often made responsible for administering such controls.

Some further points follow from this. Because central banks have an influence over interest rates they are effectively debarred from carrying out commercial business; if a significant part of their business were commercial banking a conflict could arise between their macroeconomic obligations and their microeconomic obligations. Macro policy may require an increase in interest rates while competition with other banks could produce pressures to reduce rates. There could also be a risk of central banks helping their own customers. For these reasons there should be no commercial rivalry. Some continental European ‘central’ banks were engaged in commercial rivalry in the late nineteenth century and so should not be considered as central banks until late in the nineteenth century and in some cases not until the twentieth century (see Capie et al., 1994).

There is a list of other possible functions. Central banks are commonly, though not necessarily, the government’s bank. In part that originated from the establishment of banks by government charter, and the obligation imposed on them to look after the government’s accounts. This also makes sense from the point of view of the operation of monetary policy since the biggest borrower in the financial markets has so often been the government. And it usually follows, though again it need not do so, that the bank manages at least some of the government’s debt. This can be used in support of the operation of monetary policy. Some banks have had responsibility for the management of all the debt. However, for small countries it is likely that there will be fund managers (perhaps even in another country) better placed to do that, though for political reasons they are not used as often as they might be if purely financial concerns dominated.

Stability in the financial system is the other major goal. Financial stability has proved hard to define but most agree they have a good idea of what it looks like. Financial institutions should be safe to the point where we do not have to think about them. Various means of achieving this have been tried. Encouraging prudence or allowing commercial banks to find their own way to prudence is a good start. But shocks can still hit the banking system and prudence may not be enough on its own to protect it. Supporting such a prudent system is then the other main part of the central bank’s task (an alternative view can be found in Smith, 1936). In that cause central banks have also been led into supervision of the banking sector, and to its regulation of it. There is no widespread agreement on how, or even if, supervision and regulation should be carried out. Deposit insurance has also been used to bolster stability and it often falls to the central bank to administer such schemes. Central banks have sometimes been charged with other functions such as promoting full employment and contributing to economic growth. These are now widely recognized as lying outside the influence of monetary policy, and hence of central banks. They may also be encouraged to promote commercial banking in their economies (see Wood, 2005).

When financial crisis struck in 2007/08, and persisted for so long after, there began a reassessment of the role and functions of central banks. As ever there were many knee jerk responses. Some needed measures were taken as well as some less needed. But it quickly became clear that reform was necessary and it was set in motion. The picture of central banking is likely to change in some ways over the next few years, something that we return to at the end.

THE BROAD DEVELOPMENT OF CENTRAL BANKING

A brief historical outline can help to illustrate how central banks arrived at their present position. The institutions that are central banks today often have similar origins. The first institutions were usually established as government banks carrying out the business of government (see Kisch and Elkin, 1928). That commonly involved lending to governments, possibly on favourable terms. Initially, they did not necessarily have sole right to issue notes but that was something they generally acquired. However, if the principal defining characteristic of a central bank is, as some would argue, its acceptance of its role as stabilizer of the financial system then their proper founding dates come later.

Ignoring these difficulties for the moment, some indications can be given of the growth of these institutions before specifying more precisely when they took on their role more properly defined. There were only a handful of institutions in the early nineteenth century and even by 1900 there were only 18 of them. These included the principal European countries and Japan but not the United States or many other countries that would later make up the OECD. For reasons explained later, there was another burst of activity in the interwar years and by 1940 there were 40. By then most countries in what would later make up the OECD had their own central banks. That number had risen to 75 by 1960 to 149 in 1990, and further still to 173 at the end of the twentieth century. Many of those coming after the Second World War were the consequence of the political independence that came as old empires were dismantled. The upper limit must be the number of countries in the world. This in itself may grow or shrink. But perhaps there is the prospect of the number of central banks falling in the course of the twenty-first century. For example, with the formation of the European Central Bank there could have followed the disappearance of all the individual country central banks. While these have remained in existence they are hardly central banks as defined previously. They do not conduct monetary policy and they cannot behave as lenders of last resort (although they are ‘licensed’ to do so by the ECB, they are dependent on that license) but they will no doubt continue to be included in the figures covering central banking. At any event, as things stood at the beginning of the twenty-first century the numbers employed in these institutions was impressive even if the probability is that the peak has been reached.

In terms of numbers employed the biggest central bank is undoubtedly the People’s Bank of China that has employed around 100,000 in recent years. The Russian Federation Bank is also large with 40,000. Not surprisingly, given its origins and structure the US Federal Reserve is the third largest employer with 23,000 although the German Bundesbank and the Bank of France are not far behind with roughly 16,000 each. The Bank of England by contrast had fewer than 2,500. When the European Central Bank is added to the individual European central banks then the numbers in Europe in total are vastly greater than the US Federal Reserve. The ECB on its own employs a large number.

In the course of the nineteenth century, with the emergence of the nation state, there was a great deal of rationalization taking place in monetary arrangements. Monetary union went with, or quickly followed, the political unions that were being formed. Thus monetary arrangements in countries such as Switzerland, Italy, and Germany which became unified and adopted single currencies, allowed for the gradual emergence of central banks. Also significant was that different monetary regimes were slowly converging to a gold standard. In the late nineteenth century attention began to be concentrated on institutions that would manage that standard. It was around that time that the real origins of central banking lie, and the Bank of England can be said to have been the first, its beginnings as a mature central bank dating from the 1870s. Though (as we shall expand on shortly) it was not the gold standard that marked the real birth as a central bank but rather institutions becoming responsible for financial stability that mattered. The classical gold standard era proved highly benign, with growth and prosperity, and prices stable on trend.

In the First World War central banks generally lost what freedom of action they had and it is not surprising that considerable inflation followed, as governments printed money to finance wartime expenditure. The mood following the war was to return to the world of pre-1914. Some independence was restored and central banks were established to ensure responsible behaviour in monetary matters. But no sooner had this happened than the Great Depression turned attention on banks and central banks as the progenitors of the economic collapse. This provoked huge discussion and in some countries there were significant changes made to the role of central banks.

The experience of the 1930s and then in addition the experience of the Second World War, together with the influence of ‘keynesian’ ideas on the management of the economy, and the introduction of a new exchange-rate regime, all brought changes. Also as a consequence of the central banks being criticized for their role in the Great Depression, the mood was against them and many then lost their relative freedom of action. What followed found many being misused by their governments. The political climate following the Second World War was also one which favoured freeing colonial territories and the establishment of new sovereign countries. There was a concomitant surge in new central banks. Where there had been currency boards or simply the commercial banks of the imperial country there now appeared central banks. The next burst of growth came towards the end of the twentieth century, again with the establishment of new countries or more often, the restoration of once independent countries to their former status, following the break up of the Soviet empire, and of Yugoslavia. Clearly, the changing numbers of banks in the future cannot be predicted for it will depend on whether the drive for the formation of bigger political or monetary unions, such as the European Union, is offset by the demands for smaller units of peoples who wish to direct their own destinies, or the break-up of some of the unions (for a recent overview see Singleton, 2006).

A FRAMEWORK FOR DISCUSSION

The theory governing central bank behaviour lies at the heart of modern monetary economics. It is well known, and has been since the time of David Hume in the eighteenth century, that stable money is associated with stable prices. In other words if the quantity of money is allowed to grow or can be managed to grow in line with the growth of the real economy then stable prices will follow. The relationship is strong. However, in the short run on occasions there arise circumstances that disturb that relationship and so there is a call for action on the part of monetary policy. A threat of recession may indicate the need for some easing in monetary policy. But any such expansion carries with it the danger of inflation if it is not reversed at the appropriate time.

In the middle of the twentieth century it was believed that there was a clear trade-off between inflation and output (a ‘Phillips curve’), and that careful management of that relationship could bring whatever results were required. But that view was attacked almost as soon as it appeared and was then greatly modified to the point that it became accepted that there was no more than a short-run relationship of that kind. But before the policy based on that theory had been corrected there was considerable inflation in the world (reaching peaks in the 1970s) while output remained stagnant. Also, the believed short-run relationship could be abused by governments in their pursuit of re-election. There is some evidence that it was abused, and it was for this reason (and also because of the return of floating exchange rates) that independent central banks gradually re-emerged. They spread in the 1980s and 1990s. Independence from political interference and a clearer understanding of the working of the system should be sufficient to ensure stable prices.

Monetary Stability

Price stability is key to financial stability and hence to macroeconomic stability. And monetary stability lies behind price stability. Over the long run there is a close association between the trend in money growth and the trend in prices. Long-run experience for most countries has followed the same pattern. Whenever, for whatever reason, there was a divergence from steady money growth there was either inflation or deflation. When money grew at the same rate as real output prices were flat. When money grew slightly more slowly than output as it did in the late nineteenth century there was gentle deflation. When it grew slightly faster than output as it did in the next period there was gentle inflation. Typically, in wartime when money grew rapidly there was a great deal of inflation. In extreme episodes such as civil war or serious social unrest government spending rises sharply, tax revenues fall steeply, budget deficits open up in a way and at a speed that cannot readily be covered by borrowing and resort is made to the printing presses. Huge monetary expansions were then followed by hyperinflations as can be found in the early 1920s and again in the mid-1940s. These inflations were more readily facilitated for technological reasons (Capie, 1986).

A central bank’s first task is to provide price stability and the question is how best to operate to achieve this. There are several possibilities and debate on the issues persists. Three principal approaches are available: direct money supply control; interest-rate targeting; and exchange-rate targeting. In fact the latter two reduce in effect to one when covered interest parity holds. Does it then matter whether a central bank controls the money supply or operates on interest rates? One is quantity and the other price and, on the face of it, it would not seem to matter which one chooses. What the central bank faces is a constantly changing world and it matters how it and the rest of the market perceive the changes. The changes, however, are not always easy to read. They can be both real and monetary, some of which might be anticipated while others are not. More importantly, some changes are of a permanent kind while others are transitory. Frequently, it is difficult to distinguish between the latter when they occur. The central bank’s strategy should be to try to reduce uncertainty to a minimum.

Holding money growth to the rate of growth in the real economy will deliver price stability. Under metallic regimes that seemed relatively straightforward. The job was to manage the reserves to protect the value of the currency. And that approach was what prevailed widely before 1914. There is still debate over exactly how the gold standard was operated and how it differed across countries in the core of the system as against those on the periphery, or between debtor countries and creditor countries. But the fact that the essence of the system was that bank notes had to be converted into gold at the central bank can be seen as in effect having a monetary target in place. The central bank had to adjust to the needs of convertibility. When gold flowed out and reserves fell the monetary base fell and there was a proportionately larger contraction in the broad money supply, the actual size of the contraction depending on the size of the money multiplier. The extent to which central banks disrupted the process by sterilizing gold flows is just one of the topics still being debated.

In wartime the link with metal would often be broken and pressures meant that monetary stability was lost and inflation followed. With the floating exchange rates or managed exchange rates that prevailed at points between the two world wars attention moved away from the exchange rate and varying experience followed.

In the aftermath of the Second World War a new exchange-rate regime was adopted, that of pegged or fixed-but-adjustable rates. Under such a regime the monetary base can have both domestic and foreign elements. This therefore allowed central banks to pursue some monetary policy at the same time as having an exchange-rate policy. But the experience was clouded by the fact that currencies remained inconvertible until the end of the 1950s, and after that exchange controls remained in place. The system eventually broke up at the beginning of the 1970s and the world moved for the first time ever to an entirely fiat money regime—one not backed by anything.

Monetary stability is clearly a central purpose of central banks. But should it be argued that they evolved to manage a metallic standard or should the argument rather be that their real origins are to be found in their evolution to deal with the financial crises that characterized the nineteenth century? That is the point to which we next turn.

Financial Stability

For a long time after the Second World War the financial systems of the developed (OECD) countries seemed remarkably stable. Some crises blew up in emerging market economies, for example, or in Russia in the late 1990s but these were not regarded as serious warnings for the developed economies. It is true that there were also isolated events in the developed economies. There was the failure of the Herstatt Bank in Germany in 1974, the secondary banking crisis in Britain in the mid-1970s, and the Savings and Loans debacle in the United States in the 1980s. But all of these were seen as having a specific explanation and not constituting a serious threat to the wider financial system. Herstatt was a product of foreign exchange movements; the secondary banking crisis a result of the changed arrangements, introduced in Britain in 1971, of Competition and Credit Control; and the Savings and Loan problems were a defect of regulation. But whatever the cause there was no suggestion in any of these cases that the payments system was at risk. The banking system was seen as sound even if there were hiccups along the way. But what exactly did ‘sound’ mean?

It can sometimes seem tedious to insist on definition, a bit academic or even pedantic. But given that financial stability is a public policy objective in many countries it does seem to be important to give it as much precision as possible. That has not proved easy. The central bank’s other main function of price stability is relatively straightforward to define. That has usually been done by specifying a rate of change in a particular price index. But there is no such ready index for financial stability. That said, given that it is an objective of policy it must at least be observable and if not controllable, at least susceptible to influence. One definition given by Mishkin was, ‘…the prevalence of a financial system which is able to ensure in a lasting way, and without major disruptions, an efficient allocation of savings to investment opportunities’ (Mishkin, 1991). Yet within that definition there are more terms that lack precision.

It is easier to define or at least describe financial instability that can be seen in crises. Anna Schwartz took that approach when discussing financial crises. She wrote, ‘A financial crisis is fuelled by fears that means of payment will be unobtainable at any price and, in a fractional reserve banking system, leads to a scramble for high powered money … In a futile attempt to restore reserves, the banks may call in loans, refuse to call in existing loans, refuse to roll over existing loans, or resort to selling assets.’ Writing in the mid-1980s she was able to say, ‘No financial crisis has occurred in the United States since 1933, and none has occurred in the United Kingdom since 1866’ (Schwartz, 1986).

Taking a similar approach, Allen and Wood propose a definition of an episode of financial instability: ‘ … as episodes in which a large number of parties whether they are households, companies, or (individual) governments, experience financial crises which are not warranted by their previous behaviour and where these crises collectively have serious macro-economic effects’ (Allen and Wood, 2006: 159, 160). In other words there is a strong externality element. If households and firms cannot get the means of payment there is then damage to the real economy. Financial stability then becomes, ‘the state of affairs in which an episode of financial instability is unlikely to occur’ (Allen and Wood, 2006: 160).

There are other events that are often lumped in with financial crises. In their recent book Reinhart and Rogoff open by saying, ‘This book summarises the long history of financial crises …’ and then go on to discuss a number of different topics such as inflation, currency crises, currency debasement, external debt, domestic debt, property crashes, and so on (Reinhart and Rogoff, 2009). Most if not all of these events are serious for their participants but they do not of themselves constitute a financial crisis. They do, however, carry the possibility that they may present a serious threat of damage to the banking/financial system.

A particular example of this is a dramatic asset price movement. Working with the definition given above what might the central bank do in the face of such a movement? On its own a surge in say house prices does not matter; and a collapse in house prices does not matter for other than the participants. But given the nature of financing for property the likelihood is that a collapsing bubble will have serious implications for other parts of the financial system. That has certainly been the history of the property market and also of the stock market. Every so often a belief develops that these markets represent good investments and prices begin to rise. Others join in if for no other reason than that prices are indeed rising and the belief is that they will go on rising. It can be difficult to establish whether or not these rises are the outcome of demand and supply forces or whether a bubble has developed.

Whatever the explanation, the next question is: what should/can be done? Should/can the monetary authorities do anything? If they decide to act they have to decide when to act, and the problem there is that given the nature of the problem the likelihood is that when it can be seen to be a bubble it is already too late to do anything about it. But even if it got the timing right given the scale of the gains being made in a property or stock market bubble what could a central bank do? Their principal instrument for tightening monetary conditions is the short-term interest rate. Rises in these rates that are tolerable to the economy as a whole are unlikely to be able to deter much activity in property or stock market booms. But when the bubble bursts there is likely to be damage to the banking system that could threaten financial stability. The obvious conclusion is that the central bank should watch asset prices and be prepared to attend to the problems that might appear in the financial system. And then the question becomes, what can the central banks do in the face of a collapse in asset prices?

But before turning to that, the other question to consider is what part the central banks might have played in the appearance of the asset bubble. The argument is, that behind every asset bubble lie the conditions of easy money and central banks are responsible for these conditions. The fact that there may be no, or little, consumer price inflation does not mean there are no dangers. If money is growing at rapid rates in excess of the growth of output it has to go somewhere and that somewhere is into assets and hence asset prices rise. The central bank has thus been responsible. So while their brief is some measure of price inflation they should at the same time watch money growth.

HOW SHOULD THE CENTRAL BANK BEHAVE?

A precondition for economic growth is macroeconomic stability, and a prerequisite for macro stability is monetary and financial stability. Financial instability should be avoided and if that is not possible then at least mitigated when it appears. The central bank is at the centre of the financial system and has considerable power to act. It should be able by a variety of means to promote, and come close to ensuring, financial stability. It is for this reason that providing financial stability was for a long time seen as being what defined a central bank. The main issue is how to achieve that stability. The principal means by which it has been done was by becoming a lender of last resort. But what exactly does the term mean? There has been, and continues to be, debate on the subject. The main disagreement lies in whether the central bank should come to the rescue of an individual financial institution that has got into difficulty, or whether it should concern itself only with the operation of the system as a whole.

There is in fact a long history on the subject. The term first came into use at the end of the eighteenth century when Francis Baring wrote about the financial crisis of the early 1790s. The phrase had its origins in French legal history: the ‘dernier resort’ was the ultimate legal authority beyond which there was no appeal. How the central bank should behave was then set out clearly by Henry Thornton at the beginning of the nineteenth century. Thornton wrote: ‘To limit the amount of paper issued, and to resort for this purpose, whenever the temptation is strong, to some effectual principle of restriction; in no case, however, materially to diminish the sum in circulation, but to let it vibrate within certain limits, to allow a slow and cautious extension of it, as the general trade of the kingdom enlarges itself.’ That was for normal times but in crisis times: ‘…to allow of some special, though temporary, enquiries in the event of any extra ordinary alarm or difficulty, as the best means of preventing a great demand at home for guineas …. To suffer either the solicitations of merchants, or the wishes of government, to determine the measure of the bank issues, is unquestionably to adopt a very false principle of conduct’ (Thornton, 1802 [1978]: 259). He also said: ‘It is by no means intended to imply, that it would become the Bank of England to relieve every distress which the rashness of country banks may bring upon them: the bank by doing this might encourage their improvidence. … The relief should neither be so prompt and liberal as to exempt those who misconduct their business from all the natural consequences of their fault, nor so scanty and slow as deeply to involve the general interests’ (Thornton 1802 [1978]: 188).

His thoughts were directed essentially to the Bank of England which he felt was falling short of how such a bank should behave. Further important contributions came in 1825 when the first great financial crisis of capitalism struck. At the height of the crisis Thomas Joplin, a merchant from the north of England, wrote a newspaper piece advising the Bank of England to inject large-scale liquidity into the market urgently. It might have been monetary ease that gave rise to the problems in the first instance but what was needed at the height of the crisis was abundant liquidity. Interestingly, he made another important point and that was that the Bank should not worry about the inflationary consequences since there was a long gap between the provision of liquidity and price rises and there would be time for the Bank to remove the excess cash after the crisis was over and before the price rises arrived.

Perhaps more important was the letter written to the Governor on the following morning after Joplin’s piece appeared. It was written by Vincent Stuckey, a banker, and made the same points, including the one on inflation (see O’Brien, 2007). Whether or not the Bank responded directly is difficult to say but it behaved as if it had, lending freely on whatever was brought in to them. As Jeremiah Harman, a former Governor of the Bank later put it, ‘We lent it by every possible means and in modes we had never adopted before; we took in stock on security, we purchased Exchequer bills, we made advances on Exchequer bills, we not only discounted outright, but we made advances on deposit of bills of exchange to an immense amount, in short, by every possible means consistent with the safety of the Bank, and we were not on some occasions over nice. Seeing the dreadful state in which the public were, we rendered every assistance in our power’ (quoted in Bagehot, 1873: 52, 53).

The 1825 crisis, and the response, is of further interest because Vincent Stuckey was Walter Bagehot’s uncle and Bagehot’s father worked in his bank as did Walter when he grew up. It seems fair to assume that Bagehot grew up with these ideas, and he set them out himself after the 1847 crisis: ‘It is a great defect of a purely metallic circulation that the quantity of it cannot readily be suited to any sudden demand…. Now as paper money can be supplied in unlimited quantities, however sudden the demand may be, it does not appear to us that there is any objection in principle of sudden issues of paper money to meet sudden and large extensions of demand. It gives to a purely metallic circulation that greater constancy of purchasing power … It should be only used in rare and exceptional circumstances’ (Bagehot, 1965–86, Vol. 9: 267). Bagehot’s ideas were thus around from an early date and he continued to make them known through the pages of the Economist magazine of which he was the editor from the 1850s onwards, and most powerfully in his classic work Lombard Street.

So there was a long history of advocacy and persuasion in the course of the nineteenth century before central banks accepted this role. But should the central bank bail out an individual bank or simply supply liquidity to the market as a whole? The argument is that if one bank got into difficulty (for whatever reason) the danger would be that depositors in other banks would worry about their own institutions—rightly or wrongly. If sufficiently worried they would move either into cash or other instruments and so endanger the system. So it would be sensible for the central bank to make sure that the first bank does not fail. The principal objection to this is that it introduces moral hazard and so weakens the whole system. If a bank can count on the central bank coming to its rescue, then that will encourage less prudent behaviour. If the price of risk falls, then the quantity of risk consumed rises. For that reason alone bailouts should be avoided since they will lead to bad behaviour.

But what if the individual bank in trouble is extremely large and its failure would have disastrous consequences for the system? They must therefore be saved—the ‘too-big-to-fail’ doctrine. Apart from other predictable consequences such as banks forming themselves into units that qualified for rescue, there are more serious objections. The main one is that if an institution is failing it is insolvent and its rescue requires an injection of capital. Almost for any size of bank, but certainly for one so large that it matters to the whole system, no central bank would be in a position to provide the necessary capital. It would in effect have to raise the new capital from government—that is to say from the taxpayer. In other words it would have taken a fiscal decision. There is sufficient concern already over the power of central banks (run by unelected officials) without allowing them to take fiscal action as well as monetary.

What then should the central bank do, and how can it do it? The proper behaviour is for the bank to provide for the liquidity needs of the market as a whole. It is because the central bank is the sole issuer of money (cash) that means it can always produce the necessary liquidity no matter how much is required. Thus, if one bank gets into difficulty for reasons of bad management—usually over-lending on poor security—it should fail. But if there is a consequent threat of a bank run, a financial crisis, then that clearly threatens financial stability and the central bank should provide sufficient liquidity to meet the demands of the otherwise well-run banks. Because it prints money it can do that endlessly. But it will choose to provide it to those who bring good securities, and at an increasing price. Banks with good liquid assets need never fear not being able to get cash in times of need. Banks taking greater risks and carrying less acceptable commercial paper in their balance sheets will have more difficulty. It was the failure of the Federal Reserve to provide the required liquidity even on good security in the US in the Great Depression of 1929–33 that brought about the severity of that depression (see Meltzer, 2003). It was the learning of that lesson that allowed them to avert anything similar in 1987 when the stock market collapsed in similar fashion, and to some extent again in the first crisis of the twenty-first century. If the central bank can provide liquidity to the market anonymously that is ideal. This needs an appropriate institutional structure but when in place it allows the central bank simply to keep the market supplied with funds without becoming involved with any one bank and so raising the moral hazard issue (Capie and Goodhart, 1995).

Because the central bank is at the core of the working of the financial system, and therefore the whole economy, there may be other occasions when it sees the need to address some problem. If it is inappropriate to bail out an individual bank, even a large bank, what should it/can it do? This could mean organizing the rescue of a major institution. It could be that some unfortunate and unpredictable set of circumstances had arisen that endangers a particular bank. The central bank may then use its influence to organize a rescue by encouraging other institutions to raise capital and to reconstitute the failing firm. This happened in the case of Barings in 1890. This is entirely acceptable and a useful function. However, it is more properly called crisis management. It probably involves no lending at all on the part of the central bank and should not be confused with the role of lender of last resort.

The lender of last resort role is, then, at the heart of central banking. But it is important to stress that it should mean lending to the market as a whole and not to an individual institution. There remain difficulties. A central bank needs to acquire the appropriate reputation for good and careful behaviour before it can act in this way successfully. There continues to be the risk that if the central bank does not know how or when to act it could provide too much liquidity and cause inflation. This is a problem in young countries—often developing economies—and there is no easy way out of the problem. Reputation does take time to build.

To sum up then on the lender of last resort: the central bank almost invariably performs this role since it is the ultimate source of cash, it can provide the required liquidity without limit, albeit it at an increasing price. It is the knowledge in the markets that supply cannot run out which serves to assure the market and allay the panic. It is the peculiar position of the monopoly note issuer and holder and provider of the ultimate means of payment that allows, almost obliges, a central bank to take on the role. The liquidity should be provided to the market as a whole and the lender should not bail out individuals. The ideal way to do this is to act anonymously. There should be no commercial rivalry that would present conflicts of interest or otherwise deflect the central bank from its task. If this position is known in advance the picture is complete.

THE MAIN CENTRAL BANKS

Although we have set out the essential elements of central banking, the origins, development and approaches to central banking in the principal industrial countries have been varied (see Wood, 2005 on the US and UK). The five biggest economies in the world wherein operate the main central banks have for long been: US, UK, Germany, France, and Japan. More recently China has emerged. The European Central Bank was born relatively recently and its future is still unclear. Different experience is found in developing countries and in other parts of the developed world too. What follows is a brief historical outline of the main banks.

The Bank of England can claim to be the oldest central bank in the world. The bank was formed in 1694 as a monopoly joint stock bank and the government’s bank. Its charter was renewed every 20 years and by the end of the eighteenth century it had grown to a point where it dominated the monetary system. It was granted sole note-issuing rights in 1844, and after a long learning process (and the development of institutions around it) it emerged in the 1870s as a fully developed central bank. It was in that decade that it really became a lender of last resort in the modern sense. Where there had been financial crises throughout its existence up to 1866 there was none after that date for more than a century. It continued to be a private bank until it was nationalized in 1946 but it had begun to lose its autonomy long before that. Poor inflationary experience in the decades that followed the Second World War was among the principal reasons for restoring it to an independent position in 1997.

By contrast the US Federal Reserve was founded primarily to combat financial instability (Bernanke, 2013). The US economy had been much more volatile than the British and some other European economies, and it had experienced frequent and damaging banking panics in the second half of the nineteenth century. The National Monetary Commission was set up to investigate causes and find solutions. It took evidence from around Europe and the outcome was the founding of the Fed in 1913. It is made up of twelve regional banks with the Chairmanship residing in Washington. The most important regional bank for most of the Fed’s history was in New York because of the significance of the financial sector located around Wall Street. The Fed has had a checkered history. It is held responsible for the Great Depression in the interwar years but enjoyed great prestige in the last 20 or so years of the twentieth century under the Chairmanship first of Paul Volcker and then of Alan Greenspan. Although its articles set out many goals for the bank, and although Chairmen continue to talk in terms of these goals, in fact it usually (but not invariably) concentrates heavily on the one thing it can properly do and that is provide sound money and hence stable prices. The extent of its independence has long been discussed but it is widely agreed that it has been one of the more independent central banks.

Although the Bundesbank is one of the youngest of the big central banks it does have some important predecessors. The Prussian State Bank founded in 1846 is the obvious beginning. That was converted to the Reichsbank in 1876 following the unification of Germany in 1871. On continental Europe the tradition was one in which large universal banks developed. In Germany these were very large and it is open to question whether the Reichsbank could operate as a lender of last resort before the twentieth century. Further, it continued to transact commercial business and was therefore in competition with the other big banks. It presided over the worst inflation in German history in 1923. All of this mattered for the constitution of the new bank founded after the Second World War. The model for that was essentially the US Fed. From 1948 to 1957 a system of regional banks operated—the Bank deutsche Lander—and following that in 1958 the Bundesbank was founded. For a number of reasons it developed a good reputation and with considerable independence provided Germany with less inflation than most other countries. Its life however, has been a short one as it has now become subsumed in the ECB.

The Bank of France was founded in 1800. That followed the disastrous experience with a paper currency, the assignat, and the wild inflation of the 1790s. However, it too, for reasons similar to the Reichsbank had to wait until the twentieth century before it could be said to be a central bank. It probably never had much independence and lost whatever it had when it was nationalized in 1945. It regained independence in the 1990s in preparation for its demise, to become a branch of the European Central Bank.

The Bank of Japan (Nippon Ginko) was founded in 1882. It quickly became the government’s bank and began issuing its notes in 1885. In 1942 a major amendment was passed in the Bank of Japan Act with the objectives becoming ‘the regulation of the currency, the facilitation of credit and finance, and the maintenance and fostering of the credit system, pursuant to the national (economic) policy.’ At that stage the Bank became totally subordinate to the Ministry of Finance. It appeared to have been highly successful through most of its life though this may simply reflect the path of the Japanese economy for much of the twentieth century. It was much less successful in the deflationary decades at the end of the twentieth century and beginning of the twenty-first.

These banks have provided the models for most others. The Bank of England was prominent in the middle of the twentieth century in promoting central banking throughout the world, and it would become the model for many others (Capie, 2010). The Federal Reserve’s influence was felt most in Latin America, and the Fed was itself the model for the Bundesbank that in turn became the model for the European Central Bank.

SUPERVISION/REGULATION

It could be argued that proper use of the lender of last resort function in conjunction with a prudent banking system should be sufficient to ensure financial stability. But can the banking system be relied upon to be always prudent and indeed can the central bank always know how to operate? Since the answer to both questions from history is ‘no’ there is a case, at least, for the supervision of the banking system, and possibly for some kind of regulation. How is a well-behaved banking system to be encouraged? Can it learn caution on its own, or must it be given a set of guidelines by which to abide? If the answer is the former then there is no case for statutory regulation. If the answer is the latter then there is a case. It is, furthermore, important to say that supervision/regulation should do something other than what is covered by the laws of the land. It need not be concerned with fraud for instance since that would be a duplication of powers.

There is a difference between supervision and regulation. The first implies some overseeing and possibly some suggestion of appropriate behaviour. The second carries the clear implication of policing and disciplining and would have to carry the threat of penalty to be effective. If there is a case for supervision, as against regulation, it must be that there is some use in collecting and publicizing information. Thus the supervisory body could ask for different types of information according to changing circumstance. It could then monitor particular developments in the markets. But if this is what it amounted to, the supervisor would be toothless and in the end it might be wondered if it would be adding anything to what banks would do on their own.

Regulation brings with it the suggestion of back-up; something can be done about any errant member of the regulated group. This is usually done by the enforcement, by some appointed body, of the rules set out in statutes. But even where there is self-regulation the suggestion is that the group as a whole will take responsibility for their membership, and will take any action required to keep members behaving in line with acceptable practice. Where there is regulation then the rules need to be made clear, the penalties for non-compliance equally clear, and some institution appointed to enforce the rules. That institution has almost invariably been the central bank, though it need not have been. The case for leaving regulation to the central bank is a strong one for the main point is that when the central bank pursues financial stability it needs this to be supported by a well-behaved banking system. If there is a case for supervision and regulation it would seem to be that the central bank should carry out these tasks.

What kind of regulation? The broad divide is between proscriptive and prescriptive. Proscriptive outlines what is not allowed. Prescriptive sets down what is allowable. The former is more closely associated with common law and the latter with Roman law. The former allows for innovation while the latter tends not to.

The main measures that have been taken by regulators have aimed at limiting the risks being taken. The separation of commercial banking and investment banking has been one such measure. Capital requirements are another important (and commonly used) measure. Sometimes deposit insurance is introduced. And occasionally, limits have been placed on the proportion of a balance sheet that can be lent to any one customer. Serious objections have been raised against all of these measures. The first, which was one response to the financial crisis in the United States in the 1930s in the Glass–Steagall Act, began to break down in the latter part of the twentieth century. The second, famously associated with Basle, raises questions over the definition and the quality of the capital and/or the assets against which the capital has been set. Deposit insurance might produce the opposite from what is intended because it tends to encourage risk-taking, but it has been used widely. And the final one raises the question of who would know best what their lending should be.

The history of regulation has not been an entirely happy one. There is the danger that when things go wrong—often as seen in a crisis—the immediate reaction is to introduce a regulation that prevents that particular defect appearing again. As many things might be identified, correctly or incorrectly, as having been at fault many regulations might be introduced. Then there is the distinct possibility that regulations beget regulations. Bureaucracies tend to expand remorselessly. In some cases it has been argued that regulation was as much responsible for problems in the system as for solving them. Against that there have been occasions when the reaction to crises was the opposite—deregulation. That was the case in England in the course of the many crises in the first two-thirds of the nineteenth century. After each crisis regulations were removed or reduced until the point was reached that the system was extremely lightly regulated. That light/self-regulation contributed to a system developing in which there were no financial crises. Even if it were shown that regulation made a positive contribution to stability the cost of enforcement would have to be assessed. The cost may be too high in relation to the benefits.

CENTRAL BANK INDEPENDENCE

We have already touched on the subject of central bank independence. The renewed interest in it that developed in the latter part of the twentieth century derived from the poor inflationary experience of the 1970s particularly in the OECD countries. What was the explanation for this poor performance? What institutional arrangements appeared to provide better performance in the pursuit of price stability? Superficially, countries that had the lowest inflation were those where the central bank seemed more independent (see papers by Barro and Gordon, 1983a, 1983b). This then gave rise to a large research effort that was aimed at establishing more precisely how central bank independence and inflation were related.

The pioneers in this exercise were Bade and Parkin. They classified central banks into four groups according to the degree of government influence over them. The influence ranged over the level of government role in selecting members of the board, determining salaries, budgets, and distribution of profits. These were called financial-type interference. Another kind of interference was policy type. This would include interference in meetings of the board and on policy decisions. A host of studies followed many giving precise numbers to the degree of independence and feeding these into regression analysis of the relationship (Bade and Parkin, 1987).

Problems were soon identified. An important one was the question of reverse causation. Might it be, for example, that countries where the desire for low inflation was strong had demanded independent central banks. It was not the independence that brought low inflation but rather the general desire for low inflation (Posen, 1993).

That aside, most of these studies did not spend much time discussing what independence meant. Milton Friedman had in fact devoted some time to considering the meaning and the inevitable corollaries of independence. He wrote: ‘The device of an independent central bank embodies the very appealing idea that it is essential to prevent monetary policy from being a day-to-day plaything … of the current political authorities. …. A first step in discussing this notion critically is to examine the meaning of “independence” of a central bank. There is a trivial meaning that cannot be the source of any dispute about the desirability of independence. In any kind of bureaucracy, it is desirable to delegate particular functions to particular agencies …’. He gave the example of the Internal Revenue within the Treasury. What he called a more basic meaning of independence is that, ‘a central bank should be an independent branch of government co-ordinate with the legislative, executive, and judicial branches, and with its actions subject to interpretation by the judiciary’ (Friedman, 1962: 178–9). If that is to be the case then a set of instructions is required, sufficiently clear that the legislature’s intentions are either carried out, or, if they are not, it is clear that they have not been.

It is unlikely that that was the case with the early central banks. But it is equally clear that these early central banks were often established as the governments’ banks and were susceptible at the very least to great pressure from government. Although the Bank of England was not established as the government’s bank it was nevertheless susceptible to these same pressures. It had a charter that came up for regular renewal that rested on the Bank satisfying the government’s needs and so began a relationship of dependency. Since a great deal of the following one hundred years were war years and governments needed finance, the relationship between Bank and government grew ever closer. In the nineteenth century the relationship did alter but in the many crises that characterized the first two thirds of that century the Bank relied heavily on government in negotiating the rules of the gold standard. Government dictated the terms in these matters even going so far as to specify what bank rate should be charged. And of course when it came to war the Bank had to do everything on the direction of the Chancellor. And when it came to the interwar years, the Governor of the Bank, Montagu Norman, made it clear that the ultimate authority rested with the Treasury. At one point he remarked, ‘I am an instrument of the Treasury.’

The Federal Reserve was designed to escape from many of these problems. The Fed was designed not as a single bank but as a system that included the Board of Governors in Washington and twelve regional reserve banks. That was designed to avoid federal government control. There was a mix of political and non-political appointing. They aimed at a balance that would provide sufficient accountability at the same time as policy independence. Further, there were long terms of office together with staggered terms of office for governors. These restricted the power of any one President to make all the appointments and long terms also meant greater credibility since appointees were around to see the consequences of their policy actions.

The First World War damaged what independence there had been and in the aftermath of war central banks worked hard at restoring their treasured independence. At conferences in Genoa and in Brussels in the early 1920s the main topic was just that. But the interwar years were not kind to that position. The great depression that affected most of the world was quickly seen as being the fault of bankers and of central bankers. And indeed the Fed has been singled out as a principal culprit. Independence was thus again under threat and in many instances was either lost or badly damaged. In the case of the Fed it took some time to recover its position, until the 1951 Accord (see Meltzer, 2009).

When, after the Second World War, many new central banks were established in newly independent countries a mix of factors resulted in a loss of central bank independence. This also happened in many of the oldest. Some banks were nationalized, such as the Bank of England. The Bretton Woods arrangements limited the room for manoeuvre for banks since most countries imported the monetary policy of the dominant country in the regime, the United States. When the US followed inflationary policies, inflationary problems were transmitted around the system. Gradually it became accepted that loose monetary policy was responsible for inflation and there was a widespread reaction against that.

One of the front runners in what came to be known as inflation targeting was New Zealand, a small open economy that had suffered more than most. In the mid-1980s there was a strong desire there to change the direction of policy. A range of reforms was introduced, including changes to the Reserve Bank. An Act was passed that gave the Reserve Bank the statutory objective of formulating and implementing monetary policy with the objective of achieving and maintaining price stability (see Singleton, 2011 and Wood, 1994). The Bank was given the freedom to pursue a target that was set by Parliament. Inflation targeting by independent central banks then spread.

So firmly established did the notion become that the European Central Bank was founded on similar principles—independence to pursue price stability. All countries joining the single currency had first to establish independent central banks, and meet other criteria.

In the recent crisis, independence has come under pressure and has been at minimum chipped away at, and some argue that for the US it has been badly damaged or even lost (Meltzer, 2009; see also Capie and Wood, 2015). With all this scrutiny, reforms are in process and suggestions made for more suitable arrangements. One suggestion has been that central banks should be privatized (Congdon, 2009).

CENTRAL BANK COOPERATION

Much has been written about central bank cooperation over time. As with other aspects of the subject, it is not easy to define cooperation, and more or less impossible to measure it. It has long been argued over and when some see evidence of it in action others fail to see it. When is a particular action cooperation and when self-interest, possibly dressed up as cooperation? There was not a lot of occasion for cooperation in the early years of true central banking—the gold standard years at the end of the nineteenth century when central banks began to emerge. They certainly borrowed from each other in times of need but these can mostly be seen as straightforward commercial operations (Flandreau, 1997).

In the interwar years things had changed. With huge debt and reparation problems and other difficulties in international finance central banks did clearly have opportunities for cooperation. And it was in this climate that the Bank for International Settlements (BIS) was established (Toniolo, 2005). The Bank’s origins lay in the negotiations that were ongoing on debt and reparation payments. A proposal of the Young Committee handling these negotiations at the end of the 1920s eventually took form as a plan for the commercialization of German debt. When the Bank was established in 1930 its main function was to administer the Young plan for reparations but its statutes give its first objective as ‘to promote the co-operation of central banks’ (BIS Sixth Annual Report, May 1936: 41). It was one of the few exercises of the time that had at least the semblance of desire for international monetary cooperation. The BIS certainly provided a meeting place for the exchange of information and conditions in which central banks were working. But that is some way short of carrying out agreed common actions in pursuit of a common goal, or coming to one another’s support in times of difficulty (see Borio, Toniolo, and Clement, 2008).

Nevertheless, central banks met more or less monthly in Basle from the Bank’s inception. These were years in which cooperation was desperately needed but at the same time were not conducive to cooperation given the different and difficult domestic experiences. The BIS was impotent in the face of the collapse of the great depression. And in the next few years the Bank dropped any mention of central bank cooperation from its Annual Report.

