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INTRODUCTION



For nearly 2 cenbury the financial world has been
accustomed ‘to experiencing wide and freguent fluctuations
in the bank rate. However, sinece 1932, when the Bank of
Bngland's discount rate was pegged &6 2 per cent. - at which
figure it was maintained for seven years - low and stable
rates have become accepted phencmena throughout the world.
The old flexibility of the bank rate, which for generations
in Bngland was the traditional policy of the Bank, is gone,
to be supplanted by 2 rigid and inflexible figure, drastically
imposed. This thesis will abttempt an investigation into the

reasons for and results of this change in poliey.
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Theory of Control Through the Bank Rate,

Mr. J. M. Keynes concisely defines the bank rate as "the
terms on which the central bank is bound or accustomed to make....
ad.va.nces".l A theory of central bank control of credit comditionms
through alterations in the bank rate was for a long time accepted by
econemists and bankers. Going back to the classieal economists, we
find the opinion freely held that the rate of interest must fall
slowly as a country progresses in opulence until the s'cationarj state
is reached® wherein the rate will be at a minimum. Adam Smith held
the view that, as a country progressed, capital accumulated and, as

& consequence, very great cocmpetition ensued between owners of capital
for the services of labour. This led naturally to 2 rise in wages and
a fall in profits and siace, according to Smith, the amownt of profit
determined, in the long run, the rate of interest it followed that a
fall in profits was synomymous with a fall in intere st
Ricardo held similar opinions to Smith with regard to the
tendency of profits to fall though for very different reasons.
Ricardo?s theory wes that an accumulation of capital gave rise to
an incréase in population and that, as additional food could only

be procured at greater cost owing to the law of diminishing returns,

wages rose and profits fell. The cause, therefore, of the fall in

1. J. M. Xeynes, Treatise on Money, 1I, 226.
2« Re A. MocDonald, "The rate of interest since 1844%, Journal
of the Royal Statistical Society, March 1912, P. 335 et seq.
3« loc. cit.
4, Ioc. cit.



profits, in his view, was the increawe in wages due, not to the
competition of capitalists in their demand for labour, but to the
increased cost for food. According to both ecc;nomists, then, an
increase of capital ultimately led, though in different ways, to
reduced profits and so, %o a reduced rate of interest.

Mill saw more clearly than his predecessors that interest
was only one of the elements which formed profits, neverthe;ess he
agreed that a low rate of profits implied 2 low rate of interest.t
A high rate of profits did not, however, necessarily imply a high rate
of interest, since such a high rate may prevail owing to an increase
in the amount paid as wages of management.

These writings were largely predictions rather than rules
of policy. It was not until 1!3592 that the bank rate policy, wmbil
recently current in the banking world, was first adopted. An
historical study of this policy ean rightly be limited to the history
of the Bank of England since it was first introduced by that institution.
It was followed steadily amd with most conmscious intent by the great
public institutions of which the Bank is the archetype. The Bank's |
lead in the financial world comes from no special or peculiar
characteristic in its structure., It used to be the predominant,
and still is a2 most important dealer in money. It lays down the
least price at which alone it will dispose of its monetary stock and

this, for the most part, emables others to obtain that price, or

1. Ibid. P. 366
8., G. E. Campbell, "Open Market Operations®, Unpublished M.A.
Thesis, McMaster University, 1939, P. 7.
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Semething near it., It has the power of 2 large holder of money and
no more.

| In the Repert of the Lord's Committee of 1848 an account
of the earlier practice of the Bank of England can be found.l For
a long time prior to 1844, the Bank kept its rate fixed at from 4 to
5 pertent. When the market rate was high the Bank discounted but
when it was low - and it was sometimes from 15 to 2 percent lower
than the bank rate - the Bank, of necessity, ceased to discount
since no one was willing to apply to it. After 1844 the Bank began
to compete with the other banks of discount sometimes leading and
sametimes following the market.?

In the Report, a Mr. Horsley Palmer advocaées the earlier
policy, ™Phe result of this (earlier) system, your Lordships will
perceive, must have been to check that £211 of the rate of discount
when already low which the active competition of the Bank of England
must have produced; and, on the other hand, to check the tendency
upwards which would have been the result of 2 reduction in the
muber of lenders and of a comsequent scarcity of money. In the
one case the Bank was kepbt oubl of the Discount Market; in the other
it obtained almost the command of the merkst. In both cases the
effect was to produce steadiness and diminish fluebuation.

"his system was abandoned in 1844 after the passing of

1. Tooke and Nemmarch, A History of Prices, V, 568
2. A. Andresdes, History of the Bank of England, P. 314.
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the Act. PFor the rate of discount already described there has been
substitﬁted. a rate which fluctuates from time to time. A ‘minimum®
rate has been substituted in the Bank Notices for an average one;
and a practice has been introduced of discounting bills at the same
time at different rates ...,“1

Phis bank rate polic:y was originated in the &iscussions
which followed the mometary crisis of 1836-7 and preceded the Bank
Aet of 1844.2 Before 183% such ideas did neot exist; in the works of
Ricardo, for example, nothing of the sort is to be n‘.‘o'cznd.5 and the
explanation is not far to sesk. For, throughout the life of Ricardo
and up to the repeal of the Usury Laws in 1837, the rate of interest
was subject to a legal maximum of 5 per cent. PFor seventy-six years
to June 1822, the bank rate stood unchanged at 5 per cent; f£from 1822
to 1839 there were small fluctuations between 4 and 5 per cemt. The
rate of 5% per cent. established on June 20, 1839 (raised six weeks
later to 6 per cent.) was the first oceasion on which the official
rate of the Bank of England hai ever exceeded 5 per cent.4

The traditionzal doctrine which has been developed in the
years which have since elapsed has been woven of three distinct
strands of thought, &ifficult to disenbangle, to which different

writers attach different degrees of importance. All of them have

l. Tooke & Newmarch, los. cite
2e Keynes, OPe c¢it. 'I, 186.
3. Ioc. cit.
4, Ioce. cit.
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been obscurely present from the beginnings of the discussion.

The first of these regards the bank rate merely as a
means 'of regulating the quantity of bank money. This is the basis
on which the practical method of the bank rate as the characteristie
instrument of the Benk of Englend wes developed in the middle of the
nineteenth century, To maintain its reserve the Bank adjusts its
rate of discount, raising it when the reserve is umdesirably smalil,
lowering it when the reserve is needlessly large.

Phis notion “that an upward change in the bank rate is
associated with a din;iﬁished quantity of bank-money either as cause
or effect, = or at least with a less gquantity of money than if the
bank rate had not gone up -~ and conversely that the alleged
association of high bank rate with falling prices folleows directly
from the usual Quantity Theory of loney and runs, indeed, through
all the latter nineteenth centwry literature of the subjec’c“.l
Thus the bank rate was first used with the idea of restricting dise
counts without having to refuse them entirely. Indeed, as recently
as the years before the Great War "“the Bank of BEngland in deciding
whether of not to raise or lower the bank rate decided primarily on
the relation between the reserve in the Banking Department and the

outstanding liabilities of the Banking Department®.Z

1. 1Ibid, I, 187.
2. Bir E. Harvey, Committee on Finance and Industry,
Minutes of Evidence, Par. 336.
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It waw sometime later than 1839 that it was discovered
that a hlgh rate had an influence in attracting money fram foreign
cénntﬁies for temporary investment. This leads to the second strand,
one which is generally uppermost in discussions by practical bankers.
They regard bank rate policy primarily, not as 2 mesns of regulating
the price level, but as a means of protecting a country's gold re;
serves by regulating the rate of foreign lending. The mechanism of
banking, currency, and international trade may be said to have an
innate repugnance to the flow of gold from country to country. All
sorts of devices are resorted to in order to control or lessen such
a flow. The most effective of these devices is regulation through
the rate of discount. The bank rate is raised to make it higher
relative to inberest rates current in other international financial
centres and so turn the balance of international indebtedness in a
country's favour by influencing the international short-market. Gold
like any other form of money tends to go bo the place where the reburn
on loanable capital is the largest. Vhen specie first moves out of a
country it comes ordinarily from the bank reserves and when it goes
into 2 country it goes ordinarily into these reserves. There is there-
fore a close connection between these two uses of the bank rate.

0ften changes in the rate of discount affect not so much the
volume of the flow of gold as the time when it takes place and its
direction. 4 rise in the rate brings additional pressure to bear on
those foreign exchange dealers who may be preparing for a shiment of
specie. Higher interest on money makes it more profitable to keep

the money at home. It tempbts bankers to wait wuntil perhaps the curreants



of foreign trade turn and enable the demand for exchange td be met
without shimment. Or it msy lead such persoms to arrange for ship-
ment of specie from some other country.

Still another phase of international dealings is connected
with changes in the bank discount rate; movements of securities from
one country to another. The prices of securities in any one counbry
are usually affected inversely to the rate of discount, rising as this
falls and falling as this rises. Hence securities which have an inter;-
national market are likely fto be sent in place of specie in settling
balances.

The third strand of thought is the one which, in the mind of
Mr. Jo M. Keynes comes nearest to what seems to be the essence of the
matter. 1t conceives the bank rate as influeneing the rate of investw
ment 'or at least the rate of scme kinds of investment. It is argued
that, "to raise the bank rate discourages investment relatively to
saving; and therefore lowers prices which, by causing the receipts of
entrepreneurs to fall below the normal, influences them to offer less
employment all round; and this sooner or latez; ‘br‘ings down the rabte
of earnings in the same proportion as that in which prices have fallen;

" 1
at which point 2 new position of equllibrium can be established®,

l. Eeymes, op. cit. I, 190.
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Historical Application Of Bank Rate Theory

Examination of the bank rate figuresl shows that for nearly
a century banking policy was dictated by this elassical theory. The

histories of the major finanecizl crises of the period illustrate this.

Crisis of 1857.

Two of the most serious disturbances of the financial market
of the pasﬁ century took place within ten years of each other; the
crises of 1857 and 1866« The first of these began with great suddeness
although there were signs of stringency on the monsy market before
1857.2 A bad harvest and a decline in foreign investments had caused
pressure in the Furopean market as early as 1855.:3 However the
threatening crisis was delayed by the Crimean War (1854-56) which
served to increase people's timidity and to make the business world
more prudent.

