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Hubert Bonin, professor in contemporary economic history at Bordeaux Political Sciences Institute & Dieter Lindenlaub, researcher and economist at Deutscher Bundesbank

CENTRAL BANK FUNCTIONS & BANKING MONEY IN France & GERMANY IN THE INTERWAR

In the interwar, French and German central banks struggled with the improvement of their skills within quite different backgrounds: in the 1920s, Germany endured an acute money crisis which led to a whole reshuffling of the central bank itself (Schacht’s reforms), while France had only to go over inflationary tensions which Banque de France and the State managed with late but real success; in the 1930s, the German banking system was shaken by a huge crisis in 1931 that led to drastic measures through the joint action of central bank and the State, while France escaped to a systemic collapse although several large banks disappeared, which allowed Banque de France to react through a more diverse range of measures. Besides that strong differences, both central banks anyway had to deepen their central bank functions – even if this move didn’t start in 1919 as it took shape as soon as the end of the 19th century. But numerous attitudes, choices and decisions of this interwar period can be put in the history of the emergence of central bank functions, as the history of ‘proto-central banking’ as it prepared the creation of a central bank system that took place in the afterwar.

This chapter shows a binational study over one single aspect of central banking functions, the relations between central bank and banking economy – thus not taking in charge for instance currency exchanges matters. Both studies try to go along a comparative way, but our basic formation explains the differences in the approach of the topics, D.Lindenlaub being more fond of central banks’ point of view about the management of money, H. Bonin looking more toward the supervision of banks by central bank. The confrontation of these analysis allows anyway to precise the aspects of central bank functions linked with banking economy (particularly bank money management and banking system supervision) in that interwar. One common aspect has to be precised beforehand: both central banks asserted their independent temper in front of the State, either along their statutes or because of the characters that led them – even when high civil servants were chosen as Governor of Banque de France. One second common aspect lays with the concern of both central banks with internal currency stability, while trying to maintain a balance between contradictory requirements: to help finance the State’s treasury needs, to counter or accompany inflows of money from abroad (with their effects on money liquidities), to impulse the informal money market (money price, money liquidity) although no true ‘banking system’ gave powers to central banks to exert a wholly developed ability to act as ‘the bank of banks’ (‘banque des banques’ ).

1. Reichsbank’s objectives and their attainment
German central bank had to struggle against a huge money crisis, far most terrible than the troubles endured by the franc in 1923-1926. The very existence of a kind of monetary instrument was questioned as the German State had to build its legitimacy ? What were Reichsbank’s objectives, the attainment of which presented such difficulties that they occasioned a search for new and supplementary monetary policy instruments? The Bank Acts of 1875 and 1924 set out the tasks of Reichsbank in identical terms: to regulate the circulation of money throughout the Reich, to expedite the settlement of payments and to ensure the harnessing of available capital. 

A. The objective of safeguarding the currency

The first task was generally understood to be synonymous with the objective of safeguarding the currency. Reichsbank had always regarded the safeguarding of the monetary system or the stability of the currency as a prerequisite for a satisfactory economic development and thus as its foremost task. Less unequivocal was the interpretation of “currency stability”. Reichsbank was concerned, above all, (albeit less dominating so after the war) to regulate the circulation of money in such a way that the banknotes issued by it could be redeemed at any time against gold (and, after 1924, additionally against foreign exchange); under a global gold or gold/foreign exchange standard, the redeemability of banknotes against gold and foreign exchange also presupposed stable exchange rates. In order to ensure the redeemability of banknotes, the bank acts prescribed that Reichsbank back the banknotes which it issued with a “cash reserve” of up to one third, consisting in 1875 mainly of gold, in 1924 up to 40 % in gold and foreign exchange; in keeping with banking theory, the rest of the banknotes in circulation had to be covered by trade bills, based on an actual exchange of commodities. The minimum reserve cover for banknotes prescribed by law had to be met at all times, even during periods of extremely heavy demand for central bank money (end-of-month deadlines, politically inspired or crisis-induced demand for cash). For this reason, Reichsbank endeavoured not simply to satisfy the cover limit during normal times but to be able to post a reserve figure considerably larger than the statutory cover at all times. This explains why Reichsbank construed a decline in even high cover ratios as a warning signal when assessing the stability of the currency.

Statements by Reichsbank on the importance of price stability within the objective of safeguarding the currency cannot be found prior to World War One. Evidently, with the maintenance of a minimum banknote cover and the stability of the exchange rate, price stability – in line with the automatic gold standard and banking theories – was not thought to be imperilled. Price and wage rigidities were overlooked, and it remained unacknowledged – until the end of the great inflation of 1923 – that also proper commercial bills, which were intended to cover two-thirds of the banknotes in circulation, didn't guarantee sustained price stability at all; it escaped general notice at the time that every bill accepted already mirrored both the current and the expected inflation rate. Thus maintenance of the banknote cover appeared to offer a practical intermediary target for stabilising not only the exchange rates but also the general price level. 

All this changed after the currency had been stabilised, after the Great Inflation, in 1923 and 1924. It was not so much that Reichsbank had abandoned the upholding of a banknote cover based on gold and foreign exchange as the primary (intermediate) target and even less the case that Reichsbank was unanimous in recognising price stability as the ultimate objective of monetary policy: Some papers drafted by the Statistics Department during the process of conceptual fermentation which Reichsbank was undergoing at that time dismissed control over the price level as impossible and thus as irrelevant to the concerns of a central bank; the argument, which followed in the tradition of banking theory and was based on real economic explanations of inflation, was that changes in the volume of credit and in the circulation of payment media are not the cause but rather the consequence of economic development. Nevertheless, exertion of influence on of the general price level crops up increasingly after 1924 as an alternative means of stabilising the currency that is independent of cover ratios. In such cases the money supply took the place of banknote cover based on gold and foreign exchange as an intermediate target.      

1926 acted as a catalyst for these conceptual innovations insofar as it was accompanied by massive gold and foreign exchange inflows – with no prospect of outflows due to the automatic gold standard – which, while ensuring a high cover ratio, at the same time threatened price stability. Reichsbank’s Administrative Report for 1927 argues – entirely in keeping with the quantity theory of money – that the increased expansion in the circulation of money, “even when fully backed by gold,” must “have adverse consequences for price formation”
. In January 1928, Reichsbank President Schacht wrote to the economist Walter Eucken in a similar vein: “Gold-based inflation is just as undesirable as paper-money inflation. In my view, it is the task of monetary policy to ensure that the currency’s value remain as stable as possible not only externally but also internally. Reichsbank cannot, and should not, use the cover ratio as its sole guiding principle since otherwise industry, by increasing prices and wages, will be misled into making erroneous profitability estimates and incorrect decisions with regard to its investment and business policies, both of which will take a bitter toll when he economy inevitably undergoes a reversal at a later date.“
     

The discount policy adopted by Reichsbank during the banking crisis of 1931 was also characterised by the pursuit of a price target independent of the cover ratio: The withdrawal of foreign funds, together with the flight of capital from Germany, led to a rapid decline in gold and foreign exchange reserves. On July 15, 1931 the banknote cover fell below the statutory minimum cover of 40% and in October 1931 below 30 %. In order to ward off claims on its reserves (through bill-based borrowing), Reichsbank raised its discount rate in several stages from 5 % to an exceptionally high 15 % during the period from June 13 to August 1, 1931.  In order to revive the stagnating economy, it then proceeded to lower the discount rate further: in the period prior to December 1, 1931, only as far as 7 %; in the course of 1932 only to 4 %, which was still very high by international standards. What was the reason for this hesitation in lowering the discount rate? Apparently the international contractual obligations of German monetary policy offer only a partial explanation: The reductions in the discount rate from August 12, 1931 onwards, of course, as restrained as they were, were at variance with the mechanism for rate increases prescribed by law in the event of insufficient banknote cover; Reichsbank, however, with the consent of the Reich Government, took the view that these provisions amounted to “a reserve regulation inapplicable” to the current depression.
 Moreover it thought it quite probable that it could have obtained the International Bank for Settlements’ approval to lower the discount rate to below 5 %, which was contractually necessary in the event of insufficient banknote cover, if it had only wanted this; in course of time, it argued, the “views on the necessity of rigid cover principles” had “changed”.
 

But also with regard to its material effects, maintenance of the statutory minimum banknote cover ceased to be the main focus of attention, once the cover had been violated and the banking crisis continued its course. To be sure, insufficient banknote cover was still viewed as posing a danger to price stability since it threatened to undermine the inflation-plagued public’s confidence in the currency; Reichsbank saw the real problem in the second half of 1931 in the fact that currency and credit volumes had not adequately adjusted to the decline in economic performance. This factor, together with rigid wages and cartel prices at the lower end of the respective scales, caused the general price level to fall less than was the case abroad, a poor omen for Germany’s competitiveness in the forthcoming global economic upturn (which was expected). This was the main reason for the comparatively cautious lowering of the discount rate from August 1931 onwards and for Reichsbank’s having considered other restrictions. The Mark was to be made more scarce in order to “prevent a relative increase in the domestic price level compared with the global price level”, even if (other) major credit institutions would have, as a result, to cease making payments.
    

B. Providing inexpensive loans and the inadequacy of discount rate adjustments as a monetary policy instrument

The banking acts of 1875 and 1924 entrusted Reichsbank not only with regulating the circulation of money but also with harnessing available capital. On the one hand, Reichsbank construed this as a mandate to maintain low money market rates, i.e. by offering the most inexpensive (and stable) loans possible and through other auxiliary measures (diplomatic efforts to influence banking terms). Inexpensive loans are described as an important task of Reichsbank both in a series of programmatic essays authored by Reichsbank Board member Karl von Lumm in 1922 as well as in several papers which were written by the Statistical Department after 1924; the latter address the long-term problem of reconstructing the German money and capital markets, which had been devastated by hyperinflation. On the other hand, Reichsbank felt obliged, as a matter of principle, to make itself permanently available to the economy and, in particular, to the banks as the final purveyor of credit, i.e. to act as a lender of last resort.

These two roles - provider of inexpensive loans and lender of last resort - both of which were consistent with Reichsbank’s own understanding of its function, were capable of coming into conflict with the objective of safeguarding the currency. This had, in fact, happened. In such cases Reichsbank basically always accorded priority to the objective of safeguarding the currency. In 1912 Lumm thought that a low and stable discount rate was possible only within the limits which the Reichbank’s “obligation to redeem overnight debt” imposed on it. The reasoning after 1924 was similar. Nevertheless, the trade-off between maintaining the stability of the currency and holding the discount rate down always meant that a compromise between these two alternatives could happen. It might even be argued that the search for new monetary policy instruments was in large part an attempt to attain monetary stability without having to set the discount rate too high.  

With the passage of time it became yet more evident that in conflict situations Reichsbank would retreat from its original position of granting unlimited credit on the presentation of eligible bills. It is important to distinguish between two different types of situation: In point of fact, Reichsbank never abandoned the principle of acting as a lender of last resort during real crises, when banking panics and the collapse of the entire banking system were imminent, though in July 1931, it disregarded the principle for a month and allowed a banking crisis to occur - the collapse of the Danatbank and the subsequent “banking holidays.” Prior to World War I, Reichsbank had chosen to extend unlimited credit in certain cases where the stability of the currency was threatened yet nothing pointed to a collapse of the banking system; even at that time, however, Reichsbank had seriously questioned the efficacy of such a move. Once the inflation of 1923 had come to an end, Reichsbank, in the interests of maintaining the stability of the currency, ceased to engage in unrestricted lending. Not only the above-mentioned trade-offs but also the inefficiency of the available monetary policy instruments, i.e. the discount and lombard rates, made it difficult for Reichsbank to maintain the stability of the currency. The problem with the discount rate at which bills were purchased (the key interest rate of Reichsbank) was not only that Reichsbank did not want to set it extremely high (a conflict of objectives), but also that those changes in the discount rate which were thought to be fair did not suffice to safeguard the currency.