Thus although the two leading central bankers of their time, Montagu Norman and Benjamin Strong, had done what they could to promote central banking and the restoration of the gold standard in the 1920s the view of the mid-1930s was that central bank cooperation over the previous ten years had been negligible. That was partly a consequence of the depression and partly the move to floating or managed exchange rates, and that initiatives in monetary policy moved from the banks to the governments.

More promising were the efforts at the beginning of the 1960s when the Bretton Woods arrangements began to come under stress. In late 1960 central banks were holding US$6 billion convertible into gold at the US Treasury. Speculations on this, and currency revaluations which followed, put further stress on individual currencies. One outcome was the devising of central bank swaps. These were essentially window dressing arrangements that allowed a false picture of reserves to be presented. But they could also be seen as a standby that could be activated on demand. These swaps continued to be used heavily in the first few years of the 1960s and were widely regarded as providing breathing space for the system at the time. There were other cooperative ventures such as the gold pool. The BIS continued to provide an important talking shop for the central banks from then on.

In the recent crisis Allen has argued that it was central bank swaps that greatly mitigated the international liquidity problems. In the absence of the swap lines arranged by the Federal Reserve, commercial banks around the world, which were unable to repay their dollar deposits, could not have been supported by their home central banks and would have failed. Such widespread failure would have greatly worsened the domestic liquidity in these countries and have knock-on effects for the international economy. The financial crisis would therefore have been much worse without that central bank cooperation (see Allen, 2012).

CONCLUSION

This essay has outlined the origins and development of central banking. Most of this refers of necessity to the twentieth century. The main lesson to be learned from the experience is that central banks should do two things: provide price stability and financial stability. Price stability is extremely important and underpins financial stability and together they pave the way for macroeconomic stability. Macroeconomic stability is a necessary condition for economic growth. Beyond that particular ability of providing monetary and financial stability, however, the powers of central banks are limited. The recent crisis has reminded us of, or reinforced, several previously known facts. One is that institutions can become too big to fail. Their failure would have devastating consequences for others and perhaps the whole system and hence the economy. The best solution to this would be to protect the payments system, by ring-fencing it, and by using traditional means of lender of last resort for its stability. The central bank would be responsible for the payments system. The rest of the financial institutions could be left to do whatever they wished within only the simplest guidelines. The payments system would have as much competition within it as possible and banks could fail without endangering the system with the central bank providing all the liquidity necessary. If other institutions failed, and it needs to be stressed that they must be able to fail, that could be handled with an effective resolution regime in place. Shareholders and others would suffer in such failures while depositors would have some protection (for a recent view see Goodhart, 2012).
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CHAPTER 16

INTERNATIONAL COOPERATION AND CENTRAL BANKS

HAROLD JAMES

WHY do central banks attempt to cooperate with other central banks? Why should those political systems (in practice, in the advanced modern industrial world, democratic states), to whom ultimately the central banks are accountable, accept a cooperative strategy of the central banks? What overall gain do they expect to achieve as a result? The answers clearly depend on the definition of the fundamental tasks of central banks, and thus on how cooperation might be envisaged as a tool in the accomplishment of those goals. The purposes and functions of central banks, however, have changed dramatically over the course of time.

Institutional interaction occurs at varying levels of intensity. The following types of engagement may be distinguished: collaboration, for instance in regular meetings in international fora such as the Bank for International Settlements (BIS), the International Monetary Fund (IMF), the Organisation for Economic Co-operation and Development (OECD) Working Party Three, or the G-10, where the primary objective of the interaction is to exchange information and views and obtain in consequence a broader awareness of the international environment and its implications for the domestic economy, with the intention of a more accurate realization of domestic policy objectives; discursive cooperation, in which policy objectives can be discussed and elaborated with regard to conceptually difficult issues (the definition of appropriate monetary policy; best practice with regard to financial regulation); instrumental cooperation, in which actions (such as exchange rate interventions) can be made more credible and effective because they involve more than one central bank and thus reflect an agreed international policy orientation; and—as a more extreme form of this last instrumental cooperation—coordination, in which central banks may be required to do something that they would not otherwise do (again in the case of exchange rate intervention; or a change in monetary policy stance), but where the action is required in support of a broad long-term goal. The last level of interaction gives rise to the greatest policy debate: is the overall long-term goal so important that it justifies the adoption of what otherwise would be a non-optimal policy?

In general, tackling a major crisis, whose origins lie in ‘global imbalances’ and whose transmission mechanisms are cross-national, seems prima facie to demand a more substantial and institutionalized cooperation. But in the aftermath of the recent financial crisis, visions of what central banks can and should do have changed profoundly. In particular the demand that they should play a much more vigorous and pre-emptive role in financial supervision has had made them more nationally focused and less prone to cooperate.

Explaining the paradox of an increased demand for cooperation but also the heightened reluctance to let central banks cooperate requires an examination of the fundamental tasks of central banks. To start with a simplified chronology of the long-term development of central banks: they (or their prototypes) began historically with government debt management, and found that exchange rate stability was key to successful and credible debt management; they then moved into financial stability issues; and finally they concerned themselves with monetary and price stability. Between these phases there is some overlap, and in particular the financial stability function, which had become less prominent over the past 20 years, has since 2008 become widely regarded as a major objective of twenty-first-century central banks. But there are also obvious tensions, and from the nineteenth century on a rich stream of literature (Jevons, Marshall, Edgeworth, Fisher, Helfferich) suggested that the metallic standard that provided exchange rate stability was not the ideal mechanism for maintaining price stability.

The relationship between price stability and exchange rate stability is clearly not the same in a large economy, in which foreign trade plays a relatively small role, and a small open economy, where external developments have an immediate impact on the price level. It is easy to deduce that the incentives to cooperate and coordinate increase with decreasing size; and also that—other things being equal—there would be more cooperation in a world with increased trade and with an increased number of states. Since there has been a dramatic increase in the number of states since the Second World War and in the aftermath of decolonization, and since there has been an intensification of global interconnectedness, at first in terms of trade and since the 1970s in terms of large scale financial flows as well, it is not surprising that there has been an increase in cooperation.

Throughout the history of central banks, their major policy tool has been their ability to influence (in some phases) or set (at other times) short-term interest rates or discount rates. If different national markets are connected by financial flows, arbitrage will have an impact on the central banks’ policy effectiveness: if banks are able to fund themselves more cheaply in other markets, they will not access the central bank’s resources. The possibility of arbitrage undermining the effectiveness of central bank action means that central banks may have a powerful incentive to cooperate within the framework of the chosen exchange rate regime.

Influence over markets is more effective in the long run if it is generally predictable. Early central banks liked to provide unexpected shocks to market expectations—to the extent that in the nineteenth century in some instances they conspired with railway companies to delay trains carrying gold in order to frustrate bullion arbitrageurs. But expectations of wild policy swings will destabilize markets, increase volatility, and impose costs. Successful central banks have in consequence usually defined themselves primarily in terms of following a rule. The two most important rules were the nineteenth-century gold standard, which imposed a convertibility requirement; and the late twentieth-century introduction of a rule on monetary growth. This lesson has been powerfully reinforced by the economics literature on time inconsistency, which demonstrates strikingly how policy can be better (because more credible) when discretion is taken away from policy makers (Kydland and Prescott, 1977). More recently, after the faltering of monetary rules (because of difficulties in defining the right monetary aggregates) attention shifted to interest-rate rules, the most prominent example being the Taylor rule in which interest rates are set on the basis of a measure of inflation and an output gap.

In some circumstances, however, central bank managers have believed that the need to consider multiple objectives requires deviations from, or suspensions of, the simple rule. In these conditions, monetary management becomes an art, rather than a rule-driven exercise. Market participants become fascinated by the personalities that practise this art, and some central bankers have attracted an almost hagiographic following. Especially in crises, personalities come to the fore. After the recent financial crisis, central bankers—as the academic and now Governor of the Reserve Bank of India, Ragu Rajan put it—‘enjoyed the popularity of rock stars’ (Rajan, 2012).

Cooperation often depends on this ‘art’ of central banking, practised by a ‘brotherhood’ of central banks. Close personal relations frequently provoke conspiratorial interpretations (see for instance Griffin, 1994; Paul, 2009; LeBor, 2013). Modern central bankers, recognizing the limits of personalized politics, will often attempt to formulate rules: but rules—and hence institutionalization—is especially hard in the case of central banks with conflicted policy goals. An inability to follow clear rules leads to a backlash against both the personalities and the cooperative strategies in which they are engaged, as soon as things appear to go wrong—as they almost inevitably will do.

PRE-1914 CENTRAL BANKING

At the beginning, when the first central banks were created, there was no cooperation. Central banks—where they existed—simply served the goals of states that were in conflict with each other in a more or less anarchical international system.

Some central banks are very old. The Swedish Riksbank, usually held to be the most ancient, was established in 1668. When the Bank of England was established in 1694, the ‘projectors’ who designed the new bank looked back, however, to the Genoese Banco di San Giorgio, created in 1407. These early central banks were above all concerned with the management of public debt, and Alexander Hamilton created the First Bank of the United States (1791) and Napoleon the Banque de France (1800) with the same end in mind. Napoleon’s initiative was followed at the beginning of the nineteenth century by many governments (in Denmark, Finland, the Habsburg Empire, and Norway, as well as in the United States with the short-lived Second Bank of the United States). There are some common institutional resemblances, but no obvious need exists for institutions primarily concerned with debt management to engage in any intense form of cooperation with other institutions.

By the middle of the nineteenth century, some central banks—above all the Bank of England—began to see themselves as experts in debt management to such an extent that they were prepared to give advice to foreign governments on the arcanae of how to access capital markets. In 1844 the former British Prime Minister Robert Peel advised the Russian government to deal only with the Bank of England, since, as he put it, ‘no one could guarantee the solvency of a private banker’ (Tatarinov, 2013). The most obvious part of successful debt management was an undertaking to commit to the monetary and fiscal orthodoxy that a link to the gold standard entailed (Bordo and Rockoff, 1996).

In the last third of the nineteenth century, with the integration of financial markets across national borders in an early phase of globalization, a new set of priorities shaped a new generation of central banks. The first of this second generation was the German Reichsbank, established in 1875: in other words, not immediately after the creation of the German Empire in 1871. Germany adopted a common currency, the Mark, in 1873, but there was still no sense that it required a central bank. The management of state debt was quite well handled by an older generation bank, the Prussian Seehandlung. It was the aftermath of a major financial panic in 1873 that propelled Germans to look for a new central bank. The Reichsbank in practice had as a primary task the maintenance of the stability of an increasingly complex bank and credit system. A similar motivation, in the aftermath of a major financial crisis (1907), underlay the debates that led to the creation of the Federal Reserve System in 1914. The examples of the Bank of England, which was now preeminently concerned with the stability of London, which had developed as the world’s major financial centre, as well as of the Reichsbank, were often referred to in the National Monetary Commission discussions about how to reform and redesign the US banking system. The Reichsbank was also widely discussed in Japan as a potential model for the Bank of Japan. These are early instances of discursive cooperation.

By the end of the nineteenth century, central banks were engaged in the active management of an exchange rate regime. The gold standard as such does not necessitate the actions of any central bank, and the prevailing theoretical explanations emphasized the automatic quality of the adjustment process. Since the British Bank Act of 1844, often known as the Peel Act, established the principle of a fiduciary issue, a certain amount corresponding to calculations of the necessary amount of currency for normal commercial transactions in circulation in the country, it became common to think of reserves as only needed to the extent to which some international imbalances might arise that would require financing. Central banks in this world were often thought to be playing a role in following the ‘rules of the game’: tightening rates to make sure there was gold inflowing in the case of a trade deficit, or loosening in the event of a surplus. Commentators, however, soon noticed that the actual pattern of interest rate movements did not correspond well to the requirements of the rules of the game. The classic exposition is Bloomfield (1959).

Raising large amounts of gold in order to respond to sudden movements in financial markets did require a substantial amount of cooperation or even coordination. In the aftermath of a debt crisis which had its origins in the United States, in July 1839 the Banque de France discounted bills for the Bank of England (Fetter, 1965; Capie, Goodhart, and Schnadt, 1994: 12). As financial flows increased through the nineteenth century, the scale of the necessary interventions increased, and the best known instances occurred in the quarter century before the outbreak of the First World War. In 1890, in the aftermath of the Barings crisis, when an Argentine debt crisis brought down one of Britain’s oldest and most respected merchant banks, the Bank of England worked with the Banque de France as well as with Rothschilds to bring gold to London from Russia. In 1907, the Bank of England needed to undertake a major exercise in drawing gold from India in order to be able to ship it to New York in the wake of a financial panic. Episodes of cooperation were rare, and they occurred almost always in response to major crises.

Nineteenth-century coordination reflected the urgent need to tackle an emergency, in which a contagion of financial instability threatened. But no one at this time would want to draw the conclusion that a regular coordination exercise was needed in order to know what should be done in the event of an unforeseen event (Flandreau, 1997; Bordo and Schwartz, 1999). In normal times, coordination was simply the result of the interaction of many thousands of individual decisions by market participants, which provided a powerful equilibrating mechanism and required no regular policy-level consultation.

There was also some security dimension to the discussion of potential responses to financial crises in the pre-1914 world. As the international alliance system crystallized, international tensions mounted. Speculative attacks could be used as a weapon of grand strategy. In 1911, during the Second Moroccan Crisis, France seems to have used the panic that broke out on the Berlin stock market as a way of putting pressure on the German authorities to give way and back down—which they did.

Consequently, in the most generalized financial panic of the early twentieth century, which broke out in August 1914 in response to the mobilization of the Great Powers for war, each country responded very much on its own with crisis measures to control panic and assert national control over financial markets. Central banks were conscripted, in the same way as they had been in the late seventeenth century in progressive countries such as Sweden and England, to manage the national debt. In the UK, Prime Minister Herbert Asquith required the Governor of the Bank of England to make a promise that ‘during the war the Bank must in all things act on the direction of the Chancellor of the Exchequer’ (Capie, Goodhart, and Schnadt, 1994: 53). Germany’s Reichsbank President, Rudolf Havenstein, was popularly styled as the Generalgeldmarschall, who mobilized money for war in the same way as field marshalls managed their troops for battle (Feldman, 1997: 32).

MODERN CENTRAL BANK COOPERATION PART I

The modern pattern of central bank cooperation had its origins in part in the First World War. Cooperation between central banks was a logical consequence of a search for political alliances. Large scale official borrowing necessitated a convergence of foreign policies—and a sort of community of fate, sometimes between improbable allies. An extreme solution to the question of continued financial support between military allies, which was briefly proposed and debated in 1915, involved a full fiscal and political union of France, Britain, and Russia (Economist, 1915; Siegel, 2015). In 1916 there was a direct agreement between the Bank of England and the Banque de France on shipping gold from Paris to London to constitute a loan guarantee, and a regular telegraph line was established for central bank communications, along with agreements with the New York Fed establishing accounts for the central banks (Toniolo, 2005: 17). Britain needed to work with American institutions in order to manage the financing of the war effort. But the main institutions in the Anglo-American negotiations were the British Treasury, on the one side, and the large American private banking houses, above all J.P. Morgan, on the other (Burk, 1985). The Bank of England and the Federal Reserve System (and the New York Federal Reserve Bank, which from the beginning was responsible for coordinating the Fed’s international activity), were largely on the margins.

The first great era of sustained international central bank cooperation outside a crisis was thus the 1920s. It had three fundamental goals: the reversal of the wartime political control of central banks, in which international pressure could be used as a way of strengthening central bank independence; establishing a position of central banks as signallers of a stabilization that would allow the resumption of long-term capital flows; and giving central banks the policy tools to respond to undesirable short-term capital flows. The rule that was at the heart of the exercise was a restored gold standard, but it required a great deal of management. Behind the goals, there was a vision that a world held together by capital movements would also be a peaceful world. One of the earliest advocates of the idea of an international central bank that would coordinate central banking was the Italian politician and economist Luigi Luzzatti. Luzzatti had already before the First World War written of the need to combat ‘monetary war’ and promote an ‘international monetary peace’ (Toniolo, 2005: 21).1

The phenomenon was essentially the brainchild of one man, the Governor of the Bank of England, Montagu Norman, a picturesque figure with an idiosyncratic appearance (a pointy beard), and dress style (a cape, a broad hat, and an emerald tie-pin), but also a personality that was neurotic and unstable. As a young man, he had been told—in a remarkable diagnosis by the famous Swiss psychologist Carl Jung—that he would kill himself in a few years’ time. In 1927, in a candid letter to the banker J.P. Morgan, Jr. he set out his philosophy, and its newness, quite eloquently.

Central Banking is young and experimental and has no tradition: it may last and may develop, or its usefulness, to fill a short post-war need and no more, may soon come to an end. On the one hand its sphere is limited by the qualification that no Central Bank can be greater than its own State—the creature greater than the creator. On the one hand a Central Bank should acquire by external help (as in some ex-enemy countries) or by internal recognition (as in France) a certain freedom or independence within, and perhaps without, its own State. By such means alone can real co-operation be made possible.2

As Norman implied, one of the models for the new view of central banking was Germany, where the central bank was reconstructed in 1923–24 after an intense consultation between Norman and the new German central bank president, Hjalmar Schacht. The key to the new vision of the central bank was tying Germany into the international exchange rate system: at first, Norman and Schacht thought about tying the new German currency to the British pound, before in the end adopting the even more solid linkage constituted by a commitment to gold convertibility (James, 1987). As a secondary consequence, though, the extent to which the Reichsbank could commit itself to rescue operations for the German banking system was limited. The large-scale granting of cheap central bank refinancing facilities to the banks had been—along with the more widely commented on process of monetization of government debt (or fiscal dominance in modern terminology)—the cause of the devastating German postwar inflation, which ended in a spectacular and highly destabilizing episode of hyperinflation. So the lesson was clear: banks should no longer be allowed to think of the central bank as a helper in an emergency, or a doctor, or any one of the many other descriptions contemporary Germans had produced for the lender of last resort role. Central bank cooperation, in other words, depended on a conscious rejection of the idea that central banks had a national duty to maintain their credit systems: financial stability was not a part of the definition of the objectives of the cooperative system.

The exchange rate objective required international cooperation in the German case—and in the other central European and Latin American stabilizations that followed, and for which the Norman–Schacht discussions provided a sort of template. The price of international cooperation was rejection of the financial stability role as central banks’ capacity to support domestic banking systems was deliberately limited by the cooperation mechanisms established.

The League of Nations-organized 1920 Brussels International Financial Conference that tried to lay out a road map for international economic reconstruction explicitly saw a major role of central bank cooperation in reducing the amount of gold that needed to be held as reserves, and substituting instead high quality foreign exchange bills. Brussels—where 39 countries were represented—was just the beginning: indeed in 1920, ‘the European central bankers were only just getting to speaking terms with each other’ (Sayers, 1976: 154).

What about monetary stability? Might there be circumstances in which the domestic and international requirements conflicted? In the latter half of the 1920s, there was an almost permanent tension across the Atlantic. Europeans saw high borrowing costs that were kept up by American monetary policy and that were weakening European growth. Schacht and Norman at a meeting at the house of Treasury Undersecretary Ogden Mills in July 1927 demanded a cut in US rates in order to stabilize European lending conditions. The meeting, which was secret, and is in consequence not very well documented, has attracted a great deal of subsequent attention, in large part because the American rate cuts and monetary easing of 1927 are often interpreted as a cause of the bubble that then collapsed in the 1929 crash. For Charles Kindleberger this was ‘a precedent for consultation among macro-economic authorities with a view to coordinating macro-economic policies after the Second World War’ (Kindleberger, 1986: 50). The policy clearly had risks, in that it would stimulate borrowing (and stock market speculation) in the United States. Friedman and Schwartz argue that ‘had the Reserve system directed its policy single-mindedly to breaking the stock market boom, it would have refrained from its easing actions in 1927’ (Friedman and Schwartz, 1963: 291). But they see the policy conflict more in terms of a divergence between worry about the stock market and a concern with promoting stable economic growth (rather than with foreign coordination).

The embryo central bank cooperation of the 1920s was both novel and fragile. To the protagonists, it seemed to depend very much on the chance friendship of the major central bankers. In particular the core was provided by the triangular relationship of Norman with Schacht and with Benjamin Strong, Governor of the Federal Reserve Bank of New York. Between Strong and Norman an oddly intimate and affectionate relationship developed, fuelled by regular personal visits, telephone conversations (a novelty, made possible by the new technology of communications) as well as an extensive correspondence. Strong wrote to Norman encouraging notes along the lines of the following: ‘You are a dear queer old duck and one of my duties seems to be to lecture you now and then.’3 By the late 1920s, though, the major figures seemed to be under great strain. Schacht was depicted as sweating profusely while exclaiming that he could not concentrate on normal business and was psychologically under strain;4 Norman had regular nervous breakdowns, especially at moments of financial tension;5 and Strong was dying of tuberculosis. Strong died in 1928, and sometimes the central bankers even tried to suggest that the subsequent financial and economic catastrophe was the consequence of the absence of his clear and internationally oriented vision at the helm of US central banking. Five years after Strong’s death, Schacht wrote to Norman to say that ‘I feel most strongly that, after the death of our American friend, you and I are the only two men who understand what had to be achieved.’6 Milton Friedman and Anna Schwartz, who provide the strongest argument for a rules-based approach to monetary management, write about the 1920s as an age in which ‘each of the great central banks seemed to be personified by a single outstanding individual’ (Friedman and Schwartz, 1963: 411). Too much, in their view, rested on these individuals, and they share with Norman the view that Strong’s death was a major catastrophe for the American economy. ‘If Strong had been alive and head of the New York Bank in the fall of 1930, he would very likely have recognized the oncoming liquidity crisis for what it was, would have been prepared by experience and conviction to take strenuous and appropriate measures to head it off, and would have had the standing to carry the System with him’ (Friedman and Schwartz, 1963: 412–13).

The 1920s episode of cooperation, built on the powerful personalities of the leading central bankers has exercised a continued fascination on our contemporary world. There continue to be popular biographies of Norman and Schacht (Boyle, 1967; Weitz, 1997; Kopper, 2006). Liaquat Ahamed has termed them ‘Lords of Finance’, and claims that ‘when we watch Ben Bernanke or, before him, Alan Greenspan or Jean-Claude Trichet or Mervyn King describe how they are seeking to strike the right balance between economic growth and price stability, it is the ghost of Benjamin Strong who hovers above them’ (Ahamed, 2009: 171). A recent account draws explicit analogies with the cooperation of Ben Bernanke, the ECB’s Mario Draghi, and Mervyn King (later Lord King of Lothbury) at the Bank of England (Irwin, 2013).

Faced by a world without Benjamin Strong, and possibly without Schacht too (his relations with the German government grew more and more strained until he resigned in protest against the new reparations plan at the end of 1929), Norman thought of a way of institutionalizing the embryo central bank cooperation. For this purpose, a new institution was to be created, a central banks’ central bank, with regular meetings. One of the members of the Organization Committee that drew up the plan for the new institution stated his hopes for the ‘gradual development’ of a ‘cooperative society of Central Banks, the governors of which would regularly meet together in concert in order to exchange information, and to devise means for promoting economy in the use of gold and for preventing by a common policy undue fluctuations in its value.’7 Norman thought that the bank could control excessive credit leading to overproduction; as well as to provide some support operations in the case of crisis. ‘To attract short-term capital to long-term markets is another task which can only be accomplished by identifying the policies of the Central Banks, by coordinating the movements of their discount rates, by increasing the control of each in its own market.’8

The new institution, the Bank for International Settlements, was located in Basel, a city chosen because of Swiss neutrality as well as because of its location at the intersection of the major European railroad lines. Its statutes laid down the task ‘to promote the cooperation of Central Banks and to promote additional facilities for international financial operations.’ By the middle of the 1930s, it was setting out a systematic philosophy of cooperation. The task of central banks was to ‘regulate the volume of credit and currency with a view to lessening pronounced fluctuations in business activity.’ But domestic policies ‘may be rendered difficult or thwarted by the policy action of a neighboring central bank.’ Hence the conclusion: ‘far-seeing interest demands that banks of issue endeavour to work along parallel lines in the fulfillment of their independent duties’ (BIS, 1935: 41–2).

In practice, however, the new institutionalization of central bank cooperation did not function very well. In the first place, the resources of the new BIS were quite limited, and thus the BIS could not on its own hope to tackle an incipient financial crisis. Secondly, when the crisis broke out, the central banks in the major financial centres—London and New York—made it clear that they believed that a great deal of the crisis was the result of domestic capital flight in the central European crisis countries. They made support dependent on increased interest rates and credit tightening that would stop commercial banks lending for foreign exchange operations. They were in consequence unwilling to undertake lending with the goal of stabilizing banking systems in other countries, as they believed that would create potentially limitless liabilities. Third, some of the old security and grand strategic thinking came back. France believed that the crisis had been caused by a German–Austrian rapprochement that threatened the stability and security provided by the postwar peace treaties.

The gold economizing measure of substituting foreign exchange holdings proved a source of vulnerability. The Banque de France was reluctant to hold foreign exchange, and held most of its reserves in gold.

After September 1931, the central banks in the financial centres themselves came under heavy political attack. The Bank of England was thought by many leaders of the Labour Party to have been a part of a ‘bankers’ ramp’, which imposed political conditions, including the reduction of unemployment benefits (‘the dole’) on a rescue package. The critique led to a demand that the Bank should be nationalized—and the nationalization was eventually carried out after the election in 1945 of a Labour government. The Banque de France was subject to the same sort of domestic attack. The centre and left viewed it as dominated by the ‘two hundred families’ who controlled French business and owned the shares of the Banque. They formed a ‘wall of money’ that resisted progressive reform. In consequence, the 1936 election victory of the Popular Front led to a speedy nationalization.

The central banks had placed international cooperation above domestic policy goals. In the gold standard view, internationalism was always privileged. Cooperation became a mantra, the ritual incantation of which served to camouflage the depth of policy failure. For instance, at the time of the Ottawa conference as Britain and the Commonwealth moved to trade protection and imperial preference, Canadian Prime Minister R. B. Bennett stated that ‘We recognize, of course, that monetary objectives can only be fully attained by broad international action.’ But this was exactly the time when Canada was preparing to create its own central bank to give the country more policy manoeuvre in a world in which exchange rates were now volatile.

The critique of central banks was not merely an affair of the political left. But economists concerned with monetary stability found it quite a long and painful process before they arrived at a view in which domestic monetary stability would be the fundamental basis of good policy. Pierre Siklos states that ‘It would take a few decades, and considerable experimentation, to recognize that “good” monetary policy begins with a domestic solution but one that would eventually be “exported” internationally’ (Siklos, 2002: 13). In this new vision, the emphasis was on the discursive: cooperation amounts simply to following a good example, perhaps of a major central bank such as the Fed or the Bundesbank, but also potentially an innovative small central bank such as the Reserve Bank of New Zealand.

THE BRETTON WOODS VISION

The domestic sentiment that independent central banks were politically unaccountable, financially destabilizing, and economically damaging had a counterpart at the international level. When it came to rebuilding the international monetary system in the final stages of the Second World War, a powerful intellectual consensus emerged that future financial cooperation should be chiefly between governments (and finance ministries) rather than between central banks. The IMF was constituted deliberately as a counterweight to the financial sector. US Treasury Secretary Henry Morgenthau emphasized how the new institutions of the international order would be ‘instrumentalities of sovereign governments and not of private financial interests.’ With other government leaders, he would drive ‘the usurious money lenders from the temple of international finance’ (Gardner, 1969: 76). Morgenthau and Assistant Secretary Harry Dexter White had a particular animus against the BIS, and supported vigorously a Norwegian indictment of its wartime collaboration with Nazi Germany. The 1944 Bretton Woods agreements specifically called for its liquidation. That the BIS survived is probably due to the intervention of Keynes, one of the fiercest critics of the interwar Bank of England, who ensured that there was no date specified for the winding up of the BIS. While the Norwegian proposal had stated that ‘liquidation shall begin at the earliest possible date’, the eventually adopted formula merely stated that liquidation would follow after the establishment of the IMF. Keynes at this time stated, ‘I don’t think we want to keep the damned thing alive, do we?’ (van Dormael, 1978: 206; Skidelsky, 1992: 354; Toniolo, 2005: 270). But as a result of his intervention, the BIS survived by default.

Central banks stepped in and cooperation was quite quickly renewed where the IMF failed or was limited in its tasks. First, the BIS played a role as fiscal agent for the European Payments Union, in effect administering the distribution of European Recovery program (Marshall Plan) funds. This task was a matter of chance, and came about because of the US government’s suspicions of the IMF in the wake of accusations that White, the major architect of the Fund, the first US Executive Director, and the patron of many of the Fund’s initial staff, had been a Soviet agent (Steil, 2012).9

The BIS was also a more appropriate mechanism for preserving some sort of financial relations across the Iron Curtain than the more political IMF. The Soviet Union never joined the IMF, despite having been a participant at the Bretton Woods conference; while Poland withdrew from the Fund, attacking it as the ‘submissive instrument of the Government of the United States’ and Czechoslovakia was expelled in 1954.10 By contrast, the BIS was not a governmental organization, and throughout the intense phase of the Cold War it remained a place where purely technical figures from Central European central banks could participate and also learn something about Western techniques of monetary management (James, 2006).

For Western monetary cooperation, though, a forum for communication was not enough: specific operational mechanisms were required. In 1962, in the aftermath of the move of the European countries to adopt current account convertibility, and in the wake of US losses of gold reserves and fears that there might be strains on the UK and the US that the Fund could not adequately respond to, the central banks created a swap network (Bordo, Humpage, and Schwartz, 2007). This established a predetermined automatic short-term credit line between central banks in order to intervene against destabilizing market movements. At the end of 1962, the volume of credit allowed in this network amounted to $900 million, and rose to almost $30 billion by the end of 1978.

The swap network was complemented by a borrowing facility that allowed the IMF to raise additional resources from the ten largest industrial countries and Switzerland (a grouping which became known as the G-10). Central banks meeting in the G-10 framework played a major part in studying the balance of payments problems of the 1960s and in particular in analysing the growing surplus positions of Germany and Japan.

A crucial auxiliary mechanism was the Gold Pool established by eight of the G-10 members in 1961 as a way of regulating the London gold price and stabilizing a market that might constantly worry about the convertibility of the major reserve currencies, dollars and also pounds sterling, into gold. But it broke down by March 1968, in part because one major player (France) left the arrangement and started to convert its dollars into gold, in part because of the actions of non-members, and in part because it completely lacked an enforcement mechanism (Eichengreen, 2007: 35–71).

REGIONAL MONETARY INTEGRATION

At the same time as governments tried to establish an international mechanism for monetary cooperation, at Bretton Woods and after, central banks also looked to regional mechanisms for cooperation. The first area to move in this direction was Latin America, where the innovative and powerful Bank of Mexico pressed from the late 1940s for an association, and in 1952 created CEMLA (Centre for Latin American Monetary Studies), initially with Chile, Colombia, Cuba, Ecuador, Guatemala, and Honduras. From 1963, there was a secretariat that administered the annual meetings of central bank governors. The major effort was on training and information, but also on reserve management. But CEMLA generated little overall consensus on policy, and a recent analyst describes it as being ‘an unwieldy instrument for consensus-building’ (Coates, 2009: 231).

There were similar Asian initiatives, with SEANZA (the Southeast Asia New Zealand Australia Forum) being established in 1956 and SEACEN (Southeast Asian Central Bankers’ Forum in 1966. In 1991 in addition there came EMEAP (Executives’ Meetings of East Asian and Pacific Central Banks) (Nesadurai, 2009). The first significant move beyond discursive cooperation came only in the aftermath of the dramatic East Asia financial crisis of 1997–98, when the ASEAN + three finance ministers launched an initiative for a pooling of forex reserves to provide liquidity support in the event of a recurrence of such a speculative attack (the Chiang Mai Initiative).

The plans of the Gulf States joined together in 1981 in the Gulf Cooperation Council to establish a monetary union by 2010 represent a more ambitious regional plan for central bank cooperation. But despite the apparent simplicity of the exercise—the members were in a de facto union anyway because they all were pegged to the US dollar—the scheme was not realized, and the United Arab Emirates withdrew in 2009. The plan was influenced by the European experience, and the setbacks after 2009 reflect a new level of doubt about the feasibility of monetary unions.

Europe started central bank cooperation a little later than Latin America or Asia, but it took that cooperation much further. The story of European monetary integration is largely a story of the effectiveness of central bank cooperation, and its progressive development and intensification up to the point of the creation of a new central bank (the European Central Bank) as part of a European System of Central Banks (ECSB). Europe since the 1950s has served as a guinea pig for central bank cooperation; in another metaphor, it is the canary in the coal mine of globalization, where the death of a little caged bird signals the dangers to the humans working in the mine.

The origins of the new phase of European central bank cooperation lie at the same moment as the creation of the European Economic Community through the Treaty of Rome (1957). In a 1957 speech at the Alpbach Economic Forum in Austria, the Governor of De Nederlandsche Bank, Marius Holtrop, had gone further and asked whether a common central bank policy was necessary in a unified Europe, and then went on to answer the question in the affirmative (Holtrop, 1957; Vanthoor, 1991). On 10 November 1957, Holtrop circulated a note in which he suggested that the five central banks of the European Economic Community (EEC) countries (Luxembourg had none, as it was in a monetary union with Belgium) should send identical letters to the Finance Ministers proposing enhanced cooperation between central banks. The Belgian, French, and German governors responded sceptically, arguing that such a move would look like a concerted effort and raise national suspicions.

One country in particular was persistently sceptical of all the cooperation talk and always found the compromise of monetary sovereignty difficult. Here is an example of the common pattern: that cooperation is more attractive as it seems to provide more benefits for smaller countries, and it is the heavy weights who are likely to think that they can go it on their own. In the late 1950s, German current account surpluses started to increase: setting off a pattern of discussion that was echoed in the 1960s, the late 1970s, the late 1980s, but also in the late 2000s after the establishment of a monetary union. From the perspective of the Bundesbank, central bank cooperation might involve the demand for some German support operations, and thus involve pressure to follow policies that might be costly or inflationary. Blessing consequently spoke out to German Chancellor Konrad Adenauer against any plan for a fund of EEC countries.11

The 1957 statement of the five EEC central banks that everything was well and that no innovation was needed seems to have been accepted until an event occurred which showed that there was really not much central bank cooperation between Europeans. In March 1961, the deutsche mark and the Netherlands guilder were revalued, after a long period of tensions in the markets, and after a great deal of discussion within the IMF about the appropriate response to the build-up of German surpluses, but after no particular consultation with Germany’s fellow EEC members. All the negotiation was done in Washington.

The EEC Commission published its Action Programme for the Second Phase of EEC on 24 October 1962, referring to the desirability of a general liberalization of capital accounts, in accordance with the provisions of the Treaty of Rome. It concluded in a visionary way that made explicit the logical link between monetary union and fiscal union. That linkage, which also figured in the lead-up to the Maastricht Treaty, was actually stated with greater clarity and force than it would be in the 1990s discussions. There would be parallel councils or committees to coordinate or determine (‘fix’) fiscal policy as well as monetary policy, because both were seen as part of the management of demand: ‘The creation of a monetary union could become the objective of the third phase of the Common Market. The Finance or Economics Ministers of the Community, assembled in Council, would decide on conditions that should be fixed at an opportune time: the overall size of national budgets, and of the Community budget, and the general conditions of financing of these budgets. The Council of Central Bank Governors would become the central organ of the banking system of a federal type.’12 It would begin to resemble what was later sometimes called a Eurofed. This passage might be thought of as prophetic, in that the latter part of this suggestion was followed fairly precisely in the 1990s: but there was a major difference in that by the end of the twentieth century, central banks placed a very substantial premium on devising legal guarantees of their institutional and operational independence.

The Committee of Central Bank Governors was created by an EEC Council decision of 8 May 1964. It was of great significance that though this was not an EEC (later European Community, and finally European Union) institution, ultimately the Council of Ministers had made the decision to establish the committee. Some German central bankers, who were particularly sensitive to the issue of the instruction of central banks by political authorities, consequently saw 1964 as ‘original sin’ (Sündenfall) (James, 2012: 53). At the outset, the committee was a European pendant to similarly functioning international committees, notably the G-10 Governors meetings that began in 1962 and also took place in Basel. Of the ten states that were held to be the largest industrial countries of the world at the time, eight were European (Belgium, France, Germany, Italy, the Netherlands, Sweden, Switzerland, and the UK) and five members of the EEC.

From the early 1970s, once the policy rule imposed by the par value system disappeared, the European Central Bank Governors discussed mechanisms for the coordination of monetary policies in the member countries. Harmonization increasingly became the focus of its activity, and lay at the heart of the process of intellectual convergence within the European Central Bank Governors. But that convergence was fitful and eventually very incomplete. Attempts to have a debate about the ex ante coordination of monetary policy—that were pushed in the early 1970s very vigorously by the EC Commission and especially by Raymond Barre—failed to have any real effect on the practice of policy. The obvious objection was brought up again and again, especially by the Bundesbank, that its President was simply one member of the German Central Bank Council and could not commit it in advance to any particular course. There was also, despite substantial technical work, never any agreement on which instruments or which measures of monetary policy should be used. The vast differences between national approaches to the operating conditions of monetary policy could not be effectively dealt with until a single monetary policy was actually implemented with the introduction of the single currency.

Monetary union for Europe emerged as an outcome of world-level debates about currency disorder. European monetary integration appeared urgent in the late 1960s, as the Bretton Woods regime disintegrated, and in the late 1970s, when US monetary policy was subject to big political pressures and the dollar collapsed. In the late 1960s, and again in the late 1970s, the big plans for closer European monetary integration were formulated first at the highest political level, with bilateral meetings between the President of the French Republic and the German Chancellor, Georges Pompidou and Willy Brandt in 1969–70 and Valéry Giscard d’Estaing and Helmut Schmidt in 1978. Schmidt was quite explicit about the need to keep central banks in the dark. The preparations for two bilateral meetings with Giscard d’Estaing, on 28 February and 2 April 1978, were thus kept in obscurity from the German ministries and the central bank, although just before the first of these meetings Schmidt informed the party executive committee of the SPD (German Social Democratic Party: Sozialdemokratische Partei Deutschlands) that he was ‘preparing in foreseeable time a European response to the catastrophic consequences of the collapse of the dollar’ (Loth, 2004: 477; von Karczewski, 2008: 356). The political Franco-German approach relied on a deliberate exclusion of EEC institutions, including the European Central Bank Governors. According to a strategy paper that Schmidt drew up at this time, he was intending to operate ‘not on a national or autonomous level, but in the framework of the European community and the [NATO] alliance’ (von Karczeweski, 2008: 425). The European Central Bank Governors needed to be avoided, from Schmidt’s perspective, in part because a close involvement would have meant that he would have had to channel his schemes through the deeply sceptical Bundesbank; and he preferred to present the Bundesbank with a fait accompli. In Schmidt’s thinking, the best approach for the government was to make an end run around the technocrats.

The most decisive push for a European solution to a global problem occurred in very different circumstances. It arose out of a recognition of the limits of global coordination efforts.

The breakdown of the Bretton Woods par value system in the early 1970s was not followed by a completely free moving exchange rate regime at the global level. The dollar depreciation of the late 1970s, its appreciation in the first half of the 1980s, and then its depreciation after 1985, all strained policy. The Europeans interpreted the dollar depreciation stage in the 1970s as ‘malign neglect’, intended to create advantages for American exporters; while US policy makers pointed to the danger that the dollar rise in the 1980s would lead to protectionist pressures in Congress. There was some coordinated central bank intervention to counteract market developments. In the 1980s a substantial debate occurred over the usefulness of foreign exchange market intervention, above all among the major currencies. The G-7 summit at Versailles in 1982 commissioned a study (the Jurgensen report released in 1983) whose findings were ambiguous and were indeed interpreted differently on the opposed sides of the Atlantic. The report was marked by a fundamental lack of analytical clarity, failing carefully to distinguish between sterilized intervention and unsterilized intervention or to isolate intervention from other policy actions. Perhaps the ambiguity and obscurity was politically opportune. US economists and policy makers increasingly concluded that interventions were ineffective, while European political leaders continued to think of an intervention regime. Here is another instance of the pressure to coordinate coming from the smaller more open but less politically powerful countries.