It is not easy to define how far credit may be extended
safely but it is very clear that during the years 1855 and 1856 the
extension of credit was both enormous and daﬁgerous. A tremendous
rediscount business was done in London and the largest operators

kept practically mo reserves, depending on the Bank of England to

l. BSee Table I and Graph 1
2. Andreades, ope. Cite, Pe 343
3. Loc. cit.
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supply their want s.l In June 1855, when the Bank's vaults were
full, it had reduced its rate to 3% per cent. but heavy war re-
mittances coineiding with the harvest failure of 1855 persuaded the
Bank to keep its rate particularly high during the last months of
the war.z During this period "the average rate of interest paid on
loans and discoumbts was very high and, though it is true that ne
prudent trader was ever killed by interest paid on borrowed momney,
it is clear that in 2 condition of things when traders generally
were large borrowers the existence of a2 very high rate of discount
was one of those circumstances which combined to create an eleetrical
and excitable condition in men's minds so that alarm and panic were

very liable %o supervene.“3

Moreover, to add to the difficulties of the situation, the
Bank's reserves in 1857 w\)vere continually at the danger po:‘mt4 despite
the exceptionally heavy demand. True the Bank was guarding these
reserves with high rates u- 5%, 6 and 6% per cont.” bub the weakness

was there nevertheless,

Despite the uneasiness of the market during 1856 and the

first part -of 1857, the fubure looked promising. Indeed the Bank of

1. W. Powler, "Crises", Palgrave's Dictionary of Political
RBconamy (1926), I, 462.
2. the rate stood as high as 6 per cent. from October 1855 to May 1856.
3« TFowler, OPe cite, P. 463
4, ©See Table 1Il.
5. ©See Graph 1I.
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England felt so confident that, on August 17, 1857, it opened
negotiations with the East India Company to export £1,000,000 of its
£10,000,000 specie reserve to the Bag .1 One week latdr, on August
24th, the crash occurred in New York. Money was already dear in
London and complaints were being raised against the Bank's policy
when news came of the failure of a large American corporation, the
Chio Eife Insurance Company. In England intense alarm was felt for,
in 1856, more than one-fifth of Britain's exports had gome to the
United States and, furthermore, British holdings of American stocks
and bonds were estimated to tetal £80,000,000.2

Barly in November the WGétern Bank and the City of Glasgow
Bank closed their doors causing numerous failures. By November 12th
the discounts in London had almost ceased except at the Bank of
England;5 that institubtion had become the only source of discount in
the country during 2 crisis which paralysed everyone'!s courage. NMeanw—
while the Bank had been pushing up its interest rate steadily and had
raised it to 10 per cent. by November 9th. The situation was deemed
so critical that the Chancellor of the Exchequer authorized the Bank
to contravene the provisions of the Bank Aect of 1844 by issuing notes
unbacked by gold beyond the maximum set by law so long as it did not
discount below 10 per cent.

Gold flowing in from Australia together with the high rate

of discount which kept capital in Zendon soon helped the pill brokers

1. Andreades, op. cite, P. 344
2. Olapham, Bconemic History of Modern Britain, II, 368.
3« loc. eit.
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to resume their interrupted business and, on December 24th, the Bank,
;'eporting a stock of over £10,000,000 in the Issue Departmen’c,l
dropped its discount rate from 10 to 8 per cent.z This proceeding
registered the end of the gold crisis and automatically set the Act
of 1844 in force again.

_ Great care was taken not to reduce the discount rate too
quickly and it was kept above 5 per cemb. until the stock of bullion

had risen above £15,000,000.°

By tke end of Jamuary, 1858, it had
been lowered to 4 per cent. Complete recovery was, however, slow.
For twe years, except for a month in 1859 when there was a scare in

the sbock exchange, the bank rate was 8t 3 per cent. or less and not

until the end of 1860 did it rise above 5 per cent.

Crisis of 1866.

In January, 1861, whken five cotton states seceded from the
American Union, specie was being shipped by Bngland both to the east
and to the west; east to India because of wild orders for cotton from
men who saw the American supply cub off; west to the United States
because of & shift in the balance of Britain's trade with America. To
meet this drain the Bank put its rate up to 8 per cent. but dropped it
during the latter part of the year when things guietened down. During

1868 it was malntained at 2 low level.

1. Ibid., P. 369
2. See Graph II
3. Andreades, op. cit., P. 351
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Throughout 1863, there was heavy cotton buying in India,
Egypt and Brazil. Bullion was wanted for all three and the foreign
exehange turned against Britain. Accordingly the baunk rate was twice
raised to 8 per cen‘t.,l once before and once after Christmas. Phis
scarcity rate had the effect of drawing to London, for a very short
time, large amounts of capital from the continental coumtries where
the cotton pressure was not felt so that the rate could be reduced as
rromptly as it had been raised.

In 1864 domestic demand was excepbtionally brisk and rates
were high despite an influx of gold during the early half of the year.
During the year there were two serious crises which caused the Bnglish
great uneasiness. Twice mai‘ket excitement, with which cotton was sure
to be connected, drove the rate up from B per cenbt., the year's base,
to 9 per cembt. This temporarily averted the crash but it was only
delayed a couple of years and England gained nothing by the waiting.

Puring 1865 British exports to America dropped tremendously.
Along with this there was political umurest and 2 continuance of the
siackening of business which began in 1864 conseguent upon the end of
the Civil War in the United States. In nine months the bank rate
dropped steadily from 9 to 3 per cemt. Then in September, 1865,
British export trade to America jumped considerably and continued to
rise through the early months ¢f 1866 owing te reconstruction in the
war areas. The bank rate rose with it and there was a period of dear

money which, by the end of April, gave way %o actual stringency. In

l. See Graph III
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February two large financial houses failed and the situation grew
worse from day to day. The bank rate which had fallen to 6 per cent.
was raised early in May to 7, 8, 2 and finally 10 per cent, the
traditional panic rate.l

The erisis, which.was purely British, was brought to & head
by the failure of the historical house of Overend, Guerney and Company
on May 10th. The following day was for a long time remembered in the
annals of the "Cifty" as "Black Friday". The excitement which pre=-
vailed on May ilth is indescribable and demand for accomodation
increased to an extraordinary exteant. On this one day alone the Bank
of Bngland made advances to the value of nearly four millions and its
reserve which had been £5,727,000 in the merning was reduced %o aboub
£3,000,000 by nightfall;z The position was extremely dangerous and
‘Ehe publication of the day's returns combined with the raising of the
rate of discount to 9 and 10 per cenb. served to aggravate the alarm.
In five days the Bank made advances and discounts tetalling £12,225,000.5

On May 11lth the Bank had received, from the Chancellor of
the Bxchequer, the custamary permissien to break the Act of 1844, butb
the crisis could not be appeased in a single day. Barly in July the

4 and the discount rate was maintained

banking reserve ran low again
at 10 per ceunt. for no less than three months (May 1lth to August 6th).

So great was the distrust, on the continent, of Bnglish investments

l. DBee Graph 1II1
2. Andreades, ops. ¢it. P. 359
3e Ibid, P. 360
4, $See Table IIX
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that even this high rate failed to attraect capital from coumbtries
where, as in France, the rate continued to be less than 4 per cent.
When the rate did finally begin te fall on August 6th, 1866, it was
lowered steadily until, in the following July, it stood at 2 per cent.
at which level it remained until late in 1868.1

It is inberesting to note that it required two serious
catastrophés to make the British financial world aware of its main
weakness, the excessive extension of credgit. Phe lesson was not
learned in 1857 but after 1866 the evil was seen and credit was to

some extent curtailed.

Crisis of 1914.

Phe year 1914 ushered in both the Great Wer and another
period of finanecial distress. During the first half of the year the
market in Iondon was very much depressed owing to the politiecal dis;-
turbances in Ulster and the appearance of war clouds on the horizon.
Quotations fell and English financial houses adopted an extremely
cautious policy refusing to renew expiring loans. This may have eased
the effects of the imminent crash but the result was a strong foreign

demand for specie to meet overdue debbs and the value of sterling rose

abnormally.

With the approach of war in the latter part of July everyone

wanted ready money to meet possible emergency and there was a world-wide

l. See Graph III
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rush to sell securities on the leading stock exchanges. Had the
Iondon Stock Exchange remained open it would have been flooded with
securities and gold would have poured out of England. Accordingly
it closed its doors &n July 3lst.

With the exception of the Bank of England, the Iondon
financial houses practically suspended operations and the Bank there-
fore was the only available resort for borrowers. The Bank's gold
reserve, which had been £40,164,000 on July 23rd, fell to £38,132,000
on July 30th and by the outbreak of war in the first week of August
it was dowmn teo £27,622,000.1 To protect these reserves, and in an
attempt %o halt"che outflow of gold, the Bank was forced to raise
its discount rate from 4 per cent. to 8 per cent. on July 3lst and
to 10 per cent. on August 1s1:.2

Again the Bank received a letter frem the Bxchequer aubhorizing
it o issue beyond the limibts sd&% by Peel's Act. Usually this letiter
had alone been sufficient to calm the alarm but the crisis was so
severe that the Bank was forced to use this authority and for the
second time in history extend its note issue for a few days until
the Treasury issue of pound and ten shilling notes relieved the

stringency.

Post-Wat Crisis

For the next five years prices rose steadily throughout

1. E. R. A. Seligman, "Drain of Bullion®™, Palgrave'!s Dictionary
of Political Beonemy (1926}, I, 869
2. See Graph IV



the world. This price rise, combined with the great demand for
capital for war purpeses, served to bring about the post-war boom
which began in 1919. The fact that money was depreciating probably
stimulated a rise in interest rates to "a level which meant a certain
compensation for the leoss on investments in money capi‘bal".l On
November 17th, 1919, the bank rate was raised to 6 per cent. and on
April 15, 1920, to 7 per cent.”

In midsumer of 1920 there was a definite tura from boom to
depression and a one-~year peripd of deflation was inaugurated. How-
ever it was April, 1921, before the Bank attempted to reduce its rate.
Before the end of the year it was down to 5 per cent.

The depression was unusually severe and the demand for capital
was materially reduced. Moreover unsettled currency conditions pre;-
vented an outflow of capital to other parts of the world where the
shortage was still acute. Consequently the rate had to be 1owéred
still further umtil, in July, 1922, it £inally reached 3 per cemt®
at which level it remained for 2 year. Aided by this reduction,
business gradually improved, uaemployment declined and frozen loans

were slowly liguidated.

l. K. Kock, A Study of Interest Rates, P. 130
2, See Graph V.
3+ See Graph V.
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Bank Rate Policy Since 1925.

B;-itain On The Gold Standard

Between 1925 and 1931 the Bank of England's policy had to be
adjusted to five major episodes; the return to the gold standard, the
inauguratioh of the cheap money policy im the United States in 1927,
the French gold drain, the stock market boam and finally the suspension
of the gold standard.

Barly in 1925 an upward movement of money rates in Iondon a%
a time when they were declining in America made the level of rates in
England higher than in the United States. This not only led to a flow
of funds from New York to ILondom but also influenced the diversion of
a large volume of foreign borrowing from the Bnglish to the American
- market. This influenced Great Britain to take the decisive step of
restoring the gold standard and, in April, Iondon, after a period of
ten years, once again became a free gold marketb.

Actually the law of 1920 prohibiting gold exports fer a
period of five years except under special lieense did not lapse until
December 31st, 1925, but on April 28th the Bank of England was given
a general license to export gold..l Britain 4id not attempt a return
to the full gold standard of pre-war days for, under the new standard,
the obligation of the Bank of EEng:ia.nd. to redeem its notes in gold was
limited to redemption in gold bars and in amouvnts of not less than

400 ounces; i.e. about $8,000. After 1925, therefore, England was

1. Federal Reserve Bulletin, June, 1925, P. 369
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on what has been sometimes called the "gold bullion standard®™ under
which gold is not used for domestic circulation bubt is available
for export purposes.

With London, the prineipal money market of the world once
more a free gold market, and the exchanges stabilized, the inter-
national flow of funds responded more freely to differences in money
rates and credit conditioms. In March, 1925, anticipating the re;-
sumption of gold payments, the Bank of Englend had raised its rate
from 4 to 5 per cent.l and following the restoration of the gold
standard, the higher rates in the London money market and the
confidence in the stability of sterling led to a movement of funds
.to London and an accumulation of gold at the Bank.

