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Abstract

This paper argues that an early 20th century central banker, had he been alive
at the turn of the 21st century, would have predicted the 2007-08 crisis and its
severity. This paper is Part II of a series which contends that early 20th century
banking theory is a valuable framework for understanding the relationship between banks, financial markets, and the central bank. This paper builds on Part I
which explained that because a social norm supports the circulation of bank deposits as money, deposits are a network good and this makes possible monetary
finance, or the expansion of the money supply as a source of funds for banks to
lend.
This paper first analyses the British model of monetary finance, the structured
interaction of banks, the money market, and the central bank that formed its
core, and the means by which this structure made possible the origination of safe,
privately-issued assets. Then, the analysis turns to the macroeconomic implications of monetary finance: in order to protect the monetary social norm, both
financial instability and inflation must be avoided. The real bills principle addressed the former by proscribing monetary finance of long-term assets and the
latter by requiring careful monitoring and control of the growth of money market
instruments that were not real bills.
Thus, the modern integration of money and capital markets is seen through traditional banking theory to be a recipe for financial instability, because it undermines
the ability of banks and the money market to be joined together in the production

of safe, privately-issued assets. This theory indicates that restabilizing the financial system will require structural reform and that only after such reform has been
implemented can we expect macro-prudential regulation to succeed.
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The financial crisis of 2007-08 made obvious the instability at the heart of the modern financial system
and has catalyzed new research on the financial system and financial regulation. Major themes of this new
research are the shift to macro-prudential regulation on the part of central banks, emphasis on the
importance of “safe” or informationally illiquid assets to the financial system, and proposals for radical
reform ranging from 100% reserve banking to formalizing the central bank’s role as “dealer of last
resort.”
This paper argues that traditional banking theory, the theory that accompanied the growth of modern
banking and that views money as fundamentally a private-sector phenomenon, provides a valuable
framework for evaluating both the causes of the recent crisis and theories of macro-prudential regulation,
“safe” assets, and radical reform. Like narrow banking proposals, traditional banking theory indicates that
structural reform of the current financial system is needed. Unlike narrow banking proposals, the theory
indicates that the purpose of structural reform is to regenerate the banking system’s ability to originate
safe, privately-issued assets and that macro-prudential regulation may be successful only after appropriate
structural reforms are adopted.
This is the second of three papers that explain the basics of traditional banking theory, and here the focus
is on the theory’s implications for the macroeconomy. Modern game theory-based models provide the
necessary framework for understanding traditional banking theory, which emphasizes complex
interactions between different economic actors. The first paper in the series explained that traditional
banking theory models money as the quintessential network good, because money is supported by a social
norm that makes each individual’s decision to use or not to use money dependent on everyone else’s
decision. The modern network effects literature tells us that in such an environment changes in quantity
may be dissociated from changes in price over a range of values. This phenomenon makes possible
monetary finance, or the expansion of the money supply as a source of funds for banks to lend.
Modern theory also gives us the tools to understand the problem that monetary finance solves. Models
with liquidity constraints such as new monetarist models and the search model of money explain the
unique role that bank-issued money can play in an economy, and thus support the revival of traditional
banking theory. 1

1

See Stephen Williamson & Randall Wright, New Monetarist Economics: Models, in B. FRIEDMAN AND M.
WOODFORD ED. HANDBOOK OF MONETARY ECONOMICS vol. 3A. (2011); Stephen Williamson & Randall Wright,
New Monetarist Economics: Methods, 92 FEDERAL RESERVE BANK OF ST. LOUIS REVIEW 265, 294 (July/August
2010) (“banks can also be important in reallocating investment and capital efficiently, with the transactions role of
bank liabilities being critical in attracting savings to financial intermediaries that can be channeled into
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This paper presumes the concept of monetary finance and explains, first, the institutional structure that
supported monetary finance in early 20th century Britain, and, then, the implications of monetary finance
for the macroeconomy. In addition, because this argument resurrects the much-derided “real bills”
approach to macroprudential regulation, two sections of the paper are devoted to explaining why efforts to
adopt this approach failed in the U.S., and how American scholars then attributed the failure to the
concept itself, rather than to its faulty implementation. Note that this paper does not claim that traditional
banking theory was an adequate framework for guiding U.S. policymakers through the extraordinary
circumstances of the Great Depression. The claim made here is that traditional banking theory provides us
with a useful model for designing and regulating the financial system in normal times in order to
minimize the likelihood of crisis, and that it will probably need to be augmented in the event that a severe
crisis is realized.
The core of the paper is the explanation of traditional banking theory’s approach to the relationship
between banking and the macroeconomy. First, monetary finance is founded on the structured interaction
of banks, the money market, and the central bank. A financial instrument that plays an important role in
this structure is the “two-name” bill. Whereas a single-name bill is a simple debt contract promising
payment to a payee or to bearer, a two-name bill bears the guarantee, not just of the issuer of the bill, but
also of a bank that accepts or endorses the bill. A two-name bill typically starts with a signed and dated
order to a bank which may take the following form:
[number]_ days after date of this my first of exchange pay to _[payee]__ or order the sum of [amount of
currency] value received and place the same to the debt of my account.

It becomes a two-name bill when the bank on which the bill is drawn signs it, agreeing to make the
payment when it is due. In early 20th century Britain once a bank with a name recognized in London had
accepted the bill, the payee – or anyone to whom the payee had endorsed the bill – could discount the bill
on the London money market. Because the traditional banking framework requires that two-name paper,
not single-name paper, be brought to the discount window by a bank seeking liquidity from the central
bank, 2 the system is structured so that the banks monitor each other, and so that the central bank can
exercise control over the assets that trade on the money market.
Second, the central bank limits the growth of the money market by implementing a “real bills”-based
macroprudential approach that both proscribes monetary finance of long-term assets and polices the
relationship between the real economy and the growth in money market assets. “Real bills” thus had a

investment”); Carolyn Sissoko, An Idealized View of Financial Intermediation, ECONOMICS: THE OPEN-ACCESS,
OPEN-ASSESSMENT E-JOURNAL, 2007-5 (2007).
2
Needless to say, the bank that was the acceptor on the two-name bill had to be a different entity from the bank that
sought to discount the bill.
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dual purpose: first, to separate money markets from capital markets in order to avoid the financial
instability created by asset price bubbles, and, second, to keep money market growth from triggering
inflation. 3
The concept of real bills can be explained by economic models with liquidity constraints such as the
search model of money. When an expansion in the money supply is carefully tailored only to eliminate
liquidity constraints, the expansion is not inflationary. By contrast, when an expansion in the money
supply increases the amount of money available to facilitate the same transactions, then the expansion
will be inflationary. Intuitively non-inflationary monetary expansion can be thought of as using the
lending process to extend participation in the market to new individuals, who were in the past excluded
from the market due to liquidity constraints. Extending the market in this way need not be inflationary,
because the new participants bring with them both resources – possibly intangibles such as human capital
– and a demand for goods. Thus, real bills can be understood as bills that address liquidity constraints
only, whereas their antithesis, finance bills, were not limited in their uses.
Observe that the real bills approach is specifically tailored to the challenges of managing a system of
monetary finance. In a system of monetary finance the growth of bank lending is limited only by actions
that undermine the social norm that allows a bank-issued asset to circulate as money. That is, such a
financial system does not have the same natural limits as one based on the standard model where finance
simply intermediates from savers to borrowers. Thus, the constraints that concern policymakers in a
system of monetary finance are those that undermine the monetary social norm: inflation and financial
instability (or correlated bank failures). These are precisely the concerns that the real bills approach to
macro-prudential regulation was designed to address.
There are a few caveats regarding the topics covered in this paper. First, the relationship between
traditional banking and long-term assets in the form of government debt is complicated and beyond the
scope of this paper. 4 Thus, when long-term assets are discussed here, the focus is on privately-issued
long-term assets, and the issue of government debt will be left to future work. Second, this paper
discusses the historical experience of Britain and the U.S. No effort is made here to understand the
relationship of this discussion to banking and finance in Continental Europe. This too is left to future
work.

3

Many authors have acknowledged the twin purposes of real bills. See, e.g., Charles Calomiris, Volatile Times and
Persistent Conceptual Errors U.S. Monetary Policy 1914-1951 in MICHAEL BORDO & WILLIAM ROBERDS ED. THE
ORIGINS HISTORY AND FUTURE OF THE FEDERAL RESERVE 166, 174-75 (2013); C.A.E. Goodhart, The Changing
Role of Central Banks 2 BIS Working Paper No. 326 (Nov. 2010).
4
Indeed, Charles Calomiris & Stephen Haber have devoted an entire book to the connection between banking and
government debt. CHARLES CALOMIRIS & STEPHEN HABER, FRAGILE BY DESIGN (2014).
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Section I sets forth the basic building blocks of traditional banking theory’s approach to the
macroeconomy: the creation of money market liquidity through the structured interaction of banks, the
money market, and the central bank; the importance of protecting capital markets from money market
liquidity; and the real bills approach to macro-prudential regulation. Section II examines in detail the
theory’s historical development in 19th century Britain and the institutional framework that supported
traditional banking theory. Section III discusses the unsuccessful attempt to adopt traditional banking
theory in the U.S. prior to the Great Depression. Section IV explains that the American critique of real
bills should be understood as a critique of the implementation of traditional banking theory in the U.S.
Section V then applies this discussion to the modern “shadow” banking system. First, the empirical
evidence that traditional banking approaches were more successful in stabilizing the real economy than
modern approaches is discussed. Then, the role played by the integration of capital and money markets in
the recent crisis is explained, as is the need to emulate traditional banking theorists by carefully
structuring the relationship between banks and money markets before implementing macro-prudential
regulation. Next, traditional banking’s privately-issued safe assets are contrasted with the informationally
insensitive assets of modern theory. Finally, the prospect of restructuring the relationship between banks,
money markets, and the central banks and then adopting macro-prudential regulation is contrasted with
proposals to have the central banks support long-term asset markets or to adopt 100% reserve banking.
Section VI concludes.
I.

THE THEORY: TRADITIONAL BANKING AND THE MACROECONOMY

Traditional banking theory derives from the European experience with circulating credit instruments in
the 18th and 19th centuries. The theory is British in origin and has never been fully articulated, because it
grew organically as means of understanding the changes that were taking place in the financial system
during this time. These years first saw the development of the banking system in Britain into a nationwide network that gave every tradesman access to the London money market, and by the end of the 19th
century the London money market’ role had expanded to include the finance of world trade, not just
domestic trade. 5

5

As much as 60% of world trade was settled through London at the turn of the century. BARRY EICHENGREEN,
GOLDEN FETTERS 43 (1992). A trader who obtained a letter of credit from one of the principal London discount
houses could convert the letter into cash in any of the world’s trading centers. WILLIAM FREDERICK SPALDING,
FOREIGN EXCHANGE AND FOREIGN BILLS IN THEORY AND IN PRACTICE 167 (1921).
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In this section, the basic framework of the traditional banking theory that developed alongside the London
money market is laid out. Section II will go into much more detail regarding the theory’s historical
development and the institutional framework that supported this theory.
Traditional banking theory explains the role of banks in the economy and provides a model of the
relationship between banking and markets and the mechanism by which they create an almost perfectly
liquid asset. 6 Liquidity is created on a market for short-term debt, in which two types of guarantee convert
the debt into a liquid asset: private sector banks provide guarantees of payment to each individual bill,
converting into a “two-name” bill, and the central bank backstops the market itself by standing ready to
discount the debt that trades on the market. For those assets that trade on the market, there is virtually no
risk of loss of principal and as a result the risk of loss is limited to the (tiny) loss that may result from
fluctuations in the interest rate. Because every asset that trades on the market bears two private sector
guarantees of payment – that of the issuer and the acceptor – in addition to the guarantee of any entity that
discounts the bill, multiple failures must occur within the short life of the loan in order for the bill to
remain unpaid. Since multiple failures are unlikely to occur unless there is a financial crisis, and the
central bank backstop of the market makes the likelihood of a crisis in which there are multiple failures of
the banks that guarantee this debt extremely low, the assets that trade on this market have almost no
liquidity risk. It is important that this structure is designed, not just to provide simple market liquidity, but
to provide market liquidity without price risk.
The modern literature, as far as I am aware, does not have a name for the type of market liquidity
provided by the London discount market, so here it will be called money market liquidity. Observe that
money market liquidity derives neither from the market, nor from the banks, nor from the central bank,
but instead from the structured interaction of all three components.
On the other hand, even though the private-sector banks play an important role in determining which
issuers’ debt will trade on the market, the central bank effectively has veto power over the assets that
trade. When the central bank determines that a certain class of debt or a certain issuer’s or guarantor’s
debt will not be eligible for discount, the fact that the debt can no longer be a source of liquidity in a crisis
does not just reduce its liquidity, but precludes it from trading actively on the money market. 7 Because

6

See Paul Warburg, The Discount System in Europe, Nat’l Monetary Comm’n Document No. 402 (1910);
Stabilization Hearing on H.R. 7895 Before the Committee on Banking and Currency, Part 1, 69th Cong. 431-6
(1927) (testimony of Benjamin Strong, Governor, Federal Reserve Bank of New York).

