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Introduction



La Grande Guerre
Naissance de la banque centrale



Olivier Feiertag et Michel Margairaz1


C’est un fait trop peu souligné : la banque d’émission est née en Europe à la croisée de la révolution industrielle et de l’État-nation2. On retrouve ce double capital génétique à l’origine des plus anciens instituts d’émission : la Banque de Suède en 1668, la Banque d’Angleterre en 1694, la Banque de France en 1800. À la veille de la Première Guerre mondiale, on dénombre vingt et une banques d’émission nationales dans le monde. Mais parmi elles, deux seulement sont localisées hors d’Europe : la Banque du Japon, constituée en 1882 sur le modèle de la Banque nationale de Belgique, et le Système de réserve fédéral américain, tardivement créé en 1913 en référence explicite au précédent européen.



Guerre totale et banques centrales


La Première Guerre mondiale, « guerre civile au sein de la famille européenne3 », marque, à bien des égards, l’apogée du modèle européen de la banque d’émission nationale. « Guerre intégrale », comme le souligne dans son discours d’investiture Clemenceau, le 20 novembre 1917, la Grande Guerre s’abreuve très exactement aux deux sources principales du changement historique que sont, tout au long du XIXe siècle, le nationalisme et l’industrialisation. « Droits du front et devoirs de l’arrière, qu’aujourd’hui tout soit donc confondu. Que toute zone soit de l’armée. » Au front militaire s’adjoint le deuxième front dans les usines de guerre. Mais, précise le Tigre, à ces deux fronts s’ajoute un troisième : le front financier4 :



Et voici qu’à la même heure, quelque chose de notre épargne, par surcroît, nous est demandé [...] : le succès complet de notre emprunt de guerre, suprême attestation de la confiance que la France se doit à elle-même, quand on lui demande pour la victoire, après l’aide du sang, l’aide pécuniaire dont la victoire sera la garantie (Applaudissements)5.





Ainsi entendue, la guerre « intégrale » est déjà, avant la lettre, la guerre totale. Les banques d’émission sont dès lors très tôt amenées à y jouer un rôle de premier plan. Et un rôle nouveau : la Grande Guerre voit la banque d’émission devenir une banque centrale. Sans doute, comme l’a souligné jadis Richard Sayers, cette mutation correspond à un processus de longue durée, clairement articulé aux grandes crises financières qui ponctuent le long XIXe siècle (jusqu’en 1914), singulièrement celles de 1873, de 1881 et de 19076. Mais la Grande Guerre marque de ce point de vue, comme de beaucoup d’autres, une césure profonde. Elle consacre, pour reprendre l’intuition de Carl-L. Holtfrerich, Jaime Reis et Gianni Toniolo, « the emergence of modern central banking7 ».


Pourquoi ? Cette interrogation demeure largement sans réponse car la théorie économique standard du central banking considère les guerres, au mieux, comme des accidents de l’histoire et, au pire, comme des parenthèses. L’hypothèse défendue ici consiste au contraire à montrer que le premier conflit mondial doit être analysé comme le moment historique où le nouveau modèle de la banque centrale se substitue à l’ancien, celui de la banque nationale d’émission. Allons plus loin : la Grande Guerre, première guerre totale et première guerre mondiale, ne doit-elle pas être regardée sous bien des aspects comme la matrice de la banque centrale du XXe siècle, c’est-à-dire très largement encore des banques centrales actuelles ?







La Grande Guerre comme matrice 
de la banque centrale



La Première Guerre mondiale provoque un choc monétaire sans précédent. Toutes les monnaies du monde sont affectées, dans les États belligérants comme chez les neutres. L’événement majeur est bien entendu la suspension brutale et généralisée de l’étalon-or. La déclaration de guerre de l’Autriche-Hongrie à la Serbie, le 28 juillet 1914, entraîne dans les jours qui suivent un run bancaire dans toute l’Europe. La convertibilité métallique de la plupart des monnaies est, de droit ou de fait, suspendue, y compris et surtout dans les pays neutres comme le Danemark, dès le 2 août, et la Suède, le 3 août. Le cours forcé est décrété en Allemagne et en Russie le 4 août et en France, le 5. Au Royaume-Uni, à l’issue d’un débat intense entre les grandes banques de dépôt et le Treasury, la convertibilité de la livre sterling n’est pas officiellement supprimée, mais la Banque d’Angleterre n’assure plus de fait la convertibilité de ses billets de banque8. Les conséquences de la suspension de l’étalon-or sont considérables. Elles redessinent en profondeur les missions et les instruments des vieilles banques d’émission et posent les bases des banques centrales modernes.


L’effet de la suspension de la convertibilité métallique des monnaies est double. Il porte à la fois sur la face interne de la monnaie, c’est-à-dire intérieure et nationale, et sur sa face externe, autrement dit internationale. La rupture (même conçue comme provisoire) des chaînes de l’or transforme l’amplitude de l’émission monétaire. C’est l’entrée dans l’âge de la « fiat money ». Le volume de la circulation fiduciaire explose partout. Pour un indice 100 en 1913, le montant des billets en circulation atteint en 1918 l’indice 1 141 en Allemagne, 532 en France, 504 en Italie, 1 154 en Grande-Bretagne et 175 aux États-Unis. La dilatation de la masse monétaire n’épargne pas les neutres : l’indice de la circulation est à 298 en Suède, à 296 au Danemark et à 330 aux Pays-Bas. L’accroissement de la monnaie fiduciaire s’accompagne d’une augmentation proportionnelle de la monnaie scripturale, c’est-à-dire du montant des dépôts bancaires alimentés par la hausse notable des crédits selon l’adage bien connu « Loans make deposits ».