Reichsbank had always sought to influence the money market rates, and thus the banks’ lending activity, through its discount policy. To be sure, Reichsbank had always known that it could not choose the discount rate “arbitrarily”: if the rate were set too high above the money market rate, it risked falling completely out of touch with the money market; if it were set too far below the money market rate, it risked igniting an inflationary demand for central bank money. Since the beginning of the 20th century, however, it was never Reichsbank’s intention to simply “reflect” (konstatieren) the money market rate (as a then‑popular formula would have it), although Reichsbank itself sometimes – usually in retrospect - made such claims. Rather, it had intended from the very start to lead the money market and to influence the variables affecting stability (the banks’ volume of credit, money supply and cover ratio). From 1924 on it often intentionally held the discount rate below the money market rate. Despite efforts to adjust the discount (and lombard) rates accordingly, Reichsbank often failed to influence the money market rates and the banks’ credit volumes in such a way that its objective of safeguarding the currency – providing sufficient cover for notes in circulation or, even better, maintaining the stability of the general price level and the exchange rates - remained unthreatened.

From 1924 on, Reichsbank almost continuously faced an inability to adequately control the banks’ credit volume and thus the expansion of the money supply by means of its discount policy alone. Especially in 1926, when the discount rate was higher than the money market rate, Reichsbank was hardly able to exert any influence on bank lending at all. In other years (1924, 1927, 1929, 1931), when the discount rate was below the overnight interest rate, it thought it could counter the danger which banks’ borrowing from the central bank posed for currency stability by not only raising the discount rate but by simultaneously introducing quantitative credit restrictions. Reichsbank’s refusal in 1924 and 1931 to raise the discount rate – which would have brought it close to money market rates – in favour of other monetary policy measures (credit restrictions, exchange controls) cannot be explained without recourse to such economic considerations.

2. Money creation: the emergence of a control problem at Reischbank 

The relative inefficiency of Reichsbank’s policy had to do with the increasing autonomy of bank lending, made possible by the influx of foreign capital, sometimes by significant investment of public funds in the money market; and – most importantly – by the emergence of cashless payments (and a high concentration of banks). 

A. Creating money without borrowing from the central bank: foreign capital

When borrowing, the banks could make use of two different options to lessen their dependence on the central bank: either they could procure the cash required for payment purposes without having to resort to central bank loans at all (cash was then raised from other sources and through the sale of foreign exchange to Reichsbank), or, aided by developments in cashless payments and by the high concentration of banks, they could reduce the amount of cash they needed to borrow from Reichsbank by creating deposit money. Before the war, Reichsbank (as well as the private note-issuing banks) was not the only source of cash for banks. Reich gold coins, silver talers, and Reich Treasury notes were in circulation besides banknotes; they had not been brought into circulation by Reichsbank through an act of money creation nor had they been withdrawn subsequently. Insofar as banks were able to collect the gold coins, they did not have to rely on loans from Reichsbank to procure cash. With the adoption of he Banking Act of 1924 gold coins, taler and Reich Treasury notes were no longer recognised as means of payment. The currency changed from one in which gold circulated into one in which gold was the base. Only at that point did Reichsbank become the banks’ sole provider of cash. Gold, which had previously been used for smaller-value payments, was replaced not so much by deposit money as by banknotes, which could be obtained from the central bank through borrowing. In the process, Reichsbank improved its position in the money market. According to calculations made by Reichsbank, the amount of gold coins, which were replaced by banknotes in 1924 was equivalent to the amount of banknotes which were later displaced by deposit monies (to be discussed shortly). These factors, which, individually, could either strengthen or weaken the central bank’s influence on the money market, may have counterbalanced each other. 

At once more visible and more lasting was the problem of controlling money creation, which arose for Reichsbank from the circumstance that the banks were free to acquire funds abroad as long as the international movement of money and capital remained unimpeded. The primary reason for the inflow of foreign funds was the difference between German and foreign money market rates. Before the World War I, it amounted to between ½ % and 1 ½ %; after 1924 it was higher and in 1932 it lay between 2 and 5 %. Accordingly, foreign investors had a greater incentive to advance short-term loans in Germany after the war. Reichsbank’s means of offsetting interest-rate differences and thus the influx of foreign capital were limited. Had it set the discount rate above the money market rate - as was virtually always the case in the last decade before World War I, and after the war was markedly the case in 1926 – it would have deprived itself of any opportunity to use interest-rate policy to regulate the inflow of foreign exchange. If it had held the discount rate below the money market rate and so remained in touch with the market – i.e. if it availed itself of the opportunity to influence the money market rate – it would have been confronted with a monetary policy dilemma that easily arises for stability-oriented central banks operating under fixed exchange rate regimes with convertible currencies. If Reichsbank were to lower the discount rate in order to damp the inflow of foreign funds, it would have at the same time invigorated the domestic demand for credit – with a corresponding increase in prices. If it were to raise the discount rate in order to suppress the domestic demand for credit, it would attract more foreign capital. Even the attempt to ward off foreign fund inflows by holding the discount rate low and increases in domestic credit demand by imposing quantitative restrictions on credit, was doomed to failure; given the free movement of money and capital across borders, the banks could always compensate for the rationing of central bank loans by taking up loans abroad. Reichsbank had to come to terms with this dilemma for most of the years between 1924 and 1931 (i.e. up to the introduction of foreign exchange controls in August 1931).

Foreign loans as such were conducive to the growth of the capital-starved German economy. Without it, the rapid economic growth which Germany experienced during the last two decades preceding the world war could not have been financed. Nor could Germany have been reconstructed at the pace it was, after inflation had ravaged financial assets. These conditions made even relatively high money market rates appear desirable for Germany. The inflow of foreign capital, however, gave rise to two serious monetary policy problems. Foreign capital rendered Reichsbank’s discount rate policy inoperative. It became its rival in the money market. Instead of discounting bills, the banks procured cash from Reichsbank by selling their foreign exchange to it. It had no alternative but to pay cash against foreign exchange: If it had refused to do so, foreign capital could have been exchanged for gold abroad; Reichsbank was obliged to present banknotes at any time against gold submitted to it. Foreign exchange acquired through borrowing subsequently was sold to Reichsbank insofar as it was not used to pay imports, interest, redemptions and reparations or to stock the banks’ foreign exchange portfolios. The cash which the banks acquired through the sale of foreign exchange to Reichsbank was just as important a foundation for the creation of deposit monies as the cash procured by discounting bills. At the time Reichsbank President Schacht even went so far as to describe foreign capital as the “second Reichsbank.”
 Reichsbank rightly rejected the argument – raised from the national economic standpoint as well (e.g. by Walter Eucken) – that the increase in the money stock and in the general price level brought about by the influx of foreign currency was merely temporary since the flow of cash and transfer payments would ultimately balance. Instead, it reported in 1928 and 1929 uninterrupted capital imports dating back to 1924 and emphasised that the prices and wages fixed by cartels made it difficult to lower the general price level once it had risen. It formulated a directive “to accept foreign capital only at a pace and to an extent that does not cause the general price level to rise further.”

Foreign capital posed a further, more specific problem for a paper currency backed by gold and foreign exchange. If foreign capital held over the short term were to be withdrawn suddenly during an economic crisis or for political reasons, Reichsbank would, of course, not be the only source of gold or foreign exchange but certainly a major one. It would have to exchange gold and foreign currency against its banknotes, and it performed this function de facto also in the years between 1924 and 1930, before the redemption obligation prescribed by the new banking act took effect. A violation of the minimum gold (and foreign exchange) cover for banknotes required by law now seemed imminent. Reichsbank had always been mindful of this danger: after 1924 it was embodied by the withdrawal of gold and foreign exchange in 1927, 1929 and 1930. In a letter addressed to the Chancellor of the Reich and dated August 15, 1927, Reichsbank pointed out that a withdrawal of only Reichsmark 1 billion would oblige the central bank, if it were to maintain its banknote cover, to recall banknotes totalling Reichsmark 2.5 billion (the total value of banknotes in circulation was Reichsmark 5.3 billion in 1927) - with unthinkable economic and social consequences. In spring it estimated the extent of foreign borrowing by German banks not backed by gold and foreign exchange reserves to be Reichsmark 4 ½ billion. The withdrawal of gold and foreign exchange from Germany during the banking crisis of 1931 showed Reichsbank to have been correct in its projection. 

In order to avert risks to stability, Reichsbank had endeavoured to stem the inflow of foreign capital in several ways, using exchange rate policy, capital restrictions and moral suasion – albeit with very limited success. In vain it warned the banks to be cautious when accepting foreign capital. In the spring of 1926, 20 % of the capital held as deposits by German banks originated from abroad; on November 30, 1929, this figure was 50 % for banks issuing bimonthly balance sheets. In August 1931, Germany, recognising that fixed exchange rates and the free movement of money and capital across international borders are inconsistent with an autonomous national monetary policy, solved the problem by abandoning the principle of free capital transfers in favour of exchange rate controls.  

B. Deposit money creation accompanied by limited cash demand: cashless payments and the high concentration of banks

Reichsbank’s influence on the creation of money was also weakened by the banks’ ability to create deposit money. The consequences to be drawn for monetary policy from deposit money creation were the main issue governing the interaction between the central bank and the commercial banks in the first third of the twentieth century. In 1883, the average value of banknotes circulated by the note-issuing banks (Reichsbank and private note-issuing banks) amounted to Mark 993 million, compared with deposits of Mark 749 billion held at joint stock credit institutions (end-of-year figures); by 1930 the value of banknotes in circulation had rose to Reichsmark 4.9 billion while sight and time deposits had climbed to Reichsmark 14.5 billion. Deposit figures cannot be compared in a detailed fashion; not all these accounts are deposits in the true sense of the term. Nevertheless these figures indicate the extent to which the creation of deposit money by the banks had taken the place of cash issued by the note-issuing banks, i.e. how loose the relationship between money creation on the part of the banks and that of Reichsbank had become. The emergence of cashless payments and the movement towards higher bank concentrations in the banking system made it possible for the commercial banks to become increasingly less reliant on notes issued by Reichsbank; the fact that banks tended to make excessive use of the opportunities for money creation thus available was due to the continuously high – and after 1924 even higher – demand for loans in a relatively capital-strapped country and the fierce competition among credit institutions. 

Cashless payments occupied an exemplary status among the Reichbank’s business activities. Unlike French and English central banks, Reichsbank had always executed a considerable percentage of the cashless payments itself: in the form of transfers between accounts, which it held for banks as well as non-banks, or in the course of collecting and (after 1883) clearing cheques and similar instruments. Access to this service was conditional on the account-holder maintaining a minimum interest-free balance. As a result of a drive to expand its network of branch offices, Reichsbank was able to establish a giro system covering all of Germany (in 1876 there were 201 branch offices, in 1908, 493, and in 1930, 456). By 1927 giro and clearing transactions took up a third of Reichsbank’s personnel and a large portion of its expenditure. At the beginning, it had a virtual monopoly on transactions. Since the turn of the century, however, various banking groups had cultivated their own giro clientele and it saw itself increasingly consigned to the role of a supreme authority charged with settling giro transactions among different groups of clientele: in 1908-1909 the Reich postal agency introduced its own checking services and savings banks were authorised to develop cheques and giro transfers with the Deutsche Girozentrale, founded in 1918, as a key tool. In 1927 five self-contained giro systems existed in Germany: Reichsbank with 45,000 account-holders, the Reich postal agency (approximately 1 million), the communal giro organisation based on the savings banks (approximately 1 million), the German cooperative syndicate (Genossenschaftsring) and the cooperative giro network of the Dresdner Bank. These, in turn, were independent of the giro networks which each of the five leading Berlin-based banks had built up for itself. The giro networks of the major banks developed all the more vigorously, the more these major banks were exposed to the process of concentration. The number of giro account holders at Dresdner Bank rose from 179 567 in 1912 to 338 494 in 1929; at Deutsche Bank (especially after a 1929 merger with the Disconto Gesellschaft) this figure rose over the same period from 268 812 to 800 000.