7

The classic example of this is American finance paper in 1906-07, discussed below.
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the central bank in this way determines the extent of the money market, the central bank must resolve a
key question: What types of assets are eligible for money market liquidity?
Traditional banking theory answers this question in two ways. First, long term assets are not eligible.
(Hence the name money market liquidity.) Second, real bills are preferred money market assets, and for
this reason the central bank monitors carefully the extent to which bills that are not classified as real trade
on the market. These two points are addressed in turn.
Traditional banking theory holds that long-term assets should not be financed on the money market. This
follows naturally from the fact that the type of liquidity provided by the money market eliminates price
risk. Because an important purpose of capital markets is to provide a venue where supply and demand can
determine the price of long-term assets, capital markets are designed to allow the prices of even the safest
long term assets to fluctuate along with changes in information and expectations about the future. For this
reason, the type of liquidity that capital markets provide is simple market liquidity which allows for price
discovery in response to new information. Because capital markets play an important role in price
discovery, it would be detrimental for the assets that trade on capital markets to have access to money
market liquidity where the market is structured to keep the price of assets from fluctuating. Thus, longterm assets trade on their own markets, such as the stock market, where even the most liquid assets
experience price fluctuations.
In short, a basic premise of traditional banking theory is that there are two types of financial markets,
investment markets and money markets, and these two markets offer different types of liquidity. Under
this theory the type of finance available on investment markets follows the standard model of credit with
which we are all familiar today: savers, who have purchasing power in excess of their uses for it, fund
borrowers, who have valuable projects but lack purchasing power. The type of finance available on
money markets is, however, different. Monetary finance, which was introduced in Part I of this series,
refers to the credit that banks create when they expand the money supply either by issuing assets that
circulate as money such as bank notes or deposits, or by guaranteeing money market instruments that
circulate as a means of payment. In Britain it was monetary finance that was closely associated with
banking, and the finance that took place on investment markets was a distinct activity.
The restriction of money markets to short-term assets is, however, insufficient. If the banking system
allows too many short-term assets that circulate as money to be issued, the economy can be destabilized
by inflation, shifts in the monetary social norm, or a combination of the two. The real bills approach to
banking seeks to address these concerns.
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In the early 19th century a “real bill” referred to a form of trade credit that was created in a commercial
transaction when the seller of an item extended a short-term loan to the buyer. As will be discussed in
Section II.A below, this definition had its origins in the law governing negotiable paper. Because the
discount market, supported by bank guarantees, was active at this time, real bills were in general a form
of monetary finance. By contrast, a short-term loan that was created by monetary finance, but that was not
a real bill was a finance bill. 8 Note that whenever a real bill was rolled over instead of paid off at
maturity, it became a finance bill. In general, real bills were viewed as monetary instruments that were
unlikely to be associated with inflation or instability, whereas finance bills could have such adverse
effects, but did not necessarily have either of these effects. In this context the “real bill-finance bill”
distinction created a vocabulary for distinguishing “good” bank loans from bank loans that could
contribute to financial system risk. In practice, however, banks were offering credit lines to businessmen
and receiving credits and debits to their accounts, and the line between rolling debt over and issuing new
loans for new transactions, and therefore between finance bills and real bills, was not always clear.
By the mid-19th century, a problem with this simple framework had appeared. Early central bankers had
promoted a “real bills doctrine” that claimed that as long as the banking system was issuing real bills,
there could be no inflation. The experience during the quarter century when the British pound was not
convertible into gold had demonstrated, however, that even the bills that had been considered real in the
pre-suspension era could contribute to inflation if there was no price anchor. This experience had two
effects: first, the importance of gold convertibility as an anchor for the banking system became an article
of faith, and, second, since a given real-world credit instrument could be inflationary or non-inflationary
depending on the broader economic environment, the term “real bill” began to have a dual meaning,
sometimes referring to the old legal definition (which due to changes in the law no longer had legal
effect) and sometimes referring to a short-term loan that was created by monetary finance and had
characteristics that guarantee that it is neither inflationary, nor destabilizing.
Subsequent to the lessons of the first quarter of the 19th century, the Bank of England recognized the need
for macroeconomic control – or in contemporary terminology the importance of making sure that the
economic environment in which banking operated would favor real bills. This is discussed in detail in
Section II.B. In practice policy focused on finance bills and in particular on keeping the growth of finance
bills under control, because finance bills could to be destabilizing. 9

8

The usage of the term “finance bill” actually dates more to the latter half of the 19th century, but it is used here to
provide consistent terminology throughout the paper. In the early 19th century these bills were usually called
accommodation bills or fictitious bills. Later, another term used for these bills was speculative bills.
9
See JOHN CLAPHAM, THE BANK OF ENGLAND: A HISTORY, vol. II at 110-111, 138 (1945).
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Finance bills can be classified into three types. Just as the line in the real world between real bills and
finance bills can be difficult to draw, however, the same is true of the different types of finance bills.
Any bill that has been rolled over, that is used to finance the holding of inventory instead of its sale, or
that is simply an instrument of direct credit to a businessman is a finance bill. This use of finance bills
was fairly common and unexceptional, so here these bills will be dubbed common finance bills. Thus, one
important aspect of macro-economic control was framed as a problem of keeping the growth of common
finance bills relative to real bills under control. By the start of the 20th century it was understood that the
central bank’s policy rate could be used actively for this purpose: raising the policy rate reduced the
growth of credit including finance bills. Policymakers actively monitored the growth of credit and the
growth of business activity and were ready to act if credit growth started to outpace economic activity.
At the other extreme were finance bills that were used to finance the purchase and carry of long-term
assets, which will be called asset finance bills here. As was discussed above, the price risk inherent in
long term assets was understood to be inconsistent with money market liquidity. Furthermore, the
monetization of the value of long-term assets was recognized as a very dangerous activity due to
experience with this phenomenon in the 18th century. When money is issued against the value of a longterm asset, more money is made available to purchase such assets and it is common for a feedback loop
between increases in asset prices and increases in the money supply to develop. When this process comes
to an abrupt halt there is a crash in asset prices, and suddenly the justification for the increase in the
money supply no longer exists. From historical experience policymakers determined that this was
destabilizing. For this reason, finance bills that monetized the value of long-term assets were not issued,
and this norm was maintained in Britain by the structural separation between capital markets and banking.
Between the two extremes of common finance bills and asset finance bills were finance bills that were
deliberately used to finance long-term investment by a business. These will be called capital finance bills.
Capital finance bills could be issued by a bank using the simple technique of rolling over bills that would
trade in the money market. In Britain this use of finance bills took place, but was actively discouraged and
was often associated bank failures. 10 It was considered an abuse of the system of monetary finance to use
it to support long-term investment, and it was undoubtedly a concern that if capital finance became the
norm asset price bubbles similar to those created by asset finance would be likely. In fact, one may
speculate that the desire to discourage this type of lending on the part of banks may explain why the “real
bill-finance bill” dichotomy continued to be used as a theoretic framework through the early years of the
20th century.

10

CLAPHAM, supra note 9, v. II at 261-62.
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To summarize traditional banking theory’s basic principles of macroeconomics were this:
•

Money market liquidity, or market liquidity without price risk, is created by the structured
interaction of banks, the money market, and the central bank.

•

Financial stability requires that capital markets be insulated from money market liquidity, which
can distort long-term asset prices.

•

The tool by which the separation between money and capital markets was maintained was the real
bills principle, or the effective prohibition on asset finance bills in the money market and the
discouragement of capital finance bills.

•

Fluctuations in the quantity of common and capital finance bills trading on the market were
associated with the business cycle, and their growth could be controlled by either the policy rate
or direct supervision of the market.

II.

THE BRITISH MODEL: REAL BILLS AS MACROPRUDENTIAL REGULATION

This section traces the historical development of traditional banking theory in Britain. The approach grew
organically out of early legal restrictions on the negotiability of paper, and matured over the course of the
19th century until in the early 20th century the Bank of England’s pre-eminent role in the London money
market was so thoroughly acknowledged that the Bank exercised control over the assets that traded on the
money market.
A. The legal foundations of the real bills approach to banking
In the 18th century, the form of banking that supported the payments system was discount banking (which
is discussed in detail in Part I of this series). In this system bankers stood ready to discount the IOUs – or
bills of exchange – that were issued by account holders. The IOUs themselves circulated as money in part
because the banking system supported their liquidity, and in part because as a matter of law they were
negotiable via endorsement. What is important to discuss here is that throughout the 18th century and into
the early years of the 19th century these IOUs were negotiable under the law because they originated in
real transactions.
In the seventeenth century, a bill was simply the mechanism by which “exchange” or the payment
completing a real transaction was executed.11 The transactional origin of the bills was reflected in the law
11

JAMES ROGERS, EARLY HISTORY OF THE LAW OF BILLS AND NOTES 97 (1995). See also SIR MACKENZIE
CHALMERS, A DIGEST OF THE LAWS OF BILLS OF EXCHANGE lvii (1896). Note that by the end of the 17th century it
was common in Britain for domestic transactions even between lay people and common traders to be executed using
bills of exchange. ROGERS at 97.
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that governed them. In 1791, a House of Lords judge declared, “the bills of exchange which the usage and
custom of merchants originally introduced into the commercial world, and intended to protect . . . are
bottomed in real mercantile transactions.” 12 In short, bills of exchange were negotiable because they were
“real bills,” representing payment for a real transaction, and this was considered essential to their legal
status from the time that they first were used as commercial instruments. 13
The issue of what was a “real bill” began to be discussed in late 18th century Britain, because this was the
time period in which bills that were not real first began to circulate in significant numbers. These newly
circulating bills were facially indistinguishable from real bills, but, because there was no underlying
transaction, they were in actual fact simply loans based on personal credit. 14 In short, they were finance
bills. 15 The initial view of these finance bills was that they bear with them “something of actual fraud.” 16
By the 1830s, however, attitudes within the mercantile community towards finance bills had changed – at
least where all parties understood that the issuer of the bill had not received value from the payee. The
judicial system acceded to this change by validating the use of finance bills and eliminating the
requirement that a claimant on a finance bill show that value had been received.17 By embracing the use
of finance bills and eliminating the requirement that an underlying real transaction be shown in order for
the bill to be valid, English law converted an instrument that documented a transaction into an instrument

12

Gibson v. Minet, 1 Bl. H. 569, 618-19 (1791) (Chief Baron Eyre dissenting), quoted in ROGERS, supra note 11, at
236. Note that the holding upheld a decision to treat a fraudulent bill made out to a fictitious payee as payable to
bearer in order to protect the interests of the innocent holder of the note.
13
Many authors claim that the term “real bill” originated with Adam Smith. See, e.g., Hugh Rockoff, Adam Smith
on Money, Banking, and the Price Level, in Christopher J. Berry, Maria Pia Paganelli, & Craig Smith ed. The
Oxford Handbook of Adam Smith 307, 316 (2013); Thomas Humphrey, The Real Bills Doctrine, FED. RESERVE
BANK OF RICHMOND ECON. REV. 3, 8 (Sept./Oct. 1982); Richard Timberlake, Real Bills Doctrine in U.S. Monetary
Policy, 11 INDEPENDENT REV. 325, 333 (2007). Note that Mints is more careful to distinguish coinage of the term
“real bills” from Smith’s presentation of the real bills doctrine. LLOYD MINTS, A HISTORY OF BANKING THEORY 25
(1945). Given the legal origins of the concept, it seems likely that Mints is correct and that Smith was not the first to
use the term.
14
See ROGERS, supra note 11, chapter 10.
15
At the time they were, however, called accommodation bills.
16
Simpson v. Clarke, 2 Cr. M. & R. 342, 348 (1835)
17
ROGERS, supra note 11, at 244. This change in the law meant that an important legal constraint on the growth of
the bank-based money supply was eliminated in Britain by the mid-1830s. It is unsurprising therefore that this was
also the period in which there was a famous controversy over the role of real bills in central bank policy: while no
one disputed that the Bank of England should continue to impose a real bills constraint on the money supply by
withdrawing support from banks when the volume of bills they guaranteed arrived in such great quantities at the
Bank’s discount window that it was clear to the Bank that they were supporting finance paper, the dispute was over
whether this constraint – in concert with the gold standard – was sufficient to prevent an inflationary expansion of
the money supply. Supporters of additional restrictions won the debate, and as a result the Banking Act of 1844 was
enacted, and quantitative constraints on the note issues of both the Bank of England and the banking system more
generally were put in place. These quantitative constraints were famously unsuccessful in limiting the growth of the
bank-issued money supply.
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that itself embodied an obligation to pay. 18 This laid the foundations for bills to be fully negotiable and
promoted the circulation of these IOUs as money. 19
Thus prior to the 19th century, the growth of the bank-based money supply was constrained in part by the
fact that the law characterized bills that were not based on real transactions as fraudulent. There is little
evidence in the legal records that such fraudulent bills circulated in significant numbers prior to the late
18th century. 20
B. The growth of finance bills: Early lessons in macroeconomic control
As was noted in Section I, during the first two decades of the 19th century the Bank of England note was
not convertible into gold and in this environment policy makers learned that restricting the circulation to
real bills was insufficient to control the price level. Over the course of the following century the
intellectual framework on which banking policy in Britain was founded combined the real bill-finance bill
dichotomy with the gold standard.
At the same time that policy makers were learning about the insufficiency of real bills as a constraint on
credit, mercantile experience was demonstrating that the negotiability of a bill was better served by
eliminating the requirement that a real transaction be shown before a bill was deemed valid. Thus, in the
years following the 1825 crisis finance bills circulated along with real bills. Furthermore, the Bank of
England’s policy during this post-crisis period often focused more on ensuring that sufficient credit was
circulating to support economic activity than on constraining the growth of credit. 21
The crises of 1847 and 1857, however, demonstrated the dangers inherent in finance bills and the need for
a mechanism of constraining the money supply in an environment where such bills were legal. In 1847,
many of the houses financing the India trade, turned to finance bills when they started to make losses. As
a result of this process, the funds flowing into the loss-making trade increased rather than fell, and houses
relying on their established reputations ended up weakening their financial position with ever increasing
debt. In short, the 1847 crisis demonstrated that the system of finance bills could have the effect of

18

ROGERS, supra note 11, at 94. Note that French law in particular did not facilitate the development of negotiable
paper, and continued to require that a transaction be shown in order for a bill to be valid. CHALMERS, supra note 11,
at lvii.
19
Rogers, supra note 11, at 94; Chalmers, supra note 11, at lvii.
20
See Rogers, supra note 11, at 232-33.
21
See, for example, the testimony of G.W. Norman, explaining that in 1839 the Bank did not raise the discount rate
to better protect the gold reserve due to concerns about the effects this would have on economic activity. SELECT
COMMITTEE ON BANKS OF ISSUE, REPORT, 1840, H.C. Q.1918 at 158 (U.K.) (testimony of G.W. Norman, Director
of the Bank of England).
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supporting zombie firms and turning losses that from an economy-wide perspective would have been
trivial had they been immediately realized into losses that were more difficult to absorb. 22
In the 1857 crisis finance bills entered the money supply to an even greater extent as certain London
discount houses did not monitor the paper that country banks were bringing to them. Accountants dealing
with the aftermath of the crisis testified that whereas the houses that failed in 1847 were substantial
houses that had fallen on hard times, many of the 1857 failures were of tradesmen who had never had any
capital or success to begin with. 23 Rather than use the discount rate to attempt to control this problem, the
Bank of England turned to its long-standing policy of refusing to support credit that it did not deem
“legitimate.”
From the late 18th century on, the Bank of England had monitored the bills that had been discounted with
it, tracking totals by both acceptor and discounter, and used this data to determine whether any particular
bank appeared to be guaranteeing so much paper that its activity could not be explained by real
transactions or, as the bank put it, that the paper did not appear to be “legitimate mercantile paper.” 24 The
Bank would then make a discretionary decision whether or not to continue to accept the paper guaranteed
by the suspect bank. In the past, the Bank’s decision to withdraw the discount privilege from a large bank
had precipitated a crisis, so the Bank was well aware of the consequences of such a decision. 25 Even so,
the Bank of England responded to the 1857 crisis by issuing a policy statement that the discount window
would be open to the discount houses on a “special” basis only, and that this segment of the financial
industry should “keep their own reserve.” 26
Then in 1866 the Bank refused to support Overend, Gurney & Co., a discount house that, next to the
Bank, was the largest entity in the banking industry. This action did precipitate a crisis, but no other large
financial institutions failed and only a quick v-shaped recession of unexceptional depth followed it. 27 This
was an important step in the process by which the British banking system developed by the early years of