Por the first three and a half months after the return to
gold there was a continuous inflow of specie into England but it was
realized that this was likely to be only of a temporary duration and
should not, ther'efore, be used as a basis of credit expansion. How=
ever conditions in the lLonden market did become easier during the
summer as 2 result both of this inflow and of the imactive demand
for credit.

During the following three and 2 half months the movement
was reversed. However, since this oubtflow was not caused by unduly
high internal prices, the situation did not call for a restriction

of credit especially as such a restriction would have had a serious

l. See Graph VI
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effect on trade which was alreasdy depressed. Between January and
August there had been a considerable slackening in business aetivity
which czused 2 diminished demand for bank credit. Accordingly the
bank rate was reduced from 5 to 4% per cemt. on August 6th, and to
4 per cent. on October 1st.1 Thus, during the first five months
after the resumpbtion of gold payments, the Bank of England was able
to make two reductions in its discount rate.

During the rest of the year there was 2 drain on the Tondon
marked through gold exports which was intensified by a heavy demand
from the Bast Indies. This was accompanied by 2 growth in the
demand for credit arising out of a revival of trade and production,
a decrease in unemployment and a considerable demand in the security
merkets. PFurthermore, on November 5th, the embargo on foreign loans
was removed. All of these factors contributed to the tightening of
conditions in the London market during the auﬁzmn months which pre-
ceded the advance in the Bank of England rate from 4 to 5 per cent.
on December 31'6..2 This restored the discount rate to the level
which prevailed at the time of the resumption of the gold standard
in the spring. During the year the Bank had been very active in the
open market and the changes of its discount rate were in support
of its policy in that field..5

Thus, in 1925, though gold was flowing in, the bank rate

l. See Graph VI
2. BSee Graph V1
3. Federal Reserve Bulletin, 1926, P. 378
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was raised and kept at a fairly high figure and at the same time
credit was restricted to comserve the reserves and hold the gold
standard intact. The restriction of credit had helped to depress
industrial condiﬁions still further. Moreover, Great Britain had
been losing gold and there was apprehension regarding the discount
rate in New York where a rise was expected. ‘Accordingly the rate had
been returned to the 5 per cent. level.

The Bank found that in order to maintain the exchange
position it was necessary to keep the bank rate at a higher level
than in New York. Between 19256 and 1929, Britain's export trade
failed to maintain its progress and lost ground in comparison with
its competitors; +the wholesale price index showed a continually
falling trend and the Bank of England fregquently found itself resist-
ing a tendency to lose gold. Accordingly the bank rate was below 4%
per cent. for only two months of this period.

The 5 per cent. rate was maintained until April 21, 1927,
when a drop to 4% per cent. was made. This reduction was made possible
by a growth in the Bank's gold holdings and by the relatively easy
conditions in the short term money market during the spring. ZRvery
effort was made to stabilize the rate at 4% per cent. and the Bank
was successful for nearly two years. This was gquite an accomplislment
in view of the fact that the 4% per cent. rate survived the period
of cheap money in the United States whieh lasted from August, 1927,
to February, 1928, and which stimulated an increase in both the

Bank's gold stock and the reserve in the Banking Department.
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During the first eight months of 1928 there were large
additions to the gold reserve but, in the last few months, all the
gold that had come in during the first part of the year was lost and,
in an effort to keep the bank rate stable, assets were sold as fast
as the gold went out. The Bank kept credit stable while hoping that
steps would be taken to curb the specudative boom in New York before
Bngland was fo#ced off the 4% per cent. rate. Nevertheless, although
the Bank of BEngland even competed for gold at special prices, the
gold reserves fell comsiderably and, on February 7, 1929, the rate
was £inally forced up to 5% per cent.l Regarding this, Sir Ernest
Harvey explained, "We were contending not with an official rate
normally below our ‘own, but with a real effective rate in New York,
which was always higher, and sometimes much higher, than our own ::-:a.te".2

The bank rate was not again raised until September 26th, 1929,
when it rose to 65 per cent., the Bank having lost gold steadily
after July.

During the three years, 1927, 1928 and 1929, France had a
very disturbing influence on the financial world. At that time
France was enjoying 2 domestic boom which combined with a shortage
of currency to attract an enormous inflow of gold. Paris became the
‘prineipal receiver of gold in the world market. The increase in the

demand for currency in France was due, in part, to an increase in the

1. See Graph VI
2. Committee on Finance and Industry, Minutes of Evidence,
Great Britain, (1931), 1I, Par. 7597.
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country?s business activity and prosperity. It also reflected a
reduced velocity of circulation such as usually follows stabilizaetion
of currency owing to rénewea. confidence in the value of the mometary
unit.

Added to Bngland's difficulties was the fact that her prices
had not been moving in ha.nﬁomy with priees of the world. In 1925,
prices in Great Britain had been about 10 per cent. higher than in
the United States bub, since American prices were rising it was
thought that there was 2 possibility of the gap narrowing. However
rrices had begun %o fall in Bngland, general deflation had set in
and the English price level declined over the next decade even during
the period of 1927 to 1929 when they were rising almost everywhere

else.

5611l fuwrther to complicabte things there came the American
boom in 1928 and 1929. large quantities of Bnglish gold began to
flow to the United States as well as to France. Albhough England
did not experience as great a speculative boom as raged in other
parts of the world, she could not help but be affectéd. Iloreover,
Bngland?!s attempts to keep the foreign exchanges steady were made
diffieult by the low rate at which the French, Belfian and Italian
govermments had stabilized their currencies. TUnfortumately, in 1925
England had decided to restore the gold standard at the old parity
when the low figures at which the other Buropean cowntries were to

stabilize could not have been foreseen.

When, in comsequence of the boem on the New York Stock
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Bxchange and the high money rates in Americ&; the export of capital
from the United States ceased and funds flowed to America fram
Burope in an ever iﬁcreasing volume, Buropean couniries were forced
jbo take steps to protect themselves agminst the exodus of capital.
The American boom, therefore, was followed by 2 series of extra=
ordinary advances in discount rates. The Bank of England, whose
discount pelicy appears to Jhave been considerably influenced by the
business situation, hesitated to adept this course and not u.n'bii
its gold holdings had declined to £134,000,000, as the result of an
outflow of gold to America, France and Germany along with the Hatry
collapse, did it decide to reise its rate to 6 per cemb.-

The next month, October, the New York stock market boom
collapsed and a world-wide financial depression was ushered ine.
Everywhere business was paralyzed énd confidence was shattered;
activity on the discount market slackened and rates tumbled through-
out the world. In six months,z the Bank of Bngland rate was lowered
seven times until it reached 3 per cent, where it stayed for the
remainder of the year. On M2y 8th, 1931, the New York Federal
Reserve Bank reduced its rate to the extremely low level of 1% per
cent, and a week later the British bank rate declined to 2% per cent.

It was with the Bank of England rate at 25 per cent. and

with the prospect of a 2 per cent. rate being openly canvassed in

l. This rise took pdace on September 26th, 1929; BSee Graph VI
2. October 3lst, 1929 to May lst, 1930y See Graph VI
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the money market that the storm burst upon the world in the summer
of 1931, Shock followed shock and London became deeply implicated
in the crisis, for foreign cemtres, prineipally Paris, began to draw
in their london balances, partly in order to strengthen their own
cash position and partly for fear that difficulties might be put in
the way of the withdrawal of fumds. During July the Bank lost
£30,000,000 of gold and the rate was hurriedly raised first to 3%
iaer ecent. on July 23rd and then to 4% per cemt. on July 301:11.1

Then came the downfall of the Iabour Govermment and the
establisiment of a National Govermment on August 24%h.

All this time the drain of funds from London continued
for confidence then had been destroyed and bé.nks in France and the
United ;States were faced with ugly rushes by their customers. On
September 21st the breaking point was reached; withdrawal of
foreign funds from London had by #== then reached £200,000,000
end the Bank and Treasury credifs were both practically exhausted.
The Bank of Bngland received aubhority to suspend gold payments,

the bank rate was raised to 6 per cent. and the Stock Exchange was

1. On the grounds that a rise of less than 1 per cent. is
usually insufficient %o produce the desired effect upon
the internationmal market, the Bank of England, since 1860,
has generally observed the rule that, while in lowering
the rate it may be expedient to move by steps of % per
cent., in raising it the advance shounld be by steps of
1 per cent.



=2 G

closed for two days. By this action the Bank was relieved from the
obligation which it had assumed, six years before, to redeem its

notes in gold.

Suspension of the gold standard was decided upon by the
British Govermment in consultation with the Bank of England in
consequence of the continued large withdrawals of funds from the
London market. DPhese withdrawals were almost continuous from the
middle of July to September 19th and amounted, for the period, to
£200,000,000 of which abkout £32,000,000 represented a loss of gold
é.uring the latter part of Juij wken the gold reserve of the Bank of
England was reduced fram £162,000,000 to £150,000,000.1 In August
and September the use of foreiga credits had protected the Bank
from further loss of gold znd it was only after these amounts were
substantially exhausted that England decided to suspend the
operation of the gold standard.

Surprise has since been expressed that England suspended
gold payments with 2 bank rate of only 4% per cemt. and that a higher
rate was not imposed in a last attempt to remain on the gold standard.
But, in the existing state of world confidence, no rate however high
would have served to check the outflow of funds nor would an artificial
attempt to retain or attract fo::eign balances have been more than a
temporary remedy attempted at the cost of aggravating the disease.

As Sir Josizh Stamp argued, "Not oaly would rapid rises have increased

the foreign apprehensionle..., but any balances retained or attracted

1. These figures are approximations.
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by such a method would have been a source of equal danger at a very
early 6.23.1:9".‘1 In its comment upon Sir Josiahts statement the
Economist expresses the conviction that "for the Bank of Bngland
to have fought the crisis of last summer with the Bank rate weapon

would have been aboul as effective as to resist a fleet of tanks

with a child's bow and arrow",

The Year 1952.

In the London money market the year 1932 fell naturally
into two parts. The first half of the year was a period of genéral
restoration of confidence in British financial stability and of an
unprecedented reduction in money rates from the crisis rate initially
enforced on the suspension of the gold sbtandard to almost the lowest
rate within the memory of man. When the year opened the bank rate
stood at the high level of 6 per cent. and both the Bank of England
and the Treasury were heavily indebted to Paris and New York lenders
because of credits raised the previous August and September in
defense of sterling.

However, as the year progressed, the situation swiftly
changed towards ease. The rapid and sueccessful eollection of
revenue assured the world of BEngland's budgetsry s‘l;za.bili‘t;y5 and,

in the narrower sprhere of the money market, allowed substantial

1. RBconemist, January 16, 1932, P. 113
2e Loc. cite
3., See Beonmmist, January 7, 1933. P. 7
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reductions to be made in the volume of Treasury bills. Comparatively
high money rates, the restoration of confidemee in British finance
and a marked lack of confidence in American finance brought a steady
influx of foreign money into Lomdon, while a fresh source of siremgth
was found in the transfer to London of & part of Indiats gold as a
direct comsequence of the heavy premiuwm on gold.