Testing the effects of intervention on exchange rate behaviour generally reveals the very limited effectiveness of intervention at this global level. The studies by Michael Bordo, Owen Humpage, and Anna Schwartz show how limited the effects of intervention were in the dollar–DM and dollar–yen cases (Bordo, Humpage, and Schwartz, 2010a, 2010b, 2011). Other studies with less negative conclusions include Dominguez and Frankel (1993); Catte, Galli, and Rebecchini (1994); Dominguez (2006); and Neely (2008). On the other hand, for Europeans, exchange rate interventions were both necessary and effective to prevent distortions from the international system affecting European rates (every time for instance money flowed from dollars into the DM, it pushed the DM up not only against the dollar but also against the French franc).

When the dollar was soaring in the mid-1980s, when American manufacturing was threatened and when there appeared to be the possibility of a protectionist backlash, the finance ministers of the major industrial countries pushed for an exchange rate agreement, and French Finance Minister Edouard Balladur suggested a central rate with a 5% movement either way permitted. At the G-7 finance ministers Louvre meeting in 1987 they agreed to lock their exchange rates into a system of target zones. But that agreement was systematically undermined by the central banks, and in particular the Deutsche Bundesbank, which denied that it could be committed to any such agreement. The target zone discussion had proceeded largely without central banks, and only the powerful Chairman of the Federal Reserve System, Paul Volcker had been informed in advance of the 1985 Plaza meeting (Boughton, 2001: 206–9). At the Plaza there was no discussion of interest rate policy or of monetary policy: in fact, as Barry Eichengreen points out, there was a complete lack of ‘the web of interlocking agreements needed to lock in policy adjustments’ (Eichengreen, 1996: 151). At the Louvre, the Bundesbank President had simply said: ‘Let’s leave everything open and wait and see how the market responds’ (Funabashi, 1988: 183; Henning, 1994). It was also clear that the details of the intervention techniques had to be left to the central banks.

Nothing came of the global plan: indeed, its botched inception seemed in part responsible for a very sharp stock market crash in October 1987, after US officials attacked the Bundesbank’s uncooperative stance. The very influential General Manager of the BIS, Alexandre Lamfalussy, concluded that: ‘The story of 1987, just like the more specific fire-fighting activities which were undertaken on several occasions within a cooperative framework, shows that we cannot count on international cooperation between central banks to preserve systemic stability’ (Lamfalussy, 1994: 340). Then Balladur, who had seen the Louvre proposal as very much a French plan, came up with a tighter European scheme. When German foreign minister Hans Dietrich Genscher appeared sympathetic, Europe’s central bankers were asked by the President of the European Commission, Jacques Delors, to prepare a timetable and a plan for currency union. Delors’ central insight was that the previous efforts at monetary integration had failed because the central banks had been excluded: asking them to prepare the basis for a plan tied them into the process of institutional innovation.

Solving the question of the German current accounts in the European setting at first appeared to require some sophisticated and ingenious political mechanism that would force French politicians to do more austerity than they would have liked and Germans less price orthodoxy than they thought they needed. A political mechanism however requires continual negotiation and public deliberation, a process that would have been painful given the policy preferences in the two countries (and in those countries that lined up with each one of the Big Two). The increased attraction of monetary union was that it required no such drawn out political process. The operation of an entirely automatic device would constrain political debate, initiative, and policy choice.

Monetary union was thus conceptualized as a way of simplifying politics. This had been a feature of European arguments from the beginning. Robert Triffin in 1957 had showed how a problem could be reduced to its most basic level: ‘The significance of monetary unification, like that of exchange stability in a free market, is that both exclude any resort to any other corrective techniques except those of internal fiscal and credit policies’ (Triffin, 1957: 289).

The Delors Report laid down the blueprint for the plan that was accepted at the Maastricht intergovernmental conference and embedded in a new treaty (the Maastricht Treaty) (Delors Report, 1989). Central bank independence was a central element of the proposal, reflecting some of the hard historical lessons of monetary experiences in a federal system. Central bank autonomy becomes more important the more emphasis is given to policy coordination between different tiers of political authority. This may be in one country, in a federal system; but the same principles apply to regional integration and international cooperation and coordination. The higher intensity coordination is required, the more central banks need to be detached from domestic political processes that will try to subordinate monetary policy to short-run domestic opportunities: that trade-off is depicted in Figure 16.1. Without central bank autonomy, monetary policy can rapidly become a cause of disintegration and political fragmentation.

As they prepared monetary union, the central bankers devoted considerable attention to a problem whose subsequent neglect was to prove deeply problematic. Should not a monetary union, in which capital markets were integrated and in which cross-border financial institutions would emerge, also deal with financial stability issues? The penultimate draft of the Delors Report specified in paragraph 32 that the ‘system would participate in the coordination of banking supervision policies of the national supervisory authorities.’ But in the final report, ‘national’ was deleted, leaving the implication that the supervisory authorities would be European. In the original version of a plan for a central bank that would run a monetary union, the central bank would have overall supervisory and regulatory powers. That demand met strong resistance, above all from the German Bundesbank, which worried that a role in maintaining financial stability might undermine the future central bank’s ability to focus on price stability as the primary goal of monetary policy. There was also bureaucratic resistance from existing regulators.
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FIGURE 16.1 Central bank independence



It would be reasonable to assume that the central bank issuing a new currency would take over the functions normally associated with existing national central banks. But assumptions about central banks’ operations—and their willingness to state clearly what the objectives were—varied significantly from country to country. In particular, the Germans worried about the moral hazard implications of central bank regulation of the financial sector. Before the First World War, the German Reichsbank had been widely viewed as providing the ultimate support of the financial sector. Its origins lay in a response to the severe financial crisis of 1873, and the big German banks saw the central bank as a backstop. But the experience of hyperinflation in the 1920s led to a new approach, and a feeling that unlimited support for the financial system contained a danger to monetary stability; and in consequence, the idea of a central bank as a lender of last resort had much less support in late twentieth-century Germany than in the Anglo-Saxon world, where Walter Bagehot’s treatise of 1867, Lombard Street, was still widely regarded as the paradigm for modern central bank behaviour.

There was thus considerable uncertainty about the wording of the statute on financial sector regulation. In the initial draft of the European Central Bank (ECB) Statute produced for the Committee of Central Bank Governors by the alternates, the ‘tasks’ of the ECB included ‘to support the stability of the financial system.’ But the Bundesbank wanted to avoid references to an explicit role for the ECB in supervising banks, and objected to clauses that ‘could be misinterpreted as a lender of last-resort function.’ The hesitant and ambiguous character of the German philosophy of regulation was apparent: ‘This did not mean … that the ECB should not support the stability of the financial system, but that it should never be written down; this would be moral hazard.’13

In February 1990, at the Monetary Policy Committee meeting in Brussels, there was complete agreement that the different national rules regarding bank regulation should be left in place.14 Commission President Jacques Delors was unwilling to force the pace on this issue, and stated that the EC Commission approached the issue of banking supervision with an ‘open mind’: the ESCB should simply ‘participate in the coordination of national policies but would not have a monopoly on those policies.’15

The Governors’ draft referred to the possibility that the ECB would take over banking supervision and regulation functions, but by the time this proposal was included in the Maastricht Treaty provisions on monetary policy (Article 105, section 6) it was accompanied by so many provisos that it looked as if the hurdles to effective European banking supervision could not be set higher (Kenen, 1995: 33). The intrusion of politics had thus resulted in a fundamental flaw in the new European monetary order. The ECB was thus never given overall supervisory and regulatory powers, and until the outbreak of the financial crisis in 2007–08 no one thought that was a problem.


FINANCIAL STABILITY

Cross-border financial stability discussions—unlike the debate about exchange rate coordination—had rarely taken place in a purely European context. Slowly in the 1960s, and then with dramatic rapidity in the 1970s, a global banking system evolved. Globally active banks, transmitting substantial capital flows, raised the question of whether central banks did not need to be concerned in a coordinated way with global financial stability, and with a cooperative approach to regulation. The currency turbulence that followed the 1971 breakdown of the Bretton Woods par value system, together with the explosive growth of offshore financial markets (Euromarkets), 1974 failure of a small German bank, Herstatt, at a time when the US markets were open but continental Europe had already closed convinced European central banks that they would not be able to tackle the problems on their own. When the Dutch central bank official Huib Muller, who had taken the lead in much of the early European discussion of cross-border supervision, and Albert Dondelinger, the Luxembourg bank supervisor (a great deal of Herstatt’s business had run through Luxembourg) were in Washington for the Annual IMF meetings, they talked to Federal Reserve officials. From then, the G-10 became the central forum for bank regulation and supervision issues (Goodhart, 2011).

At the G-10 meeting in September 1974, banking supervision was a major theme of the discussion. The G-10 communiqué of 10 September 1974, stated that the central bank governors had ‘agreed to intensify the exchange of information between central banks on the activities of banks operating in international markets and, where appropriate, to tighten further the regulations governing foreign exchange positions. The Governors also had an exchange of views on the problem of the lender of last resort in the Euro-markets. They recognized that it would not be practical to lay down in advance detailed rules and procedures for the provision of temporary liquidity. But they were satisfied that means are available for that purpose and will be used if and when necessary.’ In December 1974, the G-10 Governors created a Committee on Banking Supervision (that subsequently became known as the Basel Committee), to be chaired by George Blunden from the Bank of England. The BIS also became intensely involved in the apparently simple but in practice enormously problematical task of gathering statistics on banks’ international exposure.

It was only in the aftermath of the 1982 Latin American debt crisis that a political imperative existed to impose international banking rules. As part of the package to deal with the crisis, the US Congress insisted on the negotiation of the rules that became known as the Basel Agreement or Basel I (in 1988). But the approach to risk-weighting looked very crude—all OECD government debt was given a zero risk weighting—and an initiative began to impose a set of rules both more effective and more capable of taking account of banks’ individual circumstances. That long process of revision produced Basel II, but as it entered effect, the outbreak of a global financial crisis required a firmer approach to international bank regulation. Basel III is not yet implemented, but is controversial in that some countries are engaging in a competitive race to add conditions and make their banks safer, while others resist in the hope that their banks can generate more credit flows. The fact that the third Basel Agreement could be negotiated so quickly seems to indicate that cooperation is still running very effectively; but the translation of the agreement into national legislation and its implementation may well prove problematic.

The expansion of international lending highlighted another issue. Is there a need for an international lender of last resort? In the domestic market, the need for a lender of last resort (LLR) has been well understood since the publication of Walter Bagehot’s Lombard Street. In some major crises—notably in Latin America after 1982 and in 1997–98 in the Asia crisis—the IMF acted as if it were a LLR (Capie, 1998; Fischer, 1999). But interpretations that suggested that the IMF should take on this role foundered on two problems: first, that the IMF has no capacity to create infinite resources. It is dependent on the collective resources pledged by its members. Very large private capital markets can thus potentially take a bet against the Fund, as they can calculate at what point the Fund will run out of resources. In practice, Fund programmes in very large and deep crises were always accompanied by central bank actions to overcome this problem. In 1982, central banks coordinated through the BIS in order to provide bridging loans, as it would take time to assemble the consent needed for the IMF programme. In 1998, as a threat emerged to financial institutions in advanced industrial countries after the Asian crisis and especially the failure of Long Term Capital Management (LTCM), the Fed provided large amounts of liquidity. Ultimately, it was thus a national central bank, rather than an international institution, that provided the liquidity required to keep the global system from collapsing.

The other possible problem confronting the Fund is the difficulty—in a crisis situation—of distinguishing between liquidity and solvency problems. Classic LLR action refers exclusively to liquidity problems, and central banks should not undertake actions that put their solvency at risk. But they cannot be quite sure of the non-existence of a solvency threat, and effective crisis management indeed sometimes takes precisely that risk. In the case of almost every modern central bank (with the significant exception of the ECB), undertaking that risk is possible because ultimately there is a government, backed with a fiscal capacity, which may take over the risk. Indeed in recent bank rescues in the UK and Switzerland, the government explicitly indemnified the central bank. But even in the absence of a formal indemnity, participants assume that something of the kind exists. By contrast, the IMF is not designed to take losses on its loans to members.

This last consideration makes it difficult for central banks to really systematically engage in ILLR (international LLR) operations. In the domestic setting, the action is justified by the claim that it restores the normal functioning of a national economy. In the international setting, it looks like taxpayers subsidizing foreigners. That problem has become a challenge to global finance in the aftermath of the 2008 Lehman collapse.

The focus on financial stability after 2008 has intensified a push for macro-prudential supervision and regulation, in other words for an identification of systemic risks. By necessity, macro-prudential supervision requires a great deal of international coordination as there is a major cross-border element in systemic risk. But this is an approach that is still in its infancy, and which suffers from the problem that financial services constitute a powerful political lobby that presents the financial industry as a national asset and national champion, so that national supervisors and regulators will be pushed to take account of the competitive positions of their own financial services industry.

THE GREAT RECESSION AND THE EURO CRISIS

In the aftermath of the 2008 financial crisis, central banks cooperation provided an immediate and effective response. On 8 October 2008, three weeks after the collapse of Lehman Brothers, the world’s major central banks all lowered their policy rates dramatically, and announced their decisions simultaneously. On the same day, the British government announced what amounted to a partial nationalization of the most vulnerable banks. The US Federal Open Market Committee (FOMC) unanimously voted to cut its policy rate by 50 basis points to 1.5%.16 The ECB cut its rate also by 50 points to 3.75%. Its statement, like the Fed’s, emphasized the unique degree of international consultation: ‘Throughout the current financial crisis, central banks have engaged in continuous close consultation and have cooperated in unprecedented joint actions such as the provision of liquidity to reduce strains in financial markets.’17 This was the first time that the Fed had ever coordinated a simultaneously announced rate reduction with other central banks; another unique feature of the event was that China also informally joined in the monetary easing, with a reduction of its interest rate. The move was widely welcomed by markets, and generated a brief stock market rally in Europe, but the recovery quickly fizzled. An overall assessment of the coordinated moves suggests that they reduced interest rate spreads (New York Times, 2008; Aït-Sahalia et al., 2010).

Why was the effect of this unique action so ineffectual on markets? Different government responses to bank distress in different countries—the British nationalization, the US announcement of an asset purchase plan (TARP) that was later converted into a more British-style programme, and an Irish blanket government guarantee of bank deposits—in practice brought not stabilization but a further erosion of confidence. Treasury Secretary Hank Paulson quickly responded with a pious sentiment: ‘We must also take care to ensure that our actions are closely coordinated and communicated, so that the action of one country does not come at the expense of others or the stability of the system as a whole.’18
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FIGURE 16.2 Foreign currency-swap arrangements between central banks

Source: National data; BIS estimates



Increased liquidity allocation was also carefully coordinated internationally. The chief instrument used was the swap network, which was reactivated to deal with the issue of currency mismatches in the balance sheets of very large internationally operating banks and other financial institutions (see Figure 16.2). The most striking and dangerous case was that of European banks which had relied on dollar funding, largely from US mutual funds. When one such fund, ‘broke the buck’, an investor panic ensued, with many Americans withdrawing mutual fund deposits. The European banks could go to the ECB for euro liquidity, but not for dollars. The only possible supplier of dollars in the panic, the Federal Reserve Bank, in consequence lent dollars through the swap lines to the ECB, along with the Bank of England and the Swiss National Bank and other central banks.

The BIS’s General Manager, Jaime Caruana, stated that ‘the extension of such swaps in unlimited amounts represents a turn in central bank cooperation that the founders of the BIS would have found unimaginable’ (Caruana, 2012).
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FIGURE 16.3 Central bank drawings on Fed swap lines (in billions of USD)

Sources: Bruegel reproduced from Allen and Moessner (2010)



These crisis lines expired on 1 February 2010, but then a new phase developed, in which the focus of market anxiety was on the asset side of European banks, and especially on their holdings of large quantities of apparently precarious southern European government debt (see Figure 16.3). On 10 May 2010, ‘in response to the re-emergence of strains in US dollar short-term funding markets in Europe’ due to market concerns about sovereign debt, the Federal Reserve reestablished swap lines with the central banks of Canada, the United Kingdom, the Eurozone, Switzerland, and Japan. On 15 September 2011, in cooperation with the Federal Reserve, the ECB, the Swiss National Bank, the Bank of Japan, and the Bank of England announced that they would conduct additional US dollar tenders, at a term of approximately three months covering the end of the year, in addition to the weekly seven-day tenders of dollar funding announced on 10 May 2010. On 30 November 2011, six major central banks jointly announced measures to enhance the cross-border provision of liquidity via central bank swap lines.19

These swap lines attracted domestic controversy in the United States. The Florida Democrat Alan Grayson focused an attack on the previously rather obscure topic of central bank swaps. Exchanges of reserves on a short term basis between central banks historically constituted one of the smoothing elements in forex markets. After the Lehman crisis their volume expanded as part of the global effort to provide liquidity, with repurchase arrangements that avoided foreign exchange risk. On 21 July 2009, Grayson asked Fed Chairman Ben Bernanke why the swaps on the Fed’s balance sheet had increased from $24 billion at the end of 2007 to $553 billion in 2008, and which foreign institutions were benefiting from such loans. Then he picked one foreign central bank that had done a swap, taking New Zealand, which is tiny and at the other side of the world. Why was the Fed ‘giving’ $9 billion (or $3,000 to each inhabitant) to New Zealand, when the money could have been better spent on Americans suffering from the credit crunch?

The contrast between the two phases of the post-2007 crisis is remarkable: in the first (US sub-prime) phase, the swap networks were very extensive, and had a dramatic effect in countering financial instability. In the second (Eurocrisis) phase, the availability of dollar credit was not enough to prevent a substantial deleveraging. Describing the first phase, Goldberg and co-authors concluded that ‘the CB dollar swap facilities are an important part of a toolbox for dealing with systemic liquidity disruptions’ (Goldberg, Kennedy, and Miu, 2010). Moessner and Allen conclude that ‘the swap lines in the 2010–12 crisis did not help protect against banks’ deleveraging as much as they had done during the 2008–09 crisis’ (Moessner and Allen, 2011, 2013). In 2011, commercial banks financed their acquisition of dollar liquid assets mainly by deleveraging, i.e. reducing other assets.

According to the standard theory of central banking, banks give credit in response to liquidity problems, but not when there is a doubt about solvency. Solvency issues require the intervention of governments that are capable of absorbing the loss (i.e. distributing the loss to their taxpayers). It is hard to entrust the management of financial instability to international cooperation, because the distribution of costs for bailouts and resolution cannot be clear ex ante. Central banks succeeded in the first part of the financial crisis because they were able to define the major issue as the disappearance of liquidity and the freezing of the interbank market. Financial institutions looked as if they were protected by government guarantees. In the second part of the crisis, when some governments were no longer able to give credible guarantees because they were themselves sucked into the spiral of disappearing confidence, the question of who was to bear the ultimate losses of the banking sector became acute.

There was a further strain on international cooperation. In the wake of the financial crisis, the major central banks—in particular the Fed—engaged in a major exercise of ‘unconventional’ monetary policy, or quantitative easing. While this looked like an appropriate policy to deal with problems in the United States or the United Kingdom, the spillover effects created substantial problems in emerging markets. Cheap borrowing in particular fuelled large scale capital inflows, with inflationary effects.

The actions of the major industrial countries seemed to be eroding monetary and financial stability in the periphery. The standard reply of US officials was that the spillovers could be dealt with easily through the use of domestic policy levers such as interest rates but also through the imposition of capital controls. But that argument ignored the real practical difficulties of maintaining watertight controls. Some emerging market policy makers claimed that the extraordinarily low interest rates were part of a strategy of currency depreciation by the United States (‘currency wars’ in the oft-quoted phrase of Brazilian Finance, Minister Guido Mantega).20 The repeated accusations that exchange rates are being manipulated in order to achieve trade advantages recall the bitter polemics of the 1930s. In addition, loose monetary policy was believed to be fuelling commodity and food prices rises, and consequently social unrest in many emerging countries, including those that are perceived to be the major competitors of the US: e.g. China.

The failure of currency coordination is not surprising. There were similar failures in the early 1970s, after the Smithsonian meeting to determine a set of new exchange rates, or in the mid-1980s, when attempts at coordination in the Plaza and Louvre Finance Ministers’ meetings heightened rather than dampened financial instability. The only major reason to worry about such failures is that frustration about the currency regime can translate potentially into powerful demands in parliaments and other representative assemblies for trade retaliation as a response to a currency war. So far, this trade counterblast remains a topic for discussion rather than a reality.


CONCLUSION

The financial crisis has demonstrated both the enormous power of coordinated central bank action, and consequently its importance for the political regimes to which the central banks are ultimately accountable; but also the limits to action.

Before the crisis, there was no real awareness of how important cooperation and coordination might be: the last big international crises were simply too far away in a distant past, and the financial environment apparently changed too radically by financial innovation and by the headlong expansion of mega-banks. The then Governor of the Bank of England, Mervyn King, reflected on this pre-crisis world view: ‘I think what’s so interesting about the period running up to the crisis was how everyone thought how unimportant the international dimension was, in the sense that it might have an interesting impact on what was going on in the world, but it had no relevance to policy. Policy was set purely domestically. There was no serious impetus to doing anything in terms of international co-ordination.’21 Then, however, coordination became desperately needed, and desperately problematical.

The changing tasks, and the governance and accountability issues, of modern central banks are best thought of in the framework offered by the analysis of targets and instruments. What are the goals of a modern central bank, and to what extent do they mesh with the overall economic and political objectives of a society? The goals as commonly understood objectives may conflict with each other. Such conflicts strain the governance mechanism of the central banks as they seem to demand a political resolution. In particular, central banks aim at some combination of:


1.Price stability

2.Maximum employment22

3.Exchange rate stability

4.Financial stability


For large countries, in respect to the first and second objectives, their aim is overwhelmingly national, and there is no need to cooperate. There may be conflicts between both of these goals, and in particular a focus on the second may produce an inclination to what is sometimes called ‘malign neglect’ or ‘currency wars’, in which an effective devaluation is pursued for the sake of increased competiveness and higher employment. Smaller countries will find the first goal impossible unless they pay attention to the third goal and look in some form to manage the exchange rate.

The third objective (exchange rates) requires instrumental cooperation but also coordination, and may in some circumstances endanger the desired price stability. Exchange rate action has been the major focus of twentieth-century efforts at intensified central bank cooperation. The most enduring episodes of international cooperation and coordination occurred in the period when exchange rate stability was problematical—in the interwar years, and in the years of the effectively working Bretton Woods system (1962–71) as well as beyond that in the European context, where Europeans tried to preserve some features of the Bretton Woods world view. Attempts to correct exchange rate movements through coordinated action have not been a feature of the policy response to the post-2007 crisis. Smaller countries are inevitably more interested in exchange rate stability, and thus will want to find a framework for central banks to embark on this sort of cooperation. Large countries will only be interested in responding to this demand if their political decision-makers see an overarching generalized interest in stability. That was the case with the United States in the Bretton Woods era in the global system, and with Germany from the 1990s in the European framework, as it engaged in the uniquely intense central bank cooperation involved in establishing the European monetary union. The debates after 2013 about the timing of tightening in the United States and the effects on emerging markets that borrowed heavily in dollars appeared to indicate a substantially reduced American interest in global coordination: the most common official US response was that the problem of capital flow reversals could be handled by capital controls or macro-prudential regulation.

The fourth goal, financial stability, has the greatest capacity to strain cooperative processes and coordination mechanisms. The spillover effects of one country’s monetary policy (since it offers funding potential) or regulatory policy (as in the case of the 2008 Irish bank guarantee) on others can be immense. A great deal of dialogue is thus needed in order to optimize policy. But the realization of financial stability may be hard to reconcile with conventional central bank policy and with international cooperation. Effective provision of financial stability requires the ability to provide fiscal resources to provide for the resolution of insolvent banks. Actions to restore solvency in consequence give rise to distributive issues and impose costs on taxpayers that they are usually unwilling to assume for foreign institutions. The larger the financial system, the greater this challenge becomes. Since there is an aversion to dealing in this way with internationally active banks, large banks have a life cycle that was memorably described by Mervyn King (Lord King), as being global in life, but national in death.23

Crises increase the demand for central bank cooperation in order to provide a global public good, financial stability. But they also dramatically increase its cost, and in particular the fiscal costs associated with interventions to ensure financial stability. That result means that crises are very often associated with setbacks to the cooperative process, and disenchantment or disillusion about the role of central banks.

Financial stability has engendered some spectacular attempts at central bank cooperation—notably in 2007–08, in the first phase of the Great Recession. The problematical—and indeed probably ultimately insoluble—character has been highlighted in the aftermath of the 2007–08 financial crisis and particularly after the euro crisis. The solution of the euro crisis, with the peculiar feedback loop of financial stability and fiscal sustainability, requires a cross-border resolution mechanism as well as shared supervision and regulation. It has thus become the global test case for both the possibilities and the limits of central bank action.
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CHAPTER 17

BANK REGULATION AND SUPERVISION

CATHERINE R. SCHENK AND EMMANUEL MOURLON-DRUOL

REGULATION has been a recurring theme in business history at industry level as well as in case studies of firms and firm dynamics. Among the rationales for regulation, this literature identifies overcoming market failures such as negative externalities (e.g. pollution), natural monopolies (utilities), and providing public goods. For banking and finance, the added complications of information asymmetry and the systemic importance of banking systems for monetary and economic stability have led to a general consensus that there can be a positive role for some level of regulation and supervision in the banking industry. But there are also important challenges in this area that arise from regulatory competition, moral hazard, and regulatory capture. These challenges can be magnified when raised to the regional, international, or global platform. Despite the apparent need for greater coordination of prudential supervision and regulation to ensure a stable global financial system, there has been only limited progress towards practical implementation of these principles at a global level.

The global economic crisis of 2007–08 emphasized the importance of developing a longer-term perspective on institutional change in order to understand and respond to current and future challenges in the global economic system. This appears to be especially the case with respect to financial regulation, which has developed unevenly from ad hoc foundations established in response to a series of crises during the nineteenth and twentieth centuries. The nature of this process embeds the current policy framework in historically determined norms such as the primacy of national sovereignty over supra-national regulation, micro- rather than macro-prudential supervision, and respect for private market information over transparency (Alexander, Dhumale, and Eatwell, 2006). These norms have been challenged (Brunnermeier et al., 2009) but the initial response to the crisis did not call for a radical departure from existing structures (G-20 2009; FSA 2009; EU 2009; HMT 2009) and there is still limited practical implementation of agreed policy proposals despite high profile initiatives such as the EU Banking Union and the Financial Stability Board (FSB 2013a). In many fundamental ways, national regulatory regimes have not converged (Barth, Caprio, and Levine, 2013). This chapter establishes the rationale for regulation of banking and financial activity and then traces the evolution of national banking regulation and supervision in a range of countries. Particular attention is paid to the contrasting models in Europe, the US, and the People’s Republic of China. The next section addresses the particular challenges of prudential regulation in the globalized financial markets that have prevailed since the 1990s.

RATIONALE FOR BANK REGULATION

The core economic role of regulation in banking and finance is to enhance the stability and efficiency of the banking system by overcoming market failures (Grossman, 2010: 129–32). The main market failure in banking is the information asymmetry between borrower and lender, which introduces risk into financial intermediation. Borrowers have greater information about the likelihood of default than the lender. Another dimension of information asymmetry is between the depositor and the banker. Depositors do not have perfect information about the uses to which their money will be put and therefore may not be able to assess the likelihood that their deposit will be available to be withdrawn on demand. There is a further dimension of time inconsistency or maturity transformation for banks that lend on longer terms than they borrow from depositors in order to maximize the margin between lending and borrowing rates. Regulations thus aim to protect depositors’ interests and reduce the incidence of bank failure by preventing fraud, excessive risk-taking and inadequate capitalization to meet obligations in the case of a default. At the same time, the importance of the stability of the banking system to the economy means that the state has an interest in ensuring that a lapse in prudent banking does not cause contagion through the system. Thus ex ante rules for resolving banking crises are introduced including lender of last resort for illiquid banks and deposit insurance to reduce the likelihood of contagious runs on otherwise solvent banks. The moral hazard arising from these protections in turn increases the need for prudential regulation to ensure that banks do not take on excessive risk in anticipation of being bailed out. As banking systems became more complex since the nineteenth century, the challenge of transparency both within an institution and between the regulator and the bank created new challenges.

The relationship between regulators and the regulated in financial services has attracted considerable academic attention, partly because banking systems operate differently from other markets (Barth, Caprio, and Levine, 2006; Dewatripont, Rochet, and Tirole, 2010; Grossman, 2010; Calomiris and Haber, 2014; Schenk, 2014). Reputation and private information are key bank assets in a market with information asymmetry, but this complicates the ability to engage in transparent prudential supervision. The potential for regulatory capture is particularly strong because of the close connections that are required to supervise complex financial transactions where highly specialized knowledge is needed for identification and diagnosis of problems. Staff involved in prudential supervision may have inferior understanding to those employed in banks themselves, partly because the salaries in supervisory institutions are lower than in banks. In many financial markets, therefore, a model of self-regulation developed for example among foreign exchange brokers and later hedge funds. In banking, a further motivation for self-regulation is the vulnerability of otherwise sound banks to rogue business by a small number of institutions, so it is in the interests of well managed banks to ensure that others operate to the same high standards; systemic vulnerability increases incentives for market leaders to impose discipline. Finally, trust is an important feature to ensure compliance since the private information embedded in balance sheets and other reports is a valuable asset for banks. The relationship between banks and supervisors/regulators is thus complex and prone to lapses.

DEVELOPMENT OF REGULATORY REGIMES

Early regulatory frameworks reflected the views of classical liberal economics that governments should have a minimal role in the operation of markets. But the systemic effects of bank failures and losses to depositors during the nineteenth century created incentives for more formal rules and supervision. National regulations reflected diverse market structures so that by the turn of the twentieth century several models of bank regulation had emerged. One important distinction was between centralized and federal systems. Thus in Germany and the US, where overlapping jurisdictions were evident, the complexity of banking regulation reflected the general complexity of the political structures of sub-state powers. In the UK, by contrast, the banking system and regulatory structure was more monolithic, although even here there were important differences between regulations in England and Scotland. Calomiris and Haber (2014: 75–6) describe Scottish banks in the eighteenth century as ‘particularly innovative’, for example, in their freedom to issue small-denomination notes and deploy limited liability structures, which made them more resilient to the 1825 English banking crisis.

The most basic form of banking regulation operated through company registration mechanisms that arose in the eighteenth and nineteenth centuries, often including annual reporting of accounts to increase transparency. However, the compelling case for extraordinary regulation of banking companies in addition to the rules generally applied to other companies gradually drew governments and state agencies into closer prudential regulatory and supervisory roles. In England, the desire to consolidate note-issuing powers at the Bank of England led the government to impose constraints on the operations of other banks in the eighteenth century, limiting note issuing banks to a maximum of six partners. However, a rash of 60 bank failures in the financial crisis of 1825 raised a public protection motivation to increase the resilience of banks. Thus, the 1826 Banking Co-partnership Act in England established joint-stock banks in England in the expectation that they would be better capitalized and robust. At the time, the issue of ownership and liability was particularly acute; were depositors better protected by the wealthy owners of private banks or by the potentially shallow pockets of a wider range of joint-stock owners? Did unlimited liability of shareholders increase the stability of banks by reducing the appetite for risk? Hickson and Turner (2003) found that unlimited liability increased shareholders’ monitoring or participation in management, but they also note the importance of regulations that constrained risky investment or practices in the nineteenth century (Hickson and Turner, 2004).

The failure of unlimited liability banks such as the Western Bank in Glasgow in 1857 prompted the extension of limited liability to joint-stock banks in 1858 (Acheson and Turner, 2008). But the uptake was fairly slow until the 1878 collapse of the City of Glasgow Bank bankrupted many of its shareholders. Turner (2014) examines the development of the English banking system and finds that capital adequacy was better assured when shareholders bore unlimited liability in the nineteenth century and that capital adequacy eroded in the twentieth century era of limited liability. The 1879 Companies Act made it easier for banks to move to limited liability through a halfway measure of ‘reserved liability’ by which shareholders could be called to contribute a fixed (not unlimited) amount of additional capital. As joint-stock banks expanded, they developed consolidated branch banking systems partly through mergers and acquisition, thereby reducing competition, but shareholder capital also declined. Turner (2014: 173) argues that as shareholder liability declined, ‘bank regulation acted as a check on risk shifting by banks for four decades or more after 1939’. Thus, formal and informal controls by the Bank of England mitigated the risk of moral hazard from bank owners who had little capital to lose and could rely on a committed lender of last resort.

Elsewhere, the principle of limited liability was established earlier and attention became focused on consumer protection by ensuring capital adequacy, probity of accounts, and in some cases deposit insurance. In the US, the banking system developed on the basis of a plethora of limited liability banks in contrast to the consolidated branch banking structure that characterized Canada and the UK. By 1825 there were 330 state banks and 25 branches of the Banks of the United States operating in the US, heavily concentrated in the commercial industrial northeast (Sylla, 2009: 222, 232). Superimposed on the localized state regulatory structure, White has shown that the late development of a National Banking System 1863–64 created a mixed economy of institutions that prompted a complex multi-institutional regulatory structure (White, 2013). In the absence of a central bank, national level supervision was lodged with the Office of the Comptroller of the Currency while the state banks remained under local jurisdiction. Branching across states was prohibited, which reinforced the atomistic nature of the banking system. At the same time, regulatory competition between state and national regulators increased the fragility of the system (for example by reducing capital requirements), which was exposed in periodic rashes of bank failures. Crisis resolution often required the provision of liquidity through the clearing system and/or direct bailouts often at some cost to domestic economic activity. The collapse of the Knickerbocker Trust Company in New York in October 1907, for example, sparked a collapse in the stock market and a wave of bank panics across the US (Silber, 2007: 43–65). Hansen (2014) finds that the loss of confidence was due to false rumours rather than inadequate regulation, but without a central bank to act as lender of last resort, the panic was resolved partly through the intervention of the prominent banker J.P. Morgan (who organized the rescue of a range of major institutions) and injections of liquidity from the New York Clearing House and the US Treasury.

The origin of central banking in the US partly stems from this panic of 1907 and a meeting at Jekyll Island in November 1910 when leading bankers met with politicians to develop a central banking system (Bordo and Roberds, 2013). By 1911 there were 25,000 commercial banks operating in the US and it was clear that there was a need for a central bank with some supervisory and regulatory authority and lender of last resort functions. The Federal Reserve System was finally established in 1913, with devolved regional offices responsible for regulating and supervising state member banks. But supervisory responsibilities were still shared between the new central bank, the Comptroller of the Currency and local agencies, creating competition that ‘slowly weakened oversight of banking’ (White, 2013: 8). The vulnerability to systemic panic was most starkly revealed in the disastrous banking crisis of 1931 blamed by Friedman and Schwartz for the monetary contraction that caused the Great Depression (Friedman and Schwartz, 1963). This marked a turning point in US bank regulation, but not in the direction of simplification.

The two main lessons drawn by politicians in the US from the Great Depression were the need for deposit insurance to pre-empt contagious panic (supported by House Representative Henry Steagall) and the risks inherent in mixing investment and retail banking (promoted by congressman Carter Glass). The Banking Act of 1933 (referred to as the Glass–Steagall Act) prohibited commercial banks from engaging in a range of investment banking in an effort to separate dangerous speculation from more fundamental provision of credit to industry, agriculture, and commerce (Meltzer, 2003: 429–35). Conversely, investment banks that underwrote and dealt in securities were no longer allowed to engage in retail commercial banking. To further restrain competition that might undermine liquidity and encourage risky behaviour, the Act also introduced statutory controls on interest payable on deposits, later known as Regulation Q. The Banking Act of 1933 also launched the US deposit insurance scheme (formally called the Federal Deposit Insurance Corporation or FDIC from 1935) protecting small deposits up to $2,500 in case of bank failures (raised to $5,000 in 1935). The FDIC was funded by the government and by subscribing banks. At the same time, the supervision of bank holding companies and national banks was consolidated in the Federal Reserve, although state and local banking authorities continued to have oversight of a range of financial institutions. From this time, all commercial banks were now regulated and supervised by federal institutions, but this responsibility was shared among the FDIC, Office of the Comptroller of the Currency, Federal Reserve Board, and the state banking authorities retained local responsibilities. Table 17.1 sets out the complexities of these overlapping organizations.



Table 17.1Banking regulatory agencies

[image: image]

Source: FDIC.






Calomiris and Haber argued that national regulation systems have been the result of bargains among bankers, populist movements, and governments/bureaucrats. Thus, in the US strong alliances between unit bankers and agrarian populists were able to extract from government a regulatory system that protected their interests in return for tax revenue, ownership interests, and contributing to government finance (Calomiris, 2014: 154). The US system is also hampered by the ‘belt and braces’ approach that increased the regulatory burden on banks, the complexity (and therefore the obscurity) of the system to outsiders, and competition among agencies. Certainly, the regulatory structure of the US system contrasts markedly with that of Canada or the UK, where fewer, larger banks dominate and are reflected in more centralized and coherent regulatory structures. Calomiris and Haber argue that it is no accident that with a more coherent approach to bank regulation and a more concentrated banking system, there were relatively few banking crises in either Canada or the UK compared with the US in the twentieth century.

The cases of China, South Korea, and Japan exemplify models where the government had firmer control over the financial system both through state ownership, legal powers, and informal forms of influence over bank lending. In these economies the close relationship between the financial system and either authoritarian or repeatedly elected governments created tight formal and informal regulatory frameworks designed to channel scarce capital to industry as part of state-led industrialization policies. Through most of the nineteenth century, European and Japanese banks dominated East and South East Asian trade and there is a voluminous literature exploring the operations and strategies of multinational banks in this period (Jones, 1995; Nishimura, Suzuki, and Michie, 2012; Bonin, Nuno, and Yago, 2015). In China, local money changers and small credit institutions supported traditional commerce, and foreign banks operated branches in port cities to support commercial activity from the 1840s, but by the 1890s the state’s efforts to industrialize China increased their focus on developing the domestic banking system. The first local modern bank (Imperial Bank of China, IBC) was founded by the Qing state in 1897 and explicitly set out to follow the regulations of the Hong Kong and Shanghai Bank (headquartered in Hong Kong): its first general manager was a former HSBC banker. But the IBC was rocked by liquidity and solvency crises during the Boxer Rebellion from which it struggled to recover (Cheng, 2003: 25). In the early twentieth century a set of laws and regulations encouraged both state-sponsored and private banks, mainly on a limited liability joint-stock basis, and by 1911 there were 17 Chinese banks in operation. From 1908 the Daqing Bank operated as a quasi-central bank under the patronage of the Qing rulers and was the predecessor of the Bank of China. From 1911 the new Republican state viewed finance as a fundamental requirement for the industrialization of the economy and promoted a rapid expansion so that by 1925 there were 160 modern Chinese banks, accounting for 40.5% of China’s total banking capital and 42% of deposits (Ji, 2003: 166). Chinese banks (both private and state-controlled) were heavily involved in supporting government bond issues during the end of the Qing period and the ensuing Republican era (Ji, 2003: 104–6) although they were also engaged in financing commerce and industry (Cheng, 2003). From 1937, war and revolution interrupted China’s financial development until the establishment of the People’s Republic of China in 1949.

