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on evidence of systemic risks, financial

fragility, banking failures, stock market
collapses, and exchange rate attacks through-
out the global financial network of the
1990s. To a financial historian, these
reports simply reprise similar concerns and
risks in numerous episodes of financial
innovation and regime change in the past.
True, the 1990s have the peculiar feature of
emerging markets among newly indepen-
dent states that are trying to market either
their government debt or securities issued
by their former state enterprises. But this
situation does not eliminate the relevance
of past episodes; it merely limits it to fewer
periods. The period after World War | had
many of the same problems, for example,
although policymakers then subsumed
them largely under the issues of whether,
when, and how to return to the pre-war
gold standard that had created a much more
benign financial system worldwide. Policy-
makers of that time were much more inter-
ested than their modern counterparts in
exploring lessons from the past.

For example, William Acworth’s classic
study, Financial Reconstruction in England,
1815-1822, was published in 1925. He
argued convincingly that the severe defla-
tionary policy followed by the government
and the Bank of England after peace in

Today’s financial press reports regularly

1815 had prolonged and deepened unnec-
essarily the economic troubles accompany-
ing the transition from a wartime to a
peacetime economy. Nevertheless, the
British government and the Bank of Eng-
land pursued much the same strategy after
World War 1, again taking six years after the
peace treaty to resume convertibility—and
at the prewar standard. Again, monetary
ease that followed resumption led to a
surge of prosperity, speculative ventures in
the capital markets, and eventual collapse
of the financial system. The difference was
that in 1825-26, there was a systemic stop-
page of the banking system, followed by
widespread bankruptcies and unemploy-
ment, while in 1931 there was abandon-
ment of the gold standard, followed by
imperial preference and worldwide move-
ments toward autarky. So much for the
lessons of history!

As pessimistic as Acworth was in asses-
sing the consequences of Britain’s first return
to the gold standard in 1821, the conse-
guences of the ensuing monetary expansion
and speculative boom that ended in the
spectacular collapse at the end of 1825
proved to be not so dire in the long run for
the British economy. The policy changes
that affected the monetary regime—the
exchange rates, the structure of the bank-
ing sector, the role of the Bank of England
and the management of the government'’s
debt—while minor in each particular and
slow to take effect, were cumulatively
effective in laying the basis for Britain’s
dominance in the world financial system
until the outbreak of World War I. This
outcome contrasts sufficiently with the
disappointing pattern of British economic
progress during the twentieth century after
both World War | and World War Il that
perhaps we should take a fresh look at the
economic and financial transition after the
Napoleonic Wars. What caused the prob-
lems identified by Acworth that culmi-
nated in the stock market crash of 1825
and the English banking system’s failure to
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rather than British, institutions.
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withstand its impact? More important, why
did the British governments relatively modest
reforms prove to be so effective in the long
run? Perhaps we can glean more useful
lessons for today's policymakers than pre-
vious historians have been able to provide.

The argument developed in this paper
is that the common element in all the
problems of Britain’s first return to gold
arose from the pressures of coping with
vastly increased informational uncertain-
ties within the existing structure of Eng-
lish institutions.! These problems started
with the Treasury itself, confronted by the
difficulties of servicing the huge govern-
ment debt accumulated during the Napole-
onic Wars and deprived of its primary
source of revenue, the income tax. They
continued within the Bank of England,
forced now to take on new responsibilities
while searching for new sources of revenue
to replace its wartime profits. They were
compounded by the response of the Lon-
don capital market, which produced a
bewildering array of new financial assets to
its customers to replace the high-yielding
government debt now being retired. All
this left the London private banks and
their corresponding country banks—as
well as their customers in agriculture,
trade, and manufacturing—floundering in
the resulting confusion. The government'’s
piecemeal reforms, introduced during the
crisis of 1825 and its immediate aftermath,
provided smoother patterns of tax collec-
tions and interest disbursements, established
Bank of England branches throughout Eng-
land, stimulated country bank competition
with joint-stock companies outside of Lon-
don, and eliminated the Bubble Act of 1720.
Even the bankruptcy laws began to be rewrit-
tenin 1831.2

These disparate reforms made margi-
nal improvements in the efficiency of
information gathering and processing by
the government, the central bank, the
banking system, and the stock market
while preserving the separation of functions
among them. Maintaining these “firewalls”
among the types of institutions making up
the financial sector of the British economy
diminished the immediate impact of the

reforms, but it enabled them to become
increasingly effective over time. True,
crises continued to arise throughout the
rest of the century as the British economy
was subjected to repeated shocks of wars,
famines, frauds, and foreign defaults. But
the evolving financial sector of the British
economy surmounted each crisis with
increasing confidence, and all the while
these firewalls were preserved. The firewalls
meant that relationships among financial
intermediaries and financial markets had to
be maintained by short-term contracts in a
competitive market environment rather than
by regulations imposed by centralized
authority with long-term rigidity.

