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PREFACE

THE present studies are a fragment of an international enquiry into
the working of the Western European monetary and banking systems
and capital markets undertaken in 1939. In this country the study
was entrusted to the National Institute of Economic and Social
Research and was placed under the direction of Mr N. F. Hall, whom
the present author was to have assisted. The original plan envisaged
studies of the ‘public’ Sector (the Treasury and extra-budgetary
funds) of the Bank of England and the Exchange Equalization
Account; and the present studies dealing with the Clearing Banks,
the discount market and other private financial institutions.
Further sections were to have dealt with the institutions, public
and private, by which savings are canalized—such as the Post
Office Savings Bank, Building Societies, Insurance Companies and
so forth—as well as the Stock Exchanges.

At the outbreak of the war of 1939—45 the present studies were
nearing completion. Mr Hall and his staff were called away to public
service and the present author was engaged in other tasks, so that
it has not been possible to complete the whole scheme. It has,
therefore, been decided to publish the existing sections separately.
They form a consistent whole and are of interest as providing an
up-to-date survey of their subject before war conditions dislocated
it and diverted its development. The complex interrelations be-
tween the different parts of the financial structure render an
analytical description somewhat cumbrous. Repetitions are un-
avoidable and the fact that many important institutions have not
been included in the analysis causes unavoidable gaps in the
narrative. Nevertheless, the importance of the topic for the future,
and the prevalence of misconceptions about the past, would seem
to justify an attempt at a consistent treatment of the institutional
organization of the financial system on the basis of modern
economic doctrine.

The author wishes to acknowledge his deep gratitude to Professor
Clay (now Warden of Nuffield College, Oxford) for his unfailing
kindness and patience, to Mr Noel Hall for his advice, encourage-
ment and help in writing, to Mr G. Crowther and Mrs F.S. Stone
and to many friends in the City for their willingness to give
information not hitherto available and for checking many of his
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rash statements. None but himself, however, is responsible for the
shortcomings of the finished product. He is much indebted to
Mr J. Packman for his scholarly reading of the proofs and for
his kindness in preparing the index at very short notice.

The conclusions will certainly seem too radical for those who
hanker after a status-quo which is inevitably lost and, perhaps, too
conservative to those who believe that by exorcising the monetary
and banking devil, by global monetary measures or by nationalizing
the banking system, all our ills can be cured. The latter are, at the
moment, not only. more numerous but, perhaps, more influential
than the former. The dangers that misconceptions of this nature
will cause a violent reaction to the formerly prevalent extremes
are not negligible. If the present analysis contributes—however
modestly—to some disillusionment about the all-cure effect of
monetary intervention it will have served its putpose.

T. BALOGH

BAaLLioL COLLEGE
OXFORD

August 1945

~a
P

The National Institute of Economic and Social Research is
glad to acknowledge the part played by the Institut Scientifique
de Recherches Economiques et Sociales, of Paris, in the origination
of this work. The international enquiry referred to in the author’s
preface was organized and sponsored by the Institut before the
1939—45 war, and the National Institute received a small grant
from the Institut towards the expenses of the study that was
originally planned.

F. S. STONE
Secretary

NaTioNAL INsTITUTE OF EconoOMIC
AND SociaL RESEARCH
August 1947
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PART I. THE CLEARING BANKS AND THE
EVOLUTION OF BANK CREDIT IN
ENGLAND SINCE THE WAR OF
1914-18

SECTION ONE

THE DEVELOPMENT OF THE
CLEARING BANKS

CHAPTER 1. THE HISTORICAL BACKGROUND

ON the eve of the last war the fundamental principles upon which
both the organization and the functions of the contemporary
British banking system are based had already been developed,
although the crystallization of -the structure in its present form
took place only during the last phase and after the war of 1914-18.

The Economist Banking Number of Spring 1914, the most detailed
source of statistical information, lists forty-three joint-stock banks
at the end of 1913, with altogether 5,797 branches and controlling
£809 millions deposits. Eight private banks published statements!
with £27-1 millions deposits. Three of the forty-three joint-stock
banks had more than 500 branches. The London City and Midland
led with 867 branches and £93-8 millions deposits, Lloyds Bank
was second with 679 branches and £91-5 millions deposits, Barclays
had 570 branches and £60-8 millions deposits. There were fifteen
other banks with over 100 branches.?

The great legislative milestones in the evolution of the English
clearing banking system lie in the half-century between 1826 and

1 The classification of The Economist is somewhat uncertain, e.g. Baring Bros.
and Co., Glyn, Mills and Co. and Coutts and Co. are listed as joint-stock banks.
Whilst this classification may be juridically correct, it is not correct from a
functionally analytical point of view, as Barings cannot be counted among
English banking firms (and even Glyn, Mills only with certain reservations),
an§ the last two should rather be classified as private and not as joint-stock
firms. These minor discrepancies do not alter the picture.

2 Tt is interesting to note that the National Provincial, though it had £67
millions deposits, only maintained thirty-two branches, despite the fact that it
was founded with the explicit intent of developing a widespread system of
branches. The London County and Westminster, the third largest in the country
as far as total assets and liabilities are concerned, had 342 branches.

BFO I



2 THE HISTORICAL BACKGROUND

1879.! The first date marks the removal of the prohibition? to
establish joint-stock banking companies (with unlimited liability)
with more than six members, having the right of issuing banknotes,
outside a radius of 65 miles from London.? The Bank of England,
as a compensation for this limitation of its privileges, received
permission to open branches in the provinces. The financial crisis
of 1825-6, which was the occasion for this banking reform, also
marks the end of the use of rediscounting facilities at the Bank by
the private London banks. This change in practice was to have
far-reaching effects upon the future organization of the London
money market. -

The next step was taken in 1833. Joplin,* in 1823, called atten-
tion to the fact® that the charters of the Bank of England did not
forbid the establishment of banks having more than six partners,
provided the bank did not issue banknotes and restricted its
operations to deposit banking. The legal position, however, re-
mained disputed and nobody dared to.oppose the Bank so long as
the interpretation of the law remained doubtful.® The Reform
ministry, however, decided to clarify the position. When the
‘Charter came to be renewed in 1833 the Government, in spite of
the protests of the Bank, inserted in the Act, which embodies the
Charter, a declaratory clause (St. 1833, c. 98) whereby the estab-
lishment of non-issuing joint-stock banks was permitted even in
London.” The London and Westminster started business in 1834,
the London Joint Stock in 1836, and the Union and the London
and County in 1839. Altogether eighty-seven joint-stock banks

! For more exhaustive treatment cf. Andreades, The History of the Bank of
England; King, The History of the London Discount Market (1936); and the important
histories of the great joint-stock banks: Crick and Wadsworth, 4 Hundred
Years of Foint Stock Banking (1936); Gregory, Select Statutes, Documents and
Reports relating to British Banks, 1832—-1928 (1929) and The Westminster Bank
t(hrougl)z a Century (2 vols. 1936); Withe-s, National Provincial Bank, 1833-1933

1933).

? 7 Geo. 4, c. 26.

3 ‘The Charters of the Bank of England (since 1709, redefined in 1742) gave
to it a monopoly of banknote issuing, only private firms with less than seven
members being exempted. 7 Anne, c. 7 and 15 Geo. 2, c. 15. <
( é S)upplemcntary bservations to the third edition of an Essay on Bankin,

1823).

5 Afterwards McLeod confirmed this opinion. See Theory and Practice of
Banking, 3rd ed. (1906), p. 430.

& It seems that the Government had obtained confirmation of this view from
the law officers, but that did not alter the attitude in the City. Cf. Andreades,
op. cit. p. 259.

7 Two other important reforms made banknotes legal tender and exempted
the banks from the operations of the usury laws.
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were formed in the first seven years after the Act.! The Bank of
England did not give up its opposition‘to these new banks in which
it saw dangerous competitors.  On the basis of antiquated laws of
the most varied character a vendetta was carried on in Parliament
and in the Courts which was as acrimonious as it was unsuccessful.
The Bank also refused open drawing (let alone discount) accounts?

TaBLE I. THE BANKING SYSTEM As OPERATING IN
ENGLAND AND WALES IN 1844*

(Amounts are stated in £000’s)

Capital Note
Number | Branches and circula- | Deposits
reserve tion
Bank of England (7 Sept.) I 12 18,118 20,176 12,275
London banks:
Private 63 None ? Nil 27,000t
Joint-stock 5 45% 2,244 Nil 7,984
Provincial banks:
Private:
Issuing 208
Non-issuing 65
— 273 71 2 {7153 !
Joint-stock: ’
Issuing 72
Non-issuing 28
— 100 441 7,244 {3’4__78 !

* Crick and Wadsworth, op. cit. p. 22.

 Estimate by Joplin, Currency Reform: not Depreciation (1844).

*# Of which thirty-six were accounted for by the London and County Bank.

# Forty-eight banks did not give figures, and this amount represents capital only of
the remainder.

Nore. London branches of foreign and colonial banks are not included in this table.

for joint-stock banks.* The private bankers, on their part, refused
to permit them to participate in the daily clearing which increased
the efficiency, and reduced the cost, of dealing with the cheque
payments of customers, which began to be the most important
function of banking firms. The joint-stock banks countered these
attacks as well as they could and secured deposits by granting
attractive rates of interest. Between 1825-6 and 1841—2 the number

! King, op. cit.; Gilbart, A4 Record of the Proceedings, etc. (1847).

2 Cf. %}rick and Wadsworth, op. cit. and Gregory, op. cit. 3iscussion on the
Westminster Bank Act, on the difficulty of suing by joint-stock companies, the
problem of stockholders, the formula of accepting bifls, etc.

3 Until 1841. Cf. Gregory, op. cit., also Gilbart, History, Principles, and
Practice of Banking (1922).

4 Cf. Part 11, ch. 8, on the importance of this development for the structure
of the money market.
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of private banks diminished from 554 to 311, partly by continued
failures but also by amalgamation, and 118 joint-stock banks
survived at the end of the period.

The rapid increase in the provision of banking facilities and the
speculative excesses with which it was accompanied led to severe
crises, and numerous banking failures occurred. In 1844 the
Government decided upon a thorough reorganization of the basis
of banking; the result was, as far as the Bank of England was
concerned, the Act of 1844,! the so-called Peel’s Act. Its regula-
tions need not be repeated here. Joint-stock banking was regulated
in a second Act.2 The excesses of the immediate past resulted in
a strong reaction. Consequently the principles of this Act were
oppressive. The establishment of new joint-stock banks was made
almost impossible. In fact only three joint-stock banks were
established in the period 1844~54, and only teg until the law of
1857 relaxed the provisions of the 1844 law.# The almost complete
freedom from new competition enabled the existing joint-stock
banks to consolidate their position. The deposits of the London
joint-stock banks increased from £8,850,774in 1847 to £43,100,724
in 1857.5 It is significant that the private banks could not hold
their own. Of 208 private banks authorized to issue notes and
existing in 1844, only 157 remained at the time when the new Act
was passed.®

This intermediate period saw the final victory of the joint-stock
banks over the London Clearing House controlled by the private
bankers who refused to admit new members. Gilbart, as manager
of the Westminster Bank, first applied for admission in 18g4—
almost immediately after he began negotiations with the Bank of

1 7 and 8 Vict. c. 32.

2 7 and 8 Vict. c. 113. In addition to the prohibition of the establishment of
any new banks of issue and the limitation of the power of issue of existing banks,
private and provincial joint-stock, both of which measures were already
embodied in the Charter Act.

3 They could be established only by Letters Patent for the maximum term
of 20 years. This procedure necessitated the presentation of a petition to the
Crown and a hearing before a Committee of the Privy Council. Minimum
capital was to be £150,000. There were further stringent restrictions.

* Cf. Crick and Wadsworth, op. cit. pp. 27 and 293. It is interesting that
two of these banks failed within a decade of their establishment (ibid.).

3 King, op. cit. p. 184, 1858 Committee Report. It seems that this increase
was due more to the spread of the banking habit than to the attraction of the
clients of other banks (Minutes, Qu. 1138).