Barly in 1932 the restored confidence and the influx of
gold had served to reverse the flow of international short mo:néy in
favour of Iondon and the absence of any big demand for money made
the market quite easy. By the middle of February the bank rate had
long been completely ineffective - there was a spread of 1 per cent.
between the bank rate and the Treasury bill rate -~ and the reduction
of the rate by a full point on February 18th was regarded as a step
long overdue.l From Februery until June 30%th the course of events
was uniformly one of successive reductions of the bank ra‘beg
following cautiously the steady and continuous decline in money
:r:a:t:es.:’5

As early as Pebruary funds had begun to flow from America
Po Bngland snd money became even more plemtiful in the Bondon market.
Accordingly the rate was again reduced, this time to 4 per cent, on
March 10th. Sterling continued %o gain strength against foreign

currencies and by the middle of March it had improved from $3.38

1. E‘condmist, July 9, 19520 Pe 57
2. $See Graph VII
3+ Economist, loc. cite.
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to $3.82 in New York, the bulk of the Bank of England and Treasury
credits had beeun repzid, all restrictions upon foreign exchange
dealings had been removed and the bank rate had been reduced to 3%
per cent. in anether atitempt to make it effective.

In view of the uncertainties created by the suicide of
Ir. Kreuger, the Swedish financier, in March some surprise was
caused by the decision of the Bank of England to make this third
reduction in its rate.l The actlon was regarded, however, as
evidence of the Bank's determination to make it clear, by its
policy, 'I;};iat it desired to discourage 2 capital iaflux which would
not be in the best interests of the country and would be bound to
add a further disburbing influence to the world'!s monetary sys’cem.z

Further reductions were made during the next three months,
partly as 2 reflection of the weight of idle money and in an attempt
to make the rate effective and partly so as to prepare the ground for
the impending War lean Conversion scheme. The rate was lowered on
April 21st to 3 per cemt., on Mey 12th to 2% per cent., and on June
30th, when the Conversion scheme was launched, to 2 per cem;.:5 for

4 Bvidence of the huge surplus

the first time in thirty-five years.
of short money was found in the fact that, for the first time within
living memory, the turn of the half-year witnessed no market borrowing

at the Bank of England..5

i, Bconcmist, Mareh 19, 1932. P. 622
2. BEconomist, March 12, 1932. P, 568
3. See Graph VII

4, ©See Table 1

5. Beonomist, January 7, 1933. P. 8
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The second half of 1932 was a period of almost unprecedentedly
cheap and abundant money. The glut of loanable funds, the shortage
of camercial paper and the restricted demand for Stock Exchange
loans continued during the whole of this period. Bad trade and the
absence of any enterprise either by traders or invesbors brought aboub
a progressive increase in bank deposits and a large decrease in ad-
vances leading to the accumulation of an abnormally large quanbity
of idle short money.

By this time it had become known that the Govermment
definitely favoured a prolonged regime of cheap money, not only teo
assist their conmversion operations, but in the hope that it might
foster some revival in trade. Ivring the years whieh have since
elapsed cheap money has been the established policy and has besen
maintained by the active collaboration not merely of the Govermment
and the Bank of England bubt of the whole City of Iond.on.l The
basis of this co-operation has been the conviction that cheap

money is an essential condition of recovery.

The Era 0f Cheap loney

Because of this cheap money policy various forces which

formerly influenced the bank rate have had 1ittle or no effect on

1. "Cheap" or "easy" money does not mean a predetermined figure
nor necessarily ome which is lower than any other particular
rate. PThe term may mean a number of interest rates, thay
may vary e great deal within what is regarded as the range

of cheap money.
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it sinee 1932, “Under normal conditions Bank rate can be compared
to the North Pole. Every other interest or discount rate revolves
around it, but business is very rarely done at it. Today the
analogy is truer than ever. The market is so swamped with money
that resort to the Bank is only necessary upon exceptional occasions
such as the end of the banking half-year. The old rule that short
loan rates were a point below bank rate with market discount
scmewhere in between has alsc gome by the board. No one today
pays any attenbtion to bank rate and many people have by now almost
forgotten where it stané.s."l

A brief review of the conditions of the money market
during this era of cheap money is interesting. During almost the
whole of this period money was very easy. There were, it is true,
occasional periods of mild stringency but in these the tightening
was both temporary and slight.
| During 1933, the ease in the market was accentuated by
the prevaiiing unsettlement in foreign centres which caused a great
influx of foreign momey into London. This was reflected in the

2 Among other

heavy gold acquisitions by the Bank of England.
events the year witnessed the complete breakdown of the American
banking system, the American suspension of the gold standard and

the advent of the Nazis to power in Germany. Yet so far from

1. Bconomist, November 10, 1934. P. 878
2. See Table IV
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money becoming tight, the main problem of British bankers and the
Lohdon money market was how %o deal with inordinately low rates.
Events combined to create the impression that ILondon was the soie
safe Buropean centre in which to hold funds and the gold inflow to
the Bank of England early in the year is sufficient to show that
much foreign money was lodged in london for safe custody during the
course of the year. All this money, direetly or indirectly, entered
the London money market in search of employment and so went o swell
the quantity of funds that had already been called into existence by
the attempt to revive trade and raise prices through sn easy credit
policy.

A single sentence from the Economist smms up the history of
the money market during the next five years. "“Money conbinued to be
cheap and the authorities wished it to remain éo.“l During 1934,
1935 and the greater part of 1956 the ulira-low momey and discount
rates were in force and there was 2 considerable diversion of funds
from the discount market to gilbt-edged securities. Indeed, during
this period, competent observers such as the editors of the Economist
advocated a further reduction of the bank rate to perhaps If per
cent. The rate was not changed however and, during 1936, the
cheap money policy was threatened on several oceasions by apprgciable

hardening of interest rates. These temporary stringencies were

attributed to a general increase of domestfic activity and an influx

1. Economist, Commercial History and Review of 1937
February 12, 1938, P. 7
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of foreign money from abroad following the various currency crises
of the yea.::'.:L

Duwring 1937 and 1938 the market varied between & continuance
of the quiét conditions, with low rates, and sbtringency, with rising
rates, as a result of external influences. During 1937 there had
been e tendency towards higher commedity prices, which had threatened
to have far-reaching repercussions, but early in 1938 this movement
had reversed. The most important influence of the year was the
withdrawal of foreign funds. In May there was & temporary stringency
caused by the return of eapital to France as a result of Mr. Daladier's
decrees.z

The rise of the English bank rate to 4 per cenbt. on August
26th, 1959,5 cannot be regarded as imdicating a change of policy. That
it was a precautionary measure taken at a2 time when the outbreak of a
second world war was imminent is shown by the faet that the rate was
guickly returned to its former level. On September 28th it was re-
duced to 3 per cemt. and, on October 26th, when it was realized
that this rate was wholly ineffective, it was returned to the 2

per cent. level.

l. REconcmist, Commercial History and Review of 1936
February 13, 1937. P. 7

2, In the first week of May, 1938, FPremier Daladier issued a
series of decrees which zmong other things devaluated the
franc. One of his aims was to secure the rebtuwran of ed-
patriated French capital.
See Bconamist, May 7, 1938, P. 302

3. ©See Graph ViI and Table 1II
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Effectiveness ¢f Bank Rate Method

In practice the bank rate is usually a cenpromise between
the rates needed to control gold movements, price levels, umemploj—
ment, interest payments, dividends, war debts and investments. un§
fortunately, these various interests are frequently conflicting and
a policy which might do good in one direction may do harm in others.
These infterests can be classed as either international or internal
and it often happens that, at the very time when the domestié aspects
are in need of help, the international situation becomes so tense as
to interpose its influence om the rate to the detriment of the intefaal
conditions. Iun 1929, albthough the British price level was droppingl
and industry needed the encomragement of 2 low bank rate, the Bank of
Bngland could not lower its rate withoub losing most of its gold
because of the existing 12 per cent. rate for cz2ll money in New York.

When 2 country is on the gold standard the primary consi&erés
tion is usually the conditions prevailing in world trade. The bankers
interviewed by fthe Macmillan Committee on Finance and lndustry, in
1930-31, 2ll pointed cut the importance of the maintenance of the
international position because of its great influence on the damestic
situa$ion;2 It was explained that the Bank of England's policy had
been to keep its eye primarily on the movements of the foreign exchange,

as the indicator of the balance of international payments, and then

ls BSee Table V
2. Committee on Finance and Industry, Maemillan Report, Par. 217
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to make its changes in the bank rate in response to these movements.
However, during recent years, it has become increasingly apparent that,
while the bank rate undoubtedly did have guite considerable influence
on gold movements, there were many weaknesses inherent in its use.

The Macmillan Committee concluded in its report that a
bank rate policy guided and govermed by the tendency of gold to move
is & means of maintaining the stability of the exchanges but not the
stability of businéss.l Indeed, seo far from keeping business on an
even keel, the maintenance of sbable exchanges has the effeet of
transmitting o the credit system any serious disturbances, of a
¢yclical character or otherwise, which may be affecting the rest of
the world.

Some authority are opposed to any attempts to control gold
movementis. In his "Principles of BEconomics" Professor Taussig points
out that the flow of specie is an indicabtor of the currents of inter;
national trade, not in itself & matter of serious importance. In the
main it takes care of itself "ceasing by a quasi-subomatie processnz
when the inevitable rea.djiustnbnt of imports and exports has been
accomplished. The bank rate instrument does not prevemt the movement
of gold or its ultimate effect on prices. It may have same power Lo

regulate and equalize the gold flow for ashort period but, when there

1. Ibid., Par. 219-220
2. F. W. Paussig, Principles of Beonemics, I, 458
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is a balance of payments owing any one country because of an excess

of its exports over its imports, the current of gold will contimue to
’ brought about

move toward that country until equalization is by changes in prices

and restored tragde balances.

Appearing before the Macmillan Gemmittee, Ir. J. Taylor
Peddie argued that a rise in the bank rate could not increase ship-
ments of gold to London.l When the Bank of Bngland raises its rate
with a view to curtailing credit and atiractiag gold to London, the
competitive powers of the exporting industries are alse curtailed.
Thus the full credits which these industries could create abroad are
not available to assist in maintaining the Bank's gold reserves. Mr.
Peddie pointed out that if the ralising of the bank rate prevented the
exporting trade, even in the slightest degree, from continuing this
beneficial work then it must defeat, in part, the Bank's objeective
policy.

Gold movements are often the last event in a situation which
probably has been developing for a considerable time and 2 poliey
which waits upon the movement of gold is too tardy. Action may come
too late to produce the desired results. Moreover, when the Bank of
England raises its rate, other centrgl banks usually follow suit so
that the hoped for effect is neutralised amd the only result is a

period of high money rates. If london does happen to act alome in

altering its rate, credit conditions in the rest of the world are

l. Committee on Finance and Industry, Minutes of Evidence (1931),
11, 112, M. 23-4.
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bound to be affected, sometimes with undesirable results, and serious
dislocations are likely to occur.

When a country is off the gold standard and mansages its
foreign exchange level by such devices as an Exchange Equalization
Fund, the bank rete can be set primarily with a view to internal
conditions. Unfortunately, here too, the practical application of
the bank rate method brings to light several glaring weaknesses not
apparent in the classical theory.

For one thing, the effectiveness of the bank rate depends
on the initiastive of the borrowers, the commercial banks. Variations
in the rate can be used as an instrument of contrcl only when the
cammercial banks apply for loans. To date not one single weekly
statement of the Bank of Canada has shown any bills discounted..l
The szme tendency exists in London; English banks go o the Bank of
England only in time of necessity, such as the turn of the half-year
when demand is usually gquite heavy. Because of this, bank rate
action usually cemes too late to accomplish the desired results.
Generally the more important changes im business take place before
the movements of the interest rates can be of any material importance.