In Japan, barriers to the entry of foreign banks, controls on interest payable on deposits, capital controls, and limits on corporate bond funding led to uncompetitive financial markets. In the nineteenth century, the Meiji government looked to the US, Britain, and Germany for models to establish a modern banking system to support economic development, although Tamaki (1995: 63) notes that the British example was considered too liberal for the government led economic system emerging in Japan. The Bank of Japan, established in 1882, was instead modelled on the National Bank of Belgium and put under the control of the Ministry of Finance (Tamaki, 1995). The US occupation administration from 1945–52 failed to reform the Japanese banking system, leaving an oligopolistic banking market to support the rapid re-industrialization of the Japanese economy in the period of high speed growth in the 1960s (Ogura, 2002). Tsutsui (2010) argues that the Japanese banking system successfully resisted ‘Americanization’ both due to opposition from the Japanese authorities and also fractured and deficient planning within the local American administration. Thus the US programme of ‘democratization of industry’ that aimed to dismantle cartels and increase competition in other sectors was not successful for the financial system. Regulations carefully segmented the banking and financial system geographically (city vs regional banks) or by term of lending (long-term vs short-term credit) or foreign exchange (Bank of Tokyo) to constrain competition. As in the US, the 1948 Securities and Exchange Law separated commercial and investment banking. During the high speed growth era of the 1960s, large City banks were central to the keiretsu structure of industrial combines and successfully channelled funds to Japanese industry. Amyx (2013) has argued that the Ministry of Finance operated through less formalized ‘administrative guidance’ as well as through transparent legal structures and that this increased the political influence on banks. The lack of competition and focus on security of the financial system through implicit and explicit government support was sometimes termed a ‘convoy’ approach to regulation: aimed at ensuring that the flotilla of banks sailed together and stayed afloat (Amyx, 2013: 107–8). By the 1990s, Japanese banks had grown to be among the largest in the world, but subsequent deregulation exposed their fragility and inability to adequately price risk. As with the case of South Korea, in the 1990s there was evidence of ‘evergreen’ lending to insolvent industrial borrowers during recession to sustain these enterprises. This arose partly from political pressure to avoid company closures and partly to sustain the banks’ own balance sheets by avoiding outright default (Hoshi and Kashyap, 2004). Elsewhere in Asia, the state had an even more prominent role governing the financial markets to promote policy priorities in the twentieth century.

After the establishment of the People’s Republic of China in 1949, the banking system was nationalized and most foreign banks were forced out, although HSBC retained its branch, operating at a loss (King, 1991). Chinese banks’ activities were focussed on channelling funds to the state-owned enterprises as part of centralized national plans rather than in response to market forces. The transition to a more market-based economy began with Deng Xiao Ping’s Open Door Policy at the end of 1978, but the banking system remained tightly within state control while experiments with foreign firm entry and restructuring of state-owned enterprises were undertaken mainly in the manufacturing sector. In September 1983 the State Council transferred the commercial business of the People’s Bank of China (PBoC) to four specified banks (Industrial and Commercial Bank of China, Bank of China, Agricultural Bank of China, Bank of Communications) to support the economic reforms of the Deng era. It was not until March 1995 that the PBoC was legally confirmed as China’s central bank, with responsibility for monetary policy and supervision of the banking system. In the meantime the banking system reformed and diversified.

In 1987, the Bank of Communications was restructured to become China’s first joint-stock commercial bank and in April 1991 Shenzhen Development Bank made the first public share issue in Shenzhen, becoming China’s first listed bank. But the proportion of shares available to the market was strictly constrained so that the bank remained essentially state controlled. In 1994 the four specified banks changed into national commercial banks and three policy banks were established to deliver particular services to the rapidly growing economy: China Agricultural Development Bank, China Development Bank, China Import and Export Bank. The Commercial Bank Law of May 1995 formalized the structure of the commercial banking system and the following year Minsheng Bank opened as the first Chinese bank operating mainly with non-state shareholders. Still, the development of the banking system lagged behind industrial and commercial reforms because banks were an important instrument to support the programme of reforming inefficient state-owned enterprises.

The Chinese economy was gradually opened to international competition during the 1980s and 1990s, exposing the inefficiency of state-owned enterprises and the low quality of bank assets. The threat to economic and social stability posed by the restructuring of large, state-owned industrial enterprises required sustained flows of capital, which were channelled through the banking system but by 2000 almost a third of bank assets were non-performing loans (NPLs). In order to improve the balance sheets of commercial banks in 1999 the Ministry of Finance put up RMB10 billion to establish four Asset Management Companies (Cinda, Huarong, Great Wall, and Orient) to manage and dispose of non-performing loans (NPLs) of the four major state-owned commercial banks. This solution was remarkably successful and Figure 17.1 shows the reduction in the outstanding NPLs of major commercial banks over the following ten years.
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FIGURE 17.1 NPLs of major commercial banks

Source: CBRC Annual Reports



In 2001, China joined the World Trade Organization (WTO) and pledged to open up the banking system to foreign competition over 5 years, but weaknesses persisted, particularly with risk management and a lack of market discipline. As a result, in April 2003 the regulatory system was overhauled and regulation/supervision was transferred away from the People’s Bank of China (He, 2014: 52–3). A new China Banking Regulatory Commission (CBRC) took over the supervisory function of banks, asset management companies, trust and investment companies, and other deposit taking companies while the PBoC focused on monetary policy and macro-economic stability, including supervision of interbank markets and settlements systems. This separated the supervisory responsibility from monetary policy making in line with developments in many advanced economies in the 1990s. The central government continued to act as lender of last resort in the absence of formal deposit insurance. As in other systems, the central bank’s responsibility for maintaining financial stability overlaps with the regulation and supervision remit of the CBRC. He (2014: 54) notes that there are extra complications from the influence of a range of other government departments that can disrupt the activities of foreign banks in China.

In 2004 the CBRC set out Guidelines on Corporate Governance Reforms and Supervision of the Bank of China and Construction Bank of China as part of a general trend to reform the organization of state-owned banks into limited liability joint-stock banks. The Guidelines encouraged foreign investment to strengthen capital adequacy and to transfer best practice corporate governance, service standards, and managerial expertise as Chinese banks grappled with consumer credit and more market driven lending. But foreign investors were heavily regulated and the maximum stake was 20% for any individual foreign investor. Only large foreign banks were eligible to participate and the home country needed to demonstrate a sound regulatory and supervisory system with a ‘favourable economic environment’ (Roberts and Kynaston, 2015: 475–6). In August 2004 HSBC took a 19.9% stake in Bank of Communications. While HSBC did not anticipate this investment to be profitable in the short term, it was an important element in the bank’s relationship building with the rapidly growing Chinese market (Roberts and Kynaston, 2015: 478–1). From 2005 to 2008 about five to seven Chinese commercial banks per year received similar overseas equity participation, so that by 2008 the total amount of overseas investment in Chinese commercial banks amounted to US$32.8 billion. In addition, from 2005 Chinese banks began raising capital on overseas stock markets, accumulating a further US$45.5 billion by the end of 2008. The opening up of the Chinese financial and banking market to foreign competition was an important element in China’s economic strategy, although the domestic banking system remained tightly controlled. Table 17.2 shows that there was a rapid increase in total assets and investment, but foreign banks remained a very small part of the total Chinese banking sector.

In the 1980s many developing economies were encouraged to open their capital markets and to deregulate their banking and financial markets in order to lift the constraint of financial repression and allow a more efficient allocation of capital to promote economic development. The pace and sequence of this liberalization was initially applauded by liberal authorities in the US, the World Bank, and the IMF, but the Asian Financial Crisis of 1997 exposed the risks associated with liberalizing international capital markets before there were appropriate regulatory systems in place. As Stiglitz (2000: 1075) characterized this process, ‘one might compare capital account liberalization to putting a race car engine into an old car and setting out without checking the tires or training the driver’. The importance of sound internal governance and prudential supervision became starkly apparent in the rash of emerging market banking and currency crises in the 1990s. In South Korea (and in Japan) the close relationship between banks, government, and industry that had been widely lauded as a model for other countries was exposed as promoting rent-seeking, corruption, and moral hazard (Krueger and Yoo, 2002). In the aftermath of these crises, most countries strengthened the supervisory and regulatory responsibilities of state sponsored agencies.




Table 17.2Foreign banks in China 2004–13
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Notes: Number of Foreign Institutions includes HQ, branches and subsidiaries of locally incorporated institutions as well as foreign bank branches.

Source: China Banking Regulatory Commission Annual Reports.






The location of regulatory authority has varied across time and across jurisdictions. In the nineteenth century, the burden of being the lender of last resort created an incentive for central bankers to monitor the stability of individual institutions as well as systemic stability. In the nineteenth century several new central banks found themselves with expensive responsibility for failed institutions; thus the Banque de France rescued the Comptoir d’Escompte in 1889 and the Bank of England rescued Barings Brothers in 1890. But there was little consistency in approach as banking systems developed on distinctive national lines. Table 17.3 shows a snapshot of how prudential supervision was organized in a range of Organisation for Economic Co-operation and Development (OECD) countries a century later, and it is clear that there was a range of models. The options included the central bank, ministry of finance/treasury or a specialist agency: in a few cases the responsibility was shared between agencies. This diversity reflected a lack of consensus over the appropriate level and form of supervision as well as the distinctive structures of financial systems in various countries.

As Capie (Chapter 15, this volume) and James (Chapter 16) note, central banks have two core roles: to maintain monetary and financial stability. But in practice these operational responsibilities have proved challenging to combine and this has led to a variety of institutional frameworks (Masciandaro, 2007). In particular, it was argued that regulation, supervision, and enforcement should be separated from the operation of monetary policy since the goals of these two areas of responsibility might come into conflict. Within supervision, the distinction was drawn between macro-prudential supervision focussing on monitoring the temperature of the economic and financial system as a whole, and micro-prudential supervision that focuses on the resilience of individual institutions. This systemic versus individual dichotomy mirrors the discussion of appropriate lender of last resort functions—whether liquidity should be supplied to individual institutions or whether it should be provided to the banking system as a whole (Bagehot, 1873). Where central banks are required to provide liquidity for individual institutions or to fund the resolution of bank failures, this argues for the central bank to take responsibility for micro-prudential supervision to monitor individual institutions ex ante and thereby minimize the burden of this obligation (Nier, 2009). Clearly if central banks have ultimate responsibility for financial stability, they have an interest in minimizing the likelihood that crises will occur. On the other hand, in advance of the 1997 Asian Financial Crisis, Goodhart and Schoenmaker (1995) argued that conflicts between monetary stability and micro-prudential supervision could make it more appropriate to have two separate institutions focusing on individual institutions and systemic issues. A central bank might be less willing to raise interest rates, for example, if this would threaten the solvency of banks that it was supervising. Separating micro- and macro-prudential responsibility was the solution in several countries in the wake of financial crises in the 1990s. In the case of Japan, for example, several financial institutions failed during the 1990s incurring substantial costs to the taxpayer to bail them out and drawing the state in to temporarily nationalize individual institutions. In 1998, prudential supervision was shifted away from the Ministry of Finance and to a new separate Financial Supervisory Agency as part of a general overhaual of the regulatory regime (Uchida and Udell, 2012). Similar specialist institutions responsible for micro-prudential supervision of financial services were also introduced in European countries.

A second development from the 1980s onward was the increasing complexity of links among different parts of the financial system that tended to be supervised separately. Thus financial conglomerates might include a collection of insurance, securities, and banking activities. In recognition of this trend, in the 1980s Denmark, Norway, and Sweden consolidated their supervision of banks, insurance, and investment companies in a single agency and this model was followed by Japan, Australia, Canada, Korea, Singapore, and the UK in the 1990s. In Australia a ‘twin peaks’ structure was adopted in the wake of the Wallis Committee in 1996 that separated prudential supervision from regulating the conduct of business and protecting consumers, although other countries, such as the UK combined these roles (Taylor, 2015). The goal of consolidating supervision was to achieve economies of scale and scope and to reflect the integration of different services within individual financial conglomerates. But the new structures did not prevent damaging banking crises, particularly in Scandinavia in the early 1990s that revealed the dangers of deregulation without adequate internal risk management (Drees and Pazarbasioglul, 1998).



Table 17.3Institutional framework of supervision, 1987



	
	Institution in Charge of Prudential Supervision



	Australia
	Central Bank



	Austria
	Ministry of Finance



	Belgium
	Banking Commission



	Canada
	Specialist agency



	Denmark
	Specialist agency



	Finland
	Specialist agency



	France
	Banking Commission



	Germany
	Specialist agency/central bank



	Greece
	Central bank



	Ireland
	Central bank



	Italy
	Central bank



	Japan
	Ministry of Finance/Central bank



	Luxembourg
	Monetary Institute



	Netherlands
	Central bank



	New Zealand
	Central bank



	Norway
	Banking Commission



	Portugal
	Central bank



	Spain
	Ministry of Finance/Central bank



	Sweden
	Specialist agency



	Switzerland
	Banking Commission



	Turkey
	Treasury/central bank



	UK
	Bank of England



	US
	6 agencies



	




Source: Pecchioli (1987)





The UK provides an example of the evolution of supervisory structures. As originally devised, the Bank of England had no statutory responsibility for the supervising of banks until the Banking Act of 1979. Instead, during the post-war period, the banking system was controlled through a combination of self-regulation and external controls. A local cartel among commercial banks placed a ceiling on interest payable on deposits and the Bank of England operated direct controls on lending and foreign exchange. The Bank of England also monitored through the discount window and exerted moral suasion over credit creation through its close personal as well as financial relations with the five main clearing banks. By the 1960s, however, financial innovation and the entry of foreign banks to take part in new offshore financial markets disrupted the cosy relationship between the Bank of England and the financial sector (Helleiner, 1994; Burn, 2006; Schenk, 2010). In September 1971 the Bank of England launched its programme of Competition and Credit Control, aimed partly at enhancing competition in the banking system by allowing foreign banks and other financial institutions to compete directly with commercial banks in a range of retail markets. Deregulation contributed to volatile property markets and a surge of lending without adequate prudential supervision (Needham, 2014: 67–9) prompting a ‘secondary banking crisis’ in 1973–74 that required collective action among the major commercial banks and the Bank of England to act as lender of last resort (Capie, 2010). At the same time, gyrations in the foreign exchange market in the summer of 1974 further revealed the systemic dangers of a lack of prudential supervision (Schenk, 2014). Along with increasing pressure from the European Economic Community (EEC) for greater harmonization of bank regulation, these episodes prompted a general overhaul of the governance of the banking system culminating in the Banking Act of 1979 that formalized the Bank of England’s supervisory responsibility for banks.

Over the following decades micro-prudential supervision was distributed across a proliferating range of agencies by type of institution (e.g. banks, securities, insurance). But the global trend of merger and consolidation of financial institutions in the 1980s and 1990s enhanced the fashion to integrate responsibility into a single authority, often separate from the central bank. In 1997, a complex web of nine supervisory agencies was combined to create the integrated Financial Services Authority (FSA) separate from the Bank of England. A formal Memorandum of Understanding that established the ‘tripartite’ structure of shared responsibility between the Bank of England, the Treasury, and the FSA to try to link micro- and macro-prudential supervision and regulation. The FSA undertook micro-prudential supervision while the Bank of England was responsible for the oversight of payments systems and ‘maintaining a broad overview of the system as a whole’ (Bank of England, HM Treasury, Financial Services Authority, 1998: 2). The Treasury was responsible for ‘the overall institutional structure of financial regulation and the legislation which governs it’ but had no operational duties (House of Lords, 2009). The Tripartite System prevailed over the era of financial innovation and risk accumulation that ultimately erupted in the global financial crisis in 2007. Critics pointed to failures of coordination and communication among the agencies that frustrated systemic oversight (Brunnermeier et al., 2009) and one of the outcomes was the winding up of the FSA and the vesting of more power at the Bank of England. The 2012 Financial Services Act established a Prudential Regulation Authority in the Bank of England (covering banking and insurance companies and major investment firms) and a Financial Conduct Authority to protect consumers and ensure the integrity and competitive market in financial services in line with the ‘Twin Peaks’ model. Overlaps persist and cooperation between these entities is detailed in another Memorandum of Understanding. The debate over the appropriate form of regulatory and supervisory responsibilities continues as financial markets evolve and the obstacles to coherent and effective regulation and supervision are magnified on the international level.

INTERNATIONAL BANKING REGULATION AND SUPERVISION

Because national banking systems are fundamental to macroeconomic policy, they have tended to remain a jealously guarded prerogative of national regulators. However, the highly integrated nature of national banking systems and the vulnerability to cross-border contagion in the context of globalized financial markets provides a strong rationale for some form of multilateral oversight. Moreover, because rules incur costs for banks, national interventions need to be coordinated to avoid regulatory competition (to the bottom) which would leave the global system vulnerable by eroding the competitiveness of jurisdictions where banks are subject to sound regulation. Because of the persistence of national approaches to regulation and supervision, the process of internationalization of banking from the 1960s and then globalization from the 1990s resulted in a mis-match between the regulatory framework and the structure of the global banking system. The recurrence of international banking crises prompted attempts to increase coordination and coherence, but the results have been mixed.

The first ambitious attempts to coordinate banking regulation and supervision happened within the framework of the EEC in the 1960s, before moving on to the Bank for International Settlements (BIS) from the mid-1970s (Mourlon-Druol, 2014, 2016). The publication of the Segré report in 1966 marked an intellectual point of departure. Claudio Segré, director for studies in the Commission’s directorate-general for economic and financial affairs, chaired an expert group studying the development of a European capital market. In outlining the problems confronting the EEC capital markets, the report identified the ‘disparities in the working and supervision of financial institutions’: ‘While the Group does not recommend complete harmonization of operating rules throughout the Community, it does consider that the elimination of fundamental divergences is an essential condition for the integration of European capital markets’ (Segré, 1966: 271). The momentum toward market integration was more important to the debates of the 1960s than financial stability.

Ensuring the stability of the financial sector was, to be sure, a background preoccupation, but two other elements took precedence. First, the desire to create a common market in banking, and hence to remove the obstacles to the free establishment of banks across the EEC, as epitomized by the Segré report. Second, the prospect of European monetary integration was likely to require the progressive drafting of common rules across the financial institutions operating within the single currency area. British Commissioner Christopher Tugendhat, who led the discussions in the 1970s, thus commented: ‘Let us imagine a situation in which complete freedom of operation existed throughout the Community for loans, deposits, the issuing of securities and investment. In these circumstances there would be a clear need, in the interest of the protection of savings and for the sake of orderly market conditions, for some kind of common regulatory framework’ (Tugendhat, 1981: 2).

With a view to harmonizing banking legislation, in 1969 the European Commission created an eponymous working group to consider ‘coordination of banking legislations’. After an exhausting programme of 21 meetings of government experts over four years, no consensus could be reached by 1973. Thereafter, the enlargement of the EEC to Britain, Denmark, and Ireland rendered the picture even more complex. The British banking system, in particular, followed an informal tradition of regulation and supervision that was at odds with more codified continental European systems. The Commission therefore changed its strategy. Instead of aiming at a single all-encompassing directive, it decided to follow a step-by-step approach, more modest in scope and substance (Dragomir, 2010).

Committee structures supported discussion of banking and financial harmonization in the EEC in the 1970s. The Groupe de Contact (or Dondelinger group after the name of its chairman Albert Dondelinger), established in 1972, was an informal group discussing cross-border issues linked to banking regulation within the EEC (Goodhart, 2011: 12–25). The Groupe did not want to be formalized as a European Community body, so the banking directive of 1977 (Council Directive 77/780/EEC) established the Banking Advisory Committee (BAC), composed of high ranking officials from the banking control authorities of the EEC member states, to discuss long-term strategic thinking and advice. During the second half of the 1970s, the liberalization of international capital flows, the rash of banking scandals and the acceleration of cross-border banking prompted most member states to reform their banking legislation. However, ambitious attempts to harmonize the banking legislations of the nine EEC member states encountered numerous practical obstacles that eventually postponed the whole enterprise.

A number of European policy makers did consider that because the EEC had the ambition to create a monetary union in the future, the EEC could form an optimum regulation area. Tommaso Padoa-Schioppa, then Director-General of the Economic and Financial Affairs Division at the European Commission, explained in 1982: ‘To the extent to which there therefore is a need for control and supervision, the question arises of determining the appropriate level at which they should be exercised, and in this regard there is a solid case for operating them at a Community level: the EEC could in this regard be seen as constituting an optimum regulation area’ (Padoa-Schioppa, 1982: 21). A year later, in 1983, Tugendhat articulated a similar reasoning: ‘it is important to bear in mind that the swift changes we can expect in European banking markets in the years to come do require similarly rapid adjustments on the part of the prudential authorities if the same quality of supervision is to be maintained with a bigger element of international business, and these rearrangements can only be realized at Community level’ (Tugendhat, 1983). But if the banking crises of the mid-1970s involved an international dimension, this tended to extend beyond the EEC’s borders, such as in the case of Herstatt (Cologne, Luxembourg, and New York), the Israel-British Bank (London and Tel Aviv) and the Lloyds Lugano scandal (Lugano and London) (Schenk, 2014; Mourlon-Druol, 2015). The various regulatory and supervisory issues raised by these scandals were not necessarily best dealt with at the EEC level. Moreover, the challenges of achieving monetary integration overwhelmed the banking union proposals.

When the monetary union was finally achieved in the 1990s with the launch of the single currency in 1999, it was concluded without Britain (Europe’s major financial centre) and without banking harmonization. Padoa-Schioppa, then member of the European Central Bank’s (ECB) Executive Board, noted in 1999 the ‘novelty [represented by] the abandonment of the coincidence between the area of jurisdiction of monetary policy and the area of jurisdiction of banking supervision’ (Padoa-Schioppa, 1999: 295). This novelty proved to be an important weakness of the euro area as soon as the sovereign debt crisis began from 2009. Setting aside its wider implications in the evolution of the Eurozone crisis, the decision to create a European Banking Union in 2012 marked an important change in supervisory practices (Posner and Véron, 2010; Quaglia, 2010; Véron, 2015). It most importantly brought a major institutional change, in that it moved most of the supervisory framework of Eurozone members to the supranational EU level. The ambitious proposals put forward by the European Commission in the 1960s and 1970s never envisaged that member states would be willing to delegate their supervisory powers to an EEC-wide authority. The fact that the ECB took over the Single Supervisory Mechanism’s (SSM) tasks from November 2014 therefore represents a major shift that will significantly shape the future of the Eurozone and the EU.

The EU, with its elaborate committee structures and commitment to economic integration might have offered the most promising forum to develop a coherent cross-border regulatory framework, but the protracted negotiations and the persistence of distinctive national frameworks revealed the practical challenges to overcoming the primacy of individual state control. On a global scale, it is not surprising that less progress was achieved. During the 1960s the spectacular growth of the offshore US dollar market that operated beyond the regulatory reach of any single authority was matched by the internationalization of banking and finance. Financial historians have closely documented the regulatory response to financial innovation in this period, described by Battilossi (2002) as a ‘secular discontinuity’. Thus Helleiner (1994) emphasized the crucial role of the state as a facilitator for financial globalization while Burn (2006) emphasized collusion between the state and financiers. Schenk (2010) explored the more nuanced debate among national regulators that ensured that London was the prime location for the Euromarkets. In London, the Bank of England did not exercise prudential supervision over branches of foreign banks nor over the foreign branches of British banks.

Several shocks to international capital markets in the early 1970s starting with the advent of the floating exchange rate regime in the spring of 1973, the oil price shock later that year and volatile asset markets caught out inexperienced bankers and supervisors in the summer of 1974 (Schenk, 2014). The ensuing rash of international banking scandals in the summer of 1974 marked a turning point in the awareness of the dangers of uncoordinated supervision and prudential regulation. In several cases central banks and governments were drawn into costly bailouts or had to provide liquidity to the market to prevent an even sharper contraction. In September 1974, the G-10 central bank governors sought to steady markets through a collective reassurance that while there was no lender of last resort in the Eurodollar market, they would

intensify the exchange of information between central banks on the activities of banks operating in the international market and, where appropriate, to tighten further the regulations governing foreign exchange positions.

While rejecting formal responsibility for central banks to be a lender of last resort in the Eurodollar market ‘they were satisfied that means are available for that purpose and will be used if and when necessary’. At their December 1974 monthly meeting, the Governors decided to establish a new standing committee to consider the supervision of international banking and foreign exchange markets.

The Basel Committee on Banking Supervision was launched at the Bank for international Settlements in 1975 with national representatives from G-10+2 central banks for both banking and foreign exchange market supervision (Goodhart, 2011).1 Their initial task was to consider an ‘early warning system’ that would pre-empt cross border effects such as were incurred by the abrupt closure of Herstatt Bank, but the Committee quickly resolved not to embark on a new system. At the first meeting, the Chairman George Blunden expressed his view that informal exchange of market gossip among the members of the Basel Committee themselves should suffice to provide early warning of potential crises. Blunden was a strong advocate of national sovereignty over regulation and supervision, stating in 1977 that ‘the banking system of a country is central to the management and efficiency of its economy; its supervision will inevitably be a jealously guarded national prerogative. Its subordination to an international authority is a highly unlikely development, which would require a degree of political commitment which neither exists nor is conceivable in the foreseeable future’ (Bank of England, 1977: 326).

Rather than infringing on this national sovereignty, the Basel Committee turned to sharing best practice and notifying each other about reforms to their national regulatory and supervisory practices. Their first substantive exercise was to try to clarify the responsibility for supervising offices of international banks, but here the results were mixed. The agreed guidelines, published as a Concordat in September 1975, determined that the main responsibility lay with host authorities to ensure that the local activities of foreign banks were supervised within their jurisdictions. However, it was recognized that parent authorities would also have an interest because of the risks to the parent institution posed by its foreign operations. This required close contact and communication among different national authorities and shared responsibility for monitoring both liquidity and solvency. However, the Concordat concluded that ‘it is not possible to draw up clear-cut rules for determining exactly where the responsibility for supervision can best be placed in any particular situation’ (<http://www.bis.org/publ/bcbs00a.pdf>). A particular stumbling block was determining which agency should act as lender of last resort and bear the cost of resolution in case of a failure. Instead of clear guidance, the Governors of the member central banks were urged to try to reduce barriers to the exchange of information between jurisdictions. The dramatic and costly collapse of Bank of Credit and Commerce International (BCCI) in 1991 revealed that (even after revision in 1983 and 1990) the Concordat left dangerous gaps in the oversight of international banks (Alexander, Dhumale, and Eatwell, 2006: 48–9; Goodhart, 2011: 107–10).

After wrangling over the Concordat, the Committee turned to discussing appropriate measurement and benchmarking of risk-weighted capital adequacy, thus starting a journey that continued through the following 40 years (Goodhart, 2011). Table 17.4 shows the outcome of a BIS survey of the practice of assessing banks’ solvency in 1978 where it is clear that even among EEC member countries there was little consistency in measuring capital adequacy ratios, particularly for subsidiaries. Only the Netherlands consolidated the accounts of minority-owned subsidiaries abroad as part of its supervisory practice despite a general recognition that they might pose a considerable liability to the parent institution in the case of failure.

Throughout the 1970s the Basel Committee and other multilateral bodies such as the IMF and the World Bank wrestled with how to supervise and/or regulate international banking as activity in this market accelerated sharply both in terms of volume and complexity. The investment of Organization of Petroleum Exporting Countries (OPEC) oil surpluses in the Eurodollar market in 1974 swelled banks’ balance sheets and they sought profitable employment for these funds by lending to sovereign borrowers, many of which were emerging and developing countries. The dangers of this so-called ‘recycling’ to the international banking system should these borrowers default, was widely discussed. As early as September 1974, IMF staff alerted the Executive Board of a series of ‘immediate concerns’ about the creditworthiness of borrowers, banks’ country exposure, foreign exchange exposure, and liquidity.2 Limited public information on sovereign debt burdens of individual borrowers increased information asymmetry and international banks responded by devising ways of delegating their assessment of risk and monitoring. For example, smaller or less experienced banks delegated monitoring and risk assessment to larger banks and participated through taking a syndicated position within large loans. But the IMF staff feared that some governments had borrowed beyond their ability to service their debt. As a result, ‘the markets’ decision-making process has recently come under question’ particularly over the ‘observance of appropriate standards for the assessment of countries’ debt-servicing capacity’ (ibid.). A second major concern was capital adequacy in light of the new risk profile associated with sovereign lending, since it appeared that capital ratios had been declining overall among international banks. Sovereign lending proved very profitable in the short term, but these profits were not being retained to increase the capital base. In order to continue lending without the accumulation of capital, banks established subsidiaries and consortia ‘which increased the capital for foreign operations but did not provide greater overall banking for combined operations of head offices and their overseas affiliates’ (ibid.). The market seemed to be moving in a direction that increased fragility but the IMF deferred to the BIS and national authorities to devise regulatory responses to this changing environment. Eight years later, the 1982 sovereign debt crisis rocked the global banking system and a financial crisis was only averted by emergency liquidity from central banks, restructuring of debt and additional credits from the IMF and the shift of sovereign lending from banks to bond markets.




Table 17.4Supervisory practices for assessing solvency, October 1978

[image: image]

Source: BS/77/52 Consolidation of banks’ balance sheets: aggregation of risk-bearing assets as a method of supervising bank solvency, October 1978, available at: <http://www.bis.org/publ/bcbs00b.pdf>.





The Basel Committee continued to be the forum for designing robust regulatory standards. Although compliance was not a formal requirement of membership, from the early 1990s there was increasing moral pressure to adhere to the Basel Committee standards of capital adequacy as a ‘seal of approval’ of the resilience of a nation’s banking system. The rules were developed through discussion with banks, industry groups, and supervisors so they are in a sense a negotiated set of standards agreed with the market. This encourages compliance and shares insider knowledge of working arrangements, but also leads to the threat of capture of the regulatory process by the banks. In addition to capital adequacy for banks, the Committee issues standards for national banking supervision as a benchmark for national regulatory bodies. The adoption of these standards as a guide for the IMF and World Bank’s Financial Sector Assessment Program increases the pressure for compliance, particularly for developing countries.

The Basel Committee’s common international standards for capital adequacy, minimum capital requirements and prudential supervision have not forestalled a series of international financial and banking crises. Basel I was adopted in 1988 in response to the 1982 sovereign debt crisis but proved inadequate protection against the new risks in emerging markets that led to a series of damaging crises in the 1990s. Although praising Basel I’s ‘brilliant success’ in reversing the downward trend in capital ratios, Goodhart’s official history of the Basel Committee notes that ‘the risk weights to be applied to the various groups of assets were ad hoc and broad-brush, based on subjective (and political) judgement’ (Goodhart, 2011: 195). Years of negotiation to refine and extend the standards led to the more elaborate Basel II, which was finally released in 2004, only three years before another (much more extensive and destructive) global crisis struck. This pattern, of developing standards ex post that might have increased resilience to a crisis that has already happened, in fact characterizes the operation of the Basel Committee from its origins, well before the first Capital Accord in 1988.


CONCLUSIONS

Three features stand out of this historical survey: banking regulation and supervision tends to be reactive, chiefly national, and the optimal institutional structure is disputed. Over time, banking regulation has rarely been able to enact an appropriate framework ex ante, but has instead mainly reformed its arrangements ex post after crises. The multiple banking crises mentioned above illustrate this point; so does the failure of the European Commission’s efforts to harmonize European banking legislations in the 1960s. This latter episode, together with the difficult international coordination at BIS level, highlights that banking regulation tends to be national, rather than regional or global. Regulation and supervision of the banking sector are so central to a state’s economy that governments are very reluctant to delegate these powers. Finally, the institutional structure of the regulatory/supervisory framework remains a highly contested topic: should it be headquartered in the central bank? Or should a separate and autonomous administrative body govern it? These three features explain the persistence of national models of regulation and the variety of structures of prudential supervision. The diversity of national banking systems and their regulation has continued despite the globalization of international financial markets. This suggests some path dependency that different banking structures require different forms of regulation and that there is no single optimum regulatory framework.

But if national models of supervision and regulation have persisted over the years, recent developments in the Eurozone mark a significant shift from previous supervisory and regulatory practices. The creation of banking union in Europe and the move of the supervisory responsibilities of Eurozone banks to the supranational ECB level represent major innovations. Until then, EU member states considered supervision as a ‘jealously guarded prerogative’ as Blunden put it in 1977. The sovereign debt crisis and the fragmentation of European capital markets forced European governments to attempt to untie the bank–sovereign vicious circle. The coming years will show whether the ECB succeeds in its new supervisory responsibilities, and whether banking union eventually induces the development of a pan-European banking system that has been under discussion since the 1960s.
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CHAPTER 18

STATE AND FINANCE

LAURE QUENNOUËLLE-CORRE

THE relationship between the state and finance has been raised in several sequences of financial history. From weak state intervention at the beginning of nineteenth century to increasing regulation since the middle of the twentieth century, the developed countries followed the same ebb and flow in state activity. In a long-term approach the nineteenth century is often considered as a liberal period, when public spending did not exceed 12% of gross national product (GNP). After increasing state intervention in the economy following the Great Depression and the Second World War, since the 1970s the opening of financial borders has led to a general shift towards the liberalization of financial systems: linked with the deregulation of the capital markets and the end of the exchange controls, the state retreated from the economic and finance area, even though the shift was not of the same importance and pace across different countries (see Chapter 17, this volume). For instance, the liberalization process in the US and in the UK which started in the 1970s put some pressure on the other developed countries. UK Prime Minister Margaret Thatcher’s and US President Ronald Reagan’s measures for deregulation and privatization were considered with attention in the European countries. After France and Germany shifted towards financial reform in the 1980s, it was the turn of Japan at the end of the 1990s. As a result, at the end of the twentieth century, global finance tended to make financial systems convergent, which led to a minor role for the state as financier, banker, or even as a regulator. As a whole, the role of wars and crises has to be considered to explain this movement back and forth within the two last centuries. In the same perspective, in a long-run approach, it seems that the public debt has been a constant fact since the beginning of the nineteenth century and even a pillar for the development of some financial markets. Nevertheless, it seems that if the dirigiste reflex can re-emerge in cases of economic trouble—such as after the 2008 crisis—it no longer has the force of the state intervention in effect since the Second World War.

On the other hand, the role of the state is quite specific according to the social and cultural pattern of economic development. The influence of the state in finance and banking in a country is a part of the economic and social choice made by governments: for instance, the welfare state set up after the Second World War led to a stronger regulation of capital markets and capitalized pensions in France; conversely, the US and UK private pension system fostered the development of pension funds which favoured the development of financial markets. Despite a large movement of convergence towards financialization and liberalization, at the beginning of the twenty-first century, some difference between continental Europe and Anglo-American models still remains. So the different shapes of the state’s relationships with finance appear to be complex and should be accurately studied.

Among the several shapes of state intervention in finance, particular emphasis will be placed on the role of the state as a borrower and state financing both directly and through state banks. These topics are connected with the role of state as a regulator, as only a broad perspective of its different roles give a complete view of this major actor in the financial system. Beyond these classical analyses, the relationships between state and finance can be seen under the scope of their reciprocal influence in political decisions and business strategies, through the approach of social networks and political studies.

ECONOMIC AND HISTORICAL LITERATURE

Since the beginning of the Industrial Revolution, different patterns of financial development were established by historians interested in the relationships between finance and growth. Geschenkron’s works on European industrial countries in the nineteenth century tends to justify the state intervention in several economies’ success, such as Russia for instance (Gerschenkron, 1962). More recently, historians have demonstrated the different sets of domestic history and restored the state to its primary role in the shaping of modern finance (Sylla, Tilly, and Tortella, 1999). Beyond the debate between market-based systems and bank-based systems, which produced an abundant literature over 20 years, the influence of the state is implicitly present in the discussion as it is responsible for legislation and for regulation of the financial system. Yet the mainstream in economic academic circles tends to minimize the role of the state in the economy, or to criticize its inefficiency. The Coase theorem, which states that, in the absence of transaction costs, uncertainty, and externalities, private parties will allocate property rights to their most efficient uses, was followed by the wave of market deregulation since the 1970s (Coase, 1960). Since then, the market is still considered as a better level of development than active state intervention, and the term ‘financial repression’ is often used indiscriminately in the literature to criticize strong intervention in the economy and finance (Rajan and Zingalès, 2001). But recent developments in economics—such as the theory of expectation, of information, and of institutions—pointed out the interaction between financial markets, institutions, and politics. From these points of view the prevalence of markets has to be qualified: even though these analyses of the role of government in the exchanges did not always identify a positive role for politics, they assess that the state can never be treated as an exogenous actor in development policy (North, 1984).

Another approach focused on political economy is developed by constitutional economics. In that perspective, ‘public choice theory’ tries to explain how political decision-making results in outcomes that conflict with the preferences of the general public. Pointing out government failures, this theory led to violent criticism of state intervention in the economy and re-evaluated the free market in connection with the Austrian school of economics (Buchanan, 1962). Political studies are also involved in this discussion, and not only on the question of the efficiency of the state. On the contrary, some political economists try to explain—and partly justify—the political and social basis of state intervention. For instance, for Daniel Verdier, historically determining factors are not economic but political in nature (Verdier, 2000). The conflict of interest inherent in the relationships between the state and the financial system is also explored by political or institutional studies (Haber, North, and Weingast, 2007) and its ramifications extended to the question of influence of financiers and bankers on financing policies.

The major interest of these different approaches, which may complement each other, is to shed some light on the historical conditions of the relationships between state and financial development. Financial history rather suggests the influence of multiple determinant factors and shows how inappropriate are some of the mono-causal explanations. To exclude the state from explanations of financial development is as irrelevant as to consider it as the dominant factor of growth.

PUBLIC DEBT AND CAPITAL MARKETS

Since the beginning of the eighteenth century, the global evolution of the public debt in developed countries followed the rhythm of wars, as far as public expenses were dedicated first to the army and as the tax system remained an exceptional financing resource. An exception is Britain where parliament encouraged the state to adopt modern measures of the tax system—setting up a centralized system of tax collection and pointing out the links between the states’ financing and democracy. The overall influence of the state is visible during the decades that witnessed the formation of the financial system since the end of the eighteenth century, whereas the fulfilment of the early conditions required to have a well-functioning financial market also depended on the process of state formation. A quick outline of the different countries’ political evolution identifies different trends over the last centuries.

In the classic model, the ideal of public debt was to be nill and this could explain why the United States’ debt was rather low until the Civil War (Heffer, 2006). External shocks—the durable consequences of the Civil War and the political turmoil provided by the bimetallism controversy—increased the debt burden at the end of the nineteenth century. From then on, social rights like pensions emphasized the inertia of the volume of public debt. Moreover, the bank notes issued by the national banks were warranted on public bonds and therefore the monetary system was established on a stable public debt.

In Britain, the development of the financial markets was the result of an early successful financial revolution establishing widespread confidence in the public debt and the principle of free markets (Michie and Williamson, 2004). On the contrary, in Holland, in the early eighteenth century private finance took precedence over public finance in the emergence of secondary markets in the Dutch Republic, because credible commitment and efficient fiscal institutions were necessary, but not sufficient to create liquid secondary markets and low costs of capital (Gelderblom and Jonker, 2004, 2011). In France, as in other countries, the success of public debt was determined by investors’ preferences. Conversely the confidence of the French capitalists was undermined by the John Law collapse in 1720 and the assignats’ failure in 1797, so that the financial market’s development was delayed compared with the other important financial centres. At the beginning of the nineteenth century, the reorganization of the Paris Bourse and the return of savers’ confidence in the stock exchange allowed the success of government loans to develop a large market; and reciprocally, the state debt and the railways loans enhanced the bond markets’ development since the mid-nineteenth century (Gallais-Hamonno and Hautcoeur, 2007). As far as that goes, investors turned to intermediaries’ reputation to guide their investment strategies, especially in sovereign debt (Flandreau and Flores, 2009).

The German Empire was then one of the most indebted states, and among the many influences of government on the evolution of the financial system the state’s demand for finance is one of importance. The financing of the Napoleonic Wars, the development of railway loans in the 1840s, and then the Bismarck social policy led to a regular government financial demand, which stimulated the early growth of banking institutions and an organized capital market (Tilly, 1999). But the failure to deeply reform public finance resulted in a stunted financial market that encouraged the development of universal banks (Tilly, 1998).

At the beginning of the 1880s, the ratio of public debt to GNP reached more than 60% in most of the European countries (Flandreau et al., 1998). The governments of the three big countries—Great Britain, France, and Germany—tried then to reduce the level of their debt to an acceptable level. At the time, foreign public debt was reinforcing the big financial markets’ development, such as the London Stock Exchange and the Paris Bourse: several government bonds from America, Russia, Asia, East Europe, were then issued thanks to the know-how of international bank consortia and quoted on the two major international financial centres. The Paris Bourse was considered to be the biggest bond market where foreign debt could easily be issued, quoted, or even converted, like the Italian Conversione Della Rentita 5% in 1906 (Hertner, 1999). Who won this game? On the one hand, several emergent countries’ development could then be financed thanks to the big European financial hubs. On the other hand, Great Britain and France profited from foreign government’s issues and loans through the benefits gained by the banking system and domestic investors and the consequences on the stock exchanges’ activities. Finally, the banks that were able to become lead-managers of international issues, such as Rothschilds, benefited from these international capital flows. Although this is a part of a debate about the imperialism of Europe over emergent countries, the discussion is not at the core of our purpose. We just intend to say that foreign public debt could provide positive effects on a domestic financial system throughout the periods under review—not only negative ones like the impact of the defaults on Russian loans after 1917 on investors’ risk aversion (Oosterlinck, 2015).