¢ Select Committee on Bank Act, 1857, App. 21. The number of private
banks participating in the London Clearing ﬁouse was thirty-nine in 1833
e

(Matthews, Bankers’ Clearing House (1921), p. 13). By 1853 this had been reduc
to twenty-five.
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England—and renewed his application in 1836 and 1840. All
these were refused. The joint-stock bankers thereupon elaborated
plans to establish a new clearing house in which the Bank of
England was to participate.! This plan was vetoed by the Bank
of England. It was later disinterred, but the clearing house in
1854 admitted six joint-stock banks. Up to the outbreak of the
last war eleven more 2 were admitted at varying intervals. A country
cheque clearing was started in 1858 on the basis of plans elaborated
by Lord Avebury (then Mr J. Lubbock) in order to satisfy the
country bankers, who resorted to the same method of pressure as
the London joint-stock bankers, and threatened the establishment
of their own clearing house.> The cheque, which even in 1832 was
only of minor importance—except perhaps in London*—became
established as the normal method of payment. The clearest proof
for this is that the Bank Charter Act of 1844 which penalized the
amalgamation of joint-stock banks (both among themselves and
with private banks) by the loss of the privilege of note issue did
not prevent such amalgamations even in this early period. This
change in the method of payment decided nearly all subsequent
developments in commercial banking in the United Kingdom.

The joint-stock bank had further obstacles to surmount. The
most irksome restrictions were swept away in 1857. The Act of
that year’ repealed the provisions of the Joint Stock Bank Act of
1844, retaining only the provision concerning the denomination of
bank shares. The minimum of £100 was reaffirmed. The right of
note issue was not restored, but the permissible number of partners
in the case of private banks was raised from six to ten.

The limited liability principle which was accepted for com-
panies other than banks in the previous year was granted to banks
only in 1858.6 All joint-stock banks had to re-register under this
law. A further measure facilitating the establishment and amal-
gamation of joint-stock banks was the Companies Act of 1862,
which unified the legal regulations of all companies. This removed

1 Gregory, op. cit. vol. 1, pp. 169 et seq.

2 Matthews, op. cit. p. 26. ’ic last admission prior to the 1914-18 War was
that of the London and Provincial Bank (1914). Lloyds, Parrs, and the Mid-
land were also admitted on amalgamation with members of the Clearing House.
There has been only one further admission, the District Bank, on amalgamation
with the non-member Manchester and County Bank.

3 The Metropolitan Clearing (1907) was the last to be organized. The
number of branches in the London area was then not less than 350. Matthews,
op. cit.

4 Cf. Crick and Wadsworth, op. cit. p. 23.

5 20 and 21 Vict. c. 49. 8 21 and 22 Vict. c. g1.
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the minimum limit on bank shares. For some time the older banks
did not avail themselves of the possibility of registering under the
new Act as limited companies. They were deterred partly by the
fear that a limitation of liability would impair confidence, partly
by the obligation to publish balance sheets. But in the prosperous
era prior to 1872 many new banking ventures were established.! At
the same time the amalgamation movement was decidedly speeded
up.? Private bankers feeling the severity of competition not merely
gave up their individuality but began to amalgamate themselves.
The most outstanding of these amalgamations took place under the
leadership of the firm of Lloyds and Co., Birmingham Old Bank.

The consolidation of the legal basis of joint-stock banking was
the direct consequence of one of the worst failures of British banking
history. In October 1878 the City of Glasgow Bank closed its
doors. It was one of the largest of the Scottisk banks. It had
133 branches, 1,200 proprietors, over £8 millions of deposits, and
a note circulation of £800,000.*> The actual losses accumulated
in a long period of speculative excesses and fraud amounted to not
less than £6 millions. The unlimited liability of the proprietors
involved calls amounting to £2,750 per share of £100. The effect
of this failure on the value of all bank shares was ruinous, though
the Acts of 1857-8 which permitted registration of banks as
unlimited companies (hitherto they were legally partnerships)
reduced to one year, from the previous period of three years, the
liability attached to the ownership after the transfer of shares.

To meet this situation fresh legislation was passed in 1879. This
made possible a division of the unpaid banking capital into two
parts. One part was callable at the discretion of the directors.
The other was ‘reserved’ to be called only in the event of liquida-
tion. This provision greatly increased the credit standing of firms
which availed themselves of it. To do so they had to become
companies under the law and were obliged to publish their balance
sheets. Many of them did so. Between 1880 and 1882 most joint-
stock banks registered as limited liability companies with a simul-
taneous increase of their capital—in most cases the increase was
not paid up, but ‘reserved’. Those provincial banks which did not

! Especially so-called ‘International Banks’. Cf. Crick and Wadsworth,
op. cit. p. 33 and Baster, The International Banks (1929).

2 A notable amalgamation was that of Jones, Loyd and Co. with the London
and Westminster Bank in 1864, which shows the growing importance and
prestige of joint-stock banks. Lord Overstone was one of the greatest opponents
and harshest critics of joint-stock banking.

3 Crick and Wadsworth, op. cit. pp. 306-8.
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follow suit and continued to withhold the publication of their
balance sheets, began to lose in influence and popularity. The
general effect of the legislation was to cause some consolidation of
the banking system. The position in 1884 appeared as shown in
Table II. It is seen from this table that the majority of English
banks at this period were predominantly local in character. But
those which had gone beyond the limits of their own localities
were already surpassing all others in size.
TasLE II. THE BANKING SYSTEM As OPERATING IN
ENGLAND AND WALES IN 1884*
(Amounts are stated in £000’s)

Capital Note
Number | Branches and circula- | Deposits
reserve tion
Bank of England (24 Sept.) 1 11 18,295 25,102 29,372
London banks:
Private 35 10 ? Nil 68,000t
Joint-stock 21 52 18,147 Nil 76,654
London and provincial
banks:
Joint-stock 6 517 9,000 Nil 69,738
Provincial banks:
Private:
Issuing 100 330 ? 1 ,439} +
Non-issuing 72 103 ? Nil 78,561
o 172
Joint-stock:
Issuing 523 15,749 1,541 54,456
Non-issuing 46 529 18,728 Nil 80,887
—_ 91

* Crick and Wadsworth, op. cit. p. 34.
t Estimates: the private banks did not publish balance sheets, while eleven provincial
joint-stock banks did not give full figures.

The further development, given the growing predominance of
the cheque as a means of payment and the repeal of restrictive
legislation, could not be in doubt.! The advantages of ever-wider
branch banking under these circumstances were so manifest that
the impetus to concentration became irresistible. These advantages.
are, first, the speedy and cheap clearing of cheques which is
expensive for a local bank which has to maintain agents in the
clearing centre. Once a bank can clear cheaply and quickly it can.
attract deposits by offering, instead of a cash interest payment, the:
service of administering a drawing account; secondly, the direct

! The replacement of the bill of exchange as a means of internal finance by
the overdraft had the same influence.
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pooling of surpluses in certain areas and their transfer to those
requiring credit with consequential economies in cash reserves;
thirdly, the wider (not only geographically) and therefore better
distribution of individual credit risks (even the more general risks
resulting from the influence of the business cycle can be better
distributed, as no bank will be exclusively interested in the riskier
sphere of capital goods production); fourthly, the reduction of
general overhead costs (reduction in uneconomic branches, cutting
the duplication of agents) and the standardization of operations;
fifthly, superiority, of service resulting from the possibility of
utilizing the advantages of a wide division of labour by employing
experts whose services, though often retained at the head office,
are available to all clients. It is true that the method of employing
corresponding banks in main centres and of obtaining (or sending)
bills for rediscount to such centres eliminates mazry of the technical
drawbacks of the unit system. But it cannot compete from the
combined point of view of profitability and safety with the branch
banking system.! Table ITI shows the development of the amal-
gamation movement after 1890 and demonstrates how the 1914
position was reached.

The amalgamation movement enabled successful provincial
banks such as the Midland and Lloyds to establish connections in
areas in which they were not represented and also to obtain a place
in the clearing house? by absorbing a London bank which was
already a member. In one instance (Barclays Bank, 1896) several
private banking firms amalgamated in order to be able to compete
successfully with the large joint-stock banks. Only banks in the
Lancashire area resisted for a long time any attempts at amalga-
mation.® While this process of consolidation was continuing there
was also a considerable amount of expansion by the opening of
new branches. These increased from 1,195 in 1858 to 2,113 in
1881 and 5,797 by the end of 1913. The general character of the
amalgamations can be seen in Table III.

The Amalgamations after 1914. The Treasury Minute. In the first
years of the war the movement slackened only to gather new impetus
in 1917 and 1918. The number of small local banks was already

! Cf. Sykes, The Present Position of English Joint Stock Banking (1928).

2 The National Provincial Bank decided in 1866 to relinquish the privilege
of note issue rather than lack a London office. It was admitted to the clearing.

3 The contemplated amalgamation of the Manchester and Liverpool District
with Lloyds in 1904 and of the Lancashire and Yorkshire Bank with Parrs in
1910 had to be abandoned.
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TaBLe III. BANK AMALGAMATIONS:* ENGLAND AND WALES

Private | Joint-stock | Joint-stock | Private
Years with absorbs with absorbs Total

private private | joint-stock | joint-stock
1826-1843 23 93 6 — 122
1844-1861 It 23 10 — 44
1862-1889 31 66 40 1 138
1890-1902 37 64 51 1 153
1903-1924 1 36 58 — 95
Total 103 282 165 2 552

* Sykes, The Amalgamation Movement in English Banking, 1825-1924 (1926).

negligible. Amalgamation now embraced large branch systems.
Two reasons were given for this new type of amalgamation.! The
first was that the amalgamation of large existing systems secured an
extension of their areas with the consequent gain in safety, efficiency
and economy of operations.? The second argument used was that
the increase in the size of industrial units necessitated an increase
in the banks, for otherwise they would be unable to accommodate
these new large firms.> The most important of these amalgama-
tions were those of Lloyds with the Capital and Counties Bank
Ltd.; the London City and Midland Bank Ltd. with the London
Joint Stock Bank; the London County and Westminster Bank with
Parrs Bank Ltd.; and the National Provincial Bank of England
(which up to that moment had not taken part in this type of

TaBrLe IV. BANKING AMALGAMATIONS
(Approximate figures for 1918)

Provincial branches F
(excluding sub- oreign
l}ondon branches and agencies
ranches | including only one held
branch in each place)
(a) National Provincial 26 251 31
Union of London and Smith’s 31 78 150
(6) London County and Westminster 110 180 400
Parrs 35 160 35
(¢) London City and Midland 107 419 850
London Joint Stock 41 109 70

! Cf. Report of the Treasury Committee on Bank Amalgamations, Cd. go52-1918.

2 Cf. Goodenough, M.E. Qu. 780 and Pease, ibid. Qu. 2054-6.

3 Cf. Goodenough, M.E. Qu. 780—9 and Pease, ibid. Qu. 2038-40. A third
reason was, in all probability, the mere attraction of size which secures inter-
national prestige. 'If‘he expansion of the German joint-stock banks stimulated
the British race in amalgamations.
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expansion) with the Union of London and Smith’s Bank Ltd. The
object and result of these transactions is best demonstrated by a
table published by the Treasury Committee (Table IV). The
number of banks of the first magnitude was reduced to five.
They controlled nearly two-thirds of all banking resources of the
country.