22

W.T.C. KING, HISTORY OF THE LONDON DISCOUNT MARKET 135-36 (1972).
SELECT COMMITTEE ON THE BANK ACTS, REPORT, 1858, H.C. xiii-xiv (U.K.).
24
The Bank of England’s careful tracking of its exposure to each acceptor and discounter of bills is documented in
Marc Flandreau & Stefano Ugolini, Where it all began: lending of last resort and the Bank of England during the
Overend-Gurney panic of 1866, Norges Bank Working Paper 2011-3 at 23 (2011). See also LONDON CHRONICLE,
Sept. 15-17, 1772. SELECT COMMITTEE ON THE BANK ACTS, REPORT, 1858, H.C. QQ 303 – 07 at 21 (U.K.)
(Testimony of Sheffield Neave, Governor, and Bonamy Dobree, Deputy Governor).
25
For example, the Bank of England refused to support the Ayr Bank in 1772, LONDON CHRONICLE, Sept. 15-17,
1772.
26
Flandreau & Ugolini, supra note 24, at 11 n. 31. Walter Bagehot, Lombard Street XI.30 (1873) (“And the object
of that regulation was officially stated to be 'to make them keep their own reserve, and not to be dependent on the
Bank of England.'”)
27
See Sally Hills, Ryland Thomas & Nicholas Dimsdale, The UK recession in context — what do three centuries of
data tell us? Data Annex Real GDP Series, BANK OF ENGLAND QUARTERLY BULLETIN 2010.
23
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the 20th century into a co-operative environment where the discount houses and joint-stock banks
acknowledged and followed the leadership of the Bank of England. 28
The questions raised by this discount policy are: Why did the Bank of England consider it important to
control the growth of finance bills? What role did the real bill-finance bill dichotomy play in monetary
policy?
C. The Bank of England’s control of the London money market
The function of the “real bills” approach to monetary policy can only be understood in the context of
British banking, which had many unique characteristics. First, the domestic debt that circulated in the
British money market was unsecured, and as a result collateral did not function as a means of preventing
an overconfident or unscrupulous debtor from running up debts that he and his estate had no capacity to
meet. Second, the trade debt of the typical British tradesman was an actively traded and liquid money
market asset. Third, the liquidity of such debt derived in part from an accompanying guarantee: the debt
was only liquid after the tradesman’s banker 29 had accepted it. 30 Thus, the banks were gatekeepers to this
money market and their incentives were fully aligned with those of the purchasers of money market
assets. Finally, the London money market was not an open market where sales are final, but a discount
market in which every seller guarantees the value of the asset sold. 31 In short, the London money market
was a market in which trade credit was a liquid asset, and the asset was made liquid not based on a claim
to collateral, but due to “interconnectedness” or an extremely complex web of overlapping guarantees.
From the point of view of the businessman, credit was not made available on the basis of existing goods
as takes place in a collateralized credit system, but on the basis of reasonable future expectations that the
28

KING, supra note 22, at 308, 320. Naomi Lamoreaux observes that when the Boston clearinghouse in 1899
allowed a large bank to fail because it disapproved of the bank’s balance sheet, this also improved the behavior of
the member banks. NAOMI LAMOREAUX, INSIDER LENDING 113-14 (1996).
29
Initially, acceptance houses were merchant bankers and most commonly the wholesaler who would market the
tradesman’s goods in London. I use the term banker here to emphasize the parallels with the checking system.
30
Note that the terminology can become confusing. The domestic acceptances on which the money market was
founded in the first half of the 19th century were unsecured. The acceptances that are familiar to scholars of the 20th
century are the acceptances that were used in foreign trade and these were secured by goods in the sense that the
acceptor has possession of the bill of lading and has the right to sell the goods if the bill is not paid. In Britain the
joint-stock banks avoided direct involvement in this trade throughout the 19th century on the basis that a banker
should avoid transactions “the results of which were dependent on the rise and fall of goods.” SELECT COMMITTEE
ON BANKS OF ISSUE, REPORT, 1875, H.C. QQ 7024 -38 at 363-64 (U.K.) (testimony of Jervoise Smith, private
banker with Smith, Payne & Co.) quoted in KING, supra note 22, at 280-81. (Of course, these banks were still
willing to trade in such paper on the basis of the acceptor’s credit – or to accept a bill for a bank-client.) In the early
20th century, however, the joint stock banks entered and became important participants in the market. King, supra
note 22, at 281. Even so the proportion of unsecured “finance bills” in the stock of international paper on the market
was quite high, and has been estimated at 60%. SHIZUYA NISHIMURA, THE DECLINE OF INLAND BILLS OF EXCHANGE
IN THE LONDON MONEY MARKET, 1855-1913 at 66 (1971).
31
W.T.C. KING, , supra note 22, at xvii.
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businessman will have goods or their equivalent when the debt is due. In order for this system to work,
however, the same businessmen who borrowed against their future prospects had to have enough
confidence in the banking system to lend to the banks by holding bank notes or bank deposits. 32 The fact
that monetary assets supported trade credit enabled banks to eliminate liquidity constraints on production:
the banks just needed to lend, the goods would be produced, and the expansion of the money supply
would be answered by the growth of GDP. 33 The problem for the central bank was to keep the banking
system from abusing this extraordinary power to eliminate liquidity constraints: whenever the banking
system lent against prospects that were not realized, there was an expansion of the money supply without
an increase in real GDP. In this case, the expansion of the money supply would be expressed in an
increase in prices. 34
While the banking system was robust to a small number of such failures, an excess of them depreciated
the value of the currency. Under the gold standard, any depreciation of the currency was only temporary
and the deflationary return of prices to their gold value was usually accompanied by bankruptcies and
disrupted business activity. Furthermore, the early 18th century example of France demonstrated that in
the extreme case, failure to control the expansion of the money supply could potentially result in the
complete collapse of the banking system itself.
In short, lending that expanded the money supply, but that would not increase GDP or that had a
significant risk of not increasing GDP was undesirable, 35 and the mid-19th century crises had
demonstrated that the growth of finance bills could have this effect and needed to be controlled. By

32

The fact that banking is just a variant on traditional mutual lending associations was clearly understood by some
early theorists. WILLIAM KNIFFIN, AMERICAN BANKING PRACTICE 10 (1921) (”Those who have a surplus loan to
those who can use the funds; and unless the borrower contributes to the pool and helps create and maintain it, he
has no right to borrow from it.”) (emphasis in original).
33
Henry Thornton observed that, due to the finance of middlemen, the amount of paper currency created to bring a
product to market could easily be several multiples of the value of the product itself. HENRY THORNTON, AN
ENQUIRY INTO THE NATURE AND EFFECTS OF THE PAPER CREDIT OF GREAT BRITAIN 86 (1802). To the degree,
however, that in the absence of any given middleman the increase in transaction costs would result in lower
production, we should think of this multiplication of paper currency as being accounted for in velocity: that is, the
introduction of a new middleman, financed by new bills, into a merchandizing process can reduce the velocity of
money.
34
THORNTON, supra note 33, at 250 (an increase in Bank of England paper “must, therefore, be supposed to be
employed either in transferring an increased quantity of goods, or in transferring the same goods at a higher price.”)
See also BENJAMIN STRONG, INTERPRETATIONS OF FEDERAL RESERVE POLICY IN THE SPEECHES AND WRITINGS OF
BENJAMIN STRONG 183-85 (W. Randolph Burgess ed.) (1930) (“Now in a banking system where 10,000 bank,
which represent over 55% of the banking deposits of the country, have convenient access to a source of borrowing
such as the Reserve Banks, what are the possibilities that this borrowing may get beyond control; that the volume of
credit may become dangerously enlarged, and that in consequence we may be guilty of furnishing credit which
might only result in marking up prices without any increase in production, with all of the injustices which are sure to
result?”)
35
In fact, such lending was often described as “speculation.”
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contrast, traditional real bills by financing current business activity such as the purchase of inputs or the
flow of goods to market were closely connected to production and GDP.
As was discussed in Section I, there were three major categories of finance bills: asset finance bills,
capital finance bills, and common finance bills.
In Britain, bills did not finance the purchase and holding of long-term assets such as securities, real estate,
or government debt. 36 Mortgages were financed through building societies, and the distinction between
investment and commercial banking was maintained even though it was not legislated. Banks did accept
pledges of collateral in the form of securities or even real estate, but played only a very limited role in
these markets. In addition, banks’ asset portfolios were not regulated and it was common for their
portfolios to include some longer-term securities, typically the safest such securities, such as government
obligations. 37 Overall, banks played virtually no role in financing the purchase of long-term assets.
The reason for the prohibition on the monetary finance of purchases of long-term assets likely appeared
so obvious to British theorists that it didn’t need to be clearly stated: In the early 18th century John Law
proposed the theory that money’s purchasing power would be stable as long as it was issued in a fixed
ratio to the monetary value of land; 38 he had then gone on to experiment with his theory in France, and
had demonstrated that monetary finance of long-term assets made possible the type of asset price bubble
that could wipe out a financial system and leave a legacy of skepticism towards finance that would endure
over the span of more than a century. 39 The problem with monetary finance of long-term assets is this:
any increase in asset prices results in an increase in the money supply, which in turn means that there is
more money to buy the assets and this drives up asset prices further justifying yet another increase in the

36

Goodhart, supra note 3, at 2. Meltzer observes that under real bills “Government paper, stock market loans, and
real estate mortgages were "speculative" investments.” ALLAN MELTZER, A HISTORY OF THE FEDERAL RESERVE v. 1
at 400 (2004). Note, however, that banks have always played a role in financing the working capital of the securities
origination industry, but this can be viewed as analogous to the “production” of a security. The details of the
relationship between commercial banks and the securities industry in the U.K. and U.S. merits further study.
37
Note that a limited group of London financial institutions were granted the privilege of pledging high quality
securities to get an advance directly from the Bank of England. Flandreau & Ugolini, supra note 24, at 31. In 1888
advances were made available to a broader group of financial institutions (although still at the discretion of the
Bank). CLAPHAM, v. II, supra note 9, at 357. By the early 20th century these had become a large and regular
business, and even included high-rate loans to Stock Exchange customers. CLAPHAM, v. II, supra note 9, at 375-76.
Throughout, however, the Bank was cautious about regularly renewing such loans and avoided “semi-permanent”
loans. CLAPHAM, v. II, supra note 9, at 357, 375-76.
38
JOHN LAW, MONEY AND TRADE CONSIDERED WITH A PROPOSAL FOR SUPPLYING THE NATION WITH MONEY Ch. 7
(1705).
39
The major British theorists all mention this episode, though none of them consider it worthy of lengthy discussion.
THORNTON, supra note 33, at 239, 341; BAGEHOT, supra note 26, at III.17; HAWTREY, CURRENCY AND CREDIT 235,
288 (1919). Indeed, John Law’s monetary exploits in France were considered so disreputable in Britain that
Thornton mentions that in a debate in the House of Commons, one MP objected to any comparison between Law’s
bank and the Bank of England. THORNTON, supra note 33, at 341.
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money supply, etc. Such feedback loops are unsustainable and over time inevitably result in an asset price
crash. This dynamic was well understood by traditional banking theorists in Britain such as Henry
Thornton. 40
Unlike asset finance, capital finance or the use of bills to extend rolled-over, thus long-term, loans to
businesses did take place in Britain, but the “real bills” approach to banking was designed to limit the
extent of such loans. 41 Note that usage patterns would typically give the local bank knowledge of whether
a particular borrower had started to rely regularly on finance bills. 42 Furthermore, the discount house
where the local bank rediscounted the bill in order to fund it on the money market would generally gain
enough information about the nature of the local bank’s activities to determine if the bank was regularly
supporting finance bills. After the crisis of 1866, the Bank of England made it clear that the burden for
monitoring the growth of finance bills in the banking system lay on the London discount houses and
London banks that together comprised a second-tier of gatekeepers to the money market.
Use of common finance bills or the support of regular clients over a brief period of illiquidity was an
accepted practice in banking. Through most of the 19th century growth in this type of finance bill was
associated with the business cycle in Britain.43 By the middle of the 19th century tradesmen often
anticipated the dynamics of a boom: along with an increase in output and trade, the money supply
provided by banks expanded, and this process tended to overshoot driving up prices, until the peak was
reached and the cycle turned, culminating in falling business activity, falling credit, and falling prices.
Because traders expected prices to rise through a boom, they often sought not just to time the market but
to benefit from purchasers’ willingness to pay higher prices by holding inventories off the market for a
longer period than normal in an effort to increase the price at which they would be sold. In order to do so,
they needed credit, and because they were holding their inventories rather than moving them along, such
40

THORNTON, supra note 33, at 239, 341; HAWTREY, supra note 39, at 194-95. See also U.S. theorists: H. PARKER
WILLIS, AMERICAN BANKING 156 (1916); Benjamin Beckhart, Monetary Policy and Commercial Bank Portfolios,
30 Am. Econ. Rev. Suppl. 17, 22 (1940).
41
Rockoff presents an example of this phenomenon very clearly by studying the case of the Ayr Bank in 1772.
Rockoff , supra note 13, at 314-18. A more detailed exposition is available in Hugh Rockoff, Upon Daedalian
Wings of Paper Money: Adam Smith and the Crisis of 1772, NBER Working Paper No. w15594 (2009). The Bank
of England’s experience with mortgages reinforced the view that capital finance was not well-suited to banking.
Clapham I, supra note 9, at 249-50.
42
Thornton, supra note 33, at 176 discusses the role played by local banks in “discouraging” finance bills.
43
Thornton, supra note 33, at 195, 237-38. The details of the exposition in this paragraph draw from a particularly
lucid description of this relationship in a letter from George Lloyd Hodges, Consul-General in Hamburg, to the Earl
of Clarendon, Secretary of State for Foreign Affairs, dated Jan. 27, 1858 that was published in Appendix No. 20 to
the 1858 Select Committee Report, supra note 23. It is remarkable that such sophisticated economic analysis was
penned by a career soldier turned diplomat in 1858 – implying that general understanding of the macro-economy in
the 19th century may have been significantly greater than is often assumed – perhaps due to Thornton. See also
Hawtrey, supra note 39, at 11-13 and the 1923 Federal Reserve Annual Report on “speculation in inventories” and
its relationship to the business cycle, Federal Reserve Board of Governors, 1923 Annual Report 5, 10 (1924).
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credit was not transaction-based, but was finance paper. 44 In this circumstance, finance paper was being
used to keep goods off the market in an effort to drive prices higher with inflationary consequences. In
addition to the problem of inflation was that of instability: this use of finance paper was likely to be
successful for a time, until the business cycle turned and prices fell, at which point this finance of
overlarge inventories at high prices would result in bankruptcies.
Although the Federal Reserve would use the policy rate to control the growth of common finance paper in
an expansion, by the early years of the 20th century there is little evidence in Britain that the Bank of
England needed to employ the policy rate in this way. Because the Bank had developed such effective
means of controlling the assets that circulated in the money market, the policy rate was used mostly to
manage the gold reserve.
Over the course of the 19th century the London market became the most important international money
market, and alongside this development the Bank of England learned to use the policy rate to protect its
gold reserves. In theory there was no conflict between using Bank Rate to support the domestic economy
and to protect gold reserves due to the specie flow mechanism: since prices increased along with credit
over the course of a boom, as long as prices increased in Britain faster than in its trade partners, the price
differential should generate a trade deficit, and an outflow of gold. 45 Through this mechanism an
expansion that was overheating more quickly in Britain than abroad would affect gold reserves and
prompt an increase in Bank Rate. In practice, however, as early as 1840 the Directors of the Bank
recognized that raising Bank Rate to slow an outflow of gold would constrain the growth of credit,
affecting the growth of inventories and economic activity, and that international flows were not as closely
related to the domestic economy as the theory implied. 46 Thus, when there was an outflow of gold the
Bank of England had the difficult task of balancing the effects of the global demand for money with the
needs of the domestic market. By the start of the 20th century the Bank was using a variety of tools to
apply different rates in the domestic and the international money markets. 47

44

Of course, as soon as a tradesman believes that prices are falling, he will reduce his inventories and move his
goods along as quickly as possible, so the need for finance paper declines.
45
Of course, even Adam Smith recognized that this was a very imperfect mechanism for moderating the growth of
bank money. Rockoff, supra note 13, at 309.
46
RALPH HAWTREY, A CENTURY OF BANK RATE 1-2, 223-24 (1938); Select Committee on Banks of Issue, Report,
1840, H.C. Q.1918, at 158 (U.K.) (testimony of G.W. Norman, Director of the Bank of England). Mr. Norman is
explaining why the Bank in 1839 did not follow the “Palmer Rule” of holding a gold stock to cover 1/3 of its
monetary liabilities and only raised Bank Rate to 6%. Note that the Directors of the Bank did not explain their policy
rate decisions. CLAPHAM, vol. II, supra note 9, at 386-87. Thus, the weight that was put on the needs of the
domestic economy is often unclear.
47
KING, supra note 22, at 315 – 16.

