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PREFACE

FRIEND of mine, whom I asked to comment upon a section
of this book, was so judicious as to hand the manuscript to his
wife. She said that it read well enough, but lacked human interest.
She was right; more right, perhaps, than she knew. Animpersonal
chronicle of legislative acts and financial activities gives a sorrow-
fully inadequate picture of any group of financial institutions; but
this is especially the case with the Dominion central banks. They
are so young, and their circumstances have been so changeable and
uncertain, that they have formed few habits and developed few
traditions. Little is normal, almost everything is novel. So much
has depended upon the attitudes and activities of the persons within
and surrounding the new banks that it might have been preferable,
had it been permissible, to write this book as a series of biographical
sketches.

One recalls a central banker, with finely chiselled features sil-
houetted against the grey drizzle outside, speaking somewhat sadly
of his endeavours to dissuade inexperienced politicians from danger-
ous policies; and one wonders how hateful he finds it to be brought
up in the lift each morning by a slovenly female knitting a green gar-
ment instead of surrounded by the deferential attendants who, at
home, had served him. Can he be happy? How does his state of
mind affect him and those about him? . . . Again, one recalls a com-
mercial banker, a big, bland, dominant, self-confident man, dis-
coursing with academic familiarity and perhaps more than academic
certainty upon economic matters; and railing against a government
for their folly in introducing certain legislation—legislation which,
so informed gossip had it, would never have taken its existing shape
had this man been able to suffer fools gladly. ... Again, one re-
calls a prime minister, with something of the jolly bully about him,
twitting his guests at a dinner party; of course as commercial ban-
kers they were opposed to a central bank, and nobody could be quite
sure what the experts were about to recommend, not absolutely
certain! . . . But, alas, the incidents cannot be fully recorded, the
names cannot be written in.

vii



viii CENTRAL BANKING IN THE DOMINIONS

This book is a study of the beginning of things; an essay i'{ ge-
netics. The original intention was otherwise, being to study chiefly
the policies and achievements of the central banks after they had
been established. But this turned out to be possible only to a limi-
ted extent; for the lives of the banks had been too short and too
disturbed, and much of what little they had done was unrecorded in
reports and statistics, left half shrouded in fogs like those enveloping
Threadneedle Street. So it came about, partly perforce, that the
emphasis of the work was changed; and probably the change has
been for the better.

As it has emerged the book differs from others which have been
written on the subject of central banking and which are largely
concerned with describing constitutions and operations. It differs
partly in its introduction of theoretical material at certain points;
material which, while following familiar lines, may have some
novelty in regard to the behaviour of exchange rates and the
processes of business movements in the Dominions. But the chief
difference lies in the emphasis which this book lays on the heredity
and environment of the banks. An institutional and historical
study of their environment, the local capital markets, suggests
that the establishment of the banks marked a milestone in the
growing independence of the Dominions, in their emergence from
colonial to Dominion status in matters of finance. A study of the
heredity of the central banks emphasizes the importance of
imperialist forces, working chiefly from London, and of nationalist
forces working within the countries. It also emphasizes the political
nature of central banking, placing it among the modern methods
of state control. Thus the search for material led not only to
financial but to political sources.

This introduces the matter of acknowledgments. The list of
those who have taken an interest and rendered assistance in the
preparation of this volume is far too long to be reproduced here.
Instead let me simply name the institutions with which most of
them were associated, trusting that my helpers will accept my appre-
ciation as none the less sincere because it is not offered to each by
name. First must be thanked many people associated with the
Dominion central banks and the Bank of England. Debts of grati-
tude are also due to members of Parliament, treasury officials, and
statistical experts in Ottawa, Canberra, and Wellington. As for
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commercial banks, help has been forthcoming from the Bank of New
South Wales, the National Bank of Australasia, the Bank of New
Zealand, the Bank of Nova Scotia, the Bank of Montreal, the Royal
Bank of Canada, Barclay’s Bank (D.C. and O.), and the Midland
Bank. People associated with stock exchanges and security houses
in Toronto, Melbourne, and Wellington have given advice and infor-
mation. Not least are the obligations in academic circles: to the
University of Sydney and Auckland University College, to the Uni-
versities of Pretoria and the Witwatersrand, to the London School of
Economics, to Tufts College and the University of Michigan, to the
Universities of Cambridge and Melbourne, both of which hospitably
invited me to lecture on Dominion central banking, and lastly to my
Canadian friends in Queen’s University and my colleagues in the
University of Toronto. Since they all go unnamed it is possible to
say, without fear of bringing them reproach, that they are jointly
responsible for almost everything in this book.

On two occasions the President of the University of Toronto gave
special leave which allowed visits to England (1936) and the Anti-
podes (1938). It would not have been possible to take advantage of
this leave had not Mr. Vincent Bladen and Mr. Frank Coe been will-
ing to shoulder some of my work; especially the unenviable task of
correcting examination papers.

My greatest debt is to the Bank of New South Wales. They
sent Miss Beryl Rouch of their Economic Department to work on
central banking problems in Cambridge for the year 1935-6. She
has assisted not only by reading and criticizing the manuscript, but
also in more menial tasks such as typing it; and she has moreover
succeeded in creating domestic conditions which facilitated com-
pletion of the work—a feat which my sceptical friends had assured
me was impossible in the first fifteen months of matrimony.

And that must bring to a close the human interest of this volume.
Now for sterner stuff!

A.F.W.P.
The University of Toronto,
August, 1989.
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POSTSCRIPT

In the fever of war the reader may be tempted to toss this book
aside: ‘“C'est (peut-8tre) magnifique, mais ce n'est pas la
guerre!” But this would be hasty. It must be admitted that war
has rendered a number of things in these pages obsolete; notably
frequent references to ‘‘the War,” by which is intended the Great
War which broke out in 1914. It must be admitted, further, that
recent hostilities have been accompanied by a sudden extension of
government controls which, being in a state of formation and flux,
cannot now be brought within the scope of this work. Nowhere is
the extension more striking than here in Canada where, under the
edicts of an Exchange Control Board, the capital market has sud-
denly been severed and insulated from New York and London. In
a sense this is a not unnatural outcome of a trend towards financial
independence which is traced throughout this book; but how drastic
a change it involves, coming unexpectedly, may be appreciated by
reading Chapter Iv, sections (1) and (2).

And yet this book is in some ways more timely, of greater inter-
est and significance, than it was a month ago. It shows what the
last War did for the Dominions’ financial systems, indeed it shows
how intimately the rise of central banking was associated with war-
time emergencies and their aftermath; it shows the nature and the
temper and the trend of state intervention in finance over a period
of twenty years; it shows how far orthodox monetary controls have
been effective, how far unorthodox innovations have been intro-
duced, and how far all these have been successful. Moreover, it
may serve in the future by explaining and interpreting the nature
of monetary affairs in the Dominions just before the Greater War
which broke out in 1939. In short it portrays both the foreground
and the background of the Dominions’ financial systems, a wide
understanding of which is essential if the sinews of war are to be
kept supple.

A.F.W.P.

September, 1939.
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INTRODUCTION

(1) SCOPE OF THE WORK

ANADA, Australia, New Zealand, and South Africa have two
attributes which, taken together, distinguish them from all
other countries: they are fairly new countries and they are British
Dominions. Economically their outstanding feature is still the
relative abundance of their resources in relation to their population
and supplies of capital: but all four have attained a measure of
economic diversity and maturity. Politically, they exhibit the
emergence of self-government under institutions modelled upon
those of Great Britain and erected within the loose and conveniently
ambiguous constitution of the British Empire. Culturally, too, they
are predominantly British; although special reservations must be
made in the cases of Canada and South Africa. It is with these
countries, and particularly with their central banking systems, that
this book is concerned. Legislation to establish a central bank was
adopted in South Africa in 1920, in Australia in 1924, in New Zea-
land in 1933, and in Canada in the next year.

There are other countries which have, have had, have been prom-
ised, or have rejected the status of British Dominion. These include
Eire, India, Newfoundland, and Southern Rhodesia. None of them
is brought within the scope of this book. The two latter are in a
relatively immature state of economic development and neither has
acquired a central bank. Incidentally, the financial system of New-
foundland has for many years been dominated by two of the Cana-
dian banks. Indirectly, therefore, the country has been affected by
the introduction of central banking into Canada.! A Reserve Bank
was established in India in 1935, and in Eire a Commission on
Banking, Currency and Credit recommended in 1938 that an existing
Currency Commission be transformed into a modified sort of central

!For a survey of the political, economic, and monetary position of Newfound-
land, see ‘‘Newfoundland, Economic and Political” by A. F. W. Plumptre,

A. M. Fraser, and H. A. Innis (Canadian Journal of Economics and Political
Science, vol. 111, Feb., 1937).

3



4 CENTRAL BANKING IN THE DOMINIONS

bank;? but neither country is in the present sense a fairly new one.
They would not conform to the more or less uniform treatment that
can be given to the four Dominions here under consideration.

One more omission must be noted. No attempt is made to
describe the internal organization of the Dominion central banks.
It would have been of interest, and of some relevance to certain
parts of this book, if the duties of each department and each chief
official could have been explained, and comparisons made between
the four banks. However, the book is sufficiently long as it stands;
so this topic must await another time and place.

(2) DEVELOPMENT OF THE DOMINION CAPITAL MARKETS

The success of central banking depends largely upon the con-
dition of the capital market in which it is practised. The better
developed the market the more effective will be the normal machin-
ery of central banking. Throughout this book, therefore, constant

. reference will be made to the state of the capital markets in the
several Dominions.

Nature of Development. A capital market is considered to be
well developed when it has the following characteristics: (1) rates
of exchange and rates of interest (including, of course, security
prices) are settled competitively rather than by agreement or cus-
tom; (2) there are breadth and liquidity sufficient to satisfy the
normal needs of most individuals or institutions operating in the
market; (3) there is usually an exportrather than animport of capital,
and the institutions in the market receive short term funds from
abroad and employ them locally rather than depending upon some
foreign market as the repository of their own liquid resources.

In a well-developed market, rates of exchange and rates of inter-
est (including security prices) are for the most part settled by direct
competition. In such a market there will be a sensitive rate struc-
ture. Exchange rates and interest rates of all sorts may be expected
to move in concert. A movement of the yield on one type of asset
should induce competing banks and financial houses to rearrange
their portfolios of securities and induce other changes in prices and
yields. An undeveloped market is one in which relatively few rates
are competitively determined; and where personal, semi-secret deal-

2Report of the Commission of Enquiry into Banking, Curremcy and Credit,
1938, P. no. 2628 (Stationery Office, Dublin).
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ings between bankers and their customers predominate over trans-
actions in long or short term marketable securities. It is one in
which many rates are dominated by custom or by agreement be-
tween a few financial houses, and where the movement of one rate
will have little or laggard influence upon others.

We may distinguish between three ways in which rates may be
determined. ‘‘Market rates’ are those which are determined by
fairly free competition, and are generally characteristic of a well-
developed capital market. ‘‘Published rates’ are those which are
published or made known by one or more institutions and which are
generally available to all clients. ‘‘Customer rates’’ are more or less
secret and are subject to individual bargaining and agreement be-
tween the parties concerned. To employ the terms of economic
theory, which must not, however, be pressed too far in this regard,
market rates are determined by perfect competition, customer rates
by discriminating monopolists, and published rates by single-price
monopolists or associations in restraint of price-war.

The competitive determination of rates and prices may be facili-
tated by stock exchanges and other centres of organized dealing.
Such centres ensure that rates shall not be secret; and that the same
facilities and prices shall be available to all. But it is quite possible
for competition to determine rates and prices apart from organized
exchanges. Direct dealings between large buyers and sellers (e.g.,
“over-the-counter” purchases and sales of securities), the use of
special brokerage houses as intermediaries, and, in conjunction with
these methods, the use of rapid communication by telephone, tele-
graph, and teletype, may suffice to produce a very high degree of
competition. Indeed there seems to be a tendency in more than one
capital market for over-the-counter dealings to supplant dealings
through organized exchanges.?

¥‘By-passing the Stock Exchange’” (Ecomomist, London, Feb. 12, 1938, pp.
346-7). It is claimed that this is the result of the $ncreasing competition in the
gilt-edged market, especially between the larger banks which can afford to
employ specialists to look after their security portfolios. In recent years in the
United States the activity of bond markets has increased considerably in com-
parison with stock markets; and the great majority of all bond transactions
is done on an over-the-counter basis between financial institutions. See Report
on the Feasibility and Advisability of the Complete Segregation of the Functions of
Dealer and Broker (The Securities Exchange Commission, Washington, 1936),
part 11; also Melchior Palyi, The Chicago Credit Market (Social Science Studies,
no. xxxi1, University of Chicago Press, 1937), chaps. 111 and 1v.
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Nature of Liquidity. Associated with the competitive quality
of a market will be its breadth and its liquidity. These are matters
which have recently received increasing attention from economic
writers* and which must be of special concern in a study of the
potentialities of central banking in the Dominions. A broad market
is one in which there are continual operations in a wide variety of
loans, securities, and foreign currencies, and in which the institutions
dealing in them can individually find the degree of liquidity (market-
ability of assets) which their operations require. Variety of business
will mean that no section of the market is cut off from the rest; that
there are many alternative opportunities of differing attraction to
different investors, so that a variation in one price will immediately
produce repercussions in nearby sections of the market.

The term liquidity is one that is used in several senses from which
two emerge paramount: the quality of self-liquidation and the quali-
ty of marketability. There stems to be a tendency nowadays to
stress marketability; to say that a financial institution is in a liquid
position just in so far as it owns cash or is able to dispose of its other
assets for cash without such loss or delay as it and other institutions
would regard as unreasonable. The ability to “liquidate” in this
sense requires that there should be active dealings in such assets as
the institution holds and thus a ready market for them: in other
words, that these assets must be in the form of marketable securities
or call loans—securities that really are marketable and loans that
really are callable and not only so named. by courtesy. Of course
any asset is, theoretically at least, marketable at some price and
after some period of time so that marketability comes to depend
upon the reliability of current prices: upon the spreads between bids
and offers and upon the volatility of the prices at which deals take

See Report on the Feasibility and Advisability of the Complete Segregation of
the Functions of Dealer and Broker, part m, chap. 111; also A. T. K. Grant, 4
Study of the Capital Market in Post-War Britain (London, 1937), pp. 29, 130-1,
184-6, and 247; also Palyi, The Chicago Credit Market, passim; and by the same
author, Liguidsty (Minnesota Bankers' Association, Minneapolis, 1936); also
Winthrop W. Aldrich, The Stock Market from the Point of View of a Commercial
Banker (The Chase National Bank, New York, 1937); also John T. Flynn in
The New Republic, Nov. 3, 1937; also J. M. Keynes's treatment of the concept
of Liquidity Preference throughout The General Theory of Employment, Interest
and Money (London, 1936); and above all A. A. Berle, Jr. and V. ]. Pederson,
Liquid Clatms and National Wealth (New York, 1934).
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place. Wide spreads are associated with inactive or ignorant trad-
ing. Volatility of prices is largely the result of uncertainty regard-
ing the future yields of assets; and prices move, not only in relation
to changed views about the future, but in relation to what people
think that other people will think in a short space of time.' The
more unstable and the less diversified a country’s economic founda-
tions the more mercurial are likely to be the people’s reactions to
good and bad prognostications, and the more unsteady will be prices
of securities and real estate. Such unreliability is characteristic of
young countries and militates against the liquidity of their capital
markets.

The second aspect of liquidity is that of self-liquidation.. Amongst
bankers of the British tradition and in their text-books there is con-
tinual stress upon the necessity of making few but self-liquidating
loans: i.e., credits which are to finance the transport or processing
of raw materials and which will soon be automatically liquidated
from the proceeds of the sale of the goods. - In the nineteenth-
century theories of banking, money, and credit based upon this con-
cept of liquidity were widespread; and since the War such theories
have received sanction in high places. Nevertheless, emphasis upon
this aspect of liquidity has been diminishing. The development of
broad and sensitive security markets has gone far to make banks
and other institutions depend for securing ready money in emer-
gency, not upon the maturing (self-liquidation) of their loans, but
upon the sale of their marketable assets.

Emphasis upon marketability rather than self-liquidation is evi-
dence of the growth of finance independently of productive pro-
cesses. Marketability is, obviously, a financial concept: whereas
self-liquidation is a concept associated with the flow of goods
through the processes of production. The dissociation between
self-liquidation and financial considerations is easily exaggerated.
The fact that goods are produced or moved from one point to
another is no guarantee that they can be sold at profitable prices or
that the loans associated with them can be liquidated; and the fact
that merchants’ and manufacturers’ inventories of liquid assets
change in value may be merely a reflection of an inflationary or
deflationary movement in the prices of standard commodities. Thus
the value of a country’s self-liquidating assets may be a thoroughly
undesirable criterion for the general extension or restriction of bank



8 CENTRAL BANKING IN THE DOMINIONS

credit. But for all that, the old-fashioned concept of liquidity (self-
liquidation) has served, and is probably still serving, a useful pur-
pose in keeping financial institutions from degenerating into purely
speculative organs, which the marketability principle really invites
them to become. It encourages a fairly close relationship between
credit policies and productive developments which, whatever its
undesirable effects may be in aggravating cyclical credit fluctuations,
probably keeps financial operations within the realm of reason.
Moreover, there is this fundamental difference between the two
forms of liquidity. A financial community which relied upon the old
form relied, in emergency, upon withdrawing money from the stream
of the community’s incomes, or failing to replace into the stream
such money as it was currently receiving. Thus, when one institu-
tion began to build up a more liquid position, it was not, directly at
least, to the detriment of other financial institutions; for the current
prices of marketable assets were left unchanged. But when a finan-
cial community comes to rely chiefly upon marketability as a form
of liquidity, then liquidation—the sale of assets—withdraws funds
from an unreplenished pool instead of a stream. In these circum-
stances it is only too true that one person’s liquidity is another per-
son's illiquidity within the community itself. Attempts to liquidate
may produce such declines in the prices of assets as will cause the
movement to be cumulative. It is difficult to avoid the conclusion
that the new situation, apart at least from wise and adept central
banking intervention, is very much less stable than the old; and,
although, under the old system, whatever ready cash the financial
community gained through liquidation was lost by the rest of the
community out of its incomes, nevertheless the new state is probably
more precarious than the old because of the very widespread de-
struction of values which follows upon liquidation in a modern capital
market. Incidentally,a banking structure which isin a self-liquidat-
ing condition must enhance the ultimate effectiveness of accepted
central banking operations because the influence of those operations
upon the credit policy of the banks will be transmitted quickly and
smoothly into the income stream. If marketability is the dominant
type of liquidity, central banking operations may indeed affect prices
and interest rates and the pool of liquid cash available to the finan-
cial system, but they may leave the income stream largely unaltered.
However, there is no use in bemoaning the passing of old-style
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liquidity; for it was an accompaniment of a mercantile rather than
a manufacturing system, of little business rather than big business.
The only way in which to keep finance self-liquidating would be in
some way to ensure a regular predictable flow of incomes, or else to
use a minimum of fixed, durable equipment. Marketable securities,
associated with equipment, have ushered in the new-style liquidity.

Dominion Capital Markets before the War. By the end of the
nineteenth century none of the Dominions had developed a capital
market of any appreciable breadth; there was little variety of securi-
ties, the instability of the extractive industries made self-liquidation
uncertain, and there was, except in booms, little marketability of
assets. The marketable security is essentially the product of indus-
trialism, urban concentration, and strong, independent government.
Industrialism is accompanied by the issue of large blocks of stan-
dardized securities, the credit-rating of which may be generally
estimated ; urban concentration provides the labour supply for indus-
trialism and the market for both the products and the securities of
industry; and a strong government provides both the stable legal
framework within which it is profitable for private enterprise to
amass capital and also the highest grades of gilt-edged issues which
form the basis of most investment portfolios.

Before the turn of the century, indeed until the Great War, the
Dominions were economically still playing the roles of colonies to
Great Britain and in lesser degree to the United States and indus-
trial Europe. Industrialism was only in its infancy, growing up in
close relationship to the needs of primary industries and transport
or carefully propagated by national policy; and even so, much of
its capital came from private sources and from reinvestment without
recourse to financial institutions or the capital market. Urban con-
centration was setting in, but the greater part of the population still
depended upon extractive industries and was rural in background
and outlook. Mining and lumbering companies might, in some
degree and at certain stages of development, obtain funds by the
issue of marketable securities: but this was obviously quite impos-
sible for families engaged in agricultural or pastoral pursuits. Strong
government, more or less independent of Great Britain, gradually
emerged, but until the War there were relatively few security issues
floated locally; indeed the procuring of loans from abroad was one of
the objectives of the formation of centralized governments. Thus
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the Dominion capital markets were in an undeveloped state at the
outbreak of the War.

It is possible that the development of these markets gua markets
was actually retarded by the emergence and dominance of a few
powerful financial institutions. These may be classified as the loan
companies, the insurance companies, and, strongest of all, the com-
mercial banks. The loan companies were primarily engaged in
financing land development, rural and urban; and although they
did collect some funds, both at home and in London, by the issue
of marketable debentures, their business was not such as to promote
widespread holding, let alone trading, of securities. The insurance
companies grew up at a rather later date for the most part, supple-
menting the finance of land development; but their funds were
largely collected, not by the issue of securities, but through pre-
miums on non-marketable liabilities—i.e., insurance policies. They
added little to the market gua market. But it was the commercial
banks which, from the beginning, seem to have skimmed the cream
of the lending business. They were primarily adapted to the pro-
vision of commercial, rather than industrial or agricultural credit;
and much of their business has always been in the provision of for-
eign exchange and credit to finance exports and imports. This
credit was self-liquidating and thus eminently satisfactory to the
banks. It was in association with it that they provided the Domin-
ions-to-be with a uniform and elastic note issue, and later with a
monetary system in the form of transferable bank deposits. But
the banks, still lending nominally on more or less short term, did
extend other credits to agriculture and to the industries and other
financial institutions growing up around them. They gained influ-
ence by their vigorous extension of branches into all parts of the
countries; and they gained strength from successive amalgamations
which have left half a dozen or even less in possession of the greater
part of the business in each Dominion. Sometimes they got too
deeply involved in financing agriculture, or some branch of industry,
and burned their fingers; but for the most part their relatively con-
servative policies and their diversified business, combined with their
ability to provide money to their clients in most emergencies, their
powers to bring pressure upon them by calling loans at short notice,
and their facility in getting preferred legal positions in case of a
collapse, placed them, as a group, in undisputed financial
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supremacy in each of the Dominions. The concentration of finan-
cial business in a few strong hands, rather than in a large group of
relatively weak institutions, while it may have given stability and
continuity to the economic development of the Dominions, must
have resulted in a lack of open, competitive business and an em-
phasis upon personal banker-customer relationships; upon “cus-
tomer rates’’ and ‘‘published rates’ at the expense of ‘‘market rates’’
in the capital markets.

