
  
   [image: cover.jpg]
  

 
  
   
    [image: ]
   

  

  
   
    [image: ]
   

  

  ‌


   A Oneworld Book

   First published in North America, Great Britain and Australia by Oneworld Publications, 2016
This eBook published by Oneworld Publications, 2016

   Copyright © Anjum Hoda 2016

   The moral right of Anjum Hoda to be identified as the Author of this work has been asserted by her in accordance with the Copyright, Designs, and Patents Act 1988

   All rights reserved
Copyright under Berne Convention
A CIP record for this title is available from the British Library

   ISBN 978-1-78074-813-9
ISBN 978-1-78074-814-6 (eBook)

   Text design, typesetting and eBook by Tetragon, London

   Oneworld Publications
10 Bloomsbury Street
London WC1B 3SR
England

    

   
    
     [image: ]
    


   

  

  ‌


   I saw true liberty walking the streets and standing at thresholds begging for refuge, and the people turning her away. Then I saw degradation moving in a great procession, and the people calling it liberty.

   The Vision, Kahlil Gibran
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‌Preface

   It took Joseph Heller seven years to write Catch-22; I recall reading that fact at some point growing up and being perplexed at how it could take anyone that long to write a book. Time had yet to shorten; perception changes rapidly as we mature. I first attempted to write this book in 2009, but after about ten months of effort, my enthusiasm ebbed.

   Then in autumn 2012, I was invited to a dinner for the great and the good of the firm I worked for. As I took a seat on one of the round tables next to my name tag, a colleague from another division approached to take the place next to me. He looked askance at my name card and threw his hands in the air, exclaiming irritably, ‘I just know my career is going nowhere by the person I am seated next to.’ I smiled politely and said, ‘Likewise.’

   Further into the dinner, a Board member struck up a conversation from across the table. As he was speaking, the chatter broke and the others listened in. He said, ‘I haven’t seen you before, you must have joined recently.’ I said, ‘Yes, that is correct.’

   ‘So where did you make your career, then?’ he continued. I explained and described what I did. To which he replied, ‘Ahh, interest rates. You know they’re very important to us. What do you think then, can they rise?’ referring to rates on US Treasuries.

   ‘Well, if they did, everything else would collapse. I guess they could rise but I reckon only by some market accident rather than central bank intent. Which means that it would be an unmissable opportunity to buy government bonds.’

   ‘So you are worried then, about such an accident?’

   ‘No, not really,’ I replied, then grinned and added on a lighter note, ‘or perhaps I am, as that’s why I don’t have a mortgage.’

   At which point, the gentleman next to me hissed loudly, ‘You see, bankers!’ Followed by what effectively implied, ‘You see, bankers – how they have stolen from a tax-paying public to enrich themselves, so much so that they can afford to buy in London outright!’ I was a little taken aback by his lack of grace and regrettably didn’t come up with a clever enough response, for nothing could have been further from the truth. As for a mortgage, I simply didn’t have one as I rented at that time.

   I went home that night thinking of how misunderstood the reasons for the crisis were, my thoughts once more gravitating towards finishing this book. In my near two decades in the financial industry, for sure I saw fear, insecurity and elbowing competitiveness as there can be no complete escape from the human condition. But for the most part, I encountered professionalism and a strong work ethic driven by the motive of profit that lies at the heart of enterprise. What I certainly didn’t see were wilful deceit and the intent to cheat.

   I didn’t start writing in earnest until late in 2013, after having set in motion a chain of events earlier that year that would permit me the freedom to do so. After six months of frenetic writing, I asked someone whose opinion I valued if he could give me his thoughts on my unpolished, first draft. He agreed and told me that the thesis was powerful; then gently relayed that the writing style was a dud. That was enough encouragement for me.

   I pressed delete and rewrote. In the meantime, I met Andrew Gordon of David Higham Associates who gave me some tips on the art of narration and book construction that came in handy. I am indebted to Oneworld Publications for publishing this book; to Mike Harpley, its then editorial director, for first picking up on it notwithstanding the fact that its theme ran counter to the commercially more lucrative spin of Wall Street greed and glamour. I am grateful to Ben Sumner – the sting of his editorial comment made for some sharper text.

   And last but not least, this book is dedicated to my parents – for the gift of life and for demonstrating the values of hard work and simple living.

   December, 2015
London, England
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‌Part I

   Introduction
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‌1

   The Need to Question

   In his 1859 work On Liberty, John Stuart Mill wrote:

   In the present age – which has been described as destitute of faith, but terrified at scepticism – in which people feel sure, not so much that their opinions are true, as that they should not know what to do without them – the claims of an opinion to be protected from public attack are rested not so much on its truth, as on its importance to society.1


   Some 150 years on, Mill’s words – which describe our unwillingness to question belief structures – are an apt portrayal of our attitude towards central banks. As controllers of money – an economic necessity that serves the twin purposes of medium of exchange and store of value – the central banks have been accorded a position of key importance in society. Their decisions have gone unquestioned mostly because of the indispensability of their role, rather than our conviction of its correctness. We have acquiesced to their ideological prescription that a continual loss of purchasing power facilitated by low interest rates is necessary to create a stable and robust economic future. At the same time, our lack of faith in paper money has goaded us into risky investments. The resulting investment frenzy has led to dazzling gains in real estate, equities, gold and other assets over short periods of time. And a subliminal dread that high public debt gives governments a motive to create yet more inflation has at times only intensified the rush.

