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INTRODUCTION: THE CONVERGENCE OF 
NATIONAL FINANCIAL SYSTEMS: WISHFUL 

THINKING OR IRRESISTIBLE TREND?

Patrice Baubeau 

Finance and the Economy

Although they have a very long history, academic studies of fi nancial structures 

have developed in three general steps apparently sound assumptions during the 

last fi ft y years or so.

Th e fi rst step came aft er World War I and in the wake of the Great Depres-

sion, as a sustained eff ort to establish reliable data series, while new theories were 

being put forward, to explain the collapse of the gold standard, as well as the eco-

nomic gyrations that followed World War I. Th us motivated, states and central 

banks tried to institute new institutional designs, as during the so-called great 

conferences of Genoa (1922), London (1933) or Bretton Woods (1944). Th is 

set the stage for an international drive towards more comprehensive, reliable and 

comparable statistics covering monetary and fi nancial matters. At the same time, 

central banks all over the developed world engaged into more academic-like 

research, leading to a serious upheaval of both the quantity and quality of their 

published material, even on a retrospective basis. But whether the institutions 

were ill-designed or the goal of a Gold-standard built-in balancing mechanism 

was an illusion, these conferences were mostly in vain, failing to design stable 

and enduring international monetary and fi nancial systems. At best they ended 

up with a temporary alleviation of the main problems but succeeded in creating 

multilateral institutions whose usefulness would prove to be well beyond the 

scope of their original charters, such as the BIS, the World Bank or the IMF.

Building upon this new ideas and data, a general reappraisal of past mon-

etary and fi nancial history marked the 1960s. Milton Friedman, Anna Schwartz 

and Philip Cagan1 at the NBER were among the main contributors to this sec-
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ond step, but they were joined by many, most notably John Gurley and Edward 

Shaw,2 Alexander Gerschenkron and Raymond Goldsmith. Economic history 

started then to accumulate many documented cases and new pools of data 

related to fi nancial issues, banks and crises. But the last two authors provided 

economist historians with two key elements.

First, Alexander Gerschenkron3 built an ambiguous but durable analytical 

framework. Indeed, acknowledging the wide variety in national experiences, 

he escaped the trap of a ‘one size fi ts all’ framework of economic development 

and replaced it by an agonistic drive to modernization, explaining both comple-

mentarity among nation-state economies and non-market solutions to relative 

backwardness, i.e. banks and state planning and fi nance (Table I.1).

Table I.1. Stages of fi nancial development according to A. Gerschekron.4

Development Stages Forerunning Area Mild Relative Back-

wardness Area

Severe Relative Back-

wardness Area
Stage 1 Market Finance Bank Finance State Finance
Stage 2 Market Finance Bank Finance
Stage 3 Market Finance

Raymond Goldsmith,5 bridging the gap of the promised second volume from 

Gurley and Shaw, followed a very diff erent path, that of ‘fi nancial deepening’: 

using several ratios, he showed an empirically strong relationship between fi nan-

cial and economic development. Th is occurred more or less at the time when 

the basic monetary and economic assumptions upon which rested budgetary 

and monetary policies in OECD countries started to stumble and shatter. A 

solution to the problems encountered in most developed countries and in the 

international fi nancial system at large could be found at the crossroads of Ger-

schenkron’s and Goldsmith’s views – whatever they intended. Indeed, a common 

interpretation of the 1950s and 1960s growth in Europe and Japan rested upon 

the catching up of the United States that nonetheless provided capitals aft er the 

Second World War, but also methods and a stable international environment of 

gradual commercial opening. In two decades time, Western Europe and Japan 

had progressed from severe to mild relative backwardness and, most logically, 

their fi nancial systems should have adapted to this transition, while in fact most 

states retained the fi nancial power gained during the Great Depression and the 

War. Another approach to the problem was to pinpoint the limits of an essen-

tially debt-driven growth fi nanced through monetary expansion that did not 

allow enough fi nancial deepening from the point of view of savers, investors and 

companies.

Th e fi nal collapse of Bretton Woods, in 1976, was soon followed by an 

extraordinary market rally. By rally, we mean that market did not only bully 

during the 1980s and 1990s as never before in the twentieth century, but also 
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that political and business executives, backed by academics, declared market 

mechanisms to be superior to any centralized allocation of capital, leading to 

a third step in fi nancial structures studies. Building on new methodologies, 

such as panel and OLS regressions, time-series analysis, and Granger-causality, 

papers started to study in a systematic way the relationship between fi nance and 

growth.6 As soon as 1993 and 1996, Robert King and Ross Levine7 and John 

Boyd and Bruce Smith 8 transformed the correlation established by Goldsmith 

between fi nancial and economic development into a causality, running from 

fi nancial development and institutions to economic growth, along theoretical 

paths formerly developed by Joseph Schumpeter. A few years later, Gerschenk-

ron’s intuitions were developed and tested in a more thorough manner by several 

scholars, notably Richard Sylla, Richard Tilly and Gabriel Tortella9 Douglas J. 

Forsyth and Daniel Verdier,10 or Carolin Fohlin.11

Consequently, it is not possible anymore to try to understand economic 

development without paying tribute to fi nancial structures, institutions and 

incentives. From the bottom – Grameen banks – to the top – deep, large and 

eff ective markets – of the ladder, fi nancial issues have been playing a key role 

in the Washington consensus as well as in the domestic developments in most 

OECD countries since the ‘Volker’s revolution’.

But there are still issues to be settled. One cannot really doubt the fact 

that fi nancial innovation has been paving the way for the renewed growth of 

the 1980s and 90s, but does that mean that fi nance is a permanent feature of 

economic development, i.e. that it is a ‘prerequisite’ to growth? Or does that 

relationship stand the trial only during specifi c periods of time? Recent studies 

seem indeed to cast some doubts,12 at least acknowledging the existence of diff er-

ent periods where causalities can have diff erent directions, i.e. to the right Joan 

Robinson,13 at least sometimes.

Finance and History

Accordingly, the issue of ‘history matters’ is our main drive in this volume. But 

we intend to push the matter a bit further. Indeed, behind the stories of ‘relative 

backwardness’ and ‘fi nancial deepening’, lies a convergence14 theory. Lets state it 

this way: everything being equal, if an economic system develops it will tend to 

reduce its relative backwardness towards the leader(s) and so to diminish the role 

devoted to special-purpose fi nancial institutions, i.e. state fi nance and banks. Or: 

everything being equal, fi nancial deepening will allow for a more effi  cient alloca-

tion of capital, which, in turn, will provide for a more eff ective selection of the 

innovations and economic opportunities, and more productivity growth. So, 

everything being equal, countries should tend to converge towards some form 

of market-based fi nancial system. Th e problem, of course, is that fi nancial struc-
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tures still diff er a lot from country to country, even between those of comparable 

wealth.

Th eoretical and empirical inquiries on such issues have been developing for 

over twenty years, as several review papers testify,15 fuelled by the apparent bank-

to-market shift  ignited in OECD countries at the end of the 1970s and the return 

of fi nancial crises, almost nonexistent in developed countries during the Bretton 

Woods era. Academic issues also help explain this interest, with the impact of 

informational economics, either in the form of information asymmetry stud-

ies, or in the form of game-theory or institutional economics. Th is literature is 

dominated by the assumption that markets are more effi  cient in relatively devel-

oped economies,16 whatever the broader context, and has been concerned with 

discovering the main factor behind the diff erent types of fi nancial systems one 

can observe today. Indeed, such a factor may help explain why a country would 

rather rely on information-gathering and processing organizations or on indi-

vidual agents meeting on a market, leaning, for example, towards a ‘bank-based’ 

or a ‘market-based’ system, or a centralized/decentralized process. 

Nevertheless one can still roughly divide the explanations for why a country 

would adhere to the one type or the other in two categories: 1) Structural expla-

nations or 2) Developmental (or evolutionary) explanations.

Th e fi rst category of explanations relies on almost permanent factors such as 

the legal basis, the distribution of political power, the existence of entrenched 

social or economic powers and so on which exert a constant and long-term 

infl uence on the institutional development and the economic rules of the game 

that play a key role in regard to the fi nancial structures.17 Th e second category is 

more concerned with the pattern of economic and fi nancial development over 

time, and relies on the link between specifi c diffi  culties or challenges (regional 

imbalances, information asymmetry, relative backwardness…) and the build-up 

of institutional solutions to these diffi  culties.18

Academic historians tend to rely more on the second approach, which lets 

them expand historical explanations and careful contextual analysis.19 Nev-

ertheless, these distinctly diff erent types of explanations share two common 

conclusions in most academic works, that convergence among fi nancial systems 

is not only possible, it is more or less bound to take place given an open interna-

tional capital market and, second, that path dependency is a very strong feature 

of fi nancial systems.

But as this volume demonstrates, history is not a quiet river: here and again, 

crises, upheavals, innovations, revolutions, wars and so on shatter the orderly 

manner of the world, which is rather the orderly view of it we tend to develop 

when time passes, taking for granted what does seem rooted. Indeed, if fi nan-

cial structures are dependent on specifi c historical events, convergence among 

national fi nancial systems will only be a theoretical construction since any 
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historical event at any time may disrupt the supposed convergence. More dis-

turbing, the disruption could be embedded into the convergence process itself 

if one considers that convergence is not a pure economic process – as expressed 

in a GDP to capita ratio – but also refl ects centre–periphery and fi rst–second 

rank hierarchies among countries and the hegemonic situation of one or sev-

eral political powerhouses fi nancial structures. In short, some crises could have 

ended convergence not accidentally, but because being provoked by the chal-

lenge to the world order, i.e. to the dominant political and fi nancial power(s).20

Th e System of Finance

A second issue, related to the convergence story, derives from the fact that fi nan-

cial system literature asks ‘what is fi nance’ rather than ‘what is a system?’ Th is 

question is seldom addressed while it lies at the heart of the signifi cance of the 

expression ‘fi nancial system’. Many conceptual frameworks and expressions have 

been forged to describe, classify and defi ne fi nancial organizations, institutions 

and mechanisms. One of the main issues in this eff ort for labelling derives from 

the conception of what fi nance is: are these organizations, institutions and mech-

anisms structurally linked one to the other so as to form a system, or are they just 

a loose set of rules and practices built more or less randomly over time?

One could propose two polar views of what a system is. On the one hand, 

a system could be defi ned as a dense web of interrelations between various ele-

ments, meaning that a change in one element or one interrelation starts a chain 

reaction on all the other elements until a new version (equilibrium) of the system 

is reached. If the magnitude of the necessary change is set high, then diff erent sys-

tems will follow one another, each time a suffi  ciently powerful shock aff ects the 

system: we have here a fi nancial system version of the structural changes brought 

by scientifi c revolutions according to Th omas Kuhn.21 Between two major shift s, 

the system would evolve without changing its dominant traits. If the magnitude 

of the necessary change is set low, there is no longer any real diff erence between 

‘evolution’ and ‘revolution’, and the system can experience dramatic changes by 

simply accumulating a large number of minor modifi cations. Such a systemic 

approach, i.e. the very idea that all parts of it are interrelated, means that no insti-

tution or area can shield itself from the general evolutions of the system. Th ere is 

no stability at another level than that of the system itself. But we know that many 

institutions have in fact been designed to shield participants from evolution and 

risk. Such a conception of systems can lead to analytical shortcomings, because 

it becomes very diffi  cult to separate causes and consequences.

From a more general point of view, if one defi nes a fi nancial system as a 

risk-sharing and risk-processing system, the fact that it is a closely interrelated 

could sometimes appear contradictory with its goal of distributing risks along 
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individual preferences patterns without jeopardizing all participants through an 

increased systemic risk – but the 2007 crisis demonstrates such contradictions 

may occur in the real world.

On the other hand, a fi nancial system could be more loosely defi ned as a col-

lection of a few specifi c structural traits (i.e. the market-based and banks-based 

fi nancial systems). A minor or even a major shock will not necessarily aff ect the 

overall structure of the system, which reacts to much more ‘long term’ determi-

nants: political and cultural traits, legal structures, etc. Th e big advantage of this 

approach is to break up the whole of society into a series of subsystems, each of 

them becoming the object of more specialized, and as such more competent, 

academics.22 Besides, each subsystem would be defi ned by exogenous and endog-

enous variables, most exogenous variables actually being elements from the other 

subsystems. In doing so, most social scientists indulge in a degree of ‘hypostasis’, 

i.e. they transform historical processes which manifest themselves in a variety of 

traits and institutions, to a large extent not related through necessity or even con-

tradictory between them, into ‘personas’, actors in their own right, guiding and 

giving sense to the fl ow of time, but themselves almost perfectly stable: national 

character and prejudiced perceptions of a hierarchy between human races once 

played this exogenous role. Today, ‘progress’ and its quantitative translation 

(GDP/capita) is still the main ‘hypostasis’ and the main ground of this fi nalism, 

even when dissimulated behind the veil of ‘the one best way’. A good example of 

such a persona is ‘modernization’: economic modernization is very oft en associ-

ated with market development and the reduction in political risks (wars, civil 

strife, revolutions). But as advocated for example by Raymond Aron or Peter 

Katzenstein, modernization23 tends to have two opposed consequences: from 

an economic point of view, it leads to enlarged product and services circulation 

and deeper economic interdependency but from a social point of view, it leads 

to more social and economic (revenue) cleavages and can disrupt political or cul-

tural links and cohesiveness.24 From an international point of view, one can also 

show that the usual link long established between foreign exchanges and peace 

is at best dubious.25 As such, one should be careful in assessing the long-term 

eff ects of a single but complex factor.

Linking Sub-State, National and International Stories

In order to propose some answers – we do not pretend they are defi nitive! 

– we collectively built a case collection that would address the convergence of 

fi nancial systems at diff erent geographical and time scales. Indeed, by putting 

emphasis only on national systems convergence, we forget that national fi nancial 

structures are not that much more homogenous than fi nancial systems among 

states. In many ways, what is true of fi nancial convergence at the international 
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level holds true at the sub-state level, except that the ‘natural law’ of pure power, 

in the absence of an international regulation, does not apply except in times of 

civil war (Chapter 8, Pablo Martín-Aceña, Elena Martinez Ruiz and María A. 

Pons). Th us, convergence at a sub-state level (Part I) can occur in two diff erent 

but non-contradictory patterns: either an attempt to seize regulation or through 

social patterns. Jean-Luc Mastin (Chapter 2) shows how a regional fi nancial pat-

tern is embedded into a social and industrial structure in which the area can 

resist Parisian interferences but with the major drawback of reinforcing conserv-

atism. Kim Oosterlink and Angelo Riva (Chapter 3) tell us of the extraordinary 

attempt to capture the fate of doom: in 1940, with France defeated, and its state 

stunted and moved to a remote third-rank city, Lyon brokers tried to seize the 

opportunity to reverse the trend of their own marginalization in an increasingly 

homogeneous/converging national security market. Patrick Verley (Chapter 1) 

shows a parallel story: that of the social distinctions and permanent concurrence 

between the offi  cial market and ‘curb’ market brokers in Paris. What made the 

Parisian market thrive during the nineteenth century is not its organizational 

qualities or the securities diversifi cation, but rather the ‘competition’ between 

regulated and unregulated actors and activities. In that respect, too much con-

vergence impedes dynamism.

On the national level (Part II), long-term analysis helps to uncover some 

semi-permanent features, but when thoroughly analysed, the result is to stress the 

importance of the context. A same set of institutions or practices can yield diff er-

ent results, as shown by the contrasted impacts of crises on Swiss banks (Chapter 

6, Dirk Drechsel) or the divergent evolutions of German, French and Italian 

mixed banks (Chapter 5, Carlo Brambilla). Moreover, the very meaning of con-

vergence – integration or complementarity? – starts to get blurred (Chapter 4, 

David Le Bris). Pure convergence could mean product or services substitutabil-

ity and increased concurrence ending in centralization – and as such in central 

or peripheral domination (see also Chapters 1 and 3), while complementarity, 

by providing a wealth of varying products, processes and services, might lend 

resilience to the system but also provide convergence in another sense, that is 

fuel fl ows of capital, labour and ideas between regions, sectors and countries.

Th is diffi  culty of ending up with a univocal defi nition of convergence appears 

more clearly when historical shocks (Part III) are taken into account: as such, 

they should not be part of the process, since shocks are short-term events, when 

convergence is a rather long-term trend and process. Nevertheless, the long-term 

impact of large shocks, for example wars, given the path-dependency of fi nan-

cial structures, appears too strong to be overlooked (Chapter 7, Patrice Baubeau 

and Anders Ögren). Th is has long been recognized by most historians who tend 

to defi ne long-term periods by initial events, either national or international. 

Th e civil war in Spain (Chapter 8, Pablo Martín-Aceña, Elena Martinez Ruiz 
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and María A. Pons) is especially relevant because it shows that facing the same 

constraint, fi nancing the war, albeit with diff erent resources, both camps tended 

to rely on one major resource: monetary emission. Given the very diff erent con-

ceptions in law, property rights or public accountability borne by the opposing 

camps, one can fi gure out how fragile general conclusions on the role of legal sys-

tems or property rights enforcement on fi nancial structures appear. In London, 

the dominant fi nancial place towards which other fi nancial systems seemed to 

converge before WWI (Chapter 9, Richard Roberts), the war outbreak deline-

ates the characteristics of the system, at both national and international levels, but 

also the weaknesses of the City in the ensuing competition with Wall Street.

In fact, as one can see from this short introduction, one cannot separate fi nan-

cial structures from monetary matters, which is precisely what Part IV addresses. 

For example, Kalina Dimitrova and Luca Fantacci (Chapter 10) show how 

Bulgaria’s convergence to the Gold Standard is at least a two-sided story, whose 

determinants are not solely monetary, because the goal is not only to provide ‘a 

seal of good house-keeping’, but also to shield the national economy from defl a-

tionary pressures and to enhance national independence by relying on the far 

powers (United Kingdom and France) rather than on the close ones (Ottoman 

Empire, Russia). Th e ability to play on the two sides – national and international 

– of currency is also what drives Antoine Gentier (Chapter 11) in showing some 

paradoxical consequences of the Gold Standard: it provide rules but also incen-

tives to break with them for internal motives, with direct consequences on the 

fi nancial structures. Jeroen Euwe (Chapter 12) kind of link together several lines 

of the previous arguments by showing how an event – World War I – shaped the 

fi nancial fortunes of the Netherlands fi rst as an escape route and a haven for Ger-

man capitals and then as a European fi nancial powerhouse during the Interwar 

period, part through the diplomatic skirmishes of the time, part through shrewd 

strategy. But what a war did, another could undo.
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1 ORGANIZATION OF NATIONAL FINANCIAL 
MARKETS AND CONVERGENCE OF 

PRACTICES: INSTITUTIONS AND NETWORKS 
OF PARISIAN BROKERS IN NINETEENTH-

CENTURY PARISIAN FINANCIAL MARKETS

Patrick Verley

Contemporaries and historians have always contrasted two modes of organization 

of the fi nancial market, that of London and that of Paris, as antimonic references 

– whereas other markets are akin to one of these models or mixes of both. Th e 

opposition criterion is the public or private character of the brokers. Th e London 

market was labelled as ‘free’, since brokers and jobbers were title merchants with-

out connections to any offi  cial function, whereas the stockbrokers of the offi  cial 

French market were ministerial offi  cials appointed by the Finance Minister. Such 

diff erence resulted from the political and economic heritage of both countries 

in the eighteenth and early nineteenth century, since France had been governed 

by an absolute monarchy which had borrowed a lot, thereby conferring a major 

role to State rente1 whereas London was negotiating private securities and foreign 

funds. During the last quarter of the nineteenth century in France, admiration 

for the English model and increasing liberalism tended to question the legitimacy 

of the stockbrokers’ monopoly by diverting the debate towards an opposition 

between security brought by State-guaranteed monopoly and effi  ciency on the 

other hand: the London organization seemed to be the most favourable to busi-

ness dynamism. It is this debate, leading incidentally to a large number of articles, 

which gave rise to the Act which recognized and reorganized the coulisse2 in 

1898, an Act which only half-satisfi ed those standing for liberalism:

Anyway, the controversy seemed to be closed for the time being and the protagonists 

as a whole were seemingly content with a solution which was nothing but a compro-

mise, whereas any new debate stood little chances, one must admit, to harmonise to 

any extent. It left  to monopoly a territory well-deserved by all the services rendered as 
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well as those it is still providing … Freedom on the other hand was not really banished 

from the Stock Exchange. Freedom had become fi rmly established and could deploy 

its propelling role therein. It acquired, by the way, a guild-like organisation which was 

a tribute to law and order requirements, which ought to govern any fi nancial market 

… Th ere was hence certain equilibrium, for a while at least, in Paris between two con-

tradictory conceptions regarding the organisation of the fi nancial markets.3 

Th e opposition between monopoly and ‘freedom’ was somehow ideological, 

since, in fact it concerned at most a regulation provided by law or the govern-

ment on the one hand, and on the other hand a guild-like self-regulation.

Indeed, all markets had to fulfi l three functions; to protect the public, to 

stabilize their operation and to secure the best loan issued by their governments. 

Since public safety was the fi rst concern of the governments, it implied the selec-

tion of the brokers, the regulation of the forward transactions, an expertise as to 

the viability of the securities and hence the listing which acted as a protection 

barrier as well as a moral guarantee. Th e diff erence was expressed by an alterna-

tive solution between rather strict a corporate control exercised by the Managing 

Committee and a Numerus Clausus in London and a corporate control also 

exercised in Paris by the Stockbrokers Association, then by the unions of bank 

brokers when they were founded during the last years of the nineteenth century, 

a control exercised within a legally defi ned framework. In Berlin, the fi nancial 

market was totally private and corporate until the 1896 Act set a strict frame-

work to forward transactions. Th e stability of the market and the placement of 

public loans involved the existence of market-makers, either professional like 

the jobbers, or illegal operators such as the offi  cial stockbrokers who were not 

entitled to this type of operation but nevertheless carried them out more oft en 

than not until the 1882 Krach and the coulissiers4 who, up to 1898, were not 

recognized legally. On the other hand, the London Stock Exchange was also see-

ing competition from outsiders ‘outside brokers, advertising, as designated by 

the Stock Exchange members, with a certain condescendence, in opposition to 

themselves, since it was forbidden to fi sh for customers via newspaper adds …’5 

Stronger regulation set in London or Berlin by the practices or the laws, more 

fl exible monopoly in Paris by the recognition of the ‘free’ market, that of the 

coulisse, the effi  cient operation of the fi nancial markets involved de facto conver-

gence among seemingly quite diff erent systems, as well as the banking models, 

interacting with the fi nancial markets, were not so strongly opposed in their 

operating modes as believed in the past6 and that, more generally, the economic 

structures of the advanced industrial countries saw a convergence process7 dur-

ing the second half of the nineteenth century.



 Organization of National Financial Markets abd Convergence of Practices 11

Institutions and Networks

Th is fi rst observation remains insuffi  cient, since it does not take agents’ networks 

into account. Th e function fulfi lled by the market institutions and the networks 

is identical or complementary, according to the objective sought. A fi rm may rely 

on either of them for fi nancing, widening its goodwill and fi nding loans, reduc-

ing its vulnerability to conjunctural uncertainties and cash-fl ow problems.

Th e brokerage companies of the fi nancial market form fi rms of a very pecu-

liar type. For them, the aim of raising capital was not investment, which they 

hardly needed apart from paying for the rental of offi  ces and purchasing very 

limited equipment. In fact the raised capitals guaranteed their solvency, towards 

clients as well as other brokers and large-scale operators, semi-professional and 

professional bankers, which formed a considerable portion of the clientele during 

the nineteenth century where the average savers market remained a small niche 

for a long time. Th e brokers wanted to diminish the vulnerability factor and 

to establish trusting relationships that are the very foundation of the fi nancial 

community. Unlike an industrial company which manages techniques and mini-

mizes its costs relative to the market prices, the activity of the fi nancial brokers 

was fi rst of all threatened by two interrelated risks: the insolvency of clients who 

had invested in forward transactions, and the insolvency of their professional 

partners. Both institutions and networks might at fi rst combine to reduce such 

vulnerability: the professional and family networks helped raise capitals and pro-

vide a mobilizable reserve in case of danger, they helped strengthen the trusting 

and solidarity relationships between practitioners, but the institutions were also 

useful in formalizing such solidarity by rendering them compulsory, in imposing 

rules on the recruitments of people and the guarantees for reducing the aleatory 

portion and thereby increasing market visibility. Finally the objective of devel-

oping business and widening goodwill could only be met by people’s networks. 

Th e structures of fi nancial intermediation were hence halfway between those 

of the activities of public legal offi  cials, such as notaries, where the institutional 

rule, which was the guarantee for the clientele, was of paramount importance, 

and that of business companies where the role played by the networks super-

seded the market institutions. Th e specifi cities of the operations conducted in 

the Parisian market and of their evolution contribute to explain the articulation 

modes between institutions and networks.

Th e Parisian Financial Market: A Highly Institutionalized Market

Th e French fi nancial market was highly institutionalized, since it had developed 

for managing the debt of the State which had increased rapidly during the eight-

eenth century and the fi rst three quarters of the nineteenth century. Whereas 

the First Empire had not borrowed but fi nanced its wars with the tributes paid 
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by the vanquished, the loans contracted in 1816, 1817 and 1818 intended for 

paying the Allied the indemnity foreseen by the second Paris treaty, increased 

the weight of the public securities in a capital market which was still hardly up 

and running. Th en came the loans to fi nance the successive wars of the Second 

Empire, in Crimea, Italy and Mexico, then fi nally the Franco–Prussian war 

which required a series of increasingly large loans, intended for paying the 5 bil-

lion Francs indemnity imposed by the new German Empire. Th e last great public 

issues amounted in 1881 to one billion Francs allocated to great public works for 

boosting the economy, then in 1883 and 1884 for 1.2 billion Francs with a view 

to consolidate the fl oating debt. Th is market for State debt was hence highly 

centralized in Paris and closely monitored by the government which considered 

that the rente prices, as a barometer of the State credit, indicated its capacity 

to issue new loans successfully. Th roughout the nineteenth century, along less 

developed Provincial markets, oriented towards regional industries, the Parisian 

market remained fi rst of all a public funds market, limited to French funds for a 

start, before gradually extending to foreign funds.

Table 1.1. Distribution of the French securities listed according to the issuer 

(rated value).8

1820 1830 1840 1851 1861 1880 1891 1902 1906 1913
State-collectivities 96.8 96.1 92.0 74.7 53.3 50.2 53.0 47.7 48.8 44.5
Railways 0.0 0.0 3.2 12.2 35.3 33.2 29.2 33.2 33.7 33.3
Transports, others 0.2 0.6 0.6 2.9 3.6 1.8 5.0 1.9 2.0 2.4
Banks-fi nance 3.0 3.3 3.2 5.2 4.4 12.3 10.3 9.6 10.9 13.3
Mines 0.0 0.0 0.9 1.0 0.7 0.4 0.2 0.5 0.5 0.6
Misc. 0.0 0.0 0.1 4.0 2.7 2.1 2.3 7.1 4.1 5.9
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Th is enormous weight of the State debt not only provided one of the essential 

macroeconomic data of the French economy in the nineteenth century, but also 

a reference as regards the actors’ practices, like the Parisian bankers elite (haute 

banque) whose ‘important’ transactions were associated with the submission of 

public loans, a technique which they then used to the benefi t of railway compa-

nies and foreign States.
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Figure 1.1. Stock value of the French public funds.9
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In 1840, the public funds still accounted for more than 90 per cent of the capi-

talisation of the French securities listed in Paris; close to 50 per cent at the end of 

the century. Nevertheless, the market kept the same characteristics: most private 

securities were railway securities, which, de facto, were rather semi-public securi-

ties than private securities. Th e interest payment guarantee off ered by the State, 

as of 1857, for private railway companies bonds, outside the state railway sector, 

increased this weight of public securities accordingly, since the saver, like the 

fi nancial advisors’ handbooks,10 classed them so. Th is peculiarity was met by a 

specifi c type of organization, inherited from the ‘Ancien Regime’, the monopoly 

of a company of Royal offi  cers, who, just like notaries, outlived the Le Chape-

lier Act, and became legal public offi  cers in the nineteenth century. Th e system 

should have provided the Finance Ministers with control, seriousness and stabil-

ity guarantees indispensable to public credit, whereas a free organization system, 

as in England, seemed more appropriate to private securities market, more 

aff ected by the economic conjuncture than by the State policy.

Even if the stockbrokers limited their activity to a strict role of public legal 

offi  cers, they could ensure neither market stability by balancing supply and 

demand, nor support public securities on which the fi nance ministers relied, and 

they could not adapt the fi xed-costs fi rm they headed to the activity fl uctuations 

of a market operating with securities which are quite volatile by nature, inas-

much as due to their small diff usion they were long held by big capitalists who 

were interested in capital gains rather than by small capitalists who kept them in 

their portfolios. 

Th e rigid organization of the market was necessarily compensated for by the 

development of a long illegal, free market, which, with a small degree of organi-

zation and plagued with high risks, could contribute to the stability of the whole 

fi nancial market, by dampening economic fl uctuations. Th e stockbrokers and 

the coulissiers, who became legal operators later under the denomination of bank 

brokers,11 remained competing and complementary partners throughout the 

nineteenth century.

Th e activity of the offi  cial stockbrokers was limited by law to sole interme-

diation on securities which essentially had long remained public loans, whose 

tradition required a change in denomination in the State registries which only 

they could certify. Th ey were entitled to buy securities only once they had received 

funds, and to sell securities only once they had accepted delivery thereof. Th eir 

activity, similar to notaries in the fi eld of real estate sales, might appear harmless. 

Th eir number was limited to sixty in Paris; they were appointed by the Finance 

Minister, aft er cooptation. Th e recruitment rules were a guarantee of professional 

competence and probity, since the candidates must be over twenty-fi ve years 

old, have worked in a stockbroker’s practice for four years at least, in a notary’s 

practice or still a banking or business company, not have been convicted, which 
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excluded former bankrupted, destituted brokers and illegal brokers already con-

victed for violating the offi  cial stockbrokers’ monopoly. Th e Chambre Syndicale 

(Stock Exchange Committee) was the self-regulation authority, with the power 

to enforce the regulations it generated. Th e Common Fund, created in 1819, 

provisioned by various duties paid by agents, played the part of mutual insur-

ance: it enabled lending to failing agents who could not deliver securities at term 

nor pay their creditors. Proving the solidarity of the offi  cial Stockbrokers Asso-

ciation, it demonstrated its effi  ciency since never during the nineteenth century 

had a single offi  cial stockbroker’s client, engaged into legal transactions, suff ered 

losses from a failing debtor. Th e rigidity of the institutional frame was such that 

the offi  cial trade should not have been risky in any way. 

A High Risky Offi  cial Market: Th e Weight of the Professional 

Networks (1800–82)

However, in spite of strengthened corporatism and the establishment of semi-

annual audit checks as of the 1840s, the profession remained highly risky until 

the end of the 1860s, because the stockbrokers acted as market-makers or made 

transactions for their own account. Th e regulation was then fi nding its limits. 

Paradoxically in the London Market, with its strict separation and its work divi-

sion between brokers, simple brokers with the public, and jobbers, professional 

market-makers and operators for their own account, was more ‘organized’ than 

the Parisian market.

According to the Stock Exchange Committee, among the 114 stockbrokers 

who had quit the Company between 1815 and 1843, 44 would have left  penni-

less and 39 completely ruined.12 Due to professional hazards, the average practice 

duration of the stockbrokers was short. Some could hardly maintain their prac-

tice even for a short while: among the 319 stockbrokers who proceeded to the 

Ring between 1818 and 1860, 27 remained in activity less than a year, 43 less 

than 3 years, 74 less than 5 years, 170 less than 10 years.

Th e hazards of this trade were associated with problems specifi c to an emer-

gent fi nancial market which the operators were starting to learn by doing: that 

of the forward market13 legality, unlawful but fi nancially necessary, that of mar-

ket-making and that of the division of labour between the offi  cial stockbrokers 

and the coulissiers. Th e forward market – forbidden by the letter of the law, was 

supposed to stabilize rates, which otherwise would have been unstable day aft er 

day due to the random fl uctuations of the sales and purchases volume. First 

and foremost the State needed it for placing its loans. Since the fi rm demand 

for securities was scarce in a society characterized by high inequality in wealth 

and income which limited the number of potential buyers, and where the lat-

ter were unfamiliar with security investment, the government could certainly 
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not contemplate selling them quickly to savers. Th eir fl ow depended on forward 

transactions conducted by large professional or semi-professional operators. But 

the unlawfulness of the forward market, which was nevertheless indispensable, 

left , during the fi rst half of the nineteenth century, the brokers without any legal 

recourse against unlucky or unscrupulous operators. If they relinquished these 

operations, the stockbrokers left  the whole benefi t to illegal brokers.

Th e other problems raised the same issue, either to accept risks and extend 

profi ts by operating outside the institutional protection, or pass the risks onto 

illegal operators by dividing the tasks, which meant recognizing de facto their 

existence and their usefulness, as well as relinquishing a portion of the commis-

sions to them. Th e stockbroker was not entitled to act as a market-maker, but the 

position of the market was the more unbalanced on a daily basis as the market 

niche was increasingly narrow. Th e illegal operators provided for the compensa-

tion of the rente market: they were the best clients of the stockbrokers. When 

the multiplication of the capital societies enabled numerous private securities 

to access the transaction market, in the 1840s, with the railway shares and even 

with stock options, either the stockbrokers accepted risks while claiming for 

all transactions – on more or less reliable securities whose rates could collapse 

together the companies issuing them, or they focused on sure securities, forsak-

ing the other securities to the coulisse, hence acknowledging the existence of a 

second market. In the 1840s, certain agents, or some of their employees or asso-

ciates engaged even openly in the placement of novel securities and were paid a 

commission by the issuing company.14

Up to the 1860s, the stockbrokers’ policy remained undecided. In 1859, they 

obtained the conviction of the main coulisse companies in a spectacular trial, 

which disorganized the illegal market, but also made the offi  cial market rather 

dull. Th ey accepted a portion of the market risks from which their corporatist 

organization could not protect them completely: which explains the amount of 

accidents and bankruptcies. But the vulnerability was limited by the high cohe-

sion of the people’s networks. 