A further factor militating against the development of local
capital markets has been the ability of the financial institutions,
and not least the banks, to rely upon London (or, in the case of
Canadian institutions, upon New York), as a repository of second-
line reserves in the form of call loans and marketable securities.
Securities held locally were bought for their yield rather than for
their marketability, or because of government pressure. If the banks
and other institutions had found it less convenient to carry liquid
assets abroad, the amount of local trading, and the degree of local
competition, might. well have been increased. This is not to say
that in the actual circumstances it would have been in the best
interest of the banks or their customers if they had depended for
liquidity upon the essentially illiquid local market.

The tendency to concentrate dealings in marketable securities
in London has no doubt been accentuated by the fact that several
of the more important banks operating in the Dominions have been
largely owned and directed in London.®! These banks are inter-
twined, and through their directorates interlocked, with a large and
powerful section of London finance. It is almost inevitable that
the directorates should have taken an imperialist attitude towards
the erstwhile colonies, indeed it is clear that some of the leaders still
do so; and such an attitude could hardly be conducive to the
financial autonomy of the Dominions or to the independent de-
velopment of their capital markets.

Recent Development. Despite such hindrances as these there has
been considerable development in all the capital markets since the
War; and for this rapid growth the War itself was largely respon-
sible. The high pressure loan campaigns that had to be conducted
in order to meet the financial exigencies of war at one and the same
time developed marketing machinery, provided the gilt-edged basis

SA. S. J. Baster, The Imperial Banks (London, 1929), chap. vI.
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for local investment portfolios, and greatly enlarged the number of
investors who would buy marketable securities. Thus, just at the
time when the rural areas of the Dominions were fairly well filled up
and the primary needs for agricultural and pastoral ﬁnanoe. were
satisfied, war finance focussed the attention of investment inter-
mediaries and well-to-do individuals upon the security markets. Of
course it is possible to exaggerate the extent of the change. Johan-
nesburg, Melbourne, Montreal—these and other cities had their
stock exchanges before the War; exchanges which were, at times,
scenes of very considerable activity. But business was prone to
be erratic in volume and price; and a fairly active market in common
stocks alone does not constitute what we have called a well-devel-
oped capital market. Moreover, the oscillations of common stocks
are not easily controlled by central banking operations. It was the
change of the Dominion Governments, from borrowing primarily
abroad to borrowing primarily at home, which provided the local
markets with the stock in trade required by a central bank.

Private enterprise followed the Governments into the local capi-
tal markets. Security issues in some cases provided new capital,
but in many others simply converted into liquid (marketable) form
claims upon industrial assets accumulated through past profits and
family frugality, and in still other cases served to liberate industries
from their dependence upon the banks; but in all cases, the security
issues added new material and new experience to the developing
capital markets.

As an accompaniment of internal development came increasing
external independence. The War and its aftermath, which hastened
the maturity of the Dominions’ capital markets, also hastened the
maturity of their economic systems. Production became more var-
ied and industrialism grew apace. The stream of funds locally
available for investment increased. At the same time the incentive
and the ability of London to lend was diminishing; the most fertile
of the Dominions’ natural resources had for the most part been
exploited and the British balance of international payments was
such as to impede foreign lending. Canadians turned to New York
for loans in the nineteen-twenties, and in much lesser degree the
Australians did likewise. While some Canadians were still borrow-
ing, others were beginning to lend abroad; and for two or three
years in the nineteen-twenties Canada became a net exporter of
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capital, over and above service on her own foreign debt. Again, in
the middle nineteen-thirties, Canada atwained o podition in which
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London on a wholesale scale. Thus by the middle of the nineteen-

thirties the Dominions were fair from being, on balance, heavy
importers of capital.

At the end of the War, and again in the early nineteen-thirties,

a new occurrence evidenced and emphasized the growing independ-
ence of the Dominions’ capital markets. This was the instability
of their foreign exchange rates. In the case of the three Dominions
in the southern hemisphere the instability was transitory; but in
the case of Canada there has been no official stabilization of the
foreign exchange since 1931. Accordingly the Canadian banks now
keep a more or less balanced international position instead of main-
taining a large volume of secondary reserves in the form of call loans
in New York. The South African banks have also moved towards
a balanced international position.

Lastly, the independence of the local capital markets has been
fostered by Governments. The Dominion central banks themselves
are symbols at once of the decline of financial colonialism and of the
arrival of financial Dominion status. In some ways the emergence
of the chain of Empire central banks has changed the form rather
than the substance of imperial financial relationships; but in others
the new banks support the independence already achieved and foster
its growth. As lenders of last resort, they supply the local capital
markets with a type of liquidity, of marketability, hitherto un-
known. The arrival of central banking ends, once and for all, the
undisputed pre-eminence of the great commercial banks. Shorn of
the note issue, of ultimate responsibility regarding credit policies,
and of direct influence upon the counsels of the Dominion Govern-
ments, forced to give up their gold reserves to the custody of the
newcomers, and decreasingly able to maintain their international
and imperial relations, the Samsons of old are increasingly subject
to Philistine influences.

&
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(3) THE NATURE OF CENTRAL BANKING

Accepted Central Banking. In most of its branches central
banking is a relatively new art, and like many modern methods of
state control it is in process of development and extension. What
was considered to be good central banking practice some years ago
may today be regarded as out of date and inadequate. Ideas regard-
ing the proper functions of central banks differ not only from time
to time, but from place to place and from person to person.

Despite this diversity a considerable measure of agreement has
emerged, throughout the English-speaking world at any rate. (Our
emphasis here will be, for obvious reasons, upon British rather than
American thought, but there is relatively little divergence between
the two.) Indicative of the agreement is the similarity of treatment
accorded to central banking in such authoritative works as those of
Kisch and Elkin, the Macmillan Committee, and, most recently,
the Deputy Governor of the South African Reserve Bank.® In this
regard the latter author writes as follows:

) While their constitution and range of statutory powers differ to no small
extent, all the so-called central banks show a tendency in practice to conform to»
or work up to, an almost uniform pattern in respect of their functions and meth-
ods. . .. Central banking has become an entirely separate branch of banking,
as compared with commercial banking, investment banking, industrial banking,
and agricultural banking. It has developed its own code of rules and practices,
and the existence of a science of central banking has been acknowledged by many.
A clearly defined concept has been evolved. . . .?

To describe this concept we shall employ the term “‘accepted central
banking.”

Accepted central banking thought, which was largely embodied
in the original constitutions of the central banks in the four Domin-
ions, has concerned matters of policy, structure, and operations. In
the ten years which followed the War, when the chief monetary
danger seemed to be violent currency inflation, accepted policy was
naturally the establishment and maintenance of the gold standard.
In later years it has become part of a central bank’s accepted duties

8See Sir C. H. Kisch and W. A. Elkin, Central Banks (London, 1928), with
a foreword by Montagu Norman, Governor of the Bank of England; also the
Report of the Commiltee on Finance and Industry (H. M. Stationery Office, 1931,
emd. 3897): also M. H. de Kock, Central Banking (London, 1939), with a fore-
word by Johannes Postmus, Governor of the South African Reserve Bank.

’de Kock, Central Banking, pp. 14-15.
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to study and, as far as lies within its powers, to remedy cyclical
movements of economic conditions.

Accepted central banking structure has had political as well as
financial aspects. Politically, it has been considered essential that
a central bank should be kept free from ‘“political interference’; a
danger which might be minimized by having the board of directors
selected in some way other than appointment by the Government.
Financially, the accepted principles have been as follows: (1) a
central bank should have the sole right of note issue, or practically
the sole right; (2) the note and deposit liabilities of the central
bank should not exceed some specified relation to its reserve of gold
or foreign exchange or both; (3) a central bank should deal chiefly
with the Government, as banker and adviser, and with other banks
and financial institutions, as a ‘‘bankers’ bank''; it should not gener-
ally compete with other financial institutions in the business they
conduct with the public; (4) a central bank should be limited by
law or discretion in lending to the Government; (5) the commercial
banks, according to law or custom, should keep most of their re-
serves in the form of deposits in the central bank and should use
these deposits for the settlement of clearing-house balances between
themselves; in this way the central bank should become the reposi-
tory of the country’s reserves of gold and foreign exchange, of which,
in its central position, it could make most economical and effective
use; (6) in order to be of service to its clients in emergencies, as a
“lender of last resort,” a central bank should be, above all other
banks, liquid; and for this purpose it should hold a large proportion
of gold or foreign exchange and invest the remainder of its funds in
short term and if possible self-liquidating securities; (7) a central
bank should pursue its policy by the exercise of accepted operations.

Before turning to a consideration of what is meant by this
seventh point a warning should be given. The reader must not
jump to the conclusion that the first six financial canons necessarily
contribute in any way to the success of accepted operations. These
canons are largely the product of the evolution of the Bank of
England. Some of them are valuable, the proved organisms of the
past adapted to a modern environment; but others may better be
regarded as vestigial, redundant at the best and at the worst impe-
diments to normal, healthy performance. A central bank does not,
in fact, have to have all these accepted attributes in order to conduct
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accepted operations successfully. Criticism of these attributes will
be postponed until section (4) of this Introduction.

Accepted central banking operations are three in number: move-
ments of the bank rate, operations in the open security markets, and
operations in the foreign exchange markets; and in addition to these
three the bank may employ personal influence and advice. It is
convenient to distinguish between those operations the effects of
which are primarily internal (intra-national) and those of which the
effects are primarily external (international); but this device
is purely expository, for in practice internal and external influences
blend and interact.

Internal Operations. The most time-honoured of all central
banking operations is movement of the bank rate. This may be
roughly defined as the rate at which the central bank will make
loans to (or discount bills for) the ordinary commercial banks or
other financial institutions. The amount of lending of this sort
which central banks usually do is not very large. Its importance
arises from the fact that the commercial banks know that they can
borrow money in emergency at a price, i.e. at the bank rate. The
emergency may be a time of financial panic, the culmination of a
speculative boom, or a seasonal peak of business. Normally, how-
ever, it is considered good practice for the central bank to supply
the country in general and the capital market in particular with
what is considered to be an adequate amount of money, and to keep
the bank rate at such a height that any bank which ‘‘over-lends,”
finding itself short of funds and forced to borrow from the central
institution, will have to pay a slight penalty. For this reason a
central bank is well called ‘‘the lender of last resort."”

It may be gathered from this description that movements of
bank rate, since they usually affect only a very small margin of loans,
are unlikely to exercise much effect upon the whole complex mass of
interest rates in a capital market. This inference, while not entirely
incorrect, is subject to modification upon two counts. First, the

. more competitive and the more fully developed the capital market
the more likely is it that a movement in one corner will have wide
repercussions. Second, a movement of the published lending rate
of the central bank is usually taken, in a competitive market, to be
an indication of a movement in rates on the market which the bank
either expects or desires. Because the bank is usually considered
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to be exceptionally well informed its expectations carry weight, and
because it has means of implementing its desires borrowers and
lenders have a further reason for adapting the rates at which they
do business intharmony with movements of the bank rate. Thus,
in a well-developed market, the bank rate exercises a certain amount
of influence, and at times a considerable influence, upon the rates
at which loans are being transacted; and in London the bank rate
has acquired special power because a number of other financial insti-
tutions have developed the tradition of moving their deposit rates
in harmony with it. Whether the breadth or the traditions of the
Dominions’ capital markets are such as to lend force to movements
of central bank rates is a matter for enquiry in later chapters.

Open market operations are further means at the disposal of a
central bank. These operations consist of purchasing or selling
securities—government bonds, treasury bills, or commercial bills—
in the open market. They exercise a direct effect, just like any other
purchases and sales, upon the prices of the securities, and conse-
quently upon their yields (current interest rates); but their indirect
effects may be of even greater significance.

The indirect effects of open market operations arise from their
influence upon the cash reserves of the commercial banks, and the
several-fold response which these banks normally make when their
reserves are altered. If a central bank wishes to expand credit and
raise security prices (lower interest rates), it buys some securities
from, say, a security dealer. This dealer receives payment in the
form of a cheque on the central bank and this cheque he deposits in
his own commercial bank. The commercial bank then forwards this
cheque to the central bank. The central bank credits the commer-
cial bank with a ‘“‘deposit’ equal to the cheque. Deposits at the
central bank are considered as a form of cash reserve by commercial
banks. Thus, by purchasing securities, the central bank creates
cash reserves for the commercial banks; and conversely, by selling
securities it draws upon and destroys their reserves.

The response of a commercial banking system is likely to rein-
force by several-fold the expansionary or contractive operations of
the central institution. This is because no commercial banker can
afford to see his cash reserve fall or rise very substantially in relation
to his own liabilities to his depositors without taking some offsetting
action. If the cash position falls, he runs the danger of being unable
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to meet his depositors’ demands for cash as they occur; if it rises, it
means that the proportion of his assets earning revenues (in contrast
to unproductive cash assets) automatically declines and his profits
fall away; and in either case he is running the risk of being forced
out of business. Thus bankers like to keep a fairly steady relation-
ship, usually about one to ten, between their cash reserves and their
deposit liabilities.

Accordingly, when the central bank produces changes in their
cash reserves they are likely to change their policy regarding lend-
ing, or purchasing securities. If a commercial banker receives
reserves (deposited with him by the investment dealer, as described
above), he will feel able to dispose of perhaps nine-tenths of this
new deposit, keeping about one-tenth as a cash reserve. The nine-
tenths will either be paid out for securities purchased or in new
loans; and, since money never stays out of the banks long, it will,
in a day or two at most, be deposited again in some bank. Then
new loans and security purchases (now nine-tenths of nine-tenths
of the original amount) can be made; and so on, again and again, in
ever diminishing size. Ultimately the process will reach a new
equilibrium when the banks, as a group, have increased their assets
(cash, loans, and investments) and their liabilities (deposits) roughly
in ten-fold proportion to the change in their cash reserves.

It has become general practice amongst economists to consider
bank deposits as money. This is because so much buying and sell-
ing is nowadays done, in Anglo-Saxon countries at least, by trans-
ferring deposits from one person to another, from one bank account
to another, by means of cheques. All financial and real estate trans-
actions, all wholesale transactions, many retail transactions, most
salaries, and an increasing proportion of wage payments are con-
ducted in this manner. Thus it has become customary to say that,
by means of open market operations, a central bank can initiate a
change in the amount of money (bank deposits) available to the
public; and that the change will be several times, perhaps ten times,
larger than the original operations because of the repercussions
of lending and depositing that go on between the public and the
commercial banks when the reserves of the banks are altered.

In practice, the effectiveness of open market operations depends
upon several factors: factors which we shall find of special signi-
ficance to central banking in the Dominions. First of all, if the
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central bank, according to accepted precept, limits its purchases
and sales to highly liquid, short term securities, it can only under-
take such operations continuously and effectively if the local short
term market is well developed. Second, at times, particularly in
bad times, the commercial banks may be unable to find satisfactory
borrowers, or, if their loans are illiquid, they may not be able to
reduce them; and then the repercussions of open market operations
depend entirely upon whether the commercial banks can find suita-
ble securities to purchase or whether they can dispose of their
existing holdings in the local market. If the market is narrow they
may be unable-to do this. Third, if the commercial banks have
become accustomed to regard as their most important reserves
deposits in some well-developed money market abroad, or if for
some other reason they allow their local reserves to fluctuate widely
before feeling impelled to embark upon policies of expansion or
contraction, the objectives of the central bank’s operations may be
long delayed or altogether frustrated. Thus, in the case of open
market operations as in the case of the bank rate, their effectiveness
depends in large measure upon being applied in a well-developed
capital market.

In addition to its influence over interest rates and the volume
of money a central bank has a further measure of control over the
volume of borrowing. This arises out of its advisory functions. It
is the Government’s bank, a source of expert information and dis-
interested advice. It also manages the issue, servicing, and refund-
ing of the Government’s securities. In these roles it may influence
the whole fiscal policy of the country, and more particularly policy
relating to borrowing for public works. In the case of a well-
established, highly respected central bank, the influence of its advice
may spread even wider. It has become customary for borrowers
who seek to float issues of long term gilt-edged securities in London
to seek the approval of the Bank of England. The ability of the
Bank to regulate borrowing by giving or withholding consent has
been in recent years an important factor facilitating the successful
refunding of government issues and the employment of British
money and men in approved projects of development.® The

8Cf. Economist (London, Feb. 8, 1936), p. 292: “The gilt-edged new issue

market, since 1932, has been ‘controlled’ under official auspices.” And again
on Feb. 27, 1937, pp. 476-7, the statement was made that ‘‘the market has been
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Bank's power in this regard is partly dependent upon the fact
that British borrowers seldom if ever seek loans outside Great
Britain. If British borrowers, like those of the Dominions, were
accustomed to using the services of financial houses in foreign
centres, and if Britain were normally or frequently an importer
instead of, or as well as, an exporter of long term capital, the
Bank’s direct influence over the volume of private long term
borrowing might be considerably impaired.

Control over the rates of interest, the volume of money, and
the amount of borrowing and lending is not accepted as an end in
itself. It may be employed, in ways to be explained below, to pro-
mote the maintenance of the gold standard and stability of a coun-
try's foreign exchange rate; which stability, in its turn, may facili-
tate international trade and investment and, by promoting the
international specialization of économic activities, may raise stan-
dards of living and foster amicable international relations. Alter-
natively the object of control may be primarily intra-national: the
prevention of those speculative excesses which so often seem to turn
prosperity into depression and, still more ambitiously, it may be the
regulation of the flow of money out of the capital market into the
stream of incomes. Borrowing and spending may possibly be en-
couraged in bad times by a plentiful money supply and low interest
rates, and in good times may be held in check by monetary strin-
gency, high interest rates, and rationing. In such ways may some
influence be exerted over the general trend of incomes, prices, em-
ployment, and prosperity.

External Operations. And now we turn to the external (inter-
national) operations which are accepted as falling within the sphere
of central banking. Attention must be focussed upon the foreign

protected by the ban on foreign issues and the strict regimentation of borrowing
by home corporations.” See also A. T. K. Grant, Study of the Capsital Market
in Post-War Brilain, passim. The controversy which arose in June, 1935, between
the Corporation of Glasgow and the Bank of England regarding the terms of
an issue, brought forth an official statement from the Government brokers
which read in part as follows: ‘‘The extent to which the Bank of England inter-
venes is that in compliance with the express request of the Chancellor of the
Exchequer it considers Corporation or other trustee loan proposals that are
submitted to it with a view to agreeing the amount of the proposed loan and
the date of its issue, in order to obviate overlapping and congestion’’ (Financial
News, London, June 13, 1935).
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exchange market. A country’s exchange rate is determined by
forces which may be classified under the headings of supply and
demand. The demand for foreign currencies, and their price, tend
to rise when goods are bought and imported from abroad, when loans
are made or securities purchased in foreign countries, when tourists
travel abroad, and so forth. Conversely, the supply of foreign cur-
rencies thrown on the local foreign exchange market depends upon
the volume of exporting, the volume of borrowing from abroad, the
expenditures of tourists visiting the country, and so forth.

A central bank, within the bounds of accepted practice, may
operate upon the foreign exchange rate either directly or indirectly.
The bank may buy and sell exchange directly on the market, and
thus influence the rate.? The extent to which it can employ this
method is limited by the funds at its disposal; that is, it can
only go on selling foreign funds, and buying (supporting) the local
currency, as long as its supplies of foreign funds hold out or as long
as it can secure new supplies of foreign funds by selling its gold
reserves or borrowing abroad. The central bank is only one and
not necessarily the largest among the many operators buying and
selling in the market, so that too much cannot be expected from
direct exchange operations. They may be very effective for a short
time; but they may be useless in a long pull.

The short run effectiveness of direct operations may be supple-
mented by bank rate action. If the central bank wishes to raise
the value of the local currency, or to maintain it stable in the face
of selling pressure, it may either, as we have described, employ its
own reserves of foreign currencies and gold, or alternatively it may
raise the bank rate. In a well-developed market this normally
causes other rates of interest to rise. It now becomes more profit-
able to employ money in this centre than it was before; any efflux

%In paragraph 360 of the Macmillan Reporti, it is stated that direct operations
on the foreign exchange market ‘‘have played no great part hitherto in the Bank's
scheme of control.” This situation was, in effect, changed by the establishment
of the Exchange Equalization Account in 1932: but exchange equalization
accounts, variable requirements for stock exchange margins, variable minimum
reserves for commercial banks, etc., are still more or less experimental and are
therefore not included amongst accepted means of control. The Report, naturally
in its time, considered the buying and selling of gold quite separately from the
buying and selling of foreign exchange; but here they are treated together for
brevity.



22 CENTRAL BANKING IN THE DOMINIONS

of lending which existed may be diminished, any influx of borrowing
may be increased. The check to lending abroad and the stimulus
to borrowing from abroad diminish the demand for foreign curren-
cies and increase their supply on the local market; and the value of
the local currency is increased or maintained.