This spate of amalgamations caused serious perturbation,! and
demands were voiced to curb by legislation any further concen-
tration in banking. The Committee appointed by the Treasury
concluded that the arguments raised against further amalgamations
were on the whole justified, whilst the two reasons (cf. above)
brought forward in favour of further concentration were losing
force as the amalgamation movement proceeded. No further
diversification and spreading of the banking area was possible
except in the case of a few remaining banks® Amalgamations
between the big institutions would rather tend to reduce com-
petition to an undesirable extent. Nor could it be claimed that
further amalgamation was necessary in order to be able to accom-
modate industry. The Comnmiittee mentioned (1) that the further
shrinkage of the ratio of capital to liabilities was undesirable and
pointed out that amalgamations tended to result in a writing down
of the combined capital of the amalgamating institutions, and
(2) that the dangers of reduced competition could not be con-
sidered negligible. This was especially the case with respect to the
money market which depended for its existence on a free supply
of short loans obtained under competitive conditions. There was,
furthermore, the added risk that with the reduction of the number
of first-class acceptors the limits within which both the Bank of
England and foreign purchasers would be willing to take ac-
ceptances granted by the amalgamated bank would have to be
restricted. (3) Finally, they pointed out that the political reper-
cussions of the concentration of banking in the hand of a few banks
would be undesirable. They therefore recommended that further
amalgamations, joint directorates or any steps altering the status
of banks, should be made dependent by an Act of Parliament on
the joint approval of the Treasury and the Board of Trade. The'
departments should consider favourably schemes whose effect did
not consist mainly in reducing competition. The legislation pro-
posed has never been passed, but otherwise the conclusions of the
Committee were accepted. Instead of legislative regulation ‘various

! There was intermittent criticism before, cf. The Economist, 4 August 1914.
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Chancellors of the Exchequer have said that they would not
countenance any more bank amalgamations’.! The banks ‘volun-
tarily’ agreed to submit any merger or affiliation scheme to a
Special Advisory Committee for approval prior to its entry into
effect.

This Committee seems to have acted upon the principles laid
down by the Treasury Committee. Several amalgamations took
place after the report was submitted. Indeed, a new type of
expansion has been extensively undertaken since it was published.
Before the war great difficulty had been experienced by the Big
Five in amalgamating banks in Lancashire as well as in Scotland
and Ireland where the local patriotism of clients caused them to
resent strongly the absorption of local banks, and consideration of
note-issue rights deterred amalgamations. The Midland Bank in
1917 purchased the entire share capital of the Belfast Banking Co.
This was followed by the acquisition of the Clydesdale Bank (1920)
and the North of Scotland Bank (1924). Barclays acquired the
British Linen Bank and the Union Bank of Manchester, Lloyds
the National Bank of Scotland and the Westminster the Ulster
Bank. The National Provincial acquired two English private banks,
Coutts and Grindlays. There was also a reverse affiliation when the
Royal Bank of Scotland bought Williams Deacon’s Bank.?

By 1922 the number of banks in England and Wales whose
cheques passed through the clearing house was twenty-six:

(2) The Bank of England.

(b) Bank of Liverpool and Martins.
Barclays.
Coutts and Co.
Glyn, Mills, Currie and Co.
Lloyds.
London, County, Westminster and Parrs,
London Joint City and Midland.
National.
National Provincial and Union Bank of England.
Williams Deacon’s.

(¢) Child and Co. Equitable.
Cox and Co. Gunner and Co.
Grindlay and Co. Lancashire and Yorkshire.
Hoares. Manchester and County.

! Pease, M.E. Qu. 2046.
2 And, in 1939, followed it up by acquiring the share capital of Glyn, Mills.

In all these cases a varying autonomy was granted by the leading unit to the
affiliated bank.
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Holt and Co. Manchester and Liverpool Dis-
King and Co. trict Banking Co.

McGrigor and Co. Union Bank of Manchester.
Dingley and Co. Yorkshire Penny Bank.

One bank (McGrigor and Co.) failed in 1922. The following
amalgamations have taken place since that date:

1922: National Provincial and Union with Dingley and Co. of
Launceston and Dingley, Pearse and Co. of Okehampton.
Cox and Co. with King and Co.
1923: Lloyds with Gox and Co.
Glyn, Mills, Currie and Co. with Holt and Co.
1924: Glyn, Mills, Currie, Holt and Co. with Child and Co.
1927: Bank of Liverpool and Martins with the Equitable.
1928: Bank of Liverpool and Martins with the Lancashire and York-
shire. -
1935: The District with the Manchester and County.

Except for Hoares and Gunner and Co. (Bishops Waltham) no
independent private bank remains. The remaining two ‘ provincial’
banks, the District (head office, Manchester) and Martins (Liver-
pool) are both members of the London Clearing House with a
widespread network of branches. The Yorkshire Penny Bank is a
special bank owned by eight of the clearing banks (all except
National, Glyn, Mills and Coutts). There are some small and
unimportant banking firms in London. The Co-operative Whole-
sale Society owns a bank, and there is also the Birmingham
Municipal Bank. Otherwise banking resources are controlled
directly or indirectly by the independent British clearing banks
and the four independent Scottish banks.!

The absorption of local and regional banks was followed up by
a systematic reorganization and extension of the branch systems.
We possess an analysis of the relative importance of the two methods
of expansion in the case of the Midland Bank (Table V), and
Mr Sykes has made an analysis of the development of banking in
England and Wales? which is set out in Table VI. The number
of bank branch offices increased to 10,178 in 1931. In the two sub-
§cquent years it fell to 10,060,3 to increase once more to 10,118 in

! The Economist, Banking Supplement, 20 May 1939.

2 An exhaustive list of amalgamations will be found in Matthews, op. cit.
ch. vm, pp. 87-138. Also Crick and Wadsworth, op. cit.; Gregory, op. cit.;
ngyds Bank Annual Reports and Sykes, op. cit.

The Economist, Banking Supplement, 20 May 1939.
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1935. After a renewed fall to 10,074 in 1936 it rose again to 10,151
in 1938. The analysis of the Midland Bank figures as well as the
fluctuation around 10,100 of the total number of offices in a period
of almost ten years suggest that for the moment a saturation point
had been passed. Witnesses before the Macmillan Committee

TaBLE V. MiprLAND BANk BRANCH SysTEM*

B Branches Branches
ranches added by Branches open at end
opened | ymalgamation | closed of period
183679 I 2 — 3
1880-89 16 8 — 27
1890-99 111 149 8 279
1900-09 135 247 3 658
1g10-19 274 517 5 1,444
1920-29 691 —_ 91 2,044
1930-34 126 — 6o 2,110

* Crick and Wadsworth, op. cit. p. 333.

TABLE VI.* NUMBER OF INHABITANTS TO EACH BANKING OFFICE

England and Wales Scotland

‘ No. of in- No. of in-

Year No. of | habitants No. of |habitants

Population' | banking | toeach | Populationt | banking | to each

offices¥ banking officest | banking
office office
1891 29,002,525 2,338 12,405 | 4,025,647 982 4,099
1901 32,527,843 3,935 8,266 | 4,472,103 1,092 45095
1911 36,070,492 5,419 6,656 4,760,904 1,225 3,886
1921 37,886,699 7,611 4,978 | 4,882,497 1,308 3,733
1925 38,890,000 8,473 4590 | 4,893,032 1,563 3,131

* H. E. Butson, ‘The Banking System of the United Kingdom’, in Willis and
Beckhardt, Foreign Banking Systems, New York, 1929, p. 1242.

t The figures of population for England and Wales, and Scotland, 18g1-1g21, are
taken from census returns. The remainder are estimated figures taken from the
Statesman’s Year-Book.

# Taken from the foregoing tables reproduced from The Economist, Banking Supple-
ment, 29 May 1926. The numbers of banking offices for 1891 and 1go1 are estimated.

denied! both that there had been an uneconomic extension of the
branch system due to duplication of branches or that any gain
would result from closing certain branches. This claim is not borne
out altogether by the statistics. It is difficult to see, however, how
any concerted plan to reduce the number of branches, unless
accompanied by stringent State control, would be possible without

! Cf. Goschen (M.E. Qu. 1806-7, 2001), Pease (ibid. Qu. 2054-6), and
Goodenough (ibid. Qu. 780).
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immediately involving the charge of establishing a money trust.
In contrast to the management of the assets of the clearing banks,
where, as we shall presently see, some ‘understanding’ restricting
competitive overbidding was ‘arrived at’,! no formula has yet been
evolved which would provide an effective check on competition
for deposits. Since 1886 the more important banks quote identical
rates of interest on deposits, which is determined by bank rate.2
Even apart from certain large funds, for which there is keen com-
petition at times, the banks continue to try to attract small deposits
through various other inducements offered to clients. These induce-
ments now take the form of a wide and increasing variety of pro-
fessional services offered free to those who maintain balances in
their current accounts. Those services could not be provided
without a widespread network of branches. The claim that the
establishment of branch bauking systems rendered competition
keener because the personal and professional inhibitions disappear
with the increasingly impersonal character of the business,3 has at
least, in certain directions, been substantiated by these develop-
ments.* This competition has, however, not taken the form of
price competition.’ N

CHAPTER 2. THE STRUCTURE OF BRITISH
DEPOSIT BANKING

The Economist Banking Supplement of 1939 lists fifteen English and
eight Scottish joint-stock banks at the end of 1938. It also dis-
tinguishes three private banks. These figures are somewhat mis-
leading. Baring Brothers and Co., the London Merchant Bank,
Japhetand Blydenstein, which are included by The Economist, belong
to the category of ‘merchant banks’ and the discount market re-
spectively. The British Mutual Banking Company (established in
1857), which has no branches, is a small bank associated with the

!, Though some of these agreements were not wholly enforced by the partici-
pants. Cf. the agreement on discounts and Treasury bills, Part II.

% As early as August 1875 there was a conference on reaching an agreement
on deposit allowances. That effort was abortive, but by 1877 all London banks
had abolished allowances in current accounts. Cf. King, op. cit. p. 290.

3 Pease and Goodenough, before the Macmillan Committee; see p. 13, n. I.

* There can be little doubt, on the other hand, that concentration tended

to conventionalize and freeze the structure of the rates of interest. Cf. below.
5 Cf. below on the level of the rate of interest.
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Tasre VII. THe BriTisH BANKING SYSTEM, 31 DECEMBER 1938
(Amounts are stated in £000’s)

No. Capital
of and Deposits Total
branches | reserves

A. EncrisH Groups

Midland 2,137 27,570 462,742 490,312
Clydesdale Bank 208 3,100 35,645 38,745
North of Scotland Bank 161 2,476 29,124 31,600
Belfast Banking Co., Ltd. 51 1,700 13,519 15,219

34,846 | 541,030 | 575876

Barclays 2,131 26,608 433,081 459,689
British Linen Bank 215 3,750 36,471 40,221
Union Bank of Manchester 169 1,250 18,456 19,706

31,608 488,008 519,616

Lloyds 1,912 | 25310 | 397,674 | 422,984

National Bank of Scotland 192 3,400 38,282 41,682
28,710 | 435,956 | 464,666

Westminster 1,098 18,640 346,221 364,861

Ulster Bank 115 2,000 20,711 22,711
20,640 366,932 387,572

National Provincial 1,324 17,979 310,383 328,362

Coutts 4 2,000 21,247 23,247
19,979 | 331,630 | 351,609

Total for Big Five 9,717 | 135,783 |2,163,556 |2,299,339

Martins 584 7,710 100,058 107,768

District 569 5,953 83,469 89,422

Glyn, Mills* 3 1,590 35,809 37,399

Hoare 1 500 3:477 3,977

TorarL ENcLIsSH 10,874 | 151,536 |2,386,369 |2,537,905

B. Scorrisu Group

Bank of Scotland 263 4,500 37,852 42,352

Commercial Bank of Scotland 385 5,400 44,739 50,139

Royal Bank of Scotland 258 7,906 69,922 77,828
Williams Deacon’s 209 2,775 38,335 41,110

Union Bank of Scotland 220 3,000 33,219 36,219

TorAL ScorTisH 1,335 23,581 224,067 247,648

C. Seven Irish bankst 1,162 14,464 136.607 151,071
Granp ToTAL 13,371 | 189,581 |2,747,043 |2,936,624

* Intergroup deposits have not been eliminated. Glyn, Mills has since been affiliated
to the Royal Bank of Scotland.
t Including sub-branches.
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Prudential Insurance Company. Its balance sheet and policy are
not relevant to a discussion of banking in England. The Isle of Man
Bank, founded 1865,! is a purely local Manx bank with the right of
issuing its own notes in the Isle of Man. Not listed, on the other
hand, is Gunner and Co., with Hoare the only remaining private
firm in England, and Grindlay and Co., established in 1828, which
was converted into a private limited liability company with capital
of £250,000 in 1924, after it had been acquired by the National
Provincial Bank in 1923. The latter caters mainly for the Indian
service, and has ten branches there. Its deposits amount to £3-4
millions. Having regard to the other amalgamations and affiliations
mentioned above, the structure of British banking in 1938 appeared
to be as shown in Table VIIZ.