If among the stockbrokers operating on the Ring between 1810 and 1830, 

close to one in four was a broker’s son, it was because certain dynasties had been 

formed below the Ancien Regime as the trade was not so hazardous. But between 

1830 and 1890, this proportion shrunk to less than 10 per cent, whereas it was 

going to climb back to 26 per cent between 1890 and 1914. Indeed the instabil-

ity of the trade and the rapid turnover of the holders between 1830 and 1870 

hardly enabled families to get the upper hand in the Ring.
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Table 1.2. Average practice duration of the stockbrokers and parenthood 

with their predecessors.

Date of appointment

Average 

duration in 

years

Proportion of parenthood marked* with 

the predecessors such as sons

From 1/1/1820 to 

31/12/1829
10.5

From 1/1/1830 to 

31/12/1839
10.1

Between 1820 

and 1850
6 per cent 1.7 per cent

From 1/1/1840 to 

31/12/1849
10.4

From 1/1/1850 to 

31/12/1859
10.6

From 1/1/1860 to 

31/12/1869
13.8

Between 1850 

and 1880
17 per cent 2.5 per cent

From 1/1/1870 to 

31/12/1879
18.3

From 1/1/1880 to 

31/12/1889
24.2

From 1/1/1890 to 

31/12/1899
24.8

Between 1880 

and 1914
35 per cent 12.8 per cent

From 1/1/1900 to 

31/12/1909
23.9

From 1/1/1910 to 

31/12/1914
21.4

* it is hence a minimal proportion.

Conversely, the solidity of the professional networks was very high throughout 

the nineteenth century. As regards the brokers, whose former career could be 

reconstructed, 85 per cent were working in a practice, the 15 per cent remaining, 

especially during the fi rst half of the nineteenth century, from banking societies: 

46 per cent before proceeding to the Ring were proxy holders or main commer-

cial agents in a practice and very oft en sleeping partners to their boss, 28 per cent 

fulfi lled a less important function, 11 per cent were only associates, which did 

not mean that they obligatorily played a passive role as lenders, since the associ-

ates, when they had no regularly remunerated employment in practices, were, 

especially during the fi rst two-thirds of the nineteenth century, oft en business 

providers, who were not called ‘remisiers’15 as yet, or operators working for their 

own account, since they did not any brokerages. Th eir personal transactions 

increased the risks run by the practice. Th e career of most stockbrokers followed 

a progression inside the professional framework of a practice or of several prac-

tices; it started with a modest employee’s work which evolved rapidly towards a 
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main commercial agent’s or cashier’s position, which enabled, in case of reshuf-

fl e by the practice’s holder, the joining of a profi t-sharing scheme in said fi rm, 

then aft er some ten years’ work in the Stock Exchange to become a proxy, and 

fi nally to seize the opportunity of applying for the fi rst vacant partner’s position. 

Th e recruitment of the new agents, only with the resigning partner proposing a 

candidate who must be admitted by his peers, promoted the constitution of a 

professional network. Th is system tended to exclude hardly known candidates 

from scratch, since originating from outside the trade. In case of vacancy, the 

broker’s associates enjoyed a tacit right of pre-emption on the practice of which 

they partook.

A Cautious Offi  cial Market: Th e Weight of Family Networks 

(1882–1913)

Aft er the Second Empire, the stockbrokers’ role was defi ned better and more 

strictly limited to their intermediation function. Even advice to the clientele – de 

jure, were prohibited.16 Since the 1870s justice considered the forward market 

as de facto legal even if an Act to that eff ect was not passed before 28 March 

1885. Th e stockbrokers were henceforth protected against unscrupulous clients, 

which reduced their risks tremendously. Th e sequels to the 1859 trial had proved 

the usefulness of the coulisse. A division of the work between both types of oper-

ators was then admitted tacitly. Th e coulisse practices specialized in the rente 

forward market, as indispensable partners of the Ring and operators indispen-

sable to placing public loans, were never victims of criticism. As regards private 

securities or foreign securities, the arguments were then narrowed to delineating 

the fi elds of activity. Th e Stock Exchange Committee endeavoured to enforce 

task-sharing, claiming for a monopoly on the securities it had elected to list, and 

leaving negotiations for securities to the coulisse, about which said Committee 

was not suffi  ciently informed, securities which did not appear reliable enough 

or which did not appear to attract a suffi  cient number of transactions to make 

their offi  cial listing profi table. By relinquishing to the coulisse the negotiations 

on hardly known or brand new securities, by leaving the market information and 

acclimatization process thereto, the Ring reserved the right to recover proven 

securities for its own good. It therefore passed on the risks and the costs of the 

introduction of a security on the market to the coulissiers, while leaving them 

the whole benefi t of the commissions in case of speculative bubble, such as that 

on the goldmine shares in 1895. Th e recognition of the coulisse, promoted by 

the government, and even encouraged, with a view to making it pay the tax on 

transactions, was offi  cialized in 1898. Even the risks and the costs associated 

with prospecting new customers were outsourced by the offi  cial market, since it 

accepted from then on to rely on the bank brokers as business providers and it 
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then increasingly resorted to the services of remisiers, to whom it relinquished a 
portion of the brokerages.

Th e activities of the stockbrokers, which were strictly limited to brokers’, 
were hardly risky anymore. Th e 1882 Crash, which had put a few practices in a 
tight spot and revealed that some agents were trading for their own account, was 
the last major stock exchange accident: from 1882 to 1914, only three stockbro-
kers were led due to their own carelessness to bankruptcy, forced resignation or 
suicide. Th ese mutations of the clientele strengthened such evolution. A narrow 
and speculative market of major operators, private clients or bankers taking risks, 
was added in the 1870s a vast clientele of average savers who bought securities on 
a fi rm basis to invest their capitals instead of operating on credit while hoping to 
gain on the rate variations. Th ese orders, less voluminous but more numerous, 
were also more expensive to process, more staff -demanding, but they provided 
regular infl ux of brokerages. Th e risks were hence reduced and the transactions 
less irregular, but the counterpart was a decrease in the profi t rate (Figure 1.2).

Th e stockbrokers were becoming passive brokers, content to draw a com-
mission without providing any additional services to the clientele. No external 
competition could contribute to lower their tariff  since they enjoyed a monopoly 
situation. Th ere was no competition among them, since minimal tariff s were fi xed 
and the Committee saw to it that no reduction was granted; the prices of the 
practices were even fi xed uniformly, regardless of the level of the turnover. Con-
sequently, during the last years of the century, a portion of the public, who hoped 
for an evolution towards a free market, and who were taking the London market 
as a model, opposed this privilege which appeared unjustifi ed henceforth.

Th e trade recruitment which ensured the training of the stockbrokers and 
contributed to mutual acquaintance of the market operators was going to be, 
during the last quarter of the century, superimposed with family networks, 
which did not question said recruitment, but were simply added thereto. Sons 
or son-in-laws henceforth succeeded their fathers or father-in-laws at the head 
of the practices, but only aft er they had worked therein and generally occupied 
functions as proxy holders. Several practices thus remained in the same family 
for several generations, even sometimes over more than a century.17 Diff erent 
members of the family were working in the practices, since the high remunera-
tions of the employees make such jobs extremely attractive. At the same time, in 
stockbrokers’ societies, if the portion of professionals remained signifi cant, either 
predecessor stockbrokers who maintained their capitals – large contributions 
generally, in the practice, or for certain practices with more modest turnovers for 
the employees who had helped raise funds, the place of the holder’s family sleep-
ing partners was also increasing: holder’s mother when she had inherited from 
her deceased husband, brothers, sisters, who had inherited a share of the society 

and whose husbands did not always work in the Stock Exchange, uncles or cous-

ins. Th e weight of the families was even more signifi cant among the sub-sleeping 

partners who lent the stockbroker a portion of its contribution.
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Figure 1.2. Average benefi t relative to the turnover.
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Th e members of the family were hence rather passive sleeping partners who 
were well advised to leave their capital in the society, because high profi tability 
was off ered, much higher than real estate, land or security investments. Th e family 
network was hence not fulfi lling any longer a positive function for the operation 
of the fi rm (acquaintances, lessened vulnerability, fi nancing): the institutions 
protected from risks and guaranteed fi nancial solidarity in case of diffi  culty, the 
professional networks ensured mutual acquaintance of all market operators and 
favoured trusting relationships. Rather passive, the family networks were the 
consequence of a strategy which consisted in reserving the advantages of a trade, 
which tended to close up.

Due to this fallback on a risk-free intermediation function, the prospection 
of new clients, French or foreign, relied increasingly on the half-commission 
men. Th e latter were auxiliaries who multiplied when the business conjuncture 
became favourable again, as of the 1890s. Th eir number quadrupled between the 
1890s and 1900s. Th eir role was to canvass new clients in relation to their address 
books and to provide them with the fi nancial information and advice which the 
stockbrokers were not entitled offi  cially to give the clientele. Th e meshed net-
work of people that the agents had created to protect themselves then to reserve 
business niches was then opened up to the outside to gain a new clientele, new 
orders indispensable for maintaining the fi nancial equilibrium of companies 
whose staff -related costs were increasing with the number of purchase or sales 
orders, more numerous but regarding lower amounts. In the 1890s, these half-
commission men were mainly practices’ employees working for themselves18. 
Th en an independent trade started to emerge, employing a large number of peo-
ple on the eve of war, probably close to 1,000 in Paris alone. 

For the penetration of the diff erent social circles from middle bourgeoisie 
to aristocracy to be eff ective, one had to turn to beaters of various origin, high 
society, mob and foreign half-commission men or of foreign origin enabling to 
recruit clients hardly addressed by the stockbrokers’ network. Th ese half-com-
mission men were close to the circle of the bank brokers. Many of the latter had 
started as half-commission men. Th e family links are attested between both 
occupations. Unless highly unexpected, the remisier Felix Aghion, employee in 
the Giraudeau practice, was surely related to the banker Jules Aghion, of Egyp-
tian origin, Paul Alphandéry, a remisier in the Adam practice, probably came 
from the same family as Numa Alphandéry, a bank broker in the 1890s whose 
son took part in the foundation of the Alphandéry, Crémieux, Franckel et Cie 
in 1907. Th e stockbrokers’ remisiers compensated for the very ‘offi  cial’ character 
of the Ring as private and foreign fi nancial activities were developing, activities 
where the status of the stockbrokers kept them in a situation of inferiority as 
regards information and recruitment of clients, purchasers and sellers. Th e cen-
tralization of numerous public issues on the Paris marketplace, among which 
some, like the Russian ones, for political reasons, did not imply that all said secu-
rities be subscribed to and classed by French savers defi nitely. Foreigners would 
buy in Paris and, due to the institutional weakness of the stockbrokers’ network 
abroad, would buy through half-commission men and bank brokers.
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Figure 1.3. Employees and remisiers: average number per stockbrokers’ practice.

 (i.e. 60 practices up to 1898, then 70).
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Th e withdrawing of the stockbrokers’ network into itself, which seemed con-
trary to the dynamics of fi nancial business that enticed operators to converge 
towards the London model, ought to have toppled the monopoly situation: the 
trustee of the Compagnie des agents de change himself had drawn out a reform 
bill of the Ring which never came through although it had been approved by 
the Chambre.19 Nevertheless the institutional structure of the Ring remained the 
same, the development of the half-commission men, who formed a kind of link 
between the staff  of the offi  cial market and that of the free market, and the rec-
ognition of the free market of the coulissiers was leading de facto to a convergence 
between the Paris and the London intermediation. Remisiers and coulissiers were 
hence providing more audacious networks to the defensive and closed network 

of the stockbrokers, the better to support the marketplace dynamics.

Th e Bank Brokers: National Networks Open to Foreign Countries

Th ese brokers, illegal until 1898, bore enormous risks. Th ey could not turn to 
Justice to make reluctant clients pay. Th ey were, by law, as defenceless before 
their peers: nothing enabled to distinguish between serious, trustworthy, 
partners and little reliable speculators who ought to be avoided at all costs. 
Although it was impossible to create a union de jure, thereby enabling its mem-
bers to make such diff erentiation easier, a draft  thereof was available as of the 
second half of the nineteenth century: certain societies, registered ‘in the rente 
or security sheet’, provided guarantees which the others could not claim in any 
way. 

Th e coulissiers, before the 1898 reform, mainly focussed on credit transac-
tions, in particular on the rente or speculation securities as the Italian 3 per cent 
annuity, which enabled them to operate on large volumes of securities without 
investing a very signifi cant capital which they did not possess. Th e relative signif-
icance of the operations and of both markets is not known precisely before the 
end of the century. A study by a registry civil servant suggested an approximate 

evaluation as an average of the years 1894–5.20

Table 1.3. Negotiations in French rente in millions of FF.

Ring Coulisse Total
Spot exchange transactions 2,596.8 8.9 2,605.7
Forward exchange transactions 

(carry-overs excepted)
13,994.1 45,940.0 59,934.1

Total 16,590.9 45,948.9 62,539.8

For former time periods, the overwhelming predominance of the forward mar-
ket, especially on the rente, left  no doubt to contemporaries, although they were 
not able to back this assumption with fi gures.21 Option deals, carry-overs and 
security arbitrages became frequent as of the fi rst half of the nineteenth cen-
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tury. Th e put and call option conversely, a transaction imported from London 
or Vienna, only developed in the banking market during the last years of the 
century. Th e relative weight of the negotiations on the Ring or on the coulisse has 
undoubtedly varied during the century, but the signifi cance of the Parisian free 
market in the operation of the system is indisputable. Both these institutional 
characteristics of the Parisian market were due to its nature as a State fund mar-
ket, whose issue required an active forward market, and whose offi  cial brokers 
were ministerial offi  cers and not just security traders.

Failing any offi  cial organization and unable to turn to Justice for protec-
tion, the coulissiers’ risks could only be limited by strong trusting relationships 
between parties. Up to 1914 approximately, the family networks remained 
embryonic. Th e names of outside brokers appearing during the Second Empire 
cannot be found at the end of the century, which excludes any direct fi liation 
among companies’ chairmen and suggests far-reaching renewal of the trade.

Whereas father-to-son successions and kinships between active and sleep-
ing partners of bank brokers’ fi rms remained scarce until 1914, the number of 
societies managed by brethren was nevertheless signifi cant.22 But the network 
whereon the reliability of the coulisse transactions rested was a professional net-
work. Almost all bank brokers had made a career in the coulisse where they had 
known each other for numerous years. Th ey were bound by a common culture, 
revealed by books23 that described the customs of this small, original and jointly 
liable group, which they simply called the ‘Stock Exchange Operators’ – in fact 
professional operators and not clients from the fi nancial market. Th e resistance 
of this professional network was increased by the cross-participations to the 
social capitals of the fi rms: certain sleeping partners were common to several 
fi rms,24 certain bankers were sleeping partners not only of their former fi rms 
when they retired, but also of competing, and hence also friendly, fi rms.

Another type of network was characteristic of the coulisse. Many foreigners 
came, in the 1870s, 80s and 90s, in successive waves – in relation to the large 
issuances of each period, French State loans, then foreign State funds and foreign 
industrial securities, oft en imported from the London market, to settle down in 
Paris for making contact between the French fi nancial market and the banking 
or fi nancial community of their original place of abode. In the 1870s, Germans, 
among some were related to fi rms across the border, came to Paris to facilitate, 
as brokers, the placement of redemption loans in German-speaking countries. 
Others came from Spain, Italy, the Ottoman Empire, bringing with them sound 
knowledge of their national securities which were subject to issuances in France, 
and especially of the capitalist clientele of their countries, desirous of taking part 
in the transactions made on the Parisian market. Th e latter asserted itself from the 
beginning of the 1890s as an active market, especially on the coulisse, the second 
largest in Europe, more focused on fi xed-income securities and continental secu-
rities than the London market. Th e drop in the brokerage tariff  in 1898 attracted 
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orders from foreign countries, since henceforth the cost of intermediation was 

lower in Paris than in London or Berlin. A portion of the community of the bank 

brokers maintained a link with abroad upon which the European role of the Paris-

ian market rested, a link which the offi  cial market was unable to provide.

Table 1.4. Th e foreign origins of the fi rms of bank brokers.

Before 1903
From 1904 

to 1908

From 1909 

to 1913

Number of 

known birth-

places

81 61 56

Frequency of 

foreigners
47 per cent 23 per cent

16 per 

cent
among which Germany 22 per cent 11 per cent 7 per cent

the Ottoman Empire, 

with Romania
5 per cent 4 per cent 5 per cent

Austro-Hungarian or 

Russian Empires
6 per cent 2 per cent 4 per cent

Italy or Spain 2 per cent 3 per cent
other (Switzerland, 

England, Holland, 

Belgium …)

11 per cent 2 per cent

More characteristic still were the origins and the places of abode of the fi rms’ 

sleeping partners, who gave rise to certain fi rms specialized in relationships with 

the Italian or Ottoman markets, such as Hazan, Penilleau et Cie, or with the 

London market like the Rodolphe Herz fi rm, with German banks like the Singer 

brothers, Goldschmidt et Cohen and many others, with the Brussels marketplace 

like Albert del Porto et Cie with two branches in Belgium. 

But as soon as their activity was offi  cially recognized, the bank brokers 

hastened to found two unions in 1898, that of the Bankers on forward securi-

ties25 (85 fi rms in 1901) and that of the Bankers on spot securities26 (105 fi rms 

in 1901), jointly liable and guarantors of their reliability and their solvency. 

Th e rente coulisse, conversely, was still illegal and formed a de facto association 

only, the Compensation Chamber of French Rentes.27 Th ese unions were sup-

posed to reduce the risks by mimicking the institutions of the offi  cial market, 

by establishing joint liability among the members, by edicting rules, by requir-

ing company managers to be of French nationality, requirements which were 

easily met to the satisfaction of chairmen of fi rms already established. Th ey 

forced their members to formally waive to act as market-makers. Th e coulissiers 

registered with the unions engaged themselves to off er brokerages which were 

roughly the same as the Ring’s, whose they became dependent auxiliaries to a 
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certain extent. Admission to the Market Listing of the Bankers on Spot Securities28 

then followed a procedure close to the admission to the Offi  cial Listing. Th is 

institutionalization of the trade reduced the risks but, eventually, also reduced 

the dynamics of the coulisse. Th e notion of complementarity had superseded the 

relation of competition, but to the detriment of an optimal division of the tasks 

between the diff erent brokers. In spite of the respectability gained by their offi  -

cial recognition, the 1898 reform was indeed detrimental to the coulissiers whose 

transactions stepped back whereas those of the Ring increased by the look of the 

Stock Exchange tax evolution:

Table 1.5. Stock Exchange Tax, in millions of FF.

1898 1899 1900
Tax collected by stockbrokers 2.409 4.325 4.446
Tax collected by other brokers 2.405 2.181 1.981

Such evolution could only give rise to a new category of fi rms, outside unions. 

Th e temptation to rise to institutional establishment through convergence over 

the structures and the transactions of the Ring immediately developed a third 

outside-union free market. Th is was only possible inasmuch as the banking occu-

pation was not regulated29 and consequently anybody could join the trade. Th e 

large banks which issued foreign securities on the market also benefi ted from 

the institutionalisation of the coulisse. Th e volume of orders placed to them by 

their clients on the same securities enabled them to present ‘applications’, i.e. to 

perform transactions without resorting to the offi  cial brokers. Th e stockbrokers 

revolted against these practices, but put up with them since said banks were, for 

some practices, their best clients. 

Conclusion

Th e example of the organization of the Parisian fi nancial market suggests that the 

analysis of the people’s networks cannot be conducted unless in the framework 

of the forms of institutionalisation of the trades or the functions they ought to 

fulfi l or still the roles they seek to play. Th ree types of networks, diff erent in 

their structures and functions, could be highlighted. Th e professional networks 

of stockbrokers and of bank brokers were closely linked:30 each of the individuals 

knew most of the others and was related to them via various links: employer to 

employees, active partner to sleeping partner, or simply through years of working 

together. Th is type of network, highly exclusive, with a tight mesh, off ered the 

greatest resistance, but had limited contacts with the outside world. Its function 

was defensive: to establish trust and reduce vulnerability. Up to the 1882 Crash, 

such meshing had fairly eff ectively ensured its protective function through sup-

porting the solvency of oft en careless brokers. But its grounds for existence were 
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not so obvious later on, if only to preserve the advantages of the trade for the 

group. Superimposing onto these cross-networks of stockbroking families at the 

end of the nineteenth century, juxtaposing exclusive lineages, thereby accepting 

few new outsiders, through marriages, consolidated this function of monopolis-

ing the advantages of intermediation. Whereas the fi nancial transactions became 

increasingly international and the Parisian market was breaking away from 

transactions on public loans to turn to securities associated with the productive 

economy, such a monopoly appeared unjustifi ed and even archaic to many. But 

the multiplication of the remisiers provided the correction which enabled stock-

brokers’ practices to develop their activities.

On the contrary, the foreign networks of bank brokers which represented 

the dynamic portion of the fi nancial market, as introducers of new securities, 

as links with foreign countries, showed a lower density, whereas each individual 

was in contact with his own myriad of relations, bankers or brokers from the 

same country and domiciled in Paris or abroad. Th is network morphology ena-

bled to be globally in contact with a large number of people, i.e. to gather and 

diff use information at best, to address the maximum of clients. Th eir function 

consisted in intensifying relationships with the outside world, hence to develop 

the power of the group on its environment: it was off ensive economically in 

order to increase the operations on foreign securities in Paris and extend the 

goodwill abroad.31 But the unconscious mimicry relative to the stockbrokers 

which induced them to be organized into a similar corporate system led to a 

new group of non-recognized brokers, a third market, under development on 

the eve of war. Finally, whereas the so-called ‘free’ foreign markets were evolv-

ing towards stricter regulation, the interweaving of the diff erent networks and 

professional groups enabled the Parisian market to fulfi l its functions and to 

monitor the development of the fi nancial transactions probably as effi  ciently as 

the London market. Conversely, regulation in the aft ermath of the First World 

War required that not only the fi rm chairmen but also all the sleeping partners 

should be French, was going to contribute to reducing the international role of 

the Parisian marketplace.
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2 THE RESISTANCE OF THE LILLE 
MARKETPLACE TO NATIONAL 

CONVERGENCE: A REGIONAL FINANCIAL 
SYSTEM BETWEEN AUTONOMY AND 

SCLEROSIS, 1880–1914

Jean-Luc Mastin

When switching from national scale to regional scale, the convergence is far 

from obvious; the same goes for the existence of a true national fi nancial sys-

tem in France in 1914. It is exactly what the example of the Lille region shows. 

Controlled by the ‘grand families’ of the commerce and textile industries (which 

were the dominant activities), this marketplace centralized the capital of a large 

Northern region (departments of the Nord, Pas-de-Calais and Somme), far 

beyond the Lille district. Lille was the only regional stock exchange market, 

and the main banking marketplace, but not the only one. Roubaix, where the 

Banque de France opened a branch in 1871, sought to emerge as an autono-

mous banking marketplace relative to Lille (for example, in 1893, the Crédit 

Lyonnais1 turned its sub-branch in Roubaix into a full-fl edged agency). Nev-

ertheless, it relinquished that role at the beginning of the twentieth century. In 

consequence, it is moreover signifi cant not to study the regional fi nancial system 

as a homogeneous whole, but using local peculiarities, in particular in terms of 

credit. Nevertheless, Lille was one of the fi rst French provincial banking and 

fi nancial marketplaces with Lyon and Marseille, and powerful enough to resist, 

if not integration into the national fi nancial system, at least the standards which 

the Parisian centre tried to impose upon it. In 1881, the branches of the Banque 

de France in Lille and in Roubaix respectively ranked fi ft h and sixth on national 

scale (aft er Lyon, Marseille, Bordeaux and Le Havre) according to the total vol-

ume of their transactions. In 1900, they respectively ranked third (aft er Lyon 

and Marseille) and sixth (aft er Le Havre and Bordeaux). In 1900, the Lille Stock 
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Exchange had become the primary stock exchange among French provinces in 

terms of stock capitalization, ahead of Lyon.2

Still, on the basis of the analysis of the investment fl ows realized in the region 

between 1850 and 1914, obtained from the analysis of a sample of company 

charters fi led with the registries of the commercial courts in Lille, Roubaix and 

Tourcoing, it appears that the Lille region only witnessed very relative indus-

trial diversifi cation at the beginning of the twentieth century. Th is happened 

in spite of the growing profusion of the capital available locally from 1880 on, 

as indicated by the volume of  bank deposits, and notwithstanding the abilities 

of the textile managers to be organized and to engage in collective action. Th e 

Roubaix, Tourcoing and Lys valley areas even witnessed strengthened textile spe-

cialisation. At the same time, investments in new technologies – i.e. electrical, 

organic chemical industries, etc. – had been made by external capitals, mainly 

from Paris and Belgium. Th e long-preserved, regional fi nancial autonomy was 

thus weakened by the fi rst developments of the second industrialization wave. 

Th is phenomenon refl ected the weaknesses of a regional fi nancial system unable 

to adapt to the fi nancial requirements of the new industrial sectors. 

How can this sclerosis be explained? What is the portion ascribed to endog-

enous factors, i.e. factors of the regional fi nancial autonomy, associated with the 

predominance of family capitalism? How did the marketplace resist convergence 

and what part did that resistance play in said sclerosis? And what is the weight of 

the exogenous factors – integration of the marketplace into the national fi nan-

cial system, and competition with the Paris and Brussels marketplaces?

Th rough the analysis of the ‘social’ embedding of the regional fi nancial sys-

tem we shall see fi rst the resistance factors of the marketplace to convergence. 

We will then analyse successively the evolution of Lille’s banking system and 

fi nancial market.

A Financial System Held by the ‘Grand Families’

Th e Private Sphere of Credit: the Keystone of the System

Th e main component of the regional fi nancial system was outside the market: it 

was the private sphere of credit. Far from being limited to family circles (which 

were nevertheless still playing a primordial part in the constitution of the initial 

capitals, when fi nancing the cash fl ow and mobilizing the resources necessary for 

saving the credit of a relative entangled in ill-fated speculations and thereby saving 

‘the honour of the name’ i.e. the value of a signature), these fi nancial circuits organ-

ised a ‘credit mutuality’3 which took in particular the form of (always personal) 

quasi cross-participations between family groups (organized into constellations of 
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legally independent sister-companies) and quasi common branches with limited 

responsibility companies or joint-stock partnerships with locked capital.

It underlined the fundamental ambivalence of the competition–cooperation 

relationships between these family groups. In a circle where independence was 

hardly a virtue and where indebtedness was promoted socially as a sign of social 

power, these groups strengthened in this way the solidarities resulting from 

interlaced family links created by zealously followed endogamy, which acted as 

a reduction mode for asymmetric information between creditor and debtor – 

‘breed will tell’. Th e closed character of the marketplace was even more blatant.

Th ere was still the double issue of the limits of this private sphere of credit 

(where did it stop? were its resources suffi  cient?), and consequently the issue of 

its relations with the ‘public’ capital market. It may be observed on the one hand 

that what did not belong to the private credit networks appeared to be weak 

(numerically and fi nancially). On the other hand, in the balance sheets (liabili-

ties) of textile companies, at the beginning of the twentieth century, the portion 

of the current accounts tended to decrease whereas banking indebtedness was on 

the increase, especially as of 1907.

A Banking System ‘Embedded’ in the Family System

But the capital market for its own part did not escape the grip of the private 

sphere. Controlled by the ‘grand families’ who were the shareholders and the 

main clients thereof, the three regional banks (Verley, Decroix & Cie; Crédit 

du Nord; H. Devilder & Cie) and the powerful local banks ( Joire; Scalbert; 

Woussen-Castrique, and the Banque Régionale du Nord in Roubaix) appeared 

as the institutional extension of the ‘credit mutuality’ aforementioned. As their 

shareholders controlled the key sectors of the regional economy (textile, sugar, 

colliery, mineral chemistry), they formed a ‘regionalist’ pool seeing to the pres-

ervation of the regional fi nancial autonomy. Th us the Crédit du Nord (the only 

regional bank to be publicly incorporated) formed a constellation whereof the 

core, composed of groups like Kuhlmann (chemistry; a promoter of the bank 

since 1848), Agache (fl ax textile industry; a family allied to the Kuhlmanns since 

1873), and the Mines de Lens,4 extended, in the 1890s, to the Mines de Carvin 

and to the wool industrial activities of Roubaix-Tourcoing … while strengthen-

ing the family character of the Board of Administration.

In parallel personal links had developed since the 1860s, incorporating local 

banks and regional banks into an increasingly tight family system: the core of 

common shareholders and administrators had expanded; the matrimonial alli-

ances between managerial families of competing banks had multiplied (between 

the Verleys and the Scalberts for example). Th ere was no issue outside this 

system: Devilder remained isolated until his sons entered into ‘rich and hon-
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ourable marriages’ around 1895. Th e weakness and the failure of the small local 

joint-stock banks and of the ‘discounters’ – small local banks that specialized in 

commercial paper discounting – in spite of the support of the Banque de France 

in the 1880s, contrasted with the prosperity and the power of the ‘private’ local 

banks such as Joire or Scalbert. 

At the same time the Lille marketplace grew to fuller integration into the 

national banking system. A branch of the Banque de France opened in Lille in 

1848, then in Roubaix in 1871, while the large national banks started to open 

branches as soon as 1865 (the Société Générale, in Lille), followed by the Crédit 

Lyonnais (1881). But it remains questionable whether this integration had loos-

ened the grip of the family system on the market of banking credit. For example, 

board and auditor positions at the Banque de France’s local branches were natu-

rally allocated to the main shareholders of the local and regional banks, and even 

more to the managers of the banks themselves.

Stockmarket under ‘Local Infl uences’

In the Lille Stock Exchange, equipped with a ring since 1861, the recruitment 

of the stockbrokers was also under control. It became completely restricted, as 

of the 1880s, to candidates having entered into marriages in the Lille business 

bourgeoisie or who originated therefrom, and who could then claim their rights 

to present a hereditary successor. Th is applied to Alexandre Crouan: of Breton 

origin (born in 1849 in a family of lawyers in Brest), he was admitted in 1882 to 

succeed a bankrupt stockbroker. It should be added that his father had worked 

as a proxy for the State General Payer of the North in Lille since 1850, and that 

his sister Léonie had just married Charles Verley, manager of the Verley, Decroix 

& Cie bank, in 1880. In 1885, Pierre Liagre, son of a doctor in Roubaix, took 

over the practice of his uncle Emile, a short time aft er entering into the pow-

erful Descamps family in Lille. His son, who succeeded him in 1912, married 

Charles Verley-Crouan’s grandniece. In July 1899, Léon Leys, from Dunkirk, 

was recruited just aft er he married Marie-Louise Fauchille, daughter of an old 

and powerful Lille family of spinning industrialists. In April 1900, Charlemagne 

Fauchille-Boone took over a practice: he was the cousin of Leys’ spouse. In 

1911, he transferred his fi rm to his brother-in-law, Lucien Alphonse Boone. In 

total, the recruitments in the 1880s and 90s restricted the brokerage practices to 

two Lille families: in the Spring of 1900, the Fauchilles controlled three fi rms, 

whereof the holders were cousins (Leys, Liagre, Fauchille); the Verleys, directly 

or indirectly, two other fi rms (Crouan, Denoyelle).

Th e corporation was then locked. In 1912, while the list of shares and the 

activity of the Lille Stock Exchange were in full swing, the six stockbrokers 

opposed the project of the Minister of Finance to recreate the three fi rms left  
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vacant since 1832. Paradoxically, Lille, which was then, with Lyon, one of the 

fi rst two provincial stock markets, had the smallest ring in the province5. 

Finally, the tight relations between the Ring and the Verley, Decroix & Cie 

bank, as well as the fl ax textile families, had naturally led them to do a few favours 

to one another6. Th is may account for the ‘local infl uences’ denounced by Paris-

ian shareholders of coalmining companies listed in the Lille stock exchange, who 

complained about the underrating of their securities and the abnormal fl uctua-

tions in prices of their stock values7. Anyway, it seemed diffi  cult, for an external 

broker, to operate in such tightly controlled market.

A Powerful Banking Marketplace which Defended its Usages against 

the Parisian Standards

Resistance and Expansion of the Regional and Local Banks

Up to the mid-1890s, the resistance of the marketplace translated fi rst into 

implantation and development diffi  culties for the local agencies of the national 

branching banks. Th e Société Générale opened in Lille one of its very fi rst agen-

cies as early as in 1865, then in 1872, in Roubaix, a sub-agency which became 

a fully-fl edged agency in 1874, but their directors, recruited outside the local 

market since 1869, resigned one by one: they felt bridled by a centralized and 

overcautious policy.8 Th e Comptoir d’Escompte de Paris (CNEP) opened an 

agency in Roubaix in 1872, but had to close it down two years later. Th e reason 

for this failure leaves no room for doubt: ‘a banking company which does not 

grant any overdraft s has no justifi cation in operating in Roubaix’.9 It reopened no 

sooner than in 1893, whereas the CNEP only set up in 1901 in Lille. Only the 

Crédit Lyonnais, which opened an agency in Lille in 1881, with a sub-agency in 

Roubaix, which became a fully-fl edged agency in 1893, was successful, by adopt-

ing conversely a very local strategy and reducing its charges, without however 

developing loyalty among top-rank clients. 