By expanding giro transfer and settlement operations, Reichsbank was carrying out tasks conferred upon it by banking legislation: to harness available capital and to facilitate the settlement of payments. But cashless payments were notably also meant to facilitate compliance with statutory banknote cover regulations, given skyrocketing demand for loans and in - in contrast to this - scarce gold reserves: they were intended to cause cash to be superseded by deposit money, for only banknotes were required by law to be covered by gold (and foreign exchange), and not deposit money. However, there was a monetary policy drawback to using cashless payments and the concentration of banks to reduce the volume of cash. The significance of the one medium of payment with which the central bank, by issuing it, could by itself influence the credit volume, the money stock and the price level (namely cash), was thus diminished. Cashless payments led to the money given to the banks for their cash holdings being withdrawn less and less in the form of cash but instead being transferred from one account to another without the involvement of cash. This relieved banks of the need to hold large reserves of cash. The low volume of cash actually needed to make payments made it possible for banks not just to lend part of the money they were entrusted with but also to grant loans by granting bank credit lines, thus acting as creators of money. The amount of cash needed for outpayments in this form of lending was, in relative terms, all the lower, the larger the individual bank or organisation of credit institutions and its giro or branch networks were, the more intensive the business relations of the account-holders were, the more the members of the organisations of credit institutions (like the regional giro institutions in the communal giro organisation) granted credit to one another — and the more the banks were able to count on being able to obtain cash from the central bank via discount or lombard borrowing whenever necessary. 

The declining need for cash cut into Reichsbank’s influence on the supply of currency across the board. This influence was hampered even more by shifts in the structure of payment media over the course of the business cycle: in the first phase of the cyclical upswing Reichsbank had only a limited impact on banks’ lending activities, since lending that went into investment and the procurement of commodities (or also – as in 1927 – into purchasing securities) required relatively little in the way of cash. During the economic boom – given full employment and a large turnover in retail trade – the need for cash rose. However, the central bank had inhibitions about taking advantage of its increased opportunity to stem the preceding expansion of credit “so as not to give rise to the danger of the whole banking system collapsing”.
 The inability of Reichsbank to influence the expansion of bank lending evenly over the business cycle was joined prior to the war by uneven recourse to Reichsbank over the course of the year. It was normal to pay rents, social security contributions, fees, mortgages, salaries, and sometimes also wages on a quarterly basis and in cash; in autumn and winter payments for harvests and Christmas had to be made in cash. The banks, whose cash reserves were inadequate to make these payments, came up with the necessary cash at the end of each quarter by submitting bills of exchange to Reichsbank; after those dates, money flowed back to Reichsbank. Therefore, the cash cover of banknotes plummeted at the end of each quarter, increasingly in line with the banks’ declining cash liquidity. After the war, the problem of seasonal fluctuations in recourse to Reichsbank solved itself thanks to changes in payment habits: civil servants’ salaries, rents, sometimes also mortgages, were no longer paid quarterly but instead monthly.

The growing disparity between the banks‘ lending volume and the banknote money being created by Reichsbank, and the concomitant loosening of the credit institutions’ dependency on Reichsbank, were reflected in the development of cash liquidity. The German credit institutions’ cash liquidity (mainly cash holdings, foreign currency and giro balances held at Reichsbank as a percentage of total bank deposits) went down continually since the 1890s. The major banks’ cash liquidity was 14,6 % at the end of 1895, 6,1 % in 1924, and 3,5 % in 1932; for the head institutions of the savings bank organisation, the Land banks and the regional giro institutions, for which statistics are available from 1924 on, these percentages were even lower. The average annual values were even lower than the end-of-year values. Reichsbank was of the impression that the cash reserves maintained by the commercial banks were just large enough to cover their average daily needs or even adequate only for days on which a bare minimum of cash transactions took place, and did not suffice when confronted with an even slightly greater demand. It saw in its diminishing control over the banks’ creation of money, as reflected in their steadily decreasing cash liquidity, a two-fold problem. First, it observed with general concern that the depository institutions had “usurped the ability to create additional purchasing power which had formerly been the sole province of the central banks” and had, in so doing, made themselves into “factors of far-reaching economic importance”.
 It pointed out that “an excessive increase in ‘written money’” exerted “the same effect on the price level” as “an excessive increase in banknotes or paper money”.
 These reflections on the need to control money creation went far beyond addressing those problems associated with a reserve-backed currency. A second problem arose from the conflict between the banks’ low cash liquidity and the banknote cover required by the gold (and foreign exchange) standard: If, during a banking panic, the general public withdrew large volumes of funds from their accounts, the banks were obliged to procure the necessary cash from the central bank. If the central bank then acted as a lender of last resort, the amount of currency in circulation could be slightly higher than what the statutorily prescribed gold-and-foreign exchange cover would allow. This is, in fact, what happened during the banking crisis of July 1931. The reason that the banknotes were insufficiently backed at that time was that the central bank was faced with a demand not only for gold and foreign exchange but also for banknotes. This is borne out by a simultaneous rise in banknotes in circulation and a decline in the cover ratio, particularly at the end of June 1931. 

In the 1920s Reichsbank considered the violation of reserve requirements stemming from the creation of deposit money “the most dangerous aspect of our current situation and of the modern system of lending in general”.
 It was not only aware that cashless transactions were replacing part of the volume of banknotes in circulation, thus making it easier to comply with cover requirements (and increasing efficiency, as well); it also recognised that they were simultaneously increasing bank loans, which made it difficult to comply with those same requirements on “major payment deadlines”, thus threatening the currency. In response to these opposing tendencies, Reichsbank attempted, on the one hand, to lend substantial support to cashless transactions and to develop, on the other, a new set of instruments that would control the creation of deposit money which these transactions had encouraged. 

C. The search for a more efficient means of controlling money creation 

How could a particular discount rate, perceived in itself to be adequate, be used to affect money market rates and the amount of credit extended by banks in a way that would ensure that the objectives of safeguarding the currency and maintaining low interest rates were, in fact, attained? All endeavours which Reichsbank undertook to this end (with the exception of its open market policy) constrained both the ability of the banks to act and their margin of return and thus met with resistance. I shall turn my attention, first, to Reichsbank’s efforts to enhance the discount rate’s efficacy as an instrument of monetary control by expanding its direct business and dampening the competition among banks. Since its inception, Reichsbank - like the Banque de France and unlike the Bank of England, which functioned exclusively as the “banker’s bank” - had extended credit not only to banks but also directly to non-banks. Reichsbank retained this "mixed system" until its demise. It justified its direct business with non-banks on the grounds that only this immediate contact with the economy provided the Bank with insight into commercial borrowing needs and with the requisite basis for discount policy. In this connection it is important to note that the credit assessment performed by Reichsbank had actually been rendered superfluous inasmuch as the banks (which presented the bills of exchange to Reichsbank for rediscounting) took on assessing creditworthiness. Further, the Bank’s insistence that the backing for each bill of exchange be examined can only be explained in terms of the  – erroneous – assumption that safeguarding the currency consists not only in ensuring that the total supply of money and goods develop in proportion to one another but, more importantly, in ensuring that every particular bill of exchange has its origin in an exchange of goods. This assumption, with respect to its influence on monetary policy, was only abandoned after World War II.

Reichsbank saw in direct business not only its informative value but also the sheer quantitative contribution it could make to expanding the volume of bills in its own hand. It considered it an indispensable prerequisite for an effective discount policy that it held a large share of Germany’s total number of bills of exchange. The Reichbank’s purpose, however, in increasing its direct business was not simply to heighten the general efficacy of discount policy; direct business was also assigned the specific task of expanding credit volume in times of economic downturn - when the banks no longer had recourse to Reichsbank - within the framework set by the laws governing banknote cover. Thus the rationale behind the Bank’s conduct of direct business reflects the dual nature of its policy objectives, its aim of stabilising both the currency and the economy.

The relevant figures, which are not available in great number, indicate that the share which direct business occupied in Reichsbank’s total discount business and Reichsbank’s share in the total number of bills of exchange in circulation in Germany changed in tandem. Its share in the average annual volume of bills in circulation in Germany fell from 17,8 % in 1905 to 13,4 % in 1913. After the end of the period of hyperinflation in 1923, the percentage of direct business rose to 46 % by 1929, only to fall to 11,8 % by 1933; Reichsbank’s share in the total volume of bills of exchange in circulation rose to 22,4 % by 1927. Still its relatively strong position on the money market before 1907 and from 1924 to 1929, reflected in a relatively large share in the total volume of bills in circulation, by no means enabled it to mould discount policy to conform effectively to its objectives: for Reichsbank, the large share which it had in the total volume of bills of exchange prior to 1907 was just as inopportune as the declining share afterwards. It was more an expression of weakness than of strength on the part of Reichsbank insofar as it rested on the inflationary purchase of financial bills and bank acceptances, neither of which was backed by an exchange of real commodities and most of which had evidently been acquired by non-banks directly. Another reason for this development was presumably the self-serving actions of branch office heads, which received a share in the interest income from discount business. The maintenance of the banknote cover and thus monetary stability appeared to be threatened. Thus from 1907 on Reichsbank was actively involved in “cleansing” its bill portfolio of the aforementioned bills.

In the period following 1924 as well, direct business, which was again flourishing, failed to significantly improve the efficacy of discount policy. Most importantly, it failed to address the main problem, which was to curtail the banks’ ability to create money; even after 1924 the cash liquidity of the banks continued to decrease. Despite fluctuations in the volume of direct business, the search for additional instruments to limit the creation of money continued unabated. Attempts to assess the efficacy of the Reichbank’s efforts to moderate the interest-rate competition among banks suggest a similar conclusion. Although it succeeded in bringing the banks to sign a series of competitive agreements linking the rates charged for credit in current account more closely to changes in Reichsbank’s discount rate, these agreements did not allow the Bank to bring the creation of money under sufficient control. 