To supplement still further these short term influences upon the
exchange rate the bank may exercise its advisory influence over the
policies of individual financial houses. For instance, the Bank of
England has had a good deal to say regarding what foreign security
issues might be floated in London. At a time when the Bank wishes
to maintain or increase the value of sterling it discourages lending
from the London market. A similar influence may be exercised by
a central bank in any country that is normally an exporter of capi-
tal; it can hardly exist under other circumstances.

Lastly, what are the fundamental forces which a central bank
may exert over still longer periods in order to make the exchange
rate conform to its policy? These arise out of the ability of the bank

" to influence the internal situation. The nature of this ability has
already been discussed. If a central bank, by its bank rate policy,
its open market operations, and its influence over the borrowings of
Governments and public or private concerns, can influence the gen-
eral level of prosperity, of incomes, of employment, of prices, and of
purchasing power, then it may influence very fundamentally the
demand for, and the supply of, foreign exchange. For instance,
rising incomes and employment will probably be associated with
increased imports from abroad, an increased exodus of tourists, and
increased savings out of which loans may be made to foreign coun-
tries; all of these factors constituting new demands for foreign
currencies. Thus we see that if the accepted instruments of internal
control are effective, the difficulties of maintaining a given policy
regarding the exchange rate may be greatly lessened.

Conclusion. So much as an outline of what is meant by accepted
central banking. Attention must be called to one point. Through-
out the description it was pointed out how one accepted instrument
after another depended for its effectiveness upon the existence of a
fairly well-developed capital market.'? Bank rate policy involved

10““The books which deal with the theory and principles of central banking
are devoted almost exclusively to the situation as it exists in Great Britain and
the United States, which have international money markets in London and
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a competitive market in short term loans; open market operations
needed a broad market in long as well as short term securities, direct
advisory influence over the volume of domestic long term lending
required that borrowers should not normally have recourse to for-
eign markets; control of the foreign exchange rate depended upon
all. these things and, further, upon the international movement of
balances in response to movements of bank rate and the position
of the market as an exporter of capital. In the following four
chapters, one of which is devoted to each of the Dominions, and in
other chapters later in the book, an attempt will be made to show
the extent of the development of each capital market and the degree
to which accepted measures of control may be effective.

(4 SOME COMMENTS ON THE STRUCTURE AND OPERATIONS OF
CENTRAL BANKS

Political Independence. One of the primary tenets of accepted
central banking thought has been the importance of keeping central
banks politically independent. The method usually adopted for
this purpose has been the election of directors by private share-
holders or by the commercial banks, in short by some group other
than the Government of the day.

In the English book upon central banks!* which has been a stan-
dard work for many years and which gains special authority because
Mr. Montagu Norman, the Governor of the Bank of England, was
willing to write the Foreword, it is possible to discover five points
in favour of independence: (1) The bank’s operations must be con-
tinuous, and this cannot be assured if it is subject to changing
Governments.?? (2) The Government is the largest borrower in the
money market. If it also ‘‘administers’ the market (i.e., controls
rates of interest) instead of leaving the matter to an independent
bank, it may have to choose between actions immediately beneficial
to itself and ultimately beneficial to the country. ‘The creation of
such dilemmas should be avoided.”® (3) ‘It is essential that its

New York, and practically ignore the position of the great majority of countries
which do not have well-organized money markets if at all” (de Kock, Central
Banking, p. xii).

1Kisch and Elkin, Central Banks.

18]bid., pp. 18 and 20. BIbid., p. 21.
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[the central bank’s] direction should be as unbiassed as is humanly
practicable.”** (4) Experience shows that there is a danger of in-
flation if a country’s currency policy falls into the hands of politi-
cians.’® (5) There is something special about monetary policy which
makes its administration more dangerous or more important than
“‘a state railway system or a state tobacco monopoly.” The spe-
ciality of money is not stated, but may be inferred from references
to the fact that ‘‘the decisions of the Bank react upon every aspect
of the economic activities of the country.’

It is worth while to consider these arguments briefly. The im-

portant point to keep in mind is whether each argument really
supports the establishment of some special form of independence
for a central bank, such as a board elected by private shareholders,
or whether it is in essence simply an objection to state intervention
in any form.
(1) First of all, it is said that a central bank’s operations must
be continuous, and this cannot be if it is dependent upon changing
Governments. Now this is just the sort of argument that can be
used equally well regarding any department of state activity.
Under democratic government somesort of balance must be achieved
in all departments by means of a stable civil service modifying
the drastic changes of policy which successive Governments might
otherwise introduce. Thus this argument does not support the
establishment of a central bank with special independence.

(2) It is said that a Government should be saved from the
dilemma of chovsing between one policy (e.g., the lowering of inter-
est rates) which would be to its immediate benefit and another
which would be more beneficial to the country in the long run.
Here again is an argument which can be used against all activities
of government. In practice it is impossible to avoid dilemmas
between present benefits to a dominant group and ultimate benefits
to the whole community; they are necessarily associated with gov-
ernment in an uncertain world.

(3) It is said that the direction of a bank should be ‘‘as unbias-
sed as is humanly practicable.” This, surely, is true of all depart-
ments of government. There seems no cause here for the establish-
ment of monetary controls in any specially independent form.

uIbid., p. 20. 11bid., p. 27. 18]b4d., pp. 7 and 20,
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Moreover, the attempt to establish an unbiassed directorate by
means of election by private shareholders or commercial bankers is
doubly doomed to failure. In the first place, there is no such thing
as an ‘‘unbiassed’” or “scientific’’ monetary policy. Some policies
are beneficial to some groups, others to others (and some, of course,
to none); and the members of each group will generally favour
those policies which seem to benefit them and will be likely to regard
themselves and people of the same opinion as ‘‘unbiassed.” In the
second place, the method of shareholder-election, which ordinarily
amounts to a system of co-option by the existing directors,!? is
practically certain to result in a board with strong biases in certain
directions because it will be composed of a group of men with very
similar outlooks. People with fundamentally different opinions will
be regarded as unsound, even dangerous, and will never be co-opted.
Election by commercial bankers also makes certain the dominance
of certain strong biases.

(4) and (5). It is said that there is a danger of inflation if
monetary control is entrusted to Governments; and that there is
something specially dangerous and important attaching to such
control which makes central banking independence imperative. In
considering these points it is desirable to distinguish between what
happens in such crises as war, revolution, or very severe ecanomic
disturbance, and what happens in other, more settled conditions.

In times of crisis it is generally agreed, even by the sponsors of
extreme central banking independence, that the state should take
command. In extremities, needy Governments have in the past
turned to the printing press or to debasement of coinage; and in the
future they will turn to the technique of credit creation. In the past

17This is generally the case nowadays in joint stock companies, and central
banks so organized do not usually provide exceptions to the rule. The point
was most clearly put by Professor T. E. Gregory when accompanying Sir Otto
Niemeyer on a mission for the Bank of England. He said, in part, ‘‘the selection
by shareholders is largely equivalent to co-option subject to a veto by the electoral
body. The case of the Bank of England shows how admirably this system can
be made to work. . . .” (paragraph 9 of his Memorandum submitted to the Select
Committee of the Australian Senate on the Central Reserve Bank Bill and pub-
lished with the Committee's Report, Canberra, 1930). In the same paragraph
Professor Gregory said concerning a central bank’s directorate; ‘‘An executive
body of lower average intelligence and experience may work better if its members
are homogeneous than a more brilliant body of individuals connected by no
common point of view."”
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the results were often catastrophic. But it is surely very superficial
to attribute the major monetary cataclysms—the French assignats,
the German mark, et al.—to political interference in monetary mat-
ters. Political action was taken under the stress and in the midst
of chaotic conditions; it was these conditions which made orderly
finance impossible.

When we consider more normal times opinions will differ as to
whether there is a prima facie case against the behaviour of poli-
ticians. One can find many instances in which the power to issue
money has lain in political hands, but has not been abused. For
instance, in Canada from the time of Federation (1867) until the
establishment of the central bank, the power to issue legal tender
money lay with the Dominion Government. But most critics of
the situation, so far from blaming the Government for sins of active
inflation, have criticized the inactivity of the Government in the
face of inflationary and deflationary movements financed by the
"bankers. On the other hand, against the politicians of various
countries must be recorded instances when they have succeeded in
keeping interest rates down at times when responsible financial
opinion favoured an increase. But even here, one hesitates nowa-
days to make a forthright condemnation, for continuously cheap
money can find support in certain academic and financial circles as
well as amongst politicians.

The management of money (under fairly stable political condi-
tions) is no more dangerous and no more pervasive in its effects than
a number of other state activities. For instance, it is clear that the
regulation and ownership of railways and other utilities, and the
adjustment of tariffs, have been the chief tools used by Governments
to mould development in the Dominions. Moreover, it is also clear
that the temptations for the corruption of politicians and business
men (for every one that receives a bribe there must be another who
gives it), in the administration of tariffs and natural resources, are
infinitely greater than in the field of monetary management—which
is practically nobody's special business. Yet it would be difficult
to secure support for an independent board (elected by private
shareholders, perhaps) with authority to regulate the tariff.

Other arguments have sometimes been advanced in favour of
unique monetary machinery. Ithas been suggested that the unique,
three-fold relationships, which a central bank must maintain, con-
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stitute good reason why special measures should be taken to ensure
its independence. No other agent of control must maintain con-
tinuous connections with the treasury, with central banks abroad,
and with the financial community at home. If its relationships with
any one, and specially with the treasury, are too close, its rela-
tionships with the others will be jeopardized. In particular, the
commercial banks at home and the central banks abroad will not
entrust it with the confidential information necessary for its suc-
cessful operation if there is danger of this information being used for
political purposes.

There seem to be certain objections even to these arguments.
The peculiarity of the position of a central bank seems exaggerated.
In its foreign contacts a central bank is by no means unique.
Departments of external affairs and departments of defence imme-
diately spring to mind. One presumes that these departments in
each of the Dominions collaborate fully with each other and with
their counterparts in Great Britain. Presumably not all the infor-
mation received is passed on to the respective ministers and out to
the public in political controversy: Some sort of modus vivends is
worked out between the permanent civil servant and the transitory
minister, depending upon the personalities involved. Certainly it
would be intolerable if matters of foreign relations and defence were
handed over to independent bodies (perhaps elected by private
shareholders), not responsible to the Crown but free to disclose or
withhold such information as they saw fit. Itisinteresting to reflect
that if central banks had not emerged as more or less independent
financial institutions, which could not be permitted to receive the
gains or suffer the losses incidental to large exchange operations in
the modern world, it might have been they rather than the trea-
suries in various countries to which the management of exchange
equalization accounts would have been entrusted. The. attempt
to be an independent financial institution in a world bent on state
control has its drawbacks. Moreover, since the Tripartite Agree-
ment of 1936 by which the Treasuries of Great Britain, France, and
the United States, and later of other countries, agreed to collaborate
in preventing violent exchange movements, it has become patently
absurd to suggest that independent central banks are necessary for
international monetary co-operation.

Regarding the relationships between a central bank and the local
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financial community, it is probable that these will be better, and
that the bank will be more influential, if it resembles an ordinary
financial institution rather than a government department; if the
senior officer is a ‘“‘general manager”’ or ‘“‘governor’’ rather than a
“deputy minister’’ or ‘““under secretary’’; and if the formal relation-
ship with the Government is not too close. At this point, as at
others in this book, it is necessary to take account of the attitudes
of the financial community; but, as always, the concessions made
to those attitudes should be in matters of form rather than in mat-
ters of principle. If a central bank can be endowed with a measure
of independence, without at the same time leading the general
public or (perhaps even more important) the officers of the bank
itself to believe that its position is irresponsible, so much the better.

The sensible policy seems to be for a central bank to be run, not
as a direct department of government, but under the guidance of
directors appointed for fairly long, overlapping terms by the Govern-
ment and responsible to the Government. Boards of directors of
this sort are to be found nowadays in charge of many sectors of
national economic life; and a body of administrative law and poli-
tical convention-is growing up around them. In the case of a central
bank, as in other cases, it is desirable that those appointed to the
board should be representative of, but not representatives for, vari-
ous sections of the community. This sensible policy Australia fol-
lowed from the time when the Commonwealth Bank first acquired
a board of directors; it was adopted in New Zealand and Canada
after experiment with directors elected by private shareholders;
only in South Africa do directors elected by private shareholders
still remain on the board of the central bank, the last remnant of
this phase of accepted central banking in the Dominions.

The board of directors of any central bank is more likely to act
as a shock absorber than as a steering gear. The real directive
force will come almost invariably either from the Government, the
treasury, or else from the chief officers of the bank. Nobody else
is likely to be in sufficiently close touch with the course of events.
Moreover, most people find central banking so different from ordi-
nary business and financial ventures in its objects and methods that
they have considerable difficulty in understanding what it is all
about, or what action is reasonable in given circumstances. If
the directors come from various sections of the community and from
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different walks of life, their presence on the board may reassure the
public that all views and interests are being given due consideration;
but actually the central bank must usually rely upon much more
prompt and well digested information than can generally be ob-
tained from occasional meetings of boards of directors. The case of
Australia has not entirely substantiated these generalizations for
there some directors have been very influential; but the reason for
this exception lies in the fact that the Commonwealth Bank’s chief
business has been the familiar one of commercial banking. Now that
its central banking activities are increasing the influence of the
directors is likely to become less.

Misleading Similarity of Central and Commercial Banks. A
central bank looks rather like a commercial bank. Each usually
has a capital, a reserve fund accumulated from profits, cash reserves,
liquid investments, and deposits of various sorts. A casual observer
could no doubt detect certain differences in their balance sheets, for
instance almost all the liabilities of a central bank are usually paya-
ble on demand, while the commercial banks are entitled to require
so many days’ or months’ notice before meeting many of their liabili-
ties. On the other side of the balance, the assets of a central bank
appear more liquid, more easily convertible into cash; for the assets
of a commercial bank, in addition to marketable securities, include
loans to farmers pending the sale of their crops, loans to businesses
pending the disposal of stocks of goods, and so forth. The observer
is easily led to believe that the chief differences between commercial
and central banking lie in such matters.

But the truth is otherwise. The divergence runs deeper. Itis
so deep that one can scarcely avoid misconception in using the lan-
guage, the terminology, of commercial banking to describe central
banking; and yet it is the only language that has been devised for
the purpose. The only protection against misapprehension arising
from incongruous language is to grasp the point of view of a central
bank; and this involves shedding, for the time, the point of view of
a commercial bank, and, indeed, of ordinary business. If one asks
why, despite its incongruities, the same language is used for both,
the answer must be sought in the past. It is because the leading
central banks emerged only recently as a species distinct from com-
mercial banks.

Amongst the remaining pages of this chapter we shall discuss
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the relevance to central banking of certain terms which are familiar
to commercial banking. The purpose of this discussion is two-fold.
It may assist some readers in the difficult task of adopting the point
of view of a central bank. It may also throw light, at a later point
in this book, upon the quality of the advice upon central banking
structure which was offered to the Dominions from abroad.

Liquid Assets. The first term to be discussed is *liquid assets."”
In the literature of central banking there is frequent reference to
the necessity of keeping a central bank in an extremely liquid posi-
tion. If the bulk of an institution’s liabilities are payable on
demand, it is said, it is essential that its assets should be highly
liquid, easily convertible into cash. Only thus will it be able to meet
its obligations as they arise. And this rule is the more cogent if the
institution is the repository of the country’s cash reserves, and
liable to be called upon to supply funds to the private banks in
emergency. ‘

Now if the emergency is a sudden demand for foreign funds, and
the liquidity which is urged is the convertibility of the bank's assets
into foreign currencies without loss, then this precept makes sense;
but it makes no sense at all if, as seems usual, the emergency which
is envisaged is a shortage of funds, a tightness of money, in the local
market. Insuch an emergency the ordinary commercial bank, faced
with the demands of its creditors, may have to call in loans or sell
securities in order to secure ready cash. But it is just the reverse
with a central bank.

The difference of behaviour arises quite naturally out of the
difference of function. The commercial bank is primarily an inter-
mediary, borrowing money on the one hand and lending it on the
other; and liquidity is the ability to dispose of assets and secure
money without loss. The central bank, by contrast, is not prima-
rily an intermediary but a source of legal tender money. Its ability
to supply local money is not limited by the unreadiness of other
firms in the market to repay its loans or to buy up its securities. If
it is to be of service in a financial stringency it must make loans and
buy securities, thus providing funds for other institutions. In this
it may encounter limitations in its constitution; but it is not re-
stricted, as a commercial bank is, by the ‘freezing,” the illiquidity,
of its past loans and investments.

According to accepted precept, all the Dominion central banks
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except the Commonwealth Bank of Australia were originally re-
quired, not only to keep reserves that would serve to meet a demand
for foreign funds, but also to keep the greater part of their remaining
assets in the form of highly liquid, early-maturing securities. Can
any defence of this legislation be given other than the one which has
just been shown to be illogical?

There are two defences which may be put up. One is that if a
central bank was allowed to invest in long term securities of fluc-
tuating value it might hold issues which, in a declining market,
would fall so heavily as to obliterate its profits, impair its capital,
or even cause the institution to become insolvent. The matter of
profits and insolvency is considered below. Anticipating the argu-
ment, we may say that there is no financial reason to be found why
a central bank should not disclose periodic losses, and it cannot
become insolvent because its liabilities are legal tender money; but
it may be necessary for a central bank to conform to conventional
standards of profitability in order to retain respect in its immediate
financial environment.

We now come to the second argument for a policy, although not
necessarily for legislation, designed to keep a central bank liquid.
While it is true that a central bank will not usually want to sell its
securities or withdraw its loans when money is very tight, occasions
will arise when it does want to undertake contraction of credit.
Under these circumstances a normal procedure might be to sell
government securities in the open market (using the cheques received
to wipe out some of the deposits of the commercial banksin the central
bank). But in two at least of the Dominions the security market is
very narrow and heavy sales might break the market. This would
cause losses to the central bank (the whole question of profits is
discussed below); and, more serious, the fall of gilt-edged securities
might impede government financing and therefore be most unwel-
come to the treasury. If the central bank was in a position merely
to allow treasury bills or other liquid, short term securities to mature
and be repaid, this would serve just the same purpose as selling
securities without any positive action being taken by the bank.

This argument for a high degree of liquidity is not frequently to
be seen in print, but it seems to be accepted by some central bankers.
As far as it goes it is sound. But it must not be pressed too far.
The degree to which government financing is facilitated is less than
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appears at first sight. A central bank which wishes to contract
credit but refrains from selling securities must also refrain from
taking up treasury bills. The market for treasury bills loses sup-
port. Whether this is favourable or unfavourable to government
finance will depend upon the Government's dislike for difficulty in
the issue of treasury bills as opposed to a fall in the prices of long
term securities. In Australia, (and wherever treasury bills are
assigned at fixed prices to the commercial banks), no rise in the bill
rate would occur when the Commonwealth Bank withdrew support:
but the Bank would be faced by the alternative either of assigning
the bills which it refused to buy to the commercial banks where they
would be regarded as practically equivalent to cash, thus offsetting
the effort to contract, or else of reducing the total issue of treasury
bills, which can hardly be considered favourable to government
finance.

Moreover, this argument for liquidity is not necessarily an argu-
ment for legislation on the matter. There is a strong case in favour
of choosing sensible central bankers, and allowing them to use their
discretion under whatever circumstances confront them; and this
weighs against constitutional restrictions upon the nature and
currency of the securities to be bought by a central bank.

Reserves of Gold and Foreign Assets. The same quandary—how
far to trust your central bankers to be wise and how far to legislate
against their folly-—occurs in regard to all constitutional matters.
It has probably been most hotly argued in relation to central banks’
reserves of gold and other assets acceptable as payment in foreign
financial centres. Although much has been said on this topic none
of it is conclusive; nor, in the nature of the case, can it be.

If it could be granted—and many people would not go this far—
that it was desirable to restrain central bankers from depleting the
nation’s reserves of gold and foreign assets below a certain minimum,
except in urgent situations and with the Government’s specific
approval, the problem still remains, how should the legislation be
framed? In all the Dominions legislation prescribes that gold or
foreign exchange or both should be held amounting at least to a
certain minimum proportion of the central banks’ notes or notes
and deposits. Yet this form of legislation is clearly out of date, since
it refers to a situation in which the holders of the central bank’s
notes and deposits—the people within the country—are likely to
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come demanding gold coin: and today it is generally agreed that a
central bank's reserve is not to meet this demand at all but to meet
sudden demands for foreign assets. Since there is no reasonable
means of ascertaining, in the form of a single figure or proportion,
what these demands are likely to be there is no reasonable means of
legally relating the size of the central bank’s reserves to them.

Note Issues. The regulation of reserves is usually connected
with the regulation of the note issue from which it should nowadays
be largely or entirely separate. This connection is the result of the
historical evolution of central banking in England and elsewhere.
As matters stand today in the Dominions and most other countries
there is no clear reason why the volume of note issue should be ulti-
mately limited by the foreign assets held by the central bank; for the
volume of note issue changes chiefly in response to the public's
need for hand-to-hand currency. This volume may be related to
the state of the country’s international payments and thus to re-
quirements for reserves of foreign assets; but the relationship is
exceedingly distant and complex.

In a sense the note issue is fundamentally important to a central
bank; and in another sense it is quite unimportant. It is important
because, since central bank notes are legal tender and often, in these
days, practically the only important form of legal tender money
available, control of the note issue gives the bank control over what,
in the last resort, is legally the basis of the whole financial system.
The note issue is unimportant because in fact, either by law or by
custom, the commercial banks keep their reserves chiefly in the
form of deposits in the central bank rather than its notes. In prac-
tice it is the banks’ reserves that lie at the basis of a country’s credit
structure and financial system. Thus, ultimately under the law,
control of the note issue is fundamental; in fact, under prevailing
customs, control of the banks' reserves is fundamental. No doubt
the banks would be unwilling to keep reserves in the central bank if
they were not assured that, if requested, legal tender notes would
be forthcoming. A central bank’s active efforts to control credit,
however, and through credit control to influence the economic
condition of the country, are nowadays directed towards varying
the banks’ reserves; and the note issue, serving the same lowly role
as subsidiary coin, changes passively up and down in response to

4
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the country’s requirements for that particular form of monetary
medium.