In actual practice the rates that the commercial banks pay
to the central bank for lozns is considerably below what the banks
charge their clients. Therefore, even if the central bank raises

its rate, it may still pay the commercial banks to borrow at the new

le M. L. Sktokes, Bank of Canada, P. 278
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rate and comtinue to loan at their old rate.

However, the bankers often do £2ll im line with the central
bank, largely because of the prestige of that institubtion. REven then
the desired results are rarely obtained directly. The commercial
banks are reluctant to curtail advaneces to their regular cushomers
for normal business purposes and will cut down first on their more
liquid assets, namely their bills and their leoans to the money marketb,
next on their investments amd last of all on their advances to in-
dustry. Thus there will be little immediate contraction of industrial
credit.

& rise in the bank rate does not necessarily affect all
advances. Some have a fixed, flat rate; others have a maximum which
may have already been reached. The indusbrial rate is usually well
above the bank rate and a rise frem 3 per cent. to 4 per cent. in
the rate will not affect the man who is zlready paying 5 per cent.

The majority of banking witnesses who appeared before the
Macmillan Committee stated that & rise or fall in the bank rate had
little effect upon the volume of applications for advances. Indeed,
as Mr. Beaumont Pease pointed out, 2 high volume of applications
often coincides with a period of high bank ra‘be.l In an effort to
explain this, Iord Mazcmillan suggested that, "If a thing is essential,

if bread becames dearer, people have to buy it whether they like it

le Comuittee on Finance and Industry, op. cit., I, par. 2189
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or not, because it is essential to them. "1 If a business requires
money it will borrow even at a high rate. The industrialist, pro-
vided he gets orders to carry out, is willing %o pay any reasonable
rate to provide himself with working capital.

The Macmillan Committee wes very interested in the effect
of a high bank rate upon the internal situwation and took a great
deal of evidence upon this point. They concluded that, on business
already conbtracted and in the process e¢f production, the effect was
very sma.ll.‘2 A rise of 1 per cent. to 3; per cemt. in the bank rate
made an infinitesimal difference in the cost of production. In the
opinion of Mr. Pease, the alteration of the bank rate does affect
industry, but to nothing like the extent that is popularly supposed.s
When he was asked to account for the tremendous inerease in unemploy-
ment which came about three months after the 1929 rise in the bank
rate, he replied, after warning against the fallacy of assuming
tpost hoe erge propter hoct', "I think that same of the most active
émd. prosperous periods of our trade were when the bank rate was
high, when trade was so active that the bank rate was raised as a
danger s.:i.,g-nal“.4 |

Attempbs to ease the fluctuations of the business cycle
by means of the bank rate have not been very successful. In boak

times, high rates have little effect on the stock exchange

1, Ibid, I, Par. 2190
2, G, B. Campbell, op. cite, Po 17
3. Committee on Finance and Industry, ops cit., I, par. 2164

4, 1Ibid, I, par. 2166
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speculator who thinks in terms of market quotations rather than of
interest rates. A type of ianvestor has appeared who will gladly
pay 6 per cent. for funds with which to buy a stock which pays very
1ittle if he foresees, or thinks he foresees, an inerease in the
price of that stock. Moreover a rise in the bank rate pemalizes
legitimate borrowers who really need funds to carry on business
enterprises. A central bank usually makes drastic reductions in
its rate after the collapse of a boome. Unless other countries re-
duce their rates @t the same time, there may occur large withdrawals
of gold which will only add to the difficulties of the downswing.
Bven during a normal period freguent fluctuations of the bank rate
do net make for business :;ta‘bility.l

It must not be concluded that the bank rate has no effect
upon the domestic situation; it has considerable effect but this
is psychological rather than actual. Unfortunately this psychological
effect often defeats the purpose for which the bank rate was altered.
The business world usually finds it difficult to interpret properly
the meaning of a change in the rate. Thus a change of no great
significance, 2 change which is likely to be merely temporary or
seasonad in character, may cause undue alarm and may have a
seriously umfavourable reaction on business enterprise. Sir Josizh

Stamp explains it this way: “The animal that is after you may be

1., This has been the argument of the Bank of France which
believes that it ean assure stability by maintaining a
stable bank rate and keeping a large gold reserve which
it can use to regulate credit conditioms. The Bank of
England has opposed this view arguing that, besides being
too expensive, the maintenance of a large gold reserve is
impractical in Iondon, the world's central free godd market.
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only a dog bub, if you think it is a2 woRf, you will run just as
fast as if i% were a welf. So, this psychology concerning the
rate brings about a sbate of affairs that intrinsically need not
exist."l

The Macmillan Committee concluded that, although bank
rate policy is a "most delicate and beautiful instrument"z for the
sound management 6f the monebary system, nevertheless there are
limitations to its usefulness. "“We think that the instrument of
bank rate should be used sparingly when the objective is merely
to balance moderate: changes in the short-term position by attract.
ing fore'igm funds and not to affect the domestic situabtion. Bank
rate is rightly used when the Bank of England deliberately desires
to contract ecredit either at home or in the world at large. Its
use is of much more doubtful ubility when there is no desire on

the part of the Bank to contract credit either here or abmoad,

the main point of maintaining a high bank rate being to attract

3
foreign funds.®

l. Committee on Finance and Industry, op. cit., Par. 3748
2. Commitbtee on Finance and Industry, Macmillan Report, Par. 218

3. 1Ibid., Par. 352
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Open Market Operations

A type of credit comtrol which has been widely used
during recent years is known as "open market operations®. This
term 1s applied to the dealings of & central bank when it goes ine
to the open market to buy or sell securities. Action directed to-=
wards varying the amount of the investments held by a bank is
usually called “open market policy%.

The governing principle Sf this instrument is that the
central bank through its sales and purchases of seecurities brings
sbout changes in the commercial banks' balances and, therefore,
in their lending power. The central bank may Geal in two types
of securities; acceptances é.ndt govermment securities, but it is
only sales and purchases of the latter which constitute open
market operations in the proper sense of the term. Purchases of
bank acceptances sre anzlagous to rediscounts and ought not o
be ineluded as open market ’sransactions.l

The regulation of oredit depends upon the power of the
central bank to influence the lending operations of the competitive
banks. The #dending operations of the labtter are limited by their
cash reserves and the cemtral bank has the power of increasing or
decreasing its own assets by dealing in secwrities in the open

market, Its liabilities are decreased or increased by the same

le X, KOCK, OPe ci‘bo, A]_Dpo Ig Do 221



smount as its assets, and these liabilities (whether notes or de-
posits) are reckoned as cash by the commercial banks,

When seeurities are bought there is an expansion of
credit because the money paid for the securities will be deposited
with the commercial banks and used by them for further lending. On
the other hand, when the cemtral bank sells securities in the open
market there is a contraction of credit due to the momney taken out
of circulation to pay for the securities. The cash of the @eposit
banks is restricted and they, wishing to maintain their regular
ratio of cash to deposits, proceed to cub down on their loans.

Open market operations are = most potent weapon in the
hands of 2 central bank; for cash to a commercial bank is the
base on which an inverted. pyramid of credit is raised to several
times its volume. A diminution of available cash supplies, therew
fore, quickly forces a policy of credit restriction on the
commercial banks.

In Great Britain and the United States the deposits of
the public with the commereial banks bear a direct relationship
to the deposits of the commercial banks themselves with the central
institution.l In Bngland the proportion is convenbtionally assumed

3
to be about ten to one,z in the United States about.fifteen to one.

1, In the Umited States, the twelve Federal Reserve Banks
fulfil the functioms of a central bank.
2. A.F.W. Plunptre, Central Banking im the British Dominions, F.18
3. Committee on Finance and Industry, Minutes of Evidence, 1931,
11, P. 164, M.23
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Any action which the central bank takes to increase or decrease the
deposits of the commercial banks will accordingly be reflected on
a2 magnified scale in the deposits held by the customers at the
commercial bankse.

For example, if the Bank of England bjys £100,000 worth
of securities from someone who banks at Lloyd's Bank, the sellerts
account &t Lloyd's will he increased by £100,000, and Lloyd's
account at the Bank of England is also increased by £100,000.
Assuming that Lloyd's do not demand cash frem the Bank of Bngland
it will now be free, having regard to the proportion it maintains,
to create new credit by lending directly to customers or by buying
securities. The credit thus created will tend to be &istridbuted,
by the operations of the clearing house, among all the commercial
banks. In their twrn these other banks will create and still
further diffuse new credit. AL the end of the operation, £1,000,000
of credit has come inbo existence. The reverse process happens
when the Bank sells securities, instead of buying them. £1,000,000
worth of credit will, in due course, be cancelled by the sale of
£100,000 of securities. Thus open market @pei-ations give a
c.:entral bank a very direct means of control over the credit

conditions im its comntry.

The effect of open market operatioms in the various
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markets differs. In EBngland, a4 reduction inm bankers! balances
brought about by the selling of govermment securities by the
Bank of England forces the joint stock banks to call loans from
the bill brokers, which in turn cempels the latter to borrow from
the Bank of England. Since the bank rate is usually higher than
the acceptance rate or the bill rate the foreing of the brokers
to the Bank of England penalizes them and results in a general
increase in the rate on acceptances. Conversely, am increase in
the deposits of the joint shbock banks at the Bank of England is
equivalent to an increase in the amount of cash and the banks,
finding themselves with more than their uwsual proporbtion of cash
to deposits are in & position to grant further loans to their
customers or otherwise to create additional credit.

In the United States, open market operations have been
the most reliable weapon of the Federal Reserve System in its
effort to regulate the reserves of member banks. When the Open
Market Committee decides om & policy of restricting credit, the
normal method of carrying it into effect is the sale of govermment
obligations by the Reserve banks, or alternatively, allowing shorte
termed govermment debts, held as assets by the Reserve banmks, teo
mature without replacing these assets by fresh investments. When

a Reserve bank sells securities to the publie it receives in
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payment for them cheques on the member banks. These cheques are
charged against the reserve deposits of the member banks with the
result that a reduction is made in the amount of reserve balances.
Converwely, when a Federal Reserve bank buys securities, it pays
for them with a cashier's chegque which, when presented by a
member bank, is credited to the reserve balance of that bank and
so produces an increase in the amount of member bank reserves.

Phe reserves with the Federal Reserve bank are usually
kept down to the lowest possible margin and clesely adjusted to
the fluctuations in deposits amd thus to variations in loans
and investments. An addition in the reserves kept by member
banks with the Federal Reserve banks will lead either to a2 rew
duetion in redis‘counts or, if these are at a low level, to an
increase in the supply of money in the open maxrket. A reduction,
on the other hend, results in a rise in rediscounts or a with-
drawal of money from the market, or more probably, in a2 combiha~-
tion of the two measures.

In both comwntries the open market and the discount
policies are usually co-ordinated so that they work together

to achieve the desired resulbs.