18
http://law.bepress.com/usclwps-lss/158

Instead of the policy rate, the Bank used its control over the privilege of access to the Bank’s highpowered money to limit the growth of finance paper on the money market. The Bank had the advantage
that it was well informed about the market, because the flow of bills into the Bank carried a great deal of
information. If a particular discount house used a lower standard, more bills would be accepted by that
house, and the flows of bills would reflect this. Because the bills were of lower quality, the issuers of the
bills would default at a higher rate, and the Bank would be alerted to the fact that the house was not
conforming to the market’s standards. Given the important role played by the Bank of England in the
money market, it was in no one’s interest to draw such attention. Indeed, the Bank could and did
withdraw credit from discount houses whose behavior did not meet the Bank’s standards. In addition, in
the event that any guarantor on a bill discounted by the bank declared bankruptcy, the Bank would return
the bill to the party who had discounted it – even before it was due – and ask that party to buy it back.
While the law of negotiable paper imposed no legal obligation on the discounter to buy the bill back
before it was due, repurchase of such bills was considered by the Bank to be a condition of the privilege
of bringing bills to the Bank for discount. 48 Finally, when the Bank determined that in certain trading
markets it appeared that finance bills were being rolled over on the London market in order to finance
longer-term capital requirements, the Bank “encouraged” discount houses to withdraw credit from those
markets. 49
By the turn of the 20th century, the Bank did not need to use the policy rate to control the growth of
finance paper, because it was the acknowledged leader of the discount houses and joint stock banks that
were the gatekeepers to the money market. 50 The degree to which these gatekeepers monitored and
controlled the growth of finance paper themselves and the degree to which they simply followed the
suggestions of the Bank is unclear. What is clear is that when the Bank made such a suggestion, it was
implemented promptly.
Overall, a monetary system had been developed in Britain that, because it was secured only by
overlapping guarantees, could expand indefinitely. While this was the great strength of the British
financial system, it also meant that the system was always at risk of self-destructing in an orgy of credit.

48

Select Committee on the Bank Acts, Report, 1858, H.C. QQ 226-30 at 16 (U.K.) (Testimony of Sheffield Neave,
Governor, and Bonamy Dobree, Deputy Governor).
49
See EICHENGREEN, supra note 5, at 50-51. Eichengreen observes that “the peculiar feature of 1906, taken as
evidence of excessive speculation, was that these borrowings were not repaid after the harvest.” Rolling over of
short-term paper is a crucial indicator that the paper is not being used to finance transactions, but to raise capital on a
longer-term basis, so it is clear that this policy was taken as means of restricting British monetary finance to
“legitimate paper.”
50
While the joint stock banks and discount houses were clearly playing this gatekeeper role fairly effectively by the
turn of the 20th century, the path to this role was not smooth. The process is described in detail by King. KING,
supra note 22, Chapter IX, 283 ff.
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To avoid the bad outcome, without giving up the advantages of this abundant source of credit, a “real
bills” approach to banking was developed. This approach placed constraints on the type and quantity of
finance paper that traded on the British money market, but these constraints could not – and were not
designed to –eliminate finance bills entirely. The function of the real bill-finance bill dichotomy was to
discourage the abuse, not to prevent the use, of finance bills. Overall, the constraints on finance bills were
designed to protect the stability of the British money market and its ability to issue credit in quantities that
had no fixed limit.
D. Elements of the British banking model
British banking derived liquidity from the British money market. The money market in turn derived
liquidity from a carefully calibrated incentive structure. The debt that traded on the money market was
protected by overlapping guarantees, and sellers on the money market generally had to provide such a
guarantee. This system of overlapping guarantees was protected from collapse by a central bank which
played two roles: First, in a crisis the central bank expanded the high-powered money supply to whatever
degree was necessary to support the banking system and money market. 51 Second, the central bank
monitored and disciplined the money market to make sure that the quality of credit on the money market
did not deteriorate. Needless to say these two roles were complementary: the central bank was confident
enough to expand the money supply on an “as needed” basis during a crisis, because the central bank was
engaged in day-to-day monitoring and discipline of the quality of the money market.
Overlapping guarantees had the benefit of creating liquidity in the money market in normal times,
because a single default or bankruptcy had no effect on the value of the debt that circulated in the market
– the additional guarantees protected the value of the debt. This same system of guarantees, however, had
the disadvantage of having destabilizing effects in a crisis: A cluster of bankruptcies could trigger a chain
of failures that could endanger the financial system itself. For this reason, it was crucial that origination
practices in the market limited debt to debt that was very likely to be paid.
The theoretic framework that was used to evaluate origination practices was the real bill-finance bill
dichotomy. The least risky form of money market debt was the “real bill.” Because real bills were short
term and closely tied to the processes of production and merchandizing, they comprised the form of debt
that was most likely to be paid – and unsurprisingly, due to the lower level of risk, there was a strong bias
in favor of originating and circulating real bills. Finance bills by contrast could range from short-term
loans designed to support a long-term bank client over a period of illiquidity to rolled-over short-term

51

Observe that the Bank of England was only able to do this because it had the support of the government. This,
however, is a topic that goes beyond the subject of this paper.
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bills that were effectively long-term loans to bills that were used to finance the purchase of long-term
assets. Whereas the first category of finance bill was considered an unexceptionable use of this type of
loan, the other two categories were considered to have a destabilizing effect on the financial system and
their use was actively discouraged. Thus, the essence of the real bills approach to banking was to restrict
the use of finance bills. It was designed first to make it very difficult to use short-term to finance longterm activity or assets, and, second, to provide guidance to banks in the prudent use of finance bills.
Overall, the “real bills” approach to banking combined, at one end of the risk spectrum, macroprudential
regulation that was designed to constrain the growth of asset price bubbles, and at the other end of the risk
spectrum, a risk management framework for banks to follow when originating bills.
To summarize the British banking model is based on a liquid money market. The liquidity of the money
market is in turn founded on:
(i)

Money market structure: A market where
a. two name paper, or unsecured short-term debt that has been guaranteed by a bank,
trades, and
b. each seller provides a guarantee of value at the time of sale,

(ii)

A central bank that supports the money market by
a. standing ready to provide high powered money to the money market on an “as
needed” basis by discounting two name paper, and
b. regulating the money market “macroprudentially” based on the real bills principle,
and

(iii)

III.

Banks that employ a risk management framework based on the real bills principle

EARLY 20TH CENTURY U.S. BANKING THROUGH A TRADITIONAL BANKING
LENS

The British financial system was not only remarkable in the liquidity that it was able to provide to world
financial markets, but also had a unique structure. Thus, when the focus turns to the U.S. financial system,
it is necessary to recognize that even basic concepts, such as that of a bank, change. Whereas the banks
that issued monetary liabilities in Britain were constrained by the real bills principle from taking on
significant exposure to long-term assets, the concept of a bank in the 19th century U.S. was not so
limited: U.S. banks were both much more exposed to long-term assets and much more highly capitalized.
Thus, British banks specialized in monetary finance, while U.S. banks combined a comparatively small
business in monetary finance with what was basically a mutual fund structure. This section discusses the
21
Hosted by The Berkeley Electronic Press

efforts of U.S policy makers to emulate the British financial system, and in particular to fashion a system
which would offer liquidity comparable to the London money market, but adapted to the particular
characteristics of the U.S. financial system.
The traditional banking theory that was set forth in Sections I and II of this paper, is the framework that is
used to evaluate early 20th century U.S. banking in this section of the paper. Subsection A describes the
U.S. financial system at the turn of the 20th century, concluding with an outline of the basic elements of
this pre-Fed financial system for easy comparison with the British system. Subsection B describes the
panic of 1907 that created the impetus for the creation of the Federal Reserve System (“Fed”) and the
mechanism by which the Fed provided liquidity to the U.S. financial system, again concluding with an
outline of the basic elements of the system for comparison. Subsection C presents traditional banking
theory’s view of how the Fed failed to support the U.S. financial system in the first decades of its
existence.
A.

Early 20th century U.S. banking

At the turn of the 20th century, the American banking environment was very different from the British
banking environment. Two fundamental structural characteristics shaped these differences. First, in the
U.S. limited liability banking was the norm from the earliest years of the republic, whereas the basic
structure of the London discount market had developed in an environment where most bankers had
unlimited liability. Second, the Second Bank of the United States closed in 1836, and the U.S. banking
system operated without a central bank throughout the remainder of the century; by contrast, the Bank of
England had recognized a duty to support the discount market since at least 1810. 52
The foundations of British banking lay in unlimited liability which gave currency to the guarantee of a
well-to-do banker whose “capital” consisted of all of his private property, 53 whereas in the U.S. banking
grew up on the basis of the limited liability corporate form. As a result of these differences in structure,
the basic model of banking was completely different in the two economy. Early 19th century bankers in
Britain leveraged their own wealth and creditworthiness to extend credit to local tradesmen by
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guaranteeing the tradesmen’s debt. In the U.S. the desire for access to bank credit often motivated men of
modest means to incorporate a bank, serve as its director, and receive “insider” loans. 54
U.S. banks were highly capitalized. Up through 1850, the typical U.S. bank’s ratio of capital to assets was
greater than 40%. 55 By the time that data are available for both the U.S. and Britain, U.S. banks generally
had a capital-asset ratio that was significantly higher than that of British banks. From 1900 to 1914 the
capital-asset ratio of British banks fell from 12% to 9%. 56 Over the same period, the capital-asset ratio of
U.S. banks declined from 18% to 16.5%. 57
Overall, even though the bank-as-mutual-fund model is very misleading when applied to the British
model of banking, it may be a reasonably accurate model of the stock-financed banks that provided the
U.S. money supply in the early 19th century. Indeed, many have argued that the loans of early U.S. banks
were usually rolled over and thus were long-term in nature. To the degree that this is accurate, using
contemporary British terminology they were not banks at all, but finance companies.
Equally, if not more, important in shaping the nature of banking in the U.S. was the absence of a central
bank. Because U.S. markets had nowhere to turn when there was a financial panic, there was at the turn of
the 20th century no active trading market in bills, or two-name paper, as it was called in the U.S. 58 While
there was a commercial paper market, banks were unwilling to guarantee their customers’ loans, and this
precluded the rediscount of the loans that was the norm on the London market. Instead there was an “open
market” in single-name commercial paper, where paper could be traded without the seller’s guarantee.
Because this paper was single-name paper, supported only by the credit of the issuer, only extremely high
quality issuers could raise funds on the market. 59 Thus, the market comprised only about 5% of
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commercial bank loans. 60 Because the U.S. money market was so small, the vast majority of bank loans in
the U.S. were illiquid assets, and U.S. banks could not rely on the money market as a source of funds in
the same way that British banks did.
In short, American banking institutions had to adapt themselves to an environment in which there was no
reliable source of liquidity. Banks had no choice but to hold their loans on their balance sheets. For
protection, it was not unusual for a bank to demand a pledge of collateral to support a credit line. 61 As
was noted above, many observed that bank loans were often short term in name only and there was an
expectation that they would be rolled over. 62 Also observed was the fact that this made banks dependent
on their borrowers. This stands in stark contrast to the British environment, where banks were gatekeepers
to the money market.
Since U.S. money markets were too illiquid to provide a venue in which banks could raise funds when
needed, the banks turned to capital markets. Thus, in the decade before the founding of the Federal
Reserve the principal locus of bank reserves in the U.S. was in the call loan market, where loans were
secured by stock market collateral. 63 Because these loans were callable, they could function as reserves –
in the event that a broker didn’t have the funds to repay on demand, the bank could simply sell the
collateral to get the value of the loan. This market was so important to the banking system that the call
loan rate served as the best indicator of the liquidity of the U.S. banking system. 64
By relying on call loans for liquidity, however, the banking system quickly transmitted financial stress
from the banking system to capital markets. When the banks were under stress and called their loans, the
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funds available to finance such loans were reduced and along with an increase in the call loan interest
rate, sales of securities took place, triggering a fall in stock prices. 65
Due to the stock price effects of drawing on call loans for liquidity, the call loan market was an imperfect
source of liquidity for the U.S. banking system, and it relied on two additional mechanisms: the London
money market and clearinghouse loans. The support that the London money market provided to the U.S.
banking system is demonstrated by the influx of American finance paper that Bank of England often saw
in the fall as the U.S. banking system labored to find the liquid assets needed to make payments during
the harvest. 66
In addition, each major city had its own clearinghouse, or consortium of banks that was initially formed
for the purpose of efficiently clearing payments. The clearinghouses stepped in to provide liquidity to
member banks in crises. In severe crises, they would jointly suspend payments in gold on deposits and
instead pay out jointly-guaranteed clearinghouse loan certificates. Clearinghouses also, however, played
an important role in reinforcing the U.S. banking system’s reliance on capital markets as a source of
liquidity: when a clearinghouse extended an emergency loan to a member, it typically demanded as
collateral marketable commercial paper or securities traded on the stock market. 67
The characteristics of U.S. banking that have been detailed here are closely interrelated. For example,
knowledge that any draw down on U.S. bank reserves would come at a significant cost to the liquidity of
the financial system may have played an important role in constraining bank lending and the banking
system’s willingness to extend monetary finance by funding loans with deposits. This is similar to Naomi
Lamoreaux’s view that the high capitalization which characterized early 19th century U.S. banks is
explained by the fact that bank loans were mostly long-term loans (in the form of finance bills that were
by custom renewed), and in consequence banks viewed deposits as a very risky type of liability and
rationed them. 68 In short, it seems likely that the illiquidity of U.S. money markets helps explain the fact
that the leverage of U.S. banks – and therefore the degree to which they served as a source of monetary
finance – was much lower than that of British banks. 69
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Despite the fact that the U.S. banking system was built on a completely different model than the British
banking system, many American contemporaries attempted to apply the real bill-finance bill dichotomy to
U.S. banking, perhaps due to general admiration for the British model. 70 The real bills approach is,
however, not well-adapted to the U.S. model of banking: Neither real nor finance bills served as an
important source of liquidity for U.S. banks in a crisis, so it is not surprising that U.S. banks apparently
failed to distinguish carefully between the two and in general appear to have allowed their banking
business to evolve into what was effectively longer term lending. Thus, instead of using real bills as a risk
management strategy, U.S. banks developed alternate mechanisms of managing risk including relying on
financial statements and emphasizing the marketability of collateral and investments. 71
Even so, some have argued that the National Bank Act was based on a real bills approach. 72 If this is
correct, then the legislators at the time were misguided in their efforts, because the National Bank Act’s
definition of the “business of banking” and the degree to which it prohibited National Banks from
performing basic banking functions was being litigated through the latter years of the 19th century. 73
Thus, there is reason to believe that the Act played a role in stymieing the development of a two-name
paper market in the U.S. 74
More importantly, however, the principle source of liquidity in the U.S. banking system involved a form
of lending, short-term lending against the value of securities as collateral, that was considered
extraordinarily dangerous in a real bills framework. For this reason, not only did U.S. banks fail to use
real bills as a risk management strategy, but the macroprudential function of the real bills framework
could not be applied in the context of American banking. Overall, in the absence of a central bank, the
U.S. financial system had evolved in ways that made British banking theory irrelevant. Section IV will
address the confusion created by attempts to apply the real bills principle to the U.S. banking system.
Before turning attention to the crisis that prompted policymakers to create the Federal Reserve, a
summary of the basic elements of the pre-Fed U.S. financial system will be useful. The American banking
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model in the early 20th century was based on the best source of liquidity available to it: the stock market. 75
When under stress U.S. banks drew on the reserves they held in call loans. While call loans provided
adequate liquidity to the banking system (which afterall served the U.S. reasonably well through these
years), they did so only by draining liquidity from capital markets – and causing significant declines in
price. For this reason, U.S. bank reserves were much less liquid than British bank reserves.
When the strain created by the banking system’s liquidation of call loans had too great an effect on stock
prices, the clearinghouses – and in particular the New York Clearinghouse – would step in. By providing
loans to illiquid banks and, if necessary, calling for a joint suspension of payments in gold, the
clearinghouse arrested the decline in capital market prices that was being caused by the banking system’s
need for liquidity.
To summarize, the American banking model in the first decade of the 20th century derived the limited
liquidity that was available to it from:
(i)