There are many different forms in which the note-issuing and
credit-creating powers of central banks may be constitutionally
restricted by their reserves of gold and foreign exchange. These
usually serve three purposes: to provide some ultimate obstacle to
inflationary practices, to ensure that reserves of gold and foreign
exchange shall not be carelessly dissipated, and to inspire confidence
in those few people who seriously think that their money would
depreciate in value if not backed, up to a certain conventional pro-
portion, by gold or something like it. If, as seems to be the case,
there is no rational method of directly proportioning reserves of gold
and foreign exchange to probable needs on account of international
payments, then there may be something to be said for proportioning
these reserves to the country’s internal credit base. An expansion
of the credit base is likely, sooner or later, to lead to an increased
demand for foreign exchange; a contraction is likely to lead to a
diminution. This base is the cash reserves of the commercial
banks, whether held in the form of deposits in the central bank or
in the form of its notes. Since central banks nowadays know what
part of their note issue is in the hands of the public and what part
in the vaults of the commercial banks, it should be quite feasible to
proportion central bank reserves to the internal credit base. No-
where, however, has this relatively logical and direct form of regu-
lation been adopted. In Australia and England commissions have
seen the stupidity of relating the whole note issue (including what
is serving as credit base together with what is serving as a minor
circulating medium) to central bank reserves; but they have recom-
mended a legal maximum note issue without regard to reserves. In
neither country has legislation followed the recommendation, per-
haps because it would apparently allow too wide discretionary
powers to the central bankers in the matter of holding reserves.

In England, however, legislation was passed in 1939 which, in
substance although not in form, completely freed the central bank
from the ultimate restrictive influence of its gold reserve. This
legislation was similar to that adopted in Canada nearly four years
earlier. It simply provided that the central bank’s gold reserve
should be valued at the current market price instead of a fixed price.
If either Canada or England now embarked on a process of inflation,
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the foreign exchange rate would depreciate and the market price of
gold would rise. Likewise the market value of the gold reserves
would rise. Increased issues of currency and credit would then
become permissible. Thus a new round of inflation could be under-
taken; and so on.

The fact is that, with the need for, and use of, ‘‘exchange equali-
zation funds” by the treasuries of leading countries, any legal
relationship between a country's central reserves of gold and ex-
change on the one hand and its note and credit issues on the other
is likely to be over-ridden at any time as an archaic impediment to
national monetary policy.

Profits, Losses, and Liquidation. It is a commonplace to say
that a central bank is not a profit-seeking organization, that its
concern is the public good and not the making of money. But there
is more than this to be said about profits and losses. Various ques-
tions arise for consideration. Is a central bank, in its pursuit of the
public good, likely to make profits or losses? If it makes profits,
how ought they to be disposed? If it makes losses, how may they
be met? If losses persist, should it be liquidated?

A central bank is normally profitable. A glance at the balance
sheet of such a bank shows that most of the assets—loans, invest-
ments, etc.—produce revenue; and that, with little or no interest
paid on deposits and only quite small expenses attaching to the issue
and circulation of notes, the operating expenses are not substantial.
The revenues are usually more than sufficient to cover them. A
margin is left over in the form of profits which may either be put
into a reserve fund or else distributed to the Government and, if
there are any, to private shareholders.

While it is usual to make profits, it is quite possible to make
losses. A central bank holds securities and foreign exchange. Both
may fluctuate in value. In these days the valuation of the bank's
stock of gold may also change. All these variations may bring
abnormal losses or gains. The risk of such losses is, to some extent
in all the Dominions, now assumed by the Governments; but it is
still possible for some losses of this sort to fall on the central banks.
Moreover, it is also possible for clumsy, inexpert management to
turn normal operating profits into losses. If a central bank, during
a slack period in its own business, is trying to keep in touch with the
markets for securities and foreign exchange by buying a little here



36 CENTRAL BANKING IN THE DOMINIONS

and selling a little there, it can easily allow the changing prices of
the market to eat up the revenues received in interest or exchange
spreads.

If a central bank does incur losses, it is in a fairly strong position
to recoup itself quite quickly. It is endowed with a number of func-
tions of a monopolistic nature; and by raising its charges can increase
its revenues. The outstanding example of this in the history of the
Dominions was in South Africa in 1931-2.!* Some years earlier the
Reserve Bank had secured an agreement with the gold producers
by which it became the sole exporter of newly mined gold and thus
the largest seller of foreign exchange. This semi-monopolistic posi-
tion it used to recoup the losses which it suffered after September,
1931, when its large holdings of funds in London depreciated in
terms of South African pounds. The loss amounted to £SA 1.5
millions. During the subsequent period of fluctuating exchanges a

-wide spread was maintained between buying and selling rates, and
by March 31, 1932, this source alone had produced a revenue of
£SA 0.6 millions. ‘“We have off and on made a profit of 149, to
249, on the day’s dealings,” said the Governor.!® Thus, despite the
fact that only a few months earlier an amount equal to all the
declared and inner reserves and a part of the capital had been lost,
a 6 per cent dividend was declared; much to the annoyance of some
private shareholders who had sold out, not realizing how profitable
a central bank could be if it tried.

Attention to possible losses leads us to consider the relevance to
central banking of such familiar terms as ‘‘insolvency,” “liquida-
tion,” and “bankruptcy.” Take for instance the situation of the
Reserve Bank of South Africa which has just been described. Would
it have been advisable or possible for the Bank, which seemed
in a precarious position, to be ‘liquidated’ or “wound up’’? The
Government would hardly wish to relinquish the control of currency
and credit in such an unsettled time. In the public interest the
private shareholders could hardly be permitted to decide the matter.
And further, was the Bank in danger of becoming “‘insolvent”? How
could it be, because its promises-to-pay (notes) were legal tender?
Should it have been put through *bankruptcy’’? Surely none of

8Report of the Twelfth Ordinary General Meeting of the South African Reserve
Bank, 1932, pp. 14-20
1]bid., p. 15.
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the clients of the Bank—the Government and the commercial banks
—would or could refuse to utilize its services. Surely none of the
creditors could hope for anything better than legal tender money
which was theirs for the asking.

The Government of New Zealand was advised to establish a
central bank which (subject to parliamentary confirmation) would
‘‘go into compulsory liquidation'’ if it lost more than half its capital
or if two-thirds of the shareholders so resolved. This seems to imply
a very inadequate knowledge of the place of capital and reserves in
central banking, and indeed in commercial banking. It also implies
that there is a prima facie case for permitting the private share-
holders to wind up the bank if they find the project tiresome or
unprofitable. However, the advice was not taken. In all the
Dominions the initiative of winding up the central banks lies expli-
citly or implicitly with the Government.

If a central bank normally makes an operating profit, and can
make a very large profit if it desires, the question arises, how much
profit should it make? What criteria should guide this ‘“state
monopoly’’? Probably the best principles would be as follows. On
all its competitive operations, when it is buying and selling in the
open market in competition with concerns which are primarily
profit-making, it should adopt their criterion and do as well for
itself as possible. On its monopolistic operations—the setting of
rates for loans and rediscounts to the financial system, the charges
(if any) for note issues, the fixation (in some countries) of the level
of buying and selling rates for exchange—on such operations as
these its concern should be entirely for public policy and not at all
for profit.

It is interesting to record that some of those who offered sup-
posedly expert advice to the Dominions from abroad were so con-
fused regarding the proper attitude of a central bank towards profits
and losses that they recommended financial penalties upon the
proposed bank if constitutional limitations upon the note issue were
exceeded. This was the case in South Africa and New Zealand.
Moreover the advice was taken. The legislation might have had
more point if the penalties for disobedience had been imposed upon
the directors or officers responsible; for while the extent of the bank’s
profits ought not to be an important concern to them, their own
financial position must be.
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Capital and Reserve Funds. Private and corporate business
ventures such as commercial banks need capital in their early days
from owners and shareholders in order to start operations; and later
it may be expedient to expand the amount of direct capital invest-
ment in the concern rather than to secure on loan the funds required
for extensions and other purposes. In addition current profits are
often employed, instead of being distributed as dividends, when a
business is growing; if their employment is disclosed in the balance
sheet they appear as a reserve fund (or, in banks, as ‘rest” to dis-
tinguish them from cash reserves), if undisclosed they become secret
reserves. The existence of a large capital and large reserve fund,
secret or disclosed, indicates that much money has been invested in
the concern in the past. In that sense capital and reserve fund give
“strength’’ to a business. Moreover, if past profits have been re-
invested, the possibilities of future profits should be increased.

It must be emphasized, however, that the real strength of a
commercial bank, its ability to meet losses or withstand sudden
demands, is not to be measured by the aggregate of its capital and
reserve funds. Its strength lies in the nature of all its assets viewed
in relation to all its obligations. Its secret reserves and disclosed
reserve fund may enable it to put on a better face in bad times, to
make the balance sheet appear more creditable than would otherwise
be possible. For instance, the ugly words *‘deficit” and “‘impairment
of capital’” will not appear in the balance sheet until losses exceed
these resources. But despite the danger to a commercial bank of
anything which impairs its good name and trustworthiness, the
wording of the balance sheet is a matter of relatively minor impor-
tance. The fundamental strength of a bank lies, we repeat, in the
nature of all its assets viewed in relation to all its obligations.

We are now in a position to ask whether a central bank derives
any benefit from its capital, or from the disposal of profits into a
reserve fund or a secret reserve.

First of all, consider capital. The Commonwealth Bank of
Australia started business with a loan from the Government. This
source of initial funds is not available to private enterprises, but it
is to government institutions; and seems satisfactory for the
purpose of making the expenditures necessary for beginning operat-
jons. From this point of view we conclude that a central bank
does not need capital.
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After twelve years had passed a Government endowed the Com-
monwealth Bank with a capital of £A 4 millions, which might be
increased up to the very large sum of £A 20 millions. The declared
object was to give the bank ‘‘due standing and power."”2?® We shall
consider later how far it is desirable to dress a central bank up like
a commercial bank in order to give it standing. As for giving it
power, it is, as we have seen, very doubtful whether the power even
of a commercial bank is increased by its capital; but it is certain
that capital gives no extra power to a central bank except in a very
special sense described in the next paragraph. It has the right to
issue legal tender money. It therefore has the power, by creating
the money, to purchase whatever assets it needs and to pay what-
ever debts it incurs.

However, in a peculiar sense the raising of capital and the
accumulation of a reserve fund may assist a central bank. It makes
the local banks and capital market more dependent upon the
central bank’s support and more susceptible to its control. When
the central bank accumulates profits or receives subscriptions
to its capital, the funds involved are, in effect, withdrawn from
the capital market; and these, in this age when most payments
are made by cheque, will come from the cash reserves of the com-
mercial banks. Normally the central bank will proceed to buy
securities in the open market, thus restoring the commercial banks’
reserves, in order that general financial stringency shall not result
from the increase of its capital or undistributed profits. In short, it
will indirectly create the funds utilized for its capital or profits. In
doing so it accumulates securities or other assets. In this way it
acquires a greater quantity and, perhaps, a greater variety of assets,
any of which can be disposed of if the bank, in the future, wishes to
restrict and regulate the financial system.?

9The Hon. Earle Page, The Commonwealth Bank Bill, speech in the House of
Representatives (Melbourne, June 13, 1924), p. 30.

UThere are many combinations of possibilities regarding the final outcome of
raising capital or accumulating reserves. It depends upon who subscribes the
capital, who would get the profits if they were distributed instead of accumulated,
what sort of securities the central bank purchases in order to replenish the reserves
of the commercial banks, whether these securities carry a higher yield than central
bank stock (if such stock is sold to the public and the dividends on it are legally
limited) and so forth.

Incidentally, it may be noted that the transfer of note issuing powers from
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Secret Reserves. The directors of a commercial bank may dis-
pose of undistributed profits either in the form of a disclosed reserve
fund or in the form of an undisclosed or secret reserve. The direc-
tors of the central banks of Canada, New Zealand, and South Africa
are instructed, by constitution, to follow ‘‘ordinary banking prac-
tice’ in making provision for bad debts and other eventualities; and
the Governor of the Reserve Bank of South Africa has quoted this
to explain his accumulation of secret reserves.?? It appears that the
Reserve Bank of New Zealand has also engaged in this practice.?

It is a matter of controversy whether it is expedient, indeed
whether it is moral, for the directors of a private bank or other
private enterprise to employ the device of a secret reserve. Should
directors have the right to conceal the full extent of a company’s
profits and losses? Is it, in the long run, in the interests of the
public or the shareholders that such information should be with-
held? Whatever be the answers to these questions in the field of
private finance, there is little room for argument when they are
applied to public concerns. Surely the fullest, clearest, and most
truthful financial statement ought to be given. Only by such means
can a check be kept upon the bureaucratic use of public money.

Conclusion. The general conclusion of these rather disconnected
comments is to emphasize the difference between commercial bank-
ing and central banking. This difference is generally accepted
nowadays amongst those who write about central banks and those
who operate them. But the difference is greater than many people
seem to believe; and thus it comes about that, on a number of quite
important points, the accepted principles of central banking are out
of harmony with modern practices.

The differences between commercial and central banking are
both political and financial. On the political score, it must be recog-
nized that at the present time a central bank is one of many organs
by which the modern state regulates economic life. Each organ of

the commercial banks to the central bank confers new power to the central bank
in the same sense as subscription to its capital. So do the deposits which com-
mercial banks make in a central bank. These matters are discussed in more
detail in later chapters.

BReport of the General Meeting, 1932, p. 16.

8D, 0. Williams, ‘The Reserve Bank of New Zealand (review of the Report
of the First Ordinary Meeting)” (Economic Record, vol. XI, no. 21, Dec., 1935,
pp. 272-6).
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regulation has its own peculiarities, adaptations to its environment
and purpose; and central banks must have their own distinctive
features. In principle and performance, however, they must re-
main organs of state control; not private corporations presided over
by groups of persons who, however good their intentions, are legally
irresponsible.

On the financial score, also, the cleavage between central and
commercial banking in the modern world runs very deep. Quite
enough has been said to illustrate the paradox that while the balance
sheet of a central bank is similar to that of a commercial bank, the
two types of institution differ widely. Each usually has a capital and
reserve fund, receives deposits, invests in liquid assets, and keeps a
cash reserve; but the cash reserves are of a different nature, the
liquidity of the assets serves a different purpose, the volume of the
deposits changes upon different principles,? and the capital and
reserve fund impart a different sort of strength. The fundamental
difference lies in the fact that a commercial bank is essentially
an intermediary, receiving funds on the one hand and distribu-
ting them on the other, while a central bank is essentially a
source both of legal tender money and of cash reserves, in the first
instance for the commercial banks and thus ultimately for the
financial system at large and the general public. Thus to commer-
cial banks the acquisition of capital, the building up of reserve funds,
and the right to issue notes actually give power to make more loans
and investments; to central banks these things give, not more power
in the absolute, but only more power to expand loans and invest-
ments without causing undesired inflation.

Terms such as capital, reserve funds, deposits, liquidity, and the
rest, are thus likely to be misleading when they are applied to cen-
tral banking. And yet there is something to be said for a public
institution which parades as a commercial one in a world which is
not fully committed to state control and in a financial community
that is generally opposed to state intervention. A freak never gains
prestige; and much of a central bank’s effectiveness depends upon
its persuasiveness. Thus some good may be done by creating a
machine of monetary control which looks rather like a commercial

#¥As part (3) of this Introduction showed, the deposits of a central bank can
usually be increased or decreased by its own open market operations. In the case of
a commercial bank, the volume of its deposits is not directly under its own control.
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by groups of persons who, however good their intentions, are legally
irresponsible.

On the financial score, also, the cleavage between central and
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enough has been said to illustrate the paradox that while the balance
sheet of a central bank is similar to that of a commercial bank, the
two types of institution differ widely. Each usually has a capital and
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cash reserve; but the cash reserves are of a different nature, the
liquidity of the assets serves a different purpose, the volume of the
deposits changes upon different principles, and the capital and
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difference lies in the fact that a commercial bank is essentially
an intermediary, receiving funds on the one hand and distribu-
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source both of legal tender money and of cash reserves, in the first
instance for the commercial banks and thus ultimately for the
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cial banks the acquisition of capital, the building up of reserve funds,
and the right to issue notes actually give power to make more loans
and investments; to central banks these things give, not more power
in the absolute, but only more power to expand loans and invest-
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rest, are thus likely to be misleading when they are applied to cen-
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%As part (3) of this Introduction showed, the deposits of a central bank can
usually be increased or decreased by its own open market operations. In the case of
a commercial bank, the volume of its deposits is not directly under its own control.
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bank; which has a board of directors, which makes profits and
seems to be in a position to withstand losses.

But it would clearly be inexpedient, if monetary control is the
object, to sacrifice any essential principles in order to pander to
prejudices. Moreover, the impression must not be left with the
reader that those who erected the Dominion central banks fully
realized the incongruities and anachronisms of the accepted form
of central banks. From what evidence is available it seems that
many expert advisers, together with the political leaders who intro-
duced central banking legislation, acted in the belief that the ac-
cepted form of constitution was a necessary adjunct of accepted
central banking practices. It was not generally realized how much
of the accepted form was a remnant of the days when certain of the
older central banks, and notably the Bank of England, were chiefly
concerned with ordinary commercial banking business.
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CHAPTER 1

THE CAPITAL MARKET AND THE RESERVE BANK OF
SOUTH AFRICA

N the past forty years the whole of the economic structure of
modern South Africa has been built upon a foundation of gold.

It would be difficult to find another country so far from the pioneer
stages of development and yet so dependent upon a single com-
modity. Nowadays the proportion which gold contributes to the
value of South African exports surpasses two-thirds. Probably a
not much smaller proportion of the national income is derived from
gold mining together with occupations more or less dependent upon
it. Apart from mining and these occupations the country is still,
despite considerable tariff protection for certain local manufactures,
largely agricultural and pastoral. The population is thinly spread,
except for its concentration in the mining areas and at the sea ports.

(1) FINANCIAL INSTITUTIONS!

Commercial Banks. Through their widespread system of
branches the South African banks do business of considerable
variety. In the British tradition, they regard as their proper con-
cern the extension of short term, self-liquidating commercial credit:
but the South African economy, with its dependence upon gold
mining on the one hand and agricultural and pastoral activities on
the other, offers limited opportunities for lending of this type. Ac-
cordingly, the banks normally ‘‘advance money for all purposes,
long term, intermediate and short term, under the cloak of ‘over-
drafts’ which are nominally payable on demand.””? The chief banks
seem willing to devote amounts equal to their capital, reserve funds
and a portion of their savings deposits to loans which might pro-

1See E. H. D. Arndt and C. S. Richards, “The Banking System of South
Africa’ (Foreign Banking Systems, edited by H. Parker Willis and B. H. Beckhart,
New York, 1929); also E. H. D. Arndt, Banking and Currency Development in
South Africa (1652~1927) (Cape Town, 1928).

SArndt and Richards, *‘Banking System of South Africa,” p. 978.
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perly be considered long term. However, with economic diversi-
fication opening up new demands for shorter term credit, it is said
that the banks have been allowing an increasing amount of the
longer term accommodation to pass into the hands of insurance
companies and other institutions which can more safely undertake
long term commitments.

The banks supply loans to finance stock exchange transactions;
a margin of 50 per cent usually being required even on well-seasoned
securities paying dividends, and higher margins upon less satisfac-
tory collateral. The banks also discount bills of exchange, operate
current accounts, undertake collections on behalf of their customers,
and provide a market for foreign exchange. In addition, they per-
form a number of services not so typical of commercial banking but
indicative of the relatively unspecialized and undeveloped state of
financial organization in the Union. For instance, they undertake
the management of estates. Each of them has a savings department,
the funds of which are merged into the general business of the bank.

The degree of banking concentration is very high indeed. At
the end of 1936 two banks controlled £SA 174.3 millions out of the
£SA 181.0 millions at the disposal of the eight South African com-
mercial banks. A further £SA 4.8 millions belonged to a third bank,
so it can be seen that the remaining five, controlling less than
£SA 2 millions, were of little financial importance. The figures just
given may exagyerate the importance of the larger banks because
much of their business, perhaps more than half in the case of Bar-
clay’s (Dominion, Colonial, and Overseas), is done outside the
Union. Official figures do not reveal the exact comparative situ-
ation of the banks’ local business: but at the end of 1936 the eight
commercial banks had made loans and advances in the Union of
some £SA 44 millions, and the total loans and advances of the six
smaller banks amounted to less than £SA 3 millions. Thus it is
clear that the two big banks do the vast majority of the business of
the country.

The head office of each of the three important banks is outside
the Union. The two biggest have their head offices in London: the
Standard Bank of South Africa and Barclay’s (D.C. and O.). The
Netherlands Bank has its main office in Amsterdam. The two
British banks used to keep most of their liquid resources in London.
They used to look to London as a source of liquidity, lacking both
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marketability and self-liquidation in so much of their South African
business; and they also looked to London as a repository for surplus
funds which, in the absence of a suitable demand for loans, could
only with difficulty be disposed in the narrow South African capital
market. Recently, however, and more particularly since the de-
preciation of sterling in 1931, the banks have become accustomed
to keeping an approximately balanced position, their assets in the
Union roughly equalling their liabilities there. The existence of the
Reserve Bank, a local source of liquidity in time of need since 1930
at any rate, has no doubt influenced their behaviour. But old
customs still prevail to the extent that they apparently consider
their capital and reserve funds to be domiciled in London so that
their assets held in liquid form in that centre far exceed their
liabilities there (excluding capital and reserve).