The use of open market operations as an instrument of
credit comtrol is a fairly recent development of central bankinge
Before the World War the Bank of Bngland was known to employ this

device, though at scmewhat rare intervals, for short periods and



on & modest scale.l It sold "consols™ for cash on the stock exe
change and simultanedéusly repurchased them "for the account®,
with the result tha‘é the basis of credit was curtailed between
the date of sale and the date of settlement of the repurchase
which might be any time up to a month later. This expedient was
:r.jesor‘bed‘. to when the market rates were lagging too far behind
bank rate. However, the practice was not very frequent and can
hardly be compared with the systematic and extensive open market
operations of the central bank in recent years. It is interesting
to note that Sir Ernest Harvey, in giving evidence before the
Mzemillan Committee on Finance and Industry, described this
borrowing on consols as M™a relic of past history".z

During the Great War, the Bank of BEngland and the
Treasury cooperated closely, making frequent use of open market
operations to enable the govermment to carry through its war
finances. Ilabter, even after the financial structure had re;-
turned to normal, they were still undertaken when & temporary
stringency made itself felt (on account of tax payments, for
example). Moreover the Bank began to make frequent use of them
as a supplementary weapon in its monetary policy. Until recently,

however, the orthodox doctrine in England was that open market

1. J. M. Keynes, "Credit Control", Bncyclopaedia of Social
Sciences, Vol. IV, P. 552.
2, Committee on Finance and Industry, op. cit., I, Par. 402
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policy could only be used, not as & substitute for, but to re-
inforce baumk rate policy by making the latter effecti%e. Since
1932 this doctrine has been diseredited by the faet that open
market operations have been used by several central banks,
notably in England and the United States, unaccompanied by
changes in the bank rate. Indeed a&s pointed out above, the bank
rate has been almost perfectly stable for these last eight years.l
The United States has been the scene of the most ei—
tensive application of openm market operations although they
appeared there more recently than in England. In the First
Annual BReport of the Pederal Reserve Board.,z open market operations
were mentioned. However, they were not used as a regular, large;
scale policy until the spring of 1922 when credit expansion was
started by open market purchases. BSince 1923 they have been eme
ployed as a systemized policy under the authority of a central
committee with definite credit control in view. In that year
the Board took steps to introduce a coordinated policy between
the different Reserve banks, and a committee of Reserve bank
officers was formed to act under the general supervision of the
Board in handling open market problems and operations. Moreover
the principle was publicly laid down "“That the time, manner,

character and volume of open market investments purchased by the

l. See Graph I
2. Washington, 1915.
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Eederal Reserve banks, ¥e governed with primary regard to the
accomodation of commerce and business and %o the effect of
such purchases or sales on the gemeral credit situation."l
During 1923 the credit expansion, which was begun
the year before, was checked by open market sales. In the
sumer of the hext year ({1924) the new mechanism successfully
passed its first real test, Credit contraction was very severe,
so open market purchases were made, the rediscount rate coﬁm
siderably reduced (4% per cent. to 3 per cent.), and the d.e;-
pression was quickly dissipated. For several years after,
1ittle use was made of the new instrument until, in 1927, the
Federal Reserve system revertsd to extensive open market
purchases and initiated =z renewed credit expansion. The
following year, however, drasbic measures of credit restrietion
were adopted, partly om account of the outflow of gold a2md partly
because of‘the speculation on the stock exchange. A sharp rise
of interest rates {to 5 per cent. on July 1l3th) was accompanied
by large open market sales of securities. The govermment
securities held by the Pederal Reserve system, which had been
$600,000.000. in January 1928, were reduced to $400,000,000. in

‘ 2
February and to $219,000,000. by the end of May.

l. See Federal Reserve Board's Annual Bulletin, 1923,
P, 15, et seq.
2. R. G. Hawtrey, The Art of Cenpral Banking, P. 71
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During the first year of depression following the
crisis and collapse of 1929, there developed a strong feeling
that the open market powers of the commitbtee had been used
without much regard to the ultimate purpeses of the system,
particularly in 1927 and 1929, and that open market operations
had, on occasion, offset or npubralized the discount policies

over which the Board exercises a much greater degree of conbirol.
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Estimate And Criticism Of Open Market Operations

Some writers do not regsrd open market policy as &
distinet instrument of credit conbtrol but consider it to be
supplementary to bank rabe policy.l They feel that the greatest
importance of copen market operations lies in the faet that they
may be used to prepare the ground for, and so iancrease the
effectiveness of, a change in the official discount rate. Accord-
ing %o ‘d_;hi:s view, when the balances of the camercial banks, held
at the central bank, are low, or when the supply of money in the
open market is sufficiently large for there to be little or no
borrowing &t the central institution, 2 rise in the bank rate
cannot be effective. This may be remedied by open market sales
which increase the reserves of the bank and diminish the supply
of funds available on the open market. Similarly when borrowing
at the central bank is high or when there is a stringency in the
market, a lowering of the offiecial discount rate may be made
more effective by open market purchases of secwrities. This
permits a reduction in the indebtedness to the central bank and
so helps the bank rate to bring about easier credit cond:‘gtions.

Such was what might be called the ®classical® theory
of open market operations, but recent develomments in the practice

of credit management have made it apparent that open market policy

le Cf. Xisch and Blkin, Central Banks
K. Eoch, A Study of Interest Rates
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should be considered 2 distinect and separate weapon for the
control of eredit. While it is not absolutely perfect, neverthe;
less it lad¢ks many of the fauvlts of bank rate manipulstion.

A significant difference between bank rate and open
mérket policy is that, in the first case, the initiative lies
with the commereial banks thiough their borrowing from the central
bank while, in the latter, it rests with the central institution.
The individual commercial banks have virtually no power to ine
fluence $the aggregate volume of bank money unless they depart
from their reserve ratio.. conventions, and, even then, the old
position is restored if the éentral bank sells investments to
2 corresponding amount.

Open market operations act much more directly to
attain the desired results than do changes in the official dis-
count rate. A bank rate change may, amongst other things,
affect the volume of central bank advances as desired. Bub it
does much else besides and even its influence on central bank
advances is an uncertain result azmong those wider and more complex
consequences which a change in the bank rate sets up. Open
market operatioms, on the other hand, produce a direct effect
on the reserves of the commereial banks, and hence on the
volume of deposits and credits gemerally, by their immediate
consequences, apart from their indirect reactions.

Not only are the effects of open market operations
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more directly obtained but they are also greater than sre the
effects of bank rate changes. WSupposing you have....s constant
volume of money in fairly normal times, and you change the rate
from 5%- to 4, that will have a2 less vital effect upon business
than if the rate remained at 3% or 4 and you periodically

altered the volume of money by seventh or eighth parts.“l In

his discussion of the American system; €. 0. Hardy argues that

the rediseount rate is not an effective instrument for controlling
the volume of credit because member basmk borrowing does not
respond to rate changes.z He peints out that the volume of
rediscounts is usually low in times of low rates and high when
rates are high. On the other hand there is a2 positive correlation
between open market operations and the size of member bank re-
ser:ves.5 In most cases the volume of oubsbanding credit shows
consiclerabie responsiveness to changes in the Reserve system's
open market policy.

During the perioed covered by the table the Reserve
system made four distinet attempts to inecrease the volume of
credit outstanding, by buying securities, and two direct efforts
to contract eredit by selling them. It will be nobted that there

is a high degree of correspondence between the policy of the

l. Sir Josiah Stamp, Commititee on Finance and Indistry,
ope ¢ite., Par. 3738

2, C. 0. Bardy, Credit Policies of %the Federal Reserve
System, P. 40

3. See Table VI.
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System as expressed in the purchases of securities and the
direction of change of member bank reserve balances.

pften gold movememts work against open mé.rket policyl
but these offsets are rerely sufficient to cancel the effeets
of open market operabtions. Indeed these may be used %o coun’cer;-
balance the effects of a movement of gold. The stabilizing
influence of the Bank of England!s open market operations was
iliustrated, in 1928, when the effeect of gold accrebions
amounting to about £21,000,000, between February and September,
was counteracted by4an almost identical decrease in the Bank's
holdings of seeurities. T¥When conversely, in 1929, heavy gold
losses occurred the Banmk promoted stability by increasing
its security hold.ings.2

In recent years, thils stabilization of the exchanges
has become 2 recogmnized field for open market operations.
Since the gold standard has been everywhere replaced by either
the *gold bullion® standard or "pegged" currency the bank rate
is nét a very effective aid to shtability. However, the larger
nations have built up huge Yequalization® funds which are used
to buy foreign currency wheh it is offered in excessive supplye.
Sometimes these funds are strengthened by treaties such as the
Pripartite Agreement between Great Britain, Franee and the

United Statese.

1. See Table VI
2. Kisch and Blkin, op. c¢it., P. 110
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The practice of pegging exchange to same currency,
sueh as 'ste:‘rling, is very widespread. This pegging entails the
establishment of large reserves of foreign exchange and foreign
securities and, here too, 2 form of open market operation is
used to prevent too great fluctuations of the exchange rate,
the central bank buying or selling exchange and securities to
accamplish its purposes. When the exchange rate is unfa®ourable,
i.e. when the value of the domestie curreney is low relative to
foreign currency, the central authority sells foreign exchange.
The increased volume of foreign currency on the market causes
its value, in terms of domestic currency, to fall and so the
proper rabio is restored. The reverse operation is carried
out when the exchange becomes too favourable. Then the central
bank buys large quantities of foreign exchange to depress the
domestic exchange in relation to that of other coumtries,

As a means of easing the effects of depression, open
ma,rkef. policy has an advanbtage over bank rate poliey. Here
again the significant difference is that the purchase and sale
of securities can be performed on the initiative of the banking
system while borrowing calls for the initiative of the borrower.
The ineffectiveness of bank rate policy as a2 means of controlling

the business cycle was discussed above. ILow interest rates are

merely the outward expression of the unprofitableness of
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business and the unwillingmess of traders to borrow. This
reluctance of borrowers can cause a contraction of credit guite
as effectively as a reluctance of lenders to lend. ' Moreover
the lowering of rediscount rates is worthless in dealing with
contractions of this sert. In 1895 and 1896, day to day money
in the London money markst frequently fell to & per cen’o.l
without any appreciable inerease in discounts. ™You czn lead
2 horse Ho water but you can't make him drink.® 7

When the stimulus of cheap money offered to the
borrower is insufficient, the stimulus of redundant cash re-
serves can be applied %o the lender. The central bank, by
buying seeurities, can creafte money and place it in the hands
of the sellers. There must ultimately be a limit to the amount
of money that the sellers will hold idde and it follows that,
by this process, the vicious ¢ircle of deflation ean be broken,
however great the stagnation of business and the reluctance of
borrowers may be. This procedure was adopted by the Federal
Reserve banks, in 1932, with conspicuous success. Agein, in
1930, it was atiempted but only half;-heartedly. The banks
bought govermment securities in the open market and raised their
holdings to the relatively high figure of $600,000,000 but that

was far fram being enoug;h.z

1. Re Ge Hawtre'y, 0P Ciitu, P. 172
2. Ibid. P. 215
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It has been pointed out that the actual effects of
bahk rate policy often were psycholegical rather than real,
Sometimes the desired resulbts were obtained through the
psychological reaction bubt frequently serious business d.isQ
turbances were created by the misinterpfetation of the meaning
of a change in the bank rate. With open market operations,
abrupt and discontinuous bank rate alterations are no longer
necessary. Noreover open market activity is much less
spectacular and can be carried &ut without the knowledge of
the financial world. Thus they are not subject to mi;- |
interpretation as are bank rate changes, and the business
world is spared the instability which arises from failure %o
understand properly the aims snd purposes of the monetary
policy.