The largest of these groups is that of the Midland Bank. It
controlled over £540 millions of deposits at the end of 1938 (the
Midland alone rose above the £500 millions limit on several
occasions in 1936—7), its total resources being above £575 millions
at thatdate. The origins of this bank are to be found in the Midland
centres3 where it was established in 1836 as the Birmingham and
Midland Bank. Its expansion dates from 1889 when its manage-
ment was assumed by Mr (afterwards Sir) E. Holden. In 1891,
as we saw, it transferred its head office to London upon amalgama-
tion with the Central Bank of London and changed its title to the
London and Midland Bank; it further strengthened its position in
London by acquiring the City Bank. Its greatest single amalgama-
tion came in 1918 by the merger with the London Joint Stock
Bank. Its title was changed to London Joint City and Midland
Bank. Sir E. Holden was succeeded by Mr McKenna as Chairman.
Mr Hyde, who gave evidence before the Macmillan Committee,
was for a long time its managing director. The Midland Bank has
a reputation for rather greater independence in thought and action
than the other joint-stock banks. It was a pioneer in foreign
exchange and acceptance business as well as in the extension of

! The table contains an error. The liability of the bank is unlimited only as
far as banknotes are concerned.

2 The Economist, Banking Supplements, May 20 and Nov. 6, 193g.

3 For a detailed history of the banks cf. Crick and Wadsworth, op. cit.;
Gregory, op. cit.; Withers, op. cit., for the Midland, Westminster and National
Provincial respectively; also Ashby, The Story of the Banks. Short historical
summaries are published by The Statist yearly, British Banking Section’, and
the balance sheets and certain data on amalgamations, capital and profits are
published by The Economist, Banking Supplement. Only a short summary of
salient points can be given here.
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other ancillary banking services, breaking down very strong tradi-
tions. Its voice was heard from time to time on questions of banking
policy, as when it repeatedly advocated more liberal credit policies.
It did not follow the other clearing banks in establishing foreign
branches or affiliations, though—and perhaps partly for that reason
—it probably has conducted a larger volume of overseas business
than any other bank. In more than one instance, as we shall see,
its policy has differed from (if it did not clash with) the policy of
its competitors, often using one of its affiliates for the purpose.

The second largest combine is that of Barclays. It captured this
place from Lloyds as recently as 1932. In its development it shows
some similarity to this rival: it was the result of the amalgamation
of twenty private banks in 1896. Its outstanding expansion was
the amalgamation in 1918 with the London, Provincial and South-
Western Bank. The subsequent year saw the expansion into Lan-
cashire and Scotland described above. It has varied direct foreign
affiliations.! Its board of directors still bears an imprint of the
family origins of the bank.

Lloyds is the third bank. It reached its present form by the
amalgamation of private banks in the Midlands in 1865, Lloyds
and Co., the Birmingham Old Bank and Moilliet and Son. The
most powerful of these was established in 1765. The London con-
nection was established by absorbing two old private London firms
in 1889. In 1918 it absorbed the Capital and Counties Bank; in
subsequent years, presumably with Treasury consent, the West
Yorkshire Bank (1919), Fox, Fowler and Co. (Wellington), the
last of the private banks having the right of banknote issue (1921),
and Cox and Co. (incorporating King and Co.), London (1923).
Its board is known for its strongly orthodox views. It possesses
connections with international banking. As we shall see, it is the
co-partner with the National Provincial in foreign banking. It
has a Scottish affiliation.

The Westminster Bank is the only one of the Big Five which is
the result of an expansion of one of the original London joint-stock
banks. It was established in 1833 and opened for business on
4 March 1834. Under the leadership of J. W. Gilbart it was a
pioneer in London joint-stock banking. Certain of the most notable
of its amalgamations have been mentioned above. Apart from the
amalgamation with Parrs (1918), further recent absorptions include
the Nottingham and Nottinghamshire Banking Co. (1919), Stilwell

1 Cf. below.
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and Sons (1923) and the Guernsey Commercial Banking Company
(1924). It has a foreign and an Irish affiliate. Its board is aristo-
cratic; lately, however, distinguished ex-public servants have been
asked to join it. Dr Leaf, who held conservative views in banking
theory, was its late chairman.

The National Provincial Bank was established in 1833, largely
as a result of the propaganda of T. Joplin who afterwards quar-
relled with the board and left. The National Provincial is the only
bank which did not gain its foothold in London by amalgamation
but by opening a branch (1866) (incidentally forfeiting the right
of note issue) and being thereupon admitted to the clearing. Its
amalgamations took place rather late. The most important was
that with the Union of London and Smith’s Bank. It pursued a
policy of active expansion after 1918: Sheffield Banking Co. (1918),
Northamptonshire Union Bank (1919). In 192@ Coutts and Co.
was acquired, but left as a separate unit. These acquisitions were
continued: 1919, Richards and Co., Llangollen; 1920, Shilson
Coode and Co., St Austell; 1922, Dingley and Co., Launceston,
and Dingley Pearse and Co., Okehampton; 1923, Guernsey Banking
Co. and Grindlay and Co. (the latter was continued as a separate
entity). It joined Lloyds in foreign banking ventures, but has no
Scottish affiliate. The partners of former private companies which
it has absorbed play a prominent part on its board. It had (1938)
also interlinked directors with one of the public and one of the
private discount companies.!

Martins and the District Bank now rank with the Big Five. They
have their head offices in the provinces, the former in Liverpool,
the latter in Manchester. The former, which prior to a recent
expansion of the Royal Bank of Scotland was the sixth bank in
Britain, is the result of the amalgamation in 1918 of Martins Bank,
an old private bank, registered as a private company in 189o,
with the Bank of Liverpool, established in 1831. It followed a
fairly active policy of expansion through amalgamation and branch
extension afterwards, and has succeeded in maintaining its position
by attracting deposits in the last few years.

The District Bank is the amalgamation of the two last remaining
provincial banks in the proper sense of the word—the District and
the County Banks in 1935. After amalgamation the new bank was
admitted to membership in the London Clearing, and provides the

! Itis to be remcmbc_ered, however, that interlinking ditectorshifss are mostly
personal and do not originate from the direct interests of the banks.
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second example of this conservative institution opening its doors
to newcomers. The action of the Clearing House was, however,
clearly in accordance with the spirit and tenor of the Treasury
‘Report on amalgamations which has been quoted above. The
amalgamation of two highly localized banks had undoubtedly
produced a new unit able to provide valuable banking services.
To have denied to it the right of membership of the Clearing House
would have been extremely short-sighted.

CHAPTER 3. THE INTERNAL ORGANIZATION
OF THE BIG CLEARING BANKS!

THE vast size of the Big Five has raised problems of the greatest
complexity. On the one hand, a unified policy and a strict control
is essential; on the other, it is necessary to safeguard the spirit of
initiative and the elasticity which was provided earlier by the
intimate personal contacts of smaller banks with their clients.?

A. THE MANAGEMENT

The five great banks have sought for a solution to these problems
along different lines. Some have introduced strict concentration
of the power of decision at the head office. Others have established
a measure of decentralization (with or without local directors or
advisory committees in the provinces—or, rather, in each or certain
of the districts into which their branch systems in the country are
divided).

The method of centralization seems to have been adopted by

! No evidence was given on organization to the Macmillan Committee by
Mr Goodenough (Barclays). ‘

2 No account is given here of the formal legal structure of the banks, the
general meetings and the regulations affecting the power of voting and the
choice of directors. They may be interesting in a monograph, especially a legal
monograph. From an economic-functional point of view they are wholly
irrelevant. As in the case of most big joint-stock companies the board is in
practice a self-perpetuating, self-appointed fellowship, which is deposed or
altered only in the most exceptional circumstances. The articles of association
in effect safeguard this position by limiting the individual voting power to a
maximum, irrespective of further purchases. An attack on the board by the
purchase of shares is therefore almost impossible. Lloyds Bank, for example,
provides a maximum of votes of 5 irrespective of the number of shares held;
Westminster also of 5 vates; National Provincial 4 votes; Midland 6 votes.
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the Midland, the National Provincial and the Westminster Banks;
while Barclays has adopted the policy of decentralization,' and
Lloyds a system of compromise.

Under the first system an application for a loan or an advance
is received by the manager of a branch. If he considers it a
reasonable proposition, and if it exceeds his discretionary limit,
which in many cases is quite small, he forwards it to the head
office. Even this practice is varied; the Midland Bank does not
give any discretionary power to its managers, all applications for
accommodation must be forwarded to the head office. Other banks
grant discretionary powers to branch managers; the Westminster
up to £2,000, Lloyds up to £1,000. At the head office (and in the
case of Lloyds at the district offices?) the district controllers
(superintendents) consider the application. If the amount of it
exceeds their limit, it will go to still higher officials, deputy general
managers, chief general managers, and the like. They frequently
work as a committee, and in important cases they do not decide,
but—at least formally—only make recommendations to the board
of directors. This is the practice in the National Provincial and
Lloyds who allow their chief officers a limit of £1,500. In the case
of the Midland Bank, reference is to an Executive Committee
consisting of managing directors (if any) and general managers.
An interesting device to assure that no business is rejected un-
necessarily, is that no application can be turned down except by the
highest executive organ. In the case of Lloyds the Local Advisory
Committees, which seem to consist, in the main, of the retired
directors of banks which have been absorbed, give their opinion
on loans, but do not seem to have executive power. They are,
however, helpful in establishing useful contacts and providing
information.

Barclays has a different system. It possesses Local Boards which
have strong executive power and, acting according to the prin-
ciples and policies laid down centrally by the board, administer
branches and even affiliated banks, for example, the Union Bank
of Manchester which is controlled by the Liverpool and Manchester
Local Board. They are obliged to refer to the head office only in
exceptional cases. This system has been devised to safeguard per-

! Lloyds Bank: Pease, M.E. Qu. 2010-32, 2064. Midland: Hyde, ibid.
Qu. 8626 (also Crick and Wadsworth, op. cit. pp.s327-46). National Pro-
vincial: Goschen, ibid. Qu. 1803-8, 1919. 'Westminster: Rae, ibid. Qu. 2319,

2397—402.
2 One of Lloyds District General Managers remains in Birmingham.
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sonal contacts with, and knowledge of, customers, which were so
valuable a feature of purely local banks.!

It is difficult to decide which of the two systems is more satis-
factory, as they both depend on the personal element. Centraliza-
tion may have its advantages even in this respect; in many cases it
will be useful for a branch manager to be able to blame the
unknown head office for whatever measure he would take himself
in any case.

It is the problem of the personal element which presents the
greatest difficulties. The career itself is not one to attract the
ambitious and the venturesome. Service with one bank is the
normal case and those who enter it look forward to retirement
on a secure pension. The method of recruitment, moreover, of most
bank clerks does not favour the most able. The age limits imposed
tends to prevent adequate education. This is the remnant of the
feudal days of private banks when the clerks could hardly hope to
rise to become principals (except perhaps through eloping with the
principal’s daughter, which seems to have been a customary
procedure). But now these clerks rise to be managers, general
managers and even directors. Various devices have been adopted
to improve matters. Scholarships are given, competitive examina-
tions are held, and the best are helped on with their studies. For
a short period university graduates were brought in—though that
scheme did not prove very successful. In many cases, especially
with respect to foreign business, outsiders were invited to join the
banks. The banks also encourage their managers to join local clubs,
to play golf, in fact to act generally as the old private bankers have
acted. All these devices do not altogether solve the problem of how
to train personnel, in institutions with some tens of thousand
employees each, to be enterprising and at the same time cautious,
to have initiative and a capacity for shouldering responsibility,
when their careers may depend on their successful avoidance of
bad debts. Bank employees, like civil servants, are in practice
appointed for life—except in cases of dishonesty. The removal of
the less able to make places for the energetic is difficult.?

As long as the banks could make use of the senior and experienced
personnel of the small banks which they absorbed the question of
recruitment was not so acute.® It will become increasingly so as

! The local directors of the Westminster are on the contrary only ‘orna-
mental’. M.E. Qu. 2403.