An accompanying table indicates the chief assets and liabilities
of the banks.

CHIEF ASSETS AND LIABILITIES OF COMMERCIAL BANES OPERATING IN
SOUTH AFRICA*

December 31, 1037

Total In the Union

Assets £SA 000.000 £SA 000,000
Balances with the Reserve Bank................ 16.9 16.9
Union Government securities................... 10.6 10.2
British and Colonial Government securities....... 33.2 ..
Billsunderdiscount................ccoiiiia... 17.2 .9
Loansandadvances...............cco0vinnnnnn 66.8 48.3

Liabslsties
Capital paidup............oooviii i, 8.2 0.1
Reservefund.............coiiiiiiiiiennnnnn. 5.4 0.1
Savings bank deposits. . .................. ... 16.8 5.8
Fixed deposits. . ........coviviiiinnineennnnns 40.4 21.
Current deposits............oovviinnneinenn. 96.4 65.5

*Figures from the Official Year Book of the Union of South Africa, 1938, pp.
645-6.

Insurance Companies.* In this field, also, there is considerable
concentration. A substantial portion of the business is done by
See E. H. D. Arndt, ““An Analysis of the Investment Policies of Life Insurance

Companies in the Union of South Africa’ (Publications of the University of Pre-
toria, series 111, no. 1, 1937).
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companies with head offices, and their main interests, outside the
Union. At the end of 1934 life insurance companies held in the
Union assets amounting to £SA 59.4 millions. Of these, £SA 17.9
millions were controlled by companies with head offices elsewhere.
A further £SA 24.7 millions belonged to the South African Mutual
Life Assurance Society, and £SA 6.7 millions more to the Africa Life
Assurance Society, Ltd. These were the two biggest South African
companies and there were fourteen smaller ones doing business as
well.

The insurance companies invest large amounts in mortgages.
(In 1934 mortgages represented 29.6 per cent of the assets of the
South African companies.) Most of this is ordinary mortgage busi-
ness, urban and rural; but at least one company, which is part of a
great interlocking aggregation of businesses, has lent more than 50
per cent of its resources on mortgage to associated institutions.
South African law prescribes no regulation of this practice and no
restriction of mortgage margins.

Other outlets for funds are policy loans (14.7 per cent of the
assets of South African companies in 1934) which are popular in
South Africa, ‘‘especially with those who are anxious to avail them-
selves of the frequent speculative opportunities offered by this
country.”* Direct loans to municipalities are an important part of
the business of some companies (9.6 per cent of the assets of South
African companies in 1934); the unusual extent of this business in
South Africa being an indication of the narrowness of the security
market and the prevalence of direct banker-customer relationships.
Another indication is the almost total absence of security holdings
apart from investments in government and municipal issues.

Trust and Loan Companies. Most of the concerns which are
incorporated as trust companies augment their revenues by engaging
in other types of business as well—insurance, auctioneering, real
estate, etc. On the other hand, trustee business is carried on by
individuals, attorneys, the commercial banks, and other concerns.
Itis clear that this business is not highly concentrated or specialized.

4Ibid., p. 15. In private correspondence Professor Arndt added: ‘‘Policy
loans by insurance companies are believed to be largely destined for stock exchange

speculation. They are popular because no questions are asked as to the object
of loans.”
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Land and Agricultural Banks.® The Land and Agricultural Bank
of South Africa was established in 1912 by the Union Government;
and into it were merged similar institutions which, before Union,
had been established in three of the four uniting colonies. The direc-
torate is appointed by the Government. All of its long term funds
are obtained in the form of government grants but it obtains sea-
sonal credit from the commercial banks. Votes of government
moneys have been made annually, almost without exception; their
size depending upon the contemporary affluence of the Government
and, at times, upon the urgency of agricultural needs.* Funds are
supplied for most agricultural purposes, with the notable exception
of breeding and fattening livestock. They are made available to
individual farmers and to co-operative societies. In 1934 and 1935
there was some discussion of a proposal that the Land Bank
should be converted into a mortgage bank with a board of directors
independent of the Government.” The proposal never got very
far, however; perhaps chiefly because an independent bank could
not have supplied funds to the farmers as cheaply as the Govern-
ment.

Agricultural credit is supplied directly by the Government for
certain purposes. The Lands Department makes advances to set-
tlers for the purchase of land; the Irrigation Department provides
funds for large irrigation projects.

Savings Banks.® Savings deposits are accepted by several types
of institution. These are shown in a table on p. 50. The savings
banks include four ‘‘people’s banks,” which are run on the semi-
cooperative lines followed by credit unions in other countries.
Their main object is to give assistance to people who might be
forced to borrow from money-lenders at exorbitant rates. Another
savings bank is operated as a department of the Africa Mutual Trust
and Assurance Company, Ltd.

The money obtained by the Government through the Post Office

SA number of articles on agricultural credit by E. H. D. Arndt and others will
be found in the South African Journal of Economics, vols. I-IV.

8See an article in the London Statsst, Nov. 14, 1931.

'See Report of the Commission on Co-operation and Agricultural Credit, 1934
(U.G. 16,'34); also article in the Cape Times, Jan. 24, 1935.

$See E. H. D. Arndt, Banking and Currency Development in South Africa
(1652-1927) (Appendix on ‘“The Rise of Savings Banking in South Africa).

[
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SAVINGS DEPOSITS IN VARIOUS SOUTH AFRICAN INSTITUTIONS®

£SA 000,000
Post Office Savings Bank (1935-6)...............cccc0oevvvnnannn 16.2
Current accounts.. . ...oovvvnennriiniineeneennn 13.0
Certificate accounts..........covvevevnnoccannans 3.2
Union Loan Certificates outstanding (March 31, 1937)........... 8.4

Deposits in savings departments of commercial banks (December

3 T L & £ 5.5
11 savings banks (1935-6)...........ccviieriiineniiianns veeee 2.7
69 building societies (1934-5)........ccccvtiiiarriineniennenss 14.1

*Figures taken from the Official Year Book of the Union of South Africa, 1937,
chap. xvI.

Savings Bank and the issue of loan certificates is not allocated to
any specific purposes but simply goes into the consolidated fund.
Likewise, the savings deposits of the commercial banks are merged
into the general funds of the banks. More than two-thirds of the
assets of the savings banks are in the form of loans against mortgage
and other collateral; but they also have some securities, which in
1935-6 amounted to about £SA 0.5 millions.

Building Societies. These are amongst the most successful
forms of credit institution in South Africa; and in recent years their
business has expanded rapidly. At the end of 1935 there were 69
companies in operation; 51 being permanent and 18 terminable.
Their chief assets and liabilities were distributed as the table shows.

CHIE® ASSETS AND LIABILITIES OF 69 BUILDING SOCIETIES OPERATING IN
SOUTH AFRICA*

(1934-5)

Assels £SA 000,000
Loams. . ittt i i i e e et a e e 26.0
Fixed property. .. ... .ottt iiiiiiiiieieenns 1.2
Cash on fixed and currentaccount. . ..........covvvveeenennnnn 1.9
Securities (government, municipal, and other).................. 3.6

Liabilsties
Paid-upcapital. ........cciiiiii i e 15.8
DEPOSIES. . vveeee et i i iae 14.1
Reserve fund.........ccoiiiiiiineeininnneeeiereoonnsenanann 1.3

*Figures compiled from the Official Year Book of the Union of South Africa
1937.

The societies operate under legislation which prescribes the type of
loans which they may make, the security which must be taken
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against loans, and the minimum proportion which their capital and
their liquid assets (cash and secuntxes) must bear to their deposit
liabilities.
(2) THE CAPITAL MARKET

Market for Mining and Industrial Shares. The attention of
South African investors, big fish and small fry alike, is directed
toward the Johannesburg stock exchange. In that centre is con-
centrated most of the dealing in the securities of mining and other
industries. Transactions on the Johannesburg exchange must far
exceed those associated with any other financial business in the
Union. This exchange is a focus of national interest; at once reflect-
ing and diffusing the country’'s fortunes. South Africans have a
strong speculative impulse; a trait held in common by people in
newly exploited areas of rich resources and especially in areas associ-
ated with gold mining. Timid souls may salt their savings away
in government securities; but this is generally left to trustees and
others whom the law forbids to flutter. And when times are boom-
ing even the timid may be tempted to divest themselves of their gilt-
edged securities® and go in for gold.

The Johannesburg exchange offers a broad market for trading in
the issues of private companies; but it is not the sort of market
which easily lends itself to influence by a central bank. Stock mar-
kets are always liable to speculative extremes, especially those
associated with mining ventures. Modern experiments in the con-
trol of stock market activities relate to the volume of speculation
and the trend of prices on the one hand and to the quantity and
quality of new issues on the other. The South African market would
provide, not only the normal problems which beset any attempt to
regulate or regularize an essentially speculative business, but also
special obstacles to both forms of control.

The prices at which shares are traded would be specially intrac-
table in South Africa for two reasons. Most of the active shares are
traded equally easily on the ‘‘Kaffir market” of London and may
also find a market in Paris and elsewhere. They move freely in and
out of the country. A South African authority which attempted
to ‘“‘curb undue speculation” or to ‘‘restrain an unjustified rise of

'Cf. E. Landsberg, ‘‘The Present Position of Investment Funds and Govern-

ment Loan Expenditure in South Africa” (South African Journal of Ecomomscs,
vol. IV, Sept., 1936, p. 347).
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prices’’ on the exchange would be faced with the problem of modi-
fying or offsetting the actions of traders half the world away. Fur-
ther, the technique of restraint which is orthodox (and almost
invariably ineffectual) is the restriction of credit and the increase of
local interest rates. The effectiveness of these measures would be
specially small in South Africal® because, for special reasons, the
proportion of trading for cash is higher there than elsewhere, the
proportion of stocks bought on margin is lower, and the amount of
credit required to support a rising market is less. Moreover, some
of the sources of credit are remote from central bank control. Al-
though the greater part is normally secured from the local banks,
credit ‘to finance speculation may also be obtained, particularly in
prosperous times, from two other places. At home there are the
accumulating profits of gold mining groups and other companies
and the policy loans of insurance companies; abroad funds may be
borrowed through the foreign offices or agencies of the local brokers
"and traders.

So much for the control of prices, a topic sufficiently remote from
possibility to have received little discussion. Regarding control of
new issues more has been said.!! The task of a supervisory or cen-
soring body is difficult in any country; it is more difficult in a coun-
try which is dependent upon the exploitation of natural resources;
it is most difficult when those resources are minerals. And more-
over, even if a body existed to exercise wise discrimination over the
new issues, interested parties might escape the censorship, possibly
at some expense, by floating their issues in London or elsewhere
instead of in Johannesburg. For these reasons, and perhaps for
others as well, the control of the most important section of the
South African capital market has generally seemed impracticable.
On the other hand, precisely the reasons which make control difficult
also make its introduction desirable; and because large numbers of
the public invest in stocks, measures to protect them against abuses
are the more justifiable.

10See M. H. Emdon, ‘‘Credit Facilities on the Johannesburg Stock Exchange"
(South African Journal of Economics, vol. 111, 1935, pp. 43-56).

uE g, E. H. D. Arndt, “‘Safeguarding the Investor'’ (Publications of the Uni-
versily of Pretoria, ser. 111, no. 6, 1938). C. G. W. Schumann, Structural Changes
and Business Cycles in South Africa (London, 1938), p. 336, goes so far as to
suggest control of speculation.
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Mining Groups. If it is true that the economic structure of
South Africa has been dominated by gold mining, it is equally true
that the development of mining has been dominated by about ten
important financial groups. Their names are internationally fa-
mous: the Central Mining—Rand Mines Group; the Anglo-American
Corporation of South Africa (which has drawn transatlantic support
from the J. P. Morgan interests); the Union Corporation; the New
‘Consolidated Goldfields of South Africa (which is,the outgrowth of
the interests of Cecil Rhodes); and others. Such groups as these
have access to the lending resources of the several great capital
markets of the world.

The interests of the groups, while originating in gold mining,
have spread far beyond. The activities of the Johannesburg Con-
solidated Investment Company may illustrate their diversity. At
the general meeting in November, 1936, the chairman called atten-
tion not only to the fact that companies in the group were producing
one-quarter of the output of gold on the Rand, but also to a number
of other ventures. The interests of the group extended into the
production of cement, three collieries, diamond mining, copper
fields, platinum mines, a carbide company, a brewery, and two
hotels. Most diverse in its interests is the New Consolidated Gold-
fields, Ltd. Pages of print would be required to enumerate its
ramifications.

When a new enterprise is being undertaken by a group it will, in
all probability, eventually emerge as a joint stock company on a
more or less independent basis. But it will be initiated and in its
embryonic stages it will probably be completely owned and directed
by the group. The expenses of exploration or organization will
probably be financed out of current or accumulated profits, or from
other sources. When it is approaching or has reached the stage of
being a going concern, shares in it will be sold to the public. The
group will retain some of the shares and the right to appoint some,
although usually a minority, of the directors. The influence of these
directors is usually greater than their minority position suggests.?

It must not be inferred that all gold mining development, far less
all the development of other industries, has been undertaken and
initially financed by the groups. This would be far from the truth.

uL. C. A. and C. M, Knowles, The Economsc Development of the British Overseas
Empire (London, 1936), vol. 111, “The Union of South Africa,” pp. 233-4.
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A number of independent companies have been formed and are
successfully operating. Especially in prosperous times, when the
stock market is rising, it is possible to float independent issues.
Nevertheless, a description of the financial organization of South
Africa which did not lay great emphasis on the groups would be ill-
balanced.

Market for Government Stock, Debentures, and Bonds. The nar-
rowness of this market stands in contrast to the breadth of the South
African share market; indeed the importance of the latter is clearly
one of the chief causes of the inconsequence of the former. The
bonds and debentures which are available fall into three groups.
There are a few industrial debentures; but the supply is almost
negligible because of the predominance of the share as a method
of obtaining funds. There are the issues of various municipalities
and official boards and commissions, some of them with a very high
credit standing. And lastly there are securities which are issued or
guaranteed by the Union Government itself. No securities are
issued by the four provinces, all borrowing on their behalf being
done by the central Government.!s

Dealings in these securities are chiefly in Cape Town, where local
members of the Johannesburg exchange meet in the premises of the
Cape Town exchange which was disbanded in 1926. The list of the
institutions which participate, frequently (let alone constantly)
buying and selling in the market, is as limited as the list of securities
in which they-deal. The commercial banks at the end of 1936 held
less than £SA 13 millions of securities of various sorts in South
Africa. The head offices of the two predominant banks are in
London, and it is in that centre (the balance of payments permitting,
as it usually does) that they are accustomed to hold most of their
marketable assets. The amount of securities which they held in
South Africa in 1936 was much larger than usual; yet three or four
times that amount was held in London. Other purchasers of deben-
tures in South Africa are the insurance companies. At the end of
1935 they held £SA 11 millions of Union government and £SA 6
millions of local government securities; and £SA 1 million of miscel-
lanequs issues. Other investors include trust funds, companies, and
individuals. Most important are the Public Debt Commissioners.

UFor a summary of the number of issues of various types listed on the Jo-
hannesburg exchange, see Arndt, Safeguarding the Investor, p. 28,
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They probably hold more than half the internal debt of the Union,
which at the end of March, 1936, was £SA 128 millions. Their total
holdings amounted to more than £SA 100 millions. In general, gilt-
edged securities are bought and held, in South Africa, as invest-
ments; and the greater part of the issues are thus immobilized.

All these things point to a narrow unresponsive market. That
such a situation exists was amply demonstrated by recent events.
Between 1933 and 1937 the prosperity of the country produced
embarrassment in the gilt-edged market. The Government gained
sufficient revenue from the booming gold mines and a prosperous
country to be in a position to redeem debt rather than to float new
issues. Meanwhile the banks, insurance companies, debt commis-
sioners, and trustees, forced by prudence or by law to invest in
trustees securities, sought outlets for their rapidly accumulating
funds. Acute shortage of local securities might have arisen had not
the Government adopted the expedient, facilitated by a heavily
favourable balance of trade, of redeeming debt in London and float-
ing new issues in South Africa.

Bill Market and Short Term Lending. The first of these two
topics is only named by courtesy; for in spite of years of exhortation
and effort the Reserve Bank produced nothing that can be called a
local market for bills. Its unsuccessful attempts are described later
in this chapter. Much of the external trade of the Union apart
from gold is, of course, financed by means of bills; and at any time
a number of these will be owned by the commercial banks and a few
of them by the Reserve Bank; but in so far as these bills circulate
in any market it is in London and not in the Union. Time was,
apparently, before the collapse of the diamond boom in the eighteen-
eighties, when much internal trade was financed by bills: but the
collapse gave such a blow to credit that merchants for some time
dealt with each other only on a strictly cash basis. With revival in
the eighteen-nineties, based upon gold, the system of borrowing
from the banks on overdraft was widely introduced; and came to
stay.® Indeed, many of the banks’ loans, particularly in the rural

URoughly estimated from figures in the Official Year Book of the Union_of
South Africa, no. 17, 1934-5; and from others given by Landsberg, “Investment
Funds and Government Loan Expenditure in South Africa,” pp. 348-9,

1A, Plant, ““The Relations between Banking and the State in the Union of
South Africa" (London Essays in Economics sn Honour of Edwin Cannan, edited
by T. E. Gregory, London, 1927, p. 87).
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areas, are unsecured, or secured only by such illiquid collateral as
mortgages on land.*® Even call loan rates, which considering the
high development of the Johannesburg stock exchange might have
been expected to be extremely sensitive and responsive, are subject
to special arrangements between bankers and their customers and
apply to a relatively small volume of loans.!”

Various rates are paid for deposits received upon different terms
and conditions by several types of institution. The commercial
banks receive fixed deposits from business clients; and personal
savings may be deposited in their savings departments, in the sav-
ings banks, in the Post Office Savings Bank, and in other institu-
tions described in the preceding section of this chapter. The rates
on deposits are quoted by various institutions, and are available to
all clients. The commercial banks move their rates only after agree-
ment amongst themselves and there is similar consultation between
most of the other institutions. To some extent there is competition
between the various types of depository, and rates in general tend
to move in concert, although sluggishly.

Treasury bills are issued by the Union Government; but there
is no market for them, practically all the bills being held until
maturity by the original purchasers. The rate on these bills has
never been determined by competitive tenders, but always by the
Treasury, no doubt in consultation with the Reserve Bank. They
are distributed to the banks and Public Debt Commissioners and,
when the volume suffices, to other applicants. An important func-
tion of the treasury bills issued to the banks is that they facilitate
semi-annual lease payments by the mines to the Government. The
mines accumulate balances at the commercial banks in fixed deposits
maturing on the dates of lease payments; while the banks invest in
treasury bills maturing on the same dates. On these dates, there-
fore, the fixed deposits and the bills disappear simultaneously, so
that payments are made without any disturbance to the market.

17bid. Professor Plant says that, at the end of 1921, two-fifths of all bank
loans and advances in South Africa were unsecured; and he associates the diffi-
culties and eventual demise of the National Bank with this state of affairs. The
Official Year Book shows that at the end of 1935 the proportion was less than
one-seventh.

1"M. H. de Kock, The Functions and Operations of Central Banks with Special
Reference to the Soith African Reserve Bank (Cape Town, 1929), pp. 42-3. See
also Emdon, ““Credit Facilities on the Johannesburg Stock Exchange.”



CAPITAL MARKET OF SOUTH AFRICA 57

Foreign Exchange Market. The price of foreign currencies has
never since the formation of the Union, and probably not before
that, been proximately determined by the interplay of demand
and supply. It has never been directly dependent upon the
competitive bidding of buyers and sellers. The rate has never
been a market rate, but has always been published by the commer-
cial banks, following the lead of the Reserve Bank and before its
establishment by agreement between them. Indeed, widespread
dissatisfaction with the behaviour of the commercial banks in this
regard was one of the immediate causes of the establishment of a
central bank. To some extent the Reserve Bank has fulfilled the
hopes of those of its sponsors who wished for more competition in
the market.

Neither before nor since the establishment of the Reserve Bank
have all foreign exchange transactions gone through the machinery
which has just been described. Various big exporters have from
time to time disposed of their exchange outside the banks; but the
practice has seldom been of much importance. The diamond pro-
ducers developed the custom, before the War, of selling the sterling
exchange which they acquired to big importing houses and to muni-
cipalities with obligations in London. The rate agreed upon was
midway between the banks’ buying and selling rates; so that each
party saved half the spread set by the banks. The latter have
naturally discouraged such devices for dispensing with their ser-
vices. To the largest sellers of all, the gold mines, which today by
agreement sell their product to the Reserve Bank, they used to
offer a rather better price than to other sellers of sterling. The
mines, on the other hand, were afraid to ‘‘shop round” for still
better prices because, with so much to sell, they faced the possibility
of having to dispose of a residue to the banks on disadvantageous
terms. Much more recently, in 1933, it is reported that the banks
have incurred unpopularity by refusing their services or by imposing
extra charges upon the accounts of any clients who operated a
private exchange business.!®

The rates quoted by the Reserve Bank, and followed by the
commercial banks, must over periods of years conform to the general
movements of supply and demand; but for shorter periods they can

BFinancial News (London, Jan. 8, 1934). The remedy proposed was an
extension of the activities of the central bank.
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and do remain largely immobile. The policy usually followed by
the central bank is to maintain stable relationships between the
South African pound and sterling. The exchange rates quoted by
the Reserve Bank are for telegraphic transfers; and a spread of
4 per cent is maintained between buying and selling rates. This
spread is wide enough to allow some competition amongst the banks
who might buy and sell at rather finer rates; but they are not ex-
pected to do so nor is their position, as chronic purchasers of
exchange from the Reserve Bank, such as to require dealings be-
tween them. There are no exchange brokers in the market. The
purpose of the artificially wide spread maintained by the Reserve
Bank is not to permit competition but to discourage speculative
influxes and effluxes of funds. In practice it contributes to the
profits of the banks, central and commercial. In New Zealand,
where the central bank has habitually published rates with a similar
spread vis-A-vis sterling, the commercial banks have usually pub-
‘lished rates with a spread narrower by half.