For fear that its action might be misunderstood,
the central bank formerly hesitated to use its discount rate
in dealing with temporary disturbances or im bringing about
isclated changes in interest rates in the short-loan market.
It can now make use of open market operations to achieve the
desired aims, The purchase of securities by which the cash of
the commercial bank is increased, is a gquick method by which

the central bank can, of its own motion, relieve a sudden

stringency or prevent its coming by anticipatory action.
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It is often arguesd, perhaps because their use is so
obsewre, that open market operations are to0ls of the govermment
by means of which it aids its own financing without regard to
the national welfare.l Hardy investipated this in the United
States and concluded that "the timing of open market purchases
in relation to Treasury borrowing indicates that the Reserve

- system has not been a&n instrument of Treaswry :t‘ima.nce“.'2
Obviocusly, if Treaswury sales of nmew issues tend to ceinecide
with Reserve bank purchases, the effect of the coincidence is
to lessen the influence of Reserve bank operations on the money
market and to enable the Treasury to sell its bonds at high
prices. On the contrary, if Treasury sales and Reserve bank
sales coincide, the effect of the Reserve bank cparations is

reinforced and the Treasury has to sell on less favourable terms.

1. Appsrently Mr. A. F. W. Plumptre is among those who do not
accept this argument. He writes, "It has been suggested
that the Bank of Canada's open market purchases have been
influenced by a desire to malke the commercial banks btake
up securities "at a pace syunchronized with the fimancizl
requirements of the goverrment® but the figures given in
support of this statement are not conclusivet.

(Plumptre, Central Banking in the British Dominions, P.R33)

2. Herdy, ops cite, Po 285
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"he evidence is not conclusive, onme way or the obther, bub on
the whole suggests that the cooperation between the two organiza-
tions has been such as to make the Treaswry operations reinforece
those of the Reserve banks, rather than the reverse.“l

A serious fault of open markst policy is that open
market purchases put funds into the possession of the commercial
banks without giving the central bank any direct control over
the use made of them whereas if credit is extended chiefly by
rediscounting it is necessary for the banks to put their funds
into use in ways which give rise to eligible paper.

Another disadvantage of open market operations arises
from the fact that the power of a cemtral bank to buy and sell
securities is limited by the supply of suitable securities,
especially if it is not prepared to incur losses through buy;
ing securities at 2 high price and selling them at a lower ome.
This very serious fault often prevents the successful use of
open marketjopera$ions as & means of conbtrolling credit,

especially in the small countries where, sometimes, a satis-

factory money market does not exist.

Toc. Gite
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Canada

So far, this study has been confined to the two most
influential nations in the finsancizl world; England and the
United States. An examination of credit control as it has
developed in couwntries of minor financial importance should be
both interesting and informative. Canada is one of these lesser
nations.

In Februery, 1935, the Bank of Canada first begen
operation. Pricr to that time, the Dominien had had no central
banking institution and comsequentily Canadian banking differs
from the English in that it has no historical ®bank-rate policy™
or*open market policy*". However, the Bank, though it is young
inryears, is 014 in wisdom for it has been 2ble To profit from
the experiemce of the senior institubions. It is interesting
to study how and with what success it has made use of the
waapons of credit control.

The preamble to the Bank of Camada Act suggests that
the chief functions of the new institution are ™bo regulate
credit and currency in the best interests of the econamic life
of the nation, to combtrol and protect the external value of the
national monetary unit and to mitigate by its influence
fl';tctuatioms in the general level of production, trade, prices

and employment, so far as may be possible within the scope of
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monetary action, and generally to promote the economic welfare
of the Dominion®. %o achieve these the Bank was given the
usual instruments of credit comtrol; variations of the re-
discount rate and open market operations.

4s has been seen, there are serious limitatiomns %o
the effectiveness of bank rate policy even in countries which
have highly developed money markets. It is matural that in
Canada, where the market is comparatively small and unimportant,
that the bank rate should be even less useful. Since the control
e:ﬁercised. by bank rate policy is indirect rather than direet it
cannot be very effective unless there is 2 well developed money
market sensitive to changes in discoumt rates. "In the absence
of a highly developed money market in Canada, it is doubtful if
& variation in rediscount rates would spread automatically and
readily through the pressure of market competition to other
rates of iziterest."l

When the Bauk of Canada was established the official
rediscount rate was set at 2% per eent.z where it has remained
ever since even though this rate is "quite out of touch with
the Treasury Bill :L*.Ea.te".'l'3 In order that bank rate should
function preperly as a‘maans of influencing credit conditions
it is necessary that the commercial banks should do some ree

discounting at the central bank. But ocecasion for rediscounting

l. Stokes, op. cit., Ps 277
2. Merch 11%h, 1935. ) '
3, Governor's Report, First Annual General Meeting of Share

holders, February 25, 1936, P. 16
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paper does not exist when business conditions are such that
there is no chance for the chartered banks to lend the enormous
deposits which they hold. Accordingly, abt present, there is
no opportunity for the Bank of Canada to fumetion as 2 re-
discount bank. It has already been noted that, to date, not
one single weekly statement of the Bank of Canada has shown any
bills &iseonm’ced,l and it is quite evident that one of the chief
instruments of credit combtrol has not beem available to the Bank.
Phe Bank of Canada Act empowers the Bank to engage in
open market operations au‘bhorizing‘z it o buy and sell in the
open market from or %o any person, either in or oubside Canada,
securities, cable transfers, bankers'! acceptances and bills of
exchange. These cable dransfers and bankers! acceptances must
have maturities nob exceeding ninety days. The securities must
be of the %me ¢classes a5 those in which the Bank may invest
with the exception of long-term United Kingdom and United States
obliga’cionﬁ. The guantity of long-term Dominion and provincial
issues which may be purchased are limited by the Act but there
is ne limibtation to the smount of short term securities which
the Bank may acquire in open market operations as long as they

are of the kinds in which 1t is allowed to invest,

1. Stokes, op. cit., P. 278
2o Sechbion 21(1)0



@G

Since the short-term money market in Canada is of a
limited scope, it is probable th'at the open market operations
of the Bank will, for some time to come, be largely in govern
ment securities.l Mr. Rogers, the secretary of the Cafadian
Bankers!? Asfsociabion9 stated that, ®at all events it is probable
that Doﬁinipn and provineial short-term issues will be the chief
securities which the Bank will buy and sell under this powe:t'".2
A reading of some of the evidence submitted to the Canadian
Maemillan Commission might readily lead to the conclusion that
it is impossible for a2 central bank to conduct open market
operations in govermment securities on any large scale. While
it is perfeetly true that Canada has no money market which can
compare with the markets in London and New York, there has been
too much oﬁ a tendency to conclude that there is no money market
at all, Regarding the ability of the Bank of Canada to carry
out suceessful open market operations, Mr. Grabam Towers made
the followﬂng statement: %I believe that in no country and at
no tiime have there been bank and market responses to central
bank action and central bank policies, more camplete, more full

and more in line with anything the theorist might have anticipated,

l. ©Stokes, op. cit., P. 180
2. Journal of the Canadian Bankers' Association, October,

1934, P. 35.
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than have taken place in Gamada“.l

A study of the Bank's holdings of govermmental seeurities
shows wide fluctua‘tions.a Between July, 1937, and November of
the same year they increased by approximately $65,000,000.,
and between November, 1937, and April, 1938, they decreased by
some $55,000,000.5 In relation to the Bank's total assebs and
liabilities, these are very substantidl amounts. Certainly
movement s oi‘ the same relative importance would be regarded as
very large by the Bank of England or the Federal Reserve
System. One must conclude, therefore, that open merket
operations on a large scale have been conducted without any
particular difficulty by the Bank.

This doess not mean that large amounts of govermment
securities can be bought or sold without delay. Admittedly
there are times when it is difficult, if not impossible, to
buy or sell very large blocks within the course of a2 few deys
without a serioms disturbance of the market. It should be
remembered, however, that at a time when it is extremely difficulb

to sell in a hurry, the central bank will not likely want to do

s0. The same statement applies to buying operations.

1. Comnittee on Banking and Cammerce, Minutes of Evidence,
May 16, 1932, P 624

2. BSee Table VII and Graph VIII

3. ©Stokes; Ope.cite., Ps 281
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Exsmination of the sbatistical data amd charts issued
by thé Bank reveals the fact that the Bank'!s holdings of securities
acquired through open market operabtions show a sharp rise during
the labber half of the year. Beginning in December these holdings
then decrease.1 There 1s a similar or corresponding rise and
£a211 in the cash reserves of the chartered banks and in the
active note circulation of the Bank of Canada.z In the fall,
during the movement of crops, additional credit needs are
usually expsrienced and it is apparent that the Bank of Canada
is seeking, through appropriate monetary action, to provide
ample funds and credits to meet seasonal requirements of agri.
culture and industry. This policy is similar to that followed
by the Federal Reserve System in the United S‘t;ad;es.5

Iﬁ can be concluded that open market operations through
buying and éelling of the securities and commercial paper
described above form a most effective means by which the Bank
of Comada can influence the volume of credit amd thereby general

business activity and the price level.

l. See Table VII and Graph VIII
2o SEOKGS, loce. cite
3. ILoc. cite.
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Conclusion

The bank rate weapon developed along with central
banking a2nd for almost a century was the sole instrument of
credit control uwsed by the Bank of England. A central bank
such as the Bank of Bngland could use it very successfully to
regulate gold movements and to ease or tighten conditions in
the money market as occasion demanded. However, the post;-wa.r
decade saw the gradual break down of this eclassical method.

Its failure to control credit effectively during recent years
was due to certain inherent weaknesses which combined with
changing conditions in the financial world to render the bank
rate valueless as an instrument and, since 1932, it has fallen
into disuse., The English rate has stood 2t 2 per cent. since
June 30, 1932, with the exception of two months in 1939. The
rise to 4 pér cent. which took place on August 24th, 1939, was
of short duration and appears %o have been merely 2 gesture in-
tended to deémonstrate to the world Britain's determination to
stand her gi'ound in the face of the approaching world conflict.
Whatever it$ purposes, it was roundly criticized at the time as
being a useless and senseless move.

By alterations in its bank rate 2 central bank was

1. See, New Statesman and Nation, September 2nd, 1939, 2. 358
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supposedly able to regulate and control both international gold
movements and domestic credit conditions. Unfortunately, these
often conflicted and it was frequently found that a policy which
would benefit one was to the detriment of the other. A rise in
bank rate might serve to halt an undesirable outflow of gold

but it would alsc cause ba tightening of conditions on the

dome stic market which already might be suffering from a
stringency of momey conditioms.

When such a confliet has occurred it has been the
policy of the Bank of Bngland to place more stress on the inter-
national than on the internal eitunation. RBven then, however,
it is doubt&ul if the bank rate can really control the flow of
bullion. It may, for 2 short period, be able tp influence the
time, direction and volume of gold movements bub, when there is
2 balance of payments owing any one country because of an excess
of its exports over its imports, gold will, in the long run,
continue to move toward that country. REven if, in the short
fun, the bank rate is successful in controlling gold movements,
action will probably come too late to produce the desired
results. G;old movements are coften the last events in a situation
which has been developing for a considerable time and a policy
which warhs upon the movement of gold is too tardy.

It is quite apparent that a fluctuating bank rate
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cannot serve to stabilize domestic business conditions. Indeed
it may transmit to the intermal economy shocks and disturbances
from the outside world.