Subsequently, after the development of welfare states in developed countries throughout the twentieth century, controversies about the amount of public debt, its positive and negative effects, have produced a substantial literature from the beginning of the twentieth century until today. The history of public debt over the twentieth century reflects quite the same pendulum over the world. The two world wars and the Great Depression changed ideas about public debt, considered then as a necessary evil. Moreover, since the mid-century, the Keynesian revolution added a surplus of legitimacy to the growing state intervention and consequently the use of public debt as a regular resource in the developed countries became prevalent until the 1970s. But although all the countries supported a growing public debt from the First World War until the recent 2007–08 crisis, some specificity can be drawn up on a long-term approach.

The Effects on Financing

The development of government debt may allow investors to satisfy their wish for secure and stable investment. But when excessive, public borrowing can lead to negative crowding out effects on financing. That is what happened in France after the Second World War, where 60% of the bond markets’ capitalization were provided by the government and public banks’ issues (Quennouëlle-Corre, 2005). Private firms were not allowed to issue without state authorization. The Paris Bourse was no longer able to attract private and foreign issuers. In Italy the same policy had the same effects and the result was a small bond market and a weaker stock market, opening the road to the big banks’ power (Conti, 2008).

Whereas other countries tried to reduce the debt burden, the French public debt grew continuously until the end of the twentieth century. That happened too in Japan, after the 1973 oil shock, where the explosion of the national government debt rose to Y163,571 billion in 1985. The controls of the Ministry of Finance over the capital markets made it difficult to slow down the debt, whereas the financial crisis of the 1980s postponed the liberalization of credit and finance (Calder, 1997). That was not the case in Great Britain, although the public debt increased dramatically for a few decades after the Second World War: in 1950 the National Debt comprised 55% of the market value of quoted securities but reduced to 15% in 1970 and 22% in 1980 (Michie, 2009). In reality, the government’s loans did not affect the City’s activities and structures in the long run. In Germany, the public debt was regularly contested after the Nazis regime; for instance the attempt to advantage government bonds established in 1949 was quickly suppressed in 1954. Indirectly public debt policy contributed to shape different patterns of financial system, based on political and cultural features or historical shocks (e.g. the 1923 German hyperinflation).

To mitigate the apparent debt burden, governments resorted to multiple ruses: default of payment, conversion of bonds, indexation and creation of ‘sinking funds’, inflation, monetary devaluation, and so on. Modern history abounds in examples of such processes all over the world. Faced with the fall of their financial assets, investors’ disappointment could lead to a profound distrust of financial markets such as occurred in France. The nature of the securities offered could also explain the disaffection of savers: despite fiscal advantages and high interest rates, the public or semi-public securities were less attractive because of the fall in yields due to the high levels of inflation (Quennouëlle-Corre, 2006). Another example is given by the British conversion of the 1880s, which pulled down interest rates and made overseas investments more attractive (Cottrell, 1992).

Nevertheless, thanks to these more or less honest devices and in a context of growth, public debt remained rather sustainable during the twentieth century. The liberal wave of the 1980s and the 1982 sovereign debt crisis in emergent countries combined their effects to alter the way public debt was considered. ‘Less is more’ became the standard set up by the International Monetary Fund (IMF), the World Bank, and the US Treasury; commonly known as the Washington consensus. From then on waves of privatizations and budget cuts were on the agenda of most of the countries. The 2008 crisis that transformed private losses into public debt showed that nowadays the financial markets are the worst friends of public debt—whereas they owe their birth and for a long time their existence and success to the public loans over the world.

Public Debt and Diplomacy

To draw conclusions about the weight and the importance of public debt, we have to consider how the political and diplomatic dimensions could interfere in financial decisions and explain the geographic direction of capital flows. Foreign policy may be carried on by domestic investors and may also create an environment in which bank activities overseas become more attractive. An important example was the Russian loans which flooded the French capital markets, supported by the Franco-Russian alliance of 1905. On the contrary, the German debt after the First World War became a dramatic diplomatic issue between France, the UK, and the US (Artaud, 1978). Recent studies pay attention to similar cases of political influence. The example of the Romanian bonds traded in Paris during the interwar period shows the role of international diplomacy in the Romanian debt valuation (Oosterlinck and Ureche-Rangau, 2012). Other studies relate how foreign indebtedness maintain hegemonic relationships between states (Dertelis, 2006; Marichal, 2008).

STATE FINANCING

In several countries, the state intervenes directly to finance the economy, and governments often used this power especially since the Great Depression. The question under discussion is whether the state’s intervention is efficient or not for economic performance and growth. Through many avenues, this large debate provides different and contrasting results. States may intervene either through public banking networks or directly though subsidies and interest grants. States may also become a shareholder in order to bail out some firms in difficulty and from then on, the legitimacy of nationalizations can be examined. First of all, we’ll give some examples of its direct intervention across the world. Then, we’ll expose the different types of public banks which played an important role in some countries. At the beginning of the Industrial Revolution state intervention in financing was all but non-existent. But the platitude of a liberal nineteenth century versus a Keynesian twentieth century has to be revised, even though the public expenditures were generally fivefold smaller before 1913 than nowadays.

State Direct Financing

What are the different discussions about state financing throughout the centuries and over the world? Do geography and history matter; could structural or conjectural factors be relevant explanations of its existence? No doubt the state supported the industrialization process in Europe and, for instance, the railway construction in the mid-nineteenth century was the consequence of direct or indirect financing by the state, either by subsidized loans or by issues on the financial markets guaranteed by the government. Since the beginning of the twentieth century, financing an energy sector was considered to be of great strategic importance and it was especially protected by governments, such as coal mining or electricity. Petroleum gives a good example of state direct financing in that sector. Before the golden age of oil from the 1950s, different means could be used by governments for controlling energy throughout the world: nationalization of firms (Mexico, Iran), concessions agreements and taxation, distribution of profits between the firm and the local government (Venezuela, Saudi Arabia) and of course fixing the oil price (Parra, 2004). Refining companies could also be under state control such as the Compagnie française des pétroles in France.

As for the public role in financing at the beginning of nineteenth century, the US’s financial history offers another perspective about the distribution of function between local and federal governments. On the one hand, thanks to their power of taxation (except for import tax) the US states could benefit from a comfortable level of power. On the other hand, the federal government had control over money but the chartered banks were sponsored by local governments. It is hard to sum up this complex balance of power between the national and the state governments. Nevertheless in this regard, ‘considerations of public finance … shaped the American financial system’ (Sylla, Tilly, and Tortella, 1999: 263). In the same way, the decentralization of the banking system in Germany matches the political federalism and the economic regionalism. By contrast, France’s centralized state provides a different model which considers public intervention as normal and beneficial.

Even before the Soviet revolution, Russia was also under strong state control though a department of the Ministry of Finance called the Credit Office. Established in 1824, the department shaped the whole financial system until 1918. This institution, which was involved in banking, issuing bonds, and buying currencies, existed for more than a century and thus made easier the state’s direct control after the Soviet revolution (Anan’ich, 1999). The national financial systems which were built at the end of the eighteenth and early nineteenth centuries were shaped according to the national political framework of each country, its level of democracy, and its political culture. State intervention in financing is embedded into that historical architecture.

In modern history, it is now well known that crisis and wars brought strong state intervention in the economy and finance. After a war a direct state intervention may be planned in order to facilitate reconstruction and recovery, and the last century provides many cases of that state direct financing, especially in the post-Second World War period. France can be shown as a specific case because of the length and the volume of state direct financing until the mid-1970s: from 60% to 40% of global investment. Among the different public procedures maintained after the German occupation, the ‘circuit du Trésor’ is one of the most remarkable. In practice, the collections of resources from public and semi-public financial institutions were centralized within the Treasury, which functioned like a banker: it lent, provided guarantees, and represented the state shareholder in the nationalized companies (Quennouëlle-Corre, 2005). From 1959, Spain supported a system of indicative planning on the French model, relying on private banks and special credit institutions to assure the financial support of specific sectors. Such a credit policy allowed both countries to finance industrial investment and to integrate with the economic globalization.

An outlook of direct financing by the state can be provided by the capital control of firms. Many European countries experimented with nationalization of industrial firms, especially in essential or strategic sectors: besides France, Great Britain in the 1960s and Portugal in the 1970s were concerned. As these countries exported their economic models into their Empire—especially in Africa—emergent countries also used this weapon to control the economy. Measuring the efficiency of the state as a shareholder of firms or as a financier or evaluating the indemnities offered to private shareholders and their eventual spoliation appeared as universal topics of discussion, but they are too wide to be presented here. We can just draw some new perspectives, since the trend towards privatization in the 1980s reached most of the countries—developed or not—except France and Mexico.

The election of the socialist President Mitterrand in 1981 extended the experience of nationalizations in France: five big industrial companies and 39 banks became state-owned between 1981 and 1986 (the beginning of privatizations). The purpose was entirely ideological but the results may have been positive. Whereas the nationalization of the banking industry did not really change the banks’ activities (see the section entitled ‘Nationalization of Banks’), in the industrial sector, public funds provided necessary investments in declining industries, leading to the timely recovery of firms like Saint Gobain or Rhône Poulenc. Thanks to the generous public investment which helped the modernization process, the overall value of the nationalized groups increased threefold between 1982 and 1986 (Schmidt, 1996: 131). In Portugal, after the ‘Carnation Revolution’ nationalizations, contrary to what it is usually assumed, wealth transfers to the state led to generous indemnities for small shareholders (Alpalhao, 2012). Recently, the Obama administration’s bailout of General Motors after the 2008 crisis brought back the relevance of nationalization, or at least led to a global debate on the issue. But except in planned economies like China, state-owned firms remain a temporary solution for the bailout of private firms and are no longer considered as a way to control a domestic economy.

These remarks make relevant the comparative studies of national financial systems within each pattern of financial development and the role of public channels of credit.

Public Banks, Postal Savings Banks: What For?

The importance of public banks in a financial system has several consequences for the pattern of financial services. For instance, where a state encourages the fragmentation of the capital market by promoting saving and cooperative banks, it doesn’t need to create a wide state banking system. Conversely, where the capital market is unified and centralized, there may be a local demand for credit. Thus the need for state banking is less important in countries where local and cooperative banking sectors are more developed.

Since the early nineteenth century, while in most countries direct state financing was concentrated more on big firms rather than on small and medium firms, developed countries supported these last ones indirectly thanks to public channels of finance. Was the development of public financial channels an express demand from sectors which could not find access to long-term credit or was it an initiative of governments to collect funds for its own needs or to firms’ local implementation? Once more the different patterns of financial systems deliver various answers. So the legislation on state banking contributes to shape each domestic financial system.

Different kinds of public banks can be distinguished according to their purpose and whether they are deposit or credit banks. From the nineteenth century onwards, the main examples of state banking are given by the continental European countries. According to D. Verdier, the first wave of state banking targeted agriculture and local urbanization, the second one small firms. After the Great Depression and the Second World War, a third wave of state banking was developed especially in France, Italy, and Japan (Verdier, 2000).

In several countries they were established to provide long-term capital to vital sectors like agriculture or housing. Such state banks were created in Sweden and Norway but also in Belgium and Netherlands. In France, the trend began early with the Crédit foncier in 1852. State banking was developed after the First World War with the creation of a series of segmented public and semi-public institutions like Caisse centrale de crédit hotelier commercial et industriel and Caisse nationale de Crédit agricole in France, establishing thus a public banking sector of importance, which created unfair competition between public and private banks.

In the interwar period the state used credit mechanisms in order to bail out or to stimulate some economic sectors (loans guarantees, interest subsidies). In Great Britain, the ‘Macmillan Committee gap’ in 1931 (pointing out the need for medium-term credit of some vital sectors) led to the creation of the Bankers Industrial Development Company and spread this concern to the whole European Continent. Some specific institutions were created such as the Banco di Credito in Spain, the Hellenic Corporation in Greece. In Italy the most important was the Instituto Mobiliare Italiano (1931) whose purpose was to relieve the failed banks in financing strategic sectors. Created in 1919 the Crédit national in France was one of the special public institutions in charge of recovering industry after the war. It was a credit bank without any deposit; a private institution but its chief executive manager was chosen by the government and a large part of its loans were under state supervision (Baubeau, Lavit d’Hautefort, and Lescure, 1994). In Belgium and the Netherlands too, state banking was established to provide small industrial firms over medium-term credits.

After the Second World War, the public institutions created in the interwar period were used to help heavy or strategic sectors to recover, for instance in Germany the KreditAnstalt für Wiederaufbau (1948), in Belgium the Société Nationale d’Investissement in 1962 (Verdier, 2000). Some of them were required to finance direct state interventions, where the circuit reached out to a large number of public or semi-public financial institutions (see the case of France). From the 1970s, the decline of state banking can be explained by the end of privileges given to public banks, and due to the fierce opposition to state banking from other banking sectors as international capital mobility increased and implied a general deregulation of the banking sector.

As public deposit institutions, postal and national savings are present in all countries but are more or less important in the total deposits depending on the level of centralization of each country. For instance, since 1901 savings banks which were under state control played an important role in the Russian financial system. During the wars, postal and nationals savings were required to provide funds for government expenditures as in Great Britain (National Saving) or in France (Caisse nationale d’Epargne, 16,800 post offices). In postwar Japan, whereas the postal savings represented 30% of total savings deposits at the time—the largest one in the world—the government was not compelled to require private financial institutions to finance its economic programmes. Moreover public deposit institutions help the Ministry of Finance to cover budget deficits (Calder, 1997).

In a centralized state such as France, the public financial institution the Caisse des dépots et consignations was created early to support governments bonds (rente) in 1816. Collecting the saving banks’ deposits, the Caisse benefited from their huge amounts of capital; it was allowed to use them to finance economic projects and played a major role after the Second World War in financing social housing, industry, and infrastructure (Thiveaud, 1995). The saving banks are still very active on capital markets as the first institutional investor in France. The competition between public and private banking in France began at the end of the nineteenth century and continued to be fiercely discussed one century later. Whereas these public channels were created to compensate for the lack of dynamism of commercial banks, they became fierce competitors for collecting deposits and from then on increased the difficulties of the private sector.

Portugal also has a long history of saving institutions, dominated by Caixa Geral de Depositos, imitated from the French model. After the reform of the national saving bank by Salazar in 1929, which converted it into a development bank, the Caixo remained the leading financial institution and continued to perform in industry and agriculture (Reis, 1995). In Germany, the goals assigned to saving banks shifted according to the political context. Since the nineteenth century, closely linked with local governments, they were established to fill a gap in the allocation of credit and became an instrument of regional development. But when the National Socialists gained control in 1932 they were first concerned with the consolidation of Reich finances and were asked to help with the financing of war preparations. Saving banks became the local universal banks and saving networks—almost local branches—representing 36% of total German deposits. The weight of cooperative banks (Volksbanks) and saving banks (Sparkassen) in the financial system was prevalent since the nineteenth century. At the end of the twentieth century there was in fact not much change in its general structure, which comprises the ‘three-pillar system’, the strong role of the not strictly profit-oriented banks from the public and cooperative sector and small market shares of so-called big banks (Hacketal, Schmidt, and Tyrell, 2006).

In some countries, the cooperative banks can be considered a kind of public bank. Although they are not directly under the state’s control, they can be defined as another public channel. The state not only intervenes by establishing or promoting the cooperative banks, but it may also support this kind of bank. In that regard, historical and geographical features draw specific relationships between the state and cooperative banking. They could benefit from subsidies or low taxes as did the Banques populaires in France, where they could not succeed in developing without state support (Gueslin and Lescure, 1995). The various types of credit offered by cooperative banks, their proximity, and the low costs of their financial services made them very useful for small and medium-sized firms. By contrast, German solid cooperative banks did not need to be helped by the government to finance local economies. The level of independence from the state is linked to the nature of the state, whether decentralized or centralized; it may also be an indirect consequence of the strategy of large commercial banks which do not respond to the economic demand of credit from agriculture and small business. Finally, it can be explained by a national aversion to risk, calling for the state’s protection as a guarantee.

The importance of the localization of firms arose recently as a crucial political and economic question. The international literature pays attention to the importance of industrial districts in the economic growth of developed countries since the Second World War, as in the success of manufacturing in such countries as West Germany, Italy, and Japan. This phenomenon has focused international attention on the economic performance of such regions as Emilia Romagna in Italy, Baden-Württemberg in Germany, West Jutland in Denmark, and the agglomeration of Ohta Ward in Japan. For instance, it appears clearly that from the early 1950s, the importance of financial subsidies to small and medium-sized business enterprises via the network of the newly established special credit institutions played a major role in the economic performance of Italian industrial districts through subsidized medium-term loans (Spadavecchia, 2005). But the budget constraints have forced governments to reduce the funds devoted to local economies and nowadays, even in the most centralized governments like Great Britain or France, regional and local communities have to bear the financial burden of economic development.

Nationalization of Banks: Efficiency or Not?

The nationalization of banks cannot be studied in the same way as industrial firms’ control. As a level for credit policy, the nationalization of banks has been considered as a powerful tool in a planned economy. It is strange to say that the consequences on the firms’ activities were often of less importance. In France, for instance, the 1945 nationalization of the main deposit banks was supposed to allow the state to control the credit apparatus. In fact, the nationalizations had less consequence than the strong regulations to which every bank—private or public—were subjected, such as banking specialization or the limitation of the number of branches (Quennouëlle-Corre, 2005). When the whole financing system is under state control (with regulation, credit policy, financial requirements), the question of ownership becomes less important. For the same reason the Nazis did not sustain the 1931 nationalization of the German Universal bank. The government has more subtle ways to control credit and to impose its decisions. In return, as the state was not a valid shareholder, the capital of the French deposit banks was low compared with their European counterparts, hindering their development.

Even in 1982, whereas 39 banks which were nationalized by the socialist government (the volume of credit under state control represented two-thirds of the deposits), the banks quickly returned to ‘business as usual’, after a few months of stupor and fear. It appeared these nationalizations were symbolic and ideologist but ineffective from a mid-term perspective. Finally, nationalized firms had a great deal of freedom, which increased as the internationalization of business and liberalization of the economy and finance made them more independent from the state. In that way, nationalizing the banking sector seems to be inefficient and irrelevant. Just like the industrial sector, the nationalization of banks is nowadays considered as a temporary means to help firms to recover and no longer a structural policy tool.

More generally, in a long-term approach, state financing appears to be a feature of the twentieth century. Even though it can be used to recover from economic or financial crisis, it is now considered exceptional or temporary.

FINANCE AND POLITICS

In economic literature and political studies, the political dimension of the relationships between the state and finance is a broad subject of discussion to explain relationships between politics and financiers, how they can influence each other and what the consequences are on the efficiency of financial systems. Three series of question still dominate historical research: do financiers influence political decisions? Do politics control financiers and bankers’ strategy? Do close networks between private and public circles exist that could lead to a consensus between politics and financiers? Except when special political contexts, wars, and crises may interfere in the balance of power between private and public interest groups, it seems that each national tradition draws sharply their relationships. Even though some countries have a specific state intervention tradition (Loriaux, 1997), the interaction between politics and finance continued to occur frequently within the last decades of deregulation and globalization.

The ancient and important influence of the City of London on the British government would suggest that Great Britain is an exception, but not only for this reason. The particular relationships between the government and the City produced a volume of importance that provides many insights into a subtle and complex question throughout the last century and concludes to changing relationships between the political sphere and the banking industry. As Michie writes, ‘The history of government–City relations suggests that in the debate over whether markets or governments served the interests of people best the matter is far too complicated to be reduced to a simple answer in favor of one or the other’ (Michie and Williamson, 2004: 53). Nevertheless, the links between the Treasury, the Bank of England, and the City are a ‘core institutional nexus’ which had and still has shared interests. ‘What is less certain is the direction of influence between them’ (Peden, 2004: 134).

In Japanese modern history, the close links between banks and politics is one of the bases of economic policy making. Throughout the high growth period, together with steel and electric power, banking was one of the three traditional funding mainstays of the Liberal Democratic Party (LDP). But despite their contributions, the large banks received mixed treatment from the LDP and from the financial bureaucracy. Smaller banks and postal savings were treated even better. By contrast, the rapid growth of brokerages houses by the end of the 1980s supported by politics is considered as the most important example of political influence on the Japanese financial system (Calder, 1997). Even after the financial scandals on the 1980s, the same patterns of interaction between finance and state remain an important element of Japanese economy.

From the point of view of state power in economy and finance, France is often compared with Japan but in fact the networks are more subtle and the relations more complex. First of all, the close links between bankers and the state is a specific feature of the French financial system. Top managers in the banking industry used to be recruited specifically from former high ranking civil servants from the end of nineteenth century. For banks, the first advantage of recruiting a former high ranking civil servant is what is called ‘the social capital’. Generally, these civil servants belong to the economic elite, and to upper-class social groups. Thanks to their social status, they are close to industrial managers, government officials, and political staff. To this advantage can be added a common ‘cultural capital’: they have the same shared language and common training. Above all, they convey to the bank an ‘information capital’, which is vital for a banker’s job. Their way of thinking is probably based on a real attachment to the state’s role; a French cultural specificity increased by the necessary economic reconstruction after the war. But civil servants who have been appointed by the banks very early in their careers may turn out to be good entrepreneurs whereas those who have been trained in civil service may be filled with dirigiste ideology (Quennouëlle-Corre and Straus, 2010). Since the beginning of financial globalization in the 1980s, the relationships between government and financial elites shifted from state authority to partnership and moral agreement, leading to a ‘state-enhanced capitalism’ (Schmidt, 2003).

Another interesting issue about finance and state relationships is the way private financial interests can oppose the political power. Some examples from the French modern history illustrate how the Wall of Money (Mur d’argent) could fight against leftist governments, such as the Cartel des gauches in 1923–24, the Front Populaire by 1936 and more recently in 1981, when F. Mitterrand was elected as President of the Republic. As in several other countries, the accusation against the power of banks was the fruit of demonology and has been largely exorcised by recent researches (Jeanneney, 1984; Duchaussoy, 2011).

German history provides other details of the ambiguous and complex balance of power between politics and finance. After the ‘financial general staff’ that prevailed until the First World War as a synthesis of the big banks and the autocratic and aristocratic state, the banks have lost their political influence. Moreover, in order to explain their own impotence in the face of rising popular discontent, politicians accused the banks and financiers of being responsible for economic and social troubles (James, 1992).

In the same way, the US provides periods in which there was a mobilization against the banks in the 1830s and at the end of the 1880s–1890s, whereas they were considered as a symbol of the rich by the populists or they were at the core of the battle between the US states and the federal state. By 1909, when the ‘Pujo Commission’ entailed the power of trust and big banks, another wave of mistrust swept over the big banks, more or less unjustified (Carosso, 1973). Nevertheless, the close links between Wall Street and the US Treasury continue to be a relevant feature of US society.

CONCLUSION

The 2008 crisis had a double effect on state–finance relations: the state is coming back as a borrower to help economies from collapsing but the reinforcement of international financial cooperation to fight against recession and market defaults reduces the national power of governments. Moreover since 2010 the weight of state intervention is limited by the high level of indebtedness in most developed countries. Since the 1990s and even more recently, the increasing role of international institutions such as the European Union, G-20, and IMF suggests that the role of the state as a major actor in financing is declining. Nowadays economic policy decisions are taken outside domestic boundaries, while globalization reinforces both the liberalization and financialization of economies.

From this perspective the European Union is a special issue. Since 1958, European governments have lost a part of their power as the European Commission may review or reject their actions especially on the question of competition and monopolies in economic and financial areas. The primacy of Brussels in decision-making increased dramatically in the 1990s, but not all member countries are equally affected by this loss of independence for they agree with the liberal ideology of the European Commission (Germany, Netherlands, and Great Britain for instance). That is not the case for France, whose tradition of state intervention was seriously questioned by the market-oriented ideology of the other major members of the EU. Henceforth the respective influence of each country inside the European Commission rests on its ability to impose its views in the day-to-day affairs as in its know-how for intensive lobbying inside the European institutions.
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PART V

Financial Crises


CHAPTER 19

BANKING CRISES

RICHARD S. GROSSMAN

FINANCIAL crises have been a common feature of the economic landscape for more than two centuries. Although their frequency, severity, and geographic distribution have varied widely since the advent of the earliest modern financial systems in the eighteenth century, with the exception of the period between the end of the Second World War and the early 1970s, financial crises have never been completely banished from the world stage. At the time of this writing, in the wake of the US subprime meltdown and in the midst of the ongoing European sovereign debt crisis, financial crises are more prominent than any time since the Great Depression. And since, as Kindleberger and Aliber (2011: 8) note, the industry producing books about financial crises is counter-cyclical in nature, the increased financial instability of recent years has led to an outpouring of popular and scholarly writing on historical and contemporary aspects of financial crises.1

This chapter begins by presenting a definition of a banking crisis. It subsequently considers the types of cost that they impose and outlines the most common causes of banking crises during the past 200 years. The remainder of the chapter considers five distinct historical periods: the nineteenth century, when the ‘boom–bust’ pattern that would typify later crises became established; the interwar period, which was punctuated by two major sets of crises (the post-First World War crisis and the Great Depression); the post-Second World War financial lock-down, which was characterized by a complete absence of banking crises; deregulation and the return of crises in the 1970s; and the subprime crisis that emerged in 2008 and the subsequent Eurozone crisis.

DEFINITIONS AND DATA

There is no universally accepted definition of financial crisis. Minsky (1982: 13) asserts that a definition is unnecessary, since the major episodes can be identified by pointing. Kindleberger and Aliber (2011: 34) argue that a precise definition of crisis is complicated because the label historically has included a variety of different types of events, suggesting that ‘the genus “crises” should be divided into species labeled commercial, industrial, monetary, banking, fiscal, financial (in the sense of financial markets), and so on, or into groups called local, regional, national, and international’. In a widely cited book, Reinhart and Rogoff (2009) similarly analyse a variety of different types of financial crises (e.g., banking, currency, sovereign debt). It is, of course, impossible to completely sever these different aspects of financial crises. A currency crisis caused by panic selling of assets in the belief that a currency devaluation (or substantial depreciation of a currency under a floating exchange rate regime) is imminent might lead to a banking crisis if it entails large-scale withdrawals from banks in order to sell the suspect currency, as in the emerging market crises of the 1990s (Furman and Stiglitz, 1998; Radelet et al., 1998). Conversely, a banking sector collapse could raise doubts about the sustainability of an exchange rate and lead to a currency crisis. Similarly, a stock market crash might translate into a banking crisis, or vice versa.

A more precise definition of financial crisis is given by Eichengreen and Portes (1987: 10), who characterize it as ‘a disturbance to financial markets, associated typically with falling asset prices and insolvency among debtors and intermediaries, which ramifies through the financial system, disrupting the market’s capacity to allocate capital’. With the appropriate emphasis on ‘insolvency among intermediaries’, this description is suitable for this chapter’s focus on commercial banking crises. Nonetheless, even this definition leaves the precise parameters of a banking crisis vague. How extensive must the level of insolvency among banks be to constitute a crisis? Clearly, the failure of one or two banks need not constitute a full-blown crisis.2 On the other hand, there is no agreement on the level of banking distress that constitutes a crisis. Lindgren, Garcia, and Saal (1996) argue that a ‘sound’ banking system is one in which ‘most banks’ have positive net worth (i.e., assets exceed liabilities). Bordo et al. (2001), however, argue that a banking crisis occurs when the ‘most or all’ of the aggregate net worth of the banking system is eroded.

Given the paucity of detailed data on bank failures and bank net worth from the nineteenth and early twentieth centuries, catalogues of banking crises that rely on quantitative definitions are liable to be inconclusive. Grossman (1994) defines a banking crisis as occurring when: (1) a high proportion of banks fail (e.g., the United States during the Great Depression, Austria following 1873); (2) an especially large or important bank failed (e.g., France’s Union Générale in 1881, Scotland’s City of Glasgow Bank in 1878, Austria’s Credit Anstalt in 1931); or (3) failures of the type described in (1) or (2) where prevented only by extraordinary and direct intervention by the government or some other actor, through the declaration of a bank holiday, or a reorganization or nationalization of the banking sector (e.g., Italy’s banking reorganization following the crisis of 1931, the rescue of Baring Brothers in England in 1890). Other catalogues of banking and financial crises abound, although they are generally not comparable because the authors typically focus on different eras and types of crises (Lindgren, Garcia, and Saal, 1996; Bordo et al., 2001; Caprio and Klingebiel, 2003; Reinhart and Rogoff, 2009; Grossman, 2010; Kindleberger and Aliber, 2011; Turner, 2014).

COSTS OF BANKING CRISES

Banking crises have substantial and far-reaching consequences. The costs of banking crises are borne by four distinct entities: shareholders, liability holders, taxpayers, and markets.

Among the most directly, and most rapidly, affected are shareholders of failed banks. Since most banks today operate with limited liability, the worst that can happen to a shareholder of a failed bank is to see a decline in the value of those shares, possibly to zero. When shareholder liability was not limited, the costs to shareholders could be greater. In the United States during the late nineteenth and early twentieth century, banks chartered by the federal government and those chartered by a number of states operated with double (or even triple) liability, under which shareholders of failed banks, in addition to seeing the value of their shares decline to zero, could be called on to pay an amount equal to (twice) their initial investment in order to satisfy creditors. In Britain, the liability of banks and non-bank firms was also often extended by the issuance of ‘uncalled capital’, that is, shares with a nominal value that exceeded the amount paid in by shareholders; shareholders could be called upon and, in the case of a failure, would be called upon to pay in the uncalled capital. Grossman (2001b) and Grossman and Imai (2013) find that double liability and extended liability often reduced bank risk-taking and with it, the risk of banking crises. Elsewhere, unlimited liability was the rule, meaning that shareholders’ personal wealth could be called on to pay off the bank’s debts. Following the failure of the City of Glasgow Bank in 1878, owners of each £100 share were called on to pay in a total of £2,750 to settle the bank’s outstanding debts, leading to the insolvency of more than 85% of its shareholders, including one bank that had inadvertently acquired four shares (Checkland, 1975: 471).

Holders of demand liabilities—demand deposits and, historically, banknotes—are also among the first to suffer when banks fail. Because depositors and note holders have a higher priority claim to a failed bank’s assets than other creditors and shareholders, they should fare better in a bankruptcy than other claimants. Depositors in US banks lost $1.3 billion during the Great Depression; this exceeded shareholder losses of $0.9 billion but as a percentage of total deposits was far smaller than that experienced by shareholders (Friedman and Schwartz, 1963: 351). Note holders of the City of Glasgow Bank were paid in full. Even if depositors and note holders were eventually able to get their funds following liquidation or takeover, being without access to their money for a considerable period of time could have forced them to default on obligations of their own. Since the Great Depression, crisis-related losses to demand liability holders have been minimized by the adoption of deposit insurance schemes around the world (Demirgüç-Kunt and Kane, 2002) and the provision of state guarantees in countries such as Finland, Norway (Englund and Vihriälä, 2003), and Ireland (Honohan, 2012), with the attendant risk of moral hazard.

Governments, quasi-government agencies, and the taxpayers who support them frequently bear some of the costs of banking crises by assisting failing or failed banks. This assistance can take at least three forms. First, the government or deposit insurance agency can close the affected institutions, sell off the assets, and pay off depositors. This was one of the approaches taken by the US Federal Deposit Insurance Corporation and Resolution Trust Corporation during the financial crisis that lasted from the 1980s through the early 1990s (Federal Deposit Insurance Corporation, 1998). If a crisis leads to panic selling of assets, the amount realized from their sale will decline and the net cost to the taxpayer will rise. Second, the government may arrange—either through payment, the provision of regulatory capital, or moral suasion—another, presumably healthier institution to take over the liabilities of a failed bank.

In Japan, for example, healthy banks had long been ‘encouraged’ by the authorities to absorb failing banks, contributing to the severity of the country’s ‘lost decade’ (Hoshi, 2002). The eventual cost of such an operation depends on the deal struck by the government and the purchasing bank, and any subsequent change in the market value of the assets acquired. Third, the government may act more directly by contributing capital (with or without taking a management role), making deposits, or nationalizing the bank. This approach was undertaken in Germany during the Great Depression when, by 1932, the government had acquired 50% of the capital of the large commercial banks (Allen et al., 1938), as well as in Switzerland and Romania. In Italy, the Istituto Mobiliari Italiano (IMI) and Istituto Ricostruzione Industriale (IRI) were created to take over the industrial participations, loan portfolios, and, in some cases, the lending operations of distressed banks (Allen et al., 1938; Gerbi, 1956). In Sweden, A/B Industrikredit was created in the wake of the Kreuger financial crash to perform a similar function. In the United States, the government-established Reconstruction Finance Company both loaned funds to and purchased preferred shares of troubled banks (Butkiewicz, 1995). In a survey of banking distress during the last two decades of the twentieth century, Caprio and Klingebiel (2003) estimate the fiscal costs of bank recapitalizations as 8% of GDP in Norway (1987–93), 11.2% in Finland (1991–94), and 24% in Japan (1990–2003); Blass and Grossman (2001) estimate the fiscal cost of the Israeli bank shares crisis of the 1980s at about 20% of GDP.

Finally, banking crises can have disruptive effects on securities and currency markets, as well as macroeconomic costs. Doubts about the solvency of a country’s banking system can lead investors to pull their money out of the country. Such ‘capital flight’ can lead to substantial volatility in exchange markets. Similarly, widespread fears about the stability of the banking system can lead to a disruption in securities markets, both because of the decline in bank share prices and because of distress selling by banks of their securities portfolios. Thus, banking instability that may be limited in scope can both develop into a full-fledged crises spread via contagion (Bordo and Murshid, 2000; Kaminsky, Reinhart, and Végh, 2003). The accumulated effects described earlier in this section, combined with the increased cost of credit intermediation (Bernanke, 1983), can lead to macroeconomic costs as high as 20% of GDP (Grossman, 1993).

Crises can have substantial effects on the structure of banking systems as well. These include a decrease in the number and aggregate assets of financial institutions, along with a corresponding increase in banking concentration, with attendant effects on competition. Crises can also lead to a greater role for the government in the management of affected institutions. Finally, crises often lead policy makers to make changes to banking regulations. Reforms aimed at making the banking system more resistant to crises are politically popular in the weeks and months following crises; at the same time, interest groups take advantage of the sentiment in favour of reform to advance their own agendas. And even when crises do not lead to changes in the rules and regulations, they can often lead to changes in accepted practices as bankers seek to reassure depositors and shareholders in a post-crisis environment.

FEAR AND GREED

Banks’ vulnerability to insolvency and, hence, crises, arises from the nature of their balance sheets, that is, their assets, what they own or are owed, and their liabilities, what they owe. Cash and deposits at the central bank are a bank’s safest assets. These pose little risk of loss, since they are unlikely to decline in value and are liquid, meaning that they can be quickly and cheaply employed to meet depositor withdrawals. Other categories of assets, such as securities (usually debt but, in some jurisdictions, equity as well) and loans, typically yield higher returns, but are subject to two types of risk. First, unlike cash, the price of debt and equity will rise and fall with the fortunes of the issuing entities, as well as with overall market conditions. For example, an economic downturn that leads to the default of borrowers can severely impair the value of a bank’s loans, while an increase in market interest rates can lead to a capital loss on its debt securities. Second, neither securities nor loans are as liquid as cash or cash-like assets. Although organized secondary markets exist for many types of securities, allowing them to be converted into cash, these markets do not exist for all types of securities and are largely absent for loans, hence the costs involved in converting them into cash can be prohibitively high.

The largest category on the liabilities side of the balance sheet is deposits. Today, deposits consist mostly of demand deposits, which have to be redeemed on demand by the bank. Historically, when banks issued their own notes, this circulating currency was an important component of demand liabilities, redeemable in metallic money, notes of the central bank, or some other liquid asset at 100% of its value upon demand. Because a substantial portion of bank liabilities are payable on demand, while most of their assets cannot immediately be converted to cash, banks are subject to ‘runs’, substantial withdrawals of deposits or requests for note redemption that may exceed the bank’s ability to satisfy these requests (Diamond and Dybvig, 1983; Calomiris and Kahn, 1991; Allen and Gale, 2007; Goldstein and Razin, 2013). Although the likelihood of a run depends on both the asset and liability sides of the bank balance sheet, bank closures are typically precipitated by an inability to meet withdrawals of demand liabilities.

The ability of a bank to withstand shocks depends in large part upon the composition of its balance sheet. In making balance sheet decisions, bankers are confronted by two impulses, which can be conveniently summarized by the terms ‘fear’ and ‘greed’. The higher a proportion of a bank’s assets held in cash, the greater the likelihood that it will be able to meet depositor demands under any circumstances. The main reason for bankers to hold more cash is fear that they will have insufficient reserves to meet depositor demands. On the other hand, because cash yields no return bankers have an incentive—call it ‘greed’—to increase their holdings of earning assets such as loans and securities. And, indeed, higher yielding assets do carry a greater risk of suffering a substantial decline in value—or even default—than cash. Thus, bankers have a strong motivation to hold a higher proportion of their balance sheet in earning assets and to bias their distribution toward riskier categories of assets.

Another important element of a bank’s balance sheet is capital, which plays several roles. First, it provides a buffer against a shortfall in cash flow. In a Modigliani and Miller (1958) world, with no taxes, bankruptcy costs, or agency costs, firms will be indifferent between funding their operations with debt or equity. Equity has some advantages from the standpoint of banking stability, however. Unlike debt, which must be serviced regularly and promptly, dividends on equity can be suspended without existential consequences, freeing up money to pay depositors and other creditors. Second, if a bank is forced to close, capital serves as a reserve that can be called on to liquidate unpaid debts. Third, higher holdings of capital can encourage banks to undertake less risk: because capital is at risk in case of failure, banks have an incentive to avoid risks that might put them out of business.3 Fourth, because banks are better informed about the soundness of their operations than investors (i.e., information asymmetry), the decision to hold more capital and to subject owners to a greater loss in case of failure signals to depositors and potential investors that the bank will undertake less risk than it otherwise might.

Holding capital may impose a cost on bank shareholders, however. In ‘normal’ times—when there are no extraordinary deposit withdrawals and returns on earning assets exceed the interest paid to depositors—it is in the shareholders’ interest to fund as much of the bank’s earning assets with deposits as possible: the less dispersed the ownership, the fewer shareholders with whom to share the profits. Although much has been made of the costs and benefits of higher levels of bank capital—and the distribution of those costs (Admati et al., 2011; Haldane, 2011; Miles, Yang, and Marcheggiano, 2013)—from the enactment of the first commercial banking codes in Britain (1844) and Sweden (1846), through the establishment of the Basel (1988), Basel II (2004), and Basel III (2011) accords, regulators have established minimum capital levels in the belief that enhanced levels of capital encourage bank stability (Basel Committee on Banking Supervision, 2015).4

HISTORICAL PATTERN OF CRISES BEFORE THE FIRST WORLD WAR

According to Kindleberger and Aliber (2011: 26), ‘History views each event as unique. In contrast, economists search for the patterns in the data, and the systematic relationships between an event and its antecedents. History is particular; economics is general.’ Although the genesis of each banking crisis is, in fact, unique, the vast majority of crises during the past two centuries can be traced to ‘boom–bust’ macroeconomic fluctuations.5 Macroeconomic fluctuations have played a key role in models of financial crises at least as far back as Irving Fisher’s classic Booms and Depressions (Fisher, 1932).6 Fisher, who received Yale’s first Ph.D. in economics in 1891 (Shiller, 2011), was one of the first modern economic theorists to take an analytical approach to financial crises, arguing that financial crises result from the cyclical nature of real economic activity. In this view, economic expansion leads to a growth in the number and size of bank loans (and possibly also the number and size of banks) and an increase in the relative indebtedness of non-bank firms. The initial macroeconomic expansion might be generated by any one of a variety of factors: ‘the outbreak of war or the end of a war, a bumper harvest or a crop failure, the widespread adoption of an invention with pervasive effects—canals, railroads’ (Kindleberger and Aliber, 2011: 28). The boom is typically fed by an expansion of credit. During the period when gold and silver were important components of the money supply, credit expansion could be fed by the discovery of new sources of metallic metal or substantial gold imports resulting from a balance of payments surplus. As bank notes and bank deposits became more important sources of the credit supply, the expansion of these sources—or of central bank reserves, which serve as a backing for deposits—could generate the expansion in the credit supply.