At the instigation of Reichsbank, a conditions cartel was established in 1913, in which the banks agreed to (elastic) debit-interest floors and deposit-interest ceilings. Reichsbank’s primary purpose in imposing this constraint on banking competition was to enhance the profitability of the banks. In this way, the banks were to be compensated for the revenue cuts which would result from the increase in cash liquidity now urged on them by Reichsbank and to be explained in depth later. The agreement failed to bring about the desired results, both in respect of fixed interest rates (they applied only to certain operational areas and the number of non-participants was large) and of the increased cash liquidity of the banks; consequently, Reichsbank was obliged, in the case of the latter objective, to resort to new measures. Once the period of hyperinflation ended in 1923, Reichsbank’s efforts to encourage interest-rate agreements among banks were motivated almost entirely by its interest in lowering rates. Its objective was to hold down money market and capital market rates and thus stimulate the economy without having to lower its own discount rate too much, on pain of imperilling the currency. The years following 1924 are replete with efforts on the part of Reichsbank to persuade first the Association of Berlin Banks and then the regional and local banks in the German Reich to formally consent to lower their lending rates. In 1925 the members of the Berlin Association agreed to fix the rates charged for credit in current account at a mere 2 % above Reichsbank’s discount rate. On April 1, 1926 they cut the difference down to 1 %. Other central associations endorsed this cartel policy as well but with only limited success. Reichsbank concluded that the competition for bank deposits had held the deposit rates too high, thus preventing the lending rate from attaining a maximum distance of 1 % from the discount rate. As a result, it changed its strategy and attempted to lower lending rates by reaching agreements on deposit rates, i.e. indirectly. In the winter of 1930/1931 and the spring of 1931, it succeeded in extracting from credit institutions in the eastern provinces of Germany a series of agreements that placed a ceiling on deposit rates. In the western provinces, similar efforts came to naught. When in the summer and autumn of 1931 interest rates climbed to new highs, these interest-rate agreements collapsed. Empowered by the Fourth Emergency Decree of December 8, 1931 on the lowering of production costs, the Reich government introduced measures intended to hold down lending and deposit rates. 

Fixing of lending and deposit rates, either by means of cartel agreements or through governmental agency rulings, remained in Germany until 1967; only then did the notion that banking competition might provide a more adequate means of narrowing interest-rate margins and transmitting the interest-rate decisions of the central bank gain sufficient acceptance to influence monetary policy. But also in the years immediately preceding World War II and under the Weimar Republic, the constraints placed on banking competition did not render further consideration of the problem of how to safeguard the currency (and to hold down interest rates) unnecessary. These competitive constraints, figured just as little, as an possible alternative, as did direct business in such considerations which envisaged controlling the banks’ creation of money through the introduction of quantitative credit restrictions and minimum reserves.

Before World War II, Reichsbank, which, unlike the Bank of England, was committed to the banking principle rather than the currency principle, extended an unlimited line of credit to the banks. This changed in 1924 once the hyperinflation came to an end. Reichsbank ratio​ned its rediscount credit in April 1924, in May 1929 and in June and July 1931. In May 1927 Reichsbank succeeded in getting the banks to accept credit ceilings by raising the spectre of rationing. In autumn 1931 it considered introducing another restriction on credit but did not implement it. After the period of hyperinflation had come to an end, Reichsbank was more generous in advancing loans than was consistent with the objectives of price and exchange-rate stability: between February and well into the first week of April 1924, wholesale trade prices rose by 19 %; on April 7, 1924, the Mark’s exchange rate with the dollar was 11 % below parity. Under these circumstances, Reichsbank did not believe that it could restrict borrowing by the general public – especially that of speculators who were anticipating a further depreciation of the Mark – by raising the discount rate. Moreover it did not think that the economy could sustain a discount rate that was roughly comparable to open market rates. For this reason it decided, in early April 1924, to hold the discount rate at 10 % but to scale back the overall volume of discount credit to its level as of April 7. This is not to say that all borrowers retained the same amount of credit as they had on April 7; instead, Reichsbank redistributed its loans: It granted its discount facility to economic sectors that were considered vitally important (agriculture, the food, drink and tobacco industry), the export industry and large-scale labour-intensive enterprises at the relatively inexpensive rate of 10 % (money market rates were for a long time twice as high, sometimes even several times higher). 

The general price level and exchange rates did, in fact, stabilise (the former having benefited, for example, from the depletion of warehouse stocks); the foreign exchange portfolio of Reichsbank was replenished by inflows of foreign assets in the wake of the Dawes Agreement. From September of 1924 onwards Reichsbank eased its quantitative credit restrictions in a series of stages (by increasingly discounting bank acceptances again, for example); by the end of 1925 these restrictions had been almost entirely lifted. The credit restrictions became all the more ineffective, the more banks and businesses were able to obtain foreign loans again (and to convert these funds into Marks or Reich Marks through Reichsbank). Despite these credit restrictions, the volume of banknotes in circulation rose in the period from April 7, 1924 to June 6, 1925 from Goldmark 1 106 billion to Goldmark 2 488 billion. From the summer of 1925 onwards, the quota allocations which Reichsbank had set for borrowing were no longer fully utilised (not least on account of the incipient recession); in September 1925 the overnight market rates once again fell below the Reichbank’s discount rate (which at that time was 9 %).

In the spring of 1927, Reichsbank had particular occasion to concern itself with its two long-standing problems: the creation of money by the banks and that of the “second Reichsbank”, i.e. foreign loans: The banks were making their cashless credit and the funds that they had borrowed abroad and converted into Reichsmark through Reichsbank increasingly available to stock exchange speculators. The expansion of credit had made the banks’ cash liquidity decline even further (in 1927 the cash liquidity of the major Berlin banks fell below 3 % for the first time). Moreover, short-term foreign loans threatened to violate the minimum banknote cover prescribed by law, if for political reasons they should ever be recalled. Reichsbank perceived a potential threat to the currency in both developments. Reichsbank initially ruled out the possibility of raising what was, at 5 %, a low discount rate since this would only have attracted more foreign funds, and speculators in securities would also have paid any price for domestic funds. Instead Reichsbank​ President Schacht pressured the banks to raise their cash liquidity by cutting back on loans for financing stock exchange dealings. The members of the Berlin Bank Association thus decided on May 12, 1927 to reduce their loans to stock exchange participants by 25 % by mid-June of 1927. Schacht, inspired by similar negotiations that his predecessor Havenstein had conducted in June 1914, probably assisted the adoption of this resolution by announcing that he would make the granting of loans to banks conditional on their cash liquidity in future. Nevertheless, the banks appear to have supported the resolution of the Association also out of personal conviction (i.e. in full awareness of the fact that low cash liquidity constitutes a monetary policy problem).

The effect of placing a credit ceiling on the stock exchange was to drive share prices down by between 30 % to 40 % in one day - May 13, 1927 or "Black Friday". It is still a matter of some controversy whether the restriction on loans to finance stock exchange dealings and the subsequent stock market crash destroyed the confidence of foreign investors over the long run or whether they simply brought share prices down to a level where they once again stood in a reasonable relation to corporate yields (or both). As far as Reichsbank’s declared objectives were concerned, loans both to banks and for the purpose of financing stock exchange dealings declined in the short term (contango, or carryover, loans decreased by 31,5 % between mid-May and mid-June); Reichsbank refrained from setting a new credit ceiling. The cash liquidity of the major Berlin banks likewise rose slightly only in the short term (from 2,8 % on April 30 to 3,4 % on June 30, 1927). Foreign loans were withdrawn, with the result that Reichsbank did then, in fact, raise the discount rate: it was raised to 6 % on June 10, 1927, and to 7 % in October 1927.

In the spring 1929, it was forced to acknowledge that its attempts to maintain the statutory banknote cover of 40 % had been severely undermined: as a result of the withdrawal of foreign exchange reserves this cover fell from 58,5 % in December 1928 to 56,4 % in March, and to 43 % in April 1929. The main reason for these withdrawals of foreign exchange – apart from an import surplus and cash transfers by the reparation agent - was the uncertainty surrounding the outcome of the reparations conference in Paris: France took balances out of Germany; banks and businesses in Germany sought to protect themselves by accumulating foreign exchange, which they acquired by presenting bills of exchange to Reichsbank (and not by offering cash). The banks’ stock of foreign exchange and the Reichbank’s portfolio of bills of exchange grew in tandem. After it raised its discount rate from 6 ½ % to 7 ½ % on April 25, 1929 and the banknote cover continued to decline, it decreed in early May that the prevailing rediscount credit – the individual components of which were addressed separately - be lowered by 25 % to protect the cover of notes in circulation. In actual fact, the banks were obliged to curb their lending and to set their lending rates at 2 %, rather than 1 %, above Reichsbank’s discount rate. Bank deposits declined, cash liquidity rose, albeit only marginally and temporarily in both cases. As the Paris conference proceeded to create renewed certainty about the future of reparation payments, foreign exchange began to flow back to Reichsbank as well, while its portfolio of bills of exchange declined. There was an improvement in the situation with regard to gold and foreign exchange reserves needed to cover the banknotes in circulation; banknote cover rose from 43,7 % in May, reaching  50,6 % again in August 1929. The credit restrictions were lifted as early as June 1929.

The credit restrictions which Reichsbank introduced in June and July of 1931 were a repetition of the credit rationing which it had undertaken in 1929 to maintain the cover of notes in circulation, albeit far more dramatic and far more momentous in their consequences. They represent Reichsbank’s most determined lending-policy intervention in the German banking crisis of 1931. Confidence in the German currency was shaken abroad, then at home, by the fear that German banks might become insolvent in much the same way as the Österreichische Creditanstalt in May 1931, by reports to the effect that major enterprises were suffering life-threatening losses – the last one on the Norddeutsche Wollkämmerei having appeared on June 17 (the Danatbank being the creditor) - and growing mistrust of the German Reich’s solvency (especially with regard to reparations). Starting in May 1931 substantial amounts of capital began to leave Germany; in mid-June capital flight broke out within Germany as well. The banks procured the necessary foreign exchange from Reichsbank – again in some cases by presenting bills of exchange. Raising the discount rate from 5 % to 7 % on June 13 did not prevent the banknote cover from falling almost to the statutory minimum of 40 % on June 19. Among other measures it adopted, Reichsbank responded on June 21 by lowering the quota allocations for borrowing back to their level of June 19 – first as they applied to the provincial banks and then on July 10, once the prospects of receiving loans from foreign central banks had finally come to nought, also as they applied to the major Berlin banks. 

These measures had far-reaching implications. For the first time, Reichsbank allowed a banking panic to occur – for the good of the currency and in the interests of restoring confidence in the currency. Just as it had tightened credit restrictions once before despite the protest of bankers, it now refused to make any further loans to the insolvent Danatbank; as a result, the latter had to close its doors on July 13. The Reich government countered the public run on the other banks that immediately ensued (which now also included withdrawing of Mark balances) by declaring the next two days to be bank holidays (July 14 and 15, 1931). Within a few days, the major Berlin banks had become candidates for rehabilitation under the Reich. As early as July 31, however, Reichsbank dropped all the credit restrictions it had imposed on the banks; nevertheless, it was in a position to do so only because the outflow of foreign exchange had been significantly stemmed by the progressive introduction of exchange controls since July 15; in the process the gold standard had been abandoned.

It now reversed its lending policy: In keeping with the old Bagehot rule, it would now extend credit unstintingly, but at high cost. It re​discounted (and discounted) not only fair trade bills but also the bills of ailing commercial banks, savings banks and cooperatives, which had been considered illiquid but, had been rendered eligible for borrowing from Reichsbank by the fact that the new  Akzept- und Garantiebank had accepted them. By the end of 1931 such illiquid bills accounted for 60 % of the Reichbank’s bill portfolio. The banknote cover now fell dramatically below the statutory minimum; by the end of December 1931 it had declined to 24,2 %. Reichsbank had engineered this expansion of credit, although it recognised how problematic it was. It realised that this expansion was responsible for the fact that the supply of money in circulation and the production of goods had failed to grow in proportion to one another and that this was the reason why the general price level in Germany had not fallen sufficiently to improve competitiveness. It again took up the idea of inducing a shortage in discount credit by administrative means, knowing full well that some major credit institutions might become insolvent. Reichsbank did not, however, pursue this idea further, apparently because it knew from experience that it was incapable of administratively earmarking loans for certain purposes (i.e. for the purpose of directing capital away from monopolised industries or away from those sectors of the economy thought to be ailing).