The focal point for these new market
relationships was the market for discounted
commercial bills that arose rapidly in impor-
tance after the crisis of 1825.2 Once again,
as in earlier crises and in those that were to
follow until World War I, the British finan-
cial sector was able to find a market solution
to the problems created by its relatively inef-
ficient and disparate financial institutions.
In the longer run, the flexibility of response
provided by the combination of markets and
financial intermediaries coexisting in the
British financial system enabled it to with-
stand exogenous shocks and to finance
expansion of the real economy. To elucidate
and elaborate this argument, | analyze, in
turn, the shock to the financial system of
shifting from wartime to peacetime finance
in 1821, the financial crisis that occurred at
the end of 1825, the Bank of England's
efforts to pick up the pieces, and, finally,
the rise of a market in discounted commer-
cial bills that put things right again—for
awhile. The lessons of each episode high-
light the importance of appraising the
financial system as a whole, rather than
focusing on what appears to be its weak-
est link. In retrospect, it seems critical to
allow information to flow freely among
the various parts of the system in order
that markets may form to price and
intermediate risk. At the time, the Bank
of England refused to divulge important
information and remained aloof from
market activity until it was forced to act,
usually too late. Only gradually were
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these lessons learned; now is not the time
to forget them.

THE SHOCK: FROM
WARTIME TO PEACETIME

FINANCE IN 1821

In the expansion of war finance that
the Napoleonic Wars induced in Britain, all
parts of the British financial system pros-
pered. At the top, the Treasury benefited
from increased taxes, especially the income
tax, as well as the expanded market for its
debt, both long-term, funded debt and
short-term, unfunded debt. The Bank of
England profited throughout the Napole-
onic Wars as the government’s agent for
fiscal transfers both at home and abroad
throughout the most expensive war fought
in history to that time. It increased its
annual dividend to 12 percent from 7 per-
cent in 1805 (reduced back to 10 percent
in 1807), greatly enlarged its staff, built
new facilities at its location on Thread-
needle Street, and expanded its note issue
as well as its advances to merchants and
manufacturers in London.* The business
of the London private banks expanded at
the same time that foreign merchants flee-
ing the extortions of Napoleon’s troops
brought their affairs to London.> Country
banks multiplied in great number and
profited by issuing small-denomination
banknotes to replace metal coinage in the
domestic circulation after the Bank of Eng-
land suspended convertibility in February
1797, and the restrictions against issuing
small-denomination notes were suspended
in March 1797.% In short, the entire British
financial sector enjoyed prosperity on the
basis of war finance.

True, the commercial crisis of 1810
brought the Bank of England’s prosperity—
and arrogance—under close scrutiny by its
enemies and led to the Bullion Report of
1810. By undermining the intellectual
authority of the Bank'’s directors, the Bul-
lion Report provided the courage needed
for subsequent governments to constrain
the Bank’s power and to overrule its rec-
ommendations on monetary matters if that
became politically popular. The Bank’s

practical autonomy, however, remained
intact as the government still relied on it
for managing its remittances and, espe-
cially, its recurrent issues of debt—both
long-term, funded debt (perpetual annu-
ities comprised mainly of 3 percent consols)
and short-term, unfunded debt (one-year
Exchequer bills bearing daily interest). The
Treasury at this point was the Bank’s strongest
defender against the criticisms of the Bullion-
ists, arguing that the needs of war finance
justified the fall in the exchange rate of the
paper pound.