Aft er 1895 however, as prosperity returned, the agencies of the national banks 

have developed durably: in Roubaix, the Société Générale conquered a ‘very 

attractive goodwill’, similarly to the Crédit Lyonnais which recorded ‘sizeable 

profi ts’.10 Successes are even more remarkable given that inter-bank competition 

became substantially harsher on the market at the beginning of the twentieth 

century, and even more so around 1913, through the irruption of numerous 

Parisian and foreign banks setting up agencies or branches, or simply entering 

into business relations with the larger groups in the region. In fact, the position 

of the Crédit Lyonnais on the marketplace seemed more fragile aft er 1905. First, 

its commercial portfolio was sagging. Second, the progression of its deposits was 

very slow, compared to those of the regional banks and, last it was interrupted 
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by massive withdrawals, far more signifi cant than in the regional banks. Th ese 

indices highlight the resistance of the local customers, who benefi ted from the 

advantages off ered by the Parisian competition, without ever being disloyal to 

the local and regional banks.

Building on the expansion of their branch networks, including Paris (Crédit 

du Nord, 1889) and Brussels (Crédit du Nord, 1896), local banks resources 

became considerable: the growth of their deposits accelerated aft er 1885 and 

even more aft er 1895. Th ey strengthened their reserve funds in consequence, 

supplied aft er 1910 by the high issuing premiums drawn from the Devilder and 

the Crédit du Nord capital increases. Meanwhile the latter fought vigorously 

and successfully against the national banks’ competition. On the eve of the war, 

the Crédit du Nord and Verley, Decroix & Cie concentrated, in their books, 80 

per cent of the deposits collected on the marketplace: 282 million FF out of a 

total of 350 million FF.

Where did Convergence of the Banking Policies Stem From?

According to Michel Lescure, the competition of the national banks aft er 1895 

should have led the regional banks, which had become multiple-branch deposit 

banks, like the national banks, to match their policies, i.e. raise their safety and 

liquidity thresholds. Th is matching, qualifi ed as ‘technical mainstreaming of 

the bank’, would mark the beginning of the ‘fi xed capital disengagement’ of the 

regional banks.11 In the Lille region, this hypothesis ought to be nuanced for 

two reasons.

On the one hand, it is mainly in the post-war era that the regional banks 

clearly fell back on bill discounts and secured loans. Before 1914, the chronol-

ogy and the specifi cities of each bank ought to be taken into account: in the 

1890s, they all had developed overdraft s, thus promoting post-depression invest-

ment recovery. But it remains that aft er 1904, Verley, Decroix & Cie and the 

Crédit du Nord secured their engagements by giving secured loans precedence 

over overdraft s, the former, obsessed by liquidity, even specializing in bill dis-

counting, while the latter added to this trade that of securities-backed loans. On 

the contrary Devilder & Cie, controlled by the wool merchants and industrial 

of Roubaix-Tourcoing since 1877, embarked vigorously and up to 1913 on an 

overdraft  policy.

On the other hand, and from a local point of view, it was especially national 

banks that bore convergence. It was in particular the case of the Crédit Lyon-

nais that adapted its strategy to the local specifi cities, as the diff erentiation of its 

positions in both its local agencies makes it plain.12 In Roubaix, it provided per-

sonal loans as any other local bank and granted large overdraft s, in particular by 

acceptance, to the textile groups, the latter being far more frequent than secured 

loans, especially in the 1890s and again aft er 1907. In Lille, its policy was more 
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in keeping with its liquidity and security principles – predominance of secured 

loans – although more deeply immobilized than Verley, Decroix & Cie.

In fact, the powerful marketplace imposed its work practices to the allogenous 

banks. Th e concentration of the capital, particularly high in Roubaix-Tourco-

ing, and the banking competition provided the family groups with a negotiating 

power which enabled them to impose the form of loans, their amounts and to 

decline to prove their fi nancial standing. All the more so, attached to banking 

pluralism, they endeavoured to maintain competition on the marketplace. Th us, 

in the Summer of 1913, as the Crédit du Nord absorbed Devilder, the Rou-

baix industrialists promoted the implantation of the Banque Suisse et Française. 

Which enabled them to increase the profusion of capitals on the marketplace, 

and consequently, to obtain affl  uent and cheap loans. Th us, Figure 2.3, represent-

ing the diff erence between assets and liabilities of both agencies of the Crédit 

Lyonnais, shows that aft er 1895, whereas capitals were already overabundant, 

the net fl ows from Paris increased considerably, especially in Roubaix-Tourco-

ing. Th e Lille region hence largely benefi ted from the centralisation of capitals 

organised by the main banks at a national scale. 

When the Banque de France Relinquished his Lending Standards

Th e resistance of the marketplace to national convergence is even more blatant 

when examining its relations with the Banque de France (BDF). As everywhere 

in France, the latter saw its portion in regional lending decline13 and its profi ts 

dropped aft er1875.14 But in its branches in Lille and Roubaix, its strategy to 

develop its lending and profi ts forced the BDF to giving up on its own standards. 

In a fi rst step (1875–95), this strategy consisted on the one hand in support-

ing and encouraging the small local joint-stock banks and other ‘discounters’ who 

depended on rediscounting to a vast extent, and – such policy being risky and 

of limited effi  ciency – on the other hand in attracting large commercial bills to 

direct lending, while tolerating fi nance bills. It nevertheless was a semi-failure, 

since the discount conditions and rates had become so low on the marketplace 

that industrial and merchants started to desert the tills of the Banque de France, 

except for remitting large fi nance bills. And in fact, aft er the decrease in the 1880s, 

the proportion of local paper15 increased in Roubaix as of 1888 and in Lille as 

of 1895. Th e portfolio of the Roubaix BDF’s branch then purged itself of the 

large prime commercial bills to be replaced by fi nance paper, whose proportion 

increased a great deal up to 1900. Said paper came essentially from a few large 

‘direct endorsers’ who presented eff ects drawn on other fi rms, oft en in the same 

group, on associates and / or relatives, and more and more on employees, secured 

by securities deposited in the vaults of the branch and family guarantees, renewed 

over several years, and intended for fi nancing wool purchases, partnerships and 

speculations of all kinds (stock values, raw materials or agricultural products).
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Figure 2.1. Crédit Lyonnais’s branches in Lille and Roubaix, 1894–1914: [Overdraft s 

/ (debit secured current accounts + secured advances)] ratio.
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Figure 2.2. Crédit Lyonnais’s branches in Lille and Roubaix, 1894–1914: secured 

advances (millions French fr ancs – MFF).
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Figure 2.3. Crédit Lyonnais’s branches in Lille and Roubaix: [deposits-credits] in 

MFF, 1883–1914.
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Figure 2.4. Crédit Lyonnais’s branches in Lille and Roubaix: [(deposits- credits) / 

credits] ratio, 1883–1913.
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In Paris, the Banque de France started to worry about that situation, and espe-

cially about the ‘ardour’ of the Roubaix manufacturers, about their ‘adventurous 

and entrepreneurial spirit’ and they deplored that ‘the heads of the fi nancial 

societies tended to use their employees’ signatures with certain fl ippancy’. But 

one had to acknowledge rapidly that the crisis of its profi ts drove the Banque de 

France to impotence: it would be ‘undoubtedly very tricky’ to attempt to react 

against these local habits; and, unable ‘to change this trend’ or ‘to limit the exten-

sion’ of certain abuses, the Banque could not but adapt to the local rules. At the 

same time, the headquarters acknowledged that the risks were minimal in view 

of the securities presented: impressive wealth of the parties involved and of their 

spouses; matrimonial alliances carefully selected; force of the family solidarities; 

strong meaning of the commercial honour. Th e marketplace thereby imposed its 

usages to the Banque de France, led to compromise with its own terms. Said terms 

even went through an awkward local deformation: thus, in 1891, the inspector 

of the Roubaix branch remarked that the fi nance paper issued by the Tiberghien 

Frères fi rm (an integrated company specialised in wool fabric manufacture, in 

Tourcoing) with a view to purchasing wool, ‘refers to true business activities’, as 

if it were an authentically commercial bill! It is true that the direct endorser was 

‘the largest establishment in Tourcoing’ and its associates, representing ‘a ten-

million wealth at least’, were ‘of perfect report’.

In a second step (1895–1914), the Banque de France stepped up eff orts to 

turn around the curve of its profi ts. First, it developed advances on securities 

(especially in Roubaix, where they were few in number). In accordance with 

the guidelines of Governor Pallain (1897), it also strengthened its network of 

bankable marketplaces by creating auxiliary offi  ces in Armentières and Tour-

coing (1899). Last it developed direct lending, to compensate for its declining 

rediscounting function activity. Nevertheless, the growth of direct lending in the 

Lille region does not result so much from the headquarters guidelines as from 

initiatives shown by the managers in both local branches, under the variable 

pressure of the administrators and of the clients: in force since 1869 to meet the 

demands of the local commerce, it had already seen a fi rst boom in the 1870s. In 

Roubaix, its development since 1888 resulted from manager Georges Th oyer’s 

solicitude (1884–1909) regarding wool merchants and industrialists, while in 

Lille, the Pallain guidelines remained a dead letter until 1905 (conversely, those 

of 1908 and 1909 had visible eff ects).

Still the weight of the direct endorsers in the amount of presentations pro-

gressed, in Roubaix, of 12 per cent in 1894 to 30 per cent approximately in 

1895–6, then fl oated between 20 and 30 per cent, before reaching 48 per cent in 

1908, and even 58 per cent in 1911. In Lille, it progressed from approximately 

5 per cent in 1905 to 35 per cent in 1908 and to 68 per cent in 1912. Peculiari-

ties to Lille and Roubaix: these proportions are vastly greater than the average 
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of 16.5 per cent calculated by Michel Lescure for the fi rst 14 branches of the 

Banque de France.16 But far from democratizing direct lending and opening it 

up to retailers as wished offi  cially by the headquarters, in the Lille region, the 

Banque de France sought large bills presented by the most prestigious signato-

ries.17 Th us in 1911, the average amount of the discounts to direct endorsers 

was FF 312,000 in Roubaix (it was in excess of FF 507,000 in 1897) and of 

FF 444,000 in Lille. Th us, a few fi rms concentrated the majority of the paper 

discounted into a small number of bills of enormous amounts. Still, even more 

than during the previous period, the presentations of these large direct endorsers 

consisted of fi nancial paper:

Table 2.1. Proportion of fi nancial bills among two-signatures discounted bills at the 

BDF’s branches ( per cent of the portfolio, at the precise moment of the inspections of 

the branches).

1895 1896 1909 1910 1911 1912 1913

Roubaix 65 91 96 87 85
Lille 98 62 62 99

In Roubaix, this circulation stemmed for over 80 per cent from only four to 

fi ve groups18, among which the Motte-Bossut Fils group, which presented every 

year a constantly increasing ‘family paper’.19 Sure to be more indispensable to the 

Banque de France than the other way round, and most of them being administra-

tors or administrators’ relatives of the local branches, these large direct endorsers 

pushed audacity and artifi ce a little further every year in the form of paper pre-

sented. Th us in 1906, Louis Duvillier (a ‘capitalist’ with an ‘approximately FF 

ten million wealth increasing every day’, ‘more than thrift y’ to top it all; uncle 

of three ‘all millionaire’ cotton weavers; consequently classed as ‘prime 1’, i.e. 

the highest level, which is exceptional) did not waste any time in looking for 

an acceptor’s signature, and presented single-signature bills, thereby combining 

drawer and drawee positions on his own person. Th e inspector then signalled 

to the headquarters ‘this fully exposed, and really diffi  cult to accept, form of 

a direct loan’ in spite of the quality of the endorsements and ‘eloquent fi gures’ 

(fortune).Th e headquarters then asked the manager ‘to reach an agreement with 

the transferor’ at least to comply with the conventional form of commercial bills. 

Four years later (October 1910), in what will appear as an excess of zeal, the 

inspector signalled another infringement, which was far more widespread: the 

Amédée Prouvost & Fils SNC (société en nom collectif ) presented a draft  on its 

accountant, endorsed by the manager himself. 
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Figure 2.5. Banque de France’s branch in Lille: percentage of bills payable locally, 

in Paris, and in other provincial branches, on the total amount of discounted bills, 

1848–1913.



 Th e Resistance of the Lille Marketplace to National Convergence 43

Figure 2.6. Banque de France’s branch in Roubaix: percentage of bills payable locally, 

in Paris, and in other provincial branches, on the total amount of discounted bills, 

1872–1913.
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And then went on to say: ‘for the sake of regularity, the third signature ought 

to have been supplied by a person with interests distinct from the transferor’s, 

one of his brothers for example’, a curious prescription which showed that, while 

granting ‘disguised advances’, the Banque de France clearly contented itself with 

seemingly compliance with ‘regularity’, i.e. lending. Th e following year, the 

same company committed a second similar off ence, but that time, the inspec-

tor remembering the transferor’s quality, made amends: ‘Th e securities being 

overabundant, it does not appear necessary to insist with our honourable admin-

istrator to obtain a third signature with interests distinct from the transferors, as 

requested, for the sake of “regularity”, by the latest sequel to the report.’

In reality, the Banque de France bothered less and less to keep up lending 

appearances, and gave up on its own terms. As of 1909 it embarked explicitly on 

an ‘overdraft s’ policy, oft en called ‘campaign overdraft s’ (granted theoretically 

for six to nine months), whose seasonal character was in fact largely illusory. And 

while refusing to see in successive renewals over three, four or fi ve years (and 

in some cases twelve or thirteen years) a ‘true immobilization’, the inspection 

admitted more than once that such ‘overdraft s’ did not only fi nance cash fl ows, 

but that they had been granted, with full knowledge of the facts, to fi nance 

fi xed capital investments. Forty years before, the Banque de France was afraid of 

becoming the indirect sleeping partner of textile industrialists;20 from then on, 

it embarked on a direct limited partnership. In reality, far from providing pro-

ductive capital only (fi xed or rolling) to the large textile and sugar groups in the 

region, such ‘overdraft s’ also served, with the full knowledge of the Banque de 

France, to fund fi nancial investments, stock speculations, dowries, and even to 

enable the associates of the Motte-Bossut group to earn the paltry sum of at least 

FF 12,000 per annum, by paying FF 600,000 borrowed at 3 per cent from the 

Banque de France, to their social 5 per cent interest-bearing current accounts.

At the end of the day, the relationships between the Lille region and the 

Banque de France refl ect perfectly the reversal of the dependence scheme between 

that provincial marketplace and Paris, which the large family groups in control 

succeeded in setting. But that infl ux of capitals drained from Paris at low cost, 

which strengthened the profusion on the marketplace, increased the sclerosis of 

the regional banking system, which remained frozen around short-term credit 

forms, i.e. based on the exclusive satisfaction of the fi nancial needs of dominant 

and mature sectors, especially textile, which had become again what could be 

termed as a merchants’ activity. Consequently, the ‘public’ regional fi nancial mar-

ket remained small and increasingly depended on Paris as well as Brussels. 
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A ‘Public’ Financial Market Increasingly Dependent on Paris and 

Brussels

Th e Lille Stock Exchange: a Specialized and Narrow Market

Aft er a dull period in the 1880s, the growth of the stock activity aft er 1895–1900 

turned Lille into one of the three largest provincial stock markets at the begin-

ning of the Twentieth century. According to the tax revenue derived from stock 

transactions (created in 1893), the department of the Nord progressed from the 

fourth to the third rank a little before 1900, then, in 1912, to the second rank 

behind Rhone (Lyon) and ahead of Bouches-du-Rhône (Marseille). From 6.2 

per cent of the total tax collected in provinces in 1902, it reached 21.5 per cent 

in 1912.21 Th e growth of the Lille stock exchange also resulted in the increasing 

number of listed companies,22 of the volumes of issued shares and listed bonds,23 

and of the average number of quotations per stock market session.24

Th is booming regional stock-exchange activity at the beginning of the twen-

tieth century was essentially the consequence of the impressive multiplication of 

transactions on colliery stock values (not only in the Nord-Pas-de-Calais), which 

constituted the specialty of the Lille marketplace: in 1900, they accounted for 

32 per cent of the stock values listed in Lille (against more than a half in 1861) 

but 80 per cent of the stock capitalization and of the dividends paid, and two-

thirds of the stocks listed; in 1912, 76 per cent of the stock capitalization and at 

least 85 per cent of the stocks listed between 1900 and 1910. Th e stock market 

activity hence focused on these values more extensively: induced by the growth 

of the dividends paid by colliery companies, the Lille marketplace raced out of 

control aft er 1900 thanks to the generalized subdivisions of their shares into 

tenths and hundredths, and absorbed the novel fl ows of their bond issues. And 

in 1913, the infl ow of oil stock values from Central Europe25 still strengthened 

the specialization of the Lille marketplace in mine stock values, and conferred a 

new momentum thereto, for a short while.

Both main other sectors in the list, around 1900, related to the metal 

industry (Denain-Anzin, but also the steel industry in the Sambre, Lorraine 

and Ardennes basins: twenty-three stock values in 1900, thirty in 1913). Th e 

regional and local banks (fi ve stock values in 1900) accounted for the last impor-

tant sector. Other important stock values were also present: gas and electricity, 

railways and tramways, operated in the Nord. In reality, except for banks, most 

of these stock values were also listed in Paris and in Brussels: Lille was for them 

only a very second-rate marketplace. Aft er 1900, the diversifi cation of the Lille 

offi  cial list (by the strengthened sector of the metal stock values and the inrush 

of various stock values: food industries, superstores, real estate companies …) 

was illusory to a vast extent.
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Figure 2.7. Tax revenue on stock exchange transactions in the fi rst four provincial 

departments, 1897–1913 (thousand FF).
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Th e stock exchange list on the other hand highlighted the defi ciencies in the 

regional fi nancial market. Th e stock values of the new technologies operated in 

the Lille region were totally out of its control. Th us, the major portion of the 

production and of the distribution of electricity in the Lille region, organized 

as of 1907 by Parisian (Giros-Loucheur) and Belgian groups (Union des Tram-

ways de Bruxelles), whose securities were listed in Paris and Brussels. Conversely, 

out of six listed electrical companies, there were (as of November 1912) three 

branches of mine companies from the Pas-de-Calais (held by the textile capitals 

of the Lille region). 

Th e pillars of the regional economy also did not appear in the offi  cial list, 

or hardly. In spite of the growing success of the incorporated society26 in textile 

aft er 1895, this sector only included four stock values listed in 1899, and seven 

in 1914. Th is sector was dominated by three large Roubaix stock values repre-

senting external investments in the Russian Empire: a wool company listed since 

1884, the C.G.I.T. (Compagnie Générale des Industries Textiles) member of the 

Allart group; and two jute spinning-weaving companies of the Motte group, 

listed in 1910 and 1912.27 Even more capitalistic sectors such as mineral chem-

istry, represented by the Lille Kuhlmann fi rm (one of the national heavyweights 

in the sector) and the sugar industry, remained steadfastly aloof from the public 

fi nancial market.

Apart from the mine, considered speculative stock values, the global liquidity 

of the Lille market was very scarce: exchanges were very few and highly irregular, 

except for the Crédit du Nord and Denain-Anzin shares, other leading stock 

values, with the collieries, in the portfolios of the Nord.28 Th is scarce liquidity 

was obviously restricted to the Lille marketplace: P. C. Hautcoeur insisted upon 

the ‘signifi cant competition’ entered into by large banks with national agency 

networks against provincial stock exchanges, ‘which compensated for the secu-

rities transactions with their clients and centralized their transactions in the 

Paris stock exchange, causing protests at the beginning of the twentieth century 

among (provincial) stockbrokers’.29 Nevertheless, local factors might have been 

involved. Some of them were associated with overwhelming family capitalism: 

the poor off er of regional securities, in particular the low proportion of ‘fl oating’ 

capital associated with the particular behaviour of the regional savings. Th e lat-

ter were concentrated into large portfolios consisting mainly of shares and bonds 

of regional companies controlled by one or several ‘grand families’, in opposition 

to the savings in the department of the Bouches-du-Rhône, avoiding shares and 

seeking fi xed revenue investments (bonds and annuities above 80 per cent at the 

beginning of the twentieth century), and in the Rhône, where portfolios were 

more balanced, with a slight preference for bonds.30 Th e Mines de Lens, the fi rst 

value in the Lille stock exchange at the beginning of the twentieth century, off er 

nevertheless a good example of a limited fl otation of capital: from 1883 to 1900, 
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the proportion of their shares being transferred by way of sale (and not by way 

of succession or other), accounted for 3 to 4 per cent of the capital at the very 

most, and the actions circulated twice as much by conveyance aft er death. Aft er 

1900, although such calculations could not be made any longer, the division into 

hundredths certainly did not change much, since, on 1 October 1912, the 6,425 

registered shareholders (that is to say 7.4 per cent of the shareholders) still hold 

two thirds of the capital, while the 79,924 holders of bearer securities shared the 

remainder.

But another reason for this poor market liquidity was the ‘poor commer-

cial dynamism’ of the brokers’ company in Lille, in particular their refusal to 

organize a forward market for fear of excessive speculation, held responsible for 

the fi ve bankruptcies among brokers between 1861 and 1892.31 And even if the 

prohibition of forward transactions, which had never been popular among the 

Lille brokers, was not rigorously adhered to,32 it mostly turned said brokers into 

remisiers for their Parisian counterparts for all forward transactions.33

Finally, and especially, asymmetrical information, protected passively by the 

stockbrokers themselves (simply because they belonged to the ‘grand families’ 

who controlled the most important stock values of the Lille Stock Exchange34), 

and which contributed to the preservation of these stock values in the portfolios 

of the Nord, renders the intervention of foreign operators more diffi  cult, and 

hence the opening-up of the market. Still, as of 1901, further to the prolonged 

drop in their securities (associated with the wool crisis in 1900), numerous col-

liery companies of the Nord and of the Pas-de-Calais, on the brink of large bond 

issues, then blamed the Lille market for its ‘sometimes excessive, narrow-mind-

edness’, responsible for the under-capitalization of their stocks (in view of the 

expected eff ects of their policy of growing dividends and of the share subdivi-

sions) and then, one by one, asked for offi  cial listing in Paris. Bitter to note what 

was a break in market solidarity to them, the stockbrokers then attempted to 

talk them out of their project:

A great disadvantage would result for the Compagnies from being listed offi  cially in 

Paris, it would mean forced publicity for the companies’ accounts, the discussion of 

their reports in all fi nancial papers, sometimes with a dose of malevolence or passion. 

We believe that the Compagnies had no grounds for complaining about the relative 

silence observed by the press regarding their situations as long as they were in Lille 

only where the public gleans inquiries from other sources than newspaper columns; 

but once they are listed in Paris, they will not be able to prevent the publication of 

their profi ts currently recorded and of their annual reports, the discussion in certain, 

forewarned or ill-willed articles, of the legitimacy of the profi ts thus exposed, thereby 

constituting new weapons or new pretexts for rabble-rousers and Compagnies’ foes. 

Needless to dwell on this score; we know that the shortcomings of too large public-

ity have been tabled in shareholders’ meetings of certain of our Compagnies, and we 

understand the political, economic and social reasons thereof perfectly.35
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Nothing helped, since two-thirds of the coalmining companies had kept the 

hybrid status of non-trading joint-stock companies which dispensed them from 

publishing their accounts. In total, in 1913, the Lille Stock Exchange lost exclu-

sivity for ten collieries of the Nord Pas-de-Calais out of the listed stocks, i.e. 37 

per cent of their total number. It had no exclusivity or no any longer for fourteen 

stock values (out of a total of thirty), that is to say 46.7 per cent of the total 

number of the category. Aft er the War, the oil stock values listed in Lille fol-

lowed the same path.

Th e Banking Market under the Increasing Grip of Paris and Brussels

Th e banking market is not known as well, since the sources are limited. On the 

primary market, the regional banks, rejecting immobilizations (to which they 

preferred personal participations of their managers or administrators), seemed, 

according to the works conducted by Pierre Pouchain on the Crédit du Nord,36 

to prefer over-the-counter loans to fi rm underwritings. At least when they 

operated on their own, since according to J. Laloux, they would not hesitate to 

constitute ‘pools … with the agencies of the national banks in order to secure 

issues’.37 And within the framework of their being affi  liated to the Union of Pro-

vincial Banks (created in 1885), the CIC38 transferred to them a portion of the 

issues in which they participated, thereby disposing of a portion of the securities 

issued in the province, and conversely, the CIC supported them in investing into 

regional stock values, whereof a portion may be invested in Paris. 

Th e relationships between the regional banks and the national banks are, 

admittedly, ambivalent: as soon as it set up business in Lille in 1881, the Credit 

Lyonnais embarked on a fi erce competition in the securities services, especially 

in stock exchange orders. But, aft er 1900, the regional banks became associated 

with national banks (Crédit Lyonnais, Société Générale) for selling bonds issued 

for coalmining companies. Conversely, in large metal companies (with most 

companies operating in the Nord funded by Belgian capitals), the infl uence 

of the Parisian establishments was undermined by the Belgian banks properly 

speaking (Société Générale de Belgique and its French branches), and the Crédit 

du Nord regained, via its Belgian branch founded in 1896, a signifi cant rank 

among underwriting syndicates.39

Th e 1880s, and the beginning of the twentieth century, saw the prolifera-

tion of small local fi nancial establishments indistinctly off ering ‘banking, stock 

exchange and stock broking operations’, and more especially commission-based 

purchase and sale of securities (very seldom for their own account), a quarter of 

which approximately were, at the beginning of the twentieth century, agencies 

for Parisian and Brusselian fi nancial establishments. Th ey were not suffi  ciently 

numerous to engage into fi nancing new industries, and, through lack of support 
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by the ‘grand families’ who controlled the regional economy, they remained in a 

weak position. Th is absence of powerful local fi nancial establishments favoured 

the increasing grip of the Parisian and foreign fi nance (Anglo-American and 

from Antwerp) at the beginning of the twentieth century.

Still, the overabundance of capitals on the marketplace was then illustrated 

by increasing exports of regional capitals, which, especially as of 1907, stepped 

across the border massively: transiting over accounts opened in the Belgian 

agencies of Joire and of Verley, Decroix & Cie, and in the Belgian branch of the 

Crédit du Nord, they were invested in stock values listed in Brussels, which, as a 

whole, refl ected the predilection of regional capitals for investments into mining 

values. 

But as of 1911, Lille emerged as an inescapable fi nancial marketplace for 

oil-related business in France: from June 1911 to June 1914, four groups were 

constituted, by the creation of eighteen oil societies operating in Galicia (Aus-

tro-Hungarian Empire) and in Rumania, around the sole three major banks in 

the marketplace (Clairin & Cie, Banque du Nord et des Flandres, Consortium 

du Nord).

Conclusion

On the eve of war, the grip of the ‘grand textile families’ on the fi nancial system of 

the Lille region was characterized by its sclerosis: by resisting the standards of the 

Parisian banking institutions, including the Banque de France, they forced them 

to give in to their requirements. While maintaining a dual fi nancial market, with 

powerful private circuits, limited to  older industries (especially textiles), and a 

narrow public fi nancial market, specialized in mining stock values, and moreo-

ver not very accessible due to ongoing strong asymmetrical information, they 

hardly promoted local fi nancing of the new industries. 

Th is sclerosis, which essentially benefi ted the textile groups, seemed to be the 

fruit of conservative collective strategies expressed, in private, at the beginning 

of the twentieth century: the reasserted choice of the specialization (textile), the 

single way enabling to acquire ‘a true superiority’, was then justifi ed by the will 

to preserve deep-rooted positions (‘not to ruin the achievements of the past’), 

which also meant, at a time when social struggles became harsher, the will to 

preserve social control over a whole region. For that matter, the Lille fi nancial 

marketplace bear witness that convergence is a power-related phenomenon.
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3 COMPETITION AMONG THE FRENCH 
STOCK EXCHANGES DURING THE SECOND 

WORLD WAR

Kim Oosterlinck

Angelo Riva

Introduction

Relationships between stock exchanges have gained a renewed interest in view of 

both the mergers (and merger attempts) of the last two decades,1 and the Mifi d 

Directive in the European Union framework. According to theory the economies 

of scope and scale, as well as the positive externalities, should push towards con-

centration of both trading and listing in a unique exchange, which amounts to a 

form of institutional convergence. In practice however, several stock exchanges 

coexist and there thus seems to be a ‘network externalities puzzle’: why isn’t there 

just one market? Several explanations have been suggested to address this puz-

zle. Informational frictions could stop concentration because traders in a distant 

exchange cannot obtain (low-cost) information about issuers located near the 

rival exchange. Within this framework, informational frictions are a decreasing 

function of both improving information technologies and the growing size of 

the issuers. Moreover, organizational heterogeneity could explain the resilience 

of a multi-polar stock-exchange industry. According to this literature, traders and 

issuers choose the venues matching their heterogeneous preferences. In an inte-

grated zone, similar exchanges should however be viewed as a waste of resources.

Th e modern literature is usually unaware of historical episodes of competi-

tion.2 Even though stock exchanges did not face as much competition in the past 

as nowadays, historical evidence suggests that competition has existed for a long 

time. One question is whether competition implies convergence, either on norms 

or on effi  ciency, as many theories state. For example, the French and German stock 

exchanges were competing to fl oat Russian bonds in the 1880’s.3 In France, Haut-

coeur and Riva explore the ‘coopetitive’ dynamics between the Coulisse (the Curn 
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of Paris) and the Parquet (the offi  cial market) during the nineteenth century.4 

For the US, Brown et al. show that between 1885 and 1925 the Consolidated 

Exchange was a major actor, at some times beating the NYSE in terms of volume 

of trades.5 Eventually, White explores the competition between the NYSE and 

the Consolidated and regional exchanges for the period 1900–33.6

In the early 1930s seven provincial stock exchanges existed on French soil. 

Most provincial exchanges followed a similar pattern during the interwar 

period. First, a sharp increase in trade during the 1920s and the early 1930s, then 

a dramatic decline in activity aft er 1933. Obviously one may wonder whether 

this decline was specifi c to regional exchanges or aff ected also the Paris Bourse. 

Dubost7 provides data on the taxes paid on stock market trades for the years 

1927 to 1937; a proxy to describe the activity on the market. Th eir evolution 

suggests that the Paris Bourse was severely hit in 1929–30, experienced an all 

time low in 1932 from which it had already partially recovered by 1937. Th e cri-

sis strongly aff ected the Parisian market but since its activity was so much higher 

than on provincial exchanges, it never threatened its existence.

Th e regional stock exchanges were in direct rivalry with the Paris bourse. At 

the end of the 1930s, local stock exchanges were blaming their reduced activity 

on this competition.8 In some cases, trades had been reduced to such an extent 

that contemporaneous commentators described provincial markets as mori-

bund. Th eir mere survival was seriously questioned even for some of the largest 

such as Lyon. In view of these elements, it seems surprising that the merger of 

provincial stock exchanges would only happen in 1991. Th is chapter suggests 

that the Second World War and the regulations set into place under the occu-

pation favoured provincial stock exchanges and brought many benefi ts to the 

ones located in the so-called Free Zone. Since policies diff ered between the two 

zones, competition between stock markets was seriously altered by the war. Fur-

thermore, the racist laws imposed by the occupier had a much more dramatic 

impact on the Coulisse, which experienced a drastic reorganization during the 

war. We argue that this reorganization helped pave the way to the absorption of 

the Coulisse by the Parquet in 1961. 

Th e chapter proceeds as follows. Section 2 presents the organizational 

changes that occurred during the war. Section 3 analyzes the long-term impact 

of these measures on basis of quantitative and qualitative evidence. Section 4 

concludes.

Reopening the Markets aft er the Occupation 

Th e quick victories of April–June 1940 let the Nazis in charge of a huge part of 

Western Europe. New laws were soon promulgated in all occupied countries. Th e 

ruling authorities imposed a series of market-specifi c restrictions which com-
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pletely changed the pre-war equilibrium. Reopening authorization diff ered from 

one market to another. Meanwhile, the economics of occupation, and notably its 

fi nancing, created a favourable environment for the French bourses. Indeed, the 

successive French fi nance ministers followed a policy they labelled the ‘politique 

du circuit’. Occupation costs were covered by issuing money which had to be 

eventually redirected towards (and sterilized thanks to) state bonds. In their view, 

this all amounted to a circuit: print money to pay occupation costs, let Germany 

spend the money in France and then ‘convince’ French holders of money to buy 

state bonds. In order to be successful, this policy required functioning exchanges 

and rules that rendered alternative investment opportunities uninteresting. Taxa-

tion, price caps on equities and registration were used extensively.9

Since no consensus regarding the economic exploitation of the countries 

under their control existed amongst Nazi rulers it is no wonder that regulations 

regarding stock exchanges diff ered from one country to the other. Th e French 

case would be especially complicated because of the partition of the country 

imposed by the Armistice. France lost part of its territory to Italy, the area sur-

rounding Lille fell under the control of the German administration located 

in Brussels, Alsace-Lorraine came under direct German control, whereas the 

remainder of France became partitioned into a ‘free’ and an ‘occupied’ zone. 

In view of the German advances, most provincial stock exchanges had 

closed by June 1940, following the example given by the Paris Bourse on the 

10th.10 When the seat of the French government moved to Bordeaux, the vol-

umes traded there experienced a dramatic increase. During the time that Paris 

remained closed, trade volumes had been multiplied by fi ft een.11 Following the 

fall of Bordeaux, trades moved to Marseille. Soon the Toulouse stock exchange 

reopened, whereas the Lyon Bourse, which had been closed because of the Ger-

man occupation, resumed its trade as soon as the German troops left  the city. 

Contemporaneous accounts provide diverging stories as to the exact closing and 

reopening dates. Table 3.1 provides these on basis of both archival evidence and 

secondary sources.