Le gonflement de la masse monétaire entraîne la hausse durable et généralisée des prix à due proportion : c’est l’invention de l’inflation. Le mot migre alors du vocabulaire de la médecine pour celui de l’économie comme le montre la publication en Allemagne, au début de 1917, de l’ouvrage du banquier et économiste Friedrich Bendixen : Das Inflationsproblem9. L’inflation change radicalement les conditions d’exercice du mandat principal des banques d’émission : assurer la stabilité de la monnaie de manière à lui permettre de remplir ses trois fonctions classiques d’instrument d’échange, de mesure et de stockage de la valeur. Le régime de l’étalon-or constituait pour les banques d’émission un ancrage nominal fixe et universel. Quoi de plus indiscutable qu’un poids de métal précieux ? Quoi de plus certain qu’une règle de trois pour définir les conditions de l’interchangeabilité des diverses monnaies nationales, toutes définies en tout point du globe par référence à un poids d’or avec une précision de l’ordre du millième ? Naturalité de l’arithmétique et universalité de la gravitation qui rappellent qu’Isaac Newton joua un rôle non négligeable aussi comme maître de la monnaie.


La mutation des banques d’émission en banques centrales, leur centralité en quelque sorte, se laisse mieux saisir à travers trois approches qui sont aussi, à ce stade, trois interrogations : comment évoluent les rapports des banques d’émission vis-à-vis du pouvoir politique, entre l’État et le marché ? Dans quelle mesure la position de l’Institut d’émission se transforme sur la place, c’est-à-dire au sein de systèmes bancaires nationaux en voie de rapide constitution entre cartellisation et concurrence ? Quel rôle nouveau, enfin, échoit aux banques nationales d’émission à l’échelle des paiements internationaux dans le cadre inédit des contrôles des changes, entre guerre des monnaies et coopération monétaire internationale ?






Les banques centrales entre le marché et l’État


La guerre, acte politique, modifie inévitablement les relations entre la banque d’émission et le Gouvernement. Mais elle enclenche pourtant un processus de transformation double et, dans une marge mesure, paradoxal. D’un côté, elle resserre le pouvoir de l’État sur l’institut d’émission en érigeant son stock d’or en trésor de guerre et en accroissant le volume des avances de la Banque au Trésor – c’est-à-dire en faisant financer la guerre par la planche à billets. Mais, d’un autre côté, cette mainmise de l’État sur la banque d’émission aboutit aussi, comme l’a bien montré Bertrand Blancheton dans le cas de la Banque de France10, à augmenter le potentiel d’influence des dirigeants de la Banque sur un pouvoir politique aux abois.


Cette ambivalence, on le sait, est au cœur de la banque centrale. Son « autonomie » opérationnelle est d’autant plus réduite que son indépendance est affichée, alors même que les avances au Trésor représentent dans son bilan une part de plus en plus prépondérante de ses actifs. Car la guerre, même totale, ne fait pas disparaître le marché et ses mécanismes. C’est vrai du côté des grandes démocraties de l’Entente. C’est sans doute moins vrai du côté des empires centraux. La capacité des États de l’Entente à maintenir les principaux acquis démocratiques en même temps que les mécanismes de base d’une économie de marché n’est d’ailleurs sans doute pas étrangère à leur victoire finale. Le rôle de la banque centrale à l’intersection de l’État et du marché semble bien avoir été déterminant de ce point de vue : la guerre et les conditions de son financement modifient tout autant la position de la banque d’émission sur la place, c’est-à-dire au sein du système bancaire et financier.






La banque centrale au centre de la place


La part prise par la banque centrale et par son réseau de succursales dans le placement des emprunts de guerre et dans la collecte des métaux précieux ou même des valeurs mobilières étrangères a largement contribué à transformer la position de la banque d’émission sur ce qu’il est convenu d’appeler la « place », c’est-à-dire l’organisation du marché de l’argent à différentes échelles, de la place locale au marché national concentré dans la capitale financière : la City à Londres, Paris, Vienne, Berlin ou Francfort. Ou même chez les neutres, Genève et Zurich ou encore New York jusqu’en 1917. Il ne fait guère de doute que durant la Première Guerre mondiale la banque d’émission renforce sa prééminence au sein du système bancaire et son autorité sur la place – on dirait aujourd’hui sa « présence de place ».