As a result, for three years after the
signing of the peace treaty in Paris in
1815, the government acquiesced to the
Bank’s various arguments that resumption
of cash payments should be delayed—
whether until the exchanges had stabilized,
or the bond market had strengthened, or
foreign trade had picked up, or its gold
reserves were increased. Finally, in 1819,
the government initiated a bill to force the
Bank to resume convertibility, after initial
experiments in 1817 at limited convertibil-
ity of Bank notes had succeeded without
any harmful consequences. Even so, the
Bank managed to make the transition as
difficult as possible, first by amassing a
large stock of gold, which helped keep up
the price of gold in the markets, and then
by withdrawing the notes from circula-
tion that the government used to repay
£10,000,000 of Exchequer bills that had
been held by the Bank. Further, it refused
to lower its rate of discount on bills and
notes even as its loan business to the pri-
vate sector declined. The resulting price
deflation intensified both agricultural and
manufacturing distress but enabled the
Bank to resume full convertibility of notes
into coin in May 1821 and to skip almost
entirely the intermediate step of limiting
convertibility to ingots of 60 ounces, as
proposed by Ricardo. While, at the time,
Ricardo criticized the Bank’s directors as
“indeed a very ignorant set,”” it appears to
later historians that the Bank was respond-
ing angrily to the government’s efforts to
use the Bank to support its short-term debt
financing while taking away the Bank’s power
to control the level of its own liabilities.®
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National Debt of the United Kingdom
Nominal amounts, funded and unfunded
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p. 581.

The elimination of the income tax in
1816 brought an end to the mutually agree-
able arrangements between the Treasury
and the Bank that had existed during the
war. The fall in tax revenues meant a sharp
rise in the ratio of tax revenues that the gov-
ernment had to devote to servicing the huge
debt accumulated during the war. Figures 1
and 2 show clearly the rise in government
debt during the war, the ease with which
the mounting debt was serviced while the
income tax existed, and then the constraint
upon the government'’s peacetime budget
created by the continuing debt service. In
the absence of an emerging revenue source,
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it was a serious shock to the Treasury to
lose an income stream that had amounted
to nearly 20 percent of its total gross
income in 1816 (£14.6 million) and had
virtually vanished by 1818.° This was the
shock that forced readjustment throughout
the entire British financial system, from the
Treasury right down to the country banks.
The Treasury confronted this situation
with a variety of ploys. One was to raise
the price of its long-term bonds in the
London Stock Exchange so that new debt
at lower interest rates could be issued in
order to reduce its expenditures on debt
service. It preferred to reduce this form of
expenditure rather than cut back on tradi-
tional sinecures of the royal family and the
landed aristocracy or reduce further the
army and navy. Expenditures had to be
cut not only because the repeal of the
income tax had reduced revenue, but also
because of the fear of further losses of rev-
enue that might follow from reductions in
various customs duties and excises. Coun-
terarguments that both foreign trade and
domestic commerce would increase in
response to lower tax rates enough to gen-
erate the same revenues as before failed to
persuade a timorous government. A few
experiments were tried, some of which
proved successful, but in the prevailing
disturbed monetary conditions, any reduc-
tions in protection levels were vehemently
opposed by manufacturing interests. The
government was forced to find its budget
balance in reduced debt service. By 1821,
it became increasingly possible to do this.
Figure 3 shows the course of prices for
the major government “stocks,” namely
the price of 3 percent consols, Bank of
England stock, and East India Company
stock, over the period 1811-31. The price
of consols, with their constant £3 interest
payment each year, reflects inversely the
default risk-free yield on long-term debt.
Its pattern shows clearly the increasing
pressures of war finance during the Napole-
onic Wars and the rocky road traversed by
the British debt overhang in the decade-
and-a-half following Waterloo. In the
period encompassing the resumption of
specie payments, from late summer 1820
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and faced with a mounting problem of
encroachment by noncompany English
traders in the exports of Indian goods to
Britain. To counter this, the company was
allowed to maintain its monopoly on all British
trade with China. It was in the 1820s that the
company’s import of trade goods from India
began to feel the pressure of competition—in
1826-27, they imported no goods whatsoever
from India.l! So it was the prospects of

the continued China monopoly, and the earn-
ings on monopoly pricing of tea for British
consumers, that raised its market value in the
early 1820s and the decline in Indian trade
that lowered it in the mid-1820s.