   Yet, since the late 1990s, while real estate prices and equity markets have shown bursts of exuberance, our incomes have lagged far behind. As a result, rises in the prices of assets have not been built on a firm foundation of proportionally higher incomes. Instead, they have been created and sustained by low interest rates. Consequently, each time interest rates have risen, the values of these investments have crashed, leaving behind a trail of economic woe. Despite the repercussions of the juddering volatility in asset prices, we have come to accept the tax of continual inflation and excessive manoeuvring of interest rates as an effective economic remedy.

   Our disinclination to question the central banks’ actions stems from fear – fear that the equity, bond and real estate markets are no longer a reflection of the wealth of our society but instead a leviathan that threatens it. The incentive to chase house prices and bet in equity markets is very strong, especially when set against weak job prospects, little power to negotiate wages and the pressure of inflation. But the blinding returns from these investments have a dark side: they end up holding our economic fortunes and livelihoods to ransom. This is why we are terrified of tackling the central banks: once most of us have been suckered in to risky investments, we want their values to keep going higher. So we see no option but to rely on the central banks to continually prop them up with ever lower interest rates.

   The currently accepted narrative for the 2007–09 financial collapse is that it was caused by the greed and deceit of commercial and investment bankers and traders. The truth, however, is that even after the financial crisis and the reining in of investment and commercial banks that followed it, real estate prices and financial markets have continued to remain unstable, hurtling upwards, only to violently lurch downwards. This instability betrays the fact that the cause of the financial crisis lies elsewhere.

   The business model of commercial banking2 is premised on the banks’ need to hold only a fraction of customers’ deposits to fund cash withdrawals. They then lend the rest to businesses and individuals over long periods, or equivalently invest in debt securities issued by various borrowers to raise funds. This activity allows the banks to earn higher returns than they pay their depositors. The model is similar to the one employed by gyms, which offer memberships to far more people than they can accommodate at any one time. Gym owners assume that not all their members will turn up at the same time to use the facilities – otherwise they would have a problem. Similarly, bankers assume that not all their customers will withdraw their cash at the same time, thereby ensuring that there are large sums of money deposited over long periods.

   However, by making risky investments for longer periods while nonetheless enabling customers to withdraw their money at any time, commercial banks are exceptionally vulnerable to an extraordinary increase in demand for cash. Faced with this demand, they are forced to call in their loans and sell their assets. This inevitably precipitates business closures, job losses and a fall in prices – not only of risky debt securities, but also real estate (as it is usually bought on credit) and shares (as they are claims of ownership of publicly traded companies).

   Such a situation can quickly spiral downwards: as all banks try to raise cash, the likelihood of recession and financial loss increases. As a result, banks and investors refrain from making risky investments, which only worsens the downturn and reinforces their reluctance. To prevent a self-perpetuating downspin of financial panic and recession, it falls to the central banks (as independent arms of government) – the Bank of England and the US Federal Reserve in the context of this book – to intervene as lenders of last resort. As loans and debt securities are essentially promises made by borrowers to pay fixed sums of money in the future, they can be converted into cash by deducting the interest that is payable between now and the due date. The central banks therefore stabilise3 the financial system by offering cash in lieu of these discountable investments, deducting interest or discounting4 them at the prevailing rate.

   Before the central banks took on this stabilising role, it was not uncommon for mistrust in banks to spark financial panics. The Walt Disney classic Mary Poppins, set in London in the early 1900s, contains an excellent, if simplistic, depiction of such contagion. George Banks, a prosperous officer at the Fidelity Fiduciary Bank in the City of London, takes his young children Jane and Michael on a trip to his workplace. As he introduces them to his bosses, Mr Dawes Senior, the elderly chairman of the bank, takes Michael’s pocket money out of his hand while trying to impress upon him the prudence of investing it. Uninspired by the prospect of financing ‘railways through Africa and dams across the Nile’, Michael decides he would rather use his allowance to buy bird feed. As he yells to have his tuppence back, he unwittingly triggers a run on the Fidelity Fiduciary – hearing his panicked cries, other customers start withdrawing their cash en masse, mistakenly fearing that the bank is unable to pay out.

   Mary Poppins is set in an Edwardian London at the zenith of British imperial and financial power, but the scene reflects a tale more familiar on the other side of the Atlantic. After the Civil War, the US economy had been plagued by recurring banking crises. In 1873, 1884, 1890, 1893 and 1907, individual bank failures caused by economic slowdowns fuelled widespread fear of further failures. This fear led to runs on otherwise solvent banks, causing them to fail. In the ensuing scramble for cash, banks then halted customer withdrawals, further exacerbating the panic. To shore up cash, the banks were also forced to restrict lending to businesses and households, creating a credit shortage (or ‘crunch’ as it is more popularly referred to nowadays) that turned slowdowns into nastier, more damaging recessions.

   The banking panic of 1907 had so severe an impact on the economy that the need for monetary reform could no longer be ignored. It precipitated the eventual creation of the US Federal Reserve system, in December 1913. The Fed’s main purpose was to ‘furnish an elastic currency’ in the form of the Federal Reserve note – giving it the power to quickly create large sums of money and then to reduce it when it was no longer needed (hence the term ‘elastic’). This allowed the US Federal Reserve to come to the aid of a banking system in need of liquidity or cash to satisfy customers clamouring at the gates for their money. By being able to borrow from the Fed, banks no longer had to restrict their lending or customer cash withdrawals, and the overall level of credit in the economy stayed stable despite a short-term spike in demand for liquidity.