A comparison of the events described above suggests the following conclusions. Reichsbank always resorted to restrictive measures of a quantitative nature in those cases where it no longer thought itself capable of safeguarding the stability of the currency by simply raising the discount rate accordingly. It understood monetary stability to be synonymous with the maintenance of a statutory banknote cover or with the stability of the general price level. The presentation of bills of exchange by the banks, which Reichsbank sought to inhibit by rationing credit, encouraged the acquisition of foreign exchange (1929), the expansion of domestic lending (1927) or both (1924, 1931). Reichsbank‘s refusal in each case to raise the discount rate too precipitously was connected with its objective of maintaining low interest rates, which it pursued in the interests of reviving the economy, too. Reichsbank was certainly alert to the problems involved in apportioning credit by administrative means, i.e. “arbitrarily”, rather than on the basis of price; this was the reason why, in each case, Reichsbank was reluctant to apply rationing as a policy instrument except as a last resort. In choosing to ration credit, Reichsbank abandoned its previous (real bills) policy of acting as a lender of last resort on presentation of legitimate bills of exchange. This decision resulted only once in a banking panic, in July 1931. The central bank’s credit restrictions were able to curb commercial bank lending only as long as interest rate changes had no effect on international capital flows. Thus in 1924, 1929, and 1931 confidence in the German currency had been so shaken that even high discount rates could no longer attract funds from abroad or hold local funds in Germany. Where such losses of confidence fail to disrupt the flow of foreign exchange, quantitative credit rationing can curb bank lending, if at all, only in those cases where the banks impose these restrictions on themselves; an example of this is the credit ceiling of 1927. At best, credit restrictions succeeded in stabilising the banknote cover and the general price level, curbing the volume of credit and raising the cash liquidity of the banks only over the short term; in other words, they failed to address the structural problem, i.e. the inability of the central bank to exercise sufficient control over the banks’ creation of money.

4. Banque de France’s role in sustaining the liquidity of economy

All along the period, Banque de France had to assert itself more and more as the main supervisor of the economy liquidity, through the refinancement of banks and rediscounting. It assumed enlarged tasks of managing money moves – in parallel with the managing of currency problems too of course, which we don’t evoke in our text.

A. Central bank functions and the liquidity of economy in the 1920s

Banque de France had to preserve a delicate and subtle balance between the various central bank functions: currency management and exchange, banknotes management, French banking economy supervision as ‘banque des banques’. It had to provide French economy with liquidities and favour banks’ credits through refinancement without spurring excessively banks or companies overborrowings.

Even if France wasn’t promised to the inflation upsurge endured later by Germany, the 1919-1920 move towards a fast growing monetary stock was perceived as dangerous by numerous economic managers: they felt that speculation, excessive commodities storage, order booms, feeded risks of overheating. Without conceptual means for conjonctural fine-tuning management, Banque de France assumed however with lucidity and responsibility some central bank functions of putting brake on money creation. Governor Robineau thus elevated Banque de France discount rate in April 1920, which enticed banks to put brakes on their own credit policy and on their discount of bills that were issued through interentreprises credits. The whole chain of credit was thus constricted, which contributed indeed to the recession of 1920-1921, but helped too to prevent French economy from hyperinflation. In fact, the rationalisation of that tactics was developed a posteriori in 1922, when Robineau’s measures were praised as they had expressed the function of safeguarding over economic conjuncture. Banque de France was posed then as some ultimate source of intelligence, as a kind of ‘wise man’, that function of ‘Cassandra’ being more and more introduced in central bank functions. But the central bank’s tools remained somehow ‘craftsmanlike’: the discount rate was kept somehow high, while no quantitative ceilings were imagined; Banque de France tried to harden its assessment criteria about the quality of bills presented to its rediscount. Conversely, Banque de France alleviated its credit restrictions during the following recession as it provided ‘liberal’ rediscount to banks, especially about ‘papier de credit’, bills representative of drafts instead of commercial exchanges. The 1920s were thus a key period when Banque de France asserted its central bank functions of global economic liquidity management through the management of credit liquidities, particularly through ‘banking money’ (monnaie scripturale).

The upsurge of commercial credit in the years 1923-1924 that accompanied the economical boom (reconstruction and exports) was spurred by Banque de France which provided liquidity through liberal rediscounting, especially as soon a short upward move of the franc began to dry up export orders during the first quarter of 1924: this injection of credit helped to maintain growth as large banks (besides Crédit lyonnais) had exceptionally to present paper to Banque de France rediscount. In the meanwhile, all along 1924 and 1925, Banque de France went on refinancing regional banks and some young national banks (Banque nationale de crédit and Banque privée) in order to keep them active in favour of enterprises and to preserve these latter from the effects of monetary fluctuations.

	Banque de France’s discount portfolio (hundreds millions FRF)

	7/8/1914
	4 282

	3/12/1920
	3 660 (maximum of that year)

	1/6/1921
	2 603

	6/1922
	1 973

	25/4/1923
	2 446

	Yearly average in 1923
	2 808

	2/4/1924
	5 945 (maximum of that year)

	2/4/1925
	6 558 (but with one billion for the count of State Treasury)

	15/5/1925
	4 513

	5/8/1926
	7 864

	1/9/1926
	4 808

	1/11/1927
	1 387


Anyway, in 1924-1926, the inflationary mood of French economy enticed Banque de France to harden here and there its credit conditions : the rate of credits on stocks (avances sur titres) was thus raised from 7 to 8 % on 11/9/1924 as borrowers used thereafter that money to buy stocks on the financial market which provided a higher return… But such measures were only fragmentary as Banque de France had to refinance economy in order to preserve its global creditworthiness (‘crédit public’) at a time when opinion mood was volatile: enterprises suffered from price inflation, which got commodities and raw material imports more expensive, wages and taxes raises, etc, whereas they couldn’t call for securities issuings because of investors’ timidity. Banque de France followed then the conjuncture move instead of trying to appear as the last barrier against inflation: we must not forget that, parallely, it financed directly the State through notes issuing (by providing high sums to the Treasury in 1925-1926, sometimes above the official ceilings). We can imagine a scheme along which Banque de France would have reduced bank money creation in order to compensate banknote money creation, but we don’t perceive such a monetary policy in Banque de France archives. Instead, Banque de France refinanced at maximum several large banks enduring treasury crisis and thus helped flourish the economic easiness mood of that time. 

Anyway, under that appearance of benign neglect policy, the new governor Moreau imposed strict measures that could be gathered within our topics about central bank functions  and about money control. In 1925-1926 indeed, Banque de France required more and more from its customers to respect rules of liquidity: it advised banks to enlarge their cash accounts in their balance sheet; and it imposed them to reduce the volume of ‘financial bills’ (‘papier de crédit’, or, so called too: ‘papier de mobilisation’ or: ‘papier de commandite’) representative of the mobilisation of drafts in favour of ‘commercial bills (‘papier commercial’). This turnover was some kind of money control policy as it tended to get a ‘sane’ proportion of risks within Banque de France and within banks too: they were invited to suggest to their customers to consolidate their own financial structures, through securities or bonds. Among the total amount of Banque de France rediscount, the part of commercial bills grew from 51,5 % to 28 % between February 1925 to September 1926 - even if this policy was severely shaken during the banking and trust crisis of 1926 summer, as a sudden inflow of liquidities had to take shape in order to rescue banking economy (see above). Thus, at the end of 1928, nearly no bank customer of Banque de France called for its rediscount for ‘papier de crédit’, especially among provincial Banque de France branches (with an amount drifting from still 55-77 millions FRF – it depends on statistics figures - in 1927 to 0 in 1929). 

Moreau’s policy lasted his departure from Banque de France, but his successor Moret benefited with the input of liquidities into economy by the booming conjuncture in 1928-1930 and somehow by the inflow of foreign currencies toward France – even the large part of these currencies were changed in gold whole this gold amounts were deposited abroad, thus reducing the propension towards money creation. Numerous banks that required high level refinancement by Banque de France crushed their debts and were able then to finance their credits through their own resources. The type of banking economy that developed for some semesters reduced the part of Banque de France as key refinancier of banks: this central bank function tended to vanish (temporarily)… Banks worked generally without Banque de France, what was called at that time ‘hors Banque’ (outside Banque de France’s refinancement), which reduced the ability of central bank to control banking credit, either quantitatively or qualitatively. We can pretend that the turnaround occurred when financial mobilisation bills disappeared form rediscount in favour of commercial bills resulted equally from Banque de France’s money banking policy and from the evolution of money markets!

At that time however no idea appeared by Banque de France to introduce new rules of bank money supervision. Conversely to Germany projects – but achieved only partially in 1934 and really not after Second World War -, central bank functions didn’t include the management of bank money market through the introduction of compulsory deposits, official ‘reserves’ at Banque de France on special accounts; banks entertained deposit accounts at Banque de France, but only along their day to day needs for the management of their availabilities. No linkage was thus established between bank money evolution and some kind of monetary policy – except for the here and there use of the discount rate. Big banks were left therefore driving their ‘hors Banque’ policy for some while (in 1928-1929 especially). In the meanwhile, like its counterpart Reichsbank, Banque de France maintained its habit of entertaining common bank activities; in order to get a direct access on markets life and especially to draw complementary profits needed to finance its overdeveloped branches network (260 branches in 1929, Banque de France therefore practised direct discount (‘escompte direct’) with thousands of customers (‘présentateurs directs’’) – generally small and medium size enterprises, big peasants, wholesalers. Banks protested against that undue competition but they argue moreover that Banque de France couldn’t long for a ‘central bank function’ and act as a common bank altogether…

Whatever their basis, the growth of Banque de France’s discount portfolio in 1928-1929 depended  heavily on commercial bills: the discount volume jumped enormously ; while the liquidity of economy was high, Banque de France added to it by easing the move of money, by contributing not so much to money creation than to the acceleration of the rhythm of money circulation through short term discount.

	Banque de France discount portfolio (billions FRF)

	1/11/1928
	3,239

	1/1/1929
	3,3

	30/1/1929
	Exceptional maximum : 4, 521

	January 1929 total month average
	4,521

	1/3/1929
	4,3

	1/7/1929
	7

	30/7/1929
	Exceptional maximum : 9,453

	July 1929 total month average
	7,840

	1/8/1929
	7,5

	1/11/1929
	8,604

	1/12/1929
	8,5


Banque de France precised too that big banks joined its rediscount in order to get inside liquidities while they used their assets to trading on money rates abroad, whether from their Paris headquarters or through the use of bringing to rediscount of commercial paper available among their regional network, which allowed to diffuse money raising all over the banking places. This raises the point in fact of the part played by Banque de France on the control of international money flows through banks, on the midst of a study about exchange policy and banks control, which would be to far away from our main topics.

B. Banque de France’s key role in the 1930s

The banking crisis had beforehand quelled the peaceful way of growth of banking economy. The dilemma that struck Banque de France balanced between the preservation of its own liquidity by severely sifting credit demands from banks – thus quenching economy some more through credit deflation – and the injection of liquidities in order to prop up enterprises’ propension to stockpiles or investments – at a time when the various efforts to introduce middle term credits in France in the 1920s had been stopped by the crisis. Every figures show that Banque de France didn’t contribute to credit deflation when banking crisis burst out, as its discount amount kept growing in response to each step of the crisis, which gave legitimacy to Banque de France as last resort lender and as an achieved ‘central bank’. The problem occurred afterwards when Banque de France credit amount lingered and couldn’t play any part in reigniting a lagging economy. Banque de France indeed lowered its interest rate, but many banks, submerged by unemployed availabilities, offered to customers rates well under the official Banque de France rates… Banque de France answered that, anyway, the fall of its credits amount was the mere consequence of the constriction of credit demand all over the country, thus limiting the amount of commercial bills. Could we imagine, with anachronism, that a more volontarist central bank policy could have spurred the economy through an offer of very low and specific credits – along some ways followed in the 1950s-1970s?