In the early period from 1811 until
1819, by contrast, the London stock mar-
ket had established a stable price relationship
among the three securities. The market yield
on East India Company stock was always the
highest of the three. Presumably, this situa-
tion reflected the higher risk associated with
the stock. The directors succeeded in keep-
ing the dividend rate high at a steady 10
percent per annum throughout this period,
but there was always a high risk that the gov-
ernment would either increase its charges on
the company or reduce its source of profits,
say by returning Ceylon and Indonesia to the
Dutch. The much lower market yield on
Bank stock reflected the perception that the
Bank’s business with the government was
assured and even less risky than the govern-
ment’s financial affairs. The Bank stock’s
market yields were always lower than
those available from the 3 percent consols,
at least until 1819. This is not as counter-
intuitive as it may first appear, because the
amount of Bank stock was fixed by terms
of its most recent charter, while the supply
of “Three Per Cents” kept changing unpre-
dictably with the shocks to the govern-
ment’s finances.

All this changed, however, with the
Resumption Act of 1819. The Bank’ stock
was assessed by the market to be then as
risky as that of the East India Company.
The success of actual resumption in full in
1821 appears to have reassured the market
that it was less risky than the stock of the
East India Company, whose fate was still a
matter of intense discussion and dispute.

At times, Bank stock even appeared less
risky than consols. The crisis of 1825 dis-
rupted further the price and yield patterns.
Thereafter, consols were clearly judged the
safest security, East India Company stock
became priced with a higher risk premium
yet, and Bank stock was priced with a risk
premium that seems to have risen steadily
toward the fateful year of 1833, when its
charter was up for renewal.

It may be helpful to put this argument,
derived from visual inspection of the price
and yield charts, in terms more familiar to
modern financial analysts. The visual evi-
dence is that the three major components
of “the funds” were co-integrated in the
period up to 1819 and presumably for a
number of years before 1811. At some
point in the period of conflict between the
Bank and the government over the timing
and terms of resumption of cash payments,
from 1819 to 1821, the co-integrating rela-
tionship was broken. Table 1 presents the
results of some formal testing of the statis-
tical hypotheses implied by this argument.?
The top panel demonstrates that the prices
of all three securities probably followed
random walks, both during the period
1811-20 and the period 1821-30. This is
reassuring evidence that the market was at
least weakly efficient in pricing each secu-
rity. That is, there was no obvious trading
rule that investors could use to make con-
sistent profits by knowing when prices
would rise or fall.

The second panel shows the results of
Dickey-Fuller tests to see if there existed co-
integrating relationships between each pair
of securities in each subperiod. These indi-
cate that co-integration did exist between 3
percent consols and both Bank of England
stock and East India Company (EIC) stock
in the first subperiod, 1811-20. This is sen-
sible, as the dividends for both the Bank
and the EIC rested in large part on passing
through the interest payments each company
received from the government. However, no
co-integration existed between Bank of Eng-
land and East India Company stock. This
is also reasonable, because each company’s
additional earnings above the interest pay-
ments received from the government were
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balance and even run a small surplus, thanks
mainly to reductions in the armed forces,
especially the withdrawal of occupation
forces from France after 1818. But in the
period immediately following resumption of
the gold standard, the government continued
to make payments into the Sinking Fund,
which was used to make periodic purchases
of long-term debt at market prices and retire
it. In effect, the Treasury was running open-
market operations that increased liquidity
in the economy. It did this by issuing Exche-
quer bills to the Bank and then using its
credits with the Bank to retire some of the
funded, long-term debt, mainly consols.
Encouraged by the possibilities of retiring
high-interest debt and reducing expenditures
in this way, the government overreached in
1823. At the end of that year, the govern-
ment converted £135 million of its 5 percent
bonds to 4 percent bonds. It then continued
to take advantage of monetary ease early in
1824 by converting £80 million of the 4 per-
cent bonds to 3Y/2 percent.13

This had a double-barreled effect,
according to traditional accounts. On the
one hand, British investors were disappointed
to be receiving lower yields on their hold-
ings in “the funds.” “Even in that day
‘John Bull could not stand two per cent.’”14
On the other hand, the Bank of England was
now obliged to buy back the “deadweight”
part of the annuity yielding 3%2 percent that
the government had issued to cover its
expenditure on naval and military pensions
but had failed to sell to the public. The
Bank had ample reserves to accomplish this,
having accumulated bullion for minting into
coins to replace the £1 and £2 notes it had
issued during the paper pound period
(1797-1821). In fact, as late as October
1824 the Banks reserves amounted to fully
one-third of its liabilities, and by February
1825 it had increased its holdings of public
securities by 50 percent from the low of Feb-
ruary 1822.15