   Bank failures were a major exacerbating cause of the economic malaise of 1929–33 in the US, referred to as the Great Depression. The contraction of credit and distressed sales of assets by banks in the want for cash set in motion a downspin of falling prices, business closures and debt defaults that further compounded the stress in the banking system. Given the circumstance of its birth, it was unsurprising that the Federal Reserve was later judged by politicians and economic historians as not having done enough to aid the banking system and the economy.

   The slur of not having done enough was not forgotten, not least by its more recent leaders Ben Bernanke and his predecessor Alan Greenspan. Nevertheless, in September 2008, against a febrile economic backdrop of heavy debt – in both the financial sector and many millions of US households – events transpired to create a situation in which investment bank Lehman Brothers was allowed to go under. Despite that miscalculation, however, the US Federal Reserve did subsequently save the financial system from collapse by exercising the ‘lender of last resort’ role its elastic currency had originally intended it to have. However, even though the Fed saved the economy, ironically it was also largely responsible for sowing the seeds of the global financial crisis that first began in 2007 with defaults by sub-prime mortgage borrowers in the US and culminated in an acute crisis of confidence after the collapse of Lehman Brothers.

   The ability to expand an elastic currency in the short term gives the Fed the flexibility to act as lender of last resort to a financial institution at all times – a feature shared by the Bank of England. However, the power to alter the price of money (the rate of interest we earn on our savings and pay as the cost for borrowing), and create inflation at the same time, allows the central banks to affect growth and employment. To understand the culpability of the central banks, we have to separate their role as lender of last resort from their key function of creating maximum growth and employment.

   The game the central banks play in running the economy is predicated on a bluff: that by lowering interest rates they can propel the public into economic activity that leads to greater prosperity characterised by more jobs and wages. At the outset, investors are lured into risky financial investments such as stocks, corporate bonds and real estate by cheaper borrowing costs and the promise of higher wages that will ultimately provide the buying power to sustain these asset prices. At the same time, an inadequate return on savings in interest-earning bank accounts or via risk-free investments in government securities in the face of inflation gives investors a further prod to invest in risky assets. The thrall of the apparent wealth created by a rush to invest generates a tremendous ‘feel-good’ factor, but it does not necessarily serve as a conduit for higher wages. In the absence of higher wages, asset prices and higher levels of indebtedness can be sustained only by lower and lower risk-free interest rates, and the illusion that greater prosperity is just around the corner. Both of these factors act to continually make risky investments attractive. The downside is that these assets then become vulnerable to investors’ changing perceptions, as well as any appreciable rise in the cost of borrowing.

   The central banks’ bluff may well lead to higher wages such that asset prices are not at the mercy of low interest rates. But it was a failed bluff on the part of the central banks that caused the financial crisis of 2007–09. The fact that bankers, investors and traders made good money in the short-term boom facilitated by the central banks allowed for the perfect cover-up. It enabled the central bankers to pin the blame for the economic casualties on them, when a game they orchestrated ran amok.

   ‌


‌2

   The Motive for the Bluff

   The Free Dictionary1 gives three definitions of the verb to bluff: ‘1. To mislead or deceive; 2. To impress or deter or intimidate by a false display of confidence; 3. To try to deceive opponents in a card game by heavy betting on a poor hand or by little or no betting on a good one.’

   The suggestion that the central banks ‘mislead and impress the public with a false display of confidence’ may appear not only unseemly but also without obvious motive. How can an institution with the power to alter the price of money and provide unlimited liquidity so lack assurance in its ability to affect economic outcomes that it needs to mislead the public?

   The answer lies in the old proverb ‘You can lead a horse to water but you cannot make it drink.’ The central banks can lower the cost of borrowing, but there is no guarantee that the public will respond accordingly. The motive for the central bankers’ bluff becomes clearer when we consider the ‘prisoners’ dilemma’ as a way to think about people’s reaction to lower interest rates. In essence, people’s fear that others may not act to their advantage makes them susceptible to choosing an inferior outcome.

   The ‘prisoner’s dilemma’ describes the predicament faced by two people who have been arrested and are being held in solitary confinement on suspicion of a crime they are guilty of. But the prosecutor does not have the requisite proof: the prisoners can only be convicted of a minor charge. So each prisoner is offered a deal: if he testifies that the other committed the crime, he goes free while the other is convicted and receives a harsh sentence. What follows is that if they then both choose to testify against one another, they end up serving a long sentence which is only slightly mitigated on account of their co-operation. The best outcome for both prisoners is therefore to stay silent and get away with only minor reprimands. However, because each man fears that the other may betray him both testify to take advantage of the prosecutor’s deal. Instead of trusting one another and staying silent, they rationally choose an inferior outcome, and serve much longer jail terms than they need have.

   Imagine now that there is widespread unemployment and one in five people who wish to work cannot find jobs. To alleviate the situation, the central bank lowers interest rates in the hope that businesses will be encouraged to borrow money, to buy more equipment and hire more people to produce more goods and services. But will that necessarily happen? Consider a shoe manufacturer who is already in debt. A lower rate of interest may lighten his debt service burden, increasing his profits on existing sales. However, before he can invest in more tools and staff to make more shoes – as the central bank intends – he needs to be confident that more people have jobs and/or higher incomes in the first place; or at least that they will be more likely to spend a greater portion of their money. A toymaker thinks the same: if other businesses hire more people, those people will have more money to spend, and she can invest in making more toys. And so on.