Since the bourses located in the free zone (Lyon, Marseille and Toulouse) 

were subject to French law, their reopening was quickly agreed upon. Minor 

changes were enacted: only the spot market was allowed to resume and trad-

ing methods were altered by the introduction of reduced demand and supply 

orders. Eventually, while sales of foreign securities remained the same, buying 

was subject to a strict control.12 However, arbitrages between ‘free’ and ‘occu-

pied’ bourse disappeared and large price discrepancies became frequent. 
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Table 3.1. Stock exchange closing and reopening dates.

Closing date Reopening date
Bordeaux October 10, 1940 May 15, 1941

Lille June 1940 June 4, 1941

Lyon June 17, 1940 July 16, 1940

Marseille Never closed Never closed

Nancy June 1940 Remained closed

Nantes June 1940 June 18, 1941

Paris Parquet June 10, 1940

o October 14, 194013 for bonds

o March 19, 1941 for shares from com-

panies active in metropolitan France

o September 8, 1941: all French shares 

readmitted

Paris Coulisse May 1940 October 1942

Toulouse Never closed (?) Never closed (?)

 Sources: ACACL, ACACM, ACACP, AN, Guillorit (1946).

Fleeing the Germans, the members of the Paris bourse had started to move 

their activities to the South and transferred securities to Châtel-Guyon. Th e 

unexpected rapidity of the Armistice signature caught the Agents de change 

while moving. Many of them chose to return to Paris to start lobbying for 

the stock exchange reopening. Meanwhile the German occupation forces had 

imposed a series of measures related to the stock exchange’s activities: securities 

denominated in a foreign currency had to be deposited and declared to the Devi-

senschutzkommando and all safes located in banks were to be blocked.

Aft er long debates, the German occupant allowed resumption of trades but 

only for a limited number of securities: French rentes (with as exceptions, the 

4 per cent, 1925 and the 4.5 per cent, 1937 rentes and French bonds issued in 

the US), French treasury bills and bonds as well as various corporate bonds. For 

the Parisian brokers this new regulation represented a fi rst step in the desired 

direction but certainly not the ultimate goal. During the following months, com-

plaints regarding the privileged position enjoyed by the Lyon stock exchange were 

voiced. However, brokers would have to wait for the implementation of new laws 

regarding trades to see the ban on shares trades lift ed on 19 March 1941.

Th e provincial stock exchanges located in the occupied zone suff ered from 

the same restrictions as the Parisian market. However, while there were rational 

reasons to reopen the Parisian bourse because of its size and activity, few provin-

cial markets could make a similar claim. Th eir reopening became conditional on 

the reopening of the Paris Bourse. By July 1944, six provincial stock exchanges 

had reopened: Lille, Nantes Bordeaux, Lyon, Marseille and Toulouse.14 Nancy 

remained close up till the end of the war despite numerous attempts made by its 

Syndic (Head of the Bourse) to resume trading.15 
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Even though stock markets were all subject to the same laws, a de facto seg-

mentation of French stock exchanges existed. For the bourses located in the 

occupied zone, the agreement of the German occupation forces was requested in 

all matters. Th e implementation of the laws was thus followed there by the rep-

resentatives of both the Vichy and the German government. In the free zone, the 

Syndics only had to cope with the Vichy government, which was more open to 

discussion. Besides the diff erent reading of the laws, markets also became more 

isolated because of communication issues: depending on the periods, commu-

nications could either be almost normal or totally inexistent. Furthermore the 

demarcation line prevented any transfer of securities from one zone to the other. 

Trades were somewhat hampered in Paris since many securities had been trans-

ferred to Châtel-Guyon in June 1940. Th ese securities would only come back 

to Paris in 1943, aft er the Germans invaded the free zone. Refugees fl eeing the 

German advance had also brought their securities with them. Most of them left  

these securities in the Vichy zone because no declaration was required there.16 

Even between stock exchanges located on the same side of the demarcation line, 

arbitrages were limited because of the insurance costs the brokers would have 

had to pay to transfer securities. Stock exchanges in the occupied zones were 

only allowed to trade some of their pre-war securities whereas the free-zone ones 

had kept all their pre-war privileges. Eventually, the changes in reopening dates 

led to the creation of temporary monopolies on some securities.

Competition and Changes in Stock Exchanges’ Organization

Th e economic and legal environment in which the French stock exchanges were 

operating during the war created a segmented market and brought to a halt the 

concentration pattern observed before the war. Several measures may be used to 

determine the impact of this new environment on the stock exchanges’ activities. 

To assess the decrease or increase in terms of competition, a common measure is 

to examine the changes in levels of bid/ask spreads17. Since French bourses were 

operating with order books this is hardly feasible. An alternative is to measure the 

evolution of the diff erences existing for cross-listed securities. Another option is 

to determine the relative share of each stock market in terms of volume: if the 

war led some bourses to benefi t from privileged positions, then it is reasonable 

to assume that their market share should increase. A third way to compare the 

relative position of each exchange is to examine the number of listed companies 

and the number and size of IPOs or SEOs.

Due to data limitation, this essay focuses on changes in volume. Volumes are 

only directly recorded for Marseille (from 1936 to 1946) and Lyon (from 1938 

to 1942). Th ese volumes are reported in Table 3.2. 
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As shown in Table 3.2, both Marseille and Lyon experienced a huge increase in 

activity aft er 1939. Starting from a meager volume of 100 million FF a year in 

1938, the Lyon Stock Exchange reached a 35 billion FF volume in 1941. Aft er 

1942 volumes decreased, probably as a consequence of two eff ects: an increase in 

competition with Paris (following the invasion of the free zone by the Germans 

and the reopening of the Coulisse) and a reduction in trades due to the limited 

number of investors willing to sell. 

Table 3.2. Volumes of spot transaction in Lyon and Marseille (1936-1946), 

in 1 000 FF.

Date Lyon Marseille
1936 230 294

1937 266 872
1938 100 000 221 650
1939 130 00018 279 029
1940 19 500 00019 1 556 329
1941 35 000 000 17 989 654
1942 28 600 00020 21 795 930
1943 17 137 822
1944 16 900 00021 11 375 309
1945 10 170 900

1946 9 669 874

 Sources: ACACL, AN and ACACM;

In view of the incompleteness of direct records of volume, proxies of volumes, 

based on archival data, have had to be computed for Paris, Lyon and Marseille. 

Two sorts of proxies could be considered: the fi scal revenues from the trade taxes 

(impôt sur opérations de bourse) or the revenues from the ‘internal’ stamp tax on 

turnover (timbres syndicaux). Th e second proxy has been chosen because it was 

the one used at the time by the brokers themselves to gauge the activity on the 

market and therefore probably the most reliable. Table 3.3 reports the revenues 

of the internal stamp tax on turnover for the three markets. Even though these 

stamps were not exactly collected in a similar way in all exchanges, we consider 

them as comparable to get a fi rst approximation of the changes in each stock 

exchange’s market share.

Figure 3.1 provides the respective market share of each exchange (not taking 

into account the other provincial exchanges and the Coulisse). Th e fi gures for 

each exchange are thus upper bounds. Figure 3.1 clearly shows that before the 

war outbreak the French fi nancial markets were completely under the domina-

tion of Paris. Marseille and Lyon barely accounted for a couple of percentage 

points up till 1939. Following the occupation, the importance of the provincial 

bourses started to increase. By 1940, they had a combined market share of close 
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to 12 per cent, which increased to more than 50 per cent in 1941. Once the 

Germans invaded the free zone and reopened the Coulisse, the trends started to 

reverse and both Lyon and Marseille saw a decline in their relative importance. 

By 1944, their joint shares had fallen to 20 per cent and would fall further to 11 

per cent two years later.

Table 3.3. Revenues fr om internal stamps for Lyon, Marseille and Paris 

(1936–1946), in 1 000 FF.

Date Lyon Marseille Paris Parquet Paris Coulisse
1936 224 100 10 908
1937 387 145 21 657
1938 314 115 17 237
1939 278 156 16 261
1940 361 167 7 652 NA
1941 7 300 2 965 8 589 NA
1942 8 048 3 451 15 781 343 (2 months)
1943 8 432 2 965 21 278 2 657
1944 3 565 1 988 22 254 2 228
1945 3 582 1 525 27 584 3 545
1946 4 829 2 955 66 859 12 694

 Sources: ACACL, ACACP and ACACM.

For the other bourses, the analysis mainly relies on reports issued during the war. 

Th e volumes of trades for these bourses are less complete and allow us only to 

provide an impressionistic view. Th e bourses located in the occupied zones seem 

to have suff ered the most as their reopening was conditional on the reopening of 

the Paris bourse. Th is meant that they could not benefi t from a ‘fi rst-reopened’ 

advantage as had been the case for the ‘free-zone’ bourses. Furthermore, this also 

implied that they would immediately face stiff  competition from Paris. Lille reo-

pened in June 1941 but trades would remain limited. For June–July 1941, they 

amounted to approximately 5.35 to 6.8 million FF a week but the investors from 

Lille were starting to sell their local securities to buy national ones which were 

perceived as less risky,23 a situation that tended to favour portfolio diversifi ca-

tion.24 Th e Nantes stock exchange seems to have done reasonably well up till 

February 1943. At that time, and according to contemporaneous sources, the 

activity was almost non-existent.25 Bordeaux was the most successful of the pro-

vincial bourses located in the occupied zone. However, the volumes traded there 

never came close to matching those in Paris or Lyon.
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Figure 3.1. Respective market shares of Paris, Lyon and Marseille.22
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Organizational Changes

During the war, major organizational changes were imposed by a series of laws 

that reframed the whole governance structure of the exchanges. Besides these 

main legislative innovations, other organizational changes, mostly local in 

nature, were also implemented at the initiative of the stock exchanges. 

Comité des Bourses de Valeurs

Th e ideological views of the occupant inclined it to favour corporatist struc-

tures. Th e banking and fi nancial sectors were considered to be so close that they 

were to belong to the same structure: the Comité d’organisation professionnelle des 

banques, des établissements et entreprises fi nanciers,26 which was created by a law 

passed on June 13, 1941. Th e fate of the stock exchanges was thus closely inter-

twined with the banks’ future. Despite the seemingly equal status of bankers and 

brokers, the law provided that brokers would be subordinated to bankers. Th is 

was of course hard to swallow for the agents de change. Following protracted 

discussions between brokers, bankers and the Ministry of Finance, a consensus 

would be reached at the end of 194127: a new organisation named ‘Comité des 

bourses de valeurs’28 (CBV) would represent the brokers’ interests.

By law, the CBV would extend its authority on all brokers, including Coulisse 

brokers, and on whoever, company or individual, acted as fi nancial intermedi-

ary.29 Th e constitution of the CBV was also clearly defi ned: its president would 

be the Governor of the Banque de France,30 the Syndic of the Paris Bourse would 

act as its vice-president, and two more members, belonging respectively to the 

banking sector and the French bondholders’ association, would be designated 

by the French fi nance Minister. For matters concerning them, the Minister of 

Finance could designate one representative of the brokers active in provincial 

bourses and one for the Coulisse brokers. Th e fi rst representative of the provin-

cial brokers would be the Syndic of Lyon.31 Th e government had a dominant say 

in this new structure since the Finance Minister nominated most of the persons 

admitted to the meetings. Furthermore, the state could always make appeal to 

any decision and force a new meeting within four days. 

Th e competences of the CBV were very broad: it was meant to resolve any 

matter pertaining to the overall organization of the stock exchanges; it was the 

ultimate instance resolving eventual confl ict between offi  cial brokers and Coulisse 

brokers; it was entitled to suggest legislative changes regarding the exchanges or 

the organization of trades and could, if asked by the Minister, provide advices 

regarding the market rules32. 
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Brokers’ New Legal Status 

In most cities where a stock exchange existed, parts of the trades were actually 

handled outside the main market (Parquet). New regulations did forbid trading 

outside organized (and then supervised) exchanges: every kind of free market 

was then prohibited. In Paris a longstanding hatred opposed the Parquet and 

the Coulisse.33 Th e latter had many reasons to fear the occupant since most of 

its trades (60 per cent)34 were forward trades accused to foster speculation, its 

economic signifi cance was of lesser importance and many Coulisse brokers were 

Jews. Th e Coulisse was severely hit by the racial laws as out of ninety-four curb 

houses, thirty-three were run by Jews35 whereas only four out of seventy agents 

de change were considered to be Jews36. 

Coulisse brokers in Paris lobbied as soon as the Armistice was signed to 

be allowed to reopen. In view of its specifi cities, the reopening of the Coulisse 

was not viewed as a priority by the occupying forces. Soon, the Coulisse bro-

kers became accused of fuelling the black market.37 Th is accusation forced the 

legislator to intervene. A law passed on 14 February 1942 made the coulissi-

ers’ legal status very similar to the offi  cial brokers’. Renamed ‘courtiers en valeurs 

mobilières’,38 their number would be limited to forty.39 Th ey would list securities 

that were not listed on the Parquet, but the Parquet was entitled to ask to remove 

any stock from the curb to add it to its own lists.40 An additional law passed on 3 

August 1942, provided that they would be allowed to trade securities that were 

neither listed on the Parquet nor on the Coulisse. 

In practice the new legislation would only be eff ective in Paris since the provin-

cial stock exchanges successfully lobbied the government to prevent the creation 

of any ‘courtiers en valeurs mobilières’ in the provinces.41 Despite this measure, 

the provincial exchanges would suff er from the competition of the Parisian curb. 

Its brokers added to their lists securities which were not traded on the Paris Par-

quet but well on provincial ones. Despite the provincial brokers’ protests at the 

end of 1943 no solution had been devised. Th e reorganization of the profession 

was kept aft er the war. Guillorit, at the time working for the Banque de France, 

viewed this measure as one of the main success of the legislator.42

Lyon

As soon as it reopened, on 16 July 1940, the Lyon Bourse experienced a dramatic 

increase in traded volumes thanks to the huge deposits of securities which had 

fl ed to ‘free’ France and the closing of the Paris Exchange. Th e order fl ows from 

regional state-linked fi nancial institutions, which were previously centralized in 

Paris but took refuge near Lyon, were now redirected toward the Lyon Bourse. 

Even though the Lyon Stock Exchange was only allowed to handle spot transac-
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tions, it benefi ted from an appreciated privilege: trades on all kinds of securities 

were still permitted.

Th e Lyon brokers’ association was ‘forced’ to reorganize its market to accom-

modate all the securities that were previously listed in Paris. Th e Paris stock 

exchange remaining closed, the Lyon Bourse became almost overnight the big-

gest French stock exchange.43 According to the Syndic, the listing of the Parisian 

securities represented both a national duty and a huge opportunity. More pre-

cisely, this provided a chance to revive the activity on the market to such an 

extent that it would remain once the division into two zones would disappear.44 

At the end of 1940, reviewing the past year and the privileged situation of its 

stock exchange the Syndic could only view the future with optimism: thanks to 

the war, ‘a new life was about to start at the Lyon Bourse’!45

Th e actions of the stock-exchange committee from the end of 1940 on would 

be directed towards one objective: manage to fi nd a way to maintain the activity 

on the stock exchange even if the demarcation line was to be suppressed. Th e 

means employed would come into two forms: a lobbying action and an internal 

reorganization.

Lobbying actions started as early as 1940. Th e geographical proximity existing 

between Vichy and Lyon and the fact that Lyon was by all accounts ‘Free’ France’s 

fi rst stock exchange certainly helped. Th e Syndic made regular visits to Vichy and 

suggested that the regime’s new decentralizing policy be applied to stock markets. 

Th e headquarters’ localization of a given company would determine on which 

regional stock exchange its shares had to be listed and regional order fl ows would 

have to be directed towards local exchanges and only if necessary forwarded to 

the appropriate market if the requested securities were not listed there. 

In order to get a favourable ear in Vichy, the Lyon bourse decided to set into 

place regulations which would please the government and this even before they 

were required to do so. Knowing that the Vichy government was opposed to 

sharp rises in equity prices because of the politique du circuit,46 the stock exchange 

committee decided, at the end of 1940, that daily price increases would no more 

be limited to 10 per cent but to 5 per cent.47 To further please the government, 

the Lyon bourse decided to regulate more strictly the market for unlisted securi-

ties (‘marché hors cote’), where illegal practices were more likely to happen. Th ese 

proactive actions brought them immediate rewards. First, the Lyon Bourse was 

entitled to become correspondent of the Crédit National,48 which favoured it for 

new issues from this institution. Soon aft er, this privilege was extended to other 

public companies but also to State bonds. Furthermore, the Lyon Bourse obtained 

almost a monopoly on the orders from ‘Free’ France public fi nancial institutions. 

Last, but not least, the Lyon bourse managed to have a branch of the Caisse cen-

trale des dépôts et virements de titres (CCDVT) created in Lyon, eliminating 

delays and risk in the delivery system.49
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Besides lobbying actions, the stock exchange committee worked hard to 

improve customer satisfaction and the competitiveness of the exchange. Th e 

Syndic urged the brokers to speed the delivery process and to perfection the 

brokerages services. Th e stock exchange committee created a new structure, 

the ‘Service des rachats offi  ciels’, whose role was to ensure punctuality in terms 

of settlement. Most notably it forced unable (or unwilling) brokers to execute 

their part of a deal. Th is new procedure helped reduce the delays which had 

appeared because of the sharp increase in activities. Th e Exchange’s Committee 

also forced brokerage houses to propose a securities’ deposit service. Th is meas-

ure was expected to yield two long-term gains: on the one hand, it could retain 

the clients’ securities, off ering a solid base for the aft er-war brokerage activities 

and, on the other hand, it could convince clients of local banks to directly use the 

services of the offi  cial brokers for their stock-exchange transactions.

Better service also required more human resources especially since the number 

of trades had experienced a dramatic surge. In just a few years the number of 

employees of the stock exchange increased from eleven (before the war) to thirty 

(December 1940), fi ft y (December 1941) and eventually sixty (end of 1943).50 

At the same time, the number of cockpits on the Parquet jumped from two 

to six and even seven in 1941. Th e market however never came close to being 

equilibrated, the huge demand for securities facing a decreasing supply. Brokers 

were, most of the time, unable to fi nd a counterpart for the less liquid securities 

and could not determine the securities’ prices. In order to address these issues, 

a new parallel market, the ‘marché fermé’ (closed-shop market) was created. In 

this market brokers’ clerks guaranteed the orders’ matching not with the tradi-

tional open outcry, but by acting as ‘specialists’. Eventually, the stock exchange 

committee decided, for the sake of competition, to keep its pricing structure: its 

commissions were to remain lower than the ones required in Paris, and its com-

missions to order collectors higher than in the capital.

To strengthen its chances as the main market, measures had to be devised 

to better fund the brokerage houses since Lyon brokering houses were relatively 

illiquid. Th e increased activities required huge sums to complete the clearing and 

settlement processes in an effi  cient way. Th ree tools were used to limit this prob-

lem. First, the banks located in Lyon were allowed to clear their operations directly 

with the brokers, therefore diminishing the need for treasuries. Second, the rate of 

the internal tax on the brokers’ turnover was increased to create huge reserves to be 

used in case of distress (from 3 million before the war, up to 9 million in 1941, and 

to 25 million at the end of 194451). Th ird, the committee obtained from the gen-

eral assembly the authorization to borrow from local banks, if its reserves were to 

become insuffi  cient. Th e committee pushed the brokers to maintain in the case of 

a broker’s default the de facto collective guarantee vis-à-vis investors, distinguishing 

the Lyon Bourse from the other regional stock exchanges since 1930. Th is guar-
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antee, as well as the minimal risk associated with spot transactions, attracted the 

capital of the wealthy bourgeois of the region. 

In November 1942, the German marched into the free zone to regain a direct 

control over the whole country. Even though Lyon would eventually keep its 

pre-reunifi cation privileges, the stock exchange committee suspected competi-

tion would soon resume. Th ey feared a dramatic impact on the volumes traded 

because they expected the Parisian brokers to fi ght by all means to regain their 

clients. Knowing that in peacetime they would not stand a chance against Paris,52 

they decided to exploit the war situation to list and trade even more Parisian secu-

rities, while at the same time trying to attract a larger number of regional issues. 

1943 was characterized by a sharp decrease in the traded volumes. Th e total 

commissions perceived by the brokers fell by 50 per cent between the last months 

of 1942 and the fi rst ones of 1943. As this decrease coincided with the removal of 

the demarcation line, it would seem logical to blame this change to an increased 

competition with Paris. Even though competition certainly increased in 1943, it is 

likely to explain at most a part of the observed decrease since the Parisian brokers 

registered the same changes in performances at the time. Th e poor state of tele-

graphic and telephonic communication between Paris and Lyon on the one hand, 

and, the non-abrogation of the ban on trades in foreign securities in Paris on the 

other, implied that both markets were still more insulated than they were before 

the war. Th is allowed Lyon to keep relatively high volumes of trades, especially if 

compared to the pre-war situation.53 Lobbying actions were of course continued. 

Th e strengthening experienced thanks to war, led the Syndic to envision future 

negotiations with optimism.54 Th e creation of the CBV was, paradoxically in view 

of the enthusiasm shown by the Parisian brokers, believed to provide a better bal-

ance of powers between Paris and the regional stock exchanges.

Facts would soon show that the Syndic had been overoptimistic. Even 

though trade remained high during 1944, most of the year’s success was due to 

the fl otation of the Emprunt de la Libération (Freedom Loan). During the sec-

ond semester of 1944, some clients began to ask to get their fi les transferred to 

Paris. At the same time, trade in some securities disappeared. In a gloomy mood, 

the Syndic would state at the end of 1944 that they were ‘to expect the worst’;55 

a statement in strong contrast with 1943’s optimism. To strengthen the Lyon 

Parquet and its creditworthiness, the Syndic suggested implementing a legal 

form of collective guarantee, but lack of insurance on the securities deposits con-

vinced the brokers to postpone the measure. At the end of 1945, and in view of 

the France’s complicated political situation, the Syndic would wonder to what 

extent there was a future for regional stock exchanges.
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Marseille

In contrast to most other exchanges, the Marseille Bourse remained open during 

the summer of 1940. Th e closures of the Paris and Lyon bourses, in June 1940, 

as well as the interruption of communications with Bordeaux and Toulouse, led 

to a huge increase in trading volumes. To limit any excessive price rise, the stock 

exchange committee immediately voted and enforced measures to limit daily 

price changes. A few months later, the committee would welcome the reopening 

of the Paris and Lyon bourses,56 while at the same time setting into place meas-

ures to reorganize the functioning of the exchange. 

As in Lyon, brokerage houses had been capitalized years before when vol-

umes were minute and liquidity soon became one of the major issues. Traded 

volumes of November 1940 were twice as large as the volumes exchanged during 

the whole year 1939! Several innovations were agreed upon to ameliorate the 

existing situation. First, banking institutions located in Marseille were admitted 

to the clearing system from January 27, 1941 on. At fi rst, this measure was lim-

ited to the major incorporated banks such as the Société Générale or the Crédit 

Lyonnais. Soon however, in 1942, the spurt in trading volumes would force 

the admissions of private bankers and small incorporated banks. Meanwhile, 

the stock exchange committee managed to obtain bank credits to fi nance the 

brokerage houses’ clearing and delivery activities. Whereas the Lyon banks had 

requested few guarantees, the Marseille bankers demanded the stock exchange 

committee guarantee for both credit and default risks.

Th e Marseille brokers followed the same strategies as their colleagues from 

Lyon to maintain the exceptional order fl ow. On the one hand they tried to 

be viewed favorably by the government; on the other they transformed the 

organization to increase customer satisfaction. During the frequent stays of the 

Marseille Syndic in Vichy, the government gave him detailed instructions on 

how he believed the Bourse should be functioning. Armed with this knowledge, 

the committee then informally enforced all of Vichy’s wishes. Despite their 

proactive approach, the Marseille stock exchange remained considered as a sec-

ond tier bourse. As stated by the Syndic himself, he was oft en received in Vichy 

by the Ministers but in the presence of the Syndics of Paris and Lyon.

Th e Marseille Syndic tried to keep good relations with his peers from Paris 

and Lyon believing that it would have a positive impact on the Marseille Bourse. 

His approach was attacked by some brokers who tried, at the end of 1941, to 

dismiss him because he accepted the domination of Paris and Lyon. His main 

opponent claimed that his submissive attitude was harming the Marseille Bourse. 

Instead, he called for more autonomy from and more competitiveness vis-à-vis 

other French exchanges. Th e Syndic’s defensive arguments relied on the size of 

the Paris and Lyon exchanges but also on the proximity of their committees 
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to the governmental power. In fact, the Marseille Syndic considered the Lyon 

Bourse as the natural ‘vicar’ of the Paris Stock Exchange in Free France because 

of its position as largest regional exchange and because of its location near Vichy. 

Th e elections, which took place at the end of the year would confi rm the Syn-

dic and reject the opponents. It is noteworthy that this kind of opposition was 

almost unheard of before the war.

As in Lyon, measures were taken to modernize the exchange. In order to cope 

with the rocketing volumes, the committee hiked up the number of cockpits 

from one up to three during 1940 and up to fi ve aft erwards. Th e effi  ciency of this 

move remained however limited because of the scarcity of skilled employees and 

the size of the Stock Exchange building. Rules were also devised to manage the 

disproportion existing between supply and demand. Th e reserves of the brokers’ 

common funds were increased and a higher working capital was required from 

the brokerage houses. As in Lyon, a ‘service des rachats offi  ciels’ (offi  cial buying 

service) as well as a service centralizing the fi les concerning the Marseille brokers 

and the new CCDVT located in Lyon were created and implemented. Eventu-

ally, the committee set into place rules regulating the distribution among brokers 

of the traded securities. 

In view of the stock-exchange development, the Syndic believed a bright 

future lay ahead of its Bourse, stressing that it would be both legitimate and neces-

sary to keep the current level of activity and even develop it.57 Th e lobbying action 

had proved fruitful since the government had guaranteed that the ‘new Coulisse’ 

would not be authorized in regional fi nancial centres. Despite these advances the 

Syndic had nonetheless to regret that the order fl ow generated by Free French 

public or semi-public fi nancial institutions were regularly directed toward Lyon. 

Th e Marseille Syndic had only managed to obtain that in the case of large diff er-

ences in the Paris and Marseille public bonds’ prices, the Governmental Treasurer 

of the Marseille Department could direct orders towards the Marseille Bourse.58

Following the suppression of the demarcation lines between the two parts of 

France, volumes traded at the Marseille Bourse experienced a clear decline (see 

Figure 3.1). Th e Marseille brokers were still able, in 1943, to keep their private 

clients, but they were losing their institutional investors, which were redirect-

ing their orders toward Paris. Besides the externalities and the diversifi cation 

available in Paris, the decrease in the rebates given by the Marseille brokers to 

the banking institutions (which fell from 35 per cent to 25 per cent of the com-

missions aft er 1 July 1943)59 provided an additional incentive to resume trading 

with the capital. Th is reduction had been agreed upon for three raisons: fi rst, the 

commission rates were higher in Paris and stayed so even aft er rebate rates were 

reformed in Marseille, limiting the competitive impact of the reform; second, the 

Comité des Bourses de Valeurs had expressed the wish that Marseille would align 

its rebates on the other regional exchanges; third, the rise of the employees’ wages 
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was pushing the brokers to retain a higher rate of gross commissions. Th is reform 

was followed by a further decrease in commissions given to both order collectors 

and employees. If it is unlikely that the latter diverted their order fl ows from Mar-

seille, it is possible that the former ones accepted sending their orders to Paris.

Because of the growing centripetal force of the Paris Stock Exchange, the 

stock exchange committee decided to organize a centralized back-offi  ce service. 

Th is centralized service was meant to reduce the time it took to receiving the 

accreditation of an operation executed in Paris through the CCDVT.60 At the 

same time, the regional exchanges tried to react to the loss of business through a 

collusive agreement. Th e Marseille and Lyon Bourses decided to act together to 

lobby the government in defence of their common interests. Th ey also signed an 

agreement by which the brokers from the Marseille Stock Exchange would send 

to Lyon their orders for national securities that were listed there; reciprocally, 

the brokers from the Lyon Stock Exchange would send to Marseille their orders 

for securities cross-listed in Marseille and Paris.

In 1944, the Marseille Stock Exchange put in place huge organizational 

changes to limit the fall in volumes traded and its impact on brokerage houses’ 

profi tability. First, the evolution of military operations on the French soil, and 

the fear of being cut from Lyon, convinced the committee of the need to organ-

ize a local settlement-delivery system. Th e committee asked for the support from 

the CCDVT, but to no avail. However, and thanks to the intervention of the 

banks located in the fi nancial centre, a new institution, eventually recognized 

by the CCDVT, was created. At the same time, the Nazi authorities ordered 

the centralization of the foreign securities held on the ‘Mediterranean coast’. 

In order to comply, the committee organized a service of central deposit for 

these securities. Th e pattern toward a progressive centralization of the services 

needed by the brokerage houses, imposed by both the new regulation and Nazi 

instructions, pushed the committee to study a complete integration of the stock-

exchange organization: in other words a centralization of all the services still 

run by the brokerage houses. In this framework, the committee fi rst created new 

collective funds to increase the reserves of the Bourse, then a service centralizing 

the orders from all the brokers’ private and institutional clients. Th is new service, 

replicated a couple of year later by the Lyon Bourse, eliminated the notion of the 

professional secret among brokers, but allowed huge gains in productivity and 

precision, two important issues to survive in a changing environment.

Conclusion

Most provincial stock exchanges were, just before the war outbreak, in dire straits. 

Th e Second World War would dramatically alter the French stock-exchange 

scene and represent for some of them a period of extreme prosperity. Th e war, 
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however, imposed a geographical division between the French free zone and 

the one occupied by Germany. Stock exchanges which were directly competing 

before the war became more insulated: the war had brought a de facto segmenta-

tion of the French stock exchanges. 

Several elements reinforced the segmentation which would in practice favour 

the stock exchanges located in the free zone. Allowed to reopen early, they kept 

the right to trade almost all form of securities. By contrast, the stock exchanges 

located in the occupied zone, were only authorized to reopen much later and 

were banned from trading foreign securities. In the case of Paris, the reopening 

was gradual, beginning with bonds (October 1940), followed by shares of French 

corporations active in metropolitan France (March 1941), and eventually by all 

French shares (September 1941). Th e separation into two zones had additional 

consequences. Since securities had been transferred to the South as the Germans 

were marching on Paris, most of these were physically in the non-occupied zone 

aft er the Armistice. Fearing to bring these securities back into the occupied zone, 

investors turned themselves to regional exchanges. Th e war further exacerbated 

the division since it led to a huge decrease in terms of communications.

Th e segmentation of the stock exchanges had several impacts. Th e provincial 

stock exchanges located in the occupied zone remained subject to the competi-

tion from Paris and saw no improvement in their overall situation. One of them, 

Nancy, remained closed since its location meant that its future was to be deter-

mined once the Reich was victorious. By contrast, the stock exchanges located in 

the free zone experienced a huge increase in activity. Th e spot transactions at the 

Lyon stock exchange jumped from 100 million French Francs in 1938 to 35 bil-

lion in 1941. Brokers from the favored stock exchanges realized that the benefi ts 

created by the war could easily be endangered. In order to protect these, they set 

into place new organizational measures to increase their competitiveness while 

at the same time lobbying the French government to obtain more favours. Even 

though part of the lobbying proved successful, the invasion of the free zone by the 

Germans in November 1942 came probably too early for the exchanges to com-

pletely consolidate their position. At the end of 1944, competition had already 

resumed with Paris leading to a noticeable loss of clients for these markets.

Besides the impact of the segmentation, the competition between French 

stock exchanges was also altered by a series of laws passed during the war. Th ese 

laws led to a complete reorganization of the Coulisse (curb), which was forced 

to adopt an organizational framework very similar to the one prevailing on the 

Parquet. Th e Coulisse was further weakened by the racial laws which led to the 

exclusion of a third of its members. Th e creation of the Comité des Bourses de 

Valeurs also revolutionized the stock-exchange environment. Th e provincial 

stock exchanges managed to get guarantees regarding their representation for all 

matters concerning them. 
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In a sense the war had a double impact in terms of convergence and diver-

gence. On one hand, it probably led to some form of international convergence 

in Europe. Indeed some rules or organisms set into place by the occupying forces 

were kept aft er the war because they made economic sense. For example, the 

existence of an institution such as the CCDVT, a war creation infl uenced by the 

German stock exchange practice, was not questioned at the Liberation because 

it improved trade effi  ciency. Th us, in a sense, the occupation brought some form 

of convergence amongst French and German exchanges. At a very local level, the 

reorganization of the exchanges also facilitated the eventual merger of the Paris 

Parquet and Coulisse. By abolishing the heterogeneities between the Parquet 

and the Coulisse, they facilitated their merger, which took place less than fi ft een 

years later, a sure indication of strong convergence. On the other hand, how-

ever, the separate treatment of bourses located on each side of the demarcation 

line induced a strong reversal. Th e pre-war converging trend all but disappeared 

overnight. By reviving provincial stock exchanges and by giving them a say in the 

CBV, the war may have delayed the process of national merger, well underway by 

1938, which only occurred as late as 1991. Regarding stock exchanges, the war 

thus acted both as a converging and as a diverging force.
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4 SHOCKS IMPACT ON LONG-TERM 
MARKET CORRELATIONS: PORTFOLIO 

DIVERSIFICATION AND MARKET 
INTEGRATION BETWEEN FRANCE AND THE 

UNITED STATES

David Le Bris

Introduction

In this chapter, convergence and divergence of fi nancial systems is addressed 

through the point of view of the investor. Th is study points out the diff erence 

between the international integration of fi nancial markets which means an 

equalization of prices of risk and the correlation among them indicating that 

assets are aff ected by similar events. Each of these aspects follows his own path. 