Capital markets: A system of callable debt secured by stock market collateral, and

(ii)

Clearinghouses that supported member banks directly by:
a. standing ready in a crisis to support the member banks by providing loans and issuing
clearinghouse loan certificates, and
b. monitoring the balance sheets of the member banks to ensure that they had sufficient
marketable securities.

(iii)

Banks that nominally followed the real bills principle, but in practice used other risk
management techniques.

B.

The Federal Reserve: Making an Illiquid System Liquid

The American banking model was adequate to meet the needs of the U.S. economy in the latter years of
the 19th century. The panic of 1907, however, convinced prominent politicians and members of the
financial community that it was inadequate to meet the needs of the 20th century U.S. economy. The
Federal Reserve was founded for the purpose of stabilizing the U.S. financial system. This paper argues
that, although the Federal Reserve did serve as a source of liquidity for the financial system, the Federal
Reserve was in fact a destabilizing force in the U.S. financial system prior to the reforms of the 1930s,
because it provided liquidity to a structurally illiquid financial system.
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1. The panic of 1907
The panic of 1907 was more severe than the financial panics that preceded it. In particular, the 1907 crises
was aggravated by the fact that the Bank of England had at the end of 1906 deliberately limited the
circulation of American finance paper on the London money market. In 1906 the U.S. financial system
was under a great deal of strain financing the insurance payments due after the San Francisco earthquake
of that year. 76 After the harvest in 1906, the Bank of England found that the American paper discounted at
the Bank failed to dissipate as it normally would, and this was treated by the Bank as an indicator that the
U.S. banks were drawing on the London money market for longer-term loans. 77 Together with the drain
of gold from the Bank, this was sufficient for the Bank to “suggest” to the discount houses that they stop
accommodating American finance paper.78 As a result, this paper was allowed to run off, and by 1907 it
no longer traded on the London money market.
Without the support of the London money market, the U.S. financial system threatened to self-destruct
entirely in 1907. From October 1906 to November 1907 the stock market declined by 54%. 79 In late
October 1907 the New York banks, organized by J.P. Morgan, bailed out the call loan market by putting
up the money needed to keep about 50 stock brokers from declaring bankruptcy simultaneously. 80 An
underlying problem was, however, that a new form of financial intermediary had arisen, the trust
company, that provided banking services including deposit accounts, but did not join the clearinghouse.
Thus, bank support of the stock market only served to give the trust companies more time to liquidate
their stock holdings. 81 A final end to the crisis was only found when J.P. Morgan locked the trust
company presidents in a room and instructed them to subscribe to a joint loan that would support the
weaker trust companies in order to prevent “complete collapse of the entire banking system.” 82
During the crisis the interest rate on call loans reached 75%. 83 The stress on U.S. markets naturally drew
gold from abroad, but very little came from Britain. Instead, gold that originated mostly in France and
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Germany was transmitted through the London money market to the U.S. 84 Overall, the message sent in
1907 by the Bank of England was crystal clear: the U.S. economy would have to keep its own reserve.
2. The Federal Reserve Act of 1913
A National Monetary Commission was formed by Congress to study the establishment of a central bank
and in 1913 the Federal Reserve System (“Fed”) was created. As its name implies, the primary purpose of
the Fed was to provide a source of high-powered money – or reserves – to the banking system when the
demand for money was particularly high. Thus, the U.S. would be able to address the problem of seasonal
demand for money without putting pressure on international financial markets, and it would also be able
to provide support the banking system when the banking system was under stress – as it had been after the
San Francisco earthquake. 85
The founders of the Fed recognized that the structure of U.S. money markets was not an ideal
environment in which to implement central bank monetary policy. In particular the primary reserves of
the banking system were held in stock market loans and not in money market instruments. Thus, the
Federal Reserve Act was designed to encourage the growth of a liquid money market on the model of the
two-name paper of the London money market. 86 In support of this policy the Federal Reserve Banks were
explicitly prohibited from re-discounting stock market call loans. 87 On the other hand, due to the absence
of a large and active money market in private sector debt, the Federal Reserve Banks were authorized to
re-discount the single-name paper that banks typically held on their balance sheet, even though such paper
would not have been eligible for discount at the Bank of England. Furthermore, since banks viewed the
discount of the single name paper that they held as a sign of weakness, the Federal Reserve Banks were
authorized to purchase such paper without requiring a bank’s endorsement. 88 In short, while the Federal
Reserve was in many ways modeled on the Bank of England, in order to address the structural differences
of the U.S. banking system the Federal Reserve Act gave the Federal Reserve Banks powers that were
very different from those typically used by the Bank of England.
In fact, the drafters of the Federal Reserve Act were not successful in fostering the growth of a market in
two-name bills. John James has found that the commercial paper market did increase a little in real terms
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up through 1924, but over the next five years it declined steadily by a total of 71%. 89 By contrast the call
loan market increased in size over the same period by 433%.90
The absence of a discount market had significant consequences for the implementation of central bank
policy for three reasons. First, the Federal Reserve did not have a significant segment of the market
flowing through its discount window and, unlike the Bank of England, did not get a broad view of the
paper that was circulating. Second, the Fed found that discounts were an inadequate source of income,
and turned to “open market” purchases first of commercial paper, and then of government debt. By 1922
the Fed had learned that sales from the portfolio of government debt increased use of the discount
window, and in 1924 the Fed announced a policy of using open market purchases and sales of
government debt that were coordinated across the Federal Reserve Banks to make its interest rate policy
effective. 91
Finally, the absence of a two-name paper market meant that U.S. markets could not benefit from the
interbank monitoring that was the norm in Britain. In a two name paper market, the banks are each other’s
keepers. Any bank that does not conform to the expectations of the market will find that its acceptances
are worth less and do not circulate as readily as those of conforming banks. Indeed, because access to
Bank of England liquidity requires that the holder of the paper provide his own guarantee, it may well be
the case that a non-conforming bank’s paper does not circulate at all. Thus, the Bank of England could
define those assets that could circulated on the money market and rely on the banks and discount houses
to enforce compliance with that policy among themselves. 92
The Federal Reserve Act attempted to limit the reach of Federal Reserve liquidity by limiting the types of
assets that were “eligible” for discount and for purchase by the Federal Reserve on the open market. 93
Eligible assets are defined in the Act as
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notes, drafts, and bills of exchange arising out of actual commercial transactions; that is, notes, drafts, and
bills of exchange issued or drawn for agricultural, industrial, or commercial purposes, or the proceeds of
which have been used, or are to be used, for such purposes, the Federal Reserve Board to have the right to
determine or define the character of the paper thus eligible for discount, within the meaning of this Act. . . .
such definition shall not include notes, drafts, or bills covering merely investments or issued or drawn for
the purpose of carrying or trading in stocks, bonds, or other investment securities, except bonds and notes
of the Government of the United States. 94

Observe that the first clause makes real bills eligible assets, but the explanatory second clause also makes
common finance bills – and possibly capital finance bills – eligible assets. Observe also that later in the
paragraph many asset finance bills are made ineligible. Thus, the Federal Reserve Act promotes a real
bills-based approach to central banking, but had to make a much broader class of assets eligible for two
reasons. First, in a real bills framework common finance bills are also eligible for central bank liquidity.
The real bills principle indicates only that the growth of these bills may need to be controlled by tools
such as the policy rate or supervision of the money market. Second, in the U.S. the distinction between
real bills and finance bills had been irrelevant for so long that it was impracticable for legislation to be
founded on a distinction that bankers would not know how to draw.
Note also that under the Act eligible assets include single name paper, since “notes” are included in
addition to “bills of exchange.” Once again this modification of the real bills principle was necessary,
because banks in the U.S. held very little two name paper and a restriction to such paper would likely
have precluded Federal Reserve support of the banking system. Because of this modification, however,
the Federal Reserve did not have control over the use of the liquidity that it provided to the banking
system that was similar to that of the Bank of England. In Britain the discount houses and joint-stock
banks functioned as the Bank’s lieutenants, deliberately limiting access to the money market to issuers
who might fail the Bank’s criteria – because these private entities did not want to be caught out either
holding paper that was not discountable at the Bank or providing guarantees on such paper. The Federal
Reserve Banks had no lieutenants, because they discounted single name paper. Instead, they effectively
were forced to trust the banks that were discounting the paper to determine whether or not it was
“eligible” – that is, “issued or drawn for agricultural, industrial, or commercial purposes.” Only the
originating bank was in a position to have this information and, even then, the question was a matter of
judgment. 95
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The fact that the drafters of the Federal Reserve Act of 1913 had to adapt the real bills principle to the
realities of U.S. banking at the time had consequences: on such consequence was that the Act was
ineffective in granting the Federal Reserve the powers necessary to direct the flow of bank credit away
from undesirable forms of finance paper. In particular, the Act failed to prevent the flow of Federal
Reserve liquidity to the call loan market: a bank could discount some of the loans it held on its balance
sheet and place the funds received in call loans. 96 Because the Fed stood ready to discount single name
paper, banks had direct access to the Fed’s liquidity, rather than intermediated access to central bank
liquidity as in Britain, and for this reason the U.S. banks were not limited in the uses to which they could
put the liquidity they received from the Fed. As Benjamin Strong found in 1922 “[T]he expansion of the
loan account of the Federal Reserve Banks, . . . can be brought about as a result of any expansion of
banking in the country, no matter what may be its cause.” 97
Overall, even though the Federal Reserve Act was nominally based on the real bill-finance bill
dichotomy, it did not equip the Federal Reserve with the tools necessary to impose a real bills approach
on the U.S. banking system. Indeed, it is far from clear that converting the U.S. banking system to real
bills was a feasible policy option in 1913, because banks were adapted to functioning in an environment
where there was no liquid money market on which they could trade the short term debt they held on their
balance sheets and bank were not accustomed to treating bills made liquid by central bank support as a
special class of asset. For this reason, when scholars of U.S. banking claim that the Federal Reserve Act
epitomized the real bills approach to banking, they are in effect wresting the definition of real bills from
the British tradition where it was developed and redefining a U.S. version of real bills based on the Act.
This reconfiguration of real bills will be discussed at length in Section IV below.
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Overall, the U.S. financial system in the 1920s was built on a hybrid model that drew liquidity from both
a central bank and, in direct contravention to the real bills principle, from capital markets. The
components of this model are as follows:
(i)

Capital markets: A system of callable debt secured by stock market collateral,

(ii)

A central bank that supports member banks directly by
a. standing ready to provide high powered money to member banks on an “as needed”
basis in exchange for single name paper, and
b. monitors and examines the financial condition of member banks, and

(iii)

Banks that nominally followed the real bills principle, but in practice used other risk
management techniques.

C.