   Clearly it is in everyone’s interest to hire more staff: if more people are earning, more money is being spent on goods and services, creating more profits for businesses. However, businesses are likely to fret that others will not follow suit if they expand. If spending members of the public are unsure about the availability of jobs, they in turn will spend less. As businesses and consumers continue to doubt each other’s intentions, fewer people find work: not only do people earn less overall but also individually, because surplus labour keeps wages low. Just like the prisoners, members of the public end up choosing an outcome that leaves them less well off than if they had trusted one another. For cheap money to spur growth, people must overcome their doubt and trust in one another’s ability and willingness to earn and spend money.

   It is because of this doubt and mistrust that lowering interest rates does not suffice in itself as a strategy for growth. It is the reason why central banks must display a confidence – a certain swagger – backed up, if need be, by coercive tactics to demonstrate that they can compel the public to spend. They may start by presuming that the public will respond positively to a reduction in the cost of borrowing, because lower interest payments give people more to spend. Soon enough, however, the central banks have to lower the interest rate below that of inflation – effectively taxing our savings, as any return we get is no longer enough to compensate for the loss of purchasing power caused by inflation. If that doesn’t work, the intimidation gets more blatant: the central banks promise that they won’t raise rates for a long time. Here they believe that a protracted loss of purchasing power will be enough to goad even the thriftiest of scrooges to spend, and the most risk-averse to invest.

   The promise of low interest rates for a long while carries a risk: that individuals and businesses will take on more debt than is prudent. However, any note of caution from the central banks could prove self-defeating at this stage, and a lacklustre attempt to goad an increasingly doubtful public may prove fatal. So on the central banks go, trying to create economic momentum by intimidating people with a continued reduction in purchasing power, even if this misleads people into more debt. Moreover, no sooner has the public fallen for the bluff and started to borrow, spend and invest with gusto – believing that interest rates will remain low for some time – then there begins an uncomfortable rise in prices. It soon becomes clear that the central banks will have to backtrack from their promise, assuming, of course, that they are serious about keeping the pace of inflation under control. And what about those who thought it was okay to pile on debt because rates were going to be low for a long time? Central bankers, although they are aware that it may be painful for some who took them at their word, assume that on the whole a rising tide will eventually generate higher incomes to compensate for a higher cost of borrowing.

   The central banks’ bluff is rooted in the paradox of thrift: as one person’s spending is another’s income, if we are all thrifty, we will all end up poorer rather than richer. Inadequate spending and investment because of excessive thrift or doubt leads to unemployment and a lower level of overall prosperity. So the central banks resort to their bluff in an attempt to alter mass psychology.

   If the suggestion that the central bank is a deceitful and manipulative arm of government feels a little sinister, think of it instead as a strict parent: the mother or father who, keen to get their children to bed by 8pm, warns them of the big, bad bogeyman who comes knocking on the door past bedtime, eager to take naughty children away to a land with no sweets. As central bankers will tell you, their deception and gentle intimidation are laced with the best of intentions – in this case helping the economy to realise its full potential.

   Historically, the roles of the Bank of England and the US Federal Reserve were shaped by the need for smooth and easy access to credit, the vicissitudes of prices, and banking panics. The need for a benevolent warden with a special interest in psychological conditioning was more of a post-Second World War imperative: a product of Keynesian economics premised on the paradox of thrift. It was a role that the Federal Reserve would come to play to its full extent only under the leadership of Alan Greenspan in 1987. Since then, the heft of the central banks has soared alongside the multi-dimensionality of their task list. However, rather than benefiting from a new era of economic calm, we have instead seen a dramatic rerun of most of the crises that spurred the entire evolution of central banking over the past three centuries.

   ‌


‌3

   From Mere Mortal to Supreme Being

   Up until 1640 in England, the primary role of a bank as a parking place for the public’s money was fulfilled by the Royal Mint, then housed in the Tower of London. It was here that trusting merchants deposited their surplus coin and bullion for safe-keeping. However, a reservoir of public wealth within arm’s length of a king convinced of his divine right to rule was always going to be at risk. In the run-up to the English Civil War between the Parliamentarians and the Royalists, King Charles I was keen to secure funds to maintain a standing army as a mark of his dominance – a stance not favoured by Parliament, which was determined to block his demand for monies for such a purpose. In desperation, he raided the Royal Mint of £130,000 worth of gold bullion, an act that deeply shocked and angered the merchants. Though the bullion was eventually returned, the merchants’ confidence in the Royal Mint as a place of safe custody was irreparably damaged. In response, they resorted to entrusting their money to their clerks and cashiers, but after the outbreak of civil war in 1642, many of those people fled, taking their employers’ monies with them. The merchants eventually turned to the goldsmiths as they had the requisite knowledge of precious metals and money-changing. At a time when the Royal Mint was no longer deemed safe, these goldsmiths emerged as more trustworthy custodians.1

   It was customary for them to issue receipts against the coin and bullion that they accepted for safe-keeping. These receipts were no more than written promises to pay back the monies deposited with them. It soon transpired that members of the public were happy to leave their wealth with the goldsmiths for long periods, who could then use these deposits to discount bills of exchange2 that arose from commercial transactions and offer loans to earn interest. What had started out as a safe custody facility thus turned into the deposit-taking and lending model of fractional reserve banking, wherein banks hold only a part of their customers’ deposits and use the rest to earn a higher return (than what they pay to their customers).