Stock market correlation is measured since the middle of the nineteenth century 

to 2008. Tools off ered by Modern Portfolio Th eory are used to analyse incen-

tives to diversify. To achieve a consistent result these tools require high-quality 

data. Indeed, even a slight default in the construction methodology of the data 

is magnifi ed with time. High-quality data imply dividend series since dividends 

were the major source of return before 1914.1 Unfortunately, these kind of data 

are not easily available. Consequently, this study focuses only on markets with 

high quality data: France and the United States.

To be correlated, two markets fi rst need to be integrated and that integration 

has to be measured. Such a study is made possible by the fact that West European 

savers invested a large part of their portfolio in foreign securities before 1914, 

although distance-related costs seemed to be stronger than today. Th e price of 

risk in US and French stocks is used to test the integration of these markets 

before the First World War. Since we observe an equal price of risk we cannot 

reject the hypothesis of fi nancial integration. But this integration is character-

ized by a low level of stock market correlation.
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Th is a priori contradiction is very consistent with exportation of capital: 

with an equal price of risk the incentive to buy foreign assets can only be low cor-

relation. Optimal portfolio theory indicates a part of US stocks coherent with 

what was really observed for French savers. But it also shows that convergence 

is a multifaceted concept: whether one chooses to focus on market integration 

or on market correlation, this will lead to diff erent conclusions. Th us, this paper 

aims at a more comprehensive approach to that question.

Aft er the First World War, the correlation level increased strongly despite the 

end of stable gold-based currency rates and a gradual limitation of a free interna-

tional capital market in France. A stable and high level of correlation is observed 

during the 1930s but falls with the Second World War. From the 1950s on, the 

correlation increases gradually to a historical high value in recent years. A higher 

correlation means that traded assets (French and US stocks) are more similar. 

A stock similar to another one means a similar risk or more exactly an identical 

time-distribution of risks. A large part of the risk on futures payments depends 

on variation of GDP: one major reason for the increase of French and US stocks 

correlation can thus be the rise of GDP correlation. But the correlation does not 

follow a stable trend. Some violent changes caused by special events like fi nancial 

crises or wars are identifi ed.

Section 1 presents a test of international markets integration before 1914. 

Section 2 shows that an optimal portfolio before 1914 should and did include a 

large part of foreign stocks thanks to a low correlation between national markets. 

Section 3 measures a gradual increase and several short-term jumps in stock mar-

ket correlation aft er 1919, building evidence on the changing nature of fi nancial 

convergence before and aft er the First World War. 

A Test of the Capital Markets Integration before 1914 

Previous Studies

International integration means equalization of prices on diff erent markets. 
Th e ‘law of one price’ was formally defi ned for the fi rst time by Cournot. An 
integrated market is ‘an entire territory of which the parts are so united by the 
relations of unrestricted commerce that prices take the same level throughout 
with ease and rapidity’.2 O’Rourke and Williamson3 focus on two kinds of con-
vergence: production factors (capital, work, land) follow product prices. Th ey 
show a fi rst convergence movement until 1914 followed by a regressive period 
which stopped at the end of 1950s. Th e spread in the price of wheat between 
London and Chicago decreased from 57.5  per cent in 1870 to 15.6  per cent 
in 1913, leading to the full integration of the British and Ukrainian markets for 
the grain in 1906. Th e same movements are observed for textile or cotton. Th e 
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spread between US and British prices for cotton textiles, iron bars, pig iron and 
copper fell from 13.7 per cent to -3.6 per cent, 75 per cent to 20.6 per cent, 85.2 
per cent to 19.3 per cent and 32.7 per cent to -0.1 per cent respectively.4 Th e same 
phenomenon occurred between Europe and Asia, with the London–Rangoon 
rice price gap falling from 93 per cent to 26 per cent, or the Liverpool–Bombay 
cotton price spread falling from 57 per cent to 20 per cent. Th is equalization of 
prices was due to a decline in transportation costs: –50 per cent between 1870 
and 1913. Th is trend to equalization in prices is also observed for labour prices 
across eight countries during the same period.5 But does this kind of spread cal-
culation provide a correct measure of international fi nancial integration?

Price equalization of identical securities quoted in diff erent markets is not 
enough to test international fi nancial integration. Such easy arbitrage does not 
need important capital fl ow and can be realized within the context of weak 
international exchanges. Th e equality in the prices of identical securities only 
demonstrates the existence of a free market and a correct information fl ow. For 
example, from the middle of the nineteenth century onward, correct commu-
nications meant wire telegraph: by 1860, three lines linked England and the 
Continent. Th e fi rst fully successful Atlantic cable was completed in 1866. 
Th e price lag between London and New York for a same stock (New York and 
Erie railroad) decreased from ten to zero days in a few months aft er the fi rst 
transatlantic cable was operational.6 Kaukiainen7 found the same eff ect of cable 
introduction comparing colonial dispatch times to London before and aft er the 
introduction of the telegraph in the colonies. For example, the dispatch time 
between London and Bombay decreased from 145 days by post in 1820 to three 
days in 1870 by telegraph.

Th e market integration can be evaluated by quantifying amount of foreign 
assets. Feldstein and Horioka8 fi nd a strong relationship between investments 
and savings in diff erent countries in the 1960s and 70s. Th is relationship implies 
a low capital mobility, so that foreign savings cannot fi ll in the gap of a high 
national investment level. Before the First World War, this same test shows that 
low domestic saving rate could coexist with a high investment rate for a panel of 
countries. Th is diff erence is the necessary result of capital imports. According to 
Obstfeld and Taylor,9 foreign assets were just 7 per cent of world GDP in 1870 
and 20 per cent before the First World War. Th is ratio fell to a low point of 5 per 
cent in 1945, and, in recent decades, rose quickly to 25 per cent in 1980 and 62 
per cent in 1995. However, this macroeconomic observation does not measure 
only globalization since the role of fi nancial markets (measured by the market 
capitalization on GDP ratio) varied across time. In France, the stock market 
capitalization on GDP ratio was above 20 per cent in 1914 but less than 2 per 
cent in 1950 and not above 20 per cent again until 1997:10 the role of fi nancial 
markets in the economy respects a perfect U-shape. Rajan and Zingales fi nd the 
same variation in fi nancial development for a panel of countries.11 Th us, the for-
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eign assets on world GDP ratio measures both globalisation and the fi nancial 
markets role in the economy. Th e problem is then to distinguish between the 
respective impact of these two trends.

Other authors address the international integration by analysing the returns 
of a same class of assets around the world. For example, Obstfeld and Taylor 
fi nd a low spread between US and British Bills,12 while Flandreau and Zumer 
use the spread between foreign and British bonds as an indicator of fi nancial 
integration.13 Unlike previous studies, they show that no direct relation existed 
between gold standard countries and declines in spread in bonds rate: more 
accurate variables reduced the explanatory power of gold standard adherence. 
Mauro, Sussman and Yafeh compare state bonds spreads in emerging countries 
today and during the fi rst rush of globalization. Th ey found a current average 
correlation coeffi  cient of 0.77 wheres it was only 0.45 on pre-1914 period.14 Fer-
guson and Schularick argue that members of the British Empire benefi ted from 
their colonial status through substantially reduced interest rates.15 Edelstein uses 
a set of 566 common and preferred stocks and bonds, domestic, colonial and 
foreign prices, between 1870 and 1913 and computes realized rates of return 
(without dividends or coupon). He fi nds a higher return adjusted for risk (1.58  
per cent) for overseas investments as compared to English ones.16

Another way to measure international integration is to analyse the foreign 
part of portfolios both empirically and theoretically thanks to the Modern Port-
folio Th eory. For British investors, according to Edelstein,17 32 per cent of their 
wealth was held overseas. Clemens and Williamson18 provide econometric evi-
dence that British capital exports went to countries with abundant supplies of 
natural resources, immigrants and young, educated, urban populations and not 
to where labour was cheap. Th anks to the Modern Portfolio Th eory, Goetzmann 
and Ukhov19 focus on diversifi cation benefi ts for British savers using a panel of 
security prices.20 Th ey fi nd a strong incentive to export capital, even if foreign 
assets have the same return as British ones. According to Michalet, French sav-
ers held about one third of their wealth invested on fi nancial markets in foreign 
securities,21 a close match to their British counterparts. Parent and Rault use 
annual domestic and foreign prices index (without dividends) to build an opti-
mal portfolio for French savers before 1914,22 which allowed French savers to 
extract a profi t from low correlation rather than higher return.23

To analyse fi nancial integration in mean/variance framework using the 
Modern Portfolio Th eory we use high-quality data. By high quality we mean 
higher frequency – i.e. monthly prices – and information on dividends. Taking 
dividends into account is essential since they constituted the major part of stock 
returns before 1914.24 A new database for French stocks, spanning the years 
between 1854 and 1996, is used and US data is employed as a proxy for inter-
national investment since only this country provides data of an equivalent high 

quality, by linking Old Nyse25 (1854 to 1870) and Shiller’s S&P.26
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Sharpe Ratio of French and US Stocks are Compared 

Th is study assumes that international market integration means equalization of 

price of risk since the risk (on future payments) is the real product traded on 

fi nancial markets. Risk can be measured by the standard deviation of returns. It 

is always diffi  cult to measure the risk especially since we talk about the antici-

pated risk. In a classical way, risk can be estimated by the standard deviation of 

total return. It is not a perfect model since assets returns are not Gaussian but 

a correct approximation of the reality. It is important to measure the standard 

deviation of total returns and not only quotations variations since dividends or 

coupons constituted the major part of total returns before 1914.

A classical method for estimating the price of risk is the Sharpe ratio. Th e 

Sharpe ratio is the return of the risk of one asset divided by the quantity of its 

risk. Th e return of the risk is the total return minus the return of the risk-free 

asset. Th is return is divided by the quantity of risk (the standard deviation) to 

have the price of each unit of standard deviation. It is the price of ‘each unit of 

risk’. Th e price of risk, the Sharpe ratio, is calculated for French and US stocks 

using a rolling window of ten years between 1854 and 1914. Risk free assets are 

T-Bills in the US market and ‘taux de l’escompte de la Banque de France27 ‘in 

the French market. Th ese annual data are interpolated for monthly value. Each 

monthly price variation of stock is added to the dividend yield divided by twelve 

and standard deviation of this total return is calculated on the ten prior years. We 

choose the ten prior years and not a centred average just to help the lecture of the 

graph. Th e risk-free return of one month is the average rate of 120 months before. 

Returns are nominal in local currency,28 they are converted in annual value (mul-

tiplied by 12) as standard deviation (multiplied by square root of 12).

Formally, French and US markets are integrated if:
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with, Sr  : average total return on stocks, fr  : the risk free asset and σ s: stand-

ard deviation of total return on stocks

Results are mixed. Th e average Sharpe ratios over January 1854 to December 

1913 are both 0.3129. Th e price of risk is the same over the period 1854–1914 

which would mean that a perfect integration existed between US and French 

fi nancial markets. But, the ten-years rolling Sharpe ratios give somewhat diff er-

ent results. Th ese ratios are on Figure 4.1.
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Figure 4.1. Sharpe ratios of US and French stocks over 1854–1914. 
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Th e Long-Term Price of Risk in Various Assets

Th e relation between risk and return among various assets can be showed in a 
graphic way. Since Black, Jensen, Scholes30 study on NYSE stocks from 1931 
to 1965, diff erent studies found a consistent securities market line. Using data 
between January 1854 and December 1913, a clear international securities mar-
ket line appears.31 Total returns are measured using price variations and dividend 
or coupon revenues for stocks and bonds. For short-term rates, the total return is 
the interest rate only. Th ese returns are calculated on a one-year holding period. 
All these returns are computed nominal in their respective currency, due to the 
very low infl ation and almost perfect stability of the rates of exchange between 
the French franc, the US dollar and the British pound. Th e average return of one 
asset is scaled on the Y axis and the standard deviation of this return on the X 
axis of the graph.

Th e computation of this international risk line leads to two straightforward 
conclusions. First, the observed line constitutes a validation of the theory that 
links risk and return: the relative position (X/Y) of each category of asset is rel-
evant to the usual assessment of risks and returns of these assets. Second, French, 
US and British fi nancial markets were integrated during this period, and this 
integration seems to have been fairly strong, as shown by the very close position 
of the diff erent asset categories from the risk line. Despite the limited signifi ca-
tion of a regression including only eight assets, it is interesting to note the high 
level of R2 (0.93).

Optimal Portfolio before 1914
When international market integration is achieved, incentives to buy foreign 
assets should not exist since the integration means equalization of prices. Assum-
ing a strong international market integration, and then an equalization of the 
price of risk, exportation of capital before 1914 can only be motivated by a weak 
international correlation. 

International Diversifi cation Generates Profi t Th anks to Weak 

Correlation

As Goetzmann and Ukhov assume, ‘assets return does not just indicate a diff erent 
rate but can also show the degree of correlation between diff erent investments 
thus the diversifi cation benefi ts available to individual investors’.32 A general 
explanation of the benefi ts of diversifi cation is to avoid putting all one’s eggs in 
one basket, meaning that by spreading the wealth between diff erent assets the 
risk is reduced. Th e modern portfolio theory is built on this idea.33 
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Figure 4.2. Risk line for various French, Bristish and US assets over 1854–1914. 
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To invest in low-correlated assets reduces the volatility of the portfolio leading 
to a better risk-adjusted portfolio return. Diversifi cation cannot achieve a better 
return since the portfolio return is the weighted average of each asset return. 
But diversifi cation allows a decrease in the risk level for a given level of return. 
Consequently, the return paid for each unit of risk increases. For a fi xed level of 
risk, a better return is achieved.

US stocks are used as a proxy for the international stock market since high 
quality data do not exist for other countries. French savers’ portfolio diversifi ca-
tion into US stocks is a far cry from actual history since less than 5 per cent34 of 
French foreign assets were invested in the US. However, the risk reduction in a 
portfolio is not linear: the marginal gain of adding one extra asset to reduce risk 
in the portfolio is decreasing.35 Th is means that adding an extra asset to a port-
folio of ten assets does not reduce the risk as much as adding an extra asset to a 
portfolio consisting of one asset. Th erefore, the use of US data (or any another 
one) as a proxy to international portfolio strategies probably demonstrates a sig-
nifi cant part of international diversifi cation profi t. Moreover, using US stocks 
allows for a long term comparison which is impossible with non-existant data, 
Russian for example. 

Th e next fi gure shows risk/return of portfolios exclusively composed from 
French and US stocks, in order to measure their relative performances. Nine 
portfolios combining US and French stocks are calculated. Th e fi rst one is con-
stituted by a constant 10 per cent of US stocks and 90 per cent of French, the 
second one of 20 per cent of US stocks and 80 per cent of French stocks, and so 
on. All possible combinations between French and US stocks in one given port-
folio are thus computed on the curb between a 100 per cent French stocks (Cac 
40) porfolio and a 100 per cent American (Old NYSE-Cowles) one.36 It allows 
us to draw a very simple, effi  cient frontier. 

Th eoretically, average and standard deviation are obtained by the following 
equations. Given 

X  the weight (in  per cent) of one market, with 1=+ USF XX  

r  the total return

σ  the standard deviation

FUSσ  the covariance between French and US stocks

Th e total Return of the Portfolio is: USUSFFP rXrXr +=  (2)
Standard Deviation of the Portfolio is:

[ ] 2/ 12222 2 FUSUSFUSUSFFP XXXX σσσσ ++=  (3)
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Th e profi t extracted from international diversifi cation (φ1 and φ3) is high, 
thanks to a low correlation between the French and the US markets. Th is corre-
lation over the 1854–1913 period is 0.063 using only monthly price variation or 
0.23 using annual total return (price variations and dividends). Th e gain achieved 
by international investment can be measured by several statistics. Th e fi rst one, 
φ1, measures the expected return benefi ts of international diversifi cation. Th is 
measure follows Kandel, McCulloch and Stambaugh and can be interpreted as 
the profi t of international diversifi cation aft er controlling for risk:37

{ }22
1 FPFP r rMax σσφ ≤−=

 
(4)

φ1 can thus be seen as the gain in returns (percentage per year) obtained by 
international diversifi cation for a level of risk equal to the French market. From 
1854 to 1913, φ1 is about 0.58 per cent and implies a portfolio with 18 per 
cent of US stocks. Th e average return of such a portfolio is 6.33 per cent, 0.58 
per cent better than a pure Cac 40 portfolio, with the same exact level of risk. A 
second fi gure, φ2, measures the gain in percentage of return relative to a 100 per 
cent French stocks portfolio return. Th e increase in return for a French investor 
through US diversifi cation, is 10,45, free of extra risk. 

F

FP

r
rr −

=2φ
 

(5)

Th e third measure of the gains from international diversifi cation concern 
the decrease in risk allowed by diversifi cation. φ3 is the decrease in standard 
deviation provided by the minimum variance portfolio relative to the French 
benchmark. Th is minimum risk portfolio implies 9 per cent of US stocks and 
achieves a risk reduction of 0.15 points of the standard deviation or, in percent-
age, 2 per cent.

FMP σσφ −=3  (6)

with MP, the portfolio with the minimum standard deviation
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Figure 4.3. Effi  cient fr ontier between US and French stocks over 1854–1914.
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Optimal Portfolio

Using US stock returns as a proxy for foreign securities and Cac 40 for French 
ones, it is possible to build the Capital Allocation Line. All effi  cient portfolios 
are on this line joining the risk-free asset (with an artifi cial risk level of 0) and 
the optimal portfolio (optimal combination of the two risky assets). According 
to his risk aversion, one investor chooses a combination of the optimal stock 
portfolio and risk-free asset. Th is line is the tangent between risk free asset and 
the effi  cient frontier, it is the line with the higher slope. Th is slope is the Sharpe 
ratio, (ro-rf )/So with Or , the total return of the optimal portfolio and fr , the 
return of the risk-free asset. Th us, from an equal Sharpe ratio of 0.31 for both 
French and US stock market, international diversifi cation increases the value of 
the risk to 0.40 for French saver. Equation of this line is given by:

( )
P

O

fO
fP

rr
rr σ

σ ⎥
⎦

⎤
⎢
⎣

⎡ −
+=

 
(7)

Th is optimal portfolio indicates an optimal proportion of US stocks – used as a 
proxy for all international stocks – in a French saver’s portfolio of about 31 per 
cent. Th is proportion is very close of all observations of real French portfolio 
hold overseas at this time.38 Goetzmann and Ukhov39 provide the same kind of 
analyse for several countries whose stocks were available to British investor and 
fi nd an optimal portfolio including 38 per cent of foreign assets. 

Changes and Shocks on Correlations

But stock market correlation appears to be unstable through time. At a low level 
before 1914, it was consistent with capital exportations, whereas long-term 
changes may be following GDP correlation. Correlation is also aff ected by some 
special events.

Long-Term Changes in Correlation

It is important to note that the variation of the price of risk is diff erent from 
correlation. Market integration does not mean correlation. Two markets can be 
integrated without any correlation if the products traded on these two markets 
are completely diff erent.40 For stock markets, integration means correlation only 
if stocks quoted on the two markets are the same. Th us the question becomes: 
When are French and US stocks an identical product?

We saw that a main incentive to buy foreign stocks was their low correla-
tion with domestic ones. But what is the variation of the correlation among 
international markets? Longin and Solnik show changes in correlation over the 
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1960–90 period and reject the hypothesis of the stability of the correlation.41 
Mauro, Sussman and Yafeh use correlation coeffi  cients to analyse emerging 
markets42 both in modern and in historical times. Th e average correlation coef-
fi cient is 0.77 in modern times compared with 0.45 in historical times for the 
full sample, and 0.42 for the high-quality-data sample. Goezzmann, Lingfeng 
and Rouwenhorst43 using stock prices from the Global Financial Database, the 
Jorion and Goetzmann sample of equity markets, the Ibbotson Associates data-
base of international markets and the IFC database of emerging markets built a 
fi ve-year rolling window correlation, through international markets. Th ey fi nd 
four peaks in price correlation: around 1860, just before 1914, during the 1930s 
and aft er the 1970s. And the level of correlation reached during the 1930s is 
higher than the current one. Obstfeld and Taylor, using a ten-year rolling win-
dow, show a weak correlation before the beginning of the twentieth century, a 
quick increase just before 1914, a low correlation during the First World War, 
another time of high correlation during the 1930s and a gradual increase since 
the low level observed at the end of the Second World War.44

A low correlation before 1914 is consistent with a period characterized by 
important capital exports. If stock markets had displayed a strong correlation, 
there would have been almost no incentive to buy foreign assets. If the price of 
risk is equal between several countries, the only motivation to export money is 
to choose markets with a weak correlation. French or English savers probably 
found incentives to export overseas rather than in Western European countries 
aft er 1880. Perhaps, traditional countries of capital exportation were more cor-
related with French and English markets aft er this date, thus pushing savers to 
look for more exotic countries. High-quality data are not available to make a 
correct comparison among several stock markets but the correlation between 
France and the US, as we have already stressed, is a good example.

Th ree diff erent correlation coeffi  cients are calculated on monthly stock-price 
variations on a ten-year rolling window. Monthly price variations are used to 
calculate the correlation coeffi  cients presented in Figure 4.5. Th is choice makes 
comparison possible with a prior measure of long-term correlation.45 However, 
these monthly variations are more sensitive to a gap in the exact date of the price 
during the month or to the unknown date of payment of the dividend than a coef-
fi cient obtained from annual total return. Th e fi rst one comes from nominal price 
variation without any attrition for infl ation or currency changes. Th e second uses 
one annual jump for the exchange rate. Th e last adjusts currency exchange rates 
monthly through a linear interpolation from annual exchange-rate data. All these 
correlation coeffi  cients are underestimated since a permanent lag exists between 
French and US data: French one is based upon the fi rst Friday price of each 
month, while the US one comes from the last day of the month. But since this lag 
is constant over time, it should bear no impact on the observed variations.
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Th e main result, as shown in Figure 4.4, is that the correlation is obviously 
stronger today than before 1914 and that it varied to huge proportions in over 
150 years. Despite the gold standard and consequently a stable currency rate 
between 1878 and 1914, the correlation was very low at this time. Th e ‘fi rst’ and 
the ‘second’ globalizations are totally diff erent in this respect. Th is weaker cor-
relation before 1914 is a consistent explanation to massive purchases of foreign 
assets.

Does Long-Term-Correlation Follow GDP Correlation?

A higher correlation means that the products traded (in this case French and 
US stocks) are more similar. A stock similar to another one bears the same risk. 
A part of the risk on future payments depends on GDP variations: one major 
reason in the increase of French and US stock correlation can be the rise in 
their respective GDP correlation. Dumas, Harvey and Ruiz theoretically link 
together stock market correlation to national output correlation46. Were French 
and US national outputs correlated before 1914? Figure 4.4 shows that, unlike 
today, there was a low stock market correlation before 1914 and thus that US 
and French stocks diff ered in nature, probably because national outputs were 
also diff erent. Th is is the point we now investigate.

Using annual data47 (interpolated to achieve monthly value), the correlation 
coeffi  cient between US and French change in GDP is calculated on a ten-year 
rolling window. Th e correlation level of GDP – Figure 4.5 – seems to be corre-
lated with the correlation level of stocks. Th e current higher stock correlation is 
probably partially due to a stronger integration of real economy. Th erefore, the 
incentive to export money decreases when economic integration increases.

Shocks on Stockmarket Correlation
It is possible to look for major monthly shocks on US–French stock correla-
tion since long term changes in correlation are accompanied by many short term 
fl uctuations. Th e level of the correlation is measured without any adjustment 
for currency value since monthly data are not available. Correlation coeffi  cient 
is calculated over the prior ten years using a rolling window and we compute 
monthly changes in the correlation. Th is correlation coeffi  cient needs to be 
adjusted since volatility is not stable over time. As pointed out in Forbes and 
Rigobon,48 the standard correlation coeffi  cient is vulnerable to heteroskedastic-
ity bias. Non-adjusted correlation coeffi  cients mislead both the results and their 
interpretation. Th is bias can be important because, aft er the gold standard, the 
volatility of the French stock market increased threefold.49 In order to suppress 
the heteroskedasticity bias, the correlation coeffi  cient should be adjusted to 
account for the increased variability during the month.
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Figure 4.4. Correlation between US and French stock markets over 1854–2007.
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Figure 4.5. Correlation between US and French stock markets correlation and US and 

French GDP correlation, over 1854–2007.
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Th e adjusted correlation coeffi  cient is obtained by adjusting for the increase 
in variance of France from the month m-1 to the month m, according to equa-
tion (8).

 (8)

Th e heteroskedasticity adjuster for France, d, is used to adjust the standard cor-
relation coeffi  cient using equation (9) following Forbes and Rigobon.

 (9)

where r* is the adjusted correlation coeffi  cient, and ru is the standard correlation 
coeffi  cient.

Monthly changes of the adjusted correlation coeffi  cient are displayed on Fig-
ure 4.6. Th ese changes are those borne by a French investor in US stocks or the 
reverse. Th ey can be caused both by an important currency rate variation or by a 
fundamental change in correlation. But the period of the gold standard with a 
constant parity between the French franc and the dollar (1878–1914) does not 
appear to be specifi c when compared to later periods.

Nevertheless Figure 4.6 shows that exceptional changes in the correlation 
occurred especially outside the period of the gold standard. Table 4.1 reports 
the ten major increases and decreases in the correlation coeffi  cient and pro-
poses explanations. A fi nancial shock can cause both increases (October 1987, 
November 1873) or decreases in correlation (Asiatic crisis). It is the same for war 
events. German and inter-allied debt agreements produced strong decreases in 
correlation.

Table 4.1. Major shocks on adjusted correlation coeffi  cient of French 

and US stocks over 1854–2007.

1 september 1997 -6.92% Asiatic crisis
2 april 1950 -5.39% Korean war starts
3 july 1932 -5.30% Lausanne conference
4 may 1955 -5.14% Vasovia pact
5 july 1956 -5.13% Suez nationalization
6 july 1984 -4.76% Fabius premier ministre,communists ministries outsted ?
7 march 1943 -4.17% See Riva and Oosterlick in this book
8 april 1972 -3.68% Monetary crisi in Europe
9 november 1952 -3.53% Eisenhower president ?

10 june 1929 -3.38% Young plan
1 september 1867 8.42% Juglar cycle - European crisis
2 october 1987 7.88% Wall Street krach
3 june 1974 6.33% Chirac Premier ministre
4 april 1965 6.21% March 1965 French elections won by opposition – Vietnam war escalation plus intervention in Dominica
5 december 1949 6.02% ?
6 november 1973 5.10% Oil shock
7 july 1949 4.82% Berlin blocus
8 december 1914 4.67% end of movement war – US market opens again
9 february 1920 4.16% ?

10 november 1873 4.05% Financial crisis

Major changes in adjusted correlation coefficient

 Sources: Goetzmann, Ibbotson, Peng, Cowles, S&P, author
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Figure 4.6. Changes in correlation coeffi  cient of French and US stocks over 1854–

2007.
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Conclusion
Before 1914, fi nancial markets appear to have been integrated, as risk/return of 
international assets were consistent with each other. In other words the price of 
risk was the same across diff erent markets and assets meaning that these markets 
were integrated. Th is integration was accompanied by a low level of stock market 
correlation between US and France. Th is distinction between integration and cor-
relation is very consistent with capital exports. If the price of risk is the same across 
the world the only reason to explain capital exports is this low correlation. Before 
1914, a French investor could achieve an important diversifi cation gain through 
US stock purchases thanks to this very low level of stock market correlation.

Since the end of the international gold standard, stock market correlation 
increased strongly to a top fl oor during the 1930s. Aft er the low point reached 
in the wake of the Second World War, correlation increased again to achieve 
an exceptional level in the recent years. Maybe these movements follow ‘real 
economy’ correlation. On a monthly view, some specifi c events, such as fi nancial 
crisis or war, aff ect stock correlation, highlighting that correlation does not fol-
low a stable linear trend.

Th e distinction between the international integration of fi nancial markets 
and the correlation among them allows us to draw a more subtle story than the 
common knowledge of the fi rst and second era of globalization just interrupted 
by the historical twentieth century characterized by state regulations and wars. 
Th e fi rst era of globalization appears to be a fi rst step with an integration of fi nan-
cial markets which authorize large capital fl ows. But before 1914, real economies 
kept following specifi c paths as indicated by the low level of asset correlation. An 
integrated market combined with low correlations motivate investors to export 
capital to benefi t from a strong diversifi cation eff ect. Th e second globalization, 
as we know, gradually has permitted an integrated market with the end of legal 
restrictions. On this aspect, it is just a return to the fi rst globalization. However, 
today real economies seem to be also integrated and evolving together, leading to 
a high asset correlation. Th is leads to a paradoxical result: with the real integra-
tion today observed, the incentive to export capital decreases.
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5 ASSESSING CONVERGENCE IN EUROPEAN 
INVESTMENT BANKING PATTERNS UNTIL 1914

Carlo Brambilla

Introduction
In continental Europe, the advent of railways, public utility companies and other 
capital-intensive industries took place from the mid-nineteenth century onwards 
as the progressive diff usion of a new wave of innovations, characterizing and 
giving shape to the energetic and technological paradigm known as the second 
industrial revolution. Th e affi  rmation and consolidation of this new paradigm 
stemmed from imitation and adoption of the new technologies throughout 
European industrializing countries, fostering convergence in the long run both 
in their economic and social structures, and eventually in income. Such a process, 
nevertheless, required the adoption of a fi nancial innovation, which appeared 
around the 1850s and consolidated in the following decades, the joint-stock 
investment bank. As pointed out by a vast literature on economic development, 
starting from Gerschenkron’s works, these banks were able to mobilize and rise 
large amounts of capital, and to allocate it to those ‘new combinations of means 
of production’ – the (big) business enterprises – characterized by high capital 
intensity, diff ered profi tability and high degree of risk. Moreover, by creating 
and issuing tradable securities representing those investments and by organizing 
secondary markets wherein to trade them, the new banks increased industrial 
assets’ liquidity, thus enhancing investors’ willingness to buy and to hold them. 
Incorporated investment banks had oft en a common origin and fulfi lled the 
same functions in continental Europe, starting a fi nancial revolution and foster-
ing both fi nancial and industrial growth in second- or late-coming countries.1 
Th is notwithstanding, while a certain degree of economic convergence can be 
observed in those countries as their growth went on, it seems to be questionable 
that their fi nancial systems, and especially their fi nancial intermediaries, expe-
rienced that same degree of convergence. Th e observation of their structures, 
organization and activities suggests, in fact, that these investment banks were 
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not all the same, but that they oft en adopted diff erent patterns and degrees of 
specialization.

Retracing the fi nancial revolutions which took place in continental Europe 
in the nineteenth century, this work focuses in particular on investment bank-
ing patterns’ comparison in France, Germany and, especially, Italy, over the long 
run. Besides supporting the industrialization process, in fact, major large invest-
ment banks probably represented the most important fi nancial innovation aft er 
the establishment of issuing banks and of standardized tradable public debt. As 
such, they had a relevant role in building and shaping those countries’ emerging 
fi nancial and credit systems, giving birth to modern banking. Th e paper consid-
ers great banks’ evolution between the 1860s and the Great War, verifying and 
assessing diff erences and similarities among them, taking into consideration the 
structure of single banks. Quantitative analysis, indeed, shows that relevant dif-
ferences emerged in the evolution of investment banking patterns in the three 
countries before 1914. Th e deepening of these diff erences during the period 
supports the hypothesis that divergence, rather than convergence, characterized 
investment banking patterns in continental Europe. Th e paper eventually tries 
to give reasons for such an outcome referring to institutional frameworks’ pecu-
liarities, rather than relying on classical explanations involving the permanence 
of economic growth diff erentials among countries or of diff erent speeds in their 
economic convergence.