Elle ne devient pas pour autant l’entreprise non-profit qu’elle deviendra très rapidement après 1945. Mais le rôle joué par les banques centrales dans le drainage de l’épargne et le placement des souscriptions aux emprunts de guerre conforte sa position de chef de file des banques de la place. Sur la place financière de Rouen par exemple, la Grande Guerre contribue largement à hiérarchiser les opérateurs bancaires, aboutissant à placer de fait la succursale de la banque d’émission et son directeur au sommet de la pyramide11. Elle conforte en particulier le rôle de centralisation des informations joué par chaque succursale de la banque centrale à l’échelle de chacun des territoires de l’espace national bancable12. Surtout, la crise financière enclenchée par l’entrée en guerre à l’été 1914 est l’occasion de consolider la fonction de préteur en dernier ressort assumée par la banque centrale, notamment à travers sa gestion du moratoire sur les créances. Dans cette perspective aussi, la période de la Première Guerre mondiale représente une étape cruciale dans le processus historique de longue durée qui voit les banques d’émission devenir ce que l’on appelle aujourd’hui des institutions de marché.






Les banques centrales face aux règlements internationaux


Mais la mutation la plus décisive intéresse très certainement les fonctions nouvelles que les banques d’émission sont conduites à endosser dès le début de la guerre dans le domaine du paiement des transactions internationales. La suspension de la convertibilité des monnaies, qu’elle soit de droit ou de fait, entraîne la centralisation des réserves d’actifs internationaux – or et devises – entre les mains des banques centrales, même si en pratique celles-ci délèguent leur contrôle aux banques commerciales qu’elles agréent. C’est l’entrée – et pour longtemps – dans le régime de la « police des changes », comme le formule très bien Jules Décamps, premier directeur des Études de la Banque de France, au lendemain immédiat de la guerre13.


À un régime des paiements internationaux privé, automatique et décentralisé se substitue un système de règlement public, négocié et très centralisé dont la banque centrale devient la cheville ouvrière. Cette fonction la place une nouvelle fois comme intermédiaire obligé entre l’État et les banques commerciales. Elle lui confère aussi un rôle nouveau dans la mise en œuvre de ce que l’on appelle dès lors la coopération monétaire internationale. Dès l’été 1914, les banques centrales des différents pays s’ouvrent mutuellement des comptes au sein de chaque système d’alliance. Le 28 mars 1916 se tient la première rencontre, sous l’égide du ministre des Finances français, Alexandre Ribot, entre le gouverneur de la Banque de France, Georges Pallain, et le gouverneur de la Banque d’Angleterre, Lord Cunliffe. Cette négociation débouche, le 25 avril 1916, sur le premier accord de coopération directe entre banques centrales : la Banque d’Angleterre s’engage à escompter des bons du Trésor français libellés en livres sterling pour un montant maximum de 60 millions de livres et, en contrepartie, la Banque de France lui enverrait de l’or à concurrence de 20 millions de livres14. Les banques centrales entrent bien dans la machine diplomatique à la faveur de la guerre. La Banque de France et la Banque d’Angleterre sont rejointes par la Banque de réserve fédérale de New York, que préside Benjamin Strong, à partir de l’entrée en guerre des États-Unis aux côtés de l’Entente en avril 1917. Des relations de coopération semblables se développent pendant le conflit entre la Reichsbank et la Banque d’Autriche-Hongrie. Ces mécanismes restent en vigueur jusqu’à la rupture de la solidarité entre alliés en janvier 1919. Mais, comme le souligne Jean-Claude Debeir, la question de la coopération monétaire internationale ne cessera plus dès lors de se poser jusqu’à nos jours15. C’est aussi un legs de la Première Guerre mondiale.






Les banques centrales en héritage


La banque centrale émerge de la Grande Guerre. Sa naissance est institutionnalisée en quelque sorte par la conférence financière internationale de Bruxelles qui se tient grâce à l’appui de la toute récente Société des Nations, du 24 septembre au 4 octobre 192016, et qui accouche de deux résolutions capitales :



Dans les pays où il n’existe pas de banques centrales d’émission, il devrait en être créé une et si, pour sa fondation, il fallait recourir à des capitaux étrangers, cela pourrait impliquer, sous une forme ou une autre, un contrôle d’ordre international (Résolution XIV)17.





C’est proclamer pour la première fois le principe de l’universalité du central banking. Mais cette résolution va de pair avec un autre principe, l’indépendance des banques centrales qui, seule, permet leur mise en réseau :



Les banques d’émission devraient être soustraites à toute influence politique et devraient être gérées uniquement en s’inspirant des principes d’une politique financière de prudence (Résolution III)18.





Ce sont bien là les bases du programme de l’international central banking qui a finalement prévalu du XXe au XXIe siècle. Ce sont aussi les fondements sur lesquels l’unification monétaire de l’Europe s’est construite, clôturant (jusqu’à quand ?) d’une certaine façon le cycle belliqueux inauguré par la Grande Guerre.
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Chapitre 1



Federal Reserve Policies and Their 
Precedents in the First World War




Margaret M. Jacobson and Ellis W. Tallman1


The Federal Reserve System was established by an Act of the United States Congress and signed by President Woodrow Wilson on December 23, 1913, and it became operational on a minor scale on November 16, 1914. At the onset of the First World War in late July 1914, the United States lacked an operational central bank for the first few months. As a noncombatant at this time, the U.S. had yet to face the massive financial demands of waging war.


By April 2, 1917, when the U.S. entered the military conflict, the nascent Federal Reserve System was still far from a fully formed and functioning institution. The wartime demands made the Fed temporarily subservient to the needs of the Treasury and thereby stunted the development of its institutional capacity, narrowed the formulation of policy, and limited the exploration of crisis response strategies of the central bank.