As Big Banks worked at that time without using Banque de France refinancement, it seems dubious – all the more that these banks themselves kept at Banque de France several billions FRF as liquid deposits (avoirs en compte courant) – around 8 billions during the first quarter of 1932. Banque de France was powerless too in front of the general move toward hoarding mood among saviours. But its own resiliency was being preserved: as soon as small waves of illiquidity were perceived, its discount doors were reopened easily, as proved in February 1934, for instance. But the interest rates had to be risen (up to 5 % in 1935, before a downturn to 4 % and 3,5 % at the beginning of 1936) because of general requirements for the defence of franc and trust, thus perhaps limiting the impact of Banque de France on banking money.

	Banque de France’s discount portfolio (hundred millions FRF)

	 1/10/1930
	4 685

	 1/1/1931
	7 364 (first crisis maximum)

	 1/7/1931
	4 billions

	 1/10/1931
	4 198

	 1/11/1931
	6 724

	 1/3/1932
	4 200

	 1/12/1932
	2 314

	 1/2/1933
	2 298 (minimum in 1933)

	 1/3/1933
	2 658

	 1/7/1933
	2 426

	 1/12/1933
	3 266

	 2/1934
	6 230

	 1/3/1934
	5 076

	28/12/1934
	4 003

	1st quarter of 1935
	Stability around 4 billions

	 7/6/1935
	8 107 (because of a trust crisis since May)

	15/11/1935
	8 121   

	29/11/1935
	10 984 (maximum for 1935)

	13/12/1935
	9 665

	 1/1/1936
	6 281

	17/1/1936
	8 640

	 1/3/1936
	8 859


Finally, before the attempts to launch a money market at the end of the 1930s, Banque de France couldn’t but endure the reduction of its natural market, banking discount, as a lot of its customers had collapsed during the crisis or had joined Big Banks (Banque nationale pour le commerce & l’industrie and Crédit industriel & commercial particularly): its central bank functions of manager of banking money was therefore losing momentum… This stalemate explained the debate among members of Parliament about the ways of redeveloping credit, through a large inquiry among businessmen, launched in February 1937 by a special committee on credit.

5. Towards a real money market in both countries? 

Common central bank’s functions include the management of some money market or ‘open market’, along British and then American ways. Both France and Germany drew the sketch for such a project in the interwar.

A. French ineffective path towards a money market

Banque de France dreamed to become the cornerstone of a real money market, that is where banks’ availability’s and needs are confronted under the supervision of central bank, which becomes able to direct the price of money and interest rates (by buying or selling Treasury bills, for instance) through a more subtle way than managing official discount rates, which has consequences on currency problems. Such a strategy took shape in 1927-1930. Banque de France needed some companions on such a money market: this explains the foundation of Compagnie parisienne de réescompte (CPR) in 1928, then that of Caisse générale de réescompte later. But such a market required ‘paper’ to be exchanged whereas treasury bills began to disappear as the State had just consolidated in 1928-1929 bills emitted since First World War, in order to suppress the remnants of the inflation period. Thus the banking crisis burst before such a money market could be developed truly. As soon as Treasury bills reappeared since 1934, owing to rearmament programs which required budget deficit, raw materials for a money market were then available; the theoretical aspects of such a prospect got stronger and more convincing at that time when experts argued about the liquidity dry out of the economy – whilst a lot of banks (and even firms) were piling up availabilities as economic malthusianism and underinvestment imposed brakes to growth. Some possibilities emerged in the midst of the 1930s, as banks asked for Treasury bills rediscount: in 1935, Banque de France began to open short term loans against Treasury bills, as a first step. The 1937-1938 years (with a law in June 1938) were the key period for the emergence of a real money market under the responsibility of Banque de France, but the war times choked these efforts – but too restrictive attitudes from Big Banks that judged the project as a way for the State to sell its bills more easily that bonds…

B. Reichsbanks attempts of open market operations

The most promising instruments developed by Reichsbank in the first three decades of the twentieth century for linking money market interest rates to changes in central bank lending rates were open market operations and minimum reserve policy. These instruments enabled the central bank to act not simply as a lender but also – when the money market was to be tightened – as a borrower. After World War II, open market transactions, which had been conducted before the First World War only to a limited extent and whose range had been statutorily widened in 1933, ended up becoming the main instrument for flexibly managing bank liquidity. Following a lengthy debate, a minimum reserve requirement for bank deposits was approved by law in 1934, but only in 1948 was it actually introduced. Today minimum reserves held on bank deposits ensure that the banks’ demand for central bank money remains stable by “forcing” the banks to play into the hands of the central bank; they also serve as a liquidity buffer on the money market. 

Reichsbank’s open market transactions are quickly described. Prior to the First World War Reichsbank had on several occasions (1901, 1903-5, 1909) sold Reich treasury notes on the open market in an effort to drive up the money market rate without raising the discount rate. These efforts met with only limited success: Treasury notes at Reichsbank's disposal depended on the Reich’s level of borrowing at that particular point in time and often failed to meet the needs of the market either in respect of total volume or in terms of the size of the tranches and times to maturity. As for its bills portfolio, Reichsbank did not sell bills of exchange on the open market either, apparently also because the denominations were too small. After 1924, open market operations ceased to play any part in Reichsbank’s monetary policy, although they would have been useful in draining off bank liquidity and – from 1930 on – in expanding credit volume. The bills of exchange which Reichsbank had to offer were not appropriate, either in terms of amount or maturity, and it was debarred from acquiring long-term, fixed-interest-bearing securities until October 1933. 

In its search for a means of exerting greater influence on the banks’ creation of money, Reichsbank thought more in terms of the implementation of minimum reserve requirements than of open market policy; reserves equivalent to a certain percentage of bank deposits were to be held by the banks in an account with Reichsbank. The minimum reserve requirement was Reichsbank’s main – and pioneering – response to the steadily increasing creation of money as a result of cashless transactions and banking mergers; the steady rise in deposit money created was reflected in a continuous decline in the banks’ cash liquidity (cash in hand plus current account balances held at Reichsbank and at the clearing banks as a percent of deposits). What were the special events that encouraged Reichsbank to think beyond its initial position and with what results? Which individual objectives was Reichsbank pursuing in espousing minimum reserve requirements and what costs was it willing to bear in order to attain them? 

What special events encouraged Reichsbank to consider minimum reserve requirements and what were the results? The question of whether the banks should raise their cash liquidity became the topic of continuous discussion in the years following 1926, when the money market was very fluid. Again, Reichsbank thought it desirable that the banks, by voluntary agreement, raise their cash reserves to 10 % of deposits (in 1930 it requested between 7 % and 8 %). Evidently, however, Reichsbank only took measures to implement these ideas in 1927, when Schacht persuaded the ban​ks to adopt a credit ceiling (May 13, 1927); as already noted, however, the cash liquidity of the major Ber​lin banks rose only over the short term and even then only marginally (to 3,4 %).

The discussion took a different direction after the banking crisis in the latter half of 1931, when banks and savings banks were no longer able to cover withdrawals by the general public with their own cash reserves and the number of bills of exchange presented to Reichsbank allowed its banknote cover to slip ever farther below the statutory minimum. Now legal measures were being considered that had hitherto been deemed impracticable. The savings banks, whose cash reserves had been invested by regional institutions (Girozentralen) in illiquid form and which thus required special support from Reichsbank in the latter half of 1931, had to endure especially large and sustained cash withdrawals. At the end of 1931, the funding of savings bank withdrawals accounted for a quarter of Reichsbank’s total credit volume. As a result, the emergency decree of October 6 ordered the savings banks to keep 10 % of savings deposits and 20 % of other deposits held at their regional institution (Girozentrale) fluid; the latter were to entrust 50 % of these deposits to the Deutsche Girozentrale, which, in turn, was required to pay 50 % of this amount to Reichsbank. Parliament ’s response to the banking crisis as a whole was the Reich Banking Act of December 5, 1934, which had been prepared in 1933 by an Exploratory Banking Committee that was strongly influenced by Reichsbank. The Banking Act was the first in Germany to comprehensively regulate banking transactions and prudential supervision (e.g. risk dispersion, the granting of licences, reporting of large exposures). For Reichsbank, however, a decision concerning cash liquidity and the banks’ creation of money was in the center of resolving the crisis and of the bank enquête. In keeping with this view, section 16 of the Reich Banking Act enabled minimum reserve rates to be fixed at a level as high as 10 % – an option that was not exploited however under the Third Reich.

Efforts to introduce a minimum reserve coincided with a plan to control the creation of money by the banks which Reichsbank had been developing since 1927: the centralisation of cashless payments at Reichsbank. One purpose of this plan was to fortify those current account balances which the banks (as holders of a current account with Reichsbank) were required to maintain, in effect as a fee for Reichsbank’s execution of cashless payments, and which indeed comprised a part of their cash reserves. Pri​vate current account balances held at Reichsbank – which raised the minimum level of these balances in 1906 (in keeping with cashless payments turnover) but dramatically lowered it in 1924 (minimum balance: RM 100) as part of the Bank’s effort to bring interest rates down – fell, on average, from M 454 million in 1913 to RM 291 million in 1926. Attempts to fortify current account balances lost much of their purpose once the idea of introducing a minimum reserve began to be entertained seriously. As a result, the argument for centralising cashless payments ultimately focused exclusively on the information that such an arrangement would provide: Only the centralisation of cashless payments would enable Reichsbank to gain an overview of "the available credit volumes" and the "flow of payments", an overview which it needed "to manage the entire banking system”.

This was the rationale that the Banking Act of 1934 used, in the end, to entrust the “banking supervisory office”, which had recently been established at Reichsbank, with determining how many of the cashless transactions were to be carried out exclusively by Reichsbank. This function was, however, never exercised, perhaps owing to its very “soft” justification. What were the individual objectives which Reichsbank sought to attain by introducing a minimum reserve? It is striking how much continuity the main lines of argument show. This is not only true of the – extremely modern – proposals for  designing minimum reserves: the lack of interest (which made the profitability of central bank loans a secondary consideration), the fixed minimum reserve rate (which set the banks’ creation of money in a fixed ratio to the central bank’s creation of money) and the definition of minimum reserves as "average liquidity" (which enabled banks to use their balances for payment purposes as well) were all permanent fixtures of Reichsbank’s proposals from the pre-World War I  period up to the beginning of the 1930s.

The arguments proffered in defence of key objectives were also characterised by a large degree of continuity. After 1924 Reichsbank initially considered a large cash reserve to be a buffer which would moderate the first wave of withdrawals in a banking panic, and thus the entire lending crisis, by instilling confidence in the banks. Secondly, it reasoned that the pressure exerted on credit institutions to adjust their liquidity reserves to each extension of credit volume would exercise a benevolent influence on developments in the price level and in the overall economy. The entire period is marked by continuous resistance on the part of the banks to an unequivocal raising of their cash reserve levels. Not surprisingly, since non-interest-bearing cash stocks or minimum reserves cost money and reduce revenue. Official statements by the banks at the time uniformly fail to mention Reichsbank’s counsel that greater liquidity can raise confidence and lower deposit rates. 