As the economy continues to expand, investors continue to seek out more investment opportunities. International capital flows reinforce the development of the investment boom (Chinn and Frieden, 2012). Once the most profitable investments projects are funded, optimism about continued economic growth leads investors to fund less credit-worthy investment projects, resulting in an unsustainable buildup of debt during cyclical upswings. This increasing indebtedness leads Fisher to lament: ‘If only the (upward) movement would stop at equilibrium!’ (Fisher, 1932: 33). But, of course, it does not. When the expansion ends, marginal firms—those that were the last to receive funding—are unable to meet their debt service obligations. The resulting loan defaults loans and declines in security values and the price level further exacerbates the distress. The debt–deflation spiral feeds on itself: loan defaults lead to the failures of banks and other intermediaries, exacerbating the macroeconomic downturn already underway.

The pattern of boom–bust cycles had long been observed and was already more than a half-century old over 150 years ago when the British financial journalist D. Morier Evans (1859 [1969]: 1) observed:

Within the last sixty years, at comparatively short intervals, the commercial world has been disturbed by a succession of those terrible convulsions that are now but too familiar to every ear by the expressive name ‘panic’. Each separate panic has its own distinctive features, but all have resembled each other in occurring immediately after a period of apparent prosperity, the hollowness of which it has exposed. So uniform is this sequence, that whenever we find ourselves under circumstances that enable the acquisition of rapid fortunes, otherwise than by the road of plodding industry, we may almost be justified in arguing that the time for panic is at hand.

This scenario aptly describes many pre-First World War crises. For example, England suffered banking crises in 1825, 1836–39, 1847, 1857, 1866, and 1890. Each of these was preceded by several years of rapid economic growth, frequently fuelled by abundant harvests and gold inflows, and accompanied by increased speculation. The object of speculation varied from crisis to crisis and included at different times Latin American investments, limited liability companies, joint stock banks, railroads, and grain. The United States similarly endured banking crises on a regular basis during the late nineteenth and early twentieth century, with severe crises in the United States in 1837, 1857, 1873, 1893, and 1907. Additional examples from Australia, Canada, Western Europe, and Japan abound (Grossman, 2010: 297–313). The admittedly sketchy quantitative data available for the 30 years before the First World War from nearly a dozen countries supports the boom–bust theory. Comparing business cycles that were marked by banking crises with those that were free from them indicates that crisis-cycles were preceded by faster economic growth, more inflation, and a greater percentage increase in the number of banks and quantity of bank assets than cycles that did not culminate in banking crises (Grossman, 2010: 69).

As the nineteenth century progressed, crises grew more international in scope. Kindleberger and Aliber (2011: 166) cite McCartney (1935), who argues that the crisis of 1873 was the first truly international crisis, erupting in Austria and Germany in May, spreading to Italy, Holland, and Belgium, and then to the United States in September, and later to Britain, France, and Russia. This was particularly true of the major crises of 1873, 1893, and 1907 and, as we will discuss in the subsequent section, of the banking crises of the Great Depression.

THE INTERWAR PERIOD

Banking crises were common before the First World War. Britain and the United States each experienced about one crisis per decade during the nineteenth and early twentieth century and virtually every country that had a banking system had some sort of banking crisis during this period. The interwar period, however, stands out for both the frequency and severity of its banking crises. In the United States approximately 11,000 banks suspended in 1933 alone; although many of these banks reopened relatively quickly, the total number of commercial banks in operation fell by more than 40% between 1929 and 1933. And in Austria, Belgium, France, Germany, Italy, Norway, and Switzerland one or more of the country’s largest banks collapsed, along with many smaller ones.

Whatever other factors may have been at work generating the banking crises of the interwar period, macroeconomic fluctuations were by far the most important source of banking instability. This is straightforward to demonstrate: the interwar period was subject to two sharp ‘boom–bust’ macroeconomic cycles, each of which was accompanied by a spate of banking crises. The first began with the end of the First World War and the subsequent rebuilding boom. The collapse of this boom around 1921 led to banking crises in Belgium, Denmark, Italy, the Netherlands, Norway, and Sweden. The collapse of the second boom–bust coincided with the onset of the Great Depression in 1929–30. The causes and extraordinary severity of the Great Depression and the role of banking crises in its propagation are the subjects of a voluminous literature, much of it still inconclusive.7 Although the answers provided by this literature are far from definitive, it is clear that the banking crises of the Great Depression were driven in large part by cyclical factors: the expansion of real economic activity in countries that subsequently endured banking crises was about 1% per year greater in the decade between the end of the First World War and the beginning of the Great Depression than among those countries that did not experience banking crises.

In addition to macroeconomic factors, banking crises were precipitated by shocks to confidence. In the United States, Friedman and Schwartz (1963: 308) argue that bank failures in Missouri, Indiana, Illinois, Iowa, Arkansas, and North Carolina led to widespread attempts to convert bank deposits into currency, a ‘contagion of fear’ that led to an intensification and spread of bank suspensions. Shocks to confidence also contributed to banking crises in Austria and Germany when their large outstanding short-term foreign debts led to doubts about the continued convertibility of their currencies, capital flight, and collapse of leading financial institutions.

Weaknesses in banking structure also played a role in crises during the interwar period. Although all countries were hit by a severe macroeconomic downturn, some banking structures were more resistant to banking crises than others. Countries that experienced banking crises during the early 1920s were less likely to experience crises in the 1930s. For example, Denmark, the Netherlands, and Sweden all experienced crises in the early 1920s but had relatively stable banking systems during the 1930s. By contrast, several countries that experienced banking crises in the 1930s (e.g., Belgium, Switzerland) had been spared the worst of the post-First World War boom–bust banking crises. This may be accounted for by the fact that structurally weak banking systems in 1920 suffered crises during the post-First World War boom–bust episode, but the exit of many poorly performing banks left the surviving banking system more resistant to crises. Banking systems that had been more structurally sound at the end of the First World War avoided the banking crises of the early 1920s and the accompanying shakeout of the banking system. It may be that a banking system that had been sound enough to survive a post-First World War-sized shock was not necessarily resilient enough to survive the even larger Great Depression-sized shock. Alternatively, it may be that countries that did not experience a post-First World War banking crisis grew too rapidly during the subsequent decade, increasing their vulnerability to crisis.

Data on a variety of aspects of banking structure bank branching across countries during the Great Depression further supports a role for bank structure in determining banking stability (Grossman, 1994). Banks in countries that did not have crises had, on average, substantially more branches per bank than their counterparts in crisis countries. Banks in England, Canada, and Australia were among the most extensively branched, although those in the non-crisis countries of Sweden, Czechoslovakia, and the Netherlands also had more branches per bank than all but one of the crisis country banking systems. The Canadian experience, especially as compared with that of the United States, lends support to the argument that branch banking contributed to stability. Macroeconomic performance during the Depression was dismal in both the United States and Canada, although the extensively branched Canadian banking system survived intact while approximately 5,000 US banks, primarily unit banks, failed.

THE GREAT LOCKDOWN

The financial turbulence of the inter-war years initiated a period of increased regulation of the banking system, as governments strove to bolster banking stability. Prior to the First World War, only a handful of countries (e.g., Canada, England, Finland, Japan, Sweden, and the United States) had comprehensive banking codes that limited entry into banking, set capital requirements, and spelled out a variety of other balance sheet requirements. Elsewhere, banks typically came into existence and operated under general commercial law or other ad hoc arrangements (Grossman, 2001a). In the wake of the post-First World War crises and the Great Depression, Austria (1924), Belgium (1935), Denmark (1919), Germany (1931–34), Italy (1926), and Switzerland (1934) enacted their first ever banking codes; comprehensive banking law was not enacted until even later in France (under the Vichy regime in 1941) and the Netherlands (1952).8

Constraints on banks were further tightened under the exigencies of the First World War, when countries enacted rules and regulations that allowed them to harness the resources of the banking system to finance the war effort. Many of these constraints persisted long after the conflict had ended. In February 1942, the Commonwealth Bank of Australia was given powers to set maximum interest rates as a wartime measure. At the war’s end, these powers were continued by the Banking Act 1945 and lasted until the 1980s (Australia. Parliament. House of Representatives. Standing Committee on Finance and Public Administration, 1991: 20–1). Similarly, in Germany, interest rates on deposits during the First World War had been set by the German bankers’ association in ‘authoritative consultation with the Reich Control Office for Banking’ (Irmler, 1956: 322). Following the war, the job was taken over by West German state governments, which maintained control until interest rate deregulation in 1967. In Japan, the government enhanced the role of banks during the 1930s, at the expense of securities markets, in order to better direct the flow of national savings toward military ends (Hoshi and Kashyap, 2001: 15–89). Sweden introduced credit controls at the beginning of the First World War and interest rate controls at the war’s end, both of which remained in force for nearly a half-century (Jonung, 1993). And in the United States, where banking regulations by the federal and state governments had for decades been stringent relative to Europe, laws enacted during the 1930s established deposit interest rate ceilings, which persisted until the 1980s, and enforced a separation between commercial and investment banking which survived until the 1990s.

The constraints discussed in the preceding two paragraphs were not exceptional, but were the rule among industrialized countries. Interest rate regulation is indicative of the overall posture toward banking regulation. In 1960, interest rates in all twenty-two industrialized countries of the Organisation for Economic Co-operation and Development (OECD) were set by official government policy or by state-sanctioned bankers’ cartels. By the end of 1980, interest rates in 18 of those countries were still controlled; the number fell to nine by 1987. By the turn of the twentieth century, interest rate regulation had disappeared from the OECD (Bröker, 1989). Government-imposed constraints on banking were not limited to interest rate regulation, but covered a great deal of the banking business, including the products banks were allowed to offer and how they could use their funds. As a consequence, banking did not change very much in the three decades following the outbreak of the Second World War. According to one observer, ‘In most countries the business of banks did not change significantly from the late 1940s to the 1970s. The products offered, the management and sales techniques applied showed great consistency’ (Steinherr, 1992: 1).

The banking regulations imposed in the aftermath of the Great Depression had been aimed at reducing financial instability. In this, they were largely effective. From the beginning of the Napoleonic Wars through to the First World War, not one decade had passed without a substantial banking crisis somewhere in the developed world. By contrast, after the end of the Second World War, nearly 30 years would pass before the industrialized world was again subject to a serious episode of banking instability. Thus, the period between the end of the Second World War and the onset of the 1973 oil crisis constitutes the longest sustained period of banking stability the industrialized world has ever known.

This stability came with a price, however. Many of the constraints imposed on banks reduced the scope for—and the need to—compete for business. Deposit rate ceilings, for example, meant that banks did not need to offer competitive rates to attract depositors. Implicit or explicit government guarantees, such as deposit insurance in the United States, eliminated the need for bank customers to monitor and, if necessary, discipline poorly performing banks. This reduced innovation in banking. According to Arthur Burns, a former chairman of the US Federal Reserve: ‘The law marked out a protected domain in which banks could profitably operate, and the banks tended to stay in that domain’ (Burns, 1988: 6). Thus, banks were profitable, but the development of the banking business was retarded.

DEREGULATION AND THE RE-EMERGENCE OF CRISES

Both despite and because of the restrictive nature of banking regulation during the decades immediately following the Second World War, banks grew and prospered. The total assets held by commercial banks in 16 industrialized countries amounted to less than one half of gross domestic product (GDP) in 1953; by 1973, it exceeded three quarters. And bank profitability during the 1960s and early 1970s exceeded that during the 1980s and 1990s (Grossman, 2010: 257–8). The impressive growth of banking during this period can be attributed in part to strong economic growth: per capita GDP grew more than twice as rapidly during 1950–72 as during 1870–1913 and 1.5 times as rapidly as the period 1973–2001. Robust economic growth and demand for banking services, combined with the anti-competitive nature of regulation, made the decades after the Second World War profitable ones for banks.

The restrictive banking regulation enacted during the Great Depression and the Second World War began to be loosened in the late 1960s. Liberalization included the elimination of interest rate controls on bank lending and deposit rates, the growth of market-oriented mechanisms for the allocation of capital (e.g., the development of money markets and auction techniques for the issue of government debt securities), the elimination of direct controls on bank lending, and allowing branching and foreign entry into domestic banking markets. The impetus to deregulate, discussed in more detail later in this section, came primarily from inflation-induced high and volatile interest rates that accompanied the end of the Bretton Woods system of fixed exchange rates and the Organization of Petroleum Exporting Countries (OPEC) oil shocks of 1973 and 1979.9 The result of these developments was a substantial depreciation of the dollar, heightened exchange rate volatility, an increase in the volume of international capital flows, and an end to the post-Second World War ‘golden era’ of rapid economic growth. When Federal Reserve Chairman Paul Volcker engineered a reversal of America’s previously expansionary monetary policy in 1979, short-term interest rates hit record highs.

Banks had been profitable as long as economic growth was robust and interest rates were low and stable. Consistently moderate interest rates were important, because banks profited from the spread between government-mandated low deposit rates and higher lending rates. Further, because interest rates were low and stable, the interest rate ceilings were not binding and their effects were muted. As interest rates increased, a gap grew between market interest rates and those that banks could pay their depositors. This led depositors to look for alternatives to low-interest-rate bank deposits. The subsequent disintermediation, particularly during the US credit crunches of 1966 and 1969, weakened banks (Wojnilower, 1980). Regulators responded to the disintermediation, in part, by deregulation. Interest rate caps were loosened, and eventually scrapped, and the scope of permitted bank activities was substantially broadened. An unintended consequence of this newfound freedom was greater instability.

Deregulation was a liberating experience for banks, allowing them to broaden the range of activities in which they engaged, increase flexibility in setting interest rates, and compete for new and different types of business. The growth in international transactions due to the collapse of the Bretton Woods system and the improvement in the technology for making these transactions also provided outlets for bank expansion. This liberation came at a cost, however: banking, which had been constrained but safe, became freer but more vulnerable to crisis.

The industrialized world’s banks became much more vulnerable after 1973. Bordo et al. (2001) look at the incidence, duration, and severity of banking and currency crises during 1880–1997. They find that the probability of a banking crisis occurring was similar during 1880–1913 and 1973–97, approximately double this rate during the turbulent interwar period of 1919–39, and essentially zero during 1945–71.

Although the banking crises of the last quarter of the twentieth century were, like their predecessors, caused primarily by boom–bust macroeconomic cycles, three additional powerful factors also contributed. First, the collapse of the Bretton Woods system led to enhanced opportunities for engaging in high-risk international transactions, and improvements in technology allowed larger risks to be undertaken more quickly and easily than ever before. Second, the increasing size of the government sector relative to GDP meant that peacetime changes in fiscal policy might contribute to a boom–bust cycle. Third, the rollback of Depression-era regulations gave banks more freedom to engage in other risky transactions. These causes are readily identifiable as being behind the earliest post-Second World War banking crises, those associated with the 1974 failures of Bankhaus I. D. Herstatt and Franklin National Bank.

Herstatt, a Cologne private bank, lost an estimated $200 million in currency trading—a substantial amount, considering that the bank’s total assets had been estimated at $800 million just six months prior to its failure. Herstatt was closed by West German authorities around 3:30 pm local time, after foreign counterparties had made substantial irrevocable Deutsche mark payments to Herstatt but before those counterparties had received dollars in return. This was particularly problematic for US banks, where the business day was not yet half over when Herstatt was closed (Galati, 2002).

On the same day it reported the failure of Herstatt, the New York Times noted that, ‘In a somewhat similar situation, the Franklin National Bank of New York had foreign exchange losses of $45.8 million in the first five months of 1974.’ By 8 October 1974, Franklin had closed—at the time, the largest bank failure in American history (Kotsopoulos, 1981: 322). International exposure, combined with the Franklin’s acrobatics to avoid US regulations, were the main sources of its problems. Located on Long Island, New York, Franklin was chartered in 1926. It expanded rapidly during the 1950s, primarily through mergers and acquisitions: between 1950 and 1958, Franklin merged with or acquired 13 other banks in Nassau County. Franklin’s prosperity was aided by robust economic growth on Long Island during the 1950s and also because New York State banking law prohibited banks from branching across county lines, protecting Franklin from competition from banks in neighbouring New York City. A 1960 law allowed banks to operate in contiguous counties and Franklin soon opened an office in New York City. Subsequent growth brought offices in the Bahamas and London, where Franklin entered the Eurodollar market, although not as a major player (Spero, 1980: 41). Franklin—and many other US banks—found expansion overseas enticing, because overseas branches of US banks were subject to neither US reserve requirements (Regulation D) nor deposit interest ceilings (Regulation Q).

The inauguration of tight monetary policy in October 1979, combined with regulatory restraints, had disastrous consequences for the US savings and loan (S&L) industry. An important supplier of home mortgage lending, S&Ls were subject to a classic interest rate squeeze when interest rates rose. S&L assets were legally restricted to long-term fixed rate mortgages, which were funded with deposits that were subject to interest rate ceilings. Higher market interest rates encouraged depositors to withdraw their funds from S&Ls. Because S&L loan portfolios consisted of relatively low-yielding mortgages, even if they had been free to pay higher deposit interest rates, it would have been too costly to do so.10

The legislative response to this squeeze was to broaden the powers of savings and loans, hoping that S&Ls could earn their way back to profitability. Laws passed in the early 1908s permitted S&Ls to issue demand and money market deposit accounts, to make personal and credit card loans, and loans for the acquisition and development of real estate. Laws regulating commercial banks were also liberalized, permitting them to undertake real estate lending and relaxing limits on the amount that could be loaned to one borrower. All these changes encouraged the rapid expansion of banks and S&Ls into relatively risky types of lending and contributed to a series of real estate booms and busts in different parts of the country.

The deposit insurance system, created in the aftermath of the banking crises of the Great Depression, further contributed to US banking difficulties. Unlike most types of private insurance, deposit insurance premia did not distinguish between institutions that engaged in especially risky activities and those that did not. The ensuing moral hazard encouraged more risk-taking on the part of banks and thrifts. Moral hazard effects were enhanced by an increase in the deposit insurance limit to $100,000 from $40,000 in 1980 and by a federal hiring freeze in the late 1970s and early 1980s, which led to a decline of about 20% in the number of federal bank examinations, removing another potential constraint on greater risk-taking (Federal Deposit Insurance Corporation, 1997: 57). Moral hazard-induced problems were exacerbated by technological innovation. Because deposits were insured, banks and S&Ls in need of funds could raise virtually unlimited sums by offering above-market interest rates on insured certificates of deposit. The improved technology of money transfer made it possible for a national market in brokered deposits to develop, removing the need for banks and S&Ls to raise funds locally. These innovations encouraged troubled institutions to raise additional funds and to employ them in ever-riskier activities in what Barth, Bartholomew, and Labich (1989: 25) aptly term ‘gambling for resurrection’.

Like the S&L crisis, the Nordic banking crises of 1987–94 resulted from a series of boom–bust cycles which were amplified by banking deregulation (Koskenkylä, 1994; Drees and Pazarbasioglu, 1995; Jonung, 2008). From the end of the Second World War until the late 1970s, the Nordic countries tightly regulated their banking, credit, capital, and foreign exchange markets. Although these countries were industrially advanced, their stock and bond markets were not well developed and banks were the primary intermediators. Banks, however, were tightly constrained by regulations designed to channel credit to favoured sectors of the economy. Swedish financial institutions were subject to lending ceilings, which limited the rate of growth lending to low priority sectors, and liquidity ratios, which required banks to hold a substantial portion of their assets in bonds issued by the government and mortgage institutions (Englund, 1999). In Norway, a number of government lending institutions were responsible for allocating funds to the housing, manufacturing, and agriculture and fisheries sectors (Moe, Solheim, and Vale, 2004; Knutsen and Lie, 2002; Steigum, 2004). Banks in all three countries were subject to interest rate ceilings and in Finland the central bank set ceilings on each bank’s average and top lending rates (Englund and Vihriälä, 2003).

Restrictions on credit allocation led to unfulfilled demand for funds in many sectors. Excess demand was exacerbated by high inflation, low interest rate ceilings, and the generous tax treatment afforded to interest payments, which was particularly important in light of the high tax rates in the Nordic countries. All three countries began to loosen financial restrictions in the 1980s by removing interest rate ceilings on loans and deposits, permitting the development of certificates of deposit (CD), bond, and money markets, easing foreign exchange controls and allowing foreign banks to operate domestically, and removing quantitative controls on bank lending. At the same time, each reorganized their financial supervisory apparatuses, which in practice meant that the new supervisory regimes were not completely prepared for financial liberalization.

The response to deregulation was dramatic. Household and corporate indebtedness grew substantially and bank lending expanded rapidly through the early 1990s. Abetted by accommodating fiscal and monetary policies, aggressive lending increased the extension of credit to the real estate, construction, and services sectors, and the prices of stocks and real estate rose dramatically in all three countries. These booms collapsed in the late 1980s (Norway) and early 1990s (Finland and Sweden), leading to the failure or forced government take-over of a number of leading banks.

Like those of the Nordic countries and the United States, the financial system of Japan had been severely constrained in the period from the end of the Second World War until the mid-1970s (Hoshi and Kashyap, 2000; Hoshi and Patrick, 2000; Hoshi, 2001). Domestic stock and bond markets had been kept deliberately underdeveloped and foreign securities markets were off-limits, forcing both borrowers and lenders to rely upon the domestic banking system. Interest rates were fixed and interest rate spreads were relatively high, guaranteeing banks high profits. Competition between banks was non-existent under the ‘convoy system’ under which all institutions were allowed to grow at the same speed, and none was allowed to fail (Hoshi, 2002).

Deregulation began in the mid-1970s, and included liberalization of the money, debt, equity, and foreign exchange markets, each of which had been under formal or informal control. The motivation for liberalization was in part fiscal: the oil shock-induced fiscal deficits of the 1970s heightened the government’s desire to sell more bonds. Liberalization, particularly of the bond market, opened up alternative funding sources for corporations; deregulation aimed at expanding the options of depositors was slower to develop. Thus, banks that still had substantial deposit bases began to lose their large corporate customers to the bond market, which led banks to expand their lending to small and medium-sized business, particularly to real estate developers. The resulting boom in real estate and stock prices was further supported by expansionary monetary policy undertaken by the Bank of Japan during the second half of the 1980s. A distinguishing feature of the Japanese banking crisis was the length of time it took for the authorities to abandon the convoy system and allow banks to fail (Hartcher, 1998; Amyx, 2004). This delay in confronting Japan’s banking problems made what would have been a severe crisis even worse, leading to a decade characterized by slow economic growth, high unemployment, and a long, costly clean-up of its financial system.

THE SUBPRIME AND EUROPEAN SOVEREIGN DEBT CRISES

The 1990s saw a gradual reduction in the frequency and severity of crises. With the resolution of the Scandinavian and Mexican crises in the mid-1990s, and the Asian financial crisis and the collapse of the US dot-com bubble at the end of the 1990s, the first decade of the 2000s was shaping up to be one of the calmer eras in financial history. Economists had argued that the 1980s and 1990s has seen a gradual reduction in macroeconomic volatility (Blanchard and Simon, 2001; Stock and Watson, 2002). And there was some sense that improvements in international rules and coordination (e.g., the Basel Accords, World Trade Organization) had diminished the likelihood of serious crises and substantially reduced the dangers of contagion (Kapstein, 1996; James, 2001).

The US subprime crisis was, like many of its predecessors, a boom–bust crisis. Following the collapse of the dot-com bubble in 2000, the US embarked on a long and vigorous economic expansion. Economic growth was promoted by expansionary fiscal policy under President George W. Bush, who signed three tax cuts into law during his first three years in office and embarked on wars in Afghanistan and Iraq following the 11 September 2001 (9/11) terrorist attacks. This fiscal stimulus was compounded by expansionary monetary policy undertaken by the Federal Reserve, which lowered interest rates following the collapse of the dot-com bubble and 9/11 and kept them low through 2004. The fiscal and monetary policy-induced expansion led to a boom in the US housing market, which was supported by the development of new techniques for real estate finance (e.g., mortgage backed securities) which regulators allowed to grow essentially unchecked. As opportunities among credit-worthy borrowers began to be exhausted, lenders found new ways of extending credit to less credit-worthy borrowers (i.e., subprime mortgages). The collapse of the real estate market during the second half of the decade of 2000 led to widespread defaults among holders of low-quality mortgage debt.

The subprime crisis quickly spread to Europe. Although Europe was not the prime instigator of the crisis, it was more than just an innocent bystander. European financial institutions had purchased substantial amounts of mortgage-backed and related derivative securities and took heavy losses when the prices of these plummeted. Further, European banks had borrowed relatively more than American banks, so when these losses were realized the financial distress in Europe was at least as severe as in the United States (Eichengreen, 2009). And although much has been made of the run-up in US housing prices, housing prices in some parts of Europe rose quite dramatically, particularly in Spain, Ireland, Belgium, the Netherlands, and France. The collapse of the booms in these high-flying real estate markets led to further problems, both for financial institutions and, importantly, for the national governments that bailed them out (Gros, 2006; Hilbers et al., 2008). The commitment to the euro further complicated the crisis in the Eurozone by removing the option of any affected country to address the crisis with monetary policy.

Banking crises have been a resilient phenomenon during the past two centuries. Although many of the details and circumstances differ across crises, the fundamental boom–bust pattern identified as early as 150 years ago by Evans (1859[1969]), and analysed by Fisher (1932), Minsky (1982), and Kindleberger and Aliber (2011) stands as a useful model for analysing financial crises today.
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1 In his presidential address to the Economic History Association, Eichengreen (2012: 289) notes that ‘[this] has been a good crisis for economic history,’ offering in partial support the sharp spike in journalists’ references to the term ‘Great Depression’ following the failure of Lehman Brothers in September of 2008. See Lo (2012) for a review of 21 of the many recent books on the financial crisis.

2 Grossman (1993) models the macroeconomic consequences of bank failures during the National Banking Era in the United States and finds that the number of failures must cross a numerical threshold to constitute a ‘crisis’. Turner (2014), in his analysis of banking stability in the United Kingdom, considers both bank failures and the behaviour of bank stock prices. Unlike many of the authors considered here, Friedman and Schwartz (1963) do not define a banking crisis on the basis of the number of insolvent or failed banks, but on the currency-to-deposit ratio, arguing that a banking crisis leads to a rise in that ratio, as depositors withdraw deposits in favour of currency.

3 This assumes that the interests of bank managers and shareholders are aligned, in other words, that there is no principal–agent problem (see Glassman and Rhoades, 1980).

4 See Berger, Herring, and Szegő (1995) on ‘market’ capital requirements.

5 Other causes discussed in the literature include shocks to confidence (Friedman and Schwartz, 1963: 308) and structural weaknesses of the banking system (Grossman, 2010: 63). The Belgian banking crisis of 1838–39 illustrates both of these causes. This crisis was precipitated by the breakdown of diplomacy between Belgium and the Netherlands and the accompanying fear that a war might break out between the two countries. The crisis was further exacerbated by a bank war between Belgium’s two largest banks, Société Générale and the Banque de Belgique. See Chlepner (1943).

6 Kindleberger and Aliber (2011: 27) trace the intellectual history of the Fisher ‘boom–bust’ model back to the tradition of John Stuart Mill, Alfred Marshall, and Knut Wicksell and forward to Hyman Minsky (1982).

7 Prior to becoming chairman of the Federal Reserve Ben Bernanke (1995: 1) wrote: ‘To understand the Great Depression is the Holy Grail of macroeconomics… We do not yet have our hands on the Grail by any means.’ Recent research has highlighted the importance of the gold standard in intensifying and propagating the Great Depression. Eichengreen (1992).

8 Grossman (2010: 140–1), Myers (1949). Even Canada, which had endured the Great Depression with minimal banking instability, adopted a major reform: the establishment of the Bank of Canada. According to Bordo and Redish (1987: 417), the bank was founded because of the government’s desire to be perceived as doing something in response to the Great Depression, rather than from any pressing economic need for a central bank.

9 Bordo and Eichengreen (1993: 465–6), Grossman (2010: 260 ff.). Although the oil shocks and the collapse of Bretton Woods were important factors in the heightened inflation and interest rates of the 1970s, US rates had been rising during the rapid economic growth of the 1950s and 1960s, and had been given a push from increased government spending on the Vietnam War and Great Society programmes.

10 Even if a market for mortgages had existed at the time, high market interest rates would have meant that selling these low fixed-interest rate loans would have involved a substantial capital loss.


CHAPTER 20

CURRENCY CRISES

From Andrew Jackson to Angela Merkel

PETER TEMIN

I contend in this chapter that many so-called banking crises are in fact currency crises. I do so in three steps. First, a bit of simple theory to structure the discussion. Second, a narrative of currency crises in the last two centuries, and finally some thoughts about conditions today.

Any survey of past crises has to take account of Reinhart and Rogoff’s magisterial history of what they call financial folly. They classify financial crises as banking crises and foreign (external) and domestic (internal) debt crises (Reinhart and Rogoff, 2009: 11). They discuss currency debasements in the context of external debt crises, but they do not separate a category of currency crises. I therefore add it to their categories as an analogue of banking crises. I define a currency crisis as a dramatic decrease in a country’s nominal exchange rate or increase in its currency controls. Speed and size of the change add to the drama, but there is no bright line separating crises from devaluations.

Recall that banks experience runs when depositors fear that banks will not be able to cash out their deposits at par. A country can experience a run on its currency when investors fear that the country will not be able to purchase its currency at par. There has to be a par for a currency for this analogy to hold, and currency crises are a phenomenon of fixed exchange rates. They also can occur when countries attempt to stabilize their exchange rates without fully committing to fixed rates. Currency crises therefore occurred most often in countries on gold or silver standards before the Great Depression and with fixed exchange rates thereafter. Even banking crises in the interwar years were concentrated in countries on the gold standard (Grossman, 1994).

THE SWAN DIAGRAM

Krugman (1979) started the modern literature on currency crises with the demonstration that they occur before countries actually run out of foreign reserves when investors fear that they are on a path to do so. I rely on Krugman’s insight but use here an older theory that allows us to back up and discuss the origins of investor fears rather than the moment of crisis, following Reinhart and Rogoff. Trevor Swan (1955) represented the interaction of internal balance and external balance in what has become known as the Swan Diagram, which can be used to understand the links between internal and external balances that are the focus of this chapter.

The Swan Diagram concerns two markets, and it contains two variables. The markets are for domestically produced goods and for international payments; the variables are domestic production and the real exchange rate. As with the IS/LM diagram, a quantity is on the horizontal axis while a price is on the vertical axis. The Swan Diagram puts domestic demand on the horizontal axis, consisting of consumption plus investment, government purchases plus net exports, sometimes known as absorption. The vertical axis is the real exchange rate, that is, the nominal exchange rate times the ratio of prices at home and abroad. For simplicity, I present the real exchange rate as the value of the home currency abroad, so a fall in the real exchange rate can be brought about by a depreciation of the currency or by a fall in costs and prices at home relative to costs and prices abroad. A fall in the real exchange rate, measured this way, means that the country is becoming more competitive relative to countries abroad.

The first of the two markets is domestic production, expressed as the familiar Keynesian definition of national production or income:
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Production is the same as income, since income includes the payments to those who produce goods and services; these payments, together with any taxes paid, equal the value of what is produced. A country is in internal balance when domestic production is just large enough to fully use all the resources in the economy; that is, when labour is fully employed and inflation is low.

The second market is for international payments. It is measured as the balance on current account in the national accounts, and it is roughly equal to exports minus imports:
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A country is in external balance when exports are just large enough to fully pay for imports so that foreign trade is balanced, allowing for any payments of interest which have to be made abroad and for any long-term capital inflow or foreign direct investment going to the country.

These equations already show the most important lesson of the Swan Diagram; internal balance and external balance must be thought about at the same time. The level of domestic production and the balance on current account are clearly related to each other. The first equation shows that whenever there are higher exports or reduced imports, that is, whenever there is an increase in net exports, this will add to demand for domestic goods and so to domestic production. But higher domestic production increases the demand for imports and worsens the balance of payments on current account from the second equation. So attempts to achieve internal balance, by having an appropriate level of domestic production, and attempts to achieve external balance, by having an appropriate level of the balance of payments on current account, must be thought about together.

The diagram shows how to do this interactive thinking. Consider first external balance. As the real exchange rate drops, a country’s exports become more attractive abroad, while its imports become more expensive. In order to restore balance, domestic demand will need to expand to increase the demand for imports enough to match the increase in exports from the fall in the real exchange rate. In other words, the line that defines external balance—an optimum B—slopes downward. A country is in surplus below the line and deficit above it.

What happens if we start on the line of internal balance, that is, at non-inflationary full employment, and government purchases increase? A rise in demand from an expansionary fiscal policy will lead to inflation. The real exchange rate rises, our exports will become more expensive in other countries and will fall, and imports will become cheaper and will rise. The reduction in domestic demand from the fall in exports and the rise of imports reduce the pressure on the domestic economy. This means that the line that defines internal balance, that is, a position of non-inflationary full employment, has a positive slope. To the right of the line, there is inflation; to its left, unemployment.

Swan put these two lines together in Figure 20.1, where his diagram looks like a supply and demand diagram or an IS/LM diagram. The external balance line is downward sloping, and the internal balance line is upward sloping. The diagram shows that a country can only achieve both external and internal balance at the point where the two curves cross. A country must have the appropriate values for both domestic demand and the real exchange rate to get both external and internal balance.
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Figure 20.1 The Swan Diagram



It might seem that external balance occurs only when exports minus imports is zero. This however is not the case. Countries may wish to industrialize by exporting more than they import, using what is known as an export-led growth strategy. Other countries may wish to industrialize by importing more than they export in order to build an infrastructure of roads, railroads, and schools that promote the growth of industry. Similarly the optimum level of domestic production—the position of domestic production at which there is internal balance—is not described in this model. It is usually taken to be as close to full employment as a country can get without inducing unwanted inflation. We normally define full employment as the highest employment consistent with stable prices.

Above the external balance line, the country is in deficit on its current account. To the left of the internal balance line, the country is experiencing unemployment. Deficits need to be financed, and being in deficit means that a country accumulated foreign debts. These debts can be a problem. Unemployment is also a difficulty: wasting resources, degrading the work force and even leading to political troubles. The costs of unemployment are not recorded in newspapers and annual reports like foreign debts, but they are no less real. Countries therefore want to be in both internal and external balance, the point where the two curves cross. It is an equilibrium in the sense that countries will approach it from any point and stay there if possible.

I examine what happens when a country is out of equilibrium by looking first at the possibility that a country could be vertically out of equilibrium, that is, directly above or below it. As shown in Figure 20.1, it then would have multiple problems. Being off both curves, it would be experiencing unemployment and an international deficit or inflation and an international surplus. Despite the combination of difficulties, the imbalances can be cured by moving the real exchange alone. Since the real exchange rate is the nominal exchange rate times relative prices, it can be changed either by changing the exchange rate or prices. I discuss this choice extensively later.

A country that is horizontally out of equilibrium faces a similar task. Again, it will be experiencing both internal and external problems, but in different combination than with a vertical displacement. And the policy needed to get to equilibrium is similarly clear; changing fiscal policy one way or the other will do the trick. In fact, monetary or fiscal policy will work, although only fiscal policy appears in the simple Keynesian identities above. (If there is full capital mobility, as within the Eurozone today, then no single country can affect the interest rate, and monetary policy cannot be used.) Wars typically move countries to the right in Figure 20.1, creating both internal and external imbalances. Austerity, in the 1920s and again today, moves countries to the left—increasing internal imbalances in an attempt to eliminate external imbalances.

Now consider a more complex case. To see what happens when a country is diagonally out of equilibrium, consider the case of a country that is in internal balance, but which has international debt that its creditors can no longer tolerate. This country is on the internal balance line up and to the right of equilibrium. This country needs to have a fall in both the real exchange rate and the fiscal stimulus. The fall in the real exchange rate by either devaluation or deflation will stimulate exports and therefore domestic production. The fall in fiscal stimulus then will have to be large enough to offset this effect and make room for the goods which are exported abroad and move the country toward equilibrium. Lack of coordination will generate either unemployment or inflation. The simple representation by the Swan Diagram points to the central problems of macroeconomic policies in open economies. It does this in the same way that the IS/LM diagram points to the central macroeconomic problems of closed economies.

As described in this example, foreign debt can become problematic if investors begin to wonder whether the country will be able to reliably service its debt. It is clear that the country requires a combination of policies to resolve its debt problem. The first policy is to reduce domestic absorption; this policy is known now as austerity. Austerity on its own moves the country to the left in the diagram; the country has to move beyond equilibrium to achieve a current account surplus and begin paying down its debt. As the diagram shows, the cost of this policy is unemployment. How successful will this policy be? It seems unlikely to achieve its goal of reassuring investors and reducing foreign indebtedness because of the costs of unemployment. The growth in unemployment reduces tax revenues, which in turn lowers the ability of the government to repay foreign debts. It also triggers government expenditures that may conflict with debt repayment. European history of the early 1930s and again in the last few years suggests that austerity policies intensify the problem of foreign debt instead of reducing it.

The second policy is devaluation. Devaluation on its own will increase exports and reduce imports and will move the country down the graph; as in the previous description, the country has to move past the external balance line to generate a surplus to repay its foreign debt. As the diagram shows, the cost of this policy is inflation. This policy will not be successful if devaluation on its own causes inflation to increase so that the real exchange rate does not fall. In that case, the attempt to implement it does not move the country down in the Swan Diagram at all.

The indebted country requires a combination of both policies. Devaluation will increase exports and reduce imports. Austerity—just the right amount—will reduce home demand for goods and leave room for extra exports and for the home-produced goods that replace imports. The right combination of policies will move the economy to the intersection of the external balance line and the internal balance line. There will be modest temporary inflation as the price of imported goods goes up; such modest inflation will help the country repay its debts, as the real value of its debt is reduced. To move diagonally in Figure 20.1, a country needs two policies; a firmly fixed exchange rate does not permit one of them to be used.


HISTORICAL NARRATIVE

Britain was the first industrial country to prosper by an export-led strategy. The British concentrated on exporting manufactures, and they achieved great success as they had industrialized first. Cotton textiles initially were their largest export, but they were joined by woolen goods, iron and steel, coal, and machinery. If importing countries could not pay for these goods, Britain lent them the funds. This pattern of exports paid for by balance-of-payments surpluses allowed Britain to continue its exports throughout the nineteenth century. It also enabled Britain to accumulate an enormous portfolio of foreign assets. This in turn allowed the City of London to dominate international finance and become the conductor of the international orchestra (Keynes, 1930, vol. 6: 306–7).

The United States generally remained in both internal and external balance throughout the nineteenth century except during various shocks. The first one, known as the Jacksonian inflation, was eerily like current problems to which I will progress. The disturbance began when England exported capital to the United States to finance a land boom in the 1830s. Anglo-American trade with China was disrupted at this time in the run up to the Opium Wars. Mexican silver that previously flowed to China through this trade lodged in American banks, allowing bank reserves to rise. Prices rose, particularly the price of land. The appreciation of the real exchange rate was financed by capital imports from England until the Bank of England called a halt in 1836. The result was a financial crisis in 1837 that led several states to default on their debts in the following few years. The boom and bust took place during the administration of Andrew Jackson. His policies, not wise by modern standards, have been seen as the cause of the crisis, but they are only one part of a more complex story (Temin, 1969; Rousseau, 2002).