2 A change in the system of pension might provide some help.

3 Cf. Pease, M.E. Qu. 2034.
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time passes, not so much because the boards of directors increasingly
admit former employees into the boards and the control of current
business, but principally because the control of business in effect
lies in the hands of managers and not of the directors. This is not
a unique experience, nor a problem of banking alone. It is merely
an aspect of the very much broader problem of the increasing
centralization and therefore bureaucratization of the body politic
and economic which is slowly replacing the old system of free com-
petition between small units and which makes one wonder whether
those who abhor public control because of the deadening influence
of distant bureaucratic control are not longing for something which
is irretrievably past.

B. TuE BoArRD oF DIRECTORS

‘The bank’s directors are not chosen for their detailed knowledge
of the country’s industries and trade conditions.’! ‘Every member
of the board has either been a banker in a private bank or in a
Joint-stock bank which we haye absorbed or is the representative
with expert knowledge of particular industries or districts where
the bank is represented.’ 2

Recent research conducted into other directorships held by
the directors of the joint-stock banks confirms both statements.
According to Mr E. Davies® the directors of the five largest banks
held altogether 1,036 directorships. These directorships were dis-
tributed as shown in Table VIII.

This is an impressive list. And it must not be forgotten that some,
if not most, of these directorships carry with them managing and
executive power in the greatest industrial, trading and transport -
enterprises of the country.* Especially close links are established
between the boards of the banks and those of the insurance com-
panies. Some distinguished retired civil and public servants
(Viceroys, Governors, Ambassadors, etc., the holders of great
names) are also invited to join boards. One must not, however,
exaggerate the importance of these links. Not a few of the directors
are chosen for ‘decorative’ purposes. If we exclude from it the
full-time chairmen and managing directors, this table, as most of

! Memorandum from Mr Pease quoted by Lord Macmillan, M.E. Qu. 2010.
2 Pease, M.E. Qu. 2011.

3 National Capitalism (1939), p. 296.
# On the board of the Midland Bank, for example, the Chairmen of I.C.I.
and Imperial Tobacco had seats,
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TAasLE VIII. DIRECTORSHIPS

National
Barclays| Lloyds |Midland| Pro- West- | ¢roal
vincial minster

Banks and Discount Cos. 22 24 57 19 40 162
Breweries and Distilleries 1 11 3 —_ —_ 15
Cables and Wireless 2 7 1 7 — 17
Canals and Docks — 2 3 I 2 8
Corr}xxllercial and Indus-

tria 2 8 2 180
Electric Lighting and 3 * 33 3 3

Power 2 12 6 4 25
Financial Trust 12 10 9 1 10 42
Foreign and Dominion

Rails 12 1 1 1 7 22
Gas — 2 5 I — 8
Home Rails — 7 6 1 3 17
Insurance 22 19 16 14 17 88
Investment Trusts 3 17 5 8 7 40
Iron, Coal and Steel 4 21 19 16 13 73
Land and Property 3 8 8 3 7 29
Mincs — 9 5 —_ 3 17
Oils —— 43 3 26 3 75
Shipping 24 10 7 8 12 61
Fea, Coffee and Rubber 1 —- 2 1 6 10
Telegraphs and Tele-

phones -— 12 6 16 — 34
Tramways and Omni-

buses 1 — I — 2 4
Waterworks 3 — — — 1 4
Unclassified 12 46 20 14 13 105
Totals 147 309 l 236 171 173 1,036

the research on the basis of Almanacs and Who’s Who, is somewhat
irrelevant. The boards do not meet more than once weekly,
though some members meet more frequently on committees. It
would be wholly impossible for their members to take any but the
most general interest in the proceedings. It is exceptional, there-
fore, that they should disregard the recommendation of the
management as regards any individual business. Thisis abundantly
shown by the fact that there are clear cases of incompatibility
between some of the directorships held, which do not in fact seem
to have worked to the detriment of the institutions concerned. The
most interesting of these seeming incompatibilities are the cases
where directors of joint-stock banks are also partners or directors
of acceptance and discount houses with which they compete for
business. The Westminster Bank, for example, has had directors
or partners of five acceptance and finance houses on its board and
one director of a discount company, Lloyds four and one, the
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National Provincial two and two (its own chairman was also
chairman of Alexander’s Discount Co.). Yet the banks, as we shall
see below, made life difficult to both acceptance houses and dis-
count companies. In many cases directors of one of the Big Five
were also co-directors, on the boards of assurance companies and
elsewhere, of directors of other clearing banks. This system may be
objected to on formal grounds. In practice it has not had the
consequences which led to such far-reaching reforms in the U.S.A.
after 1933. It can be claimed against the criticism often voiced
that the formal incompatibility did not result in detrimental con-
sequences for the shareholders or the public. All directors are
forced to disclose their outside connections, and they must not vote
on decisions where they are legally interested on the other side.
But these tables do give an interesting picture of the social stratifica-
tion of the City, which contributes to the great compactness in the
‘public opinion’ in the City. Whilst it necessarily has great political
significance, it must also be admitted that this compactness has
been of some assistance to the British banking system in weathering
crises so success:ully. .

The full-time chairmen and the managing directors of the banks
have a decisive voice in matters of policy. The latter are now
mostly chosen from the management staff. Among the former the
family ties of the constituent banks still predominate, except in the
case of the Midland Bank, which even in this respect is different
from all others. It has only one private banker on its board. This
fact, perhaps, explains certain features of its policy. The salaries of
chairmen vary between 5,000 and 10,000 guineas or even higher,
often free of income tax. The usual director’s fee is between 1,000
and 2,000 guineas.

C. INTERBANK ORGANIZATIONS

From the beginning of joint-stock banking! efforts have been made
to secure some co-operation with respect to the deposit allowances
and other matters affecting banking services. These efforts almost
invariably broke down at an early stage. Though this fact un-
questionably contributed to the periodic spasms of excessive
competition and consequent crises and failures, the absence of
monopolistic regulation had beneficial consequences, for the ex-
tremely favourable conditions granted to depositors assisted in

! Cf. King, op. cit., especially pp. 211, 2go-I.
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spreading the banking habit. The first beginning of the still
‘informal’ co-operation dates back to the period of excessive
monetary ease after the crisis of 1873, when the leading joint-stock
banks co-ordinated their deposit allowances and increased the
spread between the bank rate and the deposit allowances from
I to 1} per cent. But prior to the 1914~18 war the relations between
the joint-stock banks themselves and between them and the Bank of
England remained strained if not hostile.! This is not astonishing
considering that each of the main joint-stock banks was actively
engaged in expanding its own network by amalgamation and by
opening new branches. The war of 1914-18, with its new problems,
and the completion of the amalgamation movement, which sta-
bilized the banking structure, resulted in fundamental changes. It
was necessary to organize Committees for the relief of debtors;2
it was also necessary to co-ordinate all banking reseurces for the
purpose of war finance.> In all the Committees which were set up,
Joint-stock bankers took a prominent role, though there seems little
doubt that the initiative and direction was in the hands of the new,
temporary civil service. The problems which had to be dealt with
were without precedent. The banking community did not show
itself capable of dealing with questions of this character. Their
esprit de corps was, however, as in later crises, necessary for the
success of the initiative by others—in the absence of complete
national control. In the immediate crisisin 1914 an ex-conservative
Chancellor of the Exchequer, Lord St Aldryn, took the lead and
kept the banks together. In the post-war years, although com-
petitive conditions became more severe, reversion to the pre-war
position was prevented. One of the immediate consequences was
the increase of the spread between bank rate and deposit allowances
to 2 per cent in 1920.

The most important of the bodies on which the clearing banks
are represented is the Clearing Banks Committee. It is mainly
concerned with agreements regulating business (discount market,
purchase of bills, deposit allowances). It is also the body to which
the authorities transmit their ‘requests’ concerning such ‘regula-

! Cf. Crick and Wadsworth, op. cit., on Holden’s plan for the establishment
of a separate gold reserve. Also the evidence of Sir F. Schuster and Mr Gow

before the U.S. Monetary Committee on the hostile competition of the Bank
of England.

2 Cf. Cd. 7684/1914, pp. 8-9.

3 The so-called Treasury Committee which seems to have been maintained
after the war (cf. Sykes; The Present Position of English Joint Stock Banking (1928),

PP 134-5).
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tions’ about forward exchange, swap, loans on gold, eligibility of
the bills of Local Authorities, etc., as they may wish to enforce.
Its efficiency in the latter respect is undoubted.! This Committee
or its constituent members have representatives on the Foreign
Exchange Dealers Committee and on the Foreign Loans Advisory
Committee. The necessary mechanism for an efficient central
control of banking in Britain? is in existence.

It is interesting to note, as it is little known, that the joint-stock
banks had at one time a representative on the Court of the Bank
of England.® The experiment was not successful and it was not
continued. There ‘are, however, many points of contact between
members of the Court of the Bank and the board of directors of the
bank in co-directorships and partnerships.*

1 Cf. Mr Norman’s speech, in 1935, in which he assured the then Chancellor
that the City would regard the wishes of the Treasury asscommands. Cf. L. of
N. Monetary Report, 19378, p. 83. It should be pointed out, however, that,'at
that moment, there was no conflict of opinion between the Government and
the financial community.

2 There are other bodies such as the Institute of Bankers. They do not play
any role in an executive sense.

3 Harvey, M.E. Qu. 409. a3

4 Tt is not known, however, whether the recommendation of the Macmillan
Comnmittee, to have frequent and regular meetings with the representatives of
the Bank of England (M.R. §§ 371—2, pp. 160~1), has beer. accepted.



SECTION TWO
THE BUSINESS OF THE CLEARING BANKS

CﬁAPTER 4. THE AVAILABLE STATISTICAL
INFORMATION

‘I do not wish to pry into the affairs of each bank.” sIr R. PEEL, 6 May 1844.

THE financial statistics in Britain, on which analysis must neces-
sarily be based, are not altogether satisfactory. In spite of the
repeated efforts of outstanding men like Lord Goschen and Pal-
grave, they are still both very incomplete and, in certain important
directions, uninformative if not misleading.

There was no obligation for banks established under the law of
1826 to publish any balance-sheet figures at all. The obligation to
publish balance sheets monthly was introduced by the restrictive
‘Act to regulate Joint Stock-Banks in England’ of 1844 described
above, but only a few banks were established under this Act, and
the rest did not publish balance sheets. The Act of 1858 substituted
half-yearly balance sheets. Finally, the Act of 1879 reaffirmed the
principle of publicity and, as most big banks registered under it,
made that principle effective.! The Companies Act of 1929
demands the disclosure of balances with, and investments in,
affiliated companies.

The statistical material legally demanded is extremely scanty.
From an early period in joint-stock banking, there was a steady
pressure on the banks to give more detailed statistics voluntarily.
When Lord Goschen joined Palgrave in pressing for a reform, after
the Baring crisis, the biggest joint-stock banks, who have found the
publication of their balance sheets much to their interest,? began
to publish monthly balance sheets. By 1907, twelve? of the major

! The Chairman of the Institute of Bankers, 1891, speaks of ‘ the desire created
in the public mind for large reserves and public balance sheets’.

2 Cf. Crick and Wadsworth, op. cit. p. 310. The public distrust of smaller
banks which did not publish balance sheets c?irected deposits to the bigger banks
and facilitated amalgamations.

3 Later thirteen: The Capital and Counties Bank (Lloyds), Lloyds Bank,
The London Joint Stock Bank (Midland), The London and County Bank
(Westminstet}(, The London City and Midland Bank, The London and South
Western Bank (Barclays), London and Westminster Bank, National Bank,
The National Provincial Bank, Parrs Bank (Westminster), The Union and
Smith’s Bank (N.P.), Williams Deacon’s Bank. Cf. Crick, The Role of Statistics
in Monetary Affairs, The Manchester School (1938), p. 128. Also Sayers, Bank of
Enfland Operations, 189o—1914 (1936); Crick and Wadsworth, op. cit. p. 39; and
Palgrave, ‘Bank balance sheets’, Institute of Bankers Fournal, March 190%.
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banks had adopted the practice. These balance sheets were drawn
up on a date freely chosen by each bank. This seriously reduced
their usefulness because as these days did not coincide a wide-scope
was given for window dressing. Nor were the balance sheets very
informative. No bank distinguished between cash and balances
with other banks and cheques in the course of collection. Not many
gave discounts and advances as separate items. The smaller banks
continued to publish their balance sheets quarterly, others only at
each half-year.