The banking crises of the National Banking Era (1863-1914), often considered events that the establishment of the Federal Reserve System was meant to address, were previously alleviated by the combined efforts of private clearing houses (mainly the New York Clearing House Association), the United States Treasury, and occasional assistance from abroad.2 Given this conventional viewpoint, it is curious that the Federal Reserve Act displays scant reference to these crises in the text of the legislation, and leaves an ambiguous role for the Federal Reserve System in crisis alleviation. We explore why lessons of financial crisis prevention from the pre–Federal Reserve National Banking Era were not incorporated into the institutional understanding of the Federal Reserve System. Curiously, the concepts that guided the policies that successfully avoided a panic in 1914 have parallels in the more modern policies implemented in the United States in 2007-2009.


This chapter explores two main factors contributing to the Federal Reserve’s failure to retain lessons from historical episodes: the lack of a relevant antecedent for the Federal Reserve to follow during the war years and beyond, and the notion that the Federal Reserve System was sufficient to overcome financial crises. The last war in which the United States had a central bank had been the Revolutionary War (1775-1783). Government and Federal Reserve officials had yet to clarify how the institution could best support the war effort throughout the First World War. We emphasize that the Federal Reserve’s subservient role helped mobilize the nation’s financial resources to support the war effort. This unexpected role, along with the conceited notion that panics would be “mathematically impossible,”3 likely contributed to the lack of institutional focus on crisis prevention strategies in the subsequent decade.


The chapter begins by offering a condensed and narrow discussion of the monetary system of the United States prior to the establishment of the Federal Reserve System, then proceeds to a discussion of the central elements of the Federal Reserve System as conceived before the First World War. We then discuss the substantive effects of the First World War on the development of the Federal Reserve System, both when the U.S. was noncombatant and after April 1917, when the U.S. entered the war. We discuss the role played by the Fed throughout this period and highlight the difference between that role and the one proposed within the institutional design in the Federal Reserve Act.




Founding of the Federal Reserve System 
and the First World War



The flaws of the pre-Fed U.S. monetary system were well known by market participants, economists, and economic policy makers, and the design of the Federal Reserve System took direct aim at addressing those flaws. The dual banking system, the pyramid structure of bank reserves, and the concentration of reserves in New York City as funding sources for call money loans on stock and bond collateral were all structures targeted by the Federal Reserve Act. Federal Reserve System activities in the early years, however, were actions in response to a set of challenges completely different from the ones it was designed to address. As a result, it is unsurprising that assessments of Federal Reserve policies during its early years are unflattering.


Alexander Dana Noyes offers a synopsis of the key elements of monetary reform legislation needed to address the problem of recurrent crises in the U.S.4 Firstly, there should be a way to centralize the pool of gold reserves. Secondly, there should be a central lending authority from which intermediaries can rediscount assets. Thirdly, Noyes suggests that the issues of national bank notes (as notes of issuing banks) should be replaced by notes issued by a central authority. The Federal Reserve Act satisfied all these elements of reform.


Edwin Walter Kemmerer expresses the hopes and aspirations the reformers had for the system:



The time therefore arrived in the summer of 1917 when commercial banks belonging to the Federal Reserve System ceased tying up their legal reserve money by depositing it in the banks of our money market centers there to be loaned out at call to speculators on the stock and produce exchanges. This divorcing of the legal reserves of over 9800 commercial banks from the speculative and capital loans of the stock market – mainly, that of Wall Street – is one of the big achievements of the Federal Reserve System.5





However, the assessment was premature and ultimately inaccurate. The Federal Reserve System was unable to weaken the connection between the banks and call money lending. Further, despite dismantling the pyramid reserve structure, the dual banking system and correspondent banking remained essential for effective operation of the U.S. financial system. The establishment of the Federal Reserve System was only the first step in monetary reform; it took several years for its operations to become fully functional. Elmus R. Wicker notes that the first two years of Federal Reserve effort were aimed at getting the institution’s operations up to capacity.6 In surveying internal Federal Reserve Board memos for the years 1914-1915, we found that Wicker’s comment was accurate. The main concern expressed in Board meeting minutes was over the practical and immediate needs of becoming a functional intermediary – finding office space to rent, constructing vault space for gold, planning an organizational structure, hiring employees – all the challenges of a newly formed Federal Agency.


The key point, however, is that the Federal Reserve System engaged in these activities as the First World War was altering the international financial structure. As a result, the Fed was faced with challenges for which it saw no precedent in the U.S. financial experience since the Revolutionary War. Milton Friedman and Anna J. Schwartz note:



The Federal Reserve System was created by men whose outlook on the goals of central banking was shaped by their experience on money panics during the national banking era. The basic monetary problem seemed to them to be banking crises produced by or resulting in an attempted shift by the public from deposits to currency [...]