   The credit facility freed merchants from having to hold idle capital to cover any cash shortfall that arose from a timing mismatch between sale receipts and payments; the goldsmith bankers provided the requisite liquidity by discounting their bills of exchange for cash. Commerce thus acquired more scale, which was further helped by the convenience of paper receipts versus its more bulky metallic counterpart.

   With the profits that they acquired from these activities, the goldsmith bankers soon started to pay interest on the deposits, to encourage people to leave their spare monies with them. As their popularity grew and more capital gravitated towards them, they were able to allow their depositors to withdraw money without notice. The facility of credit, the convenience of paper money and ease of access of money made the goldsmith receipts ever more acceptable – so much so that they began to circulate more than coins and were to act as predecessors of modern bank notes.

   Eventually even the government came looking for loans, attracted by the large pools of capital the goldsmiths had accumulated. Oliver Cromwell, reluctant to ask Parliament to levy more taxes to pay for a large army, was the first to resort to loans from the goldsmith bankers during the Interregnum under his rule after the end of the English Civil War. After the restoration of the monarchy in 1660, Charles II continued to use the goldsmith bankers for loans that were ultimately backed by taxes. A system was established whereby the public deposited savings with the goldsmith bankers who then lent it to the government at a much higher rate of interest than was paid to depositors.

   Although the Church’s prohibition of usury had been formalised by royal edict in the 1300s, these laws were repealed in 1495, implicitly allowing lenders to charge interest. In 1545 Henry VIII legalised the charging of interest, setting a limit of 10 per cent, which was reduced to 8 per cent in 1624 and then to 6 per cent in 1651. However, these limits were not adhered to, as the loan rates charged by the goldsmith bankers were much higher. At first they charged the government 8 per cent while paying their depositors 6 per cent. But as the king’s demands for loans increased, so did the bankers’ rates – to 12 per cent and higher, at times as much as 20 or 30 per cent (the rates charged to the public were equally extortionate).

   For all the trust invested in the goldsmith bankers, they were not wholly without risk. In the event of the goldsmiths’ bankruptcy, depositors had no guarantee that their coined money and bullion would be returned, and they stood to lose all their savings. With time, the need was forcefully felt for a bank that could offer less usurious interest rates and issue and guarantee a paper currency backed by its metallic counterpart to provide the scale and convenience that business required. It was clear that such an entity would necessarily have to be backed by the State, as only it had the wherewithal by the might of taxation to be able to provide for such a guarantee. However, the memory of the king’s raid on the Royal Mint triggered fears that a state-backed bank was vulnerable to an expropriation of funds. It was a sentiment that was only reinforced by the events of 1672 when, short of money, Charles II had ordered the suspension of payments from the Exchequer for a period of twelve months. The government owed the goldsmith bankers £1.3 million at the time, so they in turn stopped paying their depositors. This led to widespread bankruptcy and panic among all those who had deposited money with the goldsmith bankers.

   It was not until 1694 that a confluence of circumstance made a state-backed national bank possible. Five years into a war with France’s Sun King Louis XIV, the British government was once again in considerable need of funds, despite having already squeezed everything it could out of duties and taxes. Britain now had a constitutional monarchy (put in place by the Glorious Revolution of 1688), which made the public more conducive to the idea of a national bank: the separation of the national budget from the king’s expenses meant that expropriation of funds was deemed unlikely. The government therefore finally turned to the idea of forming a national bank to secure a loan, and the Bank of England was formed in 1694 by an Act of Parliament.

   ‘The Governor and Company of the Bank of England’, as the private corporation was formally called, raised £1.2 million as capital from various shareholders, which was then lent to the government at the rate of 8 per cent interest per annum. The total annual interest charge of £100,000 included a £4,000 fee for the Bank’s management and governance, which was to be undertaken by a governor, a deputy governor and twenty-four directors, elected each year from among the shareholders of the company. In return for low-cost loans at below the market rate of interest, the corporation was allowed various banking privileges, which included the permission to issue bank notes by way of discounting bills of exchange or in lieu of the coin and bullion that it took in, much as the goldsmiths had done.

   The notes issued by the Bank of England were to be payable in gold or coinage on demand to the bearer of the note. Even though the Bank was not obliged to hold gold and bullion in one-to-one correspondence with the notes it issued, the principles of sound banking required it nonetheless to maintain a large reserve of cash (coins and bank notes) and bullion to meet customer withdrawals. The paper notes it issued acted as a medium of exchange, and as they were spent in the economy, they eventually found their way as deposits into customer bank accounts. If private profit (which arose from the interest deductions made while discounting bills of exchange) led the Bank to issue too many notes, then customers could withdraw more from their bank accounts – either to hold in their pockets as cash or to exchange out in gold to pay for foreign goods. This naturally drained bank reserves, threatening its viability as a bank and acting as an in-built constraint on the number of notes it could issue.

   Shortly thereafter in 1697, convertibility of notes issued by the Bank of England to gold was guaranteed by the State such that in the event of non-payment by the bank they could be presented at the Exchequer by the bearer of the note for payment out of the interest due from the government to the bank. Consequently, the quantity of bank notes issued was not to exceed the total capital lent to the government. Importantly, the Bank of England was to be the only state-backed bank. This was vital to reassure the public that other such entities did not compete for government funds against which the notes were ultimately secured. Soon its bank notes came to circulate more freely as they came with a sense of security that the goldsmith bankers were unable to offer for their receipts.