The ratio of cash to liabilities was nevertheless a subject of
anxious and sometimes heated discussion. Ever since the Baring
crisis of 18go the sufficiency of the reserves of both the clearing
banks and of the Bank of England had been a topic for debate.
Information on the subject was not particularly adequate, but it
was sufficient to make even the pre-war clearing bankers ‘ratio
conscious’. The more complete statistics and the growing under-
standing of the functioning of the banking system after the war
very much increased this sensitiveness on the part of the clearing
banks. The evidence given tp the Macmillan Committee was
unanimous that the ratios of cash and certain other less liquid
assets to liabilities determine the policy of the banks.! In the last
decade this ratio consciousness has become, as we shall see pre-
sently, even more complex than before, in so far as the second-line
liquidity reserve was included in the factors determining banking
policy. This has somewhat changed the considerations affecting
the behaviour of bankers. The information currently available
about the assets and liabilities of the different banks is, even at
present, neither uniform nor comprehensive. As long ago as 1919
the Cunliffe Gommittee? drew up a detailed schedule for the
monthly statements of banks (shown on p. 29).

This recommendation has been accepted among the Big Five
only by Lloyds Bank, and even it publishes detailed balance sheets
at the end of half-years only. The other banks adopted only the
recommendation, which some had already been practising, of
separating till money and balances with the Bank of England from
other ‘cash items’. The members of the Clearing House agreed,
however, to issue, beginning January 1921, monthly statements

. . - . -

e, ;lggéd Agnfuéghl:xlf?dm &3,71:%215;3{,3’12:3: Qu. 2090-100; Hyde, ibid. Qu. 880,

2 § 34 and Appendix I. Currency and Foreign Exchanges. First Interim

Report of the Committee on Currency and Foreign Exchanges after the War, presented to
Parliament by command of His Majesty, London 1918, Cd. 9182.
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LiABILITIES ASSETS
Capital: Cash:
Registered (1) Coin, Bank and Currency
Subscribed Notes, and Balances with
Paid up the Bank of England

Reserve Fund

Current, Deposit, and other
Accounts

Acceptances

Endorsements, Guarantees and
other obligations

Notes in Circulation

(2) Balances with London
Clearing Agents and with
other Banks, Bankers and
Banking Companies in
the United Kingdom

(3) Items in transit

Money at Call and Short

Notice
British Bills of Exchange
Foreign Bills, Foreign Bank Bills
and Domiciled Bills
Balance abroad
Investments:

(1) Securities of, or guaran-
teed by British Govern-
ment

(2) Indian and Colonial
Government Securities,
British Corporation
Stocks, British Railway
Debenture and Preference
Stocks

(3) Other Investments

Loans and Advances

Other Assets

Bank Premises

Liabilities of Customers for Ac-
ceptances as per contra

Liabilities of Customers for En-
dorsements, Guarantees and
other obligations, as per con-
tra

£ £

giving the monthly averages of their position on a selected day
each week. All but two of the Big Five use different days of the
week as the basis for their statement. Consequently the oppor-
tunities for ‘window dressing’ have not been eliminated, though
they are less than under the old system of publishing the position
on one day of the month chosen at random. These monthly state-
ments give the following items:!

ASSETS

Coin, banknotes and balances with the Bank of England.

Balances with and cheques in course of collection on other banks in
Great Britain and Ireland.

Items in transit.

_ 1 Some of the banks—regularly or for some periods—gave some additional
items.
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Money at call and short notice.

Bills discounted.

Investments.

Advances to customers and other accounts.

Liabilities of customers for acceptances, endorsements, etc.
Bank premises account.

Investments in affiliated banks and subsidiary companies.

LiABILITIES
Capital paid up.
Reserve fund.
Current, deposit and other accounts.
Acceptances, endorsements, etc.
Notes in circulation.
Reduction of bank premises account.

The differences between the above schedule and that recommended
by the Cunliffe Committee are substantial.

In the decade after the war there was much criticism of the bank
balaace sheets which in some important respects! were less informa-
tive than the half-yearly statements issued at the end of the nine-
teenth century.? The Macmillan Committee inquired into the
possibility of having more detailed statistics. Except in a few
mstances—such as disclosing the amount of the unused overdraft
facilities,® and the distribution of holdings of bills between com-
mercial paper and Treasuries*—the demand of Sir E. Harvey, the
Vice-Governor of the Bank of England,’ for fuller information® was
not opposed by the bankers.” They objected to publishing figures
for individual banks, but agreed to the publication of aggregate
figures in the case of certain items, notably the distribution of the
item ‘cash’ between till and balances at the Bank of England and
the division of deposits between current and deposit accounts.?

The Macmillan Committee® recommended a more detailed form
for the reform of monthly statements issued by the banks, and

! They did not differentiate between current and deposit accounts nor did
l(3or ?o) )they give any clue as to the nature of profits and expenses (except

arclays).

2 E.g. The Economist, 8 October 1927.

3 Goodenough, M.E. Qu. 521-36. 4 Rae, M.E. Qu. 2322-8.

5 M.E. Qu. 7598-603, 8848-87.

6 Not shared by the Governor, M.E. Qu. g610.

7 Rae, M.E. Qu. 2338-9, 2341; Hyde, ibid, Qu. 1070; Pease, ibid. Qu.
2292-4, 2306-10; Goodenough, ibid. Qu. 659-68.

E.g. Hyde, M.E. Qu. 1011-63; Pease, ibid. Qu. 2306-10.

® Apart from recommendations concerning window dressing dealt with in

the section on ‘Cash’. M.R. §§ 370 and 40q9.
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published in its Appendices the figures which had been laid before
it covering the particular period. Its schedule was as follows:

(i) Gash in hand (true daily average for the month).
(ii) Balance at the Bank of England (true daily average).
(ili) Money at call: (a) in sterling. .
(8) in foreign currencies.
(iv) Money at short notice: (a) to the Money Market.
(b) to the Stock Exchange.
(¢) in foreign currencies.
(v) Treasury bills.
(vi) Commercial bills: (a) in sterling.
(b) in foreign currencies.
(vii)) Loans and overdrafts.
(viii) Current accounts (exclusive of internal funds and accounts of the
bank itself).
(ix) Deposit accounts (inclusive of internal funds and accounts of the
bank itself).
(x) Investments: (@) in British Government securities.
(b) in other securities.
(xi) Acceptances outstanding (separately from engagements for for-
ward foreign exchange, etc.).

They also published particulars about the distribution of loans and
overdrafts and recommended the following classification for use in
the future:

(a) Loans to concerns engaged in ‘productive’ industry (mining,
manufacture, etc.).

(6) Loans to concerns engaged in commerce, transport and distribu-
tion.

(¢) Loans to concerns engaged in finance, insurance, etc.

(d) Loans to agriculture.

(¢) Loans to concerns and persons engaged in professions, entertain-
ments, personal services, etc.

(f) Loans to private persons:
(i) for house building.
(1i) for other purposes.

Each of these general headings, and particularly (a), should then
be subdivided further, so far as is practicable. In fact, in some
cases, the banks have already proceeded to more details than the
above. It would be helpful if care could be taken to subdivide
class (a) into industrial classifications which correspond as closely
as possible to the classifications used in other industrial statistics,
especially those relating to employment and the census.!

1 M.R. §§ 418, 423-5 and note to Appendix I, p. 283.
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The Committee thought that statistics should be compiled
on foreign balances and assets held by banks and banking firms,
of the volume of acceptances and also of the aggregate value of
cheques drawn on current accounts. A further recommendation
concerned the position of banks other than clearing banks. This
has lost its importance because of the disappearance of the banks
concerned. Some point was given to the recommendations of the
Committee by the necessity under which they found themselves to
explain the discrepancies which appeared between the figures
submitted to them and the published monthly statements of average
figures.! The reasbn which they gave was the exclusion of certain
branches of the National Bank, It appears that there is a further
reason which has not hitherto been stated. It seems that certain
banks did not give the average of their weekly figures, but for
reasons of convenience followed their pre-war practice of basing
their statistics on one monthly balance sheet drawn up near the
end of each month.

Only a few of the recommendations of the Report have been
adopted. We now obtain from the Bank of England Statistical
Summary the aggregate accounts (as contrasted with individual
figures which still are unavailable) of the following: (1) the average
amount of till money, (2) the volume of deposit and current
accounts respectively, (3) the value of cheques drawn, (4) classi-
fication of loans and overdrafts. The division of the item money at
call and short notice has not been adopted for purposes of publica-
tion. We do not get sufficient information about the distribution
of bills and of investment, though certain banks (Midland) give
information in the monthly statements and others (Lloyds) in the
half-yearly balance sheets on all or some of these items. The
practice of showing acceptances and other engagements separately
has not been adopted by all banks, and the method of book-keeping
is different in almost every case.? The statistical information on
total acceptances and on foreign balances and assets is available
to the Bank of England but is not published.

1 The figures published in the Bank of England Statistical Summary, though
helpful, were not altogether adequate from this point of view. It is, moreover,
questionable whether they were statistically accurate enough to form, for
example, the basis of banking policy and credit control.

2 Cf. Part II, on the Volume of Acceptances. As an example of the
continuation of uncertainty—even in respect to the figure of a single bank—
see the speech of the Chairman of Barclays Bank presenting the report for 1938
in which he explains the increase in the volume of acceptances at the em? of
December 1938 by a change in the book-keeping methods.
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There are further difficulties. Certain of the banks publish their
balance sheets after eliminating certain ‘impersonal accounts’,
e.g. internal reserves against bad or doubtful debts, and, on the
other side of the balance sheet, profits, unclaimed deposits, etc.
Others do not ‘deflate’ the balance sheet in this way. Differences
of procedure persist also with regard to profits, nor do we know
much about the real state of the profit and loss account. We see
therefore that there are more complications with respect to financial
statistics than the ‘window dressing” which has aroused so much
comment. These complications are much more troublesome than
that procedure, which, as we shall see, has at least some use in
maintaining an appearance of continuity and stability that under
post-crisis conditions had much to be said forit. The absence of more
detailed information concerning some of the other items and of
uniformity in book-keeping practice serves no evident purpose.

It is with these important qualifications that we approach the
problem of analysing and interpreting, on the basis of the published
statements and balance sheets, the activities of the clearing banks.

CHAPTER 5. THE BALANCE SHEET: ASSETS

A. GENERAL

THE principles underlying the operations of the clearing banks
were discussed at length before the Macmillan Committee.! Their
business ‘lies in receiving money on deposit under various arrange-
ments as to time for repayment and as to interest’, and Mr
Goodenough who, as Chairman of the Clearing House Committee,
was the first among the clearing bankers to make a statement,
continued: ‘Then we employ the money deposited with us in a
variety of ways and in such a manner as will enable us to fulfil our
obligations.’? ‘We have to consider what are the probabilities of
calls upon us when we fix the amount of cash that we keep in our
tills and when we fix the amount that we can call back from the
market rapidly, less rapidly, slowly and so forth.” ¢We must bear
in mind that our deposits are in a very considerable part payable
on demand, and even those deposits that are fixed for a period

! Cf. especially the evidence of Goodenough (M.E. Qu. 477-790) and Hyde

(ibid. Qu. 861~1126).
2 Goodenough, M.E. Qu. 478.
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may be payable on demand by arrangement with depositors. After
we have allowed. . . very much more than is sufficient to meet any
demand that may be made upon us (Qu. 867)...we have (then)
to consider how we shall spread our assets, bearing in mind two
principles. First we must keep still a large proportion of our assets
very liquid so that if there are withdrawals from our cash owing to
the shrinkage in our deposits we can replenish the cash and still
maintain very large liquid resources which form our second line
of defence. Then the second point is that we have to earn a profit.
You can quite well understand our expenses are heavy.. . . For that
reason we distribute our assets over a variety of different forms of
employment so as to secure two objects, first of all liquidity and
secondly profits.’!