This increase meant the Bank was also
conducting open-market operations, inad-
vertently and unwillingly, that added to the
monetary ease by placing cash in the pub-
lic’s hands in exchange for the government
securities they previously held. This was

done at the same time the Bank was draw-
ing down its excessive gold reserves, a pro-
cess that also increased public liquidity.
John Easthope, a member of Parliament
and a stockbroker, in his testimony to the
Committee on the Bank of England Char-
ter in 1832, argued that while the increase
in the Bank’s note issue before 1825 was
not so large, it should have been decreased
in light of falling gold reserves.1® The epi-
sode he referred to was very likely the opera-
tions of Nathan Rothschild, who took
advantage of the falling price of gold in
Britain to borrow a large amount from the
Bank to sell in France in November 1824.17
Later, in mid-1825, when the Bank became
concerned about its falling reserves and the
fall of stock prices, Rothschild agreed to
repay the loan, restoring the gold in install-
ments spread over the months of June, July,
August, and September.1® The result was
exceptional monetary ease in 1824 and into
1825, and then contraction in mid-1825,
helping to bring on a payments crisis for
country banks.

As Easthope argued, this was not the
behavior one would want from a bank
devoted to public service, although it was
understandable behavior for a bank more
concerned about the dividends it could pay
to its stockholders than the general state of
the monetary regime. On this point, the
Bank’s defense was that the exchanges had
turned against Britain in 1825, so it was
necessary then to contract its note issue and
restore its gold reserves. Yet the evidence
produced by the Bank itself for the commit-
tee indicates that the exchange rate was never
seriously threatened (see Figure 5), at least
no more than in earlier and later fluctua-
tions that were not accompanied by finan-
cial panics. Indeed, such fluctuations as
occurred may have created profit opportu-
nities for the House of Rothschild, which
the Bank was only too happy to share in
part without taking the risks incurred
by Rothschild.

The dysfunction of the financial system
created at the top by the separation of opera-
tions and objectives between the Bank and
the Treasury spread even further, affecting
the country banks. Confronted by the dis-
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while, the net proceeds they had received
after the bonds were sold at discount—and
after they had paid large commissions up
front—to the London investment houses
were dissipated rapidly in military con-
flicts with neighboring states.?*

From 1822, when both Chile and
Colombia floated bond issues with London
agents, an increasing number of Latin Amer-
ican governments tried to find the means
for financing their transition to indepen-
dence from the flush pockets of British
investors. The bonds they issued, in terms
of the amounts actually paid up, as distin-
guished from the amounts actually received
by the governments, were the largest single
category of new investment in the London
capital market in this period.2> It is true,
even so, that the amount was small relative
to the remaining sum of the British govern-
ment’s funded debt—£43 million compared
with £820 million.28

Figure 6 compares the prices of several
bond issues of the emerging South Amer-
ican states, as given in James Wetenhall's
semiweekly Course of the Exchange.2” At
the peak of the stock market boom, there
was surprising convergence in the prices of
all the Latin American bonds. It was only
in the ensuing two years that information
on the fiscal capacity of the individual gov-
ernments and their respective economic
bases enabled the London market to distin-
guish among them. Mexico and the Andean
countries were clearly marked to be disas-
ter cases by the end of 1828, while already
Argentina and Brazil were demonstrating
their attractiveness to British investors, an
allure that would increase until the Baring
crisis of 1890.

The pricing pattern of foreign govern-
ment bonds displayed in Figure 6 is a clas-
sic illustration of the so-called “lemons”
problem that can occur in emerging finan-
cial markets. In this case, it appears that
investors in the London market priced the
Latin American bonds at a substantial dis-
count so that the typical 5 percent or 6 per-
cent yield on par value could provide a
substantial risk premium compared with
both the British funds and the now-
seasoned and solid French government

debt. Until further information came in
from newspapers or merchants’ letters from
the respective countries concerning their
fiscal situation and credit arrangements,
however, they all looked much alike, and all
were priced at punitively low levels. This
discouraged higher-quality governments,
perhaps Brazil, from issuing debt until the
House of Rothschild had assured itself that
adequate provision was forthcoming for ser-
vicing it. But it also encouraged lower-quality
governments, perhaps Peru, to issue debt
early on. Indeed, at one point in October
1822, it induced the Scottish adventurer,
Gregor McGregor, to issue bonds from an
imaginary government of Poyais, presum-
ably located around Honduras. On October
29, 1822, the official Course of the Exchange
quoted Poyais scrip for 6 percent bonds at
81%- percent of par, compared with Peru’s

6 percent bonds at 863/4, Chile’s at 84, and
Colombia’s at 86!