   The interest earned on the capital loaned to the government and banking privileges soon led to juicy profits that resulted in large dividend payments to the stakeholders of the Bank of England. During the course of the following century, the pattern that developed was one shaped by mutual benefit. In exchange for an extension of its charter and the opportunity to earn profits through banking privileges, the Bank provided further loan capital to the government at progressively lower rates of interest.

   In a grant of further favour in return for such additional loans, an Act of Parliament in 1709 bolstered the monopoly of the Bank of England by forbidding other large joint-stock companies from issuing notes and conducting banking business in England. Other than the Bank of England, only smaller banks whose shares were held by no more than six persons were allowed to operate. However, this monopoly would soon pose a problem as by construct such banks did not have the deep pockets of the larger players, nor their discipline, and were prone to issuing notes far in excess of their reserves of its metallic counterpart.

   As Bank of England notes only circulated in London, the merchants in the provinces were forced to rely upon such smaller banks to discount their bills of exchange for cash in the form of private bank notes. As the economy grew, and trade and commerce flourished across England over the course of the eighteenth century, these smaller country banks grew rapidly in number from just twelve in 1750 to 400 by 1793. They provided credit to the merchants by discounting their bills of exchange and in turn depended on the Bank of England to offer them liquidity against them. This facility to acquire cash against their assets from the Bank of England if and when needed allowed them to get by with low reserves to meet customer withdrawals.

   However, a severe economic downturn in 1792 resulted in many bankruptcies and cast doubt on the worth of much of the circulating paper credit. Consequently, in February 1793, the Bank of England refused to offer liquidity to a small country bank; given its inadequate cash reserves, it in turn had to suspend payment of £1 million to meet its liabilities. Its inability to pay caused a series of further bankruptcies and many more country banks failed. Mistrust spread and there were runs even on solvent banks, which were forced to stop payment and contract note issuance to merchants in order to protect themselves. Credit became even scarcer. The Bank of England acted as any other private institution and raised its discount rate and contracted its note issuance to protect itself from losses, effectively compounding the economic distress caused by the shortage of credit.

   The crisis continued until the government finally agreed to issue £5 million in Exchequer bills, which were interest-bearing promises to pay on demand, as an alternative paper currency. The merchants were offered these bills against the collateral of their commercial wares. The mere knowledge that credit was available ended the cycle of mistrust and economic contraction. Economic activity recovered and the return of confidence meant that the entire £5 million did not have to be advanced: although the initial request for credit was only for roughly three-quarters of the full amount, the government ultimately advanced even less. In the end, the government made a small profit on the credit it extended and only two borrowers actually went bankrupt. In the absence of a central bank acting as lender of last resort, it was evident that it fell upon the State to restore mercantile confidence for the benefit of the tax-paying public, and doing so indeed made for a win-win situation.

   While the Bank of England was still to step up to the role of stabilising the banking system, its role as government financier only increased in importance during its first hundred years. The French Revolutionary Wars began in 1792 and were soon followed by the Napoleonic Wars, which lasted until 1815. Burgeoning expenses would lead William Pitt, then prime minister, to draw excessively upon the Bank of England for financing but the resulting increase in bank notes in circulation inevitably drained bank reserves. So in an attempt to preserve its reserves, by 1796 the Bank had sought to restrict the issuance of notes to the commercial world.

   Soon after, however, in early 1797, fears of an imminent French invasion sparked a major panic. Members of the public and country banks alike scrambled to withdraw as much coined money as possible. The Bank’s reserves dwindled further and by February 1797 had fallen substantially, leaving it in a position close to bankruptcy – the drain on its reserves due to excessive demand for coined money meant that it would soon be unable to meet the claims of its customers. It was no longer a question of preserving its reserves by restricting its note issuance: it had already done so quite considerably only to have the counterproductive effect of heightening the panic. The absence of paper notes had only increased the demand for coined money as the public sensed restriction of convertibility and sought to withdraw more of it. The nature of the panic left the Bank with little choice. With the counsel of the king and Parliament, the Bank suspended convertibility to gold; a controversial event that would trigger a discourse on the legitimacy of a paper currency that would eventually lead to the full Gold Standard in 1844.

   From 1797 to 1821 Britain effectively had a paper currency which was no longer backed by its metallic counterpart and was therefore unconstrained by its physical limits. Pitt, however, had been aware of the possibility of hyperinflation as had happened in France in the case of the French Assignats – the paper currency issued by the government during the French Revolution. He had therefore exercised prudence and had reduced his demands on the Bank of England for money advances and resorted to taxation by introducing income tax to raise revenues. Thus the period from 1797 to 1809 was one of stable prices and money supply, despite Britain having a paper currency without the anchor of convertibility to gold. However, discipline soon gave way to excess as the public became enamoured by the promise of investing in South America. The Bank of England helped fuel the speculative fever with an over-issue of notes, as did the small country banks, which had almost doubled in number since 1793.

   The apprehension that a paper currency without the limits imposed by convertibility would prove to be inflationary soon started to be justified. Consumer prices3 rose sharply in 1809 and 1810 by a total of 12.5 per cent. This rapid rise alongside a falling exchange rate consequently led to a government inquiry – the Bullion Committee of 1810 – which established that these were symptoms caused by an over-issuance of notes. This conclusion gave credence to the view that a currency not bound by the limits of underlying coin and bullion was susceptible to the indiscipline of over-issuance for the sake of private profit at the discretion of its issuers and therefore had no legitimate basis. The argument gained further ground as prices rose by another 16 per cent from 1812 to 1813.