The schedule of assets in decreasing liquidity is: cash, cheques
and balances, money at call at short notice, bills discounted. These
four items are all usually considered liquid. The ratio of cash to
deposits is called the cash ratio, the ratio of the three latter items
to deposits is known as the first and second liquidity ratio.? Less
‘liquid’ are investments and advances, i.e. loans and overdrafts.
Before 1932 investments were~not considered to be as illiquid as
loans. Since then, for reasons which will be discussed below, this
distinction has largely disappeared.3

The ratio sensitiveness of bankers has developed, as we have
already seen, only since 18go. It now dominates policy.* In the
case of most banks these ratios are said to be ‘a matter of experience
and judgment according to the nature of the deposits and the class
of people one is dealing with and the way they are occupied and
so forth’.> In fact, most of these ratios—as we shall see—are more
rigid than the changes in the nature of deposits justify. This fact
might be an expression of a deliberate view. The bankers might
wish to leave conscious action to the Central Bank which by
varying the volume of the cash reserve can offset such changes in
the nature of the deposits, i.e. in their velocity of circulation, as
appears necessary. It might lead to complications if the bankers
attempted to do this by varying their working ratios. It is prob-

! Hyde, M.E. Qu. 866—70.

2 In recent discussions this second ratio has come to be called ‘the 30 per
cent ratio’, because that figure is supposed to represent its minimum level.

3 Cf. below, ‘Investments’.

4 Cf. above, p. 28, n. 1, for quotations.

5 Goodenoug%, M.E. Qu. 485. But even he gave a precise figure for advances,
52 per cent (ibid. Qu. 413).
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able that the correct decision was taken without much theoretical
analysis.

The representative of the Midland Bank was alone in giving
precise figures for the ratios of all items to deposits. These ratios
were 11 per cent for ‘cash’, 3-5 per cent for ‘items in transit’,
7 per cent for ‘money at call’, 15 per cent for bills discounted,
12 per cent for ‘investments’ and 55 per cent for-advances. The
other bankers gave precise figures only for advances.! The actual
ratios vary from bank to bank, and from time to time for each
individual bank, except for cash ratio, which, though not identical,
was remarkably stable for the individual cases.?

The cash position? determines the day to day policy of the banks.
Each morning the cash position is reported to the executive com-
mittee* which then decides upon the operations which the bank
is to undertake.’ In the first instance any increase in cash seems
to be treated as temporary, and only the most liquid forms of assets,
money at call and bills, are increased, if this is possible.® This
procedure commends itself because full balance sheets are not
drawn up every day. Until it is known whether the increase in
resources is likely to be permanent, more complicated and less
easily reversible transactions cannot be undertaken.” Only at a
later stage is the ability (and willingness) to lend or to buy longer
term investments increased and the other necessary adjustments
made.? In the case of a loss of cash the procedure is similar.
Usually sufficient assets mature automatically to enable the neces-
sary adjustment. The position is rectified by not relending the
amounts repaid, ahd by eliminating the least desirable margin of
the demand for new advances.® Temporary or seasonal fluctuations
are dealt with rather by letting the ratios fluctuate and not by

! The two seem now to be linked at around 70 per cent. Cf. below on the
‘Liquidity reserve’.

2 M.R. para. 84, p. 8.

3 Of course the ‘true’ cash position and not the position shown in the monthly
statements. Cf. below.

4 Cf. above on organization.

5 Hyde, M.E. Qu. 880; Goodenough, ibid. Qu. 716-18.

§ Cf. below on the operation of the secondary liquidity ratio which this pro-
cedure explains; if no liquid assets are available the cash ratio rises.

7 Hyde, M.E. Qu. 880.

8 Goodenough, M.E. Qu. 727-33; Hyde, ibid. Qu. 88o.

9 Hyde (M.E. Qu. 899-914), also Goodenough (ibid. Qu. 61g—20) ; but the
latter was anxious to say that his bank always accommodated all ‘reason-
able and sound’ demand. On being further questioned he agreed that
judgment of bankers varied according to general banking policy and business
conditions.
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immediate action! with respect to advances, because continuity in
lending policy is essential, since many customers have to plan their
operations ahead and the banks are more or less committed to help
them. The known future demands for cash are taken care of mainly
through the bill portfolio. Money at call and short notice is used
to meet unforeseen demands.?

The fact that the ratios (with the foregoing qualifications) are
kept stable is of paramount importance from the point of view of
Central Bank policy. On the rigidity of these ratios depends the
speed and smoothness with which commercial banks readjust their
lending and investment policies to changes in the volume of cash,
which is controlled by the Central Bank. No predictions should
be made, of course, for the future. It may well be that the absence
of huge excess reserves in this country has been due, not to the
superior organization of banking but to the confidence bankers
have felt in the Government in power and in the monetary authority,
and to their resulting willing co-operation. To these factors we
must add the implicit trust—amounting almost to complacency—
of the British public in the stability of the clearing banks which
resulted, even in the most critical periods, in an absence of internal
pressure on the credit structure.?

B. CAsH RESERVES

The cash reserves of the English banks consist of legal tender coin
and Bank of England notes, which together constitute their till
money’, and deposits at the Bank of England. The volume and the
distribution between these two items of the cash reserves are
brought out in Table X.

The proportion of cash held against deposit liabilities is not, in
this country, determined by legislation.* Its proportion to deposits,
as shown in the monthly statement of the average daily position,
has nevertheless been remarkably stable (first at about 12, later

! Hyde, Goodenough, ibid.

2 Hyde, Goodenough, ibid.

3 The volatility of bank deposits forced banks in other countries—apart from
their distrust—to increase their cash reserves. Something identical seems to
have occurred in England in connection with the influx of foreign deposits.
The banks with which these deposits appear to have been lodged decided to
keep higher cash reserves against them. This has made Central Bank policy
more difficult. Cf. below, and with respect to the problem of competition of
joint-stock banks for deposits also Chapter 6. Cf. also above p. 26, n. 1.

* It is ‘very much more than sufficient to meet any demand that may be
made upon us’ (Hyde, M.E. Qu. 867).
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TaBLE X. DISTRIBUTION OF BANKERS CASH BETWEEN TIiLL MoNEY
AND BALANCES AT THE BANK OF ENGLAND

(Amounts are stated in £ millions)

Proportion to current and
deposit accounts per cent
c 4 Balances
ash in han with Bank ] Balances
of England Cash in with Bank Total cash
hand of England

MW | @ 6 [ @66 @6 9 | (o

1919 | 1124 |\ — | 1039 | — | 74 | — | 69 | — | 143 | —
1920 | 1058 —_ 837 — 62 — | 49 | — 111 —
1921 | 110°7 — F gb1 —_ 63 | — 55 | — 11-8 —
1922 | 1075 | — 929 | — | 63| — | 54 | — | 1107 | —
1923 | 1038 | — 873 — | 64| — | 54 | — 11-8 —
1924 | 1038 | — 88-3 — | 64 | — | 555 | — | 1179 —
1925 | 1037 | 104 86-2 92 | 65 | 62 | 54 | 55 | 119 | 11-8
1926 | 1031 | 103 86-1 92 | 64 | 62 | 54 | 55 | 118 | 114y
1927 | 1051 | 105 85% 92 | 63 | 61 | 51 | 54 | 114 | 115
1928 | 104'5 | 105 83- 92 ! 61 | 59 | 49 |®52 | 110 | 111
1929 | 1044 | 104 82-9 89 | 60 | 58 | 48 | 50 | 108 | 108
1930 | 1036 | 104 845 88 | 59 | 58 | 49 | 29 10-8 10°7
1931 | — 9% | — 86 | — | 54| — | 49| — | 104
1932 - 92 — 9% | — | 51| — | 53 — 1074
1933 — 98 — 114 | — I 50 | — | 58 — 10°9
1934 — 100 — 1128%| — 53 — 60 — 11-3
1935 — 103 — 112 — 52 —_ 56 — 10-8
1936 | — tog | — g | — 149 | — | 54 | — | 103
1937 — 114 — 121 | — {50 | — | 53 — 10°3
1938 — 117 —_ 124 | — 52 — 54 — 10°6

Note. The figures in columns (1), (3), ( 5)s (7) and (9) are taken from the Macmillan
Report. Column (2) is taken from the Bank of England Statistical Summary; column (4)
is derived by subtracting column (2) from the item ‘ Cash and balances with the Bank
of England’ of the monthly average balance sheets, hence it contains the ‘stage army’,
used for ‘window dressing’. Columns (6), (8) and (10) are derived from columns
(2) and (4) and figures for deposits given in the Bank of England Statistical Summary.

between 10 and 11 per cent) !, even in the critical periods since the
1914—18 war. The figure for 1919 of 143 per cent is the result of war
finance and is wholly abnormal. The reduction from just under
I2 per cent prior to 1926 to below 11 per cent after 1929 is the
consequence of the change in the ratio of the Midland Bank. The
rise in both 1934 and 1938 (accentuated in the first months of 1939
when it rose in February to 11-2 per cent) was due to the operation
of the ‘secondary’ ratio. It is to be wondered whether the abrupt
fall in the cash reserves (and in the ratio), in spite of a further
contraction of deposits, in the first period of 1939 was a consequence
of the Bank of England desiring to exert a further deflationary

! Their year-end averages were usually higher. This, however, has recently

changed.
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pressure or merely ‘following up’ the primary pressure on the
banks exerted through secondary ratio! and ‘mopping up’ cash
which would not have been used in any case.

The tradition in keeping a fixed ratio for cash against deposits
seems to be considered as binding.? The cash ratio seems to have
been considered by the bankers as not only a minimum but also a
maximum ratio, i.e. the banks increased as well as decreased their
lending until their liabilities bore the accepted ratio to cash
reserves. There have been and still remain frictions. The importance
of the cash ratio was at times overshadowed by that of the second
liquidity ratio, i.e. the ratio of cash, balances at other banks, money
at call and short notice and discounts combined, to deposits (the
so-called 30 per cent ratio). If cash were to rise above the con-
ventional level, while the items comprised in the ‘second line of
defence’ declined by a greater amount, the banks would be reluc-
tant to expand the volume of credit until their normal cash ratio
was reached.

The Macmillan Committee? felt justified in following the Cun-
liffe Committee in recognizing the substantial advantages in this
traditional procedure and refrained from recommending legislative
regulation of the level or altering the basis of calculation of the
cash ratio.* It did, however, recommend that agreement should
be established between the banks and the Bank of England on the
subject of the cash ratios which should be rigidly adhered to by
the banks. ‘For the power of the Bank of England to control the
aggregate volume of credit in the country by means of open market
operations and other measures essentially depends on the rigidity
of this ratio.” It is not known whether any conversations did take
place or agreement was reached between the Bank of England and
the joint-stock banks. Nor is it known whether the further recom-
mendation of the Committee that the ratio should be varied by
agreement has ever been put into force. We can only conclude

1 Cf. below.

2 Cf. M.E. Qu. 3776 and following. Sir Josiah Stamp suggested that the
flexibility of the cash ratio provided a possibility of counteracting the Bank of
England policy by the clearing banks varying their cash ratio. Mr McKenna
answered that such a policy would be disastrous to confidence and gave the
impression that a ratio of between 10 and 11 per cent must be considered as a
‘bbedrock’. The Midland Bank had reduced its former higher ratio to that figure

1 .

" Igt;%?- §§ 79-81, pp. 36-37; §§ 358-370, pp. 153161, esp. §370 (7).

4 E.g. on the basis of the turnover, rather than on the absolute volume, of
deposits. Cf. The Report of the Committee appointed by the Federal Reserve Board,
Washington (1935).
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from the actual evolution of these ratios that, with minor exceptions,
the bankers refrained from all policy and left the Bank of England
in complete control of the management of credit.!

The cash ratios of individual banks are less uniform and show
greater variations than the combined figure. Thus Barclays Bank,
for example, showed the largest cash ratio at 123 per cent, Lloyds
Bank the lowest at 10-2 per cent, at the end of 1938.2 The year-end

! The frictions resulting from the operations of the ‘secondary’ ratio could
have been foreseen—and prevented—by the Bank had it so desired. Cf.
Mr Keynes’s speech at the CExeneral Meeting of the National Mutual Insurance
Society for the year 1936.