If it had to rely upon accepted means of control the Reserve
Bank might be hard put to it to maintain its policy of exchange
stability; for the success of accepted operations depends, as the In-
troduction indicated, upon the existence of a well-developed market,
and this does not exist in South Africa. But actually control is possi-
ble. The dealings were so highly concentrated, so nearly monopoliz-
ed, that when the central bank arrived, supported by the strong arm
of the Government, it found relatively little difficulty in persuading
the banks to adjust their rates tosuitits policy. The central bank’s
strong position vis-a-vis the commercial banks and its control of the
exports of currently produced gold have given it the necessary influ-
ence over short term movements of the exchange. Whether it isin a
position to affect the more fundamental economic forces which, over
periods of years, influence the rate, we are not, at this stage, ready
to decide.

(3) THE SOUTH AFRICAN RESERVE BANKY

The Reserve Bank was established by legislation of 1920 and
opened for operations in June, 1921. Despite the lack of develop-

19See Arndt, Banking and Currency Development in South Africa (1652-1927);
also de Kock, Functions and Operations of Central Banks; also (Sir) Henry Stra-
kosch, ‘‘The South African Reserve Bank’ (Economic Journal, vol. XXXI, 1921,
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ment in the South African capital market, the Bank’s constitution
strictly followed accepted precepts. But in contrast to the central
banks subsequently established in other Dominions, they were pre-
cepts with an American stamp. From the following brief descrip-
tion it will be clear to anyone familiar with the Federal Reserve
Banks, established eight years earlier in the United States, that the
Reserve Bank of South Africa bore a family resemblance to them
in matters concerning the directorate, the penalty for suspension
of the regulations governing gold reserves, and the relationships
between the central and commercial banks. Regarding other mat-
ters “‘a careful comparison of the text . .. will show greater resem-
blances to the statutes and provisions of the Netherlands Bank and
the Java Bank.’'?

Original Constitution.* The ownership of shares in the Bank was
partly vested in the commercial banks and partly open to public
subscription. Until a certain surplus had been built up, dividends
were limited to 6 per cent. After that they might be raised to 10
per cent; and, after further additions to surplus, the remaining profit
was assigned to the Government. The board of directors consisted
of eleven members with overlapping terms. The Governor, Deputy
Governor, and three directors were appointed by the Government;
three other directors by the banks; and a further three, to represent
commercial, agricultural, and financial interests, were elected by the

pp. 172-8); also Arndt and Richards, “Banking System of South Africa”; also
Edwin Cannan, ‘‘South African Currency’’ (Economic Journal, vol. XXX, Dec.,
1920, pp. 519-30); also C. S. Richards, ‘“The Kemmerer-Vissering Report and the
Position of the Reserve Bank of the Union of South Africa’ (Economic Journal,
vol. XXXV, Dec., 1925, pp. 558-67); also reports of the Annual Meetings of the
Reserve Bank.

BArndt and Richards, ‘‘Banking System of South Africa,” p. 989. The way
in which the Reserve Bank Bill took shape was described by the Under-secretary
for Finance as follows: “To a very large extent the provisions of the Union Act
were taken from reports issued by the Bank of Java. I drafted the Bill with one
of the Java Bank’s publications and the reports of the American National Mone-
tary Commission beside me. Sir Henry Strakosch revised my drafts with
Professor Kemmerer's A.B.C. of the Federal Reserve System borrowed from Mr.
Samuel Evans beside him. In the course of revision the draft got to resemble
the Federal Reserve Act more closely...” (Evidence before the (Kemmerer-
Vissering) Commsssion on the Resumption of Gold Payments by the Union of South
Africa, U. G. no. 13, "25, qq. 4384-5).

u1Chap. 11 of the Currency and Banking Act, no. 31 of 1920.
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private shareholders. It should be noticed that the Bank was pri-
vately owned and that the government-appointed directors were
in a minority. These were the ways in which the Bank, in accepted
tradition, was to be safeguarded from political influences.

The regulations concerning what the Bank might do were
orthodox. They ensured that it should invest its funds only in
highly liquid, short term assets. The preceding part of this chapter
indicated that these were almost unavailable in South Africa. The
most liberal clause, which certainly cannot be accused of licence,
was that permitting the Bank to invest an amount equal to the
value of its paid-up capital and reserves in Union or other govern-
ment securities with less than two years to run. The remainder of
its powers were scarcely understated by its Governor who said, four
years after its establishment, “If you look at the Reserve Bank. . .,
you will find it extremely limited in what it may do. Really, the
only thing it can do is to discount bills.’'?

The Reserve Bank was given a monopoly of note issue, and the
circulation was subject to rigid restrictions. A minimum gold
reserve of 40 per cent was required, and any issue not backed by
gold had to be backed by commercial paper or trade bills. The
Bank was required to pay a fine to the Treasury if these gold re-
serves, and minimum gold and silver reserves of 40 per cent against
deposits, were not maintained.

The Bank was required to publish the rates at which it would
discount bills. ‘The commercial banks were required to keep on
deposit with it an amount equal to 13 per cent of their demand
liabilities and 3 per cent of their time liabilities (exclusive of their
note issues which were shortly retired).

It is scarcely too much to say that the Reserve Bank was origi-
nally clad, not with powers, but with a strait jacket of accepted
tradition. In the case of South Africa, however, this was under-
standable; and more reasonable than in the case of those Dominions
which adopted somewhat similar legislation at a later date. Sir
Henry (at that time Mr.) Strakosch was largely responsible for the
form as well as the fact of the Bank. He, and not he alone, had
been impressed by the unfortunate accompaniments of War-time
and post-War inflationary finance. Soon after preparing the
Reserve Bank Bill he went, in the autumn of 1920, to participate

nIbid., qq. 3217-25.
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as a South African representative in the International Financial
Conference at Brussels. There, as elsewhere, economists and finan-
ciers were chiefly concerned with the spread of inflation. This ap-
peared to be the result of the unsound policies being pursued by the
politicians. Resolutions were therefore passed favouring the estab-
lishment, in countries where they did not exist, of central banks free
from political pressure.?? It is against this background that the
constitution of the Reserve Bank ought to be judged.

Moreover, South Africa was the first of the Dominions to experi-
ment with a central bank. It is doubtful whether the Federal
Reserve Banks or even the Netherlands and Java Banks were the
best of models. The main object of the Federal Reserve System was
to strengthen and co-ordinate the activities of some thirty thousand
banks; and in South Africa there were only five or six, among which
two greatly predominated. But here again, one must keep in mind
that relatively little was known and less was written at that time
about central banking in a modern sense; and the Federal Reserve
System did represent the product of the most intense labour and
the most exhaustive research that had ever been devoted to the
subject, i.e. the work of the National Monetary Commission.

Whatever may have been the cause of the establishment of a
bank which in its original form was inappropriate and ineffective,
and whatever may be said in explanation, it was inevitable that
changes would have to be made. It is perhaps remarkable, at any
rate in view of comparable experience in New Zealand and Canada,
how little change has occurred in the South African Bank. Never-
theless its authorities have tried with some measure of success to
free themselves from encumbrances and to acquire more power,
partly by persuading the Government to use the Bank’s facilities
to the full, partly by instigating changes in its constitution, partly
by attempting to establish a bill market, and partly by departing
some way from accepted central banking practice. Let us consider
these four lines of liberation.

Government Account. It was some years before the Government
employed the Reserve Bank as its banker. In its earliest years the
Bank was hardly equipped for the task. Evidence before the
Kemmerer-Vissering Commission at the beginning of 1925 disclosed

BLeague of Natsons Publication; The International Financial Conferemce
(Brussels, 1920), Resolutions on pp. 18 and 20.
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that the Government was still using the commercial banks as its
deposito")'v“ partly because these banks could offer jt interest which
the Reserve Bank was forbidden to do by its constitution. The

Report of the Commission recommended that the Government
account be gradually transferred;® and this was done about two
years later.

Constitutional Changes. These changes have progressively,
though perhaps not entirely, removed the difficulties under which
the Reserve Bank originally laboured. The first embarrassment of
which it was relieved was the presence of three commercial bankers
on the directorate.?® Their place was taken in 1923 by three more
directors, making a total of six, elected by the private shareholders.
In his annual speech of that year the Governor said: ‘““The chief
reason for recommending this alteration was that the Reserve
Bank’s business is almost entirely with the other banks . . . and it
was found by the great majority of the Board that it was very diffi-

- cult to discuss the business of the Bank in the presence of customers
who were moreover between themselves competitors. It was also
felt strongly that the Reserve Bank would occupy a better position
vis-a-vis the public, and command more confidence in its decisions,
if it stood on its own basis independent of the other banks.”’*” The
freedom and relief gained by the central bank was all the greater
because the commercial banks were still unfriendly toit. None of
the boards of the other three Empire central banks was ever em-
barrassed by the inclusion of commercial bankers.

The Act which relieved this situation also relaxed for five years
the provisions regarding note issue. A substantial amount of the
securities held, as backing for notes over and above gold reserves,
might, during the period, be in the form of Union or British Govern-
ment treasury bills. In this regard there was some heart-searching,
for the Governor, like most bankers and economists at the time,
believed that the issue of notes should be dependent upon self-
liquidating trade bills, i.e. upon trade itself at one remove. But

expediency triumphed over orthodoxy. And the lapse was only to

UEvidence before the (Kemmerer-Vissering) Commission, qq. 3158-71.,

Report submitted by E. W. Kemmerer and G. Vissering on the Resumpison
of Gold Payments by the Union of South Africa, U. G. no. 12, '25, p. xxix.

#Currency and Banking Amendment Act, no. 22 of 1923.

37 Report of the General Meeting, 1925, pp. 7-8.
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last for five years: by that time the Governor hoped to have built
up a commercial bill market.?

The same Act further facilitated the easing of credit conditions
by reducing the reserves which the commercial banks had to hold
with the Reserve Bank from 13 per cent to 10 per cent of their own
demand liabilities.

The Kemmerer-Vissering Commission included in its Report
(1925) some recommendations for the extension of the Reserve
Bank's powers. The Government, however, took no imisediate
action. No doubt they feared difficulties from the Labour group
upon the support of which they depended and which was advocating
nationalization of the banking system. An amending Act was
passed, however, in 1930.2 The most important clauses in this Act
both relaxed those restrictions which allowed the Reserve Bank to
lend against none but short term collateral and also permitted the
Bank to invest its capital and surplus in Union Government securi-
ties of any currency, the two year limit being abolished. This con-
siderably enhanced the Bank’s power to give financial assistance;
and the results are evident in a comparison of the credit which the
Bank was able to create to meet the stringency of 1931-2 with what
it had been able to do in 1929. The difficulties encountered in sup-
porting the commercial banks in the earlier period were influential
in persuading the Government to enact the change. Moreover, the
Bank’s new power to deal to some extent in long term securities
brought it into closer touch with the other financial concerns, such
as the insurance companies, trust executors, and so forth.

The Union’s abandonment of the gold standard was made the
occasion for further changes.?® The requirements regarding gold
reserves were reduced by one-quarter. The Bank was empowered
to buy and sell foreign currencies for the purpose of preventing

1Jbid., pp. 4-7; also see Arndt, Banking and Currency Development in South
Africa, p. 440. The provision did actually lapse, as intended, in 1928 (de Kock,
Functions and Operations of Central Banks, p. 41).

*Currency and Banking (Further Amendment) Act, no. 26 of 1930.

3The Legal Tender, Currency, Exchanges and Banking Act, no. 9, 1933.
Mention might also be made of an Act (no. 48, 1931), consequent upon England'’s
departure from the gold standard, giving the South African Government emer-
gency powers over currency, banking, and exchanges. Much of the earlier Act
was reproduced, for periods of emergency, in the later.
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undue fluctuations in the South African pound; and the Government
undertook to reimburse it for any loss incurred in these operations.

Encouragement of a Bill Market. Until 1930 the rigorous limita-
tion of the business which the Bank might conduct made it impera-
tive that all possible steps should be taken to encourage the estab-
lishment of a bill market. Only in such an environment could it
initiate any appreciable influence within the credit structure of the
country. In the early nineteen-twenties a market for commercial
bills was regarded generally, and especially in London, as the
natural habitat of a central bank; and the tradition and experience
of the Bank of England, from which the first Governor of the
Reserve Bank came, related to the regulation of such a market.

The objective, therefore, seemed wholly desirable. Nor was
there, at that time, any strong deterrent, any example of failure in
a similar enterprise. The unsuccessful American attempt to estab-
lish a self-sustaining market in “‘acceptances’ (as they are called in
New York) had yet to be undertaken. In London, even, there was
little appreciation of the greatest change which the War had wrought
upon the money market, viz. the decline of the commercial bill and
the rise of the treasury bill. The dominance of the latter was
thought in 1920 and 1921 to be abnormal, a passing product of war
finance. For these reasons the attempt to establish a market in
commercial bills in South Africa was natural enough.

None the less it was almost completely unsuccessful. The cam-
paign began immediately the Bank was established. A section of
the annual speech of 1923 was devoted to extolling the benefits, to
bankers and customers alike, of changing from overdrafts to bills.
The same theme recurred the next year.®® In 1925, pecuniary ad-
vantages were offered in the form of a discount rate 1} per cent
below the going rate on overdrafts; and the disappointing result of
this offer was that “we have had during two months, I think, a
couple of bills.”’* In 1926 things were little better: ‘I believe that
the habit of using bills instead of the open account is slowly growing,
but ‘Oh! how slowly dawns the light!" '3 In 1929, despite the fact
that a large number of export bills were being rediscounted at the
Bank, there was still no sign of a real market in bills, local or export.

#Reports of the General Meetings, 1923, pp. 10-11, and 1924, p. 2.
8Evidence before the (Kemmerer-Vissering) Commission, qq. 3248-9 and 3186.

B Report of the General Meeting, 1926, p. 4.
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What was apparent had to be accepted. “There is no bill market.
Discount brokers, bill brokers, underwriters, et id genus omne, are
not among the fauna of this country.”

Experience regarding Union treasury bills has been rather more
satisfactory.® It has never been possible to establish a market in
which these bills are traded; they are usually held by the original
purchasers until maturity. On the other hand it was possible to
persuade the Union Government to issue them. The commercial
banks, unsympathetic to the project and fearing a loss of deposits,
initially impeded the issue by raising their deposit rates.’® However,
the first bills were successfully sold in 1927. Originally, as a special
temptation to purchasers, the Reserve Bank offered to rediscount
the bills, at any time more than two weeks after issue, at a rate
1/8 per cent above the issue rate. After a year, however, this offer
was discontinued; and the Bank fixed from time to time a rate at
which it would rediscount. Originally three-month bills only were
offered. More recently six- and twelve-month bills have been sold.
The rate has never been determined by the system of competitive
tenders: it has always been announced, with each offer, by the
Treasury.

Two Departures from Accepted Practice. In 1925 the Reserve
Bank decided to open branches and do a certain amount of ordinary
business in competition with the commercial banks. This was an
experiment which seemed to run counter to English experience. In
the latter part of the nineteenth century and the early part of the
twentieth the Bank of England had been withdrawing from the
commercial connections which it had acquired in days when it was
primarily a commercial bank. With the increase of public respon-
sibilities clashes became inevitable between obligations to clients
and duties to the public; and these were particularly embarrassing
when general policies of credit restriction made it undesirable to
extend accommodation to customers of long standing. Thus English

#W. H. Clegg (Governor of the Reserve Bank), Banking in South Africa, an
Address before the British Association (Johannesburg, Aug., 1929), p. 12. M. H.
de Kock, now Deputy Governor of the Bank, gave a similarly discouraging ac-
count of the attempt to establish a commercial bill market (Functions and Opera-
tions of Ceniral Banks, pp. 40-5).

¥See the account given by de Kock, $bid., especially pp. 42 and 59.

%A, Plant, “The Future of Central Banking in South Africa” (The Banker,
London, vol. V, no. 26, March, 1928, pp. 384-92).
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experience was an argument, which has been used in more than one
of the Dominions, for the complete separation of commercial bank-
ing business from central banking. But South African experience
indicated that the Reserve Bank would never establish control over
rates and the volume of credit unless it went a little way into the
commercial banking business itself. The step was encouraged by
the Kemmerer-Vissering Commission ; although the Governor stated
that his board had determined upon it before the Report appeared.®”

The means by which competition was undertaken was the estab-
lishment of five branches at the main ports and cities in the Union.
These branches were to accept ordinary current accounts from cus-
tomers, and to discount bills for them. By this means the Governor
hoped to build up ‘“‘such a modicum of sound business as will make
our bank rate effective.’”38

The commercial banks, and especially one of the leading ones,
were not unnaturally annoyed. They objected particularly to the
idea that their own reserves, which by law they had to keep on
deposit with the Reserve Bank, were being used in competition
against them.® The Governor did his best to explain the objectives
and the very modest extent of the competition. No overdrafts, the
normal form of accommodation, would be granted: in this way the
Bank hoped to avoid embarrassing obligatiops to regular customers.
It was only to be ‘‘a sort of competition. That is to say, a compe-
tition which has another object than the mere making of money."”4°
After some years the commercial banks ceased to complain, for the
volume of business taken from them was very small. The Reserve
Bank, on the other hand, was in a position to influence the prevail-
ing rate of discount upon export bills. But it is doubtful whether
this was an instrument which gave it much control over the general
interest rate structure of the Union, because of the undeveloped and
unresponsive state of the local capital market.

The second departure from accepted practice was the monopoly

3"Report of the General Meeting, 1925, p. 10.

3]bid., p. 15. .

3de Kock, Functions and Operations of Central Banks, p. 46; also Plant,
Future of Central Banking in South Africa. The suggestion that a central bank
uses the commercial banks’ reserves in competition against them is usually fal-
lacious. See below, p. 180.

OReport of the General Meeting, 1927, p. 10. See also Reports of General Meel-
ings, 1925, pp. 9-15 and 1926, pp. 9-10.
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(or, strictly, the monopsony) of the purchase of South Africa’s gold
production. Like the constitutions of most central banks, that of
the Reserve Bank permitted it to deal in gold; but the arrangements
reached were out of the ordinary—certainly not those of familiar
gold standard theory which simply requires a willingness to buy and
sell gold at fixed, published prices. In 1925 a voluntary arrange-
ment was reached between the Bank and the mines. The Bank's
object was to secure control of the foreign exchange rate. The
Governor made it clear, however, that the Bank did not intend to
monopolize the exchange market.#? By purchasing the gold from
the mines and re-selling it in London, the Bank acquired large sup-
plies of sterling. Indeed its position was completely changed from
being one of the largest buyers of sterling (on behalf of the Union
Government to service its debts) into far the largest seller of ster-
ling. Its strategic position in the exchange market thus seemed a
great deal stronger. In a sense this was true, and in another it was
not. If the Bank could have been assured that the mines would, in
the absence of the agreement, have gone on selling their gold, and
selling the sterling obtained from it, regularly month by month,
then the position of the Reserve Bank was in no way improved by
the agreement: for it could have put itself in just the same position
by instructing some officer or agent to buy up at current prices all
the sterling funds offered by the mines. But in so far as there was
no assurance that the mines would sell currently produced gold the
Reserve Bank’s position was strengthened. If, at a time when the
mines foresaw a depreciation of the South African pound and a
higher price of gold, they had been entirely free to withhold both
their sales of gold and the accompanying sales of sterling which
covered more than two-thirds of the country’s exports, they would
have been in a position to force the depreciation which they foresaw.
Under such conditions exchange policy would have lain in the hands
of the Chamber of Mines rather than in those of the Reserve Bank.
Of course the Chamber of Mines was and is free to terminate the
arrangement; but an explicit agreement is an explicit agreement,
and lends inertia to the existing state of affairs. A new agreement
was reached in 1933 when the value of gold began to fluctuate in
terms of South African currency. The Reserve Bank pays the mines
the current price in London on the day the gold is delivered, less a

UReport of the General Meeting, 1925, p. 15.
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commission; and ships to London whatever part of its purchases
and existing supplies seem to be required in view of current demands
for sterling and in view of its own financial position. Its behaviour
in this regard may be judged from a study of Table viI in the ap-
pendix. The Bank of England acts as its agent in selling gold in
London.

»

(4) CONCLUSION

This chapter shows that the Reserve Bank of South Africa, even
after eighteen years of change, still conforms quite closely to the
accepted pattern of a central bank. The majority of its directors
are elected by private shareholders. Since 1930 some of its trans-
actions may be in long term securities, but for the most part its
constitution still confines it to liquid short term securities and par-
ticularly to commercial bills. It is required to publish a “‘bank rate”
and specified metallic reserves are required against its note and
deposit liabilities. It has departed from accepted practices in its
attempt to build up a modicum of commercial business by means
of which to make its discount rate effective; but it is doubtful whe-
ther this influence, even if effective, has much impact upon the
South African capital market or the economy in general. More
serviceable, in view of the enormous gold production of the Union,
is the monopoly which the Bank has secured upon the purchase of
the output. Had this agreement not been achieved the exchange
policy of the Union would in emergencies have lain in the hands of
the Chamber of Mines rather than in those of the central bank.
Significantly enough, there is no special provision for this agreement
in the Bank’s constitution; and apart from it and the small com-
mercial business the Bank remains true to accepted practice and
precept.