   With its legitimacy in question, paper currency was never going to last long once the Napoleonic Wars were over in 1815. Convertibility of paper currency to gold was re-established by 1821, with the inevitable result of a drastic reduction in the quantity of notes in circulation in the economy. Prices soon fell by 32 per cent between 1818 and 1822. However, convertibility boosted confidence considerably and the economy rebounded sharply thereafter. As convertibility did not necessarily preclude over-issue in the short run, the Bank of England together with the smaller country banks lent heavily into the inflationary boom. Prices rose by 36 per cent over the three years to 1825, which gave way to another deflationary phase triggered by a financial crisis centred once again on the smaller country banks.

   These large fluctuations in the purchasing power of paper currency led to an increasing preoccupation at the Bank of England with managing its expansion and contraction, in order to achieve stability around the long-term price level dictated by the stock of gold. With this intent, the Bank of England exercised its discretion, relying on a flexible rule to control the amount of paper currency that circulated in the economy. Moreover, the problem of weak country banks was regulated away. An Act of Parliament in 1826 allowed large joint-stock companies to set up banks: lending moved from weak country banks to larger and gradually fewer joint-stock banks. However, the 1830s did not fare better in terms of overall economic stability either. While allowing the joint-stock banks to independently issue notes helped with the problem of weak country banks, the power ceded by the Bank of England soon posed another problem – its own prudence was neutralised by excessive issuance of paper money by the joint-stock banks. Prices rose by 25 per cent between 1835 and 1839. Increased access to credit from the joint-stock banks at lower rates of interest was soon funnelled into speculative investments in the on-going railway boom, paving the way for another deflationary bust.

   The instability caused by excessive bank note issuance by the Bank of England and the large joint-stock banks triggered a debate between two schools of thought on the role of money. One stressed the merits of money as a store of value as taking precedence over its function as a medium of exchange. The other stressed its role as a medium of exchange to facilitate business activity. The currency principle, as the former was referred to, argued that paper money in itself had no intrinsic value and was advantageous only on account of the greater efficiency and convenience it permitted versus the use of its metallic counterpart. It was to act solely as a one-to-one substitute for gold, such that these benefits did not come at the cost of an erosion of purchasing power. Its amount had therefore to be regulated and made to conform to the limits imposed by the quantity of its metallic counterpart. This entailed restricting the Bank’s discretion in the amount of paper currency it could issue by binding it to the stock of gold and at the same time preventing any superfluous note issuance – as first the small country banks and then the joint-stock banks were seen to have been doing.

   The banking principle, on the other hand, did not support any limits on the amount of money in circulation, allowing banks discretion in determining the level of note issuance. So long as notes were convertible to gold and banks operated on sound banking principles which ensured the provision of adequate cash reserves to meet customer withdrawals, it claimed that there could be no over-issuance as lending was determined by the needs of business and commerce. Any superfluous note issuance would therefore only return to the bank unused.

   In this ‘rules versus discretion’ debate, it was rules that eventually won. Further iterative regulation in 1844 granted the Bank sole authority to issue new notes and enshrined the full Gold Standard – linking the quantity of paper currency one-for-one with its monetary gold stock. Private bank notes were to be phased out, such that over time only those issued by the Bank of England came to circulate in the economy.

   To ensure that the Bank adhered transparently to the Gold Standard, it was split into two departments. The Issue department was restricted to issuing notes, the quantity of which was secured by up to £14 million in government debt and beyond that fully by coin or bullion. The price of gold was fixed in pounds and the Bank was obliged to buy and sell gold within a fraction of that level.

   While the Issue department held the stock of gold to fulfil the convertibility of the paper notes, the Banking department acted like any other bank with assets and liabilities. As per the principle of fractional reserve banking, it was therefore required to hold a part of its assets in the form of a cash reserve, held mostly in notes, to meet the withdrawal needs of its customers. It nonetheless remained different from other banks as among its customers there were not only private individuals and companies, but also country banks, joint-stock banks and clearing houses. It was in this sense a bankers’ bank. Importantly, these financial institutions held more than just their account balances at the Banking department – they held their emergency cash reserves there too, reserves that they could call upon to meet the liquidity needs of their own customers.

   The limit of fixed issue posed a severe constraint on the Banking department’s ability to act as lender of last resort. Its cash reserve was all it could pay out to meet the liquidity needs of its clients. Moreover, as it was made up mostly of bankers’ deposits, the entire banking system depended upon it. In the event that there was a sudden panic increase in demand for cash by the entire banking system, it was possible that its cash reserve could prove insufficient. The solution was for it to hold a much larger cash reserve than any of its banking customers. However, holding unused capital had a cost for its shareholders. It was therefore unwilling to do so, even if it was in favour of the stability of the rest of the financial system. Subsequent crises would expose the fault line – the lack of elasticity of cash reserve in times of crisis – imposed by the Act of 1844. Eventually, the State would have to intervene to protect the interests of the commercial world by temporarily suspending the Act each time there was a crisis.

   The crisis of 1866 began with the failure of a large, much respected joint-stock discount bank called Overend, Gurney and Company – an episode with parallels to the collapse of Lehman Brothers in 2008. Five years earlier, the suspension of convertibility of the dollar to gold following the outbreak of the American Civil War in 1861 had caused a considerable outflow of gold into Europe. As gold flew into the coffers of the Bank of England, it could issue more paper currency against it. The resulting increase in money supply and fall in interest rates boosted economic activity. On the downside, however, low interest rates led to lax standards in lending and fuelled speculative behaviour in the London money market.