Reichsbank refused to be swayed by the banks’ objections into abandoning its minimum reserve plans. It was, however, noticeably more careful in how it chose to word its proposals – keeping them in line with the low-interest-rate tradition to which it was also heir – at least during the later stages of the Depression (between 1932 and 1934). The cash liquidity of the German banks was far from having attained the envisaged 10 %. Narrowing the gap would have meant fewer and more costly loans and would have slowed down the economic upswing. As a result, Reichsbank sought to negotiate a compromise, with steps to ensure control over the banks’ creation of money. There were, however, other reasons why in subsequent years no attempt was made to invoke the authorisation granted by the Banking Act to fix a minimum reserve level: Government financing of the armaments industry under the Third Reich had severed the link between cash reserves and loan creation by banks. The banks had ample supplies of debt instruments eligible for borrowing from Reichsbank. Cash liquidity had lost its significance as an instrument of monetary policy.

6. The emergence of French central bank’s systemic functions

The interwar times might appear as a key period for the emergence of these central bank functions, as Banque de France moved more and more as a ‘banque des banques’. It assumed more and more responsibilities as a key observer of the trends followed by French banking economy and too as a deterrent in front of banking concentration; it newly asserted itself as a lever towards French banking economy’s modernisation.

A. Banque de France’s philosophy about French banking economy

As French banking economy got more and more diversified, with the growth of an important layer of banks between Paris big banks and local banks, Banque de France’s part became determinant as to preserve the balance between the various types of banks, as it intended to prevent French banking economy from a too much intense evolution towards concentration.

French banking economy was quite different from the German one: banking decentralisation was still very high owing to the existence of numerous ‘local banks’ (familial discount houses) and especially of several dozens of regional banks: their network or their influence (from solid headquarters) covered on, two or several ‘départements’ (administrative districts); some of them became even ‘multiregional banks’, spreading their networks over several regions of the country. As France hadn’t allowed Savings Banks to offer credit and couldn’t thus pretend to benefit with the part played by Sparkassen in Germany, these provincial banks were considered as cornerstones of the sociological and economic balance which was the basis of the social contract of the political regime, depending over ‘middle classes’: they were providing credits and banking services to numerous small and middle size companies. But their capitalistic structure was still fragile (with familial control, or more and more the gathering of local industrial or wholesalers investors as key subscribers of capital) and their evolution towards a large deposit bank profile exposed them to run risks – particularly in the years 1925-1926 when political events disturbed public trust in money, which enticed people to get their deposits back and to favour money hoarding, which caused problems of illiquidity to provincial banks on numerous places. Their very involvement in local economies, their dependence for mass deposits upon a small numbers of local firms or notability families, their relatively undivision of risks, constituted factors of instability. As several opinion or conjuncture moves occurred in the 1920s, a lot of them endured difficulties.

Within its function of central bank, with therefore the mission of last resort lender and supervisor of banking places, Banque de France was thus concerned with the dilemma over their rescue: big Parisians banks argue for abstention as they encouraged concentration, as they posed themselves as better managed and more efficient; but Banque de France had to respect the general (and State) opinion in favour of regional banking and economical regionalism – the defence of French Mittelstand ; and moreover it had to try to preserve banks that provided its rediscount activity with a large customership ! These banks were often in need of liquidities as their resources lagged behind their credit expansion, and Banque de France’s rediscount was often a common source. Banque de France therefore sustained numerous of these banks in the 1920s; but no file, neither general nor local, precise the basis of its choice: it left banks collapse (Banque Petyt, at Calais, for instance) but sustained others, without any logics, either small ones or multiregional ones. It was thus the key last resort lender of banks active in industrial Alps regions (Dauphiné), of Banque générale du Nord, rapidly developing bank in the textile and metallurgical northern areas, of Banque de Mulhouse, in textile Alsace, or of Banque privée, a firm covering regions from Paris down to Marseille and Mediterranean regions, etc. Banque de France used then to develop the rediscount of commercial paper of less quality and even of ‘financial paper’, that is of bills representative of drafts credits, which went along usual rules of Banque de France… But its assessment of the creditworthiness of the borrowers that were customers of the banks convinced it to favour that ‘draft economy (‘économie du découvert’) which came to counter its strategical policy towards a ‘discount economy’ (‘économie de l’escompte’). 

This explains the large amounts of rediscount provided by Banque de France to these provincial banks: the central bank functions consisted with preserving the shape of French banking economy and slowering the move towards banking concentration. This explained the favourable mood towards the young Banque nationale de Crédit, launched in 1913 and soon to become the fourth French bank: huge amounts of rediscount helped it to go through serious treasury difficulties at the beginning of the twenties, as its branches led a systematic policy of enlarging their customership without the counterpart resources. This constant policy lacked anyway of systematic ratios or criteria able to justify involving or not Banque de France into banking regionalism.

B. Central bank functions and systemic risks

Almost imperceptibly central bank functions were enlarged towards a mission of supervising the French banking economy’s liquidity and solvency. Troubles that had burst before World War I  had been perceived as exceptional crisis. But as the bases of French money (stability of prices, relatively steady currency flows abroad, attachment to gold standard) had been shaken, the stability of the French banking economy itself might seem unstable. The outburst of pre-war difficulties had already weakened Société générale in 1913-1914; and if the institution of the moratorium in 1914 had prevented any crisis, its suppression in 1918 could reveal the reactibility of French opinion in front of banks that had lost their Russian and Ottoman interests and that were being eroded through the decrease of their assets owing to inflation. The French banking economy might appear thus as more opened to systemic risks, and central bank functions had to be asserted then assessed in order to prove that some authority could be built thereover. Some kind of a real ‘central bank’ authority had to be defined anyway.

The problem was that central bank functions were deprived of precise, stable and coherent criteria, which could facilitate the assessment of the safety of French banking system. Banque de France had no legal basis to require from informations about their prudential ratios, their balance sheet, their credit policy. It was the kingdom of banking liberalism! No supervisory mission had been attributed to Banque de France. Its function of ‘banque des banques’ was being entertained on empirical basis. It met enormous difficulties to get monthly or even annual balance sheets from numerous familial banks it helped; or details about the beneficiaries of drafts which were then ‘mobilised’ through the rediscounting of ‘financial bills’. Banque de France has no power to impose managerial rules to banks; it could only keep informal contacts, relationship with trust and intimacy between Banque de France branch managers and bankers, and a policy of comparison between banks through the assessment of the quality of their rediscounted credits. It provided advises remembered banks with prudence rules, etc., within the community of each banking place.

Parallely, Banque de France could rarely deepen its knowledge of big banks’ management, besides the legal informations they published monthly. The use of rediscount to gauge the quality of bills was almost impossible as big banks worked of without soliciting Banque de France’s rediscount – ‘hors Banque’ – as they were generally rich with liquid assets. Moreover, a few of Paris banks were linked to provincial small banks and rediscounted their bills – thus reducing the intermediation of Banque de France. This swept Banque de France from its central bank functions of ‘banque des banques’. It succeeded only in convincing some banks to be more prudent, to change some or some branch director. Banque de France itself wasn’t able to reach a balanced knowledge of banks’ risks of illiquidity or insolvency. Its means of inquiry were limited in fact to personal contacts with bankers, to the use of official balance sheet and to the survey of commercial bills presented to rediscount. No risk centralisation, no systematic rules, could allow it to exert a real central bank functions of ‘banque des banques’. Thus, several banks that were helped by Banque de France through high level rediscount, that provided then precise informations about their activities profile, collapsed suddenly, endangering moreover Banque de France rediscounting involvement… That was the case for provincials banks Claude-Lafontaine in 1922 and Petyt in 1926, for instance. The help strongly and durably provided by Banque de France to regional banks or young national or multiregional banks was developed liberally; but Banque de France couldn’t impose them solvability ratios, although it perceived somehow imperfectly that their financial structure lacked solidity, as for Banque nationale de crédit: Banque de France refinanced it for 348,7 millions FRF on 15th May 1925 in front of a capital of 250 millions, as the rapid growth of Banque nationale de crédit has not been accompanied still by the building of a solid financial basis – but Banque de France was quite happy to accompany such a growth that alleviated the heavy domination of large Paris banks over banking economy and could just provide amounts of advice to Banque nationale de crédit.
The debate aroused in the 1930s about the rediscount provided by Banque de France to Banque Oustric, a banker and financier that controlled industrial firms and banks, whose collapse in septembre-octobre 1930 was the starting bell for the French banking crisis. In front of members of parliament, Banque de France could only answer that it rediscounted bills already scrutinised by large banks and that it wasn’t within it responsibilities to assess the management of banks’customers. But the Oustric case helps to ponder whether Banque de France had exerted any central bank functions in preventing the 1930-1932 banking crisis… Its discount general direction (direction générale de l’escompte) was accused of leaving along a benign neglect policy, without strong and permanent criteria in the selection of bills. What could have provided elements in favour of Banque de France was that its help of Oustric and some other ‘financiers-bankers’ (Bauer and Marchal, especially) allowed the French banking economy to reinforce its structures, as Oustric (with Banque Adam, a large north-western bank) and Bauer-Marchal (with Banque privée et Banque d’Alsace-Lorraine) contributed to stabilise the capital and the activities of middle-sized banks and thus to the growth of general economy. It seems then as if Banque de France had acted more as a ‘patron’ or ‘godfather’ of economy and especially regional economy than as a ‘banque des banques’ supervising banks’ ratios, more as a contributor to the global liquidity of economy than the supervisor of banks’ liquidity, the various aspects of the central bank functions contradicting themselves: all the more it injected liquidities into the French banking economy, it favoured somehow a petty risks analysis or bankers’ unconsciousness, as they did know that they could get Banque de France’ s help if needed...

No risks centralisation, no prudential ratios standardisation, were projected in the interwar : central bank functions remained on a protocentralisation level! This explained the attitude of Banque de France in front of the parliamentary inquiry committee as it could only remember it for its basic law rules and of general practices: the credits assessment lied largely upon subjective judgements, far away from the management of ratios – and arguments aroused all over bankers and experts in the interwar about the lacks of knowledge about credits amounts in banks, but Banque de France went on with its methods mixing diplomacy and urgency in its relations with borrowers.

As it didn’t succeed here and there in the twenties – and more largely in the first half of the thirties - to prevent banks failures, Banque de France had to test its ability of lender of last resort, the cornerstone of any central bank functions. On several cases anyway, it helped banks to escape to despondent collapse. Banque de France was benefiting with the skills, the legitimacy and the authority it had inherited from its part in the Comptoir d’escompte de Paris case in 1889 and the Société générale case in 1914. The opportunities of showing the responsibility of Banque de France as warder of the systemic risk allowed that key aspect of its growing central bank functions of gathering momentum in the 1920s. Banque de France was the key actor in reaching an agreement with banks to save Société centrale des banques de province in 1920-1923: this Paris bank served as a correspondent for dozens of small and medium size provincial banks, but fell under heavy credit losses; in order to sustain provincial economy through the rescue of Société centrale des banques de province, Banque de France provided that latter with a generous rediscount, « because the collapse of that bank risks to reach other banks by the transmission of distrust » ; « Was it able to refuse is concourse whereas its very mission is to provide it in case of a crisis to banks that are submitted to difficulties ? »
 : the word ‘mission’ may have been used only as a mean to justify a posteriori such an involvement, but it expresses the growing reality. Banque de France acted more and more as a central bank protecting the banking system : some decisive (but not publicly dispatched) assertions expressed at that time the maturation of that aspect of central bank functions.