In the Introduction it was pointed out that accepted central bank-
ing operations were likely to be effective only in a well-developed
market; and the earlier part of this chapter indicated that the South
African capital market, at least that section of it which was suscep-
tible to influence by a central bank, was anything but well devel-
oped. These considerations suggest that the Reserve Bank cannot
have much control over the local situation. Of this much we may
feel fairly sure; that if the Bank is effective in its environment it is
in spite rather than because of its constitutional heredity.
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A cursory survey of the history of the Bank indicates that it is
better able to give support to the weak than leadership to the strong,
to ease credit in a stringency (at least since 1930) than to restrain
credit in a boom. In its early years its most important service was
rendered to one of the commercial banks which, in the depression
following 1920, fell upon evil days. The National Bank, then one
of the two big banks, obtained support in its difficulties from the
Reserve Bank, which, in its turn, obtained support from the Union
Government and the Bank of England.®? It may be that a severe
shock to the financial structure of the Union was thereby avoided.
That was in 1923. In 1926 the National Bank, the only big bank
with its head office in the Union, was taken over and merged into
Barclay's (D.C. and O.). Its greatly increased strength naturally
diminished its dependence upon the Reserve Bank. In the period
of financial stringency leading up to 1929 the Reserve Bank was
able to do a little to relieve the situation; but its constitutional
restrictions hampered it. It was in a stronger position in the period
1931-2. That it failed, at the end of that time, in maintaining the
Government’s gold standard policy can hardly be attributed to the
inefficiency of its machinery; for no central bank, short of com-
pletely blocking the exchange market, can maintain an exchange
position in itself difficult to defend and aggravated by adverse
psychological and political developments. It was rather in the
period following 1932 that the Reserve Bank found itself out of
touch with, and beyond influencing, current developments. The
raised price of gold exports resulted in an immense accumulation of
funds in London on the part of the Reserve Bank and the commer-
cial banks; and the Reserve Bank, in addition, substantially in-
creased its gold reserves. It had no means of reducing the external
liquid resources of the commercial banks, and they were able to
augment their internal reserves if necessary by selling exchange to
the central bank. The raised price of gold produced an internal
boom, and a great demand for credit of all sorts. In their response
to this demand the commercial banks, well equipped with internal
and external reserves, were in a position to be guided chiefly by their
own discretion and very little by the operations of the Reserve Bank.

Nevertheless the Reserve Bank is not as impotent as an examina-
tion of its formal powers might suggest. Perhaps because it has not

8Arndt and Richards, Banking System of Soutk Africa, p. 1008.
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8Arndt and Richards, Banking System of South Africa, p. 1008,
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exercised coercion, perhaps because its policies have generally been
conservative, its persuasive influence over the local financial com-
munity and in government circles has become considerable. This
has been especially so in the nineteen-thirties, after the commercial
bankers who most vigorously opposed its establishment had passed
from the centre of the stage. Its position and its responsibilities
regarding monetary and banking matters have become recognized;
indeed it is said that the commercial banks would do nothing of
importance without consulting the Reserve Bank, even if the matter
was quite beyond the financial control of the central institution.

Another conclusion which can be drawn from this chapter is that
the establishment of a market in bills, particularly in commercial
bills, is no easy matter in a country like South Africa. There must
have been few expedients left untried by the Reserve Bank during
the years 1921 to 1929; but neither persuasion nor a moderate
margin of profit proved adequate to the task. By 1929 it should
have been known, indeed it was common knowledge,®® that this
attempt to build up a bill market had been unsuccessful. Yet, as
we shall see, the same task was spoken of in a very light-hearted
fashion in conjunction with the subsequent foundation of other
central banks.

A history of the Reserve Bank of South Africa must be chiefly
concerned with the gradual extension of its powers. Narrowly con-
fined at first, its freedom has broadened, not only from precedent
to precedent, but from one constitutional amendment to another.
This development is in contrast with that of the Commonwealth
Bank of Australia. In the next chapter we shall discover a per-
sistent trend towards accepted precept in the law and custom of an
institution which is now a central bank but which was originally
established by the state as a competitive commercial concern.

$E.g., Manchester Guardian Commercial, July 28, 1927: *‘So far the bank...
has failed to fulfil the expectations of its authors. This is primarily because there
is no bill market.” And again the Statist, Nov. 9, 1929, found the Bank “still
somewhat hampered by the relatively small progress that is being made in
popularizing the bill of exchange.” And again A.S. J. Baster, The Imperial Banks
(London, 1929), p. 206: ‘‘As there is no short money market of any size in South
Africa, its (the Bank's] rediscount rate . . . is not of much use, and will depend
for its effectiveness on the popularity achieved by the commercial bill in South
Africa in the future.”



CHAPTER 11

THE CAPITAL MARKET AND THE COMMONWEALTH
BANK OF AUSTRALIA

HE economic history of Australia has several features of special
interest. It was on the back of the merino sheep that the
sub-continent was carried from the obscurity of a remote colony and
penal settlement into a place of importance in the world economy.
Gold discoveries in the middle of the nineteenth century gave impetus
and a special turn to developments; but throughout its history, even
up to the nineteen-thirties, wool has remained the dominant com-
modity in the country’s economic system.

Wool raising, especially as it is carried on in the sparsely watered
spaces of Australia, differs from many agricultural and pastoral
pursuits in that it requires, on the one hand, large areas and thus a
large capital investment, and, on the other hand, the skilled labour
of shearers at a certain season of the year. The season differs in
different latitudes. Thus a class structure developed in rural Aus-
tralia, with employers owning the land and with organized, union-
ized employees moving about the country with the shearing season.
In countries where rural industries consist in family farms of small
extent the rural population is often conservative; but in Australia
labour parties and socialist principles found strong support in the
country as well as in the towns. Industrialism and urbanization
gained support from labour groups who believed that their stan-
dards of living were best preserved against foreign competition by
restrictions on the import of people and commodities—commodities
from countries where costs of production were low on account of
highly capitalistic, large-scale production, and both people and com-
modities from countries where wages were low.

Thus Australia is characterized by a relatively high degree of
urban concentration, growing industrialization, and a large measure
of state intervention and social control. And behind it all, in the
arid hinterland, still grazes the merino sheep. All these features are
reflected in the financial institutions and the capital market; whe-

)
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ther it be in the stock and station agents financing the pastoral
industry, or in the wide range of protected industries whose shares
are quoted on the stock market, or, most important for present
purposes, in the peculiar heredity and environment of the Common-
wealth Bank of Australia.

(1) FINANCIAL INSTITUTIONS!

Commercial Banks. In Australia there are nine commercial
banks, commonly known as the trading banks.? In 1936 they opera-
ted 2,352 branches and 717 other agencies. Like the banks else-
where in the Dominions, they carry on a general banking business,
supplying a variety of financial services: discounts, collections,
foreign exchange, the management of current accounts, the receipt
of fixed deposits, and the extension of many types of credit. Ad-
vances generally take the form of overdrafts, repayable on demand,
with interest charged on daily balances; but, for all that, the banks
supply the pastoral and agricultural community with a substantial
amount of long term accommodation. “Our advances to primary
producers, in effect, in the main are long term loans . . .,”” said one
of the leading bankers. ‘“There we have to meet the competition of
private lenders and others. . . such as trustee companies, pastoral
companies, and the like . . . [we] would readily lend to a farmer to
purchase freehold.”® Apart from these loans to primary producers,
however, the banks try to limit their advances to the short term
requirements of their customers. At times they may provide funds
for fixed equipment; but in the expectation that, as the borrowing
concern prospers and grows, it will have recourse to the proper
source of long term funds—the stock market. In 1936 the advances
of the trading banks which amounted to some £A 260 millions were
distributed as shown in an accompanying table.

1See the Report of the Royal Commission appointed to Ingusre into the Monetary
and Banking Systems at Present in Operation in Australia, etc. (Canberra, 1937);
also D. B. Copland, “The Banking System of Australia’ (Foreign Banking Sys-
tems, edited by H. Parker Willis and B. H. Beckhart, New York, 1929).

*The Bank of New Zealand, operating two branches in Australia, is sometimes
included. The number is then increased to ten.

3Evidence given before the Royal Commission on Monetary and Banking
Systems, 1937, by L. J. McConnan, Chief Manager of the National Bank of
Australasia.
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DISTRIBUTION OF THE ADVANCES OF NINE AUSTRALIAN
TRADING BaNks, 1936*

Per cent

Manufacturingand mining. ............o it i e e 9.2
Commerce, transport, and distribution............................. 19.0
Finance, INSUrance, €. . ...oouuiiiiieiennnnennneeneennnneeeoennns 5.9
Agricultural and pastoral industries.............................. LT
Professions, entertainments, and personal service.................... 5.0
Others: including advances for building and to public bodies. . ....... 13.2
100.0

*Report of the Royal Commission on Monetary and Banking Systems, p. 314.

Another table indicates the nature of the banks’' chief assets
and liabilities.

CHIEF ASSETS AND LIABILITIES WITHIN AUSTRALIA AND FuNnDs 1N LoNpoN
OF NINE AUSTRALIAN TRADING BANKS, DECEMBER, 1936*

£A 000,000
Assets
Cash (bullion, coin. notes, and deposits with the central bank)...... . 32
Australian treasury bills. .. .......... ... i it 22
London funds............c.iiiiiiiiiii ittt iiiiiienenanaaaans 27
Australian government securities . .. ..........oiiiiiiiiiiieinaen 14
All other securities (those of municipal and public bodies almost
entirely) . ... i i i e i i eier e 1
Billsdiscounted.............cciierinieitirrineniaeiiiaann 3
AdVances. ... .ot e e et e 258
Liabilstses
Deposits bearing interest:
GOVernment..........coiiiineenensnereonsnersonnncannnnnns 4
Other.. ...ttt ittt tittetenetisanannnens 178
Deposits not bearing interest:
GOVEIMMENEt ... ..otiiiinrneeetanereneressecsnonanosacnnns 1
Other.....ciiiiiiiiiiiitiiitetianncsseesaseessanannnnnanns 112

*Report on the Royal Commission on Monetary and Banking Systems, pp. 302
et seq.

The total assets of the nine trading banks amounted, in 1936,
to about £A 416 millions and were spread fairly evenly amongst
them. Six of the banks controlled assets between £A 33 and £A 61
millions. Of the remaining three, two were relatively small and the
third, the Bank of New South Wales, was the largest of all. Its
assets amounted to £A 112 millions.
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The banks generally act in concert in a number of matters.
These include changes in interest rates on deposits, charges for ser-
vices, the provision of clearing houses, and other affairs of general
concern. The Associated Banks of Victoria is an organization,
informal in that it lacks constitution or articles of association, which
meets monthly for the discussion of matters of common interest.
Its membership includes the five banks with head offices or chief
Australian offices in Melbourne. Two banks with head offices in
Sydney are members in respect of their business in Victoria. There
might be an even greater measure of co-operation and collaboration
amongst the Australian banks were it not that three of them, with
head offices in England, incline to be aloof.

In addition to the nine large trading banks there are four others
which conduct some of the same business on a smaller scale: the
Ballarat Banking Company; the Bank of New Zealand, with bran-
ches in Sydney and Melbourne; the Comptoir National d'Escompte
de Paris, also with two branches; and the Yokohama Specie Bank,
with one. Australian bankers, like others in the Dominions, look
unfavourably upon foreign intruders, particularly because they are
likely to skim off some of the most profitable business without
assuming any responsibility for the general financial well-being of
the country. ‘‘About thirteen years ago the American Express
Company, which is a recognized American banking concern, endeav-
oured to establish itself in Australia, and opened an office in
Sydney, but pressure was brought to bear so that that office was
closed. ... I could not say by whom that pressure was brought to
bear, but the position was made intolerable, and the office only
remained open a few months. . .. [In preventing the establishment
of a new bank] we may have to seek government assistance. We
could, of course, refuse such a bank clearing facilities.”

Insurance Companies. There were, in the year 1937, some
twenty-seven companies and societies doing life insurance business
in Australia. These firms controlled assets in Australasia amount-
ing to about £A 263 millions. Of this sum about 54 per cent was
in the form of government and municipal securities, 21 per cent in
mortgages, and perhaps 10 per cent in policy loans. In each of the
past ten years the insurance companies have had between £A 5 and
£A 10 millions of new money seeking investment; and recently there

‘L. J. McConnan, sbid.
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has been a tendency to take up bonds and debentures rather than
mortgages, because real property has been unstable and uncertain
in value, because moratorium legislation has interfered with collec-
tions on mortgages, and perhaps chiefly because the demand for
mortgage money has not been great. As for the debentures, many
of those held by the insurance companies (and this is true in small
degree of the trading banks) are not marketable. They have been
issued by various municipal authorities, such as country shires, and
taken up as non-marketable investments by the financial institu-
tions. The insurance companies have come to occupy an important
position as underwriters and sub-underwriters of debenture issues
of all sorts, including those of the Commonwealth Government.

Six of the biggest insurance concerns, doing most of the business,
are conducted on a mutual basis. These and other Australian com-
panies do a good deal of business in New Zealand, South Africa, and
the United Kingdom. Four companies doing business in Australia
have their head offices overseas, but their Australian business is not
large.

Trustee Companies and Pastoral Finance Companies. In 1936
trustee companies controlled Australian assets exceeding £A 220
millions. Of this sum, the funds of the companies themselves
amounted to little more than one per cent, the remainder being
monies managed in trust. Twenty-nine per cent was invested in
government and municipal securities, 17 per cent in mortgage and
other loans, rather more than half the mortgages being in urban
districts, 23 per cent in real property, and the remaining 31 per cent
in other assets, including shares in other companies. Like the insur-
ance companies, and for the same reasons, the trustee companies
have invested increasingly in government securities rather than
mortgages.

Another important form of private enterprise engaging in finan-
cial bysiness is the pastoral finance company. There are about
twenty important firms of this type in Australia. They do business
of a sort that is not uncommon in areas which are largely dependent
upon large-scale agriculture: partly that of a general merchant,
partly commercial, and partly financial. They have developed to
an exceptional size and strength in connection with-the sheep sta-
tions and other industries of Australia and New Zealand, where
they are known as stock and station agents. Most of them act as
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agents for buying and selling livestock and also for buying and sell-
ing land. They handle, store, and display wool; and also skins,
hides, tallow, etc. But not only do they dispose of their clients’
produce; they provide them with a wide range of stores and mer-
chandise. Much of this is supplied on credit. It is not the custom
of these companies to grant long term accommodation; but as in
the case of the banks, many of their loans ostensibly repayable on
demand are expected to remain outstanding for long periods. Again,
like the banks, they charge interest on the daily average overdraft.
In 1936 the amount of their loans outstanding was rather more than
£A 25 millions.

The chief source from which these companies finance their vari-
ous operations is the issue of shares (£A 16 millions outstanding in
1936). They also issue debentures (£A 11 millions) and use their
reserves and undistributed profits (£A 9 millions). They will re-
ceive moneys on deposit from their own clients (£A 4 millions) and
pay them interest. And at times when their seasonal needs are
greatest they may borrow from the trading banks.

Land and Agricultural Banks. Each of the Australian states
has established some form of land or agricultural bank. In some
cases these are practically government departments. They mainly
provide long term loans to home builders and more especially to
primary producers in the early stages of land development. Space
does not permit description of the various schemes established in
the several states; suffice it to say that they have been of consider-
able importance. Not only have there been regular measures for
the supply of agricultural credit, but also special measures to pro-
vide advances to new settlers. Much money has been lent, partly
as a result of political pressure, in pioneer districts in which private
capital might have feared to tread; and much has been lost. Funds
have been obtained by the government agencies as direct grants
from the Governments and by the issue of debentures guaranteed
by the Governments. The Commonwealth Government has,
amongst other measures, established a Rural Credits Department
of the central bank. It is described in section (3) of this chapter.

This outline of various sources of rural credit must not leave the
impression that they are the most important in the country. The
sources (exclusive of private credit which can hardly be estimated)
would probably rank as follows: (1) the trading banks; (2) the



CAPITAL MARKET OF AUSTRALIA 77

pastoral finance companies; (3) the savings banks—some of which
remain to be described below; (4) the government rural credit
banks; and (5) the insurance companies.

Savings Banks. Facilities for the collection of small savings
have largely been supplied by the various Australian Governments.
Most of the state savings banks have, by now, been absorbed into
the Commonwealth Savings Bank. This Bank operates in all the
States. In South Australia and Victoria there are also savings
banks operating under the aegis of the state Governments; and in
Tasmania there are two trustee savings banks. In these three states
the Commonwealth Bank probably does less than half the business.

In 1936 the resources of the Commonwealth Savings Bank
amounted to some £A 142 millions. Of this about 63 per cent was
invested in government securities and 23 per cent in the securities
of municipalities and other public bodies. Slightly more than 10 per
cent was held in the form of coin, notes, cash balances, and money
at short call.

In 1936 the resources of the State Savings Bank of Victoria
amounted to some £A 70 millions: and those of the Trustee Savings
Bank guaranteed by South Australia were some £A 25 millions.
These were allocated into the following channels: cash on hand and
on call or fixed deposit with other banks (29 per cent and 24 per cent
respectively); government securities (43 per cent and 50 per cent);
securities of public bodies (6 per cent and 2 per cent); mortgage
loans (21 per cent, including funds directed through the Credit Fon-
cier Department, and 23 per cent). It may be noticed that the cash
reserve proportion maintained by the Commonwealth Savings Bank
is only about half that of the other two. This is explained by its
affiliation with the Commonwealth Bank. It is of some importance,
from the point of view of central banking operations, that the largest
savings bank is controlled by the board of the central bank and
keeps its reserves on deposit there, while the other savings banks
keep their reserves in the commercial banks.

Building Socteties. An appreciable amount of mortgage money
has been made available through building societies. In 1935 the
outstanding mortgage advances of these societies amounted to
nearly £A 11 millions; and in the following years the societies were
more active than ever before. The greater part of this sum was
obtained by the issue of shares, but some of the societies also re-
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ceived deposits, both fixed and on call. The directors of the building
societies do not, for the most part, move in the circles of high finance;
thus the directorates do not generally interlock with those of the
banks, the insurance companies, the trustee companies, pastoral
finance companies, and with big business in general.

(2) THE CAPITAL MARKET®

Market for Industrial Shares. The traditional British method
of securing long term capital for the use of private enterprise is by
the formation of joint stock companies and the issue of shares. In
Australia, as in South Africa, this method has been the one chiefly
employed by private capitalists. An outstanding feature of the
Australian market is the great number of relatively small industrial
issues. In Australia, government enterprise has either constructed
or bought up practically all of the public utilities: railways, tram-
ways, the supply of heat and light, etc. The result is that private
enterprise has been chiefly devoted to other purposes which require
capital in smaller blocks. Despite ample tariff protection, manu-
facturing for Australia's seven million inhabitants is conducted in
small units; at any rate compared with those in most industrial
countries. The investing public in Australia can readily purchase
shares in a considerable number, say fifty, financial and commercial
concerns including several investment trusts, and also in a large
number of manufacturing establishments, perhaps several hundred.
If it is the case, as has recently been suggested,® that Australia’s
development in the near future will be of a type more appropriate
to private initiative than in the past, if what will be wanted are
factories and shops rather than harbours and roads, then the pro-
portion of funds raised by issues of shares, instead of by public
borrowing, may increase, together with the total number of issues
available for investment and speculation.

There are nine stock exchanges in Australia. The two most
important are the Sydney Exchange, with 98 members in 1937, and
the Melbourne Exchange with 129. Other exchanges are operated
in Adelaide (71 members), Brisbane (36), Perth (18), and Hobart
(12); and less important ones in Launceston (18), Bendigo (27),

$See Report of the Royal Commission on Monetary and Banking Systems, also
Copland, “Banking System of Australia.”
W. B. Reddaway, article in the Sydney Morning Herald (Nov. 30, 1936).
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Ballarat (21), and Rockhampton (21). They deal not only in the
stocks of private concerns, but also in bonds and debentures of all
sorts. Many members of these exchanges act as dealers on their
own behalf as well as brokers on behalf of their clients; holding port-
folios of their own from which they trade. Their activities contri-
bute to the breadth of the market. Such funds as they require for
this business they obtain mostly from the banks and in part from
other large financial institutions with floating balances.

It is not necessary to repeat in this chapter what was said in the
last concerning the difficulty which any central bank, and especially
one which is bound by accepted rules, will experience in attempting
to control stock market operations. In Australia, as in South Africa
although in much less degree, the problem would be made the more
difficult because a number of the important stocks listed on the
exchanges, notably those of the banks, also find a ready market in
London. Nevertheless experience in recent years suggests that the
Australian market has developed a large measure of financial and
psychological independence, at least in so far as this is possible in a
country which is still basically dependent upon export markets for
sales of important agricultural and mineral products.

A recent development in connection with the Sydney Exchange
is worth mentioning; for it may be indicative of the increasing vol-
ume of Australian funds which is seeking investment in marketable
securities. This is the formation of the Associated Sydney Under-
writers. The membership is limited to twenty, all of whom are
members of the Sydney Stock Exchange. Amongst the objectives
of this association are the following: ‘‘To facilitate and encourage
the creation, issue or conversion of debentures . . . bonds . . . shares,
stocks and securities and to act as trustees in connection with any
such securities and to take part in the conversion of business con-
cerns and undertakings into Companies.”

Market for Government Stock, Bonds, and Debentures. A great
deal of financing has been done in Australia by the issue of these
types of securities. This is because so much of the country’s develop-
ment has been undertaken by various governmental authorities; the
nature of the country and the temper of the people being, on the
whole, even more favourable to government enterprise than in the
other Dominions. Private joint stock companies have raised rela-
tively little money in the form of public borrowing, relying rather
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upon the issue of share capital. But the Government of the Com-
monwealth, those of the six states, and more than 1,100 boards and
local government authorities have been ready borrowers. These
numerous local Governments and semi-governmental authorities
have sold securities to financial institutions; but the issues of only
about a dozen of them, amounting to perhaps one-quarter of their
total public issues, are freely dealt in on the Australian exchanges.
Perhaps another quarter of the borrowings of boards and local bodies
has been direct from Governments.