Only as more information came in or
as investors began to pull out of higher-
risk investments and seek safer, better-
quality assets did price differences begin to
show up. This change began to occur in
the fall of 1825 for the new government
issues from Latin America; it did not affect
the now-seasoned and secure French rentes
at all. While the history of the various
bond issues is extremely colorful, it appears
that Leland Jenks’ assessment of many years
ago is still fundamentally correct—their
main effect was to enrich some issuing agents
and impoverish or imperil others, including
the redoutable Barings. Jenks notes that the
typical arrangement mimicked that devised
by the Goldschmidts for the Colombian loan
of 1824, whereby “[t]hey received a commis-
sion for raising the money, a commission for
spending it, and a commission for paying it
back.”28 On the other hand, the most recent
historian of Barings argues that they lost
money on the Argentina loan by buying back
large amounts of it in a futile effort to main-
tain the market price of the bonds and lost
even more on the ill-advised investments in
Mexico of Francis Baring, the second son of
Alexander Baring.?® In the case of both the
Rothschilds and the Barings, however, it
appears that the sums risked were relatively
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3L Hunt (1936), p. 32.
32Hunt (1936), p. 32.
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small and the risks generally appreciated
even by an inexperienced British public. We
have to look elsewhere for an explanation of
the 1825 speculative bubble and collapse,
perhaps in the new domestic companies that
were formed.

Domestic Securities

As the London stock market had proved
attractive for the new issues of debt by the
restored European governments and the rev-
olutionary Latin American governments, by
1824 a much wider variety of newly formed
joint-stock corporations offered their shares
to London investors. In the words of a
contemporary observer, “bubble schemes
came out in shoals like herring from the
Polar Seas.”® The success of three compa-
nies floated to exploit the mineral resources
of Mexico—the Real del Monte Association,
the United Mexican Company, and the
Anglo-American Company led to flotations
of domestic projects in early 1824. In Feb-
ruary 1824, the Barings and Rothschilds
cooperated to found the Alliance British and
Foreign Life & Fire Insurance Company. It
enjoyed an immediate, enormous success.3!
In March there were 30 bills before Parlia-
ment to establish some kind of joint-stock
enterprise, whether a private undertaking
for issuing insurance or opening a mine, or
a public utility such as gas or waterworks, or
a canal, dock, or bridge. In April there were
250 such bills.32

The limitation of joint-stock enterprises
to these fields arose from the limitations,
first, of the Bubble Act of 1720, which for-
bade joint-stock corporations from engaging
in activities other than those specifically
stated in their charters; second, of common
law, which made stockholders in co-partner-
ships with transferable shares (i.e., unin-
corporated joint-stock enterprises) liable in
unlimited amount, proportional to their
shares in the equity of the company; and,
third, of the limited liability and ease of
transfer for shareholders in mines created
on the “cost-book” system.33 They were
subject only to calls up to the capitalization
authorized by the cost-book, which required
neither deed, charter, nor act of Parliament

to establish. Despite the resistance of Par-
liament to incorporating new companies
with limited liability, the speculative mania
continued with new projects floated daily.
Speculation was encouraged on the possi-
bility that an enterprise might receive a
charter, based on the connections in
Parliament of its board of directors.

The extent of the speculative fervor
and its lack of permanent effect was spelled
out by a contemporary stockbroker, Henry
English, and his analysis has remained
authoritative to this day. Briefly, English
listed 624 companies that were floated in
the years 1824 and 1825. They had a capi-
talization of £372,173,100. By 1827, only
127 of these existed with a capitalization
of £102,781,600, of which only £15,185,950
had been paid in, but the market value had
sunk even lower to only £9,303,950.34 But
even at the height of the enthusiasm for
new issues, the total capital paid in had
amounted to no more than £49 million.35
Compared with the stock of government
debt available (£820 million), this amount
was still almost as limited in scale as the
investments in Latin American securities.
Perhaps we have to look still further for
an explanation of the events of 1825. The
role of the country banks, in particular,
needs to be examined.