Besides this rediscount rescue, it had several times to intervene as manager of crisis issue. When extraordinary help couldn’t succeed in preventing some banks to reach the failure limit, Banque de France posed itself as their recapitalisation master; from the central bank functions function of warder against illiquidity, it emphasised its function of warder against insolvency. In fact, it was introduced as soon as the failing bank couldn’t gather any valuable commercial bills for rediscounting at Banque de France; all by itself, Banque de France couldn’t assume then the risk of refinancing that bank unless it extended its rules. The limits of the system are thus reached: the private company Banque de France could only respect its commercial principles as no specific rule provision had included within its responsibility the unlimited guaranty of banks’liquidity. It could lend as last resort so long as the borrower could provide it with sane commercial bills to be rediscounted. 

The exceptional refinancing of the banking system, its very ultimate guaranty, was not included in Banque de France’s statutes, nor any kind of guaranty fund, and Bagehot’s theories weren’t so much developed in specialised press or books as it had been since World War II. This explained the emergence – already perceived in 1889 and 1914 – of a task force mixing public authority, central bank functions and banking place solidarity. But, in order to exerting this central bank functions, Banque de France acted at that time only as a ‘public service mission receiver’: in each case indeed the Finance ministry enticed Banque de France to intervene; the responsibility of the move is therefore shared between the State and the central bank; State authority had to be involved as Banque de France authority or legitimacy in that systemic areas was considered as insufficient. That’s the case in 1921, when the minister called for Banque de France for managing an issue for the Société centrale des banques de province crisis. During the Société centrale des banques de province crisis, for instance, in 1921, it succeeded in gathering a refinancing pool of banks, which allowed the Société centrale des banques de province to gather its forces and go along: for some months, bankers acted in favour of Société centrale des banques de province without Banque de France’s intermediation: « Banque de France kept itself out of any measures decided by banks’consortium. »

During the upsurge of credit untrust during the 1926 summer – during the franc crisis -, the Banque de France policy was clear: it pretended to rescue banking economy, to preserve the plurality of large and provincial banks, without leaving that acute virtual systemic risk to sweep the latter in profit of the former! Everytime provincial banks were threatened with panics runs, Banque de France refinanced them largely, for instance on the Lille place, benefiting with a rediscount record amount of 182 millions FRF in July 1926, and still of 95 millions in October 1926, when in reached thus the second rank among provincial places for such a refinancement: the treasury crisis endured by Banque générale du Nord, the second biggest northern regional bank, was the main cause of such an involvement of Banque de France. During the 1930s crisis, Banque de France was confronted with the dire prospect of being eliminated from the front scene of decision: political challenges imposed their timetable, all the more that Parliament elections took place in 1932, in the very midst of the crisis… Finance minister indeed got much concerned with the fate of regional or Paris banks as depositors were threatened to lose their assets while the credit crunch could bear hard consequences upon employment and small & medium size enterprises. Numerous meetings took place therefore at the ministry of Finance and even by Prime Minister. But Finance civil servants at that time had very few laws, State teams and experiment capital to manage efficiently the crisis. They had to insert themselves within a banking community, and the link between every partner became Banque de France, thus crowned empirically as the central instrument to manage the rescue and the reorganisation of banking economy – as the State-controlled Caisse des dépôts, using the Savings Banks assets it centralised under the 1857 law, didn’t assume any function about the banking sector. Everybody became thus convinced at that time that Banque de France was entitled to lead the move towards a more balanced banking economy – which reinforced its central bank functions, pending laws of 1941 and 1946 officialised this responsibility.

When the banking crisis became acute, Banque de France was entitled to preside over a reshuffling of banking structures. Of course, during the 1920s, it encouraged morally provincial banking concentration around large provincial or multiregional banks. But, during the Société centrale des banques de province crisis, bankers presided in fact over the Société centrale des banques de province financial reorganisation, as Banque de France considered that its functions didn’t include the mastership of bank reshuffling: its provided encouragements, its agreed with the scheme established by the pool of banks that had rescued Société centrale des banques de province’ solvability and was part of it, as a fraction of its outstanding debt assets was included in the rescheduling program ; but it didn’t guide the reconstruction of a new Société centrale des banques de province.
Conversely, in the 1930s, the acuteness of banking crisis spurred the emergence of a new central bank function for Banque de France, the mastership of banks reshuffling. The balance between benign neglect or the admission of an irresistible insolvency crisis on one side and the desire to prevent any global systemic failure became the key challenge in 1930-1932. If the collapse of small banks – several hundred local banks were wept by banking crisis in France en 1930-1935 – was then accepted by State authorities and Banque de France – which lost anyway a customership basis -, the failure of large provincial or multiregional banks – and even the fourth national deposit bank – raised debates among experts, bankers and politicians. As banker Charpenay published a volcanic book relating the failure (on 30th November 1930, the closure taking place on 13th August 1932) of his Banque Charpenay in Grenoble, his case became a lever to argument: he accused indeed Banque de France to refuse a rescue and pondered about its reasons – suspecting thus the Banque de France local branch of personal hostility. The impulse was given to Banque de France in fact by the necessity of putting brakes on the panics that burst here and there. Instead of rescuing every bank, we suppose that Banque de France intended to fix some banking anchors that would help to suspend the trust crisis and to create stabilising poles to rebuild regionally a banking system. Banque du Dauphiné was thus assessed as a better risk than Banque Charpenay along the potentialities offered by its assets, its management, and its credit.

Invested with the mission of managing the banking crisis, Banque de France looked for ‘godfathers’ of some banks: Crédit lyonnais thus entered small Crédit du Rhône, Société générale in Banque de Strasbourg, in order to appease creditworthiness crisis and relaunch affairs. But, generally speaking, large banks were quite hostile to the rescue of their competitors, and Crédit lyonnais expressed ‘Darwinian’ points of view… Banque de France had then to act all by itself, as it couldn’t use compulsory measures to preserve the future of banking places. It had to convince bankers of the requirements of ‘community solidarity’ (solidarité de place); but few candidates aroused… Banque de France and some bankers succeeded anyway to rescue the assets (networks, safe credits, customers, etc.) of some banks, sometimes with the help of industrialists – ever desiring to preserve banking plurality in order to prevent the hegemony of Big Banks.

We just evoke there, for the years 1931-1932:

· The rescue of Banque nationale de crédit in 1931 by Banque de France, then by Banque de France with the guaranty of banks, then by the State Treasury ; in 1932, its replacement by Banque nationale pour le commerce & l’industrie, which took over of the assets of that fourth French bank ;

· The mobilisation of the Crédit industriel & commercial (C.I.C.), a Parisian bank that had developed since the 1910s a strategy of controlling medium-size provincial banks as correspondents. Banque de France and Finance ministry convinced the Crédit industriel & commercial to act as the cornerstone of the rescue of some networks : it gathered thus Banque privée, Banque d’Alsace-Lorraine, Société nancéienne, Banque de Bourgogne, Banque régionale de l’Ain, Société normande de banque & de dépôts, Comptoir d’escompte de Reims, Crédit havrais ; through several steps of mergers, scissions and absorptions, it succeeded in building a large federal group of strong provincial banks (for instance, Société nancéienne and Crédit industriel d’Alsace-Lorraine, taking over assets of Banque d’Alsace-Lorraine ; or Société lyonnaise de dépôts merging with the majority of Banque privée and with Banque générale de Bourgogne) ;

· Banque Adam (being at the starting point of French banking crisis as soon as the end of September 1930) transformed into a Nouvelle Banque Adam, with another management and capital ;

· The rescue of Banque de  l’union parisienne (BUP, the French second investment bank) through large Banque de France refinancing ;

· The rescue of Crédit du Nord through a huge refinancement, then the absorption of Banque générale du Nord by Crédit du Nord.

Central bank functions reached therefore a climax as Banque de France contributed ardently to urge bankers to imagine tactics to prevent France from a systemic risk crisis and to diffuse its mortal effects, thus avoiding the terrible shock endured in Austria, Germany or Italy. But Banque de France remained faithful to the common liberal philosophy of that times: conversely to Germany where the State nationalised banks for some years, Banque de France and bankers assumed the mission of reshuffling and rescuing the banking system – even the State provided Banque nationale de crédit (or its depositors) with 1 622 millions FRF in order to convince public opinion that trust could be preserved, owing to a supreme guaranty, that of the State, in case of Banque de France’s efforts failed. But Banque de France succeeded in fact in several cases. Central bank functions consisted with the building of a kind of barriers stopping the progress of distrust, of panics, etc.

Conclusion

The Bank deutscher Länder, the predecessor of the Deutsche Bundesbank, was established in 1948. As far as its use of monetary policy instruments is concerned, it did not represent a radical conceptual break with the past (the exception being that the central bank ceased to engage in direct transactions with non-banks in most of the Deutsche Mark currency area). Indeed, the instruments, which the central bank since 1948 occasionally, continually or increasingly employed alongside the traditional changing of the rediscount and Lombard rates, were originally designed in the first third of the 20th century: quantitative restrictions on credit, dampening of interest rate competition among banks, open market and minimum reserve policies. All these instruments have a bearing on the relationship between the central bank and the commercial banks. Thus, the development of this relationship — apart from the independence of the central bank from government instructions, which also occurred during this period for the first time — represents an important stage in the genesis of the modern German central bank.

These innovations were inspired by the circumstance that even in so-called “normal” times Reichsbank, established in 1875, was in danger of losing control of money creation — and not, as might be expected, only after the stabilisation of the currency in 1923-24 but already in the first decade of that century (the exceptional years of 1914 to 1923, during which the central bank was engaged in war and post-war financing, are ignored here). The loss of control originated mainly from the influx of foreign exchange and the creation of deposit commercial banks the latter which had gotten out of hand because of the emergence of cashless payments and the high concentration of commercial banks. These problems were permanent ones. It would therefore - perhaps in difference to France - be misleading to believe that the main central bank functioning problems and solutions of that time arose from an individual event, the banking crisis of 1931. This crisis did only accentuate some problems. The only specific outcomes of the banking crisis of 1931 were - like in France - the banking supervision and besides that the quasi-nationalisation of the leading German banks (but the latter being only an episode of three years).  

Attempts to find solutions of the money creation control stood - by far more than in France - in the centre of discussions in the German central bank. In this repeet the traditional policy of conducting direct transactions with non-banks as well as the new instruments of dampening competition among banks and the quantitative credit restrictions didn't prove to solve the structural problem of that money creation. The Reichbank’s attempts to come to terms with banks’ creation of deposit money, and thus to control monetary growth, therefore culminated in — groundbreaking — reflections on the uses of open market policy and in the introduction of a minimum reserve requirement for bank deposits. The idea of credit restrictions, open market policy and minimum reserves reflected Anglo-American practices and traditions. They entered - more than in France and with lasting effects - German thinking on monetary policy in the form of a conflict between safeguarding the currency and meeting the economy’s and the banks’ demand for credit, this conflict overwhelmingly (but not fully or dogmatically) having been resolved in favour of a stable currency. 

In the meanwhile, without any systematic intents of building a real banking system, Banque de France undertook new or extended responsibilities as a general superviser or safeguarder of French banking economy. It wished fundamentally to preserve competition among big Paris banks – through special refinancing schemes – and large regional banks and altogether to inject some managing rules into middle-sized banks, in order to avoid recurrent failures on provincial banking places. The 1930s crisis exacerbated Banque de France’s functions as a refinancing tool as it hoped to appease the threatening crash; rebuilding some banks, cutting down on anothers and setting their parts into new regional banks, it succeeded in alleviating the banking crisis, although its intervention was shaped without any theoretical sketch, along a pragmatic line. But that very crisis inspired reflections upon systemic theories, and it paved the way to legal and corporative reforms in the 1940s.
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