Th e Rise of Joint-Stock Banks in Europe

Th ough its origins can be traced back to the second quarter of the nineteenth 
century – when, fi rst in France and then in Belgium, a number of pioneering 
projects were promoted in order to set up big fi nancial institutes aimed at foster-
ing industrial enterprises - the establishment of joint stock investment banking 
in continental Europe took place successfully around the mid of the century.2 
Pioneer of this fi nancial revolution that rapidly diff used throughout the Conti-
nent was the Crédit Mobilier, promoted by the Pereire brothers who were able 
to gather a group of bankers, fi nanciers and industrialists around the project of 
a huge joint-stock investment bank, devoted to fi nance railways, public utili-
ties and the related industries. As is well known, the foundation of the Crédit 
Mobilier in 1852 was rapidly followed in the succeeding years by that of several 
other institutes, such as the Crédit Industriel et Commercial and the Société 
Générale in France, or the Darmstädter Bank and the Disconto Gesellschaft  in 
the German states. All these new institutes were big joint-stock banks, with huge 
amounts of share capital, whose charters tended to very much resemble those of 
the Crédit Mobilier in relation to the kind of activities they were allowed to carry 
out. In fact, their statutes all provided for the widest range of fi nancial activities, 
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such as promoting new fi rms and companies, and investing in public securities, 
but also underwriting, issuing and placing new shares and bonds on behalf of 
both fi rms and governments, making loans and advances in a variety of forms, 
and, not least, raising capitals through the collection of deposits and by issuing 
bonds of various kind and maturity. In this sense, they were multi-purpose banks, 
free to choose any kind of activities they preferred: specifi c banking regulation 
were still far to come and they were only subject to corporate laws,3 as any other 
commercial or industrial company. Moreover, all these banks originated from 
the association of prominent banking houses – known in France as the haute 

banque – that the Pereire brothers caught off -guard when they launched their 
bank at the beginning of the 1850s. Th ose bankers, indeed, quickly understood 
the potential that the new banking pattern could have in both assuring endless 
and growing funding for new technologies and in making capital investments 
more liquid, therefore enlarging the audience of prospective investors, and thus 
they moved into the new business, promoting or becoming shareholders of these 
initiatives.4

Th e diff usion of this new pattern of investment banking throughout Europe 
has been widely discussed, alternatively underlining the pivotal role played by 
the Crédit Mobilier, not only in accelerating the fi nancial revolution in France, 
but also in exporting it to the Continent, either serving as a model for new banks 
in the German states, or directly establishing new Crédit Mobilier-like banks in 
many countries; or emphasizing the presence of a class of bankers in diff erent 
national contexts, already aware of the transformations that were taking place 
and that simply were able to do what the Pereires and the haute banque were 
doing in France.5 What seems to emerge from the literature, however, is the pres-
ence in continental Europe of a relevant community of ‘old’ merchant-bankers 
which occupied the high segments of fi nance and was oft en cosmopolitan in 
character. Th ey collaborated in many aff aires, such as issuing, underwriting and 
launching government loans and railways bonds and shares in various countries, 
and tended to establish and develop personal relationships with each other, oft en 
enhanced by marital strategies, thus forming a wide fi nancial network of bankers 
and fi nanciers, to one or the other of its branches the founders of the new invest-
ment banks oft en belonged to.6

Th e evolution of the fi nancial and credit systems in Europe accelerated in the 
following decades with the adoption of these banking features in almost all Euro-
pean developing countries. In Italy, for instance, great ‘new’ joint-stock investment 
banks arose aft er the example of the Crédit Mobilier. From the 1870s, Credito 
Mobiliare Italiano and Banca Generale7 emerged as giants in an environment of 
dwarf or local banks. Although multi-purpose banks according to their charters, 
they were primarily committed to market activities and collaborated with the 
major note-issuing bank, Banca Nazionale nel Regno d’Italia, in placing Italian 
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public debt securities, in emitting bond issues by provinces and municipalities, 
and in underwriting and placing railways companies’ bonds and equities. Aft er 
the fi nancial crisis of the early 1890s had swept them away, two newly founded 
German-style universal banks, Banca Commerciale Italiana (Comit) and Credito 
Italiano (Credit), took their place as top rank investment banks8. During the two 
decades preceding the Great War, universal banks answered to the growing demand for 
investment banking and industrial fi nancing induced by the upturn trend of the Giolit-
tian years, committing themselves in fi nancing especially new industries to which they 
off ered a vast range of fi nancial services.9 While there is generally a certain agree-
ment on the fact that new great banks tended to evolve towards unspecialized 
patterns, in particular following the German model of universal banking, the 
French case has been described as a peculiar one, in which the early disappearance 
of the investment banks’ ancestor Crédit Mobilier, in 1867, and other shocking 
episodes such as the bad experience suff ered by Crédit Lyonnais in the ‘aff aire 
Fuchsine’ and the crack of Union Générale in 1882, convinced big banks as the 
Société Générale and the Crédit Lyonnais itself to accelerate the realization of a 
nation-wide network of branches and to rapidly specialize in safer activities, such 
as deposit and commercial banking, while only few big institutes, fi rst and fore-
most Paribas, devoted themselves to ‘pure’ investment banking.10 

In this sense, high segments of the emerging credit systems in continental 
Europe can be roughly described as dominated by great unspecialized invest-
ment banks, with possibly the partial exception of France, whose credit system 
experienced the articulation in several layers of specialization already from the 
late 1880s.11 As both historians and banking scholars have shown, what defi nes 
banking patterns is what banks did and the way they did it. In other words, 
banking patterns are concerned with the kinds of activities these banks carried 
out, and in which proportion, as compared to their total assets. Th erefore, a 
comparative quantitative approach is adopted here to verify and assess whether 
divergence, rather than convergence, characterized investment banking patterns 
in the Continent before the First World War.

Comparing Investment Banking Patterns: Balance Sheets and Assets 
Composition

In order to compare investment banking patterns, balance sheets of prominent 
great investment banks from the three major continental European economies, 
namely those of Germany, France and Italy, have been collected and analysed. 
Banks are chosen according to their relevance in investment banking, in fos-
tering industrial development and for their signifi cant role in the development 
of their respective fi nancial systems. Th erefore the paper considers the French 
Crédit Mobilier, Crédit Industriel et Commercial, Crédit Lyonnais, Société 
Générale, Paribas, and Crédit Commercial de France; the German Bank für 
Handel und Industrie (Darmstädter Bank), Disconto Gesellschaft , Deutsche 



 Assessing Convergence in European Investment Banking Patterns Until 1914 93

Bank, Dresdner Bank, Commerz und Disconto Bank; and the Italian Credito 
Mobiliare Italiano, Banca Generale, Comit, Credit.12

Balance sheets are oft en regarded as unreliable or inaccurate sources, as 
window-dressing and profi t concealment are indeed quite well documented 
practices.13 Nevertheless, such customs, especially as hidden profi ts and reserves 
are concerned, were principally aimed at preserving ‘the trust of the public’, i.e. 
to ‘normalize’ short-term fl uctuations in earnings that could aff ect the perceived 
robustness of the bank, having indeed the eff ect of strengthening its capital 
structure. It has to be noted, then, that a relevant part of banks’ assets and liabili-
ties items (sharecapital, deposits, loans and advances) are expressed at nominal 
values and, as such, cannot be easily manipulated. Generally, then, assets liable 
to subjective valuation (securities and participations) were given prudential 
estimates, in order not to show excessive profi ts or constitute (hidden) reserves 
for coping with non-performing loans and other risks. Deviation from ‘normal’ 
habits could have happened, but if they persisted in the medium to the long 
term, they would have aff ected banks’ soundness, eventually leading them to 
bankruptcy. Balance sheets, giving accounts on the development of a business 
over time, were also the primary form of self-representation of the fi rm itself 
– at least in the early stages of business enterprises’ development – and a device 
managers have oft en used as an important signalling tool towards stakeholders. 
Indeed, even the economic press’ reports on businesses’ performance relied upon 
such kind of public sources. Th us, although accounting records could be hazy 
or blurry as for the quality of some of their items, they are still able to provide 
reliable information as for the choices and policies of bankers, and thus about 
banks’ structures and patterns of specialization.

Balance sheet items from the aforementioned banks have therefore been col-
lected, reorganized and standardized in a common grid. Assuming that similar 
balance sheet structures imply the adoption of the same banking patterns, raw 
fi gures have then been used to calculate fi nancial ratios – such as liquidity, sol-
vency, assets and liabilities composition, and so forth – and employed in the 
quantitative analysis to assess long-term convergence (divergence) among great 
investment banks. First, some of these ratios have been used to chart scatterplots 
in order to compare banks’ assets and liabilities composition. Th en a multivari-
ate analysis method, cluster analysis, has been applied to all the ratios, to check 
for similarities among the banks. Cluster analysis permits to group objects of 
similar kind into respective categories, and to build taxonomies. Diff erent kinds 
of clustering exist: in this work hierarchical clustering based on the single linkage 
method and the Euclidean distance – which adopt a ‘friend to friend’ clustering 
strategy – has been used. Th us each bank (object) is assigned to its own cluster 
and then the algorithm proceeds iteratively, joining at each stage the two most 
similar clusters according to their characteristics (fi nancial ratios), continuing 
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until there is just one single cluster. Groups resulting from computing represent 
similar banking patterns among the banks considered.14

Th e fi rst two scatterplots (Figures 5.1 and 5.2) show assets composition for 
all banks considered, permitting to verify which kinds of activities each bank 
choose to privilege. Th e X axis refers to ‘direct loans’ (loans, advances, discounts, 
etc.), while the Y axis concerns ‘investments’ (industrial shares and bonds, secu-
rities and other marketable instruments purchased by banks): ‘pure’ investment 
banks are then expected to dispose in an upper left  area (high investments, low 
direct loans), while specialized commercial ones would place themselves in the 
opposite corner; the central area identifi es banks with fairly relevant, though 
variable, shares of both direct loans and investments, that is universal banks. Fig-
ures 5.1 and 5.2 are relative to two subperiods: the fi rst plots data concerning 
the Crédit Mobilier (1856–65)15 and all banks existing in the 1876–85 period; 
the other plots data concerning all banks (but the meanwhile failed ones) in the 
1895–1912 period. 

What emerges from Figure 5.1 is that the Crédit Mobilier is the only ‘pure’ 
investment bank in the sample, while both Italian Crédit Mobilier-style banks 
tend to slide towards the central area, overlapping with Paribas and other banks. 
In the right corner, with relatively high shares of direct loans and quite a low 
proportion of investments are the Crédit Lyonnais and the Crédit Industriel 
et Commercial, to which Deutsche Bank, Dresdner Bank and Commerz und 
Disconto Bank tend to get close. Société Générale and Banca Generale tend to 
concentrate right in the central part of the graph, with very balanced proportions 
in their assets, while both Paribas and the Darmstädter Bank, though positioned 
in the same area, show higher shares of investments to their total assets. In Figure 
5.2, while pure investment banking disappears, all banks tend to glide towards a 
composition in assets with lower amounts of investments and higher proportions 
of direct loans, suggesting a certain convergence did take place along the period. 
Th is notwithstanding, at a closer look some relevant diff erences emerge among 
these banks. While Crédit Lyonnais seems to have adopted a commercial bank-
ing pattern, with the highest share of direct loans and the lowest in investments, 
Crédit Industriel et Commercial, Société Générale and Crédit Commercial de 
France, though retaining only a small proportion of investments, show lower 
shares of direct loans as compared to the former. Also the other banks show some 
diff erences in their policies. Although most of Italian and German banks group 
in the same wide area, which would imply the adoption of similar unspecialized 
patterns, Comit and Darmstädter Bank tend to stay in the same subarea clearly 
separated from the others to the left , with lower shares of direct loans. Paribas, 
then, with the highest proportions of investments, tends to fi nd a position alone 
in the central upper end of the graph. Th at seems to suggest the presence of dif-
ferent patterns of investment banking, casting doubts on convergence.
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Figures 5.3 and 5.4 plot solvency and liquidity ratios for the same periods and 
banks. At  fi rst glance, these scatterplots seem to suggest that a certain degree of 
convergence in banking patterns emerged between 1870s and 1910s. In fact, in 
both graphs most of the banks tend to form a ‘cloud’ in the same area, denoting 
the adoption of similar proportions of capital and liquidity ratios. 

Nonetheless, also in this case some diff erences can also be noted. In Figure 
5.3, for example, Crédit Lyonnais, Société Générale and the Crédit Industriel 
et Commercial tend to depart from the other banks, showing higher liquidity 
ratios; nonetheless, Banca Generale too can be found in the same area, though 
with higher solvency ratios. Moreover, in Figure 5.4, while Société Générale and 
Crédit Industriel et Commercial have mantained the same policy as before, the 
Crédit Lyonnais has shift ed left  (lower liquidity) towards the other banks. Th e 
‘cloud’ of bank is now tighter than in Figure 5.3, with banks grouping around 
lower values both of liquidity and solvency, even though Darmstädter Bank has 
probably moved up on higher solvency ratios. Th ough perhaps suggesting a cer-
tain tendency towards specialization, at least as far as some banks are concerned, 
it seems however that no clear-cut answer on investment banking patterns’ con-
vergence emerges from these outcomes. Th e next section then tries to deepen 
this study using cluster analysis.
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Figure 5.1. Banks activities 1856–85.
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Figure 5.2. Banks’ activities 1895–1912.
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Figure 5.3. Solvency and liquidity 1856–85.
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Figure 5.4. Solvency and liquidity 1895–1912.
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Assessing Divergence: Evidence from Cluster Analysis

Cluster analysis, as recalled above, permits us to make comparisons among banks, 
or other objects of study, taking into consideration many of their distinctive fea-
tures at the same time. In this case, eleven fi nancial ratios for each bank were used 
to compute a series of clusters for the entire period, from the 1850s to the 1910s. 
Figures that follow (5.D1 to 5.D5) represent a few relevant and typical examples 
of incorporated investment banks’ behaviour in the period and of their evolu-
tion in the long run. Figures 5.D1 and 5.D2 show clusters for 1877 and 1885 
(data on the Crédit Mobilier are relative to, respectively, 1857 and 1865). What 
seems to be clear is that the Crédit Mobilier doesn’t group with any other bank 
in the sample, and, moreover, that the distance between the Pereires bank and 
the other European investment banks is always very high, thus suggesting quite 
diff erent behaviours between the former and the latter. In other words, it seems 
questionable that this bank – oft en considered a precursor and an ancestor of 
joint stock investment banking on the Continent – represented a model for later 
experiences. Or, perhaps more likely, that in just a decade the other great banks 
developed diff erent patterns of functional organization. Moreover, these latter 
seem to be quite similar to one another. 

Chart D.1 Chart D.2

In fact, in both charts, the only other clear cut cluster is that of the big French 
banks Crédit Lyonnais and Société Générale, which soon developed a mas-
sive multi-branch and deposit collection strategy: they group together at the 
second iteration at most, and at very low distances. Paribas, the Italian Credit 
Mobilier-style banks and the German banks tend to group together at various 
stages between the third and the fi ft h iteration, at small overall distances, thus 
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suggesting quite high degrees of similarity. Inside this cluster, a closer look to 
its components suggests the presence of two patterns, one emerging from the 
stronger similarity among second-generation German banks, especially as for 
Deutsche Bank and Dresdner Bank, and the other highlighted by quite rapid 
convergence among the fi rst generation Italian and German banks and Paribas.

Considering these fi rst two charts altogether, therefore, suggests that diver-
gence rather than convergence in European investment banking patterns is 
already emerging in the 1870s and 80s. On the one hand, in fact, we can observe 
three quite well-defi ned clusters already in the 1870s: that of the French great 
deposit banks, the ancestor – whose model is already abandoned by the others 
at a decade from its introduction – and that of all other investment banks. On 
the other hand the emergence of a cluster grouping together the most relevant 
second generation German banks suggests the process of divergence being likely 
to deepen in the following decades.

And in fact, between the 1890s and the 1910s, the situation evolved even 
further (Figures 5.D3 to 5.D5). At a fi rst glance to these clusters, it is immedi-
ately clear how Italian universal banks have developed their own pattern, which 
distinguishes them from any other great European bank.

Chart D.3
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Chart D.4 Chart D.5

Comit and Credit, indeed, group in the same cluster immediately, at very low 
distances in the whole subperiod. In Figure 5.D3, Crédit Lyonnais and Société 
Générale already adopted deposit banking and show a similar structure, group-
ing together at a certain distance from the other banks forming the second large 
cluster; this tendency is confi rmed and accentuated in Figures 5.D4 and 5.D5, 
where the cluster made by the former and Crédit Industriel et Commercial is 
even more clearly shaped, revealing a fairly well-defi ned model, diff erent to that 
of the other European great banks.

In all three charts, a larger cluster comprehends both German and French 
universal or investment banks. Quite interestingly, younger banks like Deut-
sche Bank, Dresdner Bank and Crédit Commercial de France, tend to group 
together at the fi rst iterations and at short distances, a tendency that increases 
in the new century, suggesting a similar pattern characterizing these banks. Th e 
other German banks and Paribas gather to them shortly aft erwards in subse-
quent iterations, forming a larger and fairly cohesive cluster which in its turn 
groups with that of French deposit banks. As already noticed, the last cluster to 
join the tree, and at very high distance, is that of Italian universal banks.

What emerges over the long term, then, seems to be a process of progres-
sive divergence in the experience of European investment banking development. 
Starting in the middle of the nineteenth century, this process saw great invest-
ment banks spreading through the Continent following at fi rst the example of 
the French Crédit Mobilier. A certain diff erentiation, then, took place already 
during the 1870s, with the early specialization of some great French banks in 
deposit banking, while other French, German and Italian banks remaining on 
an investment banking pattern, though quite diff erent from that of their French 
ancestor Crédit Mobilier. Divergence became deeper in the following decades, 
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when French deposit banking pioneers went on specializing in this business and 
developing a huge network of branches; along with them, other banks, as Paribas 
and Crédit Commercial de France remained – to a higher or lower degree – on a 
universal banking pattern, together with German ones. Even in universal banking 
did emerge divergence, as the case of the Italian banks clearly showed.

Explaining Divergence

Th ese results seem to question classical explanations relying upon degrees of 
economic development as determinants for the adoption of specifi c patterns of 
fi nancial organization. Although in those countries a process of fi nancial mod-
ernization did take place and several kinds of fi nancial institutions did emerge 
along the period, in fact, universal banking was not abandoned in any of them, 
but continued to characterize many of their larger and most prominent banks; 
moreover, these latter clearly adopted diff erentiated universal banking patterns. 
As emerged in quantitative analysis, this divergence depends on diff erences in 
banks’ balance sheet structures, hence on the way continental investment banks 
decided to make use of the variety of tools they had at their disposal, or in other 
words on the adoption of a peculiar set of activities in which those fi nancial tools 
were used in diff erent proportions. Why was that? What are the reasons why 
similar fi nancial institutions, blossomed from the same seed, quite well intercon-
nected to each other and working on fairly open markets, decided to diversify 
their activities to the point that this resulted in banking patterns divergence?

Investment banks’ ability to carry out their functions is related to the exist-
ence of proper institutional frameworks, such as the functioning of organized 
fi nancial markets, the legal enforcement of contracts, and so forth. In Germany, 
indeed, universal banking enjoyed support and protection from the institutional 
context. Th e central bank supported universal banks providing a fairly stable 
system, as compared to the Italian or even the French one; connections between 
great banks and savings and cooperative banks helped the former raise funds and 
cope with up- and downturn trends more easily; and company laws passed from 
the 1870s permitted universal banks to better monitor debtor companies. In 
France, though the central bank showed less friendly or even sometimes hostile 
attitudes – as in the case of Crédit Mobilier – towards great banks, larger, deeper 
and less volatile fi nancial markets encouraged small investors to hold bonds and 
shares, thus helping banks to channel investments to industrial companies with 
no need for maintaining large portfolios of securities.

As cluster analysis has shown, divergence in universal banking patterns is 
mostly due to Italian banks’ behaviours, as compared to Central European ones. 
Aft er reunifi cation, the commercial code of 186516 tended to privilege the protec-
tion of entrepreneurs’ rights and properties from possible speculators, however 
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somehow sacrifi cing minority shareholders and creditors’ rights to those of pro-
moters.17 Indeed, though till the introduction of the new commercial code in 
1882 the government authorization for establishing limited liabilities fi rms and 
companies was needed, very weak measures were set up to ensure companies’ 
and administrators’ accountability.18 Th e segmentation of the credit system, on 
the one hand, and the characters of the institutional framework, on the other, 
can explain the strong ties Credito Mobiliare Italiano and Banca Generale estab-
lished with Banca Nazionale, which sustained them whenever downturns or 
crises threatened their liquidity.19 Th eir primary commitment to market activi-
ties can then be seen as an attempt to preserve their own stability in an economic 
context in which creditors suff ered a lack of information. Most of these activities 
indeed concerned either risk-free securities, or public utilities and basic indus-
tries, these latter being basically projects of national interest, hence off ering high 
guarantees. In this sense, the similarities between the Italian and (especially) 
the fi rst generation German banks (Figures 5.D1 and 5.D2) are coherent with 
the establishment of gerschenkronian banks during the early phases of fi nancial 
development and of infrastructural modernization in later comer countries.20 
When great infrastructural projects came nearly to an end, during the 1880s, the 
two banks started investing heavily in the real estate boom connected with the 
renovation of main cities like Rome and Naples, relying upon a patrimonial con-
cept of credit. Unfortunately this was not suffi  cient to avoid bankruptcy when 
the bubble burst. Frozen assets in real estate and industrial investments, non per-
forming loans and persisting economic depression, eventually led to their failure 
in 1892–3.21

Th e new commercial code of 1882 presented several novelties which amelio-
rated both the information disclosure on the part of companies and the minority 
shareholders’ and creditors’ rights as compared to the privileges of promoters 
and majority shareholders, improving corporate governance tools in joint-stock 
companies, so bringing Italian institutions closer to those of the other main 
European countries.22 Th e new code, in fact, fi xed a few stricter rules on book-
keeping and made annual balance sheet publication as well as a statutory board 
of auditors (collegio sindacale) compulsory. However, the law only prescribed 
that balance sheets reported the exact amount of profi ts and losses, of capital 
and of reserves, but did not fi x rules on the quality and quantity of information 
to be given on other items, in contrast with other European legislations, such as 
those introduced in England, Belgium and Germany, which indeed provided 
for more precise and accurate bookkeeping practices.23 Th e statutory board of 
auditors, then, was elected by the same majority that expressed the board of 
directors; moreover, the law was very soft  about shareholding syndicates, inter-
locking and pyramidal shareholdings; and shareholders maintained the right to 
withdraw from the company at any time, a threat that can be used to oppose 
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strategic decisions such as new capital issues, mergers and acquisitions, changes 
in the company objects, etc.24 

Comit and Credit had to cope with a framework in which the newly founded 
Banca d’Italia was unable, and unwilling, to maintain the same strict, friendly 
relations and generous attitudes Banca Nazionale had had with the failed great 
banks.25 Compared to their Italian ancestors, they showed stronger abilities to 
raise funds from customers, to manage multi-branch banking, particularly from 
1900 onwards, and to maintain friendly and stable relations with international 
fi nancial circles: that allowed them to more easily manage demand for funding 
and investment banking services through the organization of larger pools and 
syndicates, thus preventing too rapid exhaustion of their means and helping pre-
serving their liquidity. 

Th is notwithstanding, cluster analysis has shown how Italian universal banks’ 
pattern was quite diff erent from that of German ones. Th is suggests that they 
indeed developed peculiar strategies and adopt diff erent sets of tools in perform-
ing their activities. In Germany the legal context provided several measures to 
discourage speculative behaviours: higher face value of stocks; a clear separation 
between common and privileged stocks; a balance of power between manag-
ing bodies – such as the board of directors and the executive board (Vorstand) 
– on the one hand, and controlling bodies – such as the supervisory board (Auf-

sichtsrat) and the auditors appointed by local authorities – on the other; wider 
information on companies situation and deeds; and more precise provisions on 
managers’ responsibility in case of frauds.26 By putting their own representatives 
in supervisory boards, German banks had a pretty eff ective means for overseeing 
and monitoring debtors, thus lessening their risks and guaranteeing for eff ec-
tive intermediation between savers and investors. Th e new law on the stock 
exchange of 1896, then, having banned future contracts for most securities and 
assured a stricter supervision over the stock exchange, brought a large share of 
securities’ trading ‘inside’ the banks, hence fostering a stricter control by banks 
over the market, which enhanced their ability to assure long lasting commit-
ment in industrial companies’ fi nancing. In Italy, the legal framework shaped 
by the commercial code of 1882 left  important issues, such as that of the pro-
tection of minority shareholders’ rights, or that of full information disclosure, 
still unresolved; moreover, the stock markets were smaller and more volatile, 
characterized by higher speculative behaviours which discouraged the diff usion 
of stock investments.27 In such a context, then, Italian banks tried to cope with 
information asymmetries and to strengthen their position as creditors and/or 
minority shareholders fi rst and foremost by acquiring enough voting rights in 
general meetings as to assure themselves one or more seats in the board of direc-
tors of the debtor companies and getting eff ective supervision over them.28
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Th is practice implied, however, a careful tuning in order not to excessively 
burden banks’ securities portfolios, hence endangering their own liquidity. And 
indeed balance sheets data suggest that Italian great banks did not maintain 
signifi cantly higher participations in industrial companies than German ones. 
What, on the contrary, seems to diff erentiate Italian banks’ balance sheets from 
the others, is the amount of contangos and, especially, of third parties’ securities 
deposits (conti titoli), this latter being very tiny in French banks and absent in 
German ones. Comit and Credit securities deposits, on the contrary, amounted 
on average to two thirds or even more of their total assets.29 In most French 
banks, contangos amounted to small proportions of total assets, while on aver-
age German ones invested more on them, but still to a lesser extent than Comit 
and Credit, which on average show fi gures in the order of 20 per cent of their 
assets.30 Both contangos and securities deposits are indicators of proxy voting 
rights acquisition by Italian banks, a strategy that enabled them to maintain and 
extend supervision and control over companies, hence securing their position as 
creditors or minority shareholders, at a fraction of the cost that they would have 
had to bear for taking stakes in them. Th e variety of patterns and degrees of spe-
cialization that cluster analysis outcomes show are likely to be explained, then, 
by the diff erent strategies each bank adopted in channelling funds to industrial 
undertakings while coping with a peculiar institutional environment. In this 
sense, French banks’ ability to develop a greater division of labour, and a higher 
degree of specialization during the period was perhaps also due to the character 
of international fi nancial centre and of prominent Continental market enjoyed 
by the Paris stock exchange, which, enhancing securities’ liquidity, lessened 
needs for banks’ direct industrial investments.

Th e international liquidity crisis of 1907 hit the Italian stock exchanges and 
interrupted fi nancial markets development, which never recovered completely 
nor grew broader till the last decades of the twentieth century, thus leaving indus-
trial capital supply entirely on banks’ shoulders.31 Th is had relevant consequences 
on the universal banks’ ability to fulfi l their functions while preserving their own 
liquidity and ‘freedom of movement’, since it compelled them to higher com-
mitments towards industrial fi nancing, and hence to eventually accept heavier 
portfolios of securities and illiquid loans, soon determining an involution in 
universal banks’ patterns. Th is notwithstanding, there is no evidence of that in 
cluster analysis, nor in balance sheet ratios, before 1914. It was, in fact, aft er the 
war that universal banks saw their balance sheets progressively burdened both by 
industrial participations and illiquid assets. Comit and Credit found it more and 
more diffi  cult to renew their assets and preserve their liquidity both because of 
the weakness of the Italian fi nancial market, and of the shrinking of interbanking 
funding from European great banks, on which they had relied before the war. In 
such a situation, and while the segmentation of the credit system still prevented 
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the development of a proper interbanking market,32 universal banks progres-
sively came to hold higher and higher amounts of industrial and public utilities’ 
shares, transforming themselves in a sort of holding companies at the head of huge 
pyramidal fi nancial groups.33 As known, when changes in monetary policy curbed 
the ephemeral boom of the mid-1920s and general economic conditions deterio-
rated at the beginning of the 1930s, they eventually failed and had to be bailed out 
by the government.34

Conclusion

Modern banking arose in Europe between the 1850s and 60s to fi nance public 
utilities and other capital intensive industries, characterized by diff ered prof-
itability and high degree of risk. Under many respects, these banks had very 
similar features: they blossomed from the same seed, fulfi lled the same func-
tions, performed the same activities, and were interconnected through a wide 
international network of bankers and fi nanciers. Nonetheless, they evolved 
quite rapidly towards diff erent patterns, as cluster analysis has shown. Reasons 
for such an outcome could have been many: initial similarities could have faded 
as ‘sister institutions’ grew up and affi  rmed their own ‘personalities’; in this sense 
their own growth, leading to big bureaucratic businesses, may have weakened 
personal networks and relations among bankers; moreover, the international 
position of the hosting country may have accelerated the national path of devel-
opment, as well as growing nationalistic sentiments, which interested large part 
of European new powers of the time, and could have aff ected the cosmopolitan 
attitude that characterized their original promoters.

A perhaps better explanation, though, is to be found in the evolution of insti-
tutional frameworks in hosting countries. Financial innovation, indeed, is not 
always attended and steered by ‘regulative’ innovation; thus banks have to adapt 
their strategies to the specifi c kinds of guarantees and risks they can rely upon 
and have to cope with. Th is aff ects the composition of the set of activities, the 
peculiar ‘craft s’, they can opt to use for performing their allocative functions. In 
Germany, indeed, the choice for universal banking found support in the evolution 
of the institutional and legal framework. On the one hand, central bank policies 
were aimed at protecting banks from overly sharp fl uctuations and shocks; on the 
other, laws on companies and on the stock exchange, enhanced banks’ ability to 
manage riskier activities. Th ough heavily inspired fi rst by French and then by Ger-
man ones, Italian banks choose instead a diff erent pattern of development. Th e 
institutional framework, in fact, proved unable to sustain and foster the widening 
of credit and capital markets and to promote the integration of a segmented sys-
tem. Th at prevented banks from specializing, as happened in France, but also to 
adopt a ‘classic’ universal banking pattern, as in Germany. In Italy, indeed, the legal 
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system neither enhanced minority shareholders’ rights – providing, for instance, 
for stronger controlling bodies and institutions as in Germany – thus limiting 
information disclosure by companies, nor limited stock exchanges’ speculative 
attitudes and prices volatility. All this led to higher degrees of opacity as for invest-
ment projects’ quality and industrial undertakings’ performances, and to higher 
degrees of risk connected with capital investments. As a consequence, Italian great 
banks, whose monitoring and controlling strategies implied the acquisition of 
larger voting rights, were more exposed to liquidity risks and to fi nancial crises, 
as the experience of Credito Mobiliare Italiano and Banca Generale showed. New 
universal banks addressed these issues trying to overcome credit markets segmen-
tation by developing stable relations with European great banks and bankers, and 
to minimize their commitments towards industry by relying upon proxy vot-
ing, as large shares of securities deposits accounts and contangos in their balance 
sheets show, thus developing a distinctive universal banking pattern. Th ough these 
strategies proved eff ective in the medium term, they tended to increase capital 
markets weaknesses and instability, and aft er the 1907 crisis shook the system, 
banks’ involvement in industrial companies grew, leading to their transformation 
in quasi-fi nancial holdings during the 1920s, and eventually to their failure at the 
end of the decade.
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6 SWISS BANKING CRISES DURING THE GOLD 
STANDARDS, 1906–71

Dirk Drechsel

Introduction
Switzerland participated in the varying gold standards in the period 1871–1971. 
Switzerland backed its currency to gold and committed itself to fi xed gold 
exchange rates from 1878–1914 and from the end of 1924 until 1936. Aft er 
the Second World War Switzerland returned to gold convertibility until 1973. 
In order to understand the implications of the gold standard regimes for the 
divergence and convergence of international fi nancial systems it is important 
to investigate the outcome for the banking industry. Using a new data set on 
Swiss banking it becomes possible to study banks’ balance sheets over a long time 
period from 1906 until 1971.

During these times Switzerland had to cope with three banking crises, the 
fi rst being a consolidation of the banking industry in the years 1911–14 and 
the second one a result of the First World War in the years 1920–1. Last, a very 
severe banking crisis occurred in the wake of the Great Depression in the years 
1931–5.

In this chapter, the three Swiss banking crises in the period 1906–71 will be 
analysed with respect to gold standard membership. Th e gold standard regimes 
might have helped European fi nancial systems to converge and to prosper growth 
due to the reductions in exchange rate fl uctuations during normal times. At the 
same time increased international interdependencies might have made the Swiss 
fi nancial industry more vulnerable to foreign shocks in times of crises.

An indicator measuring the output gap between the potential return on 
equity and actually achieved return on equity is proposed, instead of using the 
traditional measures such as return on equity, Tier I ratio or cost–income ratio. 
By including the profi t and loss accounts as well as balance-sheet data in the 
investigation, it becomes possible to reduce a comprehensive data set to one 
single measure. If a banking group strongly deviates from its potential output 
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it is considered to be under distress. Potential output is measured by a profi t 
function with return on equity as the dependent variable and balance sheet and 
profi t and loss account data as independent variables. Th e output gap is deter-
mined by applying stochastic frontier analysis. Broadly speaking, the theoretical 
potential output as estimated by the profi t function is compared with the actual 
output. Th e ratio of the two is the output gap and indicates how close a banking 
group is to realizing its potential return on equity.

Th e remainder of the chapter is structured as follows. Section two briefl y 
outlines the Swiss banking system. Section three gives a short introduction to 
the applied stochastic effi  ciency analysis. Th e results are described in sections 
four and fi ve. While section four gives an overview over the entire observation 
period 1906–71, section fi ve looks into the banking crises in detail. Section six 
concludes. 

Th e Swiss Banking System
Roughly speaking, the Swiss banking system can be divided into three major 
groups. Th e fi rst group is formed by the big universal banks, the second by the 
cantonal banks, and the third by various smaller banking sections such as the 
savings and regional banks, private banks and foreign banks. In terms of the size 
of balance sheets, the Swiss banking system is dominated by the ‘Big Two’, the 
UBS and the Crédit Suisse.

Th e origins of the modern Swiss banking system lie in the early nineteenth 
century when a great number of savings banks were founded. In the middle of 
the century, the economic elites of Zurich, Winterthur and Basel created several 
commercial banks from which emerged the big universal banks. Th e creation 
of the cantonal banks started in the 1830s, but the breakthrough occurred in 
the 1860s, when owners of small and medium businesses demanded banks for 
their own needs, as the big commercial banks were limiting themselves to giving 
credit to the large Swiss industrial fi rms and railway companies. Ultimately, the 
foundation of the cantonal banks was a result of a political movement which 
explains why this Swiss banking group is the only one with explicit state guaran-
tee. Th e most important cantonal bank is the Zürcher Kantonalbank operating 
since 1870.
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Figure 6.1. Categories of banks’ market shares as percentage of balance sheets total, 

1906–2007.
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Figure 6.2. Balance sheet total by bank categories, in million Swiss Francs (2005), 

1906–65.
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Up until the 1960s, the size of the balance sheets of the big banks and the can-
tonal banks was roughly the same.

Identifi cation of Banking Crises
Stochastic frontier analysis has been pioneered by Aigner et al.1 and Meeusen 
and Van Den Broeck.2 Th e approach helps to distinguish between productivity 
changes, input factor accumulation and technical effi  ciency. Stochastic frontier 
analysis is a parametric method, i.e. it requires the specifi cation of a functional 
form for the production or cost function. In the context of the present paper 
output gaps will be measured as profi t intermediation effi  ciency.