The act was no sooner passed than the conditions taken for granted ceased to hold. Before the system began operations, World War I had begun.7 





The belligerent nations had closed their stock exchanges, left the gold standard, and yet war-related demand for U.S. exports was rising by 1915.8 Figure 1 displays Federal Reserve notes as a percentage of total currency in circulation as a measure of the institution’s penetration into the financial system. The chart indicates that the Federal Reserve System required the first two years to get established, but appears to have gained traction in 1917. Once the U.S. entered the First World War, the role of the Federal Reserve System in U.S. financial policy shifted notably from what its founders intended. The legislation was designed to make the Federal Reserve System a source of funding for short-term bank liabilities that facilitated similarly short-term commercial transactions. That is, the “real bills” proponents envisioned the Fed to provide a rediscount function for member banks to fund short-term “self-liquidating” loans for productive purposes.


From the period starting in 1917, the Federal Reserve System adopted policies as necessary to support the Treasury and the war. Features of monetary policy design that were considered key elements of the Federal Reserve System were violated as its role – subservient to the Treasury – took hold. For instance, the Federal Reserve eschewed a penalty rate on discount window loans. The original design of the discount window bore a close resemblance to the issuance of clearing house loan certificates, and the penalty rate was meant to keep borrowers from tapping rediscount funding unless it was a dire need.



Figure 1 – Federal Reserve notes as percentage of total currency circulation


[image: img2.jpg]Sources: The data series are Federal Reserve notes in circulation, from the Annual Report of the Federal Reserve Board 1928, and total currency in circulation outside the US Treasury and Federal Reserve System, from the US Treasury Department, both monthly and in millions of US dollars.





During the financing of the First World War and the period immediately following the war, the Federal Reserve System instead lent funds to banks at “preferential rates” – rates equal to yields on Treasury certificates – to encourage bank financing of Treasury debt. Essentially, the Fed, by lending on Treasury debt collateral at interest rates below the rates offered on the Treasury debt, was providing banks with a profitable method of financing purchases of Treasury debt. And as a passive provider of credit, the Fed surrendered control over the size of its balance sheet. Secondly, top level officials at the Federal Reserve – Reserve bank governors – took leadership positions as Liberty bond committee chairs to promote their sale. Thirdly, by offering discount loans on Treasury bond and debt collateral at rates below the discount rate on commercial paper collateral, the Fed thereby undermined its own “real bills” foundations – the promotion of productive lending suffered relative to the financing of government debt. Further, the Fed bought some Treasury debt and Fed ownership of government debt was problematic because Treasury debt could not be used as collateral for its currency – Federal Reserve notes. Discounted commercial paper and gold were the only acceptable backing for currency.


The restriction on the collateral for currency arose from the “real bills” doctrine, which proposed that aggregate credit should fluctuate in tandem with the “needs of trade” or as the economic activity requires. The restriction also arose from experiences with national bank notes that required Treasury debt as collateral; the arguments focused on how the fluctuations in currency issues moved with the federal debt volumes outstanding, and not with the fluctuations in the “needs of business.” Hence, matching fluctuations in the currency supply with its demand (the needs of the economy) was an important element of the concern with Treasury debt collateral for Federal Reserve liabilities.


The war also forced many changes on financial markets and on their transactions. Those changes made a number of the guiding principles that underlie the Federal Reserve Act obsolete. In particular, the design of the Federal Reserve Act monetary reforms aimed at using private short-term credit vehicles as the backing or collateral for monetary assets along with a 40 percent gold reserve.9 Federal Reserve notes were backed by commercial paper or “productive assets” rather than by Treasury debt. Although the enormous issue of Treasury debt offered the Fed an ample supply of assets and a liquid market for open market operations, for the Fed to actively trade in Treasury debt would have been in direct conflict with the intentions of the Federal Reserve Act. As noted above, Treasury debt was the collateral that backed national bank notes during the pre–Federal Reserve era. Federal Reserve legislation sought to remove the dependence of currency on the outstanding stock of federal debt.


Passive supply of Federal Reserve credit from 1917 to 1920 – largely in the form of discounts and loans (much of which was collateralized by Treasury debt) – became the primary form of asset backing Federal Reserve liabilities. These policy decisions – or apparent acquiescence to Treasury initiatives – along with the increased level of gold held by the Federal Reserve banks, led to a wartime inflation followed by a brief post-war inflation. During this post-war inflationary period, the Fed struggled to wrench control of monetary decisions away from the Treasury.10 On the other hand, the Fed was able to dislodge the Independent Treasury System and become the fiduciary agent for the Treasury by 1920, thereby becoming more like a “central” bank in function.


The First World War experience demonstrated the influence that Federal Reserve System policy could have when member banks held substantial borrowing totals from the Fed. There was a clear distinction between the actual behaviour of the Federal Reserve System and its anticipated behaviour as outlined in the Federal Reserve Act. The contrast was most clearly illustrated in the observation that Treasury debt was the key asset for which the Fed issued loans during this period. In the Federal Reserve Act, the Federal Reserve banks were designed to offer credit to banks that would be collateralized by self-liquidating loans for productive purposes. That is, the practical concerns of financing the war moved the Fed towards Treasury debt and the promotion of holding such debt as collateral for discount window loans and away from the “real bills” functions that were envisioned in the Federal Reserve Act.