In terms of Figure 20.1, the English capital exports caused the United States to move upward along its internal balance curve, inducing inflation which raised its real exchange rate, resulting in a vertical rise. When the Bank of England decided that American securities were no longer good investments, they forced the United States to adjust. The United States did so by having a banking panic that lowered prices and reduced spending, moving the economy to the left and inducing deflation to move the United States downward back to its previous equilibrium. The 1837 crisis is known as a banking problem, and banks suspended payments in the course of it. But this was only the means by which the United States—on a specie standard with no central bank—devalued its currency. This was a currency crisis.

This currency crisis illustrates the mechanisms by which a country can change its real exchange rate. It can devalue the nominal exchange rate or it can deflate its prices, now sometimes called an ‘internal devaluation’. The United States did both in the 1830s. It devalued its currency by the banks refusing to pay currency deposits for gold or silver at par. And it lowered prices as suspended banks made fewer loans. The United States was largely agricultural at this time, and prices are quite flexible in agrarian economies. Internal devaluation is much harder in industrial economies.

England was not so fortunate. They were on the other side of the American depreciation, and they found their currency appreciated. In addition, they lacked the flexible prices of the Americans as they had already shifted out of agriculture as they began industrialization. They ended up with a lingering recession, as we would now call it. They also were on the wrong side of American state bond defaults, and their recession continued into the Hungry Forties. In terms of the Swan Diagram, England moved upward and to the left. This did not have much effect on its external balance, but it increased unemployment (Temin, 1974).

The United States fought a bloody and extended civil war a generation later to keep the growing nation together. As might be expected, this brutal conflict created both internal and external imbalances in the American economy. The inability of the government to acquire sufficient resources to fight the war from its tax revenues and its consequent need to borrow extensively led it to move to the right in Figure 20.1. The expansion of absorption led both to inflation and a balance-of-payments deficit. The United States clearly had to abandon the gold standard—as many countries would do in the First World War. This led to a depreciation of the dollar, expressed as the discount of ‘greenbacks’, that is, paper dollars, against the nominal equivalent of gold. The war ended with greenbacks heavily discounted and with the government determined to return to gold, as the British Cunliffe Commission of 1918 would echo later as well. It took the United States almost two decades to reduce the discount enough to go back onto gold in 1879.

The domestic imbalance was widely recognized, but the external imbalance was not identified until quite recently due to the great size of America and the regional conflicts that emerged. The Civil War was a conflict between the North and the South. The postwar deflation became a contest between the East and the West. Western farmers who typically were in debt and suffered from deflation did not understand why prices needed to be forced lower. The deflation continued after the resumption due to gold scarcity in the late nineteenth century and was seen as a conflict between staying on gold and going onto a silver standard—silver being mined in the West. The plea, ‘You shall not crucify mankind upon a cross of gold,’ was made in 1896, long after the Civil War devaluation had been forgotten (Friedman and Schwartz, 1963: 7, 58–61; Officer, 1981).

This speech was made not long after there had been a currency scare in 1892–93. The risk that the United States might switch to silver, devaluing the dollar relative to European gold currencies, rose in the 1890s as Congress debated free-silver proposals. Calomiris (1993) estimated that the risk of devaluation was never large, but that the fear of a temporary devaluation raised short-term interest rates in the 1890s. It may be excessive in a chapter about currency crises to mention this non-event, but it provides background for the discussion of recent Eurozone activity.

We can use the Swan Diagram to make sense of this convoluted tale. The country’s need for resources with which to prosecute the Civil War forced the government to both expand its spending and devalue its currency. The resulting inflation offset the gain in the real exchange rate from the devaluation, leading the government to the right in Figure 20.1 out of both internal and external balance. The wholesale price level doubled during the war and stayed over 50% more than in 1861 through 1870. The exchange rate doubled also, but went back to its pre-war level more quickly than prices. The result was an appreciation of the real exchange rate that achieved internal balance and lasted for a decade after the Civil War (Carter et al., 2006: Series Cc113, Ee615). The devaluation helped the United States get back into external balance during the war, while the deflation imposed after the war to get back onto gold kept domestic demand low. The United States moved down and to the left in Figure 20.1 to reach external balance. The long deflation also kept political strife high.

These two nineteenth-century experiences, the Jacksonian crisis and the Civil War, provide a template for most of the currency crises of the twentieth century. Wars and peace-time capital flows both lead to currency problems in the context of fixed exchange rates. The First World War recapitulated the American Civil War, while the rash of currency crises in 1931 echoed the expansion and crisis a hundred years earlier. The First World War of course started out with currency crises in 1914 and various combatants going off gold, following the pattern of the United States in the 1860s (Silber, 2007). They did not alter the gold price of their currency, but they limited in various ways access to gold. ‘To have remained faithful to their legal obligations under the international gold standard convention would have meant for many countries a dissipation of gold reserves and a further blow to confidence without solving the foreign exchange difficulty’ (Brown, 1940, vol. 1: 15). Countries managed their efforts during the war with the freedom they gained and suffered inflation as a result. After the war, they let the value of their currencies float and deflated their economies to restore the gold value of their currencies. This led to internal political strife in many countries, following the earlier pattern of the United States.

The Italian government deflated rapidly to speed resumption of the gold standard, putting enough strain on the political system that Mussolini could mount a successful challenge to democracy in 1922. The Germans were so outraged by losing the war and having to pay reparations that they responded to the renewed invasion of the Ruhr to force reparations payments by having a hyperinflation in 1923. The British worked so hard to argue down wages to aid their resumption of gold that they had a General Strike in 1926. And the French refused to deflate and adopted a new, low value of the franc, destabilizing gold flows around the world (Temin, 1989; Irwin, 2010).

As in America, we tend to see German events as internal. The hyperinflation was internal, but the exchange rate fell as the price rose. Observers at the time wondered whether the nominal exchange rate was the cause or the effect of the hyperinflation, but in terms of the Swan Diagram, it was domestic expansion that led to devaluation through the monetization of the resulting debt. The rapid change in the nominal exchange rate in 1923 was a currency crisis in addition to a hyperinflation.

The European politics of the 1920s were more virulent than those in America after the Civil War for several reasons. The rich history of European politics in the aftermath of the war is well documented and well known. There also was a shortage of gold in the 1920s that was of enough concern that the League of Nations created a Gold Delegation in 1928 to consider the problem. Gold reserves of central banks fell between 1913 and 1925 from 48% to 41% of their notes and sight deposits. Given the inflation in those years, the smallness of this decline implies that central banks were able to acquire added gold reserves easily. But where did this added gold come from? It was withdrawn from circulation. Central banks held fully 92% of all monetary gold in 1929, up from 62% in 1913 (League of Nations, 1930: 81). ‘Gold coin in circulation had fallen from nearly $4 billion in 1913 to less than $1 billion in 1928’ (Eichengreen, 1992: 199n, 199–203).

This was a massive change in public behaviour. People went from using gold coins to using paper money in a very short time. Given the long history of transacting in coins, there must have been strong inducement for them to change to notes and deposits. Evidence from America in the years after 1929 reveals the mechanism. Americans converted bank deposits to currency in the early 1930s. In addition to the fear of bank failures, the reduction of interest rates reduced the cost of holding cash. Declining yields on bank deposits altered the portfolio preferences of people to favour holding cash instead of interest-bearing deposits, exerting a larger upward pressure on the currency–deposit ratio than the fear of bank failures (Boughton and Wicker, 1979). The opposite effect must have been operating in Europe a decade earlier. Central banks kept their discount rates higher than they would have been if gold had been plentiful. The rise in interest rates led to the radical change in behaviour noted in the Gold Delegation’s report. The need to acquire gold added to the deflationary pressure in most countries after the First World War.

These turbulent years were succeeded by a few peaceful ones that appeared to be prosperous. In terms of the Swan Diagram, the principal industrial countries all had regained internal balance, but they were far from external balance. German prosperity was based on a massive capital inflow from the United States through many private loans as well as the official Dawes and Young Loans. France with its undervalued currency had an import surplus and was importing gold at a rapid rate. Britain was acting as a bank, borrowing short and lending long in an attempt to regain its pre-war primacy. Currency reserves in Germany and Britain were scarce as both France and the United States accumulated gold. The result of this set of external imbalances was a series of currency crises in 1931 that turned a bad recession into the Great Depression.

These crises have been seen as banking crises, and banks were involved in them, but they were primarily currency crises. The first crisis was a banking crisis that brought down the currency, but the following ones were currency crises in which banks were collateral damage. The first crisis came in May when the Credit Anstalt failed in Austria. The bank was large enough to cause a run on the currency, and Austria had a currency crisis. Austria however was too small to affect even neighbouring Germany, and its currency crisis stands as a precursor of the major crises of the summer and fall rather than as a cause (Ferguson and Temin, 2003).

The government budget of Weimar Germany was severely out of balance by 1931. Tax revenues had fallen, and unemployment expenses had risen. It proved impossible to agree on a budget, and Chancellor Brüning governed by decree. Loans from the US and France covered the deficit in early 1931, but Brüning then championed a customs union with Austria and cast doubt on his commitment to pay reparations. France of course had been insistent on reparations, and Brüning’s threats abandoned Germany’s reluctant commitment to its neighbour. Brüning’s statements exacerbated tensions left over from the First World War and reduced French loans to Germany. Gold reserves at the Reichsbank and deposits at the large German banks held up until Chancellor Brüning’s statement on reparations in early June, and then quickly fell.

The Reichsbank tried to replenish its reserves with an international loan, but Brüning’s attempts to shore up his domestic support had dried up international capital flows. The French tied political strings around their offer of help that were unacceptable to the Germans, while the Americans pulled in the opposite direction to isolate the German banking crisis from any long-run considerations. The absence of international cooperation was all too evident, and no international loan was forthcoming.

The data in Figure 20.2 reveal the path of the currency crisis. The figure shows the daily price of Young Plan bonds in Paris and the weekly gold reserves of the Reichsbank from April to 30 June 1931. Young Plan bonds were traded widely, and the series of Paris bond prices provides a good index of investor sentiment in the spring and summer of 1931. After rallying early in the year, the bond price stayed remarkably constant from March to May, and then fell sharply during the week of 27 May. Gold reserves at the Reichsbank also stayed remarkably constant until the beginning of June, when they too fell. There was no news about German banks in late May, but German newspapers began by 25 May to discuss the rumour that Brüning was likely to ask for some sort of relief in regard to reparations, as he did in early June. This, not phantom withdrawals from banks, was the beginning of the fatal run on the currency that paralysed the Reichsbank precisely at the moment it needed reserves to foster domestic stability.

Banks appealed to the Reichsbank for help, particularly the Danatbank which was hard hit when the currency crisis caused one of its major clients to fail. But the Reichsbank ran out of assets with which to monetize the banks’ reserves as its gold reserves shrank. Despite some credits from other central banks, the Reichsbank had fallen below its statutory requirement of 40% reserves by the beginning of July, and it was unable to borrow more. The Reichsbank could no longer purchase the Berlin banks’ bills. As in 1837, bank problems were the result, not the cause of the currency crisis (Ferguson and Temin, 2003; Temin, 2008).
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FIGURE 20.2 Reichsbank gold reserves and Young Plan bond prices in Paris, 1 April to 30 June 1931

Source: Ferguson and Temin (2003, 2004).



Widely cited in the literature as a banking crisis, this was a currency crisis that also led to the temporary nationalization of German banks. Germany abandoned the gold standard in July and August 1931. A series of decrees and negotiations preserved the value of the mark, but eliminated the free flow of both gold and marks. In one of the great ironies of history, Chancellor Brüning did not take advantage of this independence of international constraints and expand. He continued to contract as if Germany was still on the gold standard. He ruined the German economy—and destroyed German democracy—in the effort to show once and for all that Germany could not pay reparations. When Brüning said later he had fallen 100 metres from the goal, he meant the end of reparations, not the recovery of employment, and he betrayed no doubt that the proper policy had been to stay within the rhetoric and framework of the gold standard even after abandoning convertibility itself (James, 1986: 35; Eichengreen and Temin, 2000).

As a consequence of the German moratorium the withdrawal of foreign deposits was prohibited, and huge sums in foreign short-term credits were frozen. As other countries realized that they would be unable to realize these assets they in turn were compelled to restrict withdrawals of their credits. Many other European countries suffered bank runs and currency crises in July, with especially severe crises in Hungary and Romania. More importantly, the German crisis gave rise to a run on the pound and then the dollar.

Britain had attempted to maintain its pre-1914 role as an exporter of long-term capital to the developing countries, but it could no longer achieve this in the 1920s by means of a surplus on current account and had to finance it by substantial borrowing from abroad. Much of the capital attracted to London was short term, leaving Britain vulnerable to any loss of confidence in sterling. The increasing deficits on the current accounts of Australia and other primary producers who normally held a large part of their reserves in London compelled them to draw on these balances in adverse times, and this further weakened Britain’s position. Britain had turned itself into a bank, borrowing short and lending long, a dangerous maturity mismatch. When confidence drained away in the summer of 1931, British authorities realized that sterling’s parity could no longer be sustained. After borrowing reserves from France and the United States in July and August, Britain abandoned the gold standard on 20 September.

The influence of history was of critical importance. Foreign concern about the scale of Britain’s budget deficit increased markedly with the publication of the Report of the May Committee in July 1931 and was the proximate reason for the final collapse of confidence in sterling. It is difficult in hindsight to understand this obsession with the deficit given the relatively trifling sums under discussion. Nevertheless, this currency crisis followed the German crisis in a cascading collapse of the gold system.

The Bank of England, after an initial delay to rebuild its gold reserves, sharply reduced interest rates in 1932. As in Germany, British monetary authorities continued for a time to advocate gold-standard policies even after they had been driven off the gold standard. They cried ‘Fire, Fire in Noah’s Flood’, as Hawtrey (1938: 145) phrased it. Although the grip of austerity was strong in the immediate aftermath of devaluation in Britain as well as in Germany, it wore off within six months in the face of public criticism by James Meade and others. British economic policy was freed by devaluation, and monetary policy turned expansive early in 1932.

Across the ocean, Mellon and Hoover remained staunch in their belief in the curative powers of the gold standard even as the American economy collapsed around them. One reason for the economic decline was a reduction in the quantity of money as people reversed the progress made in the 1920s and took cash out of American banks. They were responding to continuing bank failures and to low interest rates. The bank failures have received a lot of attention, but the effect of interest rates, as noted earlier for the 1920s, was more important (Friedman and Schwartz, 1963; Boughton and Wicker, 1979). This process interacted with the debt-deflation process outlined by Fisher (1933) to depress the economy in a kind of austerity from inactivity instead of design.

The Fed raised interest rates in October 1931 to defend the dollar. This contractionary policy in the midst of rapid economic decline was the classic central-bank reaction to a gold standard crisis. Friedman and Schwartz (1963: 317) acknowledged the power of the gold standard in this action in their account of the American contraction:

The Federal Reserve System reacted vigorously and promptly to the external drain, as it had not to the previous internal drain. On October 9, the Reserve Bank of New York raised its rediscount rate to 2 1/2 per cent and on October 16, to 3 1/2 per cent—the sharpest rise within so brief a period in the whole history of the System, before or since… The maintenance of the gold standard was accepted as an objective in support of which men of a broad range of views were ready to rally.

The United States did not have a currency crisis, but the forces leading up to the German crisis and the American defensive interest-rate hike were the same. Brüning and Hoover maintained their deflationary policies for as long as they were in office and continued to champion them after they lost power. Even after losing the 1932 election, Hoover kept trying to enlist the president-elect in support of the gold standard. As late as February 1933, he tried to chide Roosevelt into a commitment to support the gold price of the dollar (Hoover, 1933). Twenty years later Hoover (1952: 189) repeated approvingly his 1932 claim that maintaining the gold standard had been good for the United States: ‘We have thereby maintained one Gibraltar of stability in the world and contributed to check the movement of chaos.’

The postwar world economy was far different than the interwar years. In an effort to avoid the crises of the interwar years, the Bretton Woods system allowed countries to change their exchange rates for sufficient cause. It was a system of stable rates, not fixed rates. Britain was forced to devalue twice under the Bretton Woods system, in 1949 and 1967. Britain had drifted above its equilibrium in the Swan Diagram before the crises, and the currency crises brought it back near equilibrium. The adjustment was sufficient in both cases to last a few decades, but there was a durable upward trend in the Swan Diagram, resulting in a crisis after about two decades. From this point of view, Britain had moved in half a century from the centre of the world economic system to the periphery (Cairncross and Eichengreen, 2003).

The United States embarked on the Vietnam War in earnest in 1965. President Johnson intensified the war at the same time as he promoted many domestic reforms. He hesitated to raise taxes in the midst of all these controversial activities, and he threw the United States into a replay of the internal and external imbalances during the Civil War. In an uncanny rerun of events a century earlier, the United States economy overheated from the new demands made upon its resources, and the current account went into deficit. In terms of Figure 20.1, the United States moved to the right and had domestic inflation and an international deficit jointly caused by an increase in domestic demand.

The American import surplus created strains on other Bretton Woods countries, and pressure grew for the United States to devalue, but that was hard in view of the dollar’s use as a reserve currency. There was an alternative, namely that the Allies’ former enemies, Germany and Japan, could have appreciated. They however did not see why they should help out the richest and most powerful country in the world. Countries converted their gold holdings into gold, and the gold backing of the dollar decreased. This pressure threatened to turn into a run on the dollar, and President Nixon acted to forestall that disruption in 1971. Nixon closed ‘the gold window’, imposed a 90 day wage and price freeze as well as a temporary tariff. Only the first of these measures lasted, and a new set of exchange rates were abandoned in favour of floating exchange rates after several abortive attempts to settle on a set of fixed rates. Like the British devaluations, the ‘Nixon Shock’ was to avoid a currency crisis. Since the United States was a major currency, however, the Nixon Shock destroyed the Bretton Woods system and should be classified as a currency crisis.

The resulting devaluation corrected the external imbalance, but it made the internal balance worse by intensifying American inflation. Inflation turned into stagflation around the world as the scarcity of oil and wheat in 1973 sent prices skyrocketing and led to capital outflows from industrial countries to the Middle East at the same time as unemployment rose. Economic theory had followed Keynes in focusing on demand shifts, and there was no theory of the supply side that related to economic policy. The high prices of raw materials were supply shocks, which cried for explanation. Macroeconomics was in disarray. Economic policy in the 1970s was a sequence of confused efforts to end the inflation. Success finally came at the end of the decade when President Carter appointed Volcker as Chairman of the Federal Reserve System. Volcker dramatically reduced domestic demand—absorption—by highly deflationary monetary policy. Interest rates skyrocketed, and the misery index composed of the inflation and unemployment rates went out of sight. President Carter failed in his bid for reelection, and his successor, President Reagan, got the credit for ending the inflation (Stein, 2010).

Many Latin American countries had borrowed heavily in the 1960s and even more heavily in the 1970s as inflation lowered real interest rates. Their currencies became overvalued as they imported capital, and the resulting debts proved unsustainable during the Volcker deflation in the United States, as this abrupt change in American monetary policy sharply raised real interest rates and placed a large burden on the Latin American debtors. ‘Debtors frozen out of the world capital market learned first hand the old banking truth: “It is not speed that kills, it is the sudden stop” ’ (Dornbusch, 1989: 9–10). They had rolling currency crises in the early 1980s, and devaluation and austerity were tried to service their debts. These policies did not solve the debt problems, and it required a lost decade and forbearance of some of their loans in the Brady plan at the end of the 1980s to end this crisis (Frieden, 1991; Edwards, 1995).

European countries drifted back toward fixed exchange rates during the 1980s to avoid the short-run fluctuations that occur with floating rates. Then came the shock of German reunification at the end of the decade which created huge fiscal demands on West Germany. There were an enormous number of things to do in Eastern Germany; the infrastructure and factories were entirely out of date. West German fiscal problems were made worse by Chancellor Kohl’s decision to reunify the two German monetary systems at a one-for-one exchange rate between the East and West. This decision made the East uncompetitive; it needed not just huge investment in infrastructure, but welfare payments for unemployed workers. The necessary payments meant that West Germany suddenly experienced a huge fiscal expansion and a booming economy as a result.

In the face of this huge fiscal deficit, the Bundesbank raised interest rates significantly. Other countries in the European Monetary System needed to follow Germany. This had unwanted effects on these countries. Britain, in particular, was already in recession. The country was being governed by a demoralized Conservative party, exhausted by more than a decade of Thatcherite rule. Everyone knew the Conservatives wanted to win the election in 1992, and that the economic circumstances being inflicted by membership of the European Monetary System were likely to make this impossible. The country was too uncompetitive, just as it had been under the gold standard in 1931, especially with higher interest rates pulling the economy down further. The action of the Bundesbank in raising interest rates led to very vociferous anti-German comment, especially as British voters realized that monetary policy in the so-called European Monetary System was being decided entirely on the basis of the needs of Germany.

Ultimately it was just a matter of time until Britain was forced out of the European Monetary System—although the Bank of England defended the currency long enough to enable George Soros to make many billions of dollars at the expense of the British taxpayer. Britain withdrew from the Exchange Rate Mechanism in September 1992. There was a valiant last-minute attempt to raise British interest rates to extraordinary levels—to 15%—to try to defend the pound. But ultimately the beliefs of financial markets that such a policy would be impossible to sustain proved dominant, and Britain had a currency crisis.

Italy was ejected from the European Monetary System the day after Britain. Quite soon Sweden was thrown out too—but not until the high interest rates used to defend Swedish currency contributed to the bankruptcy of the entire Swedish banking system. There were significant attacks on France in the year which followed. It became clear that the European Monetary System could not stay where it was. Europe needed to go back to floating exchange rates or forward to monetary union. Europe faces a similar choice today in: its monetary union will either go backward—it will break up—or it will go forward to a real monetary union. The devaluations in 1992 were currency crises, and the current problems of the European Monetary System seem destined to develop into more currency crises.

The problem of maturity mismatch, borrowing short to invest long as Britain did in the 1920s, was illustrated vividly on the other side of the world by currency crises in Thailand, South Korea, Indonesia, and Malaysia—the Asian Tigers—in 1997. These small, open countries had industrialized and increased their exports rapidly in the preceding years. Their governments and banks financed this expansion by borrowing short-term and rolling over the resulting international debts. This process became vulnerable from the combination of fixed exchange rates and inadequate domestic financial institutions. When the investors declined to renew their funding, the countries did not have liquid assets to replace the loans, and a crisis enveloped East Asia. In terms of Figure 20.1, the Asian Tigers were in internal, but not external, balance. They were on the internal-balance line above the external-balance line. They needed capital inflows to continue their growth. When investors had second thoughts, the countries had currency crises, defaulted, and devalued (Corbett and Vines, 1999).


CURRENT EVENTS

The European Monetary Union (EMU) was established in 1999 after a seven-year period of preparation in the aftermath of the currency crises of 1992. There were 11 members of the union initially, and the number grew to 17 by the time of writing in 2012. Until 2008, it appeared that the establishment of the euro had been highly successful. Many Member States enjoyed the benefits of belonging to a currency union, notably the high growth rates which resulted. The area was cushioned against economic shocks, and disruptions due to intra-European exchange rate realignments were a thing of the past. Financial market integration continued apace, although it was stronger in wholesale and securities markets than in retail banking and short-term corporate lending. There were wide divergences in growth rates within the Eurozone, and even serious divergences in the competitiveness levels and balance of payments positions of the Eurozone economies, but these appeared to be manageable. Europeans felt they had emerged from the turmoil that followed the end of the Bretton Woods system almost three decades earlier.

They instead were repeating the hidden imbalances of the late 1920s. The data graphed in Figure 20.3 show that large current account deficits emerged in Southern Europe. Capital imports raised real exchange rates in the GIPS, the collective acronym for Greece, Italy, Portugal, and Spain. The worsening of the competitiveness position did not have the moderating effect imagined in the design of the euro, and the boom and inflation went on until 2008. The countries remained out of external balance for a sustained period of time, and, as a result, internal imbalances got worse and worse, as in Europe in the late 1920s.
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FIGURE 20.3 Current account balances

Source: Krugman (2011).



The reverse occurred in Germany. The low level of inflation there caused an improvement in German competitiveness, leading to an increase in exports, a reduction in imports, and an improvement in the current account. That was meant to cause an increase in expenditures within Germany; and this was meant to increase relative inflation in Germany and stop Germany from becoming excessively competitive relative to the other countries. A large current account surplus emerged in Germany, as shown also in Figure 20.3, but this did not have the desired internal moderating effect. The boom in Germany went on and on becoming more and more competitive, continuing until recently with a current account surplus which was continually rising. The design of the euro may be fine in the long run; it ignored bubbles in the short run stimulated by low interest rates. The European experience here anticipated the recent housing booms in the United States and China.

Germany is the putative leader of the European Monetary Union, but it is not playing the part. In November 2011, German Chancellor Angela Merkel and French President Nicolas Sarkozy together announced that Greece might end up having to leave the euro. As the European crisis escalated, a German newspaper reported that the Merkel government was inching towards accepting euro bonds in some form, even if her public stance remained against them, and that some of her party said there could be a trade-off of this kind in exchange for treaty changes. ‘We aren’t saying never,’ a legislator from Merkel’s coalition, told journalists. ‘We’re just saying no euro bonds under the current conditions.’ But quashing recent speculation of a softening in Germany’s hardline stance on the euro, Chancellor Merkel repeated her firm opposition to bonds issued jointly by the Eurozone countries and to an expansion of the role of the European Central Bank. ‘Nothing has changed in my position,’ she said (Erlanger and Kulish, 2011).

Fortunately, Merkel’s position softened soon afterwards. At the end of December the European Central Bank started the biggest injection of credit into the European banking system in the euro’s 13-year history. It loaned nearly loaned €500 billion to around 500 banks for an exceptionally long period of three years at an interest rate of just 1%, of which the largest amount was tapped by banks in Greece, Ireland, Italy, and Spain. Then the European Central Bank provided another set of around 800 Eurozone banks with a further €500 billion in cheap loans in February. These are staggering sums of money, and they were not prevented by Germany. And on 30 January 2012, European Union countries signed a German-inspired treaty designed to underpin the euro by means of tighter fiscal rules.

I imagine that the German Chancellor looked in the rear-view mirror and saw a disastrous parallel from 80 years earlier. In May 1931, another German Chancellor said that Germany would not help a European neighbour, as recounted previously. The parallel actions—Merkel in November 2011 and Brüning in May 1931—are important for several reasons. In both cases, they made a bad situation worse. In addition, both statements spoke to domestic concerns of the chancellor, ignoring the international repercussions. Merkel was given a reprieve by the European Central Bank that quelled the nascent European panic in 2012. She has softened her stance and promoted changes in the EMU. She has participated in a series of high-level consultations to address some causes of the current distress, and discussions continue. We do not yet know if the effects of Merkel’s initial views will live on as Brüning’s statements have.

In the meantime, the EMU is replaying the American events of the 1890s. Fear of currency crises has caused wild fluctuations in asset prices, but—as yet—no devaluations. Only time will tell if there will be a set of currency crises to rival the sequence of 1931. Europe appears to be entering a descent that recapitulates US experience in the early 1930s. The parallel is with the slow, cumulative deflation from disintermediation and bank failures that lasted from 1930 to 1933 and the effect of deflation on debts. Banks, like countries, need to exchange deposits for cash at a fixed rate, and members of the EMU need to pay their debts in euros. It seems likely as I write this in late 2012 that there will be a currency crisis soon in Europe, perhaps the ‘mother of all financial crises’ (Eichengreen, 2010).

Countries were on the internal-balance line in Figure 20.1, but off the external-balance line. As in the description of earlier crises, two policies are needed to get back to equilibrium: devaluation and austerity. If the Eurozone is to remain intact, then deflation is the only way to diminish the real exchange rate, and austerity needs therefore to be severe in order to reduce prices as well as domestic demand. Given the difficulty of lowering wages in an industrial world, this is a tall order, as the chaos endangered by a similar effort after the First World War demonstrated.

Cooperation is needed to avert a European currency crisis. Germany needs to augment domestic demand, while the GIPS need to reduce theirs. Southern Europeans cannot use the mix of policies used in many previous currency crises as devaluation is not allowed in the Eurozone. They have only one tool: domestic demand. This will put enormous economic and political strain on the GIPS. This strain will only be bearable if there is agreement between them and Germany to return to normal demand after the crisis is over.

Leadership helps nations get to cooperative outcomes. It is sadly lacking in international affairs today. It is possible, however, for nations to act in ways that ease strains on other countries even without explicit cooperation. On the world stage, China, which has been following an export-led strategy for the past generation, is beginning to turn inward. As Chinese wages rise and the Chinese real exchange rate rises, the Chinese surplus on current account will peak and even begin to decline. This will ease pressure on the United States and Europe, perhaps enough for America to prosper and Europe to muddle through its crisis (Temin and Vines, 2013). Europe is now living through the threat of currency crises reminiscent of the turmoil in financial markets caused by the possibility of devaluation in the 1890s United States. Let us hope there is a similarly happy ending now.
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CHAPTER 21

Capital Markets and Sovereign Defaults

A Historical Perspective

Juan H. Flores Zendejas

Mundus vult decipi—ergo deciptatur. 1

(Steve Fraser)

INTRODUCTION

HISTORY, it is said, is written by the victors. This may also be the case in economic theory. Sovereign debt theory is one such illustrative research field, on which this chapter provides a historical discussion. Since the 1980s, the literature has mainly analysed borrower incentives to default. Much less has been written on creditors’ incentives to overlend; if anything, this is analysed by other bodies of literature that are not necessarily connected. This fact may be unrelated to the unpleasant possibility that scholars position themselves with the ‘victors’ or, even less, whether creditors could be even regarded as such. Yet we can only wonder whether this imbalance has hindered our knowledge on the economics of default. After all, a market transaction consists of (at least) two parts.2 Perhaps unsurprisingly, this literature has stuck to basic issues, related with the macroeconomic causes of defaults or whether new mechanisms could be introduced to reduce the pain they produce—particularly to creditors. The crisis in southern Europe or the legal controversy between Argentina and NML capital limited have revived previously shelved debates that are now in urgent need of conclusive responses.

This is not to say that the literature has suffered from sclerosis. On the contrary, economists have a much better idea of how sovereign debt markets work and how to manage the risks stemming from a sovereign default to stabilize financial markets. Moreover, two key facts, directly related to a certain type of interaction with other disciplines, have widened the field and enriched this literature.3 First, though it was long ignored, the literature on the law of sovereign debt markets has been increasingly incorporated into the mainstream body of economic literature. This is direct a consequence of the gradual erosion of sovereign immunity and other changes introduced into the legal framework of financial markets in the last decades (Panizza, Sturzenegger, and Zettelmeyer, 2009). Furthermore, given the escalation in the number of legal conflicts in recent years, the significance of the jurisdiction under which a dispute is settled has been pushed to the forefront.

Second, the time span utilized to test theoretical models has been enlarged as new data have become available. At the turn of the twentieth century, the series of defaults that took place in the 1990s could hardly be studied with the necessary distance to analyse their long-term effects. Moreover, the immediate comparative benchmark was the 1980s, a period that strongly contrasted the more liberal context of the 1990s, in terms of international economic and financial links, capital volume, and actors involved. The experience offered by the 1930s, on the other hand, was considered rather unsuccessful, and comparable datasets were still lacking for the nineteenth century. In recent years, it is not uncommon for empirical analysis to widen the time spam and look as far back as the early nineteenth century or even before, as Reinhart and Rogoff’s This Time Is Different demonstrates. This has opened the door to further interaction with the economic history literature, where the clear-cut relationship between lenders and borrowers is less pronounced and case studies of their long-term relationships can be investigated. Finally, this enlargement of the time span allows us to comprehend the long-term evolution of sovereign debt markets and defaults.

This chapter shows that the possibility for further interaction across disciplines is substantial. It summarizes the main results from the recent literature in economic history and emphasizes the existence of certain fragilities within the supply side factors that have been linked to the problem of sovereign defaults during different historical periods. The first section revisits the controversies raised in the sovereign debt literature from the 1980s, and shows that the relevance of supply side factors was certainly undervalued as a key element that led to the debt crisis of 1982. The next section (‘A Useful Illustration’) relates the institutional settings of financial markets to the long-term decline in the exclusion periods faced by countries in default. The section ‘Surfing the Wave’ reviews the boom and bust cycles in sovereign lending over the last two hundred years, and argues that the only reason certain countries could unexpectedly avert default was their exclusion from sovereign debt markets during lending booms. The ‘Market Distortions’ section revisits the reasons why distortions in the financial markets could have led to defaults, and ‘Market and Political Sanctions’ discusses the efficiency of political and market sanctions in history. The final section concludes.

A CYCLOPS PERSPECTIVE ON SOVEREIGN DEFAULTS

The recent southern European debt crisis has reopened the Pandora’s Box of who is responsible for the crisis. While Greece is accused of running macroeconomic imbalances for several years and incurring excessive debt, several voices have brought up the fact that creditors may be held responsible as well, as they voluntarily entered into the path of debt contracting (Stiglitz, 2015). Therefore, we would expect ‘both sides of that misjudgment to pay a price’, as Paul Krugman recently argued (Krugman, 2015). To scholars working on sovereign defaults, these questions should sound astonishing. Recall the basics from sovereign debt theory: why do countries repay their debts? The implicit assumption behind this innocent question is that a ‘sovereign’ would have a perverse incentive to default because no judicial authority could impose a penalty and there is no possibility of seizing its assets. The natural consequence is that sovereign defaults would be a persistent problem for creditors and, therefore, a market with a low probability of developing. Greece should not have been able to borrow in the first place. And yet it did.

Albeit with specific disruptions, the history of sovereign debt markets is one of permanent expansion, in which the number and kind of participants have grown in diversity and complexity, reflecting the parallel evolution of finance and stock exchanges.4 Nevertheless, the essence of these debates persists even today. It would thus be useful to provide a brief summary of the kinds of discussions that first emerged in the 1980s. It was then acknowledged that defaults were less frequent and justified under the reasoning of ‘perverse borrowers’ and that certain countries had a positive record of ‘good-behaviour’ (Sachs and Williamson, 1985; Lindert and Morton, 1989). On the other hand, creditors, which at the time primarily consisted of commercial banks from developed countries, were struggling with a wave of defaults from governments in developing countries. In academic and policy making circles, the debate then turned to the possibility of public intervention, mainly from creditor governments and international financial institutions. From a theoretical perspective, the central issue concerned the reasons why countries would be willing to avoid default. While the initial argument defended the intuitive reasoning that a government would want to preserve its reputation (Eaton and Gersovitz, 1981), certain authors maintained that under certain assumptions this would not suffice, and therefore, other mechanisms had to be considered (Bulow and Rogoff, 1988, 1989).

The academic literature engaged in a long debate on the ‘unwillingness’ or ‘incapacity’ of defaulting borrowers to repay (Kohler, 1986), and on the consequences of monetary and fiscal mismanagement (Dornbusch, 1989). Parallel debates appeared on issues that were merely a reflection of the other side of the coin—all related to commercial banks ‘willingness’ to lend—though they remained on the outskirts of the main corpus of sovereign debt literature. One example is Robert Devlin’s Debt and Crisis in Latin America, that situates the crisis in a similar instability framework to Minsky’s model of overexpansion and overcontraction and provides a set of reasons behind the commercial banks ‘misbehaviour’ both prior to the crisis of 1982 and in its aftermath.5 Devlin argues that banks underappreciated the risk of default, or dismissed it due to competition. This claim contradicted the findings from scholars working on sovereign risk. In a set of papers that included Edwards (1984, 1986), it was demonstrated that the debt problem would only have become evident in the early 1980s, when world economic conditions suddenly shifted and sharply deteriorated the external position of borrowing governments. These findings implied that the loan pricing granted by commercial banks was adequate, even if results only weakly related risk premiums with certain macroeconomic variables.

An ex post overview of the 1982 crisis demonstrates that the ‘unexpected’ version of the story exhibits some contradictions. One of which, the ‘unwillingness to be informed,’ is related to the infamous myth that ‘countries don’t go bust’,6 and could rightly define the general mood in Euromarkets previous to the 1982 crisis. This belief may also explain, for instance, the fact that spreads strongly compressed during the lending boom of the late 1970s (Guttentag and Herring, 1985). Two years before the crisis, while Mexico and other Latin American countries were accumulating fiscal deficits and high levels of inflation, the difference between the risk premiums of new loans to governments in Denmark and Mexico was 0.14%.7 In general, the difference in the spreads between industrial and low income countries (utilizing World Bank classifications) shifted from 95.2% to 28.5%, and many of the most active borrowers in the early 1980s were those who defaulted afterwards. In fact, national regulators and international organizations, such as the International Monetary Fund (IMF) and the Bank for International Settlements (BIS), closely followed the banks’ lending behaviour, and expressed concern over the limited information with which banks were operating (Lamfalussy, 2000; Sgard, 2012). Archival evidence shows that regulators and central banks worryingly attempted to decelerate the amount of lending to emerging countries.8

The apparent optimism was, therefore, difficult to explain. Peru and Pakistan defaulted in the 1970s, as did Poland in 1981. For certain scholars, a third factor could explain the willingness of banks to overlend. Vaubel (1983) and de Vries (1983) raised the issue of moral hazard, caused by the possibility of last resort lender intervention by the IMF. Wellons (1985, 1987) argued that the expansion of commercial bank lending during the 1970s was implicitly supported by the bank’s home governments, who sought to expand their export markets, where the key element would be capital recycled from petrodollars. The implications from Wellons’ analysis join those from other studies (Kahler, 1985) or Guttentag and Herring (1985), regarding the banks’ reliance on support from their home governments and the IMF in the case of default. As a result, lending levels were kept high and borrowing costs were held to low levels until some months before the August 1982 Mexican moratorium.

Could supply side factors be a key explanation for the crisis? We can only speculate whether the 1982 crisis could have been averted through rationed lending or through indebtedness discouragement though increased borrowing costs. Even if some progress was achieved in terms of information availability and diversity of sources (Flores, 2014), its lack became, once again, the core of a new controversy in the 1990s, and again with a Mexican crisis. John C. Whitehead, Chairman of the Council on Foreign Relations of the US, concluded that ‘full financial information was not forthcoming to all investors. However, enough signals were apparent to at least encourage caution’ (Kravis, Whitehead, and Council on Foreign Relations, 1996: 16). Nonetheless, Mexico’s Emerging Market Bond Index (EMBI) spreads had remained stable until a few days before the currency crisis that erupted in December 1994. Whether the tequila crisis could truly be anticipated is still a bone of contention, but one of the issues that could not have been avoided was the potential market distortions caused by moral hazard and rampant information asymmetries (Wyplosz, 1998). As we show in the section entitled ‘Market Distortions or Why There Will Always Be Defaults’, rating agencies were strongly criticized for their failure to downgrade Mexico before the crisis, nor were they more reactive previous to the Asian crisis in 1997 (Griffith-Jones, 1997; Bonte, 1999). The Group of Thirty (1995) launched a report entitled ‘Why didn’t Wall Street Sound the Alarm’ that justified the absence of reaction by foreign investors by the lack of information available. Musacchio (2014) provides, nevertheless, a review of the (known) fragilities of the Mexican economy, and attributes it to the overoptimistic expectations of investors after the economic and financial liberalization of the country.

Analysing the sovereign bond issues of the 1990s, Nieto-Parra (2009) shows that countries that defaulted had issued debt in the previous years under relative favourable conditions in terms of spreads at issue. This contrasts with the behaviour of the corresponding underwriting fees (the commissions charged by investment banks for placing government bonds), which did, in fact, react to increased financial distress in borrowing countries. This striking result suggests that information did not flow freely between agents and that banks were able to price the new issues more adequately than investors. It seems, however, that little progress has been achieved since then in terms of default forecasting. As reported in Gaillard (2014a), Greece was rated A by rating agencies two years before its debt restructuring. Whereas the author acknowledges in a different work a lack of objectivity to explain sovereign rating failure (Gaillard, 2014b), he concludes, nevertheless, that anticipating defaults is a difficult task to do: the risks that would lead to a rapid default include monetary, fiscal, and political variables, but also natural disasters, and geopolitical risks. Hurricanes and dictators are difficult to predict.