The Federal Reserve’s destabilizing liquidity

In the 1920s the U.S. banking system had two independent sources of liquidity: capital markets, the
traditional repository of reserves in the U.S., and the new central bank. The Federal Reserve Act aspired
to have the central bank replace the call loan market and to establish a money market in two name paper,
but did not actively repress the call loan market.
A real bills based analysis indicates that this was a mistake. The U.S. banking system was adapted to the
limited liquidity that capital markets could provide. When the Federal Reserve was founded, the banking
system gained access to central bank liquidity, or a source of funds that could keep asset prices on the
money market from falling. The real bills principle indicates that the extension of this type of liquidity to
finance bills can be destabilizing. Furthermore, call loans fall into the most dangerous category of finance
bill: asset finance. Providing monetary liquidity to asset finance loans has a long history of resulting in
devastating asset price bubbles and crashes, and the real bills principle seeks to prevent this form of
instability.
Even though the Federal Reserve Act sought to preclude any flow of central bank liquidity to capital
markets by making call loans ineligible for discount, this measure was unsuccessful in achieving its goal,
because the Act by permitting single name paper to be discounted at the Fed provided banks with direct
rather than intermediated access to central bank liquidity. This meant that the Fed did not have control
over the uses of central bank liquidity that was comparable to that exercised by the Bank of England –
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and that in the U.S. the banks themselves, and not the central bank, determined where central bank
liquidity would flow.
For the purposes of exposition this paper will distinguish between direct central bank liquidity, such as
that provided by the Fed, and intermediated central bank liquidity, such as that provided by the Bank of
England. Note that intermediated central bank liquidity is intermediated through the money market and is
therefore equivalent to money market liquidity.
The Fed did have supervisory authority over member banks, and after the Fed grew concerned about the
growth of the call loan market it could in theory restrict access to the discount window for banks that
reported an increase in call loans. Withdrawing access to the discount window was, however, a draconian
penalty and it is not clear that the Fed was prepared to use it. Even so, it seems that the Fed may have
exerted some discipline through such channels, as direct bank lending on the call loan market did not
increase in 1928 and 1929. 98 On the other hand, there was also a Congressional investigation of these
loans in February 1928, so it is unclear whether the Fed alone was able to exercise much authority over
the banks’ behavior. 99
More importantly, the money center banks circumvented efforts to shrink the call loan market by offering
customers and foreign banks accounts that placed funds in the market. As a result of this new flow, the
funds invested in the market grew rapidly, and, as was noted above, the market grew dramatically over
the 1920s. This growth did not stop until the 1929 crash – at which point the interest rate spread which
had attracted funds collapsed and the non-bank money exited the market.
Given the real bills proscription against monetary finance of long-term assets, modern empirical work
confirming the existence of the feedback loops that so concerned real bills advocates, 100 and the pattern of
call loans flowing into the U.S. stock market in the 1920s, it seems likely that the 1929 boom and crash
was a monetary phenomenon. Whereas the illiquidity of the U.S. banking system prior to the
establishment of the Federal Reserve limited the funds that could finance the purchase of stocks through
the call loan market, after the Federal Reserve was established the liquidity of the U.S. banking system
changed entirely, but its relationship with the call loan market did not. As a result of this structure, growth
in bank liabilities was able to flow into the call market, affecting stock prices.
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No claim is made here that the stock market bubble had direct effects on aggregate economic
performance. Instead, this paper claims that the stock market bubble was evidence of structural instability
in the U.S. financial system. The banking failures of the 1930s, which did adversely affect economic
performance, can also be viewed as evidence of this structural instability. Even so, this paper does not
dispute that policymakers at the time could have performed better had they recognized that the
extraordinary circumstances which confronted them merited a shift to a more pro-active theoretic
framework.
While the tools available to the Fed were inadequate to address the problem of asset finance that was
sustained by central bank liquidity and fed a stock market price bubble, these tools were adequate to deal
with the types of finance bills that under the real bills approach to banking were considered less
dangerous: common finance bills and capital finance bills. In the U.S. where the line between common
and capital finance bills was not as carefully drawn as it was in Britain, the growth in finance bills that
was associated with the business cycle had to be moderated by the policy rate, accompanied by open
market sales to make the policy rate effective when necessary. 101
Because the Fed was limited in its tools, in the late 1920s controversy arose within the Federal Reserve
over whether the policy rate should be used to moderate the growth of asset finance in addition to
common and capital finance. In particular some policy makers argued that the Fed had held the policy rate
too low in the mid-1920s stimulating the dramatic rise in stock prices and that it should have raised the
rate, not due to circumstances in the real economy, but for the purpose of squelching the growth in asset
prices. 102 Remarkably this controversy is being revisited today, as economists debate whether the low
interest rates of the early 2000s stimulated the dramatic rise in house prices and whether the Fed should
have “leaned against the wind,” raising interest rates not due to circumstances in the real economy, but to
offset the growth in asset prices.
In both the 1920s and the 2000s we see that the U.S. model of central bank liquidity leaves the central
bank without the policy tools that it needs to both support economic activity and avert financial
instability. In the 1930s policy makers concluded that structural reform of the financial system was
necessary to give the central bank sufficient control over the use of central bank liquidity to allow the Fed
to achieve both goals. Part III of this series will discuss those reforms and how they were designed to
make Federal Reserve policy effective.
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IV.

REAL BILLS: THE AMERICAN CRITIQUE

The real bills approach to banking is unique in that it provides a unifying theoretic framework for both
monetary policy and financial stability, as Charles Goodhart aptly observed. 103 The real bills approach
posits that, if a central bank can exercise enough governance over the commercial banking system so that
it provides credit mostly to finance real economic activity, then both inflation and asset price bubbles can
be avoided. 104 The framework developed, however, out of the unique conditions of the 19th century
British financial system and, thus, it was embodied in a very specific rule that the banks that issue
monetary liabilities should focus their lending on “real bills” or on the short-term finance of business
transactions, and in particular that they should avoid financing the purchase of long-term assets for
investment purposes. As was noted above, the real bills approach, as implemented – or the real bills
principle –worked mostly by actively discouraging the growth of bills that were not real, that is finance
bills, while at the same time permitting such bills to circulate.
The real bills principle has a significant weakness – it provides no guidance to a central bank that faces a
deficit of business activity and thus faces an economy that simply is not generating many real bills – and
this weakness had devastating effects on the Federal Reserve’s responses to the Great Depression.105 This
paper does not dispute that in abnormal circumstances like the Depression policymakers may be better
served by applying a model that views any economic activity that is stimulated by an expansion in the
money supply as beneficial. Thus, some criticism of the real bills principle is well-deserved.
On the other hand, a great deal of undeserved opprobrium has also been heaped upon the real bills
approach and this section of the paper will focus on critiques of real bills that are inaccurate or excessive.
Before entering into this discussion, however, an important point is worth making: criticism of the real
bills approach almost always originates with scholars of U.S. banking, and these scholars often err, first,
in assuming that difficulties in implementing the real bills approach in the U.S. will be applicable to
banking more generally, and, second, in treating the Federal Reserve Act’s definition of eligible bills as
equivalent to the definition of real bills. For example, Lloyd Mints’ History of Banking Theory is easily
the most important work criticizing the real bills approach, and when it was published in 1945, British
reviewers immediately remarked that Mints appeared to have developed a theoretic framework that
incorporated the defects of the American banking system. 106 The British reviewers’ critique is supported
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by the fact that Mints’ definition of a real bill incorporates all short-term loans for commercial purposes
and thus fails to make the fundamental distinction between a real bill, which originates in a commercial
transaction, and a finance bill, which does not. 107 Mints’ definition corresponds, needless to say, with the
definition of eligible paper in the Federal Reserve Act of 1913.
Yet another common error that arises when discussing real bills must be cleared up before the exposition
can turn to critiques of the policy implications of the real bills approach: the real bills doctrine must be
distinguished from the real bills principle.
The real bills doctrine claims that an expansion of the money supply cannot be inflationary as long as the
banks that issue monetary liabilities lend only on a short-term basis to finance actual commercial
transactions. 108 During the first two decades of the 19th century the British pound was not convertible into
gold, and inflation demonstrated that the prices at which commercial transactions are executed can
increase alongside an increase in the nominal value of real bills, disproving the real bills doctrine. Thus,
even in the early years of the 19th century it was recognized that the real bills doctrine overclaims, and for
that reason the real bills controversy of that era was resolved by the Banking Act of 1844 which imposed
a quantitative limit on the Bank of England’s note issues. What very few modern scholars recognize is
that, even though the real bills doctrine is flatly wrong, all sides of the mid-19th century debate in Britain
over the doctrine embraced the real bills principle with respect to banking. 109 And more generally it is
almost always a mistake to assume that advocates of the real bills principle are also advocates of the real
bills doctrine.
The real bills principle posits that the banks which issue liabilities that circulate as money should largely,
but not exclusively, restrict their lending to short-term debt that finances actual business transactions. In a
should be suppressed. These are startling conclusions, and the English reader is bound to feel (perhaps
complacently, but still justifiably) that to some extent Mr. Mints is impelled towards them by the practical defects of
American banking and monetary policy rather than by the rigour of his theoretical analysis.”); E. Victor Morgan, A
History of Banking Theory in Great Britain and the United States: Review, 56 ECON. J. 290, 291-92 (1946) (“[Mr.
Mints’] has a set of questions, to which he knows the answers, and his four hundred victims are made to undergo a
competitive examination, after which they receive their due measure of praise for ‘correct’ and blame for ‘incorrect’
replies. The marks are generally very low, and the examiner's reports extremely acid, but one wonders if this is not
due as much to the nature of the test as to the incompetence of the examinees.
“Since he uses this method of approach, we might expect Mr. Mints to present us somewhere with his own model
answers, a clear and consistent body of doctrine against which to expose the confusions and contradictions of his
predecessors. The statements of his own views are, however, fragmentary and unconvincing. … To sum up, a great
deal of excellent preliminary work has failed to produce a really satisfactory book, owing to poor historical method
and a defective theoretical background.”)
107
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financial system where prices are anchored by the gold standard, conforming with this principle will, it is
argued, minimize the risk that excessive credit will be issued an that either excessive inflation or an asset
price bubble will result.
The tendency to conflate the real bills doctrine with the real bills principle can probably be attributed to
Lloyd Mints. Humphrey, to give just one example, claims that the real bills doctrine was a “mainstay” of
20th century U.S. banking theory, citing Mints. 110 Mints apparently reaches this conclusion by taking the
position that any advocate of the real bills principle is a proponent of the real bills doctrine and is
contradicting himself if he also argues that either convertibility of bank obligations or discount rate policy
plays a role in limiting the expansion of bank credit. 111 Needless to say most proponents of real bills from
Adam Smith on, have recognized that real bills alone are insufficient to anchor prices and have advocated
the real bills principle together with convertibility, discount rate policy, or both. 112
After the widespread tendency to confound the real bills principle with the real bills doctrine is ignored,
there are several critiques that can be attributed to the principle and that remain to be addressed. These
fall into two categories: critiques of the principle as a form of macroprudential regulation designed to
guide central bank policy, and critiques of the principle as a risk management framework for individual
banks.
The first category, critiques of the macroprudential aspects of the real bills principle, include the
following: that the principle prescribes a procyclical policy rule, that the principle fails to prescribe a
policy rule at all, that it cannot be implemented because it draws distinctions between types of credit that
cannot in practice be made, and that there is no value to drawing distinctions between different types of
credit.
Many have claimed that the real bills principle requires that monetary policy be procyclical, including
Ben Bernanke. 113 This claim is based on the misperception that all U.S. bank demand for discounts in the
1920s represented real bills and that therefore the Fed when implementing a real-bills-based monetary
policy must lend more in a boom and less in a bust. In fact, of course, proponents of real bills argue that
110
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the reason a boom is unsustainable is because so many finance bills are being issued, and thus that as the
boom progresses the central bank should raise interest rates in order to reduce the degree to which central
bank liquidity is supporting the use of finance bills. By contrast at the bottom of the business cycle prices
have just been falling, and finance paper is at a minimum, so for purposes of the domestic economy its
best keep the rate low. For a real bills proponent one of the central bank’s basic duties is to constantly
evaluate the degree to which the bills that finance commercial activity are real and the degree to which
they are finance bills in order to determine whether the economy is overheating. 114
The empirical basis for the claim that a real bills approach results in procyclical monetary policy is the
actual policy rule used by the Federal Reserve in the 1920s, which Allan Meltzer has dubbed the “RieflerBurgess” policy rule and which was in fact procyclical. 115 Proponents of the real bills principle would
respond that it was procyclical, because it failed to implement the principle.
A more fitting criticism of real bills is, thus, the one leveled by Friedman and Schwartz: by relying on the
“judgment” of policymakers, it fails to prescribe a policy rule at all. 116 In short, even though proponents
of real bills believed that monetary policy could and should be used to support the real bills principle, the
principle did not provide guidance as to how monetary policy should be implemented. The practical
applications of the principle had been developed for the British banking system, and U.S. policymakers
struggled to make the principle relevant to the U.S. environment.
Recall that, as was discussed above, an actively traded money market never developed in the U.S. and for
this reason the Fed never had the tools to implement the real bills principle on the model of the Bank of
England – that is, by exercising control over the assets that circulate in the money market. Because in its
early years, Fed policymakers believed that they should put in place a real bills approach, some efforts
were made to apply “direct action” at the discount window, but they found that attempting to impose this
one-on-one with member banks was ineffective. 117 The tools that were available to the Fed were either
draconian – denying a member bank access to the discount window – or affected economic activity
generally and did not discriminate between real bills and finance bills – the policy rate and open market
operations. Much of the American criticism of the real bills approach reviews the inability of the Federal
Reserve to implement the approach effectively, and argues on this basis that the approach itself is flawed.
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A common theme is thus that a central bank has no means of distinguishing between different types of
credit, so that a governing principle based on such distinctions is nonsensical. 118 This lack of a policy
tool, however, characterized the Federal Reserve, not central banks generally. In particular, central banks
that discounted instruments that circulated in a two-name paper market could easily exclude an instrument
– for example American finance paper in 1906 – from that market by refusing to discount such paper.
A similar complaint is based on the “fact” that money is fungible and therefore any loan from the Fed can
be used to support activities that the Federal Reserve Act – and the real bills principle – discourage. 119 But
this “fact” is a function of the structure of the banking system, and in particular was created by the fact
that the Federal Reserve stood ready to discount single name paper. In a two-name paper market the
member bank’s ability to issue paper that is discountable at the central bank depends either on its ability
to obtain a guarantee from another bank or on the willingness of another bank to hold its paper. In such a
market a member bank that engaged in activities that were being discouraged by the central bank and that
therefore had higher risk than other banks of losing access to the discount window would lose the support
of its fellow banks, and would find that its paper was not marketable. In short, in a two name paper
market a central bank “hint” can be a force that alters the behavior of all the banks. On the other hand, the
Fed had been given the power to discount single name paper, because the U.S. banking system had
developed in an environment without a central bank and without an active market in two name paper. In
this chicken-and-egg problem, the authority of the Fed ended up being the loser.
In addition to these arguments that the central bank cannot discriminate between different types of bank
credit, some have argued that there is no point to such discrimination: the distinction between real and
finance paper is unnecessary and “invalid,” because control of the aggregate quantity of outstanding bank
credit is sufficient to restrain inflation. 120 Modern theory, however, demonstrates that money can play
different roles in the economy depending on where it originates, and thus that there may well be a role for
drawing distinctions that are more discriminating than the aggregate quantity of money. 121 Furthermore,
the real bills principle sought to reduce the risk, not just of inflation, but also of financial instability, and,
as will be discussed in Section V, the recent financial crisis and recognition of a need for macro-
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prudential regulation indicate that modern policymakers have begun to realize the importance of a more
detailed understanding and control of the different types of bank credit.
Just as the value of real bills as a guide to central bank policy has been questioned, so too has its value as
a governing rule for the behavior of individual banks. In particular, many have argued that, contrary to the
claims of the proponents of the real bills principle, these loans are not a better source of liquidity for a
bank in difficult times than collateralized loans. 122 Once again, framing the issue as a question of whether
the real bills principle is right or wrong is misleading. The right question to ask is whether the real bills
principle makes sense in a particular institutional framework.
In the context of the American banking system prior to the founding of the Fed, bills were illiquid,
because there was no active market in them, they had to be held on a bank’s balance sheet, and they were
often rolled over in order to maintain relationships with bank customers; 123 by contrast, the stock market
was actively traded and thus call loans were in fact a better source of liquidity for banks than bills. Thus, a
“shiftability” theory of liquidity was promoted which claimed that “it is undoubtedly true that …
collateral loans” are a better source of liquidity than bills, and that bonds and stocks are the most liquid
form of collateral – at least in ordinary times. 124 Shiftability refers to the ease with which an asset can be
transferred to someone else in the financial system, and thus in modern terminology refers to market
liquidity. 125 The superiority of collateral over unsecured bills was, however, simply a function of the U.S.
institutional setting where the actively-traded money market was small and limited to the commercial
paper of established issuers.
At the same time, shiftability theorists recognized that the crisis of 1907 demonstrated conclusively that
collateral loans could not function as a source of liquidity in a crisis. 126 Shiftability theory argues that in a
crisis, no asset is liquid for the market as a whole, unless there is a central bank that makes it liquid, and
“if there is a central bank, anything will be liquid which [the central bank] is willing and able to purchase
or accept as collateral.” 127
The founding of the Federal Reserve did not, however, solve the problem of structural illiquidity in U.S.
money markets. Instead of the Federal Reserve acting as a backstop to an active money market as the
Bank of England did in Britain, the Federal Reserve provided a non-market source of liquidity to
commercial bills in the U.S. and no active trading market in this short-term debt ever developed. Thus,
122
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the theory of central banking that was derived from the U.S. experience saw the central bank as a buyer of
last resort of certain assets that the central bank wanted to make liquid.
The British theory of central banking and the real bills principle, by contrast, viewed the central bank as
the backstop for the money market, where two-name unsecured commercial bills were actively traded.128
While it is, of course, true that this market could not survive a crisis without the backstop of the central
bank, the British institutional structure allowed not just the central bank, but the reliable function of the
market itself to serve as a source of liquidity in a crisis. Because the banks that traded on and provided
guarantees on this market trusted in its reliability, they too could act as sources of liquidity in a crisis. It is
clear that this extraordinarily strong institutional core played an important role in the renowned stability
of the British financial system for the century subsequent to 1866.
Thus, the American rejection of the real bills principle in favor of loans collateralized by long-term assets
was due to the fact that the institutional structure of U.S. banking was not hospitable to the real bills
principle, and was not due to some intrinsic failing of the real bills principle itself.
American theorists did not just argue that collateralized loans provided superior liquidity to short-term
unsecured bills, but that the distinction between real bills and finance bills – which they and many
contemporary Americans often called speculative bills – was spurious. Recall that finance bills are
distinguished from real bills by the fact that they support longer-term activity and thus entail greater
uncertainty and greater risk. 129 Thus, critics of real bills advocated long-term lending by banks, even as
they implied that the prejudice against “speculation,” which is often set off by scare quotes, was based on
moral grounds. 130
Once again the arguments in favor of long-term bank lending draw heavily on the American experience
and its illiquid money markets. Theorists found that U.S. banks had a history of providing long-term
finance by rolling over short-term bills, and viewed the real bills principle as an unnecessary constraint on
economic activity. 131 Indeed, using the Depression as a reference point it was argued that short-term debt
held by banks was particularly dangerous in a crisis because it gave banks the ability to force
economically destructive liquidation of business. 132 Of course, because these theorists were unfamiliar
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with the structure of British markets and apparently could not conceive of the value of an active market in
two-name paper and of the monetary finance that such a market could provide, they did not even consider
the type of liquidity that the real bills principle was designed to protect, money market liquidity. In short,
the true implication of these critiques is that the real bills principle was ill-suited to the U.S. environment.
As was explained in Section I, the real bills principle is the tool by which traditional banking theory
discourages trade on the central bank-supported money market in capital finance bills, and proscribes
such trade in asset finance bills. The purpose of this principle is two-fold: to avoid the financial instability
created by asset price bubbles and to control inflation. In this macro-prudential framework, there are two
keys to ensuring that the money market liquidity that is supported by the central bank has net benefits for
the economy: first, the tendency of finance paper to grow over the course of a boom as common finance
bills morph into capital finance bills must be controlled, and, second, money market liquidity must be
prevented from affecting the price formation process on capital markets. Given this theoretic framework,
the next section demonstrates that a British central banker who was alive at the turn of the 20th century
would not have been surprised by the crisis of 2007-08, because it was a textbook case of the dangers
created when central bank supported money markets are used to finance long term assets.
V.