A frontier profi t function describes the maximum profi t (in this case Return 
on Equity, ROE) which is achievable with a given set of inputs. Profi t intermedia-
tion ineffi  ciency occurs if a bank uses more resources than necessary for a given 
level of production, i.e. produces below the frontier. If banks perform below their 
potential ROE, the deviation can be used as an information about the bank’s dis-
tress based on balance sheet data. Th e procedure follows Coelli and Battese.3

Th e deviations from potential output (return on equity) have been estimated 
utilizing stochastic frontier analysis. For the exercise, commercial bank balance 
sheets collected by the Swiss National Bank have been used. Th e Swiss National 
Bank aggregated single banks’ information into banking groups (big banks, 
cantonal banks, local banks, co-operatives, wealth management banks, foreign 
banks, commercial trade banks, customer loans banks, private banks). Balance 
sheet data on return on equity, salaries, interest payments, write-off s, customer 
loans, stocks and securities, mortgages, interbank loans, physical capital, risk and 
money market claims have been used.

Figure 6.3 describes a profi t function. Th e profi t function indicates the maxi-
mal possible ROE a bank can realize. If the actual achieved ROE lies below the 
profi t function, i.e. below the maximal possible ROE, a bank produces below its 
limit. Th e diff erence between the actually achieved ROE is the ineff ciency or 
output gap measure used in this paper. Th e larger the output gap the less a bank 
realizes its profi t potential. Th e profi t function is parameterized by a Translog 
function.4 In general, the setup for the profi t function is:5
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Figure 6.3. Method: Stochastic fr ontier analysis.
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variables have been divided by equity capital to cope with the diff erent sizes of 
the banking groups and to avoid heteroskedasticity. For 1930–71 the output 
vector consists of loans to customers/equity, interbank loans/equity, mort-
gages/equity, money market claims/equity and stocks and securities/equity. 
Th e vector of input contains salaries/equity, interest payments/equity and the 
risk measure risk weighted assets (RWA)/equity is based on the Basel II Accord. 
Th e construction of RWA follows the Basel II Accord7 and tries to capture the 
ex-ante risk of defaults (the ex-post risk of default is given by the defaults them-
selves). It has been computed as 

RWA= ∑ ×
i

iw Asset ×i Equity Requirement, 

where wi are the weights for each asset, calculated by the Bank for Interna-
tional Settlement based on historical default rates. Th e netput vector contains 
physical capital/equity and time in order to capture non-neutral technological 
change between the variables and ROE. Physical capital has been used instead 
of offi  ce expenses due to the unclear composition of offi  ce expenses (it contains 
offi  ce consumption like paper and ink cartridges, as well as investments like 
computers and books, etc.) Group-specifi c intercept dummies have been used 
to control for idiosyncratic diff erences between banking groups.8 For 1906–29 
dummies, output and netput vectors remain the same. Due to data limitations 
the input vector contains administration expenses instead of wages.

Th e output gaps for 1906–29 have been taken from estimates for the time 
period 1906–2005 and equal those used for 1930–2007 except for the input vec-
tor, which for 1906–2005 contains administration expenditures and a modifi ed 
risk measure (due to the availability of data). Further details on the estimation 
and results can be found in Drechsel and Straumann.9

Distribution of Output Gaps

In between 1906–71 three major banking crises can be identifi ed: the bank con-
solidation 1911–14, the post World War I infl ation and the Great Depression. 
Additionally disturbances aft er World War II and during the turbulent 1970s are 
visible.

Th e bank consolidation of 1911–14 and the real estate and business loans crisis 
were homemade. Th e credit risk models and measures were too weak, overconfi -
dence in banking capacities and asset quality led to deterioration of credit quality 
which could not be overseen anymore. Th is crisis led to consolidation pressures 
within the Swiss banking industry, forming stronger banks with higher equity 
ratios and better risk management by mergers and acquisitions on a large scale. 

Th e crises of 1919–20 and 1931–6 are rooted in external fi nance shocks hit-
ting the Swiss banking industry.
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Figure 6.4. 1906–66 Return on Equity Profi t Function Effi  ciency Scores.
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 Figure 6.4: Th e upper and lower twinkers represent the maximum and minimum values, the 
box in between the 75 per cent, 50 per cent and 25 per cent quantiles. Th e thick black line 
is the weighted average. Th e weights are determined by the relative balance sheet size. Th e 
outputs gaps have been estimated by applying Stochastic Frontier Analysis. Th e estimation 
period is 1930–2005. Further details can be found in Drechsel and Straumann (op. cit.).



 Swiss Banking Crises During the Gold Standards, 1906–71 117

Figure 6.5. Bank Consolidation, 1911–14.

 Figure 6.5: Output gaps for selected banking groups Th e outputs gaps have been estimated by 
applying Stochastic Frontier Analysis. Th e estimation period is 1906–2005.
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Crises in Detail

Bank Consolidation 1911–14

In the years 1911–14 the Swiss banking system was shattered by a series of low 
scale bankruptcies of savings banks and real estate banks. Yet the banking crises 
were confi ned to certain banks in cantons Th urgau, Zurich, Berne, Aargau, Basle, 
Ticino, Uri, St Gall, Schaffh  ausen. Th e most common cause for the banking 
insolvencies was a concentration of risk positions, accompanied by insuffi  cient 
liquidity, a very thin equity base and in some instances nepotism. Roundabout 4 
per cent of the entire banking equity base was thus erased.10

At the beginning of the twentieth century a growing economy with scale-
enhancing companies alongside demanded larger and larger loans. Banks were 
more than willing to approve those, while unfortunately neglecting their own 
refi nancing potential. An intensifying competition between banks led to lower 
profi t margins and shrinking capabilities to increase reserves and capital stock.11 
As can be seen from Figure 6.5 the years 1913 and 1914 where the years in which 
savings and real estate banks were the least capable to achieve their potential 
ROE.

Th e gold standard with its international capital fl ows enabled larger banks a 
wide variety of refi nancing options, placing them at better positions in a compet-
itive industry. Small savings and real estate banks lacking the resources to grasp 
the opportunities of globalized capital markets were losing ground. Th is led to 
an increased appetite for risk in order to secure their own part of the growing 
banking market. Yet these risky strategies did not work out, leading to a consoli-
dation in the savings and real estate banking segment.

Post World War I Defl ation/Infl ation 1919–20

Th e gold standard broke down in the fi rst days of the First World War. Th e war 
undermined the willingness for international cooperation and coordination 
necessary for the functioning of the gold standard. Th e combatants increased 
their monetary base in order to fi nance their war activities. Th e new monetary 
base-to-gold ratios violated the gold conversion rates, therefore the right to 
change currency into gold at a fi xed rate was abolished in 1914. Th e increased 
monetary bases led to infl ation in Europe. Aft er the war ended in 1918 the infl a-
tionary pressure which was released by establishing a free price system again had 
its eff ect on the foreign exchanges.
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Figure 6.6. Post WWI Infl ation, 1919–23.

 Figure 6.6: Output gaps for selected banking groups. Th e output gaps have been estimated by 
applying Stochastic Frontier Analysis. Th e estimation period is 1906–2005.
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Figure 6.7 depicts the exchange rates between the Swiss Franc and the French 
Franc, Italian Lira, Austrian Krone and German Mark. Th e exchange rates dete-
riorated so dramatically that assets denominated in these currencies basically 
became worthless vis-a-vis the Swiss Franc. Furthermore, changes in the political 
landscape such as the Russian Revolution led to expropriation of property in 
Russia by the new communist government. Swiss Banks lost around 93.4  per 
cent of their Russian holdings. Swiss banks saw their entire foreign assets being 
reduced from 8 billion francs pre-war down to 2.5 billion francs post-war.12

With the beginning of the First World War the gold standard was abolished, 
most European countries and even the USA announced a banking moratorium. 
While the assets of Swiss banks were blocked, they lost their value due to the 
infl ation in wartime Europe. As can be seen from Figure 6.6 this time the big 
universal banks, savings banks, real estate banks and trust banks (Financial Soci-
eties) suff ered most. Th e strong linkages in the fi nancial markets prior to the 
First World War led to large losses at internationally exposed Swiss banks. Th e 
strong devaluations of formerly fi xed exchange rates due to the breakdown of 
the fi rst gold standard aff ected Swiss banks, which wrote-off  their losses and 
returned to normal business quite quickly.13

Great Depression 1930–6

Th e Great Depression probably started for Swiss banks with the German bank 
moratorium in July 1931, when the German central bank (Reichsbank) rec-
ognized a bank-run on German banks from foreign and German investors. To 
avoid further losses of deposits it declared strict foreign exchange controls.

Swiss banks were aff ected by the Great Depression via the gold standard in 
a twofold way. Th e liability side was aff ected by infl ows and outfl ows of money 
into Switzerland via deposits in Swiss bank accounts and the asset side was 
aff ected by bank moratoria and domestic borrower defaults.

At the beginning of the 1930s the big Swiss universal banks were heavily 
involved in short- and long-term lending to Germany. Aft er Germany declared its 
bank moratorium a standstill agreement on short-term deposits could be reached 
with foreign investors. Foreign depositors could retrieve only half of their invest-
ments in short-term money by September 1933. Reduced interest payments on 
medium- and long-term debt continued until 1934, aft erward they ceased. Similar, 
for Swiss banks adverse currency exchange restriction measures were introduced 
in Austria, Hungary and Poland.14 Some Swiss banks (i.e. AG Leu & Co.) had 
invested more assets in Germany than they had secured by equity.15 Besides, some 
institutes had to write off  so many assets that they either had to ask for govern-
ment aid and renegotiate depositor treaties (Schweizerische Volksbank) or, as in 
the case of Banque d’Escompte Suisse, had to fi le for insolvency. 
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Figure 6.7. Swiss Franc / Foreign Currencies, 1913–23. Source: Swiss National Bank.

 Figure 6.7: Swiss Franc / Foreign Currencies, 1913–23. Source: Swiss National Bank.
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Figure 6.8. Great Depression, 1930–6.

 Figure 6.8: Output gaps for selected banking groups Th e output gaps have been estimated by 
applying Stochastic Frontier Analysis. Th e estimation period is 1930–2005. 
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Customers of those Swiss banks that were heavily involved in business liai-
sons with German banks and fi rms (Big Universal Banks and Financial Societies) 
started to withdraw their deposits from these Swiss banks and accumulated cash. 
To equalize the balance sheets Big Universal Banks and Financial Societies were 
forced to sell assets. Th e strong increase in assets disposal reduced their prices, 
and banks faced the unfortunate choice between either selling bad frozen assets 
in Germany with heavy deductions on their value or disposing of good assets in 
Switzerland, leaving their balance sheets with the bad frozen assets. Additionally 
the ongoing depression of the economy led to a withdrawal of funds owned by 
companies and private investors to fi nance their individual expenditures. Abroad, 
laws demanding the withdrawal of foreign deposits, also away from Switzerland, 
increased the pressure on Swiss banks, as well as the fear of Switzerland leaving 
the Gold Bloc (which actually happened in 1936) leading to a further outfl ow of 
deposits from Swiss bank accounts. Th e capital fl ight put a large burden on Swiss 
banks’ balance sheets.16 Balance sheets had to be massively adjusted.

Th e deposits of clients and other banks declined strongly, as can be seen 
from Table 6.1. Expressed in current value the deposits at big banks declined 
from 3790.8 million Swiss Franc in 1930 down to 1445.2 million Swiss Francs. 
While in the wake of the events of July 1931 foreign money was transferred into 
Switzerland, the deposits of big universal banks declined since 1930 (Table 6.1). 
Rumours about a possible devaluation of the Swiss Franc aft er the devaluation of 
the Belgium Franc in March 1935 led to a massive capital fl ight out of accounts 
at Swiss big banks.17

Table 6.1. Client and bank deposits in big bank’s balance sheets in current values.

Year Deposits
1930 3790.8 million CHF
1931 2879.2 million CHF
1932 2473.5 million CHF
1933 2155.2 million CHF
1934 1955.7 million CHF
1935 1445.2 million CHF
1936 2133.1 million CHF
1937 2339.9 million CHF

 Source: Swiss National Bank

Swiss big universal banks and fi nancial societies faced heavy reductions on their 
liability side while having their asset side blocked and their incomes deterio-
rated. Domestically, the defl ationary pressures transmitted via the gold standard, 
increased lender’s debt expressed in price adjusted terms. Th e ongoing depres-
sion led to a strong increase in fi rms’ bankruptcy rates from 1,513 in 1931 up to 
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3,022 per year in 1936, threatening the existence of their lenders (savings banks, 
small local banks and cantonal banks). Six out of eight big universal banks had to 
ask for help, three out of twenty-seven banks in the Cantonal Banks group had 
to be restructured, and many more small banks had to shut down their business 
or to merge with fi nancially solid institutions.

As can be seen from Figure 6.8, the mismatch between the potential ROE 
and the achieved ROE for Swiss banks was greatest in the years 1934 and 1935, 
when all the described problems of the fi nancial sector culminated. Only aft er 
leaving the Gold Bloc in 1936 the performance of Swiss banks improved. 

Conclusion

Th e three major banking crises in 1911–14, 1919–20 and 1931–6 allow for 
some refl ections about banking crises, international fi nancial convergence and 
the gold standard regimes. Out of the three crises two occurred while Switzer-
land was part of the fi rst and second gold standard regime (1911–14, 1931–6). 
Th e crisis of 1919–20 happened while the Swiss currency was not confi ned by a 
gold standard regime. Th e crisis of 1911–14 was caused by consolidation within 
smaller banks and was not caused by international transactions. Th e crises aft er 
the First World War and during the Great Depression were initiated by foreign 
fi nancial shocks. It is interesting to take a comparative look at the causes and 
developments of these two banking crises to understand the role of the gold 
standard in promoting or prolonging them.

Th e crisis of 1919–20 was caused by the dissolution of the gold standard. 
Th e war itself and the end of the fi rst gold standard regime at the beginning 
of the First World War caused heavy exchange-rate fl uctuations and deprecia-
tions of foreign assets. Th ese losses were written off  aft er the war ended. Th e 
post-war recession and the following stress and burden on banks’ balance sheets 
further aggravated the already poor performance of Swiss big universal banks 
and investment trusts. Th e regime switch away from the gold standard is maybe 
responsible for some of the output gap banks had to cover.

Swiss big universal banks and investment trusts suff ered during the Great 
Depression from the losses on their foreign investments, especially in Germany. 
Th e bank moratoria in various countries burdened the balance sheets. But the 
outfl ow of foreign deposits out of Swiss accounts was even more hazardous for 
fi nancial stability. Switzerland continued to be part of the Gold Bloc until the 
end. Together with the severe recession which led to defaults of domestic custom-
ers, the weakening of big banks’ balance sheets on the liability side endangered 
the stability of Swiss big banks and investment trusts. In the process of 1935 
fi nancial investors reckoned that the Swiss currency would devalue. Th is fi nally 
happened on 25 September 1936.18 Th e Swiss currency was under heavy spec-
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ulative attacks, convincing depositors to withdraw their deposits out of Swiss 
accounts before a devaluation of the currency would signifi cantly reduce their 
assets. Membership in the Gold Bloc aggravated and prolonged the problems 
for the Swiss banks.
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7 DETERMINANTS OF NATIONAL FINANCIAL 
SYSTEMS: 

THE ROLE OF HISTORICAL EVENTS

Patrice Baubeau
Anders Ögren

‘Th e only true, the only real Oeconomy is Peace’
 John, Earl of Stair, quoted by J. Brewer, 1990

Introduction
Studies of today’s national fi nancial structures have for a couple of decades been 
concerned with fi nding the main factor that lies behind the evolvement of dif-
ferent types of fi nancial system. Indeed, such a factor may help explain why a 
country would rely rather on a ‘bank-based’ system that is more geared towards 
information-gathering and processing organizations, or on a ‘market-based’ sys-
tem that is more geared towards competing individual agents that are meeting 
on an (more or less) open market. 

Th eoretical and empirical inquiries on such issues have been developing for 
over fi ft y years,1 fuelled by the apparent bank-to-market shift  ignited in OECD 
countries at the end of the 1970s and the return of fi nancial crises, almost non-
existent in developed countries during the Bretton Woods era.2 

Nevertheless one can still roughly divide the explanations for why a coun-
try would adhere to the one type or the other into two categories: 1) structural 
explanations or 2) developmental (or evolutionary) explanations.

Th e fi rst category of explanations relies on the idea of (almost) permanent 
infl uence from certain social factors such as the legal basis, the distribution of 
political power, the existence of entrenched social or economic powers and so 
on. Th ese are assumed to exert a constant (or at least an extreme long-term) 
infl uence on institutional development and thus serve a key role also for present 
fi nancial structures. Th e second category is more concerned with the pattern of 
economic and fi nancial development over time, and relies on the link between 
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specifi c diffi  culties or challenges (regional imbalances, information asymmetry, 
relative backwardness and so on) and the build-up of institutional solutions to 
these diffi  culties. Academic historians tend to rely more on the second approach, 
which allows them to expand historical explanations and use careful contextual 
analysis. While academic economists seem to be more prone to the fi rst approach 
they are searching for more general everlasting explanatory variables behind the 
emergence of diff erent fi nancial systems. 

Nevertheless, these distinctly diff erent types of explanations share two com-
mon conclusions in most academic works: convergence of fi nancial systems is 
not only possible, it is more or less bound to take place given an open interna-
tional capital market and, second, path dependency is a very strong feature of 
fi nancial systems.

In a previous work, we proposed a qualitative approach to a third category of 
explanations, based upon the impact of major events, such as wars,3 the lasting 
eff ects of which are at the start of path-dependent evolutions. Th e demonstra-
tion rested upon A. Demirgüc-Kunt and R. Levine’s4 data relative to the fi nancial 
structures of a large sample of countries around 1995, and concluded, as Charles 
Calomiris5 did from a more theoretical point of view, on the major and enduring 
impact of the two major twentieth-century wars on fi nancial systems.

We intend here to go one step forward, in order to reconcile the qualitative 
approach that is still at the heart of historical methodology – and that we believe 
necessary in order to avoid major anachronistic biases – with quantitative tools, 
to allow for a more formal demonstration. In the process, we will propose a 
measure of the impact of wars, a measure we know is still susceptible to further 
improvements. Such research is not only of academic interest. Indeed, if fi nan-
cial structures are dependent on specifi c historical events, convergence among 
national fi nancial systems will only be a theoretical construction since any his-
torical event at any time may disrupt the supposed convergence. Moreover, 
convergence itself may appear as a political as well as an economic phenomenon, 
refl ecting the hegemonic situation of one-power fi nancial structures and its infl u-
ence on second-rank or peripheral countries. In short, we intend to bridge the 
gap between the qualitative approach and the econometric-like analysis tools, 
and to deepen our understanding of war’s impact – causes and consequences.

Th is chapter starts out with a look at diff erent causes for explaining the 
diff erences in national fi nancial systems: the above-mentioned structural and 
developmental explanations. We then look briefl y to the dependent variable: the 
type of fi nancial system. We analyse their explanatory strengths and shortcom-
ings. We then add a third type of explanation: the historical event (war) and 
make a qualitative argument for why it is necessary to include this variable. We 
study what diff erent types of fi nancial systems mean: what are the diff erences 
between bank- and market-based fi nancial systems in practice? Can we measure 
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diff erent types of fi nancial systems so that we can grade national fi nancial sys-
tems between the two extremes of ‘market based’ versus ‘bank based’? And what 
are we really measuring when we measure national fi nancial systems in relation 
to this dichotomy? We proceed with a statistical testing of the impact of war on 
the type of diff erent national systems in comparison to other explanations. We 
conclude with a discussion on what the result means for mainstream ideas on 
fi nancial convergence.

Bank- or Market-Based Financial Systems
Th e most common way to distinguish among national fi nancial systems has been 
along the bank-based/market-based dividing line. Most authors recognize the 
limits of such a gross distinction, and have highlighted the fact that markets do 
not substitute for banks – but banks evolve such as to retain a major role on 
markets, while incorporating new trades, like securitization, insurance, domestic 
services and so on6 – complicating the simple measure of the relative weight of 
banks and markets.

Nevertheless, this binary approach proved highly valuable since it authorizes 
easy classifi cation, and does not reduce the past to the present or vice-versa. For 
example, by this simple measure, it is easy to show that France7 as well as Japan8 
were rather ‘market-based’ before 1914, or at least more than the United States, 
a relative situation which changed dramatically in the following thirty years, an 
evolution that led Raghuram Rajan and Luigi Zingales to challenge structural 
explanations.9

Th e Determinants of Financial Systems

Structural explanations have been very popular in economic and institutional 
research especially in the wake of the infl uential work by La Porta, Lopez-de-
Silanes, Shleifer and Vishny.10 Th e argument in this work is that it all eventually 
boils down to the type of legal system that is governing economic activities. In 
short the Anglo-Saxon Common Law tradition is said to yield the best result for 
economic growth while the French Civil code is the worst. While developing 
in subtle ways the demonstration made by La Porta et al., Asli Demirgüc-Kunt 
and Ross Levine fall into the same trap by enlarging what is, strictly speaking, 
a correlation without causality – all the more so given the very high degree of 
complexity of all the depicted elements – into a broad causality chain:

Finally, we analyze legal, regulatory, tax and macroeconomic determinants of fi nan-
cial structure by looking at correlations and simple regressions that control for the 
level of real GDP per capita. We see that countries with a Common Law tradition, 
strong protection for shareholder rights, good accounting standards, low levels of cor-
ruption and no explicit deposit insurance tend to be more market-based, even aft er 
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controlling for income. On the other hand, countries with a French Civil Law tradi-
tion, poor protection of shareholder and creditor rights, poor contract enforcement, 
high levels of corruption, poor accounting standards, heavily restricted banking sys-
tems, and high infl ation tend to have underdeveloped fi nancial systems in general, 
even aft er controlling for income.11

Of course, we do not mean here that Demirgüc-Kunt and Levine do not pin-
point crucial issues, but that following too narrow a methodology, built on pure 
correlations, the risks of reaching highly biased conclusions are very high, that 
simply confi rm as the ‘one best way’ the dominant model of the time. Such con-
clusions are at best anachronistic, since they depend on the idea that a given 
trait is independent from context or from the varying interrelations with other 
traits. As remarked by Paul Dunne and Fanny Coulomb, ‘As is characteristic of 
neoclassical economics, which sees itself as the science of the social sciences pro-
viding tools with which to analyse any social setting, its approach to analysing 
war is ahistorical.’12

Corruption is a good example of the diffi  culties of reaching simple conclu-
sions. For example, the development of venality in offi  ces among European 
Powers, from the sixteenth century onward, cannot be ascribed to a stronger 
diffi  dence of this tool of state fi nance in England than in France or Spain; rather, 
it is against a similar diffi  dence but in face of immediate and urgent needs for 
funds that France and Spain resigned to it. War, here, played the crucial role and 
‘England’s greatest advantage was that it was never put to the sort of gruelling 
fi scal-military test that year aft er year drained the nation of its resources and the 
Treasury of its wealth.’13 Ceteris paribus, that is the point we want to make clear 
here: if one considers that vested interests and corruptions can be feared in simi-
lar terms at the same period in diff erent countries, what are the hidden factors 
that explain some state will escape the bane, while others not? 

Th is is one of the many reasons that led scholars to develop a more cautious 
approach when it comes to the past, i.e. considering that a various set of institu-
tions may have diff erent outcomes and represent diff erent levels of effi  ciency, 
depending on the context and other phenomenon – such as available technol-
ogy, military power, etc.

Conversely, whatever the institutional background, ‘in higher income coun-
tries fi nancial systems tend to be more market-based’.14 Th is idea that higher 
income countries are more market oriented was expressed many decades ago 
by Alexander Gerschenkron,15 and paved the way to what one could call ‘devel-
opmental explanations’. Such approaches are more popular with historians and 
economic-historians that put emphasis on empirics and context,16 such as Caro-
line Fohlin,17 Youssef Cassis18 or Georges Gallais-Hamonno and Pierre-Cyrille 
Hautcoeur.19 A somewhat intermediary approach can be found in Verdier’s 
work20, and is well illustrated in the two books edited by Richard Sylla.21
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Finally, some approaches, oft en building on political-science concepts, pro-
pose a kind of mix between structural and developmental explanations. For 
example, Richard Carney22 shows that the patterns and dynamics of votes and 
vested interests may explain some permanent traits in national fi nancial systems 
and reaches interesting parallels with Verdier’s books. Raghuram Rajan and Luigi 
Zingales aim at the same goal, by studying the political, social and legal tools 
used by incumbents to retain their dominant positions in the economic system, 
using state and rules to their own profi t and against challenging newcomers.23

In some ways, militarization is a similar tool of analysis, which appears as a spe-
cifi c form of social and economic mobilization, an issue largely debated in political 
science and that one can trace back to Herbert Spencer’s distinction among mili-
tant (i.e. socially coercive) and industrial (i.e. contractual) societies.24

Using a concept such as militarization means we aim at avoiding time-free, 
non-historical or anachronistic concepts, and to escape this major sin of histo-
rians: the never-ending quest for origins. But what are the bases for using an 
event – that is something partly random, accidental – as a touchstone to explain 
structures?

A pure event is something that ‘happens in the present’, which means that 
it was not anticipated and could not be (at least not completely in its fi nal out-
comes), or, in other words, that is ‘new’. If history were made only of such pure 
events, it would be incomprehensible, since each event would be isolated from any 
historical fabric and encapsulated into its own meaning. Events, from a historian’s 
point of view, but also in popular wisdom, are usually associated with causes and 
consequences on the one hand and a degree of uniqueness, on the other. Events 
are not supposed to be purely random: they can be linked to other events, or 
actors, forces and trends. Th ey are not completely determined either: assessing the 
whole past would not make divination much more precise, as in our meteorologi-
cal world, a fi ve-day forecast is signifi cantly less accountable than a 24.00 forecast 
but a seasonal forecast is accurate in predicting that summer will be hotter than 
winter in northern territories. Also, understanding trends, forces and interrela-
tions makes it possible to build economical (or historical) forecasts six months or 
one year in advance, as it is possible to forecast general weather patterns three to 
six months in advance. But events are not part of econometrical models, especially 
forecasting models, even though they bear a much more considerable impact on 
the overall economic system than meteorological events do on weather patterns: 
comes a crisis and forecasting becomes dubious. Th e situation is rather diff erent 
when it comes to retrospective models: very oft en, their goal is to separate between 
structural and eventual factors, and to identify the weight of the structural factors 
supposed to play a key role. In doing so, eventual factors are given an ‘exogenous’ 
label, while structural factors are given an ‘endogenous’ one.
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But this leads to two problems. First, structural factors are usually deemed to 
be more important than eventual ones. In separating structural and eventual fac-
tors, one then dismisses the last as being the correct and meaningful explanations 
of history. Second, events are impacting our social and economical structures at 
every moment. Th en, from what point of view should events be considered as 
‘exogenous’? Is that not something everybody knows: that events are occurring? 
Th e problem, here, is that events can be assessed only if they are embedded in a 
pattern, a cycle, a structure. For example, an election outcome is an event (or might 
be), but the election itself is not, at least in most advanced democratic countries. 
It means that for the social scientist events are, strictly speaking, merely embedded 
facts. And the bed is the structure, the endogenous factor, the causal link.

Th is means that events, however random they might seem to some, largely 
contribute to the political, social and fi nancial structure. It also means that there 
is a link between the nature of events and the nature of structures, provided that 
events can be integrated into a causal chain. Considering war, that is precisely 
what Jean Jaurès, the prominent French social democrat of the early twentieth 
century, meant. At the Chamber, in 1895, he declared that

… war can be born from any possible chance … Always your violent and chaotic soci-
ety, even when it longs for peace, even when it lays in apparent rest, bears the war in 
itself, as a sleeping cloud bears the storm.25

Jaurès made clear that war was at the horizon, not because eventually it could hap-
pen, but because the very social system included as a possibility the outbreak of a 
war, that it was part of its structure – the war being only the element revealing that 
structural possibility. Th e analysis by Jaurès is even more striking as he actually was 
shot dead at the outbreak of the First World War because he opposed the war.

Th is analysis can be summarized in its most apocryphal form: ‘capitalism 
bears war as clouds bear storm’. Of course, we do not intend here to back the 
old ‘capitalism is war’ motto – but to stress that national structures, whatever 
their label (capitalist, feudal, ancient, modern, developed, Western, etc.), do 
imply the possibility of a war. And war was the most prominent among events, 
and the most susceptible to being attributed to structural factors (especially in 
the twentieth century). For all these reasons, war is a reasonable candidate as an 
‘independent’ variable.

Choosing war as an event which is the independent variable when explaining 
fi nancial structures makes sense for two paradoxical reasons. First, it is not inde-
pendent – it takes place into a causal chain. Second, it is not an isolated event. Of 
course, the outbreak of a war is an event, in the above meaning, but in the course 
of the twentieth century, most wars have been carefully planned, sometimes even 
expected; budgets and military expenses have been voted and carried on to pre-
pare for it. Th e war itself, once declared, had to be organized, planned, stocked 
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and equipped as soon as initial plans proved wrong – which actually occurred 
quite quickly. And coming with war were occupational expenses or spoils, human 
and material destruction, crime and social and political tensions that exerted a 
heavy price on the society and its economy. Last, recovering from the war, repair-
ing damages, meant also, sometimes, adapting to a modifi ed territory structure or 
paying for foreign withdrawal and even, sometimes, for foreign occupation.

Such planning and anticipation also means that war is not isolated from the 
whole structure of the economy: some institutions acted in ways that were highly 
infl uenced by war expectations, as central banks, treasuries, industries, notwith-
standing the army. If so, what does this tell us about the role of the two prior types 
of explanation and the possibility for convergence? As the French economic his-
torian Jean Bouvier stated, ‘To the historian, nothing is “exogenous”’.26 

A Statistical Test

In this section we test for the impact of the two world wars on the degree of 
market- or bank-based fi nancial systems. We utilize the same dataset as Asli 
Demirgüc-Kunt and Ross Levine in their extensive World Bank Working Paper27 
and add indexes for the degree of military and economic engagement during the 
two world wars. 

Th e Key Hypothesis: War leads to Bank-Based Systems

Our main hypothesis is that the fact that countries were more or less engaged in 
these wars aff ected their fi nancial system to the degree that we still today (1990–
5) can see diff erences in to what extent they are market- or bank-based. Simply 
put we expect countries that were more heavily engaged in war activities to be 
less market-based. Th e basic assumptions of this hypothesis are very ‘orthodox’, 
in that we picked up as many criteria as we could, and tried to fi gure out whether 
such criteria would lead to a more bank-based or market-based system.

In short, our assumptions are twofold:

• Th e development of unbalanced political power leads to a bank-based 
system, since a completely state-dominated economy will be planned 
– and markets are not state planning instruments.

• Th e growth of extra-economic debt (i.e. not related to economic 
business activities) leads to a bank-based system because the market 
assessment of a debt value is constrained by the valuation of its col-
lateral (for example the fi scal pool in which to tap).

Political costs of war – territorial, population and reputation losses – may have 
diff erent eff ects from a ‘bank-based – market-based’ point of view. But we con-
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sider that when those costs are high, they tend to destroy market systems28 and 
then enhance the chances of a bank-based system being implemented. To avoid 
any threshold eff ect, we then consider the overall consequences of these costs to 
lean towards a bank-based system.

Last, the combination between strength of public opinion and war costs 
tends to promote a bank-based system, because governments have then a strong 
incentive to avoid the distribution of the costs through market mechanisms, and 
to implement a system that will be supported by their constituents, such as mak-
ing the enemy, the richest, the children, pay the bill.

Th e important thing is then to have as many diff erent criteria bringing spe-
cifi c understanding to the fi nancial eff ects of war, and including in the variable 
the direction of its eff ect, that is in favour of a market-based fi nancial system or 
in favour of a bank-based system.

We will fi rst see the independent variable criteria, relating to militarization, 
and then the control variables.

Table 7.1. Criteria for Militarization as Independent variables.

Code Developed name
NWW1 Neutral WW1
WW1 Belligerent WW1
InvaWW1 Invaded WW1
VicWW1 Victorious WW1
EcoMobWW1 Economic mobilization WW1
EEWW1 Economic looting WW1
TGWW1 Territorial gains WW1
TLWW1 Territorial losses WW1
MilPowPreWW1 Militarized power before WW1
DictPreWW1 Dictature before WW1
OccPostWW1 Occupied aft er WW1
VoteMPreWW1 Universal male voting rights before WW1
VoteMPostWW1 Universal male voting rights aft er WW1
DictPreWW2 Dictature before WW2
DictDWW2 Dictature during WW2
DictPostWW2 Dictature aft er WW2
MilPowPreWW2 Militarized power before WW2
NWW2 Neutral WW2
WW2 Belligerent WW2
InvWW2 Invaded WW2
EEWW2 Economic looting WW2
VicWW2 Victorious WW2
TGWW2 Territorial gains WW2
TLWW2 Territorial losses WW2
OccPostWW2 Occupied aft er WW2
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We can present these criteria29 in three categories: political, military and eco-
nomic. Th ree criteria fall into the political categories:

• Dictatorship;
• Militarized power;
• Universal male voting rights.

Th e dictatorship criterion is quite easy to assess: we defi ne a dictatorship where 
national votes can take only one form, that of a plebiscite or a referendum and 
where the actual power was seized through a coup. From that point of view, only 
one country falls in this category before 1914, and eight before 1939. We assume 
that, for political reasons, markets are impeded by dictatorship in a warring 
context: indeed, a dictator would not comply to fi nancial ‘realism’ if he (there 
has been no ‘she’) decides to wage a war. As argued by North and Weingast,30 
government accountability is an important condition to build the confi dence 
necessary to a fi nancial market. But government accountability is also opposed 
to what a dictatorship means. Th is is why we consider that there is a contradic-
tion between a market-based fi nancial system and dictatorship.