2 Itseems that some of the fluctuations of, and discrepancies between, the pub-
lished cash ratios of individual banks have in the last few years been primarily
due to the movements of foreign deposits into and out of London. These
deposits, the significance of which will be discussed elsewhere, seem to have been
attracted by certain banks. These banks appear to have regarded the deposits
thus acquired as somewhat more volatile than their average inland deposits and
they seem to have increased their cash held against thenr® Thus their overall
casl); ratio has been above that of the other banks. The following table shows
the result of such variations in March and April 1938 (given in £ millions):

All clearing Midland Barclays
banks Bank Bank
March 1937:
Cash 2257 478 42°4
Deposits 2,244°2 4707 4153
Cash ratio 10°1 10°2 102
Investments 667-4 129°4 109'4
March 1938:
Cash 2442 60°5 486
Deposits 2,253'7 4964 413°2
Cash ratio 10-8 12°2 11-8
Investments 630-0 122°4 993
April 1938:
Cash 2464 54'9 527
Deposits 2,268-0 497'8 4204
Cash ratio 10°9 11-8 12°5
Investments 6377 1251 98-2

These figures show that though total cash in March and April 1938 was
respectively £18-5 and £20-7 millions greater than in March 1937, the increase
in the cash reserves of the Midland and Barclays alone was not less than £18-g
and £17:4 millions. Their cash ratios rose sharply. The rest of the banking
system actually suffered a diminution of its cash reserve in March and showed
an increase of barely more than £3 millions in April of the latter year as com-
pared with March 1937. As a result total deposits of all clearing banks were not
more than £10 millions in March and £13-8 millions higher in April 1938 than
in March 1937. Investments were down by some £30 millions, advances rose
by about £60 millions; the differences were accounted for by a contraction of
discounts and money at call and short notice. The reverse movement seems to
have taken place on the last three occasions when French money was being
repatriated and capital was exported to America. This example shows that the
monetary position cannot be analysed in all circumstances by working on
average banking figures for the system as a whole.
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differences in that year were greater than the differences in the
monthly statements which are more representative of the policy
and position of the banks.

Certain temporary variations in the cash reserves of individual
banks can be explained by large special maturities of assets. They
demonstrate that banks use their cash ratios as a residual item
whenever they have difficulties in finding remunerative other
employment of satisfactory liquidity. Temporary changes in cash
ratios may therefore occur whenever they experience a shortage of
the liquid assets necessary to build up the desired combination of
assets. These fluctuations and discrepancies between individual
bank figures also demonstrate that the time lag, necessary for a
general permeation throughout the banking system of the effects
of a change in the monetary policy of the Central Bank, though
less in London than elsewhere, is not negligible.! These difficulties
facing the Central Bank in monetary management have not
received the attention which they deserve.

According to the evidence of Mr J. W. B. Pease,? the proportion
in which cash is divided up between till money and balances at
the Bank of England is governed by practical experience. Closer
analysis of the figures suggests, however, that the banks usually
keep more till money in their vaults than is strictly necessary for
the conduct of business. After the abandonment of the gold
standard in 1931, the banks co-operated with the Bank of England
to preserve the apparent strength of the central reserves for psycho-
logical reasons, and reduced their till money from just over £100
millions in January 1931 to £85-3 millions in December 1931, and
kept it throughout the year 1932 at an average level of more than
£ 10 millions lower than in 1930.%

The proportion of till money to total cash reserves seems to have
varied between 46-2 and 49-3 per cent in the last six years, and
between 4-9 and 5-3 per cent of deposit liabilities. It has remained
lower than balances with the Bank of England, whereas prior to
1931 it was substantially higher. Fluctuations in the ratio of till
money to total cash reserves have in the past rendered monetary
management very difficult. Until 1931 the banks did not report

! This is demonstrated by Mr A. J. Brown (‘The Liquidity Preference
Schedules of the London Clearing Banks’, Oxford Economic Papers, no. 1, 1938,
p- 56), who found that the coefficient of variation even of the ¢ window-dressed >
cash 18 4-39 per cent as against only 1-08 per cent of investments plus advances.

2 M.E. Qu. 2292-310.
3 Cf. Bank of England Statistical Summary, January 1939, p. 4.
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these changes at frequent intervals.! The Bank of England there-
fore had no knowledge of the true state of the total cash reserves
of the banking system, but only of the state of bankers’ deposits on
its books, and this, as will be shown below, was often misleading.?

The Macmillan Committee recommended the lowering of the
proportion of till money from about 6 per cent of deposits to some
4 per cent whilst maintaining the total cash ratio at about 10 per
cent, involving therefore a concurrent increase of bankers’ deposits
with the Bank of England.® They also wished to prevent the banks
from influencing the reserve of the banking department by varying
the ratio of their till money holdings to total reserves. This possi-
bility arose out of the principle of the Charter Act of 1844 (accepted
in subsequent legislation) that banknotes in excess of the fiduciary
issue had to be fully covered by gold, though no gold cover was
required for bankers’ balances at the Bank of England. By changing
bankers’ deposits into till money or vice versa, the ¢learing banks
were able to decrease or increase the banknote reserve of the
banking department of the Bank of England, and, in the days
before the 1928 and 1939 Acts, they could—at least in theory—
force the Bank to change its policy or to apply to the Government
for a suspension of the Bank Act. In practice such a conflict and
such tactics would have been unthinkable, particusarly in the post-
war period. But in the old days of feud between the joint-stock
banks and the Bank of England one eminent banker did, in fact,
advocate the increase of till money in order to force the Bank to
stiffen the money rates which had fallen to unremunerative levels.4
The Macmillan Committee contented itself with recommending
that the ratio be kept constant, and it refused to recommend the
exclusion of till money from the cash ratio, as is done in the United
States.’ '

The clearing banks after 1931 adopted the recommendation of
Sir E. Harvey® and currently notify the Bank of England of the

! The Bank of England could calculate the true state of their till-money

holdings only once every half-year. Cf. below.
2 Cf. the testimony of Sir E. Harvey, M.E. Qu. 7508, and also M.R. § 344,

. 147,
Py M.R. § 341-6, pp. 146-7; also § 368, pp. 1567, and also with respect
to window dressing, §347 and g70. The latter recommendation was partly
due to their desire to increase the resources and thus the open-market power
of the Bank of England. The establishment of the Exchange Equalization
Account has provided a solution in this respect.

4 Cf. Crick and Wadsworth, op. cit. p. 430, on the correspondence of Rae,

5 M.R. § 370 (7).

6 M.E. Qu. 7599.
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state of their till-money holdings.! They also adopted, as we have
seen, the recommendation to lower the till-money ratio. The last
Currency and Banknotes Act, 1939, moreover, provides such
flexibility in the management of the volume of note issue,? that
the problem of the volume of till money and the fluctuation of its
proportion to total cash, like other tactical difficulties, can hardly
assume importance. It isconceivable, however, that at some future
time the expansion of the note circulation may once more give rise
to apprehensions, however misconceived. In the absence of strin-
gent controls the problem may then regain some of its significance.

A general impression seems to prevail® that the war and post-war
inflations and the monetary reforms which were necessary to
enable that expansion, have resulted in a fall of the cash ratio from
the levels maintained in the pre-1914 period. The final wave of
amalgamations in banking during the war, which tended to
diminish the difference in seasonal and cyclical drains on individual
banks, would have justified such a reduction. Yet—apart from the
change in the ratio policy of the Midland Bank—no such reduction
has taken place. And it must be borne in mind that the English
banking system in the years immediately preceding 1914 was very
much more liquid than in former periods, as a result of the con-
tinuous campaigns which had been initiated by Lord Goschen and
Palgrave.* This misapprehension is no doubt due to the disregard
of an important change in banking statistics after the 1914—18 war.
Before 1920 even those banks which differentiated between their
cash holdings and balances at the Bank of England on the one
hand, and money at call and short notice on the other, did not
segregate the item now shown separately as ‘balances with other
British banks and cheques in course of collection’. This item,
according to Mr Hyde,® was estimated to be roughly 3-5 per cent
of their liabilities, at the time of the Macmillan Committee. In

! Tt is, however, not known whether the statistics on the currency holdings
of the clearing banks now published in the Bank of England Statistical Summary
are ‘true daily averages’ or not. The explanatory note_(B. of E. §. S. January
1939, p. 4) merely states that they represent ‘average figures’.

2 Cf. D. H. Robertson, Lloyds Bank Review, May 1939.

3 Cf. Prof. Gregory, M.E. Qu. 713.

4 Cf. Sykes, The Present Positio q/3 English Joint Stock Banking (1928), p. 16.
The ratio of cash and call money to total liabilities had increased from 18 per
cent in 18go to 23 per cent in 1g10. It further increased between 1910 and
1913.

531f this is disregarded, the ratios are as follows (year-end figures): 1913,
16-4 per cent; 1920, 134 per cent; 1929, 13 per cent; and 1938, 11-2 per cent.

6 M.E. Qu. 866.
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fact, it varies with the state of business and financial activity and
is in the main a consequence of the general practice of the banks
of crediting their customers on the same day as a cheque drawn
on another bank is received. These cheques are then presented
through the clearing house. They are, therefore, from the point of
view of each bank, superficially equivalent to ‘cash’. But other
banks, presumably, also have cheques in course of collection. For
the banking system as a whole these cheques, therefore, cancel out.
They might, eventually, represent a shift of cash from one bank to
another, but not a change in fofal cash and therefore do not con-
stitute part of the ‘trpe’ cash reserve. They merely inflate the
balance sheets of the banking system as a whole.! In the year-end
balance sheets of the clearing banks this item amounted in 1920
to 3-1 per cent,”? in 1929 to 3-8 per cent, and in 1938 to 3-9 per cent
of liabilities. The percentage varies as between individual banks.
On 31 December 1938 it was as high as 4-3 per cent in the case of
Lloyds and as low as 3-4 per cent in the case of Barclays.

The first and rather modest appearance of this item as a separate
entity took place in the 1918 balance sheet of the Midland Bank
(London Joint City and Midland Bank as it then was). It was
stated to be £2,001,846. 12s. 7d.* Sir E. Holden then stated that
the Midland never considered this item as part of its cash reserve.
It was probably carried under ‘money at call’ before the change
was introduced. Next year it was already over £8 millions.* The
great upheavals in banking figures prevent a conclusive answer to
the question as to whether that part of this item which was ‘not
considered as part of the cash reserve’ comprised all the items
shown separately in later years, or only part of them. Presumably
under this heading all banks show a part of what was considered
to be cash reserve prior to 1919, for it is practically certain® that
the majority of the banks previously included most, if not all of it,
under cash. We shall, therefore, not err much if we compare the

! This was not seen by some of the bankers. Cf. M.E. Qu. 560.

2 Partly on the basis of December ‘average’ figures. No uniform practice
was evolved as to what to include in this item.

-3 Sir E. Holden’s speech to shareholders, p. 12. Also The Economist, 1 February

1919, p. 130.

4 TIF;e Economist, 1920, vol. 1, p. 165. Barclays in that year published its own
figure at £13 millions, which was an increase of £5-7 millions over the previous
yealé. But there is no such item in the published balance sheet for the end of
1918.

5 By comparing the year-end balance sheets with the first of the monthly
average balance sheets published in January 1921. Cf. also Gregory, op. cit.
vol. 11, Appendix.
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cash ratios of pre-1914 days with the post-war ratio of cash and
balances and cheques to total liabilities. This comparison shows
that (apart again from the consequence of the change in the
Midland Bank ratio policy) the (apparent) cash ratio thus inter-
preted hardly declined at all:

End of the year 1913:! 16-4
5 s »» 1920: 163
s ' » 1929: 168
» ”» » 1938: I15°1

It must be remembered that the number of independent banks
before the last war was substantially greater than at present. It is
reasonable to infer that the volume of cheques in transit must have
been relatively greater. It is not known whether the true balances
with other banks were carried unde