Bank rate policy depends too much on the initiative
of the borrowers. It is useless to alter the bank rate if
borrowers do not apply for redisecounts. INoreover, even when
the commercial banks do borrow at the central insbtitubion the
bankers may not pass om the full charge to their customers.
Phus the effects of a change can be delayed and diminished
so that they occur toc late amd are too small to achieve the
desired results.

‘Rihe bank rate cannot comtrol the business cycle.
During a bo%om money will be bought regardless of the price
and so a Mgh rate will not seriously reduce the volwme of
rediscounting. Nor will it hinder the speculator who will
pay any rate of interest as long as he sees a chance for
profit. :Dujring a slump, the banks have found that people
will not b#fow even when the rate of interest is reduced

almost to nobthing,
It is true that an alteration in the bank rate may
have very great psychological effects but these sre rarely

such as were intended or desired when the rate was changed -
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Aji‘ter England suspended gold payments in 1931 nation
after naticn followed her example so that now the true gold
standard has been everywhere replaced by either the "gold
bullion® stiandard or a "pegged® currency. Inst.ead of gold
movements there now exiéts a fluctuabting exehange rate and,
since the Bank rate cannot coutrol this, it has been deprived
of one of its most important functions: the control of the
bullion fl&w. "Egualization®™ funds have been set up and, with
these funds, the central banks can control their exchange rates
by buying and selling foreign currency when they wish to raise
or lower the rates. Thus a type of open market operation has
replaced thje bank rebe as the instrument by means of which the
balance of }international payments is controlled.

qun market operations first developed as a supplement
to the bank rate weapom. OCentral banks, by dealing in the open
money marke}t, sought to make effective their discount rates.

It was sooﬁ realized, however, that the new weapon could be
successfully used by it self as an instrument of credit control
and, since 1932, open market activity has been relied on almost
exclusively for this purpose.

dpen market policy overcaomes most of the weakmesses
of bank réﬂe policy. Its most significant feature is that,

with it, the initiative lies with the central authority rather
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than with the borrower. As a result of this, not only are
opren marke# operations muck more effective than alteratioms in
the bank rate but they are more likely to attain the desired
resultse. |

Qpen market buying and selling can be of use in
attempts to control the business cyele. It was poinbed out
that, with bank rate policy, the stimmlus of cheap momey usually
failed to srouse the borrower. With open market buying, however,
the central banks can apply the stimulus of redundant eash o
the dender. As there must be a limit Vo the amount of cash that
the lender will hold idle it follows that the banks, by injecﬁ-
ing new cash into the money market, can, to some extent, raise
business out of a slump.

Wiisinterpretat:ion of the purpose for which alterations
in the bank rate were made offen caused serious disturbances in
_ the financial world. Open market operations, since they are
usually caﬁried out seeretly, do not have harmful psychological
effects.

Ain objection to open market operations as a central
bank weapon is that they are limited by the size of the security
market and, therefore, can be used less effectively by the smaller
nations. ﬂhis may, bo a certain extent, be true but the experience

of the Ba.m:j of Canada seems to indicate that extensive open market
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operationsTin governmment securities are possible and can be
quite effeétive and successful.

The complaint has been made that, by pegging their
bank rates at very low figures, the central banks are aiding
government financing at the expense of the public welfare, Phis
can only be true 1f the rates are effective; wertainly it cannob
apply when business is rarely, if ever, dome at the official
discount price. Moreover, the various money market rates decide
the terms on which borrowing and lending is done and the
stabilization of the bank rate has not prevented these from
fluctuating.

?he figure at which the English rate now stands is
meaningless., In 1932, when it was pegged, it had failen to 2 per
cent. as a result of the inauguration of the Bauk of England's
cheap money policy. So far as the English govermment is conw
cerned, it 'might as well be 5 per cent. or 10 per cent.

?he govermment might consider it sdvantageous to
control the rates in the money market. Over a short period it
might be able %o do this through the open market activity of
the Bank of England. This works well in the short run to smooth
out f£luctustions and stabilize conditions in the money market.

However, the Bank cannot buy securities indefinitely and, if
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market rates were to show a2 strong tendency o rise, it would be
forced to give up any attempt to prevent it.

Apparently open market operatioms have replaced the
bank rate method as the primary instrument of credit control
because of the breskdown of the latter in the face of new

conditioné in 2 changing worid.
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| Table X.

Bank of England Discount Rate Since 1844,

% %
1844 2,5 1892 2,53
1845 525 1893 3.05
1846 3. 1894 2.11
1847 5.6 1895 2.
1848 3.5 1896 2.48
1849 2.5 1897 2,63
1850 3 1898 3e24
1851 3. 1899 3.75
1852 2,25 1900 3.95
1853 3.69 1901 3.7
1854 5,11 1902 3.33
1855 4,89 1903 3.75
1856 6.06 1904 3.3
1857 6.66 1905 3.
1858 3.23 1906 4,26
1859 2,73 1907 4.26
1860 4,16 1908 3.01
1861 5.27 1909 3.01
1862 2,53 1910 3.71
1863 4,41 1911 3.46
1864 7.40 1912 3.78
1865 4,77 1913 3,78
1866 6.95 1914 4,03
1867 2,54 1915 5.
1868 2,09 1916 5.48
1869 3.20 1917 5.
1870 - 3,10 1918 5.
1871 . 2.89 1919 5.15
1872 . 4,10 1920 6,71
1873 L 4,79 1921 6.12
1874 . 5.69 1922 3.69
1875 B.23 1923 3.25
1876 2,60 1924 4.
1877 2,90 1925 4,57
1878 8,79 1926 5.
1879 2,52 1927 4.65
1880 4,77 1928 4,5
1881 3.50 1929 5.5
1882 . 4.3 1930 3.42
1883 . B.52 1931 3,93
1884 2,95 1932 3.01
1885 2,89 1953 2.
1886 3.05 1934 2.
1887 3,35 1935 2,
1888 3.29 1936 2,
1889 3.54 1937 2,
1890 3.52 1938 2,
1891 3.26

Source: 1844-50 Tooke & Mewmarch, History of Prices, Vol. ¥V, P, 565
1851-52 J., H. Clapham, An Economic History of Hoderm
l Britain, Vol. II, P. 363
1855~1E22 Palgrave's Economic Dictionary, Vel. I, P, 93

\
‘ M.4, Thesis. McMaster Univaraitw [10%a0)



19350

1931

i9d2

1939

Source:

from 1930 to 1939,

February 6
March 6
March 20
May 1

Moy 14

July 23
July 30
September 2L
February 18
March 10
March 17
April 21
May 12

June 30
August 24
September 28

Qctober 26

Feileral Reserve Bulletins
. Economist

- Changes in the Bank of England Discount Rate

R A T L

mtf-tngﬁl'hm

[ I B

Table II



October 3
10
17
24
31

November 7
14
21
28

December 5
12
19
26

Table III

Notes in Reserve in the Banking Deparitment

1857

6,014
4,606
4,024
3,217
3,485

2,155

957
1,148
1,918

2,268
3,900
5,757
7,426

of the Bank of England.

{in $1,000.)

April 13
27

May 11
18
25

June 1
8
22

July 6
20

Angust 3
17
3L

1866

6,317
5,844

4,950
730
830
415

2,167

3,335
2,498

2,418
3,611
5,833

Source: W, Fowler, "Crises", Palgrave®s Bictionary of

Politifal Economy (1926)

P, 465



(gold at|$20.67 oz.)

December 1930

|
" 1931
w 1932
" 1933

(gold at |$35.00 oz.)

December 1934

" 19#5
" 1936
" 193?
" 1938
August 19#9

December 195%9

Gold Reserves Of The Bank Of England

1930 « 1939,

$718,422,000.,
587,622,000,
582,948,000,

928,000,000,

1,584, 000,000.
1,648,000,000.
2,584,000,000.
2,689,000,000.

2,690,000,000.

1
1,162,000,000.

1,000,000.

Table IV

Source: G. fE. Campbell, "Open Market Operations”, Unpublished
M, A, Thesis, Mcliaster University, 1939,

1, 6n Septe#ber 6, 1939, gold to the value of $1,162,000,000,
was transferred to the British Edchange Equalization Account.
{See Federal Reserve Bulletin, February 1940}



Table ¥

Price Index Numbers, Great Britain

1929 ~ 1939,

Economigt ‘»{Fholesale Price Index.

{1927 = 100)

Average 1929 92,4
" 19%0 77.6
" 1931 64.9
" 1932 62.6
" 1933 63.1
= 1934 65.6
i 1935 68.6
" 1936 | 72.8
® 1937 82,5
" 1938 71.9
® 1939 74,2

Source: Ec}onomist, "Comumercial Histery of 1939%", February 17,
1940, P, 51.



Open Market Operations in the United States

Net Chenge of Monthly Averages

(in $1,000,000.)

All Federal

March 1923

Nov. d923

May 1927 Dec, 1927 Oct, 1929 Feb, 1932

Ragerve Banks 1) to to to to to

) ’ Nov, 1823 Oct, 1924 " Dee. 1927 July 1829 Dec, 1930 May 1932
United States
Securities =233 + 508 + 316 «459 +490 670
Rediscounts + 171 =559 + 66 + 6567 =547 =362
Member Bank
Balances + 2 +266 -+ 137 w 656 + 29 “+ 231
Monetary Gold Stock ~+ 216 + 324 w235 - 81 + 208 =111

Source: C, 0, Hardy, Credit Policies of the Federal

Reserve System, P. 234,

IA 9148



Pable VII

. motal Securities Held By The Bank Of Canada.

(de,-Prov. short and Dom,~Prov. long plus all other securities)

‘ Average of Wednesday Figures, {$1,000,000)}

1986 1357 13ss 1938
Jamnary | 109.5 159,7 180.9 181.7
February 105.7 161.7 173.1 167.9
March - E 108.7 153.6 1731 158.4
April | 109.6 152,53 170.1 162.3
May ‘ 111.2 149.0 170.9 166,5
June | 111.2 143.7 171.3 162.5
July 112.0 139.8 167.8 163.0
August | 111.7 145,6 173.8 162.6
September 128.6 166.5 188.7 189.4
October | 145.5 180.5 208.0 233.2
Hovember 1 163.7 205,3 204.7 248 .4
December | 161.7 189.1 191.4 232,.4

Yearly Averages: 1935 (9 months) 119.6

1936 (12 months) 123.2

1937 u 162,2

1938 " 181.2

1939 " 185.7

Source: Bank of Canada, Statistical Summary
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1856-1859,

BANK OF ENGLAND DISCOUNT RATE

(From J. H, Clapham, An Economic History of Modern Britain, P. 363)
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Graph III
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BANK OF ENGLAND DISCOUNT RATE, 1863-1867.
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(From J, H, Clapham, An Economic History of Modern Britain, P, 363)
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BANK OF ENGLAND DISCOUNT RATE, 1914-1917
(figures from G. Cassel, Money and Foreign Exchange after 1914)

AT yderd



T T
ARRAN ,

B

7 : 7.
2 - IR - 2 :
g

" lazo.

o

BANK OF ENGLAND DISCOUNT RATE, 1919-1923,
(figures from K. Kock, A Study of Interest Rates, App. II, ii)
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BANK OF ENGLAND DISCOUNT RATE, 1924-1931,
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(figures from Federal Reserve Bullaetin)
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