The Fed displayed a perceived aversion to having large-scale lending balances in the 1920s. Figure 2 displays Federal Reserve System discount lending (borrowing by member banks) relative to the monetary base and contrasts that measure with bank reserves held at the Fed relative to the monetary base. The notable decline in bank discounts following 1920 reflects the Fed’s aversion to having large bank indebtedness after war financing demands had diminished. In effect, the lack of lending balances weakened the discount function as a funding source for the banking system and also hindered the evolution towards an alternative method for the Fed to implement monetary policy. First World War financial demands made Treasury debt the predominant form of collateral offered for discount window loans, and although it was an aberration, the situation persisted for several years. The Fed could have weaned the banking system off of the large scale (and subsidized) lending in support of Treasury bond and debt financing and at the same time shifted towards the use of Treasury debt as an additional form of collateral and as a key source of lending to maintain the growth of the monetary base during the 1920s.



Figure 2 – Federal Reserve discount lending after the First World War


[image: img3.jpg]Sources: The data series are St. Louis adjusted reserves, not seasonally adjusted, the St. Louis monetary base, not seasonally adjusted, both from the Federal Reserve Bank of St. Louis. Total borrowings of depository institutions from the Federal Reserve, not seasonally adjusted, are from the Board of Governors of the Federal Reserve System, Release H.3 Aggregate Reserves of Depository Institutions and the Monetary Base. All series are monthly and in billions of US dollars.





By moving away from discount window lending as the key asset backing Fed liabilities, the Fed in the 1920s displayed behaviour consistent with an argument posed by Wicker.11 Wicker contends that the early Fed lacked a coherent idea and an explicit vehicle (an asset to buy) to produce a trend increase in the base money supply to support both the growing economy and the expanding financial sector. The irony is that a discount window interest rate at a penalty interest rate as was intended in the Federal Reserve Act never took hold after the early experience with a preferential rate for Treasury debt. A penalty rate would be consistent with the issuance of clearing house loan certificates, and the concept of discount window lending as a temporary source of liquidity. Further, a penalty rate is analogous to a key component of Bagehot’s rule to combat banking crises – lend freely on good collateral at a high rate. However, by allowing the discount rate to remain below market interest rates, the Fed instituted the discount window as an administered credit vehicle in which applicants for borrowing faced selective acceptance. Selectivity as well as the later (1927-1929) institutional use of “direct pressure” – Fed influence on how the borrower was to employ the borrowed funds to limit “speculation” – likely contributed to the perceived aversion to borrowing at the discount window that persisted through the subsequent decades.






A New Monetary Authority without a Relevant Antecedent


The changes in the world financial system arising from the First World War had serious ramifications for the nascent Federal Reserve System. The intensity of each of the Federal Reserve’s priorities – becoming operationally functional and then financing the war – dominated Federal Reserve activities and hindered any progress on the formulation of policy, or the strategies to combat financial crises. The same sentiment was expressed in virtually all the secondary sources – that the financial requirements from U.S. participation in the First World War left no opportunity for the Fed to develop a monetary or credit policy.12 Further, the Federal Reserve was not able to confront early on and settle the internal policy power struggle between the Board of Governors and the Federal Reserve banks (mainly, New York) that ensued after the war.


Although the Federal Reserve was founded on the guiding principles of furnishing an “elastic currency” in times of monetary stringency, the inflow of gold from abroad beginning in December 1914 made liquidity provision less of an issue for the financial markets and the threat of financial panic appear minimal. Furthermore, after the U.S. entry into the First World War, the large volume of Treasury debt and its perceived liquidity (and acceptability as collateral) made Treasury debt collateral an appealing candidate for an open market operation policy to focus on. Changes in the financial markets took hold as a result of the war, and those changes influenced key Federal Reserve policy makers to address what they perceived as permanent changes that required the creation and adoption of new policies. What we suggest is that the new policies may have been justified on a variety of grounds, but in the deliberations and discussions, there was an apparent disconnection from addressing or heeding any lessons from crisis experiences that took place during the period preceding the war.


Benjamin Strong played an important role in the Federal Reserve System’s search for a monetary policy paradigm.13 It is debatable whether the Fed achieved a complete and coherent policy structure during the 1920s, although the policies can be viewed as consistent with a given viewpoint – the so-called “Riefler-Burgess Doctrine.” The practical implications of the doctrine effectively led Federal Reserve policy makers to rely on borrowed reserves as a key signal of demand for bank reserves.14 In our view, what is noticeably missing in the Riefler-Burgess Doctrine is an explicit sense of what effective credit or monetary policy looked like in the National Banking Era, or any expression that suggested that such a historical perspective was worthwhile to develop as the central bank evolved.


From our reading of primary and secondary sources, comments with regard to the Federal Reserve System and its role in credit and money markets are uniformly supportive; the Federal Reserve was an unmitigated success and the preceding years during the National Banking Era were viewed as flawed and without a monetary policy. As early as Esther Rogoff Taus, economic historians have investigated the monetary policy role of the U.S. Treasury, and more recent contributions by Richard H. Timberlake highlight those actions.15 Treasury actions such as shifting gold from its sub-treasuries into banks were akin to an open market operation to increase the base money supply, although these actions were on a smaller scale and dependent upon the Treasury’s fiscal balance. Only a Treasury in surplus could inject gold into the financial system. Separately, Timberlake (1984) and Gary Gorton (1985) offer further that the clearing house system of the National Banking Era provided some imperfect and incomplete elements of monetary policy.16






Fed Sufficiency and Persistent Flaws


The design of the Federal Reserve System bearing strong resemblance to the clearing house system emphasizes that contemporaries involved in the design of the institution learned lessons from the past. However, the key elements of “policy” during the National Banking Era that preceded the Fed were the issuance of clearing house loan certificates, the suspension of convertibility, and on occasion (when possible) the pooling of cash reserves. In such a view, the crises endemic to the previous era likely seemed less relevant to the Fed in the 1920s than the problems it faced during its tumultuous wartime experience. We also uncovered a notion of “Fed sufficiency” in the documents and communications of Federal Reserve officials that was not necessarily shared by other contemporary commentators.