The greater part of the activity of the stock exchange, in so far
as debentures and government stock are concerned, is in the issues
of the Commonwealth and the six states. Since the Financial
Agreement of 1927 the seven Governments have consolidated their
borrowing under the jurisdiction of the Loan Council. This body
consists of representatives of the Commonwealth and the six states,
and is the sole authority to issue securities on behalf of their Govern-
ments. The merging of seven borrowers into one has naturally
reduced the diversity of issues on the market; but investors seem
satisfied that what has been lost in variety has been more than
gained in regularity and certainty.” The Loan Council has come to
occupy a position of influence in Australia both in normal times and
also in such financial emergencies as that of 1931. It exists to pro-
mote orderly government finance, long and short term, at home and
abroad. In the latter nineteen-thirties some of the states, especially
New South Wales, dissatisfied with the loans obtainable under the
Council, began to set up new semi-governmental authorities and to

7In this regard an Australian economist wrote the following: ‘I don't think
the merging of the State securities made much difference in Australia. I am
quite certain, however, that it made a great deal of difference to the London
market, which loved the variety of securities. Tasmanian, which had no virtue
whatever, seeing that Tasmania is chronically hard up, actually had a scarcity
value, and stood higher than the securities of some of the more solvent States.”
Another economist wrote: ‘It was notorious that Victoria with the soundest
financial position, always got worse terms in London than N.S. W. because
she was an infrequent borrower."”

It must be recalled that one of the original objectives of the British ‘‘Colonial
Stock Act’" was to broaden the opportunities for trustee investment in London.
See Sir Hal Colebatch, ‘‘Australian Credit as Viewed from London” (Economic
Record, vol. 111, no. 5, Nov., 1927, pp. 217-27).

For the text of the Financial Agreement see the Official Year Book of the
Commonwealth of Australia, no. 29, 1936 (Canberra), pp. 21 et. seg.
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increase the borrowing power of old ones. Opposing interests set a
movement on foot to bring the borrowing of semi-governmental
authorities, which was growing to be nearly half as large as state
government borrowing proper, under the control of the Council.
In the middle of 1939 the issue was still undecided.

The distribution of long term government securities in Australia
is indicated in the following table.

HoLpINGS OF LONG TERM GOVERNMENT SECURITIES IN AUSTRA’A*
DecemMBeRr 31, 1936

Face value
of holdings
Holders ' £A 000,000
Commonwealth Bank:
General banking department................. 27.47} 111.30
Savingsbank................... ... ...l 83.83 )
Trading banks. ...t i i i ieii e 20.26
Savings banks other thanabove...................... ... . ... 42.82
Trustee companies (mainly trust funds).......................... 38.32
Insurance COMPanies. . . ..........iititiinenernnnnnnnnnnnnnnn. 61.98
Superannuation funds. . ....... ... o iiiiiei i, 15.02
Government trust funds and semi-governmental authorities........ 20.26
Friendly societies and trade unions.............................. 1.40
Other institutions and general public. . ............. .. ... .. ... 275.71
587.07

*From the Report of the Royal Commission on Monetary and Banking Systems,
p. 16. The figures exclude treasury bills.

The importance of each buyer in a security market, indeed in
any market, does not depend by any means entirely upon the
amount which he holds or even upon the net amount which he
annually purchases. It depends also, and especially when periods
as short as a year or two are under consideration, upon the extent
to which he operates on the market, actively buying and selling. It
is such operators that ‘‘make the market’ for the others. For this
reason the operations of the trading banks are more significant than
the above figures suggest. The banks expand and contract their
security holdings in response to movements of the other, more
active, items in their balance sheets; which, in turn, reflect the sea-
sonal and general movements of business and the operations of the
central bank. The insurance companies also sometimes do a sub-

7
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stantial amount of trading on the market and a small measure 18
done by the savings banks. For the most part, however, all these
financial institutions purchase government securities as invest-
ments, temporary or permanent, with no eye to possible profits on
turnover. The greater part of the issues are immobilized in these
or in other institutions and individual holdings. Dealings in securi-
ties of all sorts are discouraged by the relatively high brokerage
commission of one-half per cent.

The National Debt Commissioners are the largest single body
of buyers. They invest, under the Loan Council, monies currently
accruing in government sinking funds. They buy only to redeem
debt (and never sell); and they do so with no great variation from
month to month, apparently without attempting to influence the
market by the timing of their purchases. On the other hand they
can, and apparently do, make an impression on the market by con-
sciously varying their purchases between the various outstanding
issues in Australia and even between Australia and London.

As bonds and debentures approach their maturity they gradu-
ally pass from the status of long term into the status of short term
securities. It is chiefly in short term securities that central banks
are supposed to invest. In Australia maturing issues, originally of
long term, are the only marketable short term securities. Their
supply is irregular. At times when large maturities are imminent
they are plentiful; then a year or two may follow in which they are
few.! From the standpoint of the government treasuries, con-
cerned with the issue and redemption of debt, the maturities of
Australian issues show considerable regularity; but the regularity
is not sufficient to supply to the market a reasonably steady amount
of bonds with less than two years’ currency.

The foregoing account indicates that there is considerable varie-
ty in the securities held in Australia; but that many of them are
not marketable. Whether the market in government bonds is sufh-
ciently well developed to support without disorganization the open
market operations of the central bank is at present not settled. This
much, however, is clear; that the bond market is much broader than

A table of government debt maturities appears in the Official Year Book,
1936, p. 909. Cf. also Minutes of Evidence before the Select Commiltee of the Senate
appointed to Consider and Report upon the Ceniral Reserve Bank Bill (Canberra,
1930), evidence by A. C. Davidson, p. 6. )



CAPITAL MARKET OF AUSTRALIA 83

that of South Africa described in the last chapter or that of New
Zealand to be described in the next. It is sufficiently broad at least
for the possibility of open market operations to be a matter of
controversy.

Bill Market and Short Term Lending. There is no local market
in commercial bills. Nowadays bills discounted only amount to
about one per cent of total bank advances. The Commonwealth
Bank, in so far as it has attempted to encourage bills as an alter-
native to overdraft accommodation, has had no more success than
the Reserve Bank of South Africa.?

By far the greatest part of short term credit transactions in
Australia, as in the other Dominions, exists in the form of bank
deposits and bank advances. Advances usually take the form of
overdraft facilities which customers arrange with the trading banks.
Most of the advances are, on paper at least, “call loans; but even
the loans to stock brokers and other financial firms, which in a well-
developed money market may be considered to be highly liquid,
cannot be so considered in Australia. On the other side of their
balance sheets, the banks carry current chequing accounts, for the
operation of which certain charges are made; and also accept fixed
deposits, chiefly from business and financial houses with temporarily
superfluous funds. There is considerable competition for commer-
cial business; but this usually takes the form of offering better ser-
vices or lower operating charges rather than of undercutting rates
of interest.

Rates of interest charged for banking accommodation are ad-
justed by the individual banks to suit the general state of business
and the circumstances and risks surrounding their individual clients.
The savings banks and finance companies quote rates for loans, but
these rates are of the nature of mortgage rates.

Rates of interest upon fixed deposits in the trading and savings
banks are published. The trading banks do not seek the accumula-
tions of small savers, but for larger deposits these two types of insti-
tution are competitive between each other as well as amongst
themselves.!® When general movements of rates are afoot there are

'A. S. J. Baster, The Imperial Banks (London, 1929), p. 168.

¥There is no doubt that the individual institutions are competitive: but
the position of the state savings banks as a group vis-3-vis the trading banks as a
group is complicated because the former keep their reserves on deposit with some
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generally consultations amongst those affected, and changes have
usually been the product of mutual agreement. Since 1930 there
have been many movements of the rates upon advances and de-
posits. For the most part, as we have said, the changes in deposit
rates have represented mutual agreement and advance rates have
been brought into line. But the impression must not be left that
agreement has been reached always or easily. ‘‘One hears bankers
talk of a ‘gentlemen’s agreement’ concerning interest rates, but it is
difficult to find any evidence of such an agreement, and it certainly
does not appear to be very strictly kept."”"! In the early days of the
1929 depression the Commonwealth Bank was not playing the full
part of a central bank; and leadership in the field of interest rates
was left to individual commercial banks. The General Manager of
the Bank of New South Wales has since complained of the difficulty
he encountered in persuading the other banks to vary their rates.!?
Nor has the Commonwealth Bank been satisfied with its experience
since it has undertaken the leadership.’* Indeed its special griev-
ance has been against the Bank of New South Wales, particularly
regarding the interest rate policy which the latter felt impelled to
undertake in March, 1936, when the central bank was experimenting
with a new method in the issue of treasury bills.1

Treasury bills have played an important role in Australian
finance during the nineteen-thirties. This subject is treated at

of the latter. The Commonwealth Savings Bank keeps its reserves in the same
form as the trading banks—notes and central bank deposits. See the Royal
Commission on Monetary and Banking Systems, pp. 81-2.

uT, Hytten, Economic Adviser to the Bank of New South Wales, Replies to
Questionnaire, submitted to the Royal Commission on Monetary and Banking
Systems, 1936, published by the Bank of New South Wales, p. 31. He suggests
that banking is changing from a profession to a business.

1A, C. Davidson, General Manager of the Bank of New South Wales, Replies
to Questionnasre, pp. 24-5.

uCommonwealth Bank of Australia, Reply to Questionnasre, submitted to the
Royal Commission on Monetary and Banking Systems in Australia by Alex F.
Bell, Acting Chairman of Directors, July-Aug., 1936, published by the Common-
wealth Bank, p. 3.

MStatement to the Royal Commission on the Monetary and Banking Systems
in Australia by Sir Claude Reading, on Nov. 9, 1936 (multigraphed by the
Commonwealth Bank), pp. 5-6. See also account of the session in the Sydney
Morning Herald, Nov. 10, 1936, p. 11, under the headings, ‘*‘Bank Rate: Bankers
in Conflict: Mr. Davidson’s Evidence: Sir Claude Reading’s Denial.”
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length in Chapter xmi. Suffice it to say here that the bills have
been the focus of controversy between more conservative and more
advanced opinions on monetary policy. They have in a measure
replaced London funds among the liquid assets of the banks and
have thus decreased the dependence of the local capital market on
that centre. In so far as the Commonwealth Bank can influence the
Loan Council in regard to the issue of bills it has acquired a new
influence over the liquid position of the banks; but it must be added
that, up till the present (1939), the Commonwealth Bank's per-
suasive efforts have not generally been successful in this regard.
Amongst the points of difference between the Bank and the Council
has been whether to establish a system of issue by competitive
tender as the basis for an open market in bills; and so far the Loan
Council has prevented it. All bills are taken up by the Common-
wealth Bank. Some are then distributed to the trading banks; and
since the method of distribution is more or less arbitrary it has
become a further point of acrimony.

Foreign Exchange Market. For many years the Australian
banks have had agreements regarding their published rates of
exchange on London, agreements which have been adjusted occa-
sionally in conformity with general movements of supply and
demand.!® All of the banks hold funds in London, which are allowed
to increase and decrease from time to time and which constitute
their reserves against seasonal and irregular demands for all foreign
currencies—sterling and whatever sterling will buy in the London
foreign exchange market. The banks which are most closely associ-
ated with the export business of the country usually hold relatively
the largest and most variable supplies of London funds.

The banks are the chief dealers in foreign exchange. There have
from time to time been independent exchange dealers, and small
amounts have been held by Australian importing houses with

BRoland Wilson, ‘‘The Australian Exchange Rate on London, 1893-1931"
(Economsc Record, vol. VI, no. 12, May, 1931, pp. 121-5). Dr. Wilson, using
material mostly supplied by Mr. Davidson, says on p. 125 that there was no
agreement in force from 1899-1912; but on p. 123 he says that no agreement
existed between 1904 and 1906, apparently implying that some agreement did
exist after 1906. Agreements among the banks regarding exchange and interest

rates are recorded in the 1850's and 1860's. See Baster, The Imperial Banks,
pp. 145-6.
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London offices.”® A few foreign banks do a small business; so do
telegraph companies, tourist agencies, and shipping companies; and
some of the larger importers and exporters normally form a small
outside market between themselves. Nevertheless, the trading
banks are to be found on one side or the other of the very great
majority of the operations.

The published rates of the banks are not necessarily those at
which most business is done. These rates apply chiefly to small or
irregular transactions. Most of the regular business is done in
between the published buying and selling rates. It is highly com-
petitive, both the banks and their customers being accustomed to
“shop around” for the best available prices. Nowadays the pub-
lished rates are set by the Commonwealth Bank. Each Friday,
since December, 1931, the Bank has announced a buying rate of
£A 125 and a selling rate of £A 125/10/- for £100 sterling. It is
within this spread that competition takes place. No dealings take
place beyond the spread; except when some sudden movement of
funds or other reason causes the banks to ration the available
supplies of exchange so that at the published rate the demand
cannot be satisfied. A ‘“black market” then develops.

(3) THE COMMONWEALTH BANK OF AUSTRALIA

The Bank's Foundation)™ It was the ‘‘torpedo brigade” that
launched the Commonwealth Bank of Australia; the torpedo brigade
led by Mr. King O'Malley. They launched it upon a reluctant
Labour Government, of which O’Malley was a member; and the
Government launched it, somewhat emasculated, upon a Liberal
Opposition. In 1910 the Labour party had obtained a majority in
both Houses of Parliament; and O'Malley had managed to get “‘a
national bank” into the fighting platform of the party. Later he
managed to manoeuvre the Government into acting upon its plat-
form despite the warnings of financiers. And so, in 1911, the Com-
monwealth Bank Act!® was passed and became law.

1Roland Wilson, ‘“London Funds and the Australian Economy" (Economic
Record, vol. X1, supplement, March, 1935, p. 101). Also Cholmondeley Darvall,
General Manager of the Commercial Banking Company of Sydney, Evidence to
the Royal Commission on Monelary and Banking Systems.

1L, C. Jauncey, Australia’s Government Bank (London, 1934), chaps. nrand 1v.

18An Act to Provide for a Commonwealth Bank, Commonwealth of Australia,
no. 18 of 1911.
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Today the Commonwealth Bank is not what it used to be. Nor
is it, nor was it ever, what O’Malley and his cohorts intended. He
wanted a hybrid bank; a cross between a commercial bank and, as
it was understood in those days, a bank of issue and reserve. He
wanted to break the monopoly of the trading banks and at the same
time introduce a sound and scientific control of the currency, with
the profits going to the people. His bank would be ‘“conducted
purely as a government department, absolutely free from political
control.”'? On its board would be the representatives of the various
states and the Commonwealth—the only major concession ever
offered to the cause of federalism by a leading proponent of central
banking in the Dominions.

But all this was not pleasing to the majority of the Labour
Government, nor to its financial advisers. In the end a bank was
established the constitution of which implied that it might compete
with the commercial banks. Some of the sponsors of the Bank
hoped that it would grow to resemble the Bank of England.?® Never-
theless, the power to issue notes was vested, not in the new Bank,
but in the federal Treasury, the issues of the other banks being
rapidly taxed out of existence. For the rest, the chief peculiarities
of the Bank lay in that it did not raise any capital, a temporary loan
from the Government supplying its initial needs; and that, with no
shareholders or board of directors to restrict him, the Governor
assumed exceptionally wide powers. Moreover, unlike the other
institutions in the country, it was intended to do both a savings
bank and a general business.

The Governor, Mr. (after 1920 Sir) Denison Miller, was a man
of considerable force. He had been chief metropolitan inspector and
personal assistant to the general manager of the Bank of New
South Wales. In its early days the Commonwealth Bank received
much helpful co-operation from this, the oldest and largest trading
bank, and indeed from the other banks.2? This was partly because
the Governor never undertook, indeed it is doubtful how far the

1%From the first section of the proposal which O'Malley laid before the con-
ference of the Labour party in Brisbane, 1908. Quoted by Jauncey, Australia's
Government Bank, p. 49.

MBaster, The Imperial Banks, p. 145.

uC, C. Faulkner, The Commonwealth Bank of Australia (Commonwealth
Bank, 1923), pp. 42 and 45; also.Jauncey, Australia's Government Bank, p. 71.
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Government which appointed him desired him to undertake, a
trust-busting campaign against the entrenched position of the pri-
vate banks. And moreover, whatever might have been his policy in
more peaceful times, whether he might have followed the explosive
policy of the torpedo brigade or whether he might have remoulded
his Bank nearer to the Bank of England,? most of his years, until
his sudden death in 1923, were spent in meeting and overcoming the
special financial problems produced by the War and its aftermath.
The Bank began to operate its savings business in 1912. Not until
1913 did it open its general banking department, which consisted of
little but holding the Government’s account. Then the War broke
out.

With the War, managing the Commonwealth’s account became
a task of the first magnitude and importance. The new Bank took
the lead in matters which required the collaboration of the banks.
Further, it financed a number of producers’ pools—for wheat, for
wool, for fruits, for meat, and for other products. As agent for the
Commonwealth Treasury it looked after the flotation of all the War
loans issued in Australia and after 1916 of all those issued in Lon-
don.? By the end of the War its position was established as govern-
ment banker and as an important factor in Australian finance.

The Bank Becomes a Central Bank in Law. The Commonwealth
Bank has now most of the legal powers peculiar to a central bank
but very few of the restrictions. The powers it acquired almost
entirely in the year 1924. The Labour party lost its command of
Parliament in 1916. From that time onwards the ambitions of the
torpedo brigade receded from political possibility; and through the
eyes of their political successors in the left wing of their party the
Commonwealth Bank now appears mildewed with discretion. Gov-
ernments to the right, in a succession only broken in the years 1929-
31, have encouraged the authorities of the Bank in their proclivity
to keep clear of active competition and to approach, at no unseemly

nCf. R. C. Mills and E. R. Walker, Money (Sydney, 1935), p. 234.

¥This description is paraphrased from the Initial Slatement by Sir Claude
Reading to the Royal Commission on Monetary and Banking Systems, published
by the Commonwealth Bank of Australia, p. 1. A fuller account may be found
in Faulkner, Commonwealth Bank of Australia, chaps. vi-x11. The only changes
in the Bank’s constitution during the War were some minor modifications em-
bodied in Act no. 24 of 1914.
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speed, the goal of accepted central banking. Nevertheless, the
Bank has attracted, through its branches, a considerable amount of
commercial business.

In 1920 a step towards central banking was taken.? The Treasury
handed over the note issue to the Bank. Following the fashion set
by the Bank of England in 1844, a separate issue department was
established. Its task, and one of great moment it appeared in those
days of European currency inflations, was not entrusted like the rest
of the Bank'’s business to the almost untrammelled discretion of the
Governor; but instead to a Notes Board of which he was a member.
Amongst those interested in monetary matters there was contro-
versy whether the Board should (by using its powers to expand or
contract currency) keep prices or the exchange rate stable. Actually
it did neither. In 1924 there was a heavy demand for Australian
funds; they rose to a premium of 3} per cent and still had to be
rationed. The banks complained of a shortage of local currency,
but the Board denied its existence. Generally, the situation seemed
unsatisfactory. Moreover, Sir Denison Miller died in 1923; so that
the time was ripe for a general reorganization of the Bank.

The reorganization came in 1924.% The Bruce Government,
which undertook it, remedied the alleged shortage of notes by mak-
ing the issue department an integral part of the Bank and allowing
the department to issue notes against assets (over and above the 25
per cent gold reserves) held in London. More important, however,
in the eyes of the Government were the provisions to transform the
Bank into a central bank. In this the Government may well have
been influenced by English advice received by its members attending
the Imperial Conference in London earlier in the year. In intro-
ducing a bill into the House of Representatives the Commonwealth
Treasurer stressed the importance of five changes.?® First, a board
of directors was appointed by the Government, with long over-
lapping terms, to control, not only the note issue as in the past, but
all the affairs of the Bank. The directors were to be the Governor,
the Secretary of the Commonwealth Treasury, and ‘‘six other per-
sons who are or have been actively engaged in agriculture, com-
merce, finance or industry.” The bill originally proposed that two

#Act no. 43 of 1920. BAct no. 15 of 1924,
#Speech by the Hon. Earle Page, June 13, 1924.
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directors, with rather special powers, should be appointed ‘‘because
of their knowledge of currency matters’ ; but in the Act that unortho-
dox idea was dropped.?” Second, the Bank was encouraged to
strengthen its position by raising some capital. Third, the Bank
was, after a date to be fixed by proclamation, to “fix and publish
from time to time the rates at which the Bank will discount and
rediscount bills of exchange.” This, declared the Commonwealth
Treasurer, was “one of the most important functions of a central
bank.” Fourth, the banks were to be required to settle clearing
balances by cheques drawn upon, and paid into, the Commonwealth
Bank. This provision endorsed the existing practice of the banks,
established as a convenience during and after the War, in keeping
small amounts at the central bank for the purpose of discharging
clearing balances; and it allowed the Treasurer to say that ‘‘there
is to be no compulsion as to the amount kept . . . with the Common-
wealth Bank . . . just as is the case with the Bank of England.” The
hope was that the banks would deposit practically all their reserves
with the central bank. Fifth, the statistics to be compiled and
published by the trading banks were to be increased. Another
provision of the Act of 1924 was that a board of advice might be
set up in London. Thus was the Commonwealth Bank arrayed in
the armour of orthodoxy in the year 1924.

It is interesting to record the fate which befell most of these
enactments. As for raising capital, the Bank merely transferred to
capital account £4 millions from its existing ‘‘Reserve and Redemp-
tion Funds.” It is possible that this change in the balance sheet
made it more acceptable in financial circles; but otherwise the situa-
tion was unaltered. As for the advisory board in London, it was
never established. As for publishing a rate of rediscount, in the
persistent absence of a bill market the need for it never arose and
the relevant section of the Act was never proclaimed to be operative.
The section of the Act relating to the trading banks’ use of the
central bank in the settlement of balances also never came into
force. The banks’ deposits in the central bank following 1924 re-
mained 