A USEFUL ILLUSTRATION: SOLVING THE HOLDOUT PROBLEM WITH A PROPER INSTITUTIONAL SETTING

Let us now turn again to the demand side and assume that certain sovereigns are genetically prone to criminal behaviour, financially speaking. The existence of costs—in the form of penalties or sanctions—associated with defaulting becomes necessary to the health of sovereign debt markets, as it prevents sovereigns from defaulting. One cost, stemming from the reputation argument and widely discussed in the literature, is the possibility of excluding defaulters from capital markets. A government that cannot borrow on international markets loses the possibility to smooth consumption and prevent external shocks against external shocks—the main reason why governments would borrow in the first place. Any procedure that would ‘ease’ default costs would therefore have detrimental effects on sovereign debt markets. Today, this is the main argument against a proposal to establish a recognized international legal procedure—for instance, through an arbitration court—that would remove the obstacles that currently prevent the rapid renegotiation of defaults (also called the ‘statutory approach’).9 The history of sovereign debt markets, however, circumvents these arguments and demonstrates precisely the contrary. The emergence and the rapid development of this market have been accompanied by a decrease in the exclusion period of defaulters. How has this been possible?

Drelichman and Voth (2011) have argued that the penalty stemming from market exclusion existed already in the sixteenth century, when bankers colluded to avoid lending to default-loving Philip II of Spain. This lender capacity to collude could avert defaults and as a last resort, compel a defaulting government to resume repayments, or to at least negotiate an agreement with its creditors. Accordingly, international financial markets set up the necessary framework to maintain and to some extent, reinforce this mechanism, which operated until at least 1914. The overall trend of debt renegotiation periods—the de facto exclusion time from capital markets—shows that the length of time that these exclusions lasted has shortened since the early nineteenth century. They decreased from 14 years during the 1821 to 1870 period, 6.3 years from 1871 to 1925, and 10.1 years for the 1926–75 period (Suter, 1992).

This trend benefited both creditors and borrowers. From a creditor’s perspective, this was a guarantee that payment interruptions would be minimized, regardless of occasional loses stemming from haircuts (realized reductions on the bonds’ original nominal value). From a borrower’s perspective, this trend constituted a positive externality because penalties from market exclusion could be reduced. In other words, overpenalizing defaulters would be counterproductive—dying patients are just as bad for a doctor’s business as healthy ones are. During the nineteenth century, a reduction in the average period of market exclusion was partly due to the fact that ‘holdouts’—minorities of creditors that refuse to participate in an agreement with a defaulting government—were not such a problem as they are today. The near absence of holdouts throughout almost 150 years of international finance is remarkable, and could be qualified as one of the biggest successes of sovereign debt markets. Admittedly, even if the context is not directly transposable to the present, the mechanisms under which holdouts could operate were present and some attempts have been recorded. The literature has advanced two main arguments that attempted to resolve the holdout problem, one related to the legal context and the other to the institutional setting.

During the nineteenth and the early twentieth centuries, the main authorities that governed sovereign debt markets were stock exchanges, and not courts, as is common today (Weidemaier and Gulati, 2014).10 Stock exchanges provided a basic, but mostly relevant filter for potential borrowers. To some extent, they had been put into place to oversee operational rules and regulations, but also, to avert misbehaviour, encourage information transparency, and, if necessary, protect the interests of their members. The early evolution of the nineteenth-century London Stock Exchange was one such example.11 Flandreau (2013) explains how the London Committee for General Purposes (the CGP, which was, prior to 1828, the successor of the Foreign Stock Market Committee) could grant or refuse quotations to a foreign loan at the London School of Economics if a government was in default and refused to ‘negotiate in good faith with its creditors’ (Flandreau, 2013: 7).

Flandreau (2013) calls this requirement ‘the non-default rule’. It parallels the same need that the majority of bondholders agree to a repayment scheme with a defaulting government, in the sense that resolving the problem is a collective action. No precise level of majority was defined, but it sufficiently mitigated the holdout problem. This author also finds evidence that in some cases, rival groups of bondholders emerged and behaved similarly to what today would be equivalent to ‘vulture funds’, that is, bought the defaulted bonds at an extremely low price, and then used varying actions against defaulting governments in an attempt to negotiate an agreement where they would receive a higher price for the bonds. The available evidence showed that these attempts failed. The CGP was always in favour of obtaining the majority of investors in support of an agreement with governments, so holdouts had little chance of success. The CFP acted as a de facto arbitration court, and it remained so throughout the century preceding the First World War.

For some scholars, there was an additional institutional innovation that was also responsible for reducing the market exclusion time period. This new type of institution emanated directly from the markets, and consisted of different corporations of bondholders that formed and were officially recognized in several European countries. The British Corporation of Foreign Bondholders, perhaps the most widely known of these bodies, intended to resolve problems related to collective action and holdouts. At the end of the nineteenth century, these investors attempted to collude and collaborate to exert pressure on countries that had defaulted. A set of works by Eichengreen and Portes (1989), Mauro and Yafeh (2003), and Esteves (2007), analysed such institutions and found there were several advantages to their formation. Prior to the CFB’s formation, committees of bondholders competed against each other, which weakened their bargaining power and prevented them from obtaining more advantageous deals with governments. This lack of a collaborative framework also had a negative impact on defaulting governments, as they remained excluded from financial markets for a longer period of time.

The utilized empirical evidence has, nevertheless, presented mixed evidence in regards to the success of the CFB experience. Three types of benefits for creditors and borrowers could be emphasized. First, because the CFB facilitated debt restructurings, it was responsible for a decline in the time period that defaulters were excluded from the market. Second, compared to other periods and experiences, the CFB helped investors reduce haircuts. Finally, the increased bargaining power obtained by the bondholders meant that there should have been a decline in the yields of countries that were the most prone to default.

A critical perspective of the CFB has highlighted several facts. One is related to the more favourable world economic context in the last decades of the nineteenth century, in which international trade strongly increased, along with international capital flows: repayment was facilitated through higher rates of economic growth.12 Moreover, Flandreau and Flores (2012a) study the reaction of the bonds’ yields of defaulting governments during the time period surrounding the establishment of the CFB to test investor acceptance of the CFB’s ability to broker favourable agreements. They did not observe any decline in yields, except for the case of Colombia, where the CFB’s announcement of its intervention was supported by the Barings bank. Furthermore, Flandreau (2013) makes a direct analogy between the existence of the CFB and today’s argued advantages of CACs, as in principle they have the same aim, which is to facilitate agreements by majorities of bondholders, prevent holdouts, and encourage collective action. This view of the historical experience contrasts the perspective found in Eichengreen and Portes (1989), who demonstrate that the superior organizational power of the CFB in comparison with its US counterparts during the 1930s allowed British investors to obtain higher internal rates of return. Flandreau (2013) casts doubts on these results, due to sample biases and heterogeneity during each period, and suggests that no major differences exist between the IRR of dollar and sterling bonds. Finally, Esteves (2013) recognizes that the most favourable results from an investor’s perspective—measured by the importance of rescheduling haircuts—were those in which the big banks participated (for reasons explained later in this chapter). He contends, though, that the CFB did obtain better results in the dealings that it participated in than those obtained solely by bondholders or other issuing banks. While the relevance of the CFB in securing better terms from debt restructures is unclear, a proper institutional setting appears to be a necessary condition for the decline in exclusion periods faced by defaulting governments.

SURFING THE WAVE: DEBTORS’ SURVIVAL IN LENDING BOOM AND BUST CYCLES

Why have some countries historically chosen to keep paying back their debts? One way to respond to this question is to consider which types of penalties have averted governments from default. A long-term perspective could be illustrative. Here we summarize historical trends in defaulting behaviour identified in previous works. In the last 200 years, several lending cycles can be observed: the 1820s, the 1860s, the 1880s, the 1920s, the late 1970s, and the early 1990s.13 Each of these ended in more or less severe busts, once the world business cycle moved downwards and defaulting became either attractive or unavoidable. Several scholars have frequently remarked that defaults are concentrated in time and geography. There are, however, other elements that can be highlighted, among which, the fact that countries that have chosen not to default share similar initial conditions with defaulting countries. A common pattern emerges among unexpected non-defaulters: they chose not to participate, or were involuntarily excluded from the lending boom. In other words, penalties generally have not averted governments from defaulting. Rather, the countries that did not default were those that did not borrow in the first place.

In the 1820s, the wave of defaults started in 1825 and was not completely resolved until very late during the nineteenth century.14 While all the Latin American and southern European countries that borrowed during the boom years defaulted, Naples and Brazil emerged as main exceptions. Dawson (1990) argues that there were two main reasons for Brazil’s exceptionalism. One is Brazil’s particular path to independence, which involved much less political instability and led to the continuity of a monarchy, in contrast to many of the new unstable Latin American republics. However, the state of public finances did provoke a set of discussions among Brazilian parliamentarians, some of which favoured default (Barroso, 1937). A second reason was the continuous financial support from Rothschild (the case of Naples was similar; see Gille, 1965 and Flandreau and Flores, 2009). Finally, despite Brazil’s difficult macroeconomic position in the early nineteenth century, the country avoided default and continued to do so until 1898. However, until the 1880s, Brazil hardly participated in sovereign debt markets;15 the general lack of foreign capital has further been raised as one of the reasons for Brazil’s stunted development in the nineteenth century (Leff, 1997).

A second lending cycle terminated with a worldwide economic crisis (also called the ‘Great Depression of the Nineteenth Century’, see Marichal, 2014), during which Peru, the Ottoman Empire, and other Latin America countries defaulted during the 1873–76 downward slump. The defaults that followed had long-lasting effects, to the extent that fiscal and even political control by creditor governments were involved in the crises resolutions.16 On the contrary, Argentina unexpectedly avoided default, a fact that has been evoked as a major reason why the country enjoyed high volumes of capital inflows some years later (Flores, 2011). In fact, the country borrowed only modest amounts compared to other, more active governments (Peru and the Ottoman Empire, in particular), while its terms of trade strongly improved, thereby boosting the performance of its exports.17 Argentina’s exclusion from capital markets was one side effect of its delay in reaching a permanent agreement with investors: after its 1824 default, an agreement, promoted by its original underwriter, Barings, was only reached in 1857. A modest loan issued in London had to wait another nine years (Ferns, 1992).

A third cycle that took place during the 1880s, ended with the famous Barings crisis of 1890, in which Argentina and Uruguay defaulted and several other countries in Latin America and southern Europe followed. Most of the defaults were resolved rapidly, though in some cases, a final resolution was only reached as late as the first years of the twentieth century. By then, international trade had continuously increased and capital flows were at higher levels than any other time in history.18 This time, a major ‘outlier’ was Mexico, a serial defaulter that had rearranged its external debt position in 1888. Again, Mexico had hardly participated in the lending boom precisely because at the peak of the lending boom, the government was still negotiating a permanent debt agreement with its creditors (Costeloe, 2003). On the other hand, Brazil was obliged to restructure its external debt for the first time, after a decade of sluggish economic growth and unfavourable coffee prices, a crop that constituted the country’s main export revenues.

The 1920s saw a brief but intensive period of high levels of foreign government lending, mainly from the New York financial market.19 This lending boom ended abruptly with the arrival of the Great Depression, the consequent disintegration in international trade and capital markets, and finally the wave of defaults from governments worldwide, many of which were resolved once the Second World War ended. Most Eastern European countries that participated in the lending boom defaulted, with the notable exception of Estonia, the sole country supported by the League of Nations that continued to meet its debt service during the 1930s. However, the government had only issued one small loan that did not represent an important charge for the government’s public finances.20 In Latin America, one of the exceptions to this general trend was Argentina, which kept servicing its debt payments as part of a larger trade and economic agreement it made with Great Britain in 1933 (the pact Roca-Runciman, see Marichal, 1989 and Rapoport, 2006), although Tomz (2007) contends that the payments were only continued because of the Argentine government’s desire to maintain its reputation. A notable contrast between the country’s behaviour during the 1930s and previous non-defaulters was the fact that the government had substantially participated in the 1920s lending boom.

After the deregulation process that took place during the last years of the Bretton Woods monetary regime, a new lending boom emerged in the 1970s. In contrast to previous lending booms, this time it was international bank syndicates who provided variable interest rate loans, mainly to developing countries and to Eastern Europe. This cycle ended with a series of defaults in the early 1980s, first in Eastern Europe and later in Latin America, Africa, and the Philippines. One exception to this general trend was Colombia, which, again, borrowed a much smaller amount than other defaulting countries (Kalmanovitz, 2010; Ocampo et al., 2014). Many South Eastern Asian countries, though, having borrowed substantial sums, avoided default, given their strong rates of export and economic growth.21 Finally, the 1990s lending boom ended with a set of debt crises and defaults, starting with Mexico in 1994, but affecting other countries such as Russia in 1998, Brazil in 1999, Turkey in 2000 and Argentina in 2001 (Sturzenegger and Zettelmeyer, 2006). The levels of public debt were not high overall, though the structure (short-term, as in the case of Mexico) and rapid devaluations (Mexico and Russia) affected the fiscal position of the defaulting governments.

MARKET DISTORTIONS OR WHY THERE WILL ALWAYS BE DEFAULTS

A sovereign default can be foreseen under particular events, such as a continuous deterioration in the macroeconomic position of a country, an adverse external shock, or a political shift that could lead to debt mismanagement or repudiation.22 Frequently, markets have been unable to avert further borrowing, or to price for the increased default risk. A strand of the literature on financial contagion identifies a mechanism through which investors experience a ‘wake-up call’, once problems in one country trigger a risk reassessment in other countries.23 The literature has also explored whether market distortions have had any effects on the volumes and prices of sovereign lending and ultimately, whether defaults could have been averted, or at least, whether the consequences of defaults on financial markets could have been mitigated.

A Profitable Market Despite Risk Mismanagement and Information Flaws

Historically, financial market supervisory authorities have attempted to provide the most adequate regulatory framework to avert sovereign defaults when markets fail to do so. This involves the introduction of laws and rules to encourage proper risk management and portfolio diversification by investors and financial intermediaries, and also to avoid conflicts of interest and other measures that intend to avert excessive high risk lending.24 The famous 1933 US regulation leading to the Glass–Steagall Act is perhaps to most famous example. However, several causes have impeded these mechanisms from responding to the necessities of the markets, and have triggered contractionary episodes.

The first mechanism to prevent defaults is to avoid high risk lending in the first place. The history of financial crises provides cases of regulators and enquiry commissions set up by parliaments in creditor countries to look for the ‘suspects’ and the market flaws that led to the crisis.25 In certain cases, however, those reasons seemed anodyne. A proper price attributed to the risk involved when the loan was issued should have been sufficient to attract investment to more risky issues. In fact, despite considerable criticisms directed towards banks in different crisis episodes, the estimates of investors’ historical returns from foreign government lending are positive and higher than comparable potential investments in domestic assets. Lindert and Morton (1989), who analyse and compare the realized return rates of the ten major borrowers from 1850 to 1983, estimate that in six cases, these rates were higher than in domestic assets (an equivalent home government long-term treasury bond).

Accordingly, regulatory attempts seemed destined to fail. Furthermore, contemporary testimonies demonstrate why sovereign debt markets have remained attractive. In the 1876 Commission set up by the British Parliament, Nathaniel Meyer de Rothschild blamed investors’ ‘disease’ whose essence was ‘the desire of people to get a high rate of interest for their money’.26 In the hearings before the Committee on Finance of the US Senate in 1931, Thomas Lamont from J.P. Morgan is quoted in a speech in 1926—at the apogee of the lending boom—in which he dismissed other banks’ attitude ‘competing on almost a violent scale for the purpose of obtaining loans in various foreign money markets overseas’ (US Senate, 1931: 25). In fact, Eichengreen (1989) identifies a considerable difference between the yields offered by medium-grade domestic bonds in the US (5.5%) and foreign bonds (yielding 7–8%) for those years. A similar debate was again brought up once again in 1983, in the Hearings before the Subcommittee on Financial Institution Supervision, Regulation and Insurance, where the Chairman, St. German diagnosed the lack of prudence by commercial banks on the fact that ‘those profits looked so big to a lot of prudent people who were charged with the responsibility of making prudent decisions’ (US Government, 1983: 169).

Apart from promised ex ante high yields, preventing high-risk lending is further complicated because the essential meaning of ‘high-risk’ is loose and may have been distorted by a set of factors related to macroeconomic conditions in creditor countries (push factors), financial displacements—borrowing the terms from Kindlebergers’ classic Manias, Panics and Crashes—and by information asymmetries. These different aspects could have affected the risk eagerness of investors during the boom phases (see the subsection ‘Distortions Stemming from High Liquidity Episodes’), but also the investment prospects of borrowing governments. So for instance, the lending boom to the newly independent Latin American countries in the 1820s can be explained by the promising expectation of high returns, given the new opportunities stemming from international trade, mainly through the exploitation of mineral resources, but also due to the fact that interest rates in Britain were low (see Dawson, 1991 or Fodor, 2002). While these promises may have been the result of exaggerated marketing by brokers and financial intermediates, it was obvious that the necessary information for an international investment decision was still unavailable: figures on the fiscal position of Latin American governments, for instance, were extremely difficult to obtain.27 One extreme example is the now-famous case of the fictitious country of Poyais, whose cacique could place £2 million bonds on the market. An overview of the contemporary publications at investors’ disposal confirms that information was incomplete at best, and non-existent at worst. The production of economic information and the availability of public sources have constantly expanded since then.28 Nonetheless, the need for proper information processing has reemerged in the recent crisis, as demonstrated by the proposals that aim to circumscribe the potential conflicts of interest in the financial sector, as investors are still ‘being encouraged to make their own credit assessments’ (Gaillard and Harrington, 2016).

Distortions Stemming from High Liquidity Episodes

Periods of high liquidity often coincide with favourable world economic conditions. Eichengreen (2004) characterized lending booms by an increase in both international trade and capital flows. During these periods, risk premiums may lose any relation to macroeconomic fundamentals,29 which may subsequently deteriorate. Absolute public debt levels may increase because easy access to credit can have positive effects on economic growth, and this could have a short-term positive externality on public finances. Implementing countercyclical fiscal policies may appear less appetizing: even more so if a government expects a lack of access to international credit during a recession (Gavin and Perotti, 1997; Caballero and Krishnamurthy, 2004; Riascos and Végh, 2003) or if there are political pressures to avoid reductions in spending (Tornell and Lane, 1999). However, the effects stemming from global financial factors may disguise the importance of macroeconomic imbalances. The most recent evidence is related to the measurement of risk aversion around the southern European debt crisis, where credit default swaps seem to have been driven not only by macroeconomic fundamentals, but during certain subperiods, CDS were also largely driven by changes in risk aversion and liquidity conditions (Ferdinand Heinz and Sun, 2014).30

Global financial factors were highly relevant in certain historical episodes of overlending and severe busts. During the 1860s, the liberal commercial policies in several European countries and the reduced transport costs encouraged the growth of international trade. The corresponding increase in capital flows and foreign government lending did not strongly discriminate amongst the set of new borrowing governments that entered the market. In the case of Peru, guano exports boomed during the upward cycle (this sole product represented about a third of total exports, see Bértola and Ocampo, 2013), and the country could borrow at very low interest rates despite the fragile state of its economy (Marichal, 1989; Vizcarra, 2009). Egypt’s Viceroy Said Pasha also appealed to foreign finance to cover the costs related to the construction of the Suez Canal (Hunter, 1998). Egyptian public finances had been in poor conditions for at least ten years before the default, and there had even been a failed commitment by the government to freeze any new foreign lending (Wynne, 1951).

The 1860s were further characterized by the large number of new borrowers present on the London financial market, surpassing the boom periods of the 1820s and the 1880s. Nevertheless, we could only hardly confirm whether some prior screening existed before these high risk loans were placed on financial markets. From the total number of loans on behalf of these unseasoned borrowers during the 1860s, 58% eventually defaulted (estimated from the dataset in Flandreau and Flores, 2012: table 2). For comparative purposes, this figure was about the same in the 1920s, when 53% of the loans on behalf of new issuers also defaulted.

On the contrary, during global downturn cycles, countries may be more easily tempted to default. The consequential decrease in economic activity and decline in public revenues constitute one source of financial strain. The consequences of global crises involve a general drop in international trade and capital flows, which means that the costs of defaulting are considerably lower. In the 1930s, defaulting was considered an attractive option, given the higher levels of protectionism and the lack of credit caused by the 1929 stock market crash (Bacha and Diaz-Alejandro, 1982). Even in less extreme cases, the costs of new borrowing increases, which may rapidly lead to liquidity problems. Downturns in the international business cycles mean that economic growth perspectives deteriorate as exports and foreign investment decline. Moreover, as in the most recent crisis, flight to quality means that investors cease investing in more risky issues and instead show a preference for safe assets, triggering the feared ‘sudden-stops’ of capital flows.31

Ford (1956) observed that as early as the nineteenth century, even if foreign borrowing was invested in profitable long-term projects, a fall in capital inflows might have led to a liquidity crisis. He termed these events ‘development crises’, because short-term loans were invested in long-term projects, such as railway construction. Debt servicing was difficult, given the long period necessary for the projects to become profitable. This dependency on the business cycles of capital exporting countries also form the basis of the analysis of capital flows dynamics by dependentist economists (Prebisch, 1919). Today, a parallel argument is raised by scholars who support the need for an international lender of last resort. During a financial crisis, countries that may be temporarily under liquidity pressure—due to the external shocks from international financial markets—would still be able to remain solvent if additional resources were temporarily made available. The adverse reaction of individual investors to a country’s liquidity problems may be rational, though it appears as irrational from the perspective of the market. As demonstrated by Radelet et al. (1998) during the 1997 Asian crisis, the lack of possibility for collective action among investors, and the fact that there was no lender of last resort, resulted in an exaggerated market response.

Finally, the importance of global factors has been used to explain the apparent paradox behind the relatively weak correlation between individual countries’ business cycles and defaults. Whereas certain authors observe that countries do tend to default in ‘bad times’, in many other cases, they opt to default even during ‘good times’. The definition of good and bad times depends upon whether output is above or below trend, and, as observed by Panizza, Sturzenegger, and Zettelmeyer (2009), does not consider global credit factors. These authors also note a somewhat striking fact: ‘the connection between capital market conditions and defaults has not been emphasized very much in the classic literature on sovereign debt’ (Panizza, Sturzenegger, and Zettelmeyer, 2009: 668). One message from their surveyed literature on investment behaviour and expectations is similar to that which can be extracted from history: taking the existence and structure of sovereign debt as a constant, tightening external financial conditions may lead to waves of sovereign defaults.

The Conflict of Interest Problem

Different actors have suffered problems related to conflicts of interest, which have been present in the financial sector in varying forms.32 Conflict of interest cases in the 1990s and 2000s have been identified by several authors, in different contexts. Its relevance, on the contrary, has been much disputed in the past. Today, potential conflicts of interest have been considered to explain pricing failures or the unexpectedness of sovereign defaults. In the case of investment banking, Nieto-Parra and Santiso (2007) argue that recommendations by investment banks had an impact on the allocation of portfolio flows in emerging-market assets during the 1997 to 2006 period, and that these recommendations were more important than macroeconomic variables. The recommendations were strongly affected by the underwriting activities of the investment banks at issue. Furthermore, underwriting activities could be particularly problematic during high liquidity periods, because banks would be willing to maximize earnings from fees and promote new loans without engaging in information production. While this potential flaw can be discounted by investors, it is unclear whether this pricing suffices to avert defaults.

Have conflicts of interest affected the frequency of defaults in the past? How have these conflicts of interest been resolved? The nineteenth century provides an interesting context in which information asymmetries constituted a huge obstacle for international investors, and, in fact, was a main impediment against further financial integration (Bordo, Eichengreen, and Irwin, 2000). Merchant banks emerged as key actors to surmount these adversities, as many of them generated a considerable amount of ‘soft’ information from their contacts with local governments and merchants (Chapman, 1984). The increased demand for external funds by governments worldwide was met through the intermediation of merchant banks, which were well positioned to match the demand with the capital supplied from international financial centres. The corresponding conflict of interest appeared as these banks possessed a double role as information providers (to investors and, occasionally, to the financial press) and underwriting agents. The 1890 crisis illustrates this concern. Barings bank was accused of placing bonds on behalf of Argentina’s government, despite the bank’s awareness of the high risk of default. However, Flores (2011) demonstrates from archival evidence that this did not seemed to be the case, and that during the 1880s investors did not expect Barings to play a certification role.

Other cases of possible conflicts of interest have generated mixed evidence. In the 1920s, the debate over whether commercial banks had a conflict of interest provoked a series of inquiries from the US Senate, whose results lead to the Glass–Steagall Act in 1933. However, subsequent research has demonstrated that the conflict of interest did not have an impact on the relative performance of the bonds issued between commercial and investment banks (Kroszner and Rajan, 1994). Looking at the pricing of securities underwritten by banks and investment houses, Puri (1996) tests whether investors priced the securities according to a potential conflict of interest. In fact, commercial banks were found to have provided a ‘certification effect’, given their close relationship with firms and commercial banks. In the case of foreign government securities, no major differences were reported, as banks were expected to provide distribution, rather than certification services.

The new regulatory framework that emerged in the US after the 1929 crisis placed rating agencies at the heart of banks’ portfolio evaluation in 1931, implicitly assuming that these actors were, contrary to underwriting banks, free from any conflict of interest. This initiative was justified based on the fact that compared to banks and investors, rating agencies possessed superior prediction capabilities. Nevertheless, Flandreau, Gaillard, and Packer (2011) demonstrate that the rating agencies’ performance in terms of defaults forecasting was as deceiving as that of the banks. These authors observe that ‘high-grade’ ratings were no guarantee against default (more than half of all defaulted bonds during the interwar period had a high-grade rating at the time of default). Notwithstanding this poor performance, the rating composition of foreign government bonds did deteriorate in the later part of the 1920s, though apparently the shock of the sterling crisis in 1931 was too rapid and too violent to predict. Comparatively speaking, certain common criticisms with today’s rating agencies could be found in the 1920s, such as the problem of ratings’ procyclicality and their poor ability to avert default. There are, nevertheless, important differences. Since the evolution of rating agencies in the post-1945 period, rating agencies have become concentrated, leading to an oligopolistic structure which has placed rating agencies in a new potential position of conflict of interest. The passage from the investor-pays to issuer-pays model in the 1970s implied that ratings could suffer from upper biases, mainly as a consequence of competition and the desire to retain market share.33

Another relevant contrast between the 1920s and today is the difference in ratings given by the individual credit rating agencies, which showed more variations in the interwar period, as reported in Flandreau, Gaillard, and Packer (2011). While today’s reliance on ratings in the regulatory rules has provoked rating inflation stemming from competition, in the 1920s, reputation was at the core of rating agencies behaviour, which meant that better forecasting could lead to increased market shares. Moreover, this kind of market mechanism—in which reputation led to an increase in market share—is illustrated in the history of underwriting banks. In a set of studies on nineteenth century underwriting markets (Flandreau and Flores, 2009, 2012a, 2012b), we show that major financial intermediaries—those with dominant market shares—were responsible for selecting the loans that were issued on the market as safe loans: a bad choice would have a negative impact on their reputation. These banks engaged in information production and long-term relationships with borrowing governments (thereby also generating soft information), and thus would be very careful when placing new loans, acting as lenders of last resort in periods of financial distress. This reasoning allowed them to dominate the sovereign debt market during the nineteenth century (Rothschild and Baring) in London, and later in New York in the 1920s (J.P. Morgan).

One implication of these developments was the appearance of a segmented market, both during nineteenth century (London) and the 1920s (New York), in which high-risk securities were issued by ‘non-prestigious banks’, while securities with low risk of default were issued by major underwriters. In contrast with today, the certification task that should have been pursued by these financial intermediaries has been, instead, taken over by rating agencies (Flandreau et al., 2010). Moreover, today’s financial intermediaries have lost the incentive (or the capacity) to engage in lender of last resort activities—a practice that became rational and profitable given the long-term relationships between underwriting banks and borrowing governments during the nineteenth century—a task that has been partly left to international organizations. A side effect of this oligopolistic structure was a much more restrictive market than today. The proportion of high-quality, low-risk securities, however, was higher than in the 1990s.

Costs and Benefits of International Financial Institutions

One additional bone of contention concerns the effects of international financial institutions in supporting sovereign debt markets. The IMF has had an active role as a crisis mediator, monitor, provider of hard information, and lender of last resort (Flores, 2015; Sgard, 2016). On the other hand, this institution has been held responsible for causing debtor and creditor moral hazard, which has led investors to misprice the risk of the bonds and lend to countries with a high probability of default.

While a counterfactual analysis of the development of sovereign debt markets in the absence of the IMF is complicated, we can briefly provide what is the historical experience with international organizations. While they were absent until the nineteenth century, the League of Nations’ Economic and Financial Organization (EFO) assumed certain functions that would be later adopted by the IMF (Flores, 2015 and Flores and Decorzant, 2015). The EFO emerged as a main actor in the economic reconstruction efforts of Central and Eastern Europe after the First World War. The idea of the League was to attract private investment to countries that remained excluded from financial markets. The League was active, to the extent that it coordinated efforts by governments in Europe to participate in the financing of these countries and assisted them in their set up of national economic institutions—in particular, the establishment or reforms of a central bank—and acted as a monitor and information provider in the countries in which the League intervened.

Several studies have demonstrated that the League played a catalytic role, to the extent that the loans issued under the auspices of the League were major successes (Eichengreen, 1989; Flores and Decorzant, 2015).34 One of the main shortcomings, however, was that the League lacked its own capital, which impeded its potential capability to act as a lender of last resort, a main contrast with today’s IMF. The procedure followed by the League had several advantages that were adapted to the situation of the 1920s—including the impossibility of suffering from moral hazard—when financial markets were in a position to invest if they were provided with trustworthy and profitable investment projects. The situation in the 1930s was different, with the internal shocks of borrowing countries being accompanied by shocks in the main financial centres of Europe and the US. When the Great Depression hit Europe, borrowing countries needed rapid assistance that the League was unable to provide.

MARKET AND POLITICAL SANCTIONS: TOO MUCH OR TOO LITTLE?

The proposals to reform the legal framework under which sovereign debt restructures could be negotiated have run against the general argument on the need to keep the costs of defaulting high. Sanctions and penalties are implicitly assumed to be relevant for the proper functioning of sovereign debt markets. In the second section of this chapter we raised the issue of market exclusion, but other types of sanctions could be considered. Political penalties may involve an active role by the home countries of international creditors. They include trade embargoes, diplomatic pressure, and even external intervention. Market sanctions are responses from market actors (creditors, financial intermediaries, or stock market authorities) that have the capacity to retaliate against a defaulting government. Such measures may involve, other than exclusion from financial markets and increased borrowing costs, a lack of trade finance and a fall in bilateral trade.

The importance of political penalties has been evoked as one major coercive method that leads countries to repay their debts. For Mitchener and Weidenmier (2010), these extreme sanctions improved the fiscal discipline of the countries involved, leading to a decline in their ex ante default probabilities and no additional time in default, concluding that ‘some type of external fiscal and monetary control may be effective in imposing discipline on serial debt defaulters’ (Mitchener and Weidenmier, 2010: 19). These results contradict, to a large extent, the reasons why political penalties have weakened in the more recent periods. The basic premise would suggest that these types of penalties may trigger problems of free riding: investors may be willing to invest in high risk countries—and pocket high interest rates—while, on the other hand, avoid the potential losses from a default. In a sense, it parallels the moral hazard argument that is evoked in the case of the IMF.

Historical periods have shown less evidence in favour of political penalties. Waibel (2011) demonstrates that political responses to defaults included, amongst other options, military interventions, though he describes the use of force as a complex decision in which different political variables were considered. The Drago doctrine in 1902 marked the decline of this means to resolve defaults. From a previous experience of nineteenth-century Britain, Platt (1968) describes how the British government was reluctant to intervene in defaulting countries, though a certain kind of diplomatic pressure may have existed. In exceptional cases, when interventions took place, other motivations accompanied the active role of the British government. Even so, episodes of gunboat diplomacy were never really common practice in international finance (Flores, 2011), and were strongly concentrated in the case of several Central American countries in the early twentieth century—in the case of the US—and only occasionally practised by Great Britain, and even less after the 1930s. On the other hand, external fiscal control has been utilized in different contexts, as mentioned previously. Examples of this type of control include Greece, Turkey, Egypt in the nineteenth century, and Central America and the Caribbean in the early twentieth century. During the 1920s, the League of Nations exerted control on the countries where it had intervened. Nevertheless, this type of control proved to be inefficient and it did not impede the defaults that followed in the 1930s.

In regards to market penalties, several scholars have been sceptical about the consequences stemming from the loss of reputation in capital markets. Özler’s (1993) ‘Have Commercial Banks Ignored History’ insisted that banks expectedly ‘punished’ previous defaulting countries with (slightly) higher interest rates, while Lindert and Morton (1989) had previously shown than investors do ignore the past. Other authors also find weak evidence on the costs of defaulting, reputation loss and increases in borrowing costs, and exclusion from capital markets (Bulow and Rogoff, 1989; Gelos, Sahay, and Sandleris, 2011; Panizza et al. 2011). More recently, however, Cruces and Trebesch (2013) have argued that market penalties have been present in the 1970 to 2010 period, but that their relevance depended upon the level of haircuts that were agreed upon in restructuring agreements. Hence, higher haircuts are associated with higher subsequent bond yield spreads and longer periods of capital market exclusion. For a longer historical perspective, the effects of defaults on long-term borrowing costs have been analysed in Tomz (2007). Non-defaulting countries have been able to borrow at lower rates, while defaulting governments have been obliged to pay premium rates to access capital markets. Further historical evidence comes from the experience in the late nineteenth century. Flandreau and Zumer (2004) estimated that a default may increase the risk premium by 500 basis points during the next ten years. Moreover, Catão, Fostel, and Mano (2015) do find a historical consistency for a ‘default premium’ beginning in 1870.

Other market penalties provide mixed evidence. In the case of a potential drop in international trade, Rose (2005) observed that bilateral trade between creditor and borrowing countries falls after a sovereign default. The precise link between defaults and bilateral trade is still unresolved. One possible explanation is a potential sanction. However, in principle this would be counterintuitive, as reducing international trade would negatively affect both countries. In fact, this evidence has been explored during past episodes of international finance. Both the markets and public entities have been responsible for enforcing this condition. Mitchener and Weidemier (2005) did not find any evidence of an impact on nineteenth-century bilateral trade.

Contemporary literature has looked for other links to explain the decline in international trade. One of the links is trade finance, which may be strongly affected by a sovereign default, mainly if the country experiences a currency or banking crisis (Borensztein and Panizza, 2010). Auboin and Engemann (2012) estimate how the recent financial crisis affected the real economy through the lack of credit for export–import firms and through mistrust of counterpart banks from crisis-hit countries. A sovereign default may trigger similar effects: first, through an increase in interest rates for firms from countries in default, as can be seen in historical crises as well as in the recent episode in Argentina, but also in more historical crises, and second from the lowered country exposure that international banks may be willing to tolerate.

Trade finance has been explored in historical periods. Flores (2008) explores the link between sovereign defaults and financing international trade, as both activities relied, to a large extent, on merchant banks. He demonstrates that during the 1890 crisis, Argentina’s default triggered Barings’ withdrawal from financing trade with that country. Given that both underwriting and trade finance were concentrated markets, it is almost certain that other defaults have generated similar effects. In the case of the post-1982 crisis, the IMF (2003) has argued that trade finance was not an important issue during those years. However, Alvarez and Flores (2014) show that this was not the case. International banks engaged in trade finance, as well as several official credit export agencies, withdrew their support to defaulting countries. Nevertheless, public intervention smoothed over the immediate effects of these policies. Governments in creditor countries encouraged defaulting countries to enter into an IMF loan programme, after which the respective export credit agencies were engaged to maintain their credit levels. The drop in the levels of imports that followed the debt crisis was more related to the drop in income and changes in relative prices than to the drop in trade finance.

A final market sanction is the behaviour of foreign investments in the aftermath of a sovereign default. This link is often a byproduct of the consequent increase in sovereign risk after a default. An increase in borrowing costs also diminishes the demand for capital by firms to an extent, because governments’ borrowing costs also influence private borrowing costs. Kaminsky and Schmukler (2002) argued that sovereign rating changes affect not only the bonds being rated but also the stocks. This introduces greater volatility into a country’s stock market and increases the costs of corporate finance, which is also partly due to the so-called ‘sovereign ceiling doctrine’. These authors also argue that even international trade can suffer because of the higher costs faced by commercial banks in issuing internationally recognized letters of credit, which thereby affect economic growth. Recent works by Grandes and Peter (2005), Cavallo and Valenzuela (2010) and Borensztein, Cowan, and Valenzuela (2013) also confirm that sovereign risk affects corporate bond spreads in emerging markets. They find that this effect is asymmetric, having a stronger positive effect when sovereign risk increases. Borrowing costs for both private and public agents will therefore determine levels of private and public investment and economic growth.

Overall, it seems unlikely that sanctions are too weak to be ignored. On the contrary, it may be even argued that a ‘fear of default’ has emerged and governments only very reluctantly cede to debt restructuring (let alone debt repudiation). In a highly integrated economy, where a default may impact trade and investment, this is the logical outcome. Whether we have reached an optimal level of default sanctioning, or whether it has gone too far is a different issue. Two facts may point to this sombre possibility. The first is the observed timing of default, considered to be ‘too late and too little’. This implies that countries may be caught in situations of prolonged pre-default crisis, boosting thereby the side-effects of a default (Panizza, 2013).

Second, the ‘fear of default’ causes additional inefficiencies because governments incur considerable costs in legal fees for every new bond issuance. In a recent paper on the evolution of sovereign debt markets, Bradley, De Lira Salvatierra, and Gulati (2014) observe that the identity of certain law firms began to gain recognition in the post-Second World War period. Outside prestigious law firms that participated in the issuance of new loans could be engaged to participate in the process with the issuer and with the underwriter. The decision regarding the identity of the law firm in both cases relied solely on the issuer choice, and in fact, the observed relationship between law firms and borrowers was a long-term relationship, contrary to the short-term nature of the relationship between underwriters and issuers. Bradley, De Lira Salvatierra, and Gulati (2014) conclude that the more risky a country is (measured by their rating status), the more prestigious a law firm it retains. The authors interpret this to mean that as these countries consider default a real possibility, they prepare for future lawsuits by hiring these firms. As a result, these countries are faced with additional borrowing costs.

CONCLUSIONS

Diaz-Alejandro wrote in 1984 that ‘blaming victims is an appealing evasion of responsibility, especially when the victims are far from virtuous. But when sins are as heterogeneous as those of the Latin American regimes of the 1980s, one wonders how well the exemplary mass punishment fits the alleged individual crime’ (1984: 335). Several messages can be extracted from the history of two centuries of sovereign defaults. First, the history of the international financial architecture has a poor record of avoiding sovereign defaults. Looking at general trends, defaults have been a frequent event during international economic crises. Countries that avoided defaults were generally those which participated less in the lending booms than defaulting borrowers.

Second, market penalties (rather than political penalties) have played an important role in the history of sovereign debt markets. Due to increased economic and financial integration, these seem to have increased in recent decades. Third, financial markets have been considerably affected by market distortions, which stem from conflicts of interest, information asymmetries, and, to some extent, lack of liquidity provisions. Moral hazard seems to have been less of an issue historically, and the problem that this paper has identified is rather related to information flaws and the provision of the adequate incentives for more information processing. These features emerge as particularly relevant to the more recent period of international finance. Fourth, certain agents, referred to as gatekeepers, have occasionally emerged to prevent defaults. In particular, the historical periods of the nineteenth century and the 1920s provide successful examples of where underwriting banks enacted screening processes for new loans that were placed on the markets. However, specialization in the financial industry that has accompanied the recent globalization of financial markets has mitigated the importance of underwriting. Rating agencies, which are designed to diminish information asymmetries, have failed to perform expected gatekeeping functions.

Finally, assuming the role of the London Stock Exchange General Purpose Committee as an Arbitration Court, its experience seems to have been effective in dealing with defaults and permitting the expansion of sovereign debt markets. More generally, public intervention has also been positive in providing monitoring and services as a lender of last resort, though regulatory innovations (or its occasional immobility) have not always been positive. It seems, therefore, that there are still a number of potential gains for the literature on sovereign defaults from the understanding of the long-term evolution of the structure of capital markets.
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31 A historical perspective of sudden-stops can be found in Catão (2007).
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