For a number of informed commentators, the Federal Reserve System was a dramatic improvement upon the clunky emergency currency procedures that was appended upon an awkward currency and monetary system. Had we not seen the subsequent policy mistakes of the Fed in 1920, and in 1929-1933 and enduring flaws of the National Banking Era, we might have shared those optimistic views. Instead, we suggest – in accord with Wicker and Bordo and Wheelock – that the Fed was not established with the intention of responding to financial panics.17 Wicker suggests that holding such a premise provides the most coherent explanation for why the Federal Reserve System was so inept at forestalling banking panics.18 In the same paper, Wicker acknowledges that the traditional arguments can also explain the Federal Reserve’s failure to address consistently and effectively liquidity drains arising from banking panics.19


Paul Studenski and Herman Edward Krooss point out that flaws from the National Banking Era, particularly the persistence of the dual state and national banking system, were not remedied by the introduction of a central bank.20 Eugene White illustrates forcefully the particulars of this idea in great detail, emphasizing that the dual banking system hindered the widespread provision of liquidity.21 The Federal Reserve System could not fully fortify the banking system against financial panics while state banks and trust companies still remained outside of the system and were subject to failures throughout the 1920s. In 1914, only 30 percent of all financial institutions holding 50 percent of deposits in the United States were members of the Federal Reserve System. By 1929, the percentage rose slightly to 36 percent of financial institutions holding 73 percent of deposits.22 Furthermore, Studenski and Krooss remark that although there were over twice as many national banks as state banks in the 1920s, state banks failed at a higher rate.23 Wheelock surveys the literature on the distinctions between member and non-member banks and their respective experiences during the Great Depression. He notes that non-member banks made up 75 percent of suspended banks between 1930 and 1933.24


Editors A.D. Welton and C.H. Crennan shed light on the resistance to the central bank from state banks and national banks alike. They describe state banks as “hostile or, at best, only neutral to the Federal Reserve System.”25 Implementation of mandatory clearing and collection of cheques and drafts to be undertaken by the Federal Reserve System, “threw the country banks that were members of the System into spasms of anger and fear. It made the state bank glad that they were beyond such meddling.” Their observations emphasize how the implementation of sweeping monetary reform fell short of intended goals and allowed existing weakness to persist.


Bankers were also aware of the shortcomings of the Federal Reserve System and doubted its ability to transform the financial system. Arthur Reynolds, president of the Continental and Commercial National Bank of Chicago communicates his scepticism of the Federal Reserve System:



The old banking practice of the country had its basis in too many years of actual habit and it was but natural that banks generally should be hesitant and cautious in making radical changes in their methods; indeed a great many of them felt that the Federal Reserve Banks, if supported too generously, would ultimately encroach upon and usurp some of the functions of existing banks.26





Chicago was the centre of the “asset backed” currency movement making Reynolds’s resistance to the Federal Reserve System unsurprising. In February 1915, the Commercial and Financial Chronicle, a New York–based publication, shared similar doubts when commenting that, “it will hardly be claimed that the Federal Reserve System is yet so firmly established that it can be depended upon in and by itself to cope with a situation of extreme difficulty.”


With contemporary and modern commentators often emphasizing the insufficiency of the Federal Reserve System to overcome systemic flaws that contributed to the forces of financial panics, why then did Federal Reserve officials themselves conclude that the central bank was a sufficient bulwark? In our view, we suspect that the other components of the Federal Reserve Act gave some influential individuals the confidence that the existence of the Federal Reserve was sufficient to remove the sources of financial panic hence there was no purpose in an explicit mandate in the Act. In effect, such a mandate would be redundant.


Governor Charles S. Hamlin discusses the financial episode in 1914 that occurred at the onset of the First World War and prior to the Federal Reserve’s operational debut in a speech on October 25, 1916. Hamlin comments on the auspicious performance of emergency currency in a banking system without a central bank as a temporary solution inferior to the more permanent Federal Reserve System. His main criticism is that the Federal Reserve would provide confidence and a more elastic currency than that provided by Aldrich-Vreeland emergency currency.



Undoubtedly, the issue of this emergency currency under the amended Aldrich-Vreeland Act was of great assistance to our people. From the banking point of view, however, it could hardly be said to inspire much confidence. The Aldrich-Vreeland Act, even as amended, simply gave currency not confidence to the people. Surely under such an Act little confidence could be inspired from the fact that the banks were permitted to increase their liabilities in the form of notes on security much of which was unliquid, and on a reserve of only 5 percent. [...] The real problem, however, is the increase of its loaning power by providing means for rediscounting short-term commercial paper, and that is just what the Federal Reserve Act accomplishes.27





The viability of the Federal Reserve System as a semi-independent government-initiated institution was still unsettled. Perhaps the dismissive tone aimed towards emergency currency reflects the concern that Congress would have second thoughts about the creation of the Fed given the success of Aldrich-Vreeland notes.