TRADITIONAL BANKING THEORY AS A GUIDE TO STRUCTURAL REFORM

Since the recent financial crisis, the question of how to avoid future government bailouts of the banking
system has been a topic of significant discussion. The traditional banking theory that is explained in this
paper points to an answer that is rarely considered: It may be possible to restructure the role of the central
bank in the banking system – or more precisely to restructure the relationship between banks, markets,
and the central bank – so as to foster the credit needed for economic activity without the adverse
consequence of also supporting asset price bubbles. In short, traditional banking theory provides a
framework for restructuring the banking system to increase its stability.
Section I explained that market liquidity without price risk, or money market liquidity, can be derived
from the structured interaction of banks, the discount market, and the central bank. In this model, the
central bank role includes monitoring the money market for credit growth that is faster than the increase
in economic activity and excluding assets from the money market if there is reason to believe that they are
being used for capital finance or asset finance. Thus, traditional banking limits the destabilizing effects of
the backstop provided by the central bank by using the policy rate to control the growth of credit
generally and by placing a firewall between central bank credit and long-term assets. The control that the
central bank exercises over the money market is designed to prevent both inflation and the financial
instability that can result from asset price bubbles.
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There are two important distinctions between the traditional banking theory model and the model of
central banking that developed in the early 20th century U.S. First, in the U.S. the central bank stood
ready to lend on the basis of an asset that the borrowing bank had originated itself, instead of supporting a
money market where the asset would be discounted by a different bank than the bank that originated –
and provided an initial guarantee of payment on – the asset. Because of this difference in the manner in
which central banks provided liquidity, market participants played a much smaller role in monitoring the
market in the U.S. than they did under traditional banking theory. Second, in the U.S. the call loan market
functioned as a source of liquidity for the banking system that was an alternative to the central bank.
Unlike Britain where the money market and the central bank functioned together to provide a single
source of liquidity for the banking system, the U.S. banking system in the first two decade of the Federal
Reserve’s existence had two sources of liquidity, the call loan market and the central bank itself, and it
was possible for liquidity to flow from one to the other. Both of these characteristics are also present in
the modern U.S. financial system.
This section of the paper first discusses the empirical evidence that supports the view that the traditional
banking framework is more stable and supportive of economic growth than the current banking structure.
The discussion then turns in subsection B to the current U.S. financial system including, first, its reliance
for liquidity on both guarantees, such as those upon which traditional banking theory is built, and the
collateral of long-term assets, and, second, the proposed use of macro-prudential regulation to control
these forms of liquidity. Subsection C evaluates important themes in the current literature on financial
instability, including the “shortage” of safe assets, informationally insensitive assets, proposals for narrow
banking, and proposals for a “dealer” of last resort, in light of traditional banking theory.
A. Traditional banking limits the severity of crises: Empirical evidence
The empirical research that studies long-run banking data analyzes crises across several now-developed
countries. This data has relevance for a comparison of the traditional banking structure with the current
banking structure, because of the role played by Britain in the international monetary system through
approximately 1930 and the role played by the U.S. in the decades that followed. In short, both of these
banking systems, in their time, served as an important anchor of the global monetary system, so it is not
unreasonable to treat the global data as, at a minimum, an indicator of the effectiveness of the different
approaches to producing financial stability and growth.
This empirical research demonstrates that the London discount market, which traded in short term bills
that financed global economic activity, was indeed a remarkably stable source of liquidity. When Moritz
Schularick and Alan Taylor analyze the quantitative history of money and credit across twelve countries,
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they find that there are “two eras of finance capitalism.” The first era runs from the start of their data to
1939 and the second from 1945 to the present. The first era is characterized by the fact that credit grew at
the same rate as GDP, and the second is characterized by credit growth that greatly exceeds GDP
growth. 133 Crisis dynamics in the two eras are even more interesting. In the first era the real effect on
output and investment due to crises was relatively small – until the great crisis of the 1930s, whereas in
the second era the real effects due to crises were markedly greater than in the pre-1930 crises. 134
The conclusion that Schularick and Taylor draw from their careful empirical study is that “credit growth
turns out to be highly significant as a predictor of financial crises,” and the “virtually uninterrupted
growth of leverage we have seen up until 2008 … [has] led to a greater, not smaller role of credit in the
macroeconomy” as “financial crises are ‘credit booms gone wrong.’” 135
The undisciplined credit growth that generates financial crises was held strictly under control by
policymakers who were adherents of traditional banking theory. Schularick and Taylor’s data shows not
only that the traditional banking approach was effective in controlling credit growth, but also that – at
least until the crises of the 1930s – the effects of these traditional policies were more successful at
supporting the real economy through crises than modern policy has been. Note that to the degree that the
crisis of the 1930s represented one step in a difficult transition from British monetary leadership to U.S.
monetary leadership and from the exemplary implementation of traditional banking theory in Britain to
the more hybrid approach of the U.S., it is reasonable to exclude it from the data evaluating the
performance of the theory.
B. Successful macro-prudential regulation requires structural reform
The modern U.S. financial structure has many similarities to U.S. financial structure in the early years of
the Federal Reserve. Fed support for liquidity-constrained banks is provided directly to the banks against
any loans they hold on their balance sheets. Because the Federal Reserve has extremely limited ability to
direct the use of central bank credit, in the U.S. it is the banks themselves that determine the assets that
will be supported by central bank liquidity. Now, as in the 1920s, banks support a call loan market that is
backed by long-term securities, the repurchase agreement (“repo”) market. In addition, certain categories
of short-term assets, such as commercial paper, can be used as funding in the money market due to bank
guarantees. Repurchase agreements and commercial paper were both essential to the process of creating
mortgage-backed securities, and also were used to finance long-term positions in mortgage-backed
133
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securities. 136 Of course, all three of these markets, repurchase agreement, commercial paper, and
mortgage, lay at the center of the financial crisis of 2007-08. Subsequent to the crisis, the need to
constrain this “shadow” banking system, which is financed using repo and commercial paper, has been
universally recognized. Currently the tool of choice is macro-prudential regulation. I argue here that one
lesson of traditional banking theory and of the historical analysis presented in this paper is that macroprudential regulation is unlikely to be successful unless it is accompanied by structural reform of the
relationship between banks, money markets, and the central bank.
The role played by the banking system – and by the contingent liabilities of commercial banks – in the
markets for both repurchase agreements and commercial paper were discussed in Part I of this series. The
guarantees and market liquidity that the banks provide to these two instruments are the mechanisms by
which the banks convert their access to direct central bank liquidity into liquidity for these “shadow”
banking instruments, and thereby conduct the flow of direct central bank liquidity into these markets. In
this part of the series, the size of these markets and the role that they played in the financial crisis of 200708 is addressed.
The crisis started in the segment of the commercial paper market that is backed by assets, asset-backed
commercial paper (“ABCP”). The apparent trigger for the crisis was the declaration by a European bank
that market value could not be determined for three bond mutual funds that invested in asset-backed
securities including U.S. subprime securities. 137 This declaration followed just days after a subprime
lender that financed its unsold inventory using commercial paper invoked the right to postpone payment
on its paper. 138 Commercial paper investors such as money market funds subsequently decided not to roll
over their investments in the asset-backed commercial paper market, and the size of the market collapsed
by one-sixth from $1.2 trillion on August 8 to $1 trillion on August 29. 139 The Federal Reserve first
attempted to arrest the decline in the ABCP market by “clarifying” discount window policy to permit a
bank to secure Federal Reserve credit by pledging ABCP on which the bank itself served as guarantor. 140
Implicitly, the Fed authorized the banks to purchase the commercial paper they guaranteed themselves
and, if necessary, to finance the action at the discount window. By mid-September loans extended through
the discount window had jumped from zero in early August to $7 billion. 141 The Fed, however, also
136
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granted exemptions to the banks allowing them to support the vehicles that issued the commercial paper
through their investment bank affiliates, 142 and discount window loans declined again to small sums as
the banks apparently avoided discount window borrowing due to the perceived stigma associated with it.
As the ABCP market continued to shrink at a rapid pace falling to $830 billion on December 19, the
Federal Reserve initiated the Term Auction Facility, which allowed banks to borrow anonymously from
the Fed. This had the effect of dramatically slowing the decline in the market so that $600 billion was
only reached more than a year later in May 2009. (The ABCP market has continued to decline and
currently hovers around $225 billion.)
Tremors in the repo market appeared in March 2008 when Bear Stearns, an investment bank which
financed half of its balance sheet using repo, lost the confidence of market participants. Two of the
Federal Reserve’s 2008 rescue programs the Term Securities Lending Facility and the Primary Dealer
Credit Facility were explicitly designed to prevent the repurchase agreement market from collapsing in
fire sales. There are no good measures of the extent to which the repo market was use to finance private
sector collateral prior to the crisis. We do, however, have data on the extent to which the Federal Reserve
extended funds to support the market. By October 1, 2008 the Federal Reserve had through the two rescue
programs extended $380 billion in loans to the investment banks. 143 This was in addition to the fact that
the commercial banks had been granted exemptions to allow them to “provide liquidity to their affiliates
for assets typically funded in the tri-party repo market.” 144 Thus, it appears that the repo market was being
used to finance private sector collateral on a scale comparable to the ABCP market.
Asset-backed commercial paper and repos were both instruments that relied on the liquidity provided by
banks to finance long-term assets. While it was trouble in the mortgage market that triggered the near
collapse of these two instruments, a wide variety of long-term assets were financed by them including
corporate and government bonds.
Observe that traditional banking theory predicts that providing money market liquidity to long-term assets
will have two effects: it will adversely affect the price discovery process on the markets for long-term
assets, and the resulting asset price bubbles will be destabilizing to the monetary system. This, after all,
was the purpose of the structural separation of the two markets.