   It had been customary in the London money market for banks to lend money at call (at short notice) to discount houses and bill brokers, against the collateral of bills of exchange. The usual practice – to lend money at call against the security of a bill of exchange – ensured that the credit quality of the asset (bill of exchange, in this case) against which the loan was made was demonstrably sound. As it came to pass, however, the larger discount houses were allowed leeway such that they were lent money at call on an unsecured basis. The separation of liability (loan) from corresponding asset (collateral) meant that there was room for slack in ensuring that the credit was channelled into sound investments.

   Meanwhile, an amendment to English company law made it much easier to set up limited liability companies. Prior to 1862 their formation had only been possible by special charter. The prospect of limited liability and unlimited profit soon unleashed a craze among investors – hundreds of companies were formed, the majority of which would fail. When excessive issuance made shares a tougher sell, companies issued acceptance notes, a form of ‘promise to pay at a future date’ – these acceptance notes were then discounted at discount houses to raise the money required. However, these acceptance notes were not like bills of exchange in that they were covered by the sale of goods at a fixed future date. Rather they were backed by a promise of an income stream generated by the company; an income stream which was susceptible to some fantastical extrapolation.

   As the older partners ceded control to younger, more inexperienced partners, Overend, Gurney and Co. funnelled the money that banks were lending to it in the money market into financing these speculative companies by discounting their acceptances. Then, early in 1866 news emerged of company failures that would spell losses for the discount house. Further rumours started to circulate about the quality of its asset base and its ability to meet its call and deposit liabilities. The rumours soon escalated into a run on the firm. When the discount bank asked the Bank of England for assistance by way of a loan, the Bank declined on grounds that the firm had offered insufficient collateral. It did not help that the economic climate was one in which, after a period of speculative excess, a lot of investments were turning sour. Unable to secure the cash to honour its payments, Overend, Gurney and Co. failed, defaulting on nearly £19 million of liabilities in the process.

   The failure caused an acute crisis of confidence among other banks and the ensuing panic was of unprecedented proportions. It came close to rupturing the entire credit structure of the economy as short-term loans in the money market made to discount houses were part of the reserve money of the banking system. All major financial institutions found their solvency called into question and were vulnerable to a cascade of runs. The demand for liquidity soared and as bankers drew upon their deposits held at the Bank of England’s Banking department, it saw its own cash reserve plunge by almost half in the course of a day, not only limiting its ability to act as lender of last resort but also threatening its viability as a bank that could meet the claims of its customers.

   The panic was so great that the government had to temporarily suspend the Act of 1844 to give the Bank the authority to exceed the statutory limit on note issuance, allowing it to meet both customer liabilities as well as act as supplier of credit. To guard against any inflationary bias, it required the Bank to raise its bank rate to 10 per cent. News of the suspension calmed the situation and confidence returned as it became clear that there was to be no shortage of cash at the Bank. However, while deposits flowed back into the Bank, the banking institutions continued to be under stress. Further failures were not avoided, and indeed only heightened the withdrawal of deposits from other solvent banks, which in turn failed as they were not able to raise cash quickly enough. It took three months for the crisis conditions to end, but normalcy did not come soon enough to avoid a severe dent to business and savings.

   Following the economic cost of the crisis of 1866, Walter Bagehot, then editor of The Economist, wrote of the importance of the Bank accepting its role as lender of last resort.4 Its job as supplier of credit in times of crisis fell upon it naturally by virtue of its unique position as the reserve manager of all other banks. The mere acknowledgement of its role, he wrote, would act to prevent uncertainty and panic:

   
That in time of panic, it [the Bank of England] must advance freely and vigorously to the public out of the reserve. For this purpose there are two rules: First. That these loans should only be made at a very high rate of interest. This will operate as a heavy fine on unreasonable timidity, and will prevent the greatest number of applications by persons who do not require it. The rate should be raised early in the panic, so that the fine may be paid early; that no one may borrow out of idle precaution without paying well for it; that the Banking reserve may be protected as far as possible. Secondly. That at this rate these advances should be made on all good banking securities, and as largely as the public ask for them. The object is to stay alarm, and nothing therefore should be done to cause alarm. But the way to cause alarm is to refuse someone who has good security to offer.

The news of this will spread in an instant through all the money market at a moment of terror; no one can say exactly who carries it, but in half an hour it will be carried on all sides, and will intensify the terror everywhere… If it is known that the Bank of England is freely advancing on what in ordinary times is reckoned a good security – on what is then commonly pledged and easily convertible – the alarm of the solvent merchants and bankers will be stayed. But if securities, really good and usually convertible, are refused by the Bank, the alarm will not abate, the other loans made will fail in obtaining their end, and the panic will become worse and worse.



   
   The Bank nonetheless shied away from a formal acknowledgement of its role as lender of last resort as it entailed a commitment to keep a larger than usual reserve of ‘unused capital’ at hand to aid other banks that seemingly over-risked their capital to earn profits. It preferred to rely upon the temporary suspension of the Act of 1844 to allow it to break the fixed issue limit in order to meet a panic demand for liquidity during a crisis. The events of 1890 concerning the near collapse of Barings Bank, however, were proof that, despite the lack of a formal commitment, the Bank of England had understood the counterproductivity of not aiding a financial institution in need of cash against illiquid assets.
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