The Country Banks

The expansion of the economy contin-
ued through 1823 and 1824. By April 1825
at the latest, the stock market boom reached
its peak (Figure 7),36 and the resulting drop
in collateral values, combined with a con-
traction by the Bank of England in its note
issue, began to create jitters in the money
market. By July, city bankers were begin-
ning to be more cautious. In September,
reports of difficulties by country banks in
Devon and Cornwall began to appear. All
country banks were then faced with the sea-
sonal strain that occurred each autumn.
Government tax revenues were required to
be remitted to London in the autumn before
interest payments on government debt were
made in December. This caused more coun-
try banks to fail in October and November
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Bank of England branches, 3) the cessation
of re-discounting by the London private
banks, and 4) the assumption of some
central banking functions by the Bank
of England.52

The new joint-stock banks had to func-
tion outside London (thanks to the resis-
tance of the Bank of England) and they had
to compete with existing country banks by
attracting deposits rather than issuing notes.
King does not explain why this was so,
noting only that those joint-stock banks
that began business by issuing notes gave
them up after a few years. It appears that
this development arose in large part because
the Bank of England branches refused to do
business with joint-stock banks that did
issue notes.>® Given that their business was
necessarily local and that they had no notes
to redeem, the new joint-stock banks kept
minimum reserves, relying upon re-discount-
ing bills of exchange to obtain cash when
needed to meet withdrawals of deposits.
They also had a strong preference for short-
term loans in the form of bills, rather than
government securities, as had been the case
earlier.5* As the country banks wound up
their small-note business, they also turned
increasingly toward deposits and the
behavior of joint-stock banks, as described
by King. King concludes that it was the
period from roughly 1830 until the 1860s
or 1870s that the bill market became the
most important way in which domestic
credit was distributed within Great Britain.5®

The second change identified by King,
the establishment of branches by the Bank
of England, also promoted the rise of the bill
market. While initially the Bank’s branches
would seem to be serious competitors to the
local banks, they limited their lending activ-
ities strictly to commercial bills and then
only to very short-term and highest-quality
bills, as approved in London. This limitation
effectively kept business intact for the exist-
ing local banks, save that their commissions
on discounting bills were reduced by the
knowledge among their customers that the
Bank of England branches did not charge
commissions. But the facility of making
remittances to London and receiving credits
back from London through the Bank’s

branches helped local bankers use the
London bill market more cheaply. A bill
drawn locally could now be sent directly
to a bill broker in London, who would be
instructed to pay the proceeds into the
Bank of England for the credit of the local
bank at the branch bank. Moreover, a
trader in Leeds could pay or receive money
in Birmingham through the medium of the
Bank’s branches, for the “simple charge of
postage of a letter.”®¢ In short, the branches
of the Bank of England greatly improved
the payment mechanism that underlay the
smooth functioning of the bill market.

The third change noted by King was
the withdrawal of London private banks
from re-discounting after the 1825 crisis.
The run upon the Bank of England—as
well as its obvious reluctance to hold too
much reserves in gold, which was not
earning income for its stockholders—con-
vinced the London banks they should not
rely on the Bank of England exclusively for
cash in times of pressure. Instead, they
turned to providing call loans to bill brokers,
who could, in turn, increasingly become bill
dealers. Instead of delaying discounting of
bills in London until a matching buyer had
been found for the bills offered for sale,
larger firms could now purchase the bills
immediately, using funds on deposit with
them by the London private banks.5” Only
a few firms were as yet large enough to be
able to risk this next step, moving from bro-
kering to dealing in bills. Even those like
Gurney's probably would not have done it
then had not the market rate of discount
fallen below the usury limit of 5 percent.
Had it been at or above the usury limit,
there would have been no possibility of
making a profit from strict dealing.

The final step in completing the new
structure did not occur until 1830, when
the Bank of England opened its re-discount
facilities to the bill brokers. Even this was
not sufficient to overcome the informational
asymmetries that could still arise in the
market and that lay at the heart of later
crises when the emerging bill market was
abused opportunistically. The remaining
problem was the Bank’s continued refusal
to discount at market rates, meaning that it
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