142
See letters from Federal Reserve Board to general counsels of Bank of America, Citibank, and J.P. Morgan Chase
Bank dated August 20, 2007. Additional letters were issued to DeutscheBank, Barclays, and RBS on Sept. 12, Oct.
11, and Oct. 12 respectively. See also Saule Omarova, From Gramm-Leach-Bliley to Dodd-Frank: The Unfulfilled
Promise of Section 23A of the Federal Reserve Act, 89 N.C. L. REV. 101, 107-08 (2011).
143
Federal Reserve, H.4.1 Release, October 2, 2008.
144
Federal Reserve Board of Governors, Press Release, Sept. 14, 2008.

47
Hosted by The Berkeley Electronic Press

Once again the empirical evidence indicates that traditional banking theory is the correct framework for
understanding the consequences of using the liquidity provided by the banking system to finance longterm assets. Jorda, Schularick, and Taylor (2014b) focus on mortgage markets and study economic and
bank data for 14 countries across a span of 140 years. They find, first, that bank lending on mortgage
markets has grown dramatically over time and, second, that “mortgage and house price booms are
predictive of future financial crises, and this effect has also become much more dramatic since WW2.”145
This data provides support for the view that, when the financial system is structured so that the banking
system provides liquidity to long-term assets, feedback loops arise so that the demand of long-term
investors no longer limits the capacity for asset prices to rise. As prices become unhinged from long-term
determinants, the initial effect is an economic boom, but the long-run effect is a crash. Indeed, this is
precisely the description that the earliest traditional banking theorists give when they discuss the collapse
of the monetary system in early 18th century France. 146 A banking system that relies on collateral to
establish value without constraining the amount of credit that is issued against that collateral is simply
duplicating the error of John Law. 147 It is, therefore, unsurprising that the dangers of our current path are
supported by the long-run empirical evidence on credit, asset prices and financial crises.
In response to the recent financial crisis and to studies such as Jorda, Schularick and Taylor’s, every
central bank has now adopted some form of macro-prudential regulation. As the Financial Stability
Forum explained, a macro-prudential approach requires the adoption of “a system-wide view by
examining how … [bank] risk management techniques affect behaviour and interactions between both
financial institutions and financial markets. . . . One objective of this set of proposals would be to dampen
the procyclicality of market liquidity and asset prices, thereby helping to achieve the macroprudential
objective of reducing procyclicality throughout the broad financial system (both institutions and
markets).” 148 Indeed, such macro-prudential regulation has been embraced as the solution to our current
concerns over financial stability to such a degree that Jorda, Schularick and Taylor themselves prescribe
this treatment. 149
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Imagine how astounded an early 20th century Director of the Bank of England would be to learn that a
century after his own service, knowledge of central banking had retrogressed to such a degree that
policymakers lacked a model of the interaction between banks and markets, were surprised that adverse
interactions between banks and markets required control, were just learning that providing bank-based
liquidity to long-term assets would “procyclically” generate asset price bubbles, were struggling to find a
“macro-prudential” approach that would temper such phenomena, and even believed that such regulation
was “completely new . . . a key missing element of the tool kit available to the authorities before the
crisis.” 150 The real bills principle was, after all, clearly a macro-prudential approach. 151 This Director’s
advice would likely be simple: as long as the banks that issue monetary liabilities and are supported by a
central bank in turn support markets in short-term debt that is collateralized by long-term assets either as
dealers or by extending guarantees to the short-term debt, asset price bubbles and financial instability will
be the result. Therefore, structural reform of the financial system to limit interaction between the banking
system and capital markets is necessary. After such reform has been put in place, macro-prudential policy,
similar to real bills principle-based efforts to constrain the use of monetary finance to fund long-term
endeavors, could be effective.
C. Evaluating the financial stability literature through a traditional banking theory lens
This subsection reevaluates four major themes of the financial stability literature using the traditional
banking framework. First, the idea that the modern financial system suffers from a shortage of safe assets
takes on new meaning when one understands that one job of the financial system is to use the structured
interaction of banks, markets, and the central bank to create privately-issued safe assets. Second, the
British model of safe private-sector assets created by this structured interaction contrasts with the
American model of “informationally insensitive” assets. Third, traditional banking theory explains why
proposals that the Federal Reserve act as a “dealer of last resort” are likely to have a destabilizing rather
than a stabilizing effect on the financial system. Finally, proposals for narrow banking are seen to be
clearly infeasible when one understands the importance of monetary finance – or of using an increase in
the money supply as a source of funds for short-term lending that addresses liquidity constraints – to
economic activity.
Traditional banking theory emphasizes that even though the central bank is necessary for money market
liquidity to exist, the central bank alone cannot create money market liquidity. 152 Equally important to
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money market liquidity, and thus to the creation of private sector assets that do not have price risk, is the
structured interaction of banks and markets that ensures both that “good” money market debt is
originated, and that, even when a business defaults, payment on the money market debt of that business is
guaranteed by other money market participants. In short, the purpose of the money market is to use the
structured interaction of banks, the market, and the central bank to create private sector assets that have
little or no credit risk, or in other words to issue safe private-sector assets.
While it is true that even in a traditional banking framework the central bank makes it possible for the
private-sector to issue safe assets, the central bank’s role is a supporting role, backstopping and
supervising the market itself without providing a direct guarantee to each of the assets that trade on the
market. Indeed, it is very important that far from providing a guarantee of all the assets that trade on the
money market, the central bank threatens to exclude privately issued money market assets that fail to
meet the standards of the central bank. As long as the central bank communicates clearly to the market
what those standards are and how they change over time, central bank discipline strengthens rather than
weakens the market.
As was discussed in Section IV, a very different theory of central bank liquidity grew out of the
experience of banking in the U.S. The Fed has always provided liquidity directly to member banks against
the collateral that the borrowing bank itself originated. In a financial system with this structure, there is no
money market liquidity (or intermediated central bank liquidity), but only direct central bank liquidity.
Because the central bank’s liquidity is not intermediated, it has very little control over the use of that
liquidity, and the banks that are able to borrow from the central bank can determine where this liquidity
flows. This is the type of liquidity that in the view of modern theory is provided by the central bank.
Another important characteristic of the money market modeled by traditional banking theory is that
money market assets were protected by overlapping guarantees of payment, not collateral. While it is true
that some categories of money market assets were collateralized by goods, many were not. And in all
cases, the security that arose due to the guarantee of the asset by a “good name” was considered superior
to collateral.
This traditional banking view of safe assets and how they are generated sheds light on what is commonly
called the shortage of safe assets. 153 Our prolonged experience with extraordinarily low interest rates can
be viewed as evidence that the demand for safe investment opportunities far exceeds their supply. Indeed,
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it is hard to dispute that the supply of safe assets has fallen, due a loss of confidence in the private sector’s
ability to originate safe assets subsequent to losses on many highly rated structured products during and
after the crisis. 154 On the other hand, the glut of demand for safe assets and the conundrum of low interest
rates predates the crisis, and has also been described as having induced the financial sector to create the
pseudo-safe assets that blew up in the crisis. 155
Traditional banking theory can help explain why there is a savings glut. 156 For centuries our monetary
system has relied on the ability of banks to borrow on an unsecured basis and then to extend that
unsecured debt to other borrowers. Since the early years of the current millennium, however, the cash
assets of institutions, including asset managers and corporate treasuries have been moved away from
unsecured bank and money market liabilities and into collateralized short term liabilities, such as
repurchase agreements. 157 In addition, since the crisis unsecured interbank lending markets, such as the
Federal Funds and London markets, have collapsed and been replaced with collateralized debt.158 The
shift towards collateralized instruments by both institutional cash pools and the financial institutions
themselves surely plays an important role in explaining the glut of demand for safe assets, and the
extraordinarily low interest rates that have become common.
Related to the safe assets discussion, is Gary Gorton’s theory that banks issue informationally insensitive
assets. This theory takes as its model of banking the experience of the U.S. in the late 19th century, where
there was no discount market and bank liabilities were backed by “single name” paper. Thus, Gorton
starts with the assumption that “the private sector cannot create riskless assets,” even though it is private
sector liabilities in the form of bank notes and bank deposits that circulate as money and therefore trade at
par. 159 Thus, Gorton models banking as an economically efficient confidence trick. Bank liabilities
circulate at par because their economic function is to hide the true value of the underlying assets – that is,
because the costs of determining their true value are greater than the economic costs of trading them at
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par. In Gorton’s terminology bank liabilities are informationally insensitive. Crises take place when the
assets underlying the bank liabilities have deteriorated to such a degree that it is worthwhile to produce
information about the underlying assets. In short, Gorton’s theory is that the essential function of banks is
to be opaque, so that most of the time it is less costly to trade bank liabilities at par than to determine their
true value. 160
The concept of information insensitivity requires, however, that some producers are able to borrow even
though their collateral is valueless. To explain how genuine economic value is generated from the ability
to borrow against valueless collateral, Gorton in a paper coauthored with Guillermo Ordonez assumes,
first, that the agents in their model have a production opportunity that cannot be funded on an unsecured
basis, and, second, that these agents will repay a loan secured by valueless collateral. Thus, the economic
benefit gained from “informationally insensitive” bank liabilities is that by masking the true value of the
underlying collateral, banks make it possible for agents who would not otherwise be able to borrow and to
produce, to do so.
Traditional banking theory’s rebuttal to this argument is that much more economic value can be achieved
by structuring the banking system so that (i) agents are able to borrow on an unsecured basis and are
incentivized by long-term relationships with their banker to borrow wisely, and thus that (ii) bank
liabilities are not just informationally insensitive, but genuinely as risk-free as government debt. The
London money market was designed to create just such a system.
When the broader literature on safe assets explores the possibility of privately issued safe assets, the
conclusion is typically that financial crises, though rare, involve so many failures that it is impossible for
the private sector to manage their risk, and thus the government or central bank must step in to provide
tail risk insurance. 161 This literature generally argues that the lender of last resort function of the central
bank is just one version of such tail risk insurance, and that in the modern world where markets provide a
great deal of the funding for economic activity, the central bank should step in as a “dealer of last resort,”
buying and selling private sector assets in order to support their values. Indeed, some authors have gone
so far as to claim that traditional banking theorists, such as Walter Bagehot, would support this view. 162
In fact, traditional banking theory, even as it acknowledges the need for a central bank backstop of the
money market, expressly rejects the idea that the central banks should play an active role in markets for
160
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privately issued long-term debt. Indeed, traditional banking theorists believed that financial stability
required that the central bank closely monitor and limit the types of assets that are eligible for central
bank support: this control over the assets that are supported by central bank liquidity is, in fact, the
essence of the real bills approach to banking. Indeed, because the money market liquidity supported by
the central bank eliminates price risk, it was understood that central bank support of long-term assets
would have a distortionary effect on their prices and thus promote asset price bubbles and financial
instability.
Thus, traditional banking theory’s riposte to the strand of the modern literature that advocates increased
central bank participation in long-term asset markets as a solution to the problem of asset price crashes
(without ever explaining how the fundamental problem of pricing the assets or the tail risk insurance
could possibly be solved) is that this “solution” gets cause and effect precisely backwards. Traditional
banking theory points out that the reason there is an asset price bubble that can crash is because central
bank support of banks and the money market has been allowed to leak into long-term markets supporting
an unsustainable feedback loop and bubble. According to traditional banking theory, a central bank that
seeks to avoid supporting the growth of asset price bubbles must monitor and control the degree to which
bank credit and money market instruments are being used to finance long-term assets.
Another strand of the modern literature regards the extraordinary support that central banks were forced
to provide to the private sector as clear evidence that the modern financial system is characterized by
privatized gains and socialized losses, and that this aberration demands structural reform. 163 Many argue
that the best way to stabilize the financial system is to separate the payments system – or bank liabilities
that circulate as money – from the lending process. Because under such a system bank deposits are no
longer used to make loans, such proposals are often called 100% reserve or narrow banking. Under these
proposals all loans are financed by equity stakes.
From the perspective of traditional banking theory these proposals are hard to understand. Traditional
banking theory assumes that monetary finance is an important source of the funds available for lending on
the money market, whereas narrow banking proposals seek to eliminate monetary finance entirely. Thus,
these proposals appear to assume that any economic benefits created by the early 20th century British
banking system when it used the structured interaction of banks, the discount market, and the central bank
to create money market liquidity and safe private-sector assets were relatively small, and would be
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outweighed by the benefits of avoiding financial crises. The proposals seek to eliminate money market
liquidity and replace it with a combination of government issued money and simple market liquidity. In
short, these proposals offer a clean separation between safe, publicly-issued assets and risky, privately
issued assets.
The whole point of traditional banking theory is, by contrast, to determine how to sustain a system of
safe, privately-issued assets. To the degree that it is valuable for an economy to have the ability to
generate safe assets, then surely it is worthwhile to follow the path set forth by traditional banking theory
and study the mechanisms by which safe assets can be created. In this context narrow banking proposals
can be viewed as a decision to give up on the ability to create privately issued safe assets, even if this
limits the supply of safe assets and is therefore costly. This paper argues that before choosing this path
and declaring the financial system a total failure, we should explore other options for structural reform.
VI.

CONCLUSION

Traditional banking theory’s approach to macroeconomics has three lessons for modern policy makers:
First, the liquidity that is available in money markets derives from the banking system and more
particularly from the guarantees provided by the banks and the central bank. Thus, the so-called shadow
banking system should be understood as an offshoot of the banking system.
Second, for this reason the central bank must supervise and excise control, not just over the banks, but
also over the assets that trade on the money market itself. As the financial system is currently structured
in the U.S., the Fed has too little control over the use of bank guarantees and market-making to extend
central bank liquidity support to markets, such as commercial paper and repo. For this reason, structural
reform of the Fed’s relationship to banks and money markets is necessary.
Third, central bank liquidity is destabilizing when it flows through banks to money markets and then to
long-term assets markets, including both mortgage and capital markets. Thus, the relationship between
banks and long-term asset markets, and between money markets and long-term asset markets must be
very carefully monitored to avoid monetary flows that have the effect of distorting long-term asset prices.
In short, because an important purpose of market liquidity on long-term asset markets is price discovery,
capital market liquidity is not supported by, but distorted by, the price-insensitive liquidity that in modern
markets is extended by central banks to banks and by banks in turn to money markets.
In the absence of structural reform that obstructs the flow of monetary finance into long-term asset
markets, it is not reasonable to expect macro-prudential regulation to be successful. In early 20th century
Britain the Bank of England was able to use the real bills principle as a form of macro-prudential
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regulation that stabilized the British financial system, but this was in an environment where there were
significant structural barriers impeding the flow of monetary finance to capital markets. In the U.S. in the
1920s, by contrast, there were no such structural barriers, and efforts to implement real bills-based
macroprudential regulation failed. These two examples indicate that macroprudential regulation will
prove inadequate, just as it did a century ago, and that structural reform will be needed before the U.S.
financial system can be stabilized.
Part III of this series will explore how the reforms of the 1930s were designed to address the concerns of
traditional banking theorists, and draw the outlines of a model for structural reform of the modern
financial system.
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