In a 1918 speech, Federal Reserve Board of Governors member William P.G. Harding briefly mentions the 1914 episode. Although contemporary and modern economic commentators attribute the successful avoidance of a financial crisis in 1914 to the rapid, decisive, and widespread issuance of Aldrich-Vreeland emergency currency,28 Harding claims that the opening of the Federal Reserve banks on November 16, 1914, calmed financial trepidations. Washington University at St. Louis Professor of Banking and Finance Harold Reed shares Harding’s view in saying that “it was undoubtedly unfortunate that the reserve system was not in operation at the time of the crisis in [1914].”29


William L. Silber discusses “a greater sense of hope and confidence in the Federal Reserve System reform among these contemporaries. These hopeful assessments were made before the glaring failure of the Federal Reserve System during the Great Depression.”30 While Hamlin, Harding, and Reed may have perceived the central bank’s existence as sufficient to end calamitous financial crises, the Federal Reserve role in First World War financing, along with the policy failures of the 1920s and 1930s, furnish evidence of Fed insufficiency.31 A central bank alone was not enough to remedy the dual banking system and the concentration of reserves in New York City, which would eventually contribute to and exacerbate the financial carnage of the Great Depression.


The enduring flaws of the National Banking Era proved problematic for early Federal Reserve policy makers and we suggest that policies from the historical financial system may have offered lessons on how to contain financial turmoil. From our perspective, one of the key lessons of the pre–Federal Reserve period is from the 1914 episode. The Treasury’s provision of Aldrich-Vreeland emergency currency along with the actions of private clearing houses throughout the country provided liquidity in large quantities across a variety of intermediaries and on collateral of varying quality on a national scale. This liquidity policy contrasts with the policy of several Federal Reserve districts throughout the Great Depression in which only select institutions were permitted access to liquidity and had to post collateral of high quality from a restricted set of qualifying assets in order to borrow at the discount window.


Curiously the lending principles employed in 1914 were implemented in the U.S. during the financial crisis of 2008-2009. For the rediscovery, we attribute an influential role to financial economic history, namely, the timely works by William Silber.32 Silber’s book highlights the role of pre-emptive financial policy, specifically federal government policies to allow commercial banks to acquire a rapid increase in liquidity (cash), when the New York Stock Exchange was closed down for nearly four months. Silber further highlights key amendments to the Aldrich-Vreeland Act that were passed as the crisis unfolded in order to make the liquidity provision mechanism accessible to the largest banks.33


One of the more important factors linking the 1914 experience to the modern one is the composition of the assets taken as collateral for extensions of liquidity loans. Emergency currency had tighter collateral restrictions than those of clearing house loan certificates. Similarly, in 2008-2009, the various liquidity programs offered by the Federal Reserve System enabled borrowing institutions to liquefy a wider array of assets as collateral for the loans than would have been acceptable through standard discount window mechanisms available during standard conditions. Further, the Fed expanded the set of institutions towards which it could allocate the liquidity, and the liquidity was available on a national scale.






Conclusion


First World War financing, following soon after the Federal Reserve System became operational at near full capacity in 1917, distracted the new institution from learning its purpose. The watershed event, the First World War, overwhelmed the Fed’s process of settling on its legislated purposes, ultimate goals, procedures, and policies. There is no question that the priority of financing the war effort was paramount for the Federal Reserve System; the primacy of that role, however, hindered development of the core elements of the institution as designed.


Regardless of the cause, the lesson to supply a huge infusion of liquidity throughout the country when necessary to quell a financial panic was forgotten when the Federal Reserve System failed to increase the monetary base as the first financial panics struck in 1930 and 1931 during the Great Depression. The performance of the Federal Reserve System during the 1920s and 1930s did not fulfil the goals and intentions of the “framers” of the Federal Reserve Act. Our research suggests that the failed institutional learning is the result of the dominant role – an unforeseen role – of the central bank as fostering Treasury funding for the First World War and an erroneous perception that the establishment of the Federal Reserve System as an institution had successfully remedied the susceptibility of the United States financial system to banking panics. The latter viewpoint overlooked the legacy flaws from the National Banking Era (like the dual banking system) that were not eliminated with the Federal Reserve Act.


We suggest a lesson from our re-evaluation – the financial system and policy tools of historical episodes clearly differ from modern episodes, and yet despite notable differences, the historical episodes may still be informative for analysis of modern financial events. In order for modern researchers and policy makers to gain insights from the study of history, one must expend additional effort to gain a grasp of underlying fundamental differences in institutional structure and assess how these differences affect the inferences. In some cases, it may appear challenging to uncover any lessons drawn from the past, and yet in the case of 1914 in the United States, there is a clear analogy from that event to the policies implemented during the 2008-2009 financial crisis. As a result, we conclude that the continued investigation of historical episodes of financial crises may contribute to the discovery of solutions for any future crises.
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