Turkey is counted as a dictatorship in 1914, because of the coup that brought 
the ‘Th ree Pashas’ to power in 1913. Th ere are three limits to this position. First, 
Turkey did not exist as such before 1923, only the Ottoman Empire, of which 
what was to become Turkey was the political and military heartland. Second, the 
coup occurred during what was already a war – the Balkan war – and in this way, 
the category is perhaps not well defi ned for Turkey.

Last, it has been argued that the three pashas – or ‘dictatorial triumvirate’ – 
were actually under the control and plots of the CUP, the Committee of Union 
and Progress deeply infl uenced by the ‘Jeunes Turcs’ (Young Turks) movement. 
Th at might be so, but then, all dictatorships develop their own counter-powers 
and factions.

Th e eight countries counted as dictatorships before WW2 are: Austria, Ger-
many, Greece, Italy, Japan, Portugal, Spain and Turkey. Th ey all comply with the 
two elements of our defi nition of a dictatorship, with two reservations. Japan 
had no formal coup, but, under the pressure of the military, and with the men-
ace of several coups that offi  cially failed, the parliamentary regime progressively 
vanished and, even sooner, retreated from any control over military matters, as 
demonstrated the 1931 ‘Mukden incident’. Hitler’s seizure of power is sometimes 
presented as a parliamentary one. Th is is basically true as long as one concentrates 
on his 30 January 1933 choosing as chancellor. But it was not long before he plot-
ted a complete seizure of power, by manipulating to his own profi t the burning of 
the Reichstag through the exceptional powers law that followed, as soon as March 
1933. All ensuing constitutional measures, in 1933, led to the demise of the checks 
and balances system, leaving Hitler and the NSDAP the sole powers in place.
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Militarized power is a complementary criterion to dictatorship, and acts in 
the same direction. What we mean by ‘militarized power’ is either the fact that 
military matters are not dealt by the civilian government offi  cially in charge (for 
example the government cannot prevail when military matters are at stake) or 
that the goals of the government before the outbreak of the war are openly mili-
tary goals or goals that can be attained only through war. Th is criterion is not 
entirely at odds with the previous one and means fundamentally that war is a 
positive option to the considered country leaders.

Of course, before WW1, the Ottoman Empire fell into the two categories, 
but as explained before, this is a logical consequence of the challenges faced by 
the old empire, assaulted by European powers and internal turmoil, at war almost 
every ten years since the beginning of the nineteenth century. Th e Japanese case 
shows the diff erence between dictatorship and militarized power. Since the Meiji 
revolution started in 1868, the country developed a civil government based upon 
a parliamentary-like constitutional law. But military matters were largely shielded 
from the intervention and even supervision of the civil government. Th e 1905 
war against Russia, the conquest of Formosa (Taiwan) and of Korea were largely 
military decisions, and the military would accept no interference from the govern-
ment. Th e same goes for WW1: it is the military that pushed for strong and quick 
action against Germany, to seize the latter’s colonial possessions in Asia. Japan’s 
case shows that one can have a civilian and constitutional government, and not 
a dictatorship, but at the same time a strong and relatively independent military 
power, able to infl uence the overall political course of the country.

Th e same applies before WW2 to fi ve ‘militarized powers’: Austria, Ger-
many, Italy, Japan and Spain. If this is quite evident for the four latter, the case of 
Austria perhaps needs more explanation. Before the 1938 Anschluss, Austria was 
already a dictatorship, under the rule of Kurt von Schuschnigg, who had a clear 
record of authoritarian ideas, since 1933–4. Th e fact that he opposed the Ger-
man’s annexation of Austria and spent several years in jail does not change the 
nature of the Austrian state before 1938. But then, this shows only that Austria 
was a dictatorship, not a ‘militarized power’. Th is shift  took place through the 
unifi cation process with Germany, in 1938–9, that is before the outbreak of the 
WW2 in Europe and not under Schuschnigg’s boot.

Th e last political factor is the universal male voting right. Th is political issue 
was very important in Europe before and aft er WW1. During and aft er WW2, 
female voting rights came to the forefront. In short, we consider that voting 
rights are a good proxy for the incentives governments have to comply to their 
constituents. In case of a very dire crisis this means that a suff rage-controlled 
government will give priority to economic intervention over fi nancial soundness 
or orthodoxy, for example creating specifi c institutions short-circuiting market 
mechanisms. Th is factor is thus considered – in a context of war – more favour-
able to bank-based than to market-based fi nancial systems.
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We streamlined military factors into seven criteria: neutrality, belligerence, 
invasion, victory, territorial gains and losses, occupation. We count seven because 
many countries experienced no territorial gains and no territorial losses during 
the same war.

Th ose criteria are quite clear and they do not overlap: for example, Italy, 
Ottoman Empire/Turkey, United States and Belgium were, during WW1, both 
neutral and belligerent. Italy did not enter the war until 1915. In 1914, it was an 
ally of Germany and Austria-Hungary, but opted for neutrality before siding with 
France and the United Kingdom against its former allies. When the war broke 
out, the Ottoman Empire was considered to be a German ally. Nevertheless, the 
country did not enter the war before 28 October  1914, siding with Germany. Th e 
United States and Belgium where offi  cially neutral states, the United States fol-
lowing out of their own will the Monroe Doctrine (no entanglement in European 
aff airs, following the 1796 Washington’s address),31 while Belgium was created as 
a compulsory neutral state by the 1839 London Treaty, under the warranty of 
Prussia (Germany later accepted assumption of this warranty), France, United 
Kingdom and Russia. In the course of war, both countries came to be consid-
ered as belligerent, Belgium because it was invaded by Germany, and the United 
States because they joined the United Kingdom and France in April 1917. But 
they kept some peculiarities: Belgium tried, while considering its goals of war, to 
retain advantages of being both neutral and belligerent, i.e. to get full reparation 
from Germany, as a neutral state attacked by one of its warrants, and at the same 
time to get a share of the war spoils, as a belligerent state. Th e United States came 
to war but proclaimed it would not take part in war spoils, just as a neutral state 
would – as expressed in the Wilson’s famous fourteen-points speech. We then 
can conclude that these factors do not overlap and allow us to estimate the eff ects 
and results of war with greater precision.

Th ose factors are interpreted in such a way that, the more a country is entan-
gled into war, the more likely it is to lean towards a bank-based system. Th is is 
quite easy to understand, following our ‘orthodox’ assumptions: as the price of 
war grows with the resources invested in it, it becomes increasingly diffi  cult to 
fi nance it through market mechanisms, because the risks associated with war 
become too heavy. Empirical research shows how belligerent states tended to 
create ad hoc banking and fi nancial bodies to shortcut markets.

Last, we selected only two economic factors: economic looting and economic 
mobilization, and it is clear that further research should dig deeper into that 
area. Economic looting is quite easy to assess, the more so because we do not yet 
intend to put a threshold: we consider simply whether a country was, or was not, 
looted, not the magnitude of the looting. Economic mobilization is more diffi  -
cult to fi gure out, since it is a domestic decision, which amounts to the question 
of whether the economy goes on in a more or less business as usual fashion or 
whether the whole economy is at war. Th is question had a meaning, apparently, 
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only during WW1. Indeed, during WW2, all belligerent countries, because of 
the previous war, engaged in a degree of economic mobilization, even if that 
mobilization varied over time. During WW1 we consider that only six countries 
have done so, mostly because they were the only ones to be technically able to 
do it: Austria(-Hungary), France, Germany, Ireland, Italy and United Kingdom. 
Ireland is counted as economically mobilized since it was still, by then, part of 
the United Kingdom. Belgium, on the other hand, did not mobilize its economy 
mostly because over 95 percent of its territory (metropolitan) was occupied by 
Germany. Th e other countries, were either engaged in war for too short a time 
( Japan, United States), were too far away (Portugal) or kept out of the war.

Th ese two factors add to the investment in war, and then reinforce the 
chances for one given country to lean more on the bank-based side.

Th e Sample: OECD Countries

Using Asli Demirgüc-Kunt and Ross Levine 2000 paper,32 we selected twenty 
OECD countries for two sets of reasons. First, they are the only countries whose 
historical and fi nancial record is easily available for most of the twentieth cen-
tury, because most of them have enjoyed political independence during most 
of the period. Second, using only such countries avoid biases linked to the 
strong discrepancies in economic structures – which are not fully captured by 
GDP – since some large raw materials exporting countries or small regional 
redistribution centres can enjoy high standards of living without sharing the 
industrial-based kind of prosperity of OECD countries.

Table 7.2 indicates the selected countries and the value of the two key fi gures 
used to determine whether they lean rather on the bank-based or on the market-
based side. Th ese key fi gures are bank assets and market capitalization ratios to 
GDP, which off ers two advantages. Th e fi rst one is that they are broad enough to 
be resilient to rather large measurement errors, albeit eff orts to calculate homog-
enous fi gures among countries. Th e second is that they are based upon a common 
denominator, which increases the quality of their comparison. In order to do so, 
the last column gives our calculation of the relative position of each country on the 
bank-based–market-based axis. Th e principles of this calculation are very simple 
and straightforward. Because both ratios are based upon GDP, and to compute a 
synthetic ratio, the only issue is to normalize the variance and the mean of the two 
series, by dividing each ratio by the mean of the relevant series and multiplying it 
by the standard deviation of the series – i.e. using the averaged standard deviation 
as a normalizing tool. Th e resulting Financial System Ratio is then multiplied by 
100 to make it more readable. Decimal digits, of an illusory precision, are rounded 
to the unity. Th e resulting ratio increases with the importance of fi nancial markets 
activities relative to that of the banking sector, and seems to capture quite well the 
‘common sense’ opinion of most countries (Table 7.3).
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Last, we applied to these twenty countries the previously exposed factors of 
war costs.

Table 7.2. Th e Twenty OECD Countries Sample and their 1995 Bank-/Market-

Based Ratios.

Country name Bank Assets / GDP Market 
capitalization / 

GDP

Financial System 
Ratio

Austria 1.26 0.12 14
Belgium 1.18 0.36 46
Canada 0.66 0.59 134
Denmark 0.48 0.34 106
France 1.02 0.33 48
Germany 1.21 0.24 30
Greece 0.41 0.15 55
Ireland 0.36 0.26 108
Italy 0.74 0.17 34
Japan 1.31 0.79 90
Korea (South) 0.55 0.37 101
Netherlands 1.12 0.69 92
Norway 0.69 0.26 56
Portugal 0.79 0.13 25
Spain 0.96 0.30 47
Sweden 0.54 0.62 172
Switzerland 1.77 0.98 83
Turkey 0.19 0.14 110
United Kingdom 1.16 1.13 146
United States 0,73 0.80 164

Table 7.3. Twenty OECD Countries Ranked According to the 1995 

Financial System Ratio.

Country name Financial System 
Ratio

Country name Financial System 
Ratio

Austria 14 Japan 90
Portugal 25 Netherlands 92
Germany 30 Korea (South) 101
Italy 34 Denmark 106
Belgium 46 Ireland 108
Spain 47 Turkey 110
France 48 Canada 134
Greece 55 United Kingdom 146
Norway 56 United States 164
Switzerland 83 Sweden 172
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Test and Results

Based on our previous discussions our fi rst two hypotheses are: 1) Both bank-
based and market-based fi nancial systems increase in harmony, thus there is no 
negative relationship between growth in them. 2) Th e degree of participation in 
the two World Wars will increase the tendency of one given fi nancial system to 
lean on the bank-based side rather than on the market-based side. 

Th e results as displayed in table 4 below clearly support these two hypotheses. 
Th ere are two factors that make these results worth noticing. Despite the fact that 
we are looking at more comparable countries in our sample and thus have a quite 
low number of observations we are receiving both highly signifi cant coeffi  cients 
and a relatively high explanatory value in both cases. First of all we receive explan-
atory values of around 30 per cent. We can also see that a one percent increase in 
the war ratio led to a 1.6 per cent increase in bank assets per GDP, and a more 
than 2 per cent decrease in market capitalization per GDP. At the same time a one 
percent increase in market capitalization per GDP led to a 0.4 percent increase in 
bank assets, and vice versa that a one percent increase in bank assets per GDP also 
meant a 0.7 per cent higher market capitalization per GDP.

Table 7.4. Cross Sectional OLS-regressions on twenty OECD-countries.33

LOG(BA/
GDP)

LOG

(MARKCAP/

GDP)
C 0.181 C -0.900***
Prob. 0.408 Prob. 0.000
LOG

(MARKCAP/

GDP)

0.447** LOG

(BA/GDP)

0.697**

Prob. 0.016 Prob. 0.016
LOG

(TOTRA-

TIOWW)

1.662** LOG

(TOTRA-

TIOWW)

-2.019**

Prob. 0.028 Prob. 0.033

R-squared 0.387 R-squared 0.374
Adjusted R-

squared

0.310 Adjusted R-

squared

0.296

 * 10 percent, **5 percent and *** 1 percent signifi cance level

We can therefore tell that rich countries do not depend on either bank- or 
market-based fi nancial systems at all, but that these tend to grow in harmony. 
Th is means that the developmental explanation for countries leaning towards 
one form of fi nancial system or another is not historically valid, i.e. that mar-
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ket-based systems might be the ‘natural’ outcome of any fi nancial system in a 
long-term peaceful context, but that no such context ever existed.34 And more 
importantly, the fact that countries were involved to a higher or lesser degree in 
the two world wars made its impact on what kind of fi nancial system the country 
would lean towards for a long time aft er these historical events. Th e results show 
that the sweeping conclusions of the structural explanations must be considered 
to be dubious, at best.

A valid remark is of course to what extent these two variables capture what 
really would be the eff ect of another variable? Th is problem seems to be at hand 
for the measure of monetization (M2 per GDP) and Bank Assets per GDP. 
Th ese measures are both interlinked since they both infl uence the size of the 
banking system (albeit on diff erent sides of the balance sheet). Th ere is also an 
historical observation that war funding was, at least during WW1, massively 
linked to monetization. In Figure 7.1 below we can also see that there is a high 
positive correlation between the two variables. In fact the explanatory value of 
the broad money supply (M2) per GDP as dependent only on Bank Assets per 
GDP is 67 percent.

Figure 7.1. Linear regression between Bank Assets per GDP (BAGDP) and the Broad 

Money supply per GDP (M2GDP) in logarithmic values.
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Is Convergence Possible?

Is convergence a mere matter of fact, or a way to interpret history? An initial 
problem arises when one asks such a question: how to determine endogenous and 
exogenous factors? We must remember that the diff erence between exogenous 
and endogenous factors is very diffi  cult to assess in formal regression method-
ologies. Indeed, if one considers that crises are fundamentally exogenous events, 
one avoids linking the structural conditions that may shape the characteristics, 
outbreak and contemporary perceptions of one given crisis. In short, crises might 
not just be an interrupting event in the process of a long-term trend in fi nancial 
systems building – a form of a-historical, anachronistic approach to history that is 
more or less built into fi nancial system literature since 1989 as critics of North and 
Weingast approach have shown. Here, we believe that crises take diff erent forms 
and have diff erent consequences due to the context in which they take place. In 
doing so, we refute the idea of a monotone trend of fi nancial development, which 
would dominate history and make it a more or less random collection of events, 
whose meaning has to be enlightened by neo-hegelian ‘zeitgeist’ concepts.

Th e second issue is linked to the fact that most of these studies focus on mac-
roeconomic data aggregated at the national level, which might not make sense a 
few centuries ago and even during the last two hundred years,35 fi rst, and which 
transforms the great variety of local and regional fi nancial forms, structures and 
institutions in a highly aggregated and rather theoretical averaged structure. 
One given crisis, by revealing among all diff erent structures, complementary 
or concurrent, which bear the challenge the more easily, has then two diff erent 
kinds of impact.

First, it selects the most adapted forms of fi nancial structures and institutions 
in the new context, not necessarily creating them, but making them looking sud-
denly more prominent at the aggregated level – it is a high-risk strategy to take a 
modest shift  in fi gures for a dramatic revolution in structures.

Second, it encourages innovations either from regulators, consumers and 
fi nancial actors, to reduce the cost of the crisis they bear or to take advantage of 
the new conditions. Th ose two kinds of impact are an adapted formula of the 
‘destructive creation’ process highlighted by Schumpeter, but we still think it is 
necessary to try to distinguish between them.

Th is means that crises cannot be considered as exogenous or endogenous: 
they are both. Th ey are provoked in part by the structures in which they take 
place, leading to unexpected actions and results in consequence. Th is means also 
that, beyond the major shift s observed at the aggregated level, the signifi cation 
of some changes might be misleading, either because they magnify a minor shift  
(as if in an election, the shift  of one party from 49 to 51 per cent of the votes was 
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supposed to change the whole political structure) or hide the perfect continuity 
in some local or professional segments of the fi nancial structures.

But one has also to remember that, without assumptions, no research is pos-
sible. Our objective here is, fi rst, to recall that these assumptions do not come 
unencumbered – they bring biases with them – and, second, to propose another 
approach, with its own biases, but with the basic assumption that convergence is 
not a natural force, rather the result of historical context. To test and study this 
historical context, we have picked the most gigantic ‘events’ of the twentieth 
century: world wars. But to study such an event, one has to make sure it is not 
reduced to an insignifi cant alternative. 

Conclusions
Th e objectives of this chapter are threefold: First it is methodological as we 
argue for the possibility of combining historical events as determinants of 
present structures without losing out on the importance of contexts and changes 
in the historical dynamic. Second, it is empirical as we aim to fi nd another more 
plausible explanatory variable for the division between ‘bank-based’ and ‘market-
based’ fi nancial systems than what legal system was originally adopted. Th ird, 
it is theoretical in that, in light of the fi nding that historical events are major 
determinants for fi nancial structures, we may defi ne what convergence means. 
Th e world is neither frictionless nor perfect, and historical events continue to 
challenge the existing social, political and economic structures and thus conver-
gence is not, and should not be regarded as a shaping force in the real world, but 
rather as an empirical result of that world, related to ideology, shared practices, 
prejudice and, over all, power.

We believe we have established in this essay the casual link between main 
historical events; the degree of participation in the world wars, and the structure 
of fi nancial systems. Of course there are a number of other explanatory variables 
that might be added to the list as reasons for the diff erent countries’ fi nancial 
structures. But we do believe that wars are one of the most, if not the most impor-
tant explanatory variable. And this deserves to be pointed out as most academic 
studies, economical as well as historical, tend to regard them as anomalies and 
thus take wars out of the equation.36





 – 145 –
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Th e Civil War was one of the most signifi cant events in the history of con-
temporary Spain. Th e war lasted nearly three years, from July 1936, when a 
military coup attempted to overthrow the government of the Second Repub-
lic, to March 1939, when General Franco´s Army claimed total victory over 
a demoralized Republican Army. Th e sorry legacy of this tragic episode were 
the 300,000 lives lost, the 300,000 exiled, the 300,000 political prisoners, and 
the ensuing dictatorship endured by the country for forty years until the death 
of Franco.

Th is chapter addresses the ‘fi nancing of the civil war’, a subject that until 
very recently has received little attention in the literature, although it is widely 
accepted that once a war begins it is economics as much as military strategy 
that decides the outcome. Th is neglect of the general fi nancial aspects of the 
war is partly due to the lack of reliable data, with most studies relying on a 
handful of reports that the victorious Francoist authorities produced aft er the 
confl ict was over, especially the so-called Larraz report published in August 
1940. However there are exceptions that have advanced our knowledge of the 
fi nancial aspects Spanish Civil War.1 Building on this research and using new 
quantitative information, we revise the established view of how the war was 
fi nanced and the amount of resources available to each of the contenders. Sec-
tion 1 introduces the economic context of the war, section 2 examines how 
the Republican Treasury met the cost of the confl ict, while section 3 does the 
same for the so-called ‘national Treasury’. We conclude with a reassessment of 
Spain´s war fi nances and some conclusions.
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Spain at War

Historians and political scientists have viewed the civil war as a major turning 
point in Spanish history.2 It was not only a military confl ict but also a politi-
cal, social, ideological and religious confrontation. From its onset the Spanish 
confl ict became an international aff air. Hitler and Mussolini openly supported 
the military rebellion from its very beginning, while Stalin helped the Republi-
cans aft er several weeks of hesitation. France and Great Britain tried to keep the 
Spanish civil strife within the territorial limits of the Peninsula and so promoted 
a non-interventionist policy that blocked the sale of arms to the Republic, to the 
despair of democrats all over the world. In Washington the Roosevelt adminis-
tration simply followed whatever policy London adopted.

Th e military uprising split the country´s territory in two halves and as a 
consequence two ideological factions and antagonistic states emerged. Th e 
Republican government remained in Madrid until November 1936 when, under 
the threat of a possible conquest of the capital by the rebel Army it removed 
to Valencia on the Mediterranean coast; a second removal to Barcelona took 
place in September 1937. Th e pilgrimage of all central offi  ces, the headquarters 
of major companies and banks, as well as that of other organizations and institu-
tions such as the Bank of Spain, the Supreme Banking Council and the Foreign 
Exchange Control Centre followed the relocation of the government. Th e so-
called ‘national administration’ chose Burgos, 250 km north of Madrid, as its 
offi  cial site. Th e rebels´ generals established a Technical Committee composed 
of military and civilian personnel with the task of organizing a new and parallel 
State that was ready and in full operation when on 1 October 1936 Franco was 
appointed head of the government.

Th e war ruptured the fi nancial and monetary union of the country. Although 
the headquarters of the main banks and saving banks remained in the territory 
controlled by the Republican authorities, many branches and a large number 
of regional and local fi nancial institutions operated independently in the area 
occupied by the military forces commanded by General Franco. Two central 
banks – one in Madrid and another in Burgos – and two ‘pesetas’ coexisted dur-
ing the war. Financial institutions on both sides of the divide were subjected to 
close supervision and regulatory bodies were transformed or newly established. 
In the Republican zone the Supreme Banking Council was put under the control 
of the Ministry of Finance, while in the ‘national’ zone it was suppressed and 
replaced by the National Council for Credit. Th e operation of all  Spanish stock 
exchanges was suspended, the redemption and payment of interests on public 
debt were deferred and a moratorium on bank mortgages declared in all Spain. 
Moreover, rigorous foreign exchange controls and strict measures to regulate the 
fi nancial system were enforced. Altogether these stipulations disturbed and in 
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some cases interrupted the normal mercantile activity of fi rms, corporations and 
fi nancial institutions because, although only provisional, they remained in place 
during the three years of the war. Th e Franco administration adopted similar 
measures: price and exchange controls were introduced, trade unions forbidden 
and the industrial sectors militarized.

Th e currency also suff ered the consequences of the war. A decree of Novem-
ber 1936, the ‘national authorities’ declared illegal all banknotes issued by the 
Republican Bank of Spain aft er July 1936. All series in circulation before that 
date had to be stamped and provisions were taken to put into circulation new 
banknotes issued by the Bank of Spain operating from Burgos. Also, an offi  cial 
mint was opened to coin donated or confi scated metals. Later, in August 1938, 
the country’s monetary division widened when Burgos prohibited the posses-
sion of enemy money. Th is included not only the banknotes issued since the date 
of the uprising, but also the silver certifi cates issued by the Treasury in Madrid 
and the paper money issued by the regional and local governments. Although 
the Republican authorities responded with delay to this cascade of national acts, 
they too prohibited the circulation of enemy notes, but no measure was taken 
with respect to bank deposits.

How the Republican Government Financed the War

Th e initial position of the Republican government at the outbreak of the war was 
of relative advantage mainly because they held the Bank of Spain’s gold reserves. 
However, despite this apparent fi nancial supremacy the Republican government 
did not go on to win the war, in the early stages of which the growing ‘weakness’ 
of the Republic led to a change of government. In September 1936 Largo Cabal-
lero became the new President and the socialist Juan Negrín the new Minister of 
Finance. From this moment Negrín became the great statesman of the Spanish 
Republic. He tried to recover part of the Republic’s lost power by centralizing its 
fi nancial and banking institutions, and in May 1937 he became Prime Minister 
of the Republic and Minister of Economics and Finance.

Th e government had to look for funds to fi nance the war. In the Ministry 
of Finance archives there is a summary (dated 1 February 1939) of the Span-
ish budgets carried out by the Ministry of Finance.3 Th is internal document, 
never published, summarizes the budgetary expenses for 1936, 1937 and 1938. 
Th e budgets for those years distinguished between ordinary, extraordinary and 
undisclosed credits; of these, only the fi rst two were published in the Gaceta, the 
government’s offi  cial bulletin. Th e picture that emerges aft er including the undis-
closed credits is completely diff erent from that presented in the offi  cial fi gures. 
According to this new evidence, the Republic’s public expenditure multiplied 
fi ve-fold from 5,752 million pesetas in 1936 to 21,335 million pesetas in 1938, 
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with more than half being set aside to fi nance the war: in 1937 the Ministry of 
War received 54.38  per cent of total public expenditure, a percentage which had 
increased to 66.76  per cent by 1938.

Table 8.1. Budgetary expenditures in 1936, 1937 and 1938 (in millions of pesetas).

1936 1937 1938
War expenditures 1,089 7,187 14,244
Total Expenditures 5,752 13,217 21,335

 Source: Archives of the Ministry of Finance reproduced in Pons (2006).

How did the government manage to fi nance this increase in public expendi-
tures? Taxes, credits from the Bank of Spain and money issues were the main 
mechanisms of the internal fi nancing of the war. Th e Bank of Spain reserves were 
the main external source of fi nance. Th ese mechanisms of fi nance shall now be 
examined in detail.

Internal Financing

When it came to paying for domestic goods and services, the principal source 
of internal fi nance was taxation. Th e government approved new taxes and tried 
to introduce a new fi scal reform, but it failed and revenues from taxes dropped 
abruptly in the fi rst few months of the war. Any attempt to introduce fi scal 
reform in wartime was bound to fail since there were signifi cant falls in income, 
rents and profi ts and, moreover, a loss of central governmental power. However, 
contrary to the received view in the literature, the main objective of this fi scal 
policy was to fi nance the war, not merely to contribute to their ‘revolutionary 
project’.4 

Unfortunately, no aggregated data for taxes is available for the Republican 
zone. We know that the Republican fi scal administration collapsed in the fi rst 
months of the war and that it took time to rebuild it. Moreover, the revolution-
ary organizations suppressed what they considered ‘capitalist taxes’, blocking the 
collection of land rents; and the confi scation of private property and of many 
industrial companies and service fi rms interrupted the payment of corporate and 
other taxes.5 An offi  cial report released on  8 February 1938 by the bureau of the 
Prime Minister, Juan Negrín, showed the fall in total revenues from taxes in the 
fi rst months of the confl ict, although later there was a slightly recovery.6 Income 
from all taxes during the second semester of 1936 was around 420 million pese-
tas, a far cry from the 2,000 million pesetas collected in 1935 over the same 
period. Th is fi gure improved in the second semester of 1937 when tax revenues 
increased to 550 million pesetas. For 1938, some other fragmentary information 
indicates that the government was able to collect 1,200 million pesetas at most, 
way below the 4,140 million pesetas of the 1935 budget in the same semester. 
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We also have some partial data for Valencia and Catalonia that indicates the 
sharp drop in Republican wartime tax revenues. In Valencia, the last major city 
to remain in the hands of the Republicans the government obtained around 44 
million pesetas from the Contribución de utilidades (a tax on profi ts and rents) 
in January 1936. Th is amount fell to only 2 million pesetas in January 1937 and 
further to below 1 million pesetas in January 1938 and January 1939. In Catalo-
nia the revenue from taxation fell dramatically from 45 million pesetas in 1935 
to 9.4 million pesetas in 1937.7   

Th e only successful tax was ‘infl ation’, as a consequence of continuous mone-
tary issues. Th anks to Bank of Spain loans, the Republic spent more than 24,000 
million pesetas. As a consequence the money supply grew from 6,595 million 
pesetas in July 1936 to 17,053 in December 1937 and 26,613 million pesetas at 
the end of 1938.8 Th e main problem in the Republican zone was that, in addition 
to the government’s monetary issues, civil society institutions (local authorities, 
trade unions, cooperatives, etc) were also printing money and thus breaking the 
Bank of Spain’s monopoly. Th e printing of money on such a huge scale in the 
diff erent Spanish regions (in Catalonia alone there were more than 10,000 dif-
ferent kinds of local bills) had a dramatic eff ect on infl ation, which verged on 
hyperinfl ation by 1938. Th us, for the Republicans, printing money became an 
essential mechanism for the internal fi nancing of the war. 

Another such mechanism was public issues. However, lack of confi dence and 
the high risk associated with these issues meant that the Republic was only able 
to obtain very limited funds from this source. A case in point was Negrín’s failure 
to place public bonds in July 1938. 

To these instruments of fi nance, other emergency measures such as confi s-
cation were passed in order to increase revenues. Th e Republican government 
declared it a duty to hand in all metals and jewellery to the Bank of Spain and 
proceeded to the requisition of properties belonging to declared enemies of the 
Republic, namely those that would have joined sides directly or indirectly with 
the rebels. Th ere is no data about the total amount of funds collected by this 
means, or the use to which these funds were put. In the fi rst few months of the 
war confi scations were made illegally; but from December 1936 the General 
Director of Security became responsible for formal confi scations through the 
Caja de Reparaciones (War Reparations Fund). According to Viñas, the Repub-
licans obtained between 9 and 11 million dollars from sales of the Fund’s assets. 
However, the bulk of these funds was not used to fi nance the war but was put 
aside with a view to helping in the reconstruction of the country aft er the war.9 

In addition to the central administration, thanks to their respective laws of 
the autonomous governments, the Basque country and Catalonia had their own 
administrations. Basque autonomy was very shortlived, lasting from July 1936 
to June 1937, when Bilbao fell into the hands of the Francoists, who expunged 
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all legislation passed by the Basque authorities. By contrast, the role of the Cata-
lonian authorities was more signifi cant in terms of the actions the government 
undertook and the amount of funds they controlled. Th e Generalitat of Cata-
lonia, constituted aft er the 1931 elections, had assumed control of the central 
government’s fi nancial delegations in Catalonia and introduced new taxes. Th e 
Catalonian government’s chief sources of fi nance10 were taxes (initially it con-
trolled a percentage of the taxes raised by central government, and later on it 
introduced new taxes);11 the resources obtained from the central government’s 
fi nancial delegations in Catalonia (the Catalan authorities confi scated the 
resources from branches of the Bank of Spain and Ministry of Finance delega-
tions); and some fi nancial support from central government.12 Arias Velasco 
estimates that the total wartime expenditure of the Catalonian government was 
between 1,750 and 1,850 million pesetas.13

Gold Sales and Foreign Loans

Th e main external means of fi nancing the war was the Bank of Spain reserves. 
Th e Republicans controlled most of the Bank of Spain’s gold and silver reserves. 
At the outbreak of the Civil War the volume of bullion in the Bank of Spain that 
could be mobilized in order to fi nance the war stood at about 635 tonnes of fi ne 
gold, or 715 million dollars. Th ese reserves were the fourth largest in the world 
and had been accumulated during the First World War, when Spanish neutrality 
resulted in considerable infl ows of foreign exchange that was converted into gold 
in the international markets. Th e Republican government used these reserves 
to purchase military equipment, ammunition, food and raw materials abroad. 
Th e Bank of France acquired 27 per cent of the gold (around 174 tonnes of fi ne 
gold), with the Republican government obtaining in exchange 3,922 million 
francs (around 196 million dollars). 

Table 8.2. Sales of Bank of Spain gold to the Bank of France.

Amount of fi ne gold (in kg) In millions of francs
Bank of France 34,478.7 549.5
Stabilization Fund 142,535.9 3,372.5
Total 174,535.9 3,922.0

 Source: Martin-Aceña (2004).

Th e rest of the reserves were sent to the USSR, the only country that had been 
genuinely willing to help the Spanish republic aft er Stalin had decided as early as 
September 1936 to send the fi rst ship with Soviet arms, which arrived at the city 
of Cartagena on 4 October; from then on, the Soviet government maintained 
its unequivocal support of the Republic throughout the confl ict. As indicated 
above, through the ‘non intervention accord’, also adopted in September 1936, 
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the Western democratic powers agreed not to provide large-scale material sup-
port to the legal Spanish government, so the Republic had to look elsewhere to 
obtain military equipment and Moscow was considered the best option. Martin 
Aceña, however, considers that the Republic might have been too hasty in its 
decision about where to send the gold and, under the pressure generated by the 
rapid victories of Franco’s troops and the shortages in war material, did not con-
sider other possible options, such as France, the UK or the USA.14 

Th e Negrín ‘dossier’, an extraordinary report that Negrín’s son gave to the 
Spanish consul in Paris in 1956, provides detailed information about the gold 
operations carried out in those years. 510 tonnes were sent to the USSR; equiva-
lent to 460 tonnes of fi ne gold with a value of 520 million dollars at 1936 prices 
(its real value was probably higher, this fi gure overlooking, for example, the 
numismatic value of a large number of the gold coins). Th e Republican govern-
ment obtained 245 million dollars, 42 million pounds and 375 million francs. 
Of these sums the Soviet government retained 132 million dollars as payment 
for supplies, and the rest was transferred to Paris to diff erent accounts in the 
Banque Commerciale pour L’Europe du Nord, a Paris-based Soviet bank. Out 
of these accounts the Republic paid for all types of war supplies (aircraft , tanks, 
artillery, rifl es, etc.), as well as foodstuff s and raw materials. Th e purchases were 
made in Brussels, Prague, Warsaw, New York and other parts of the world. Th e 
Republic issued nineteen orders to sell between 19 February 1937 and 28 April 
1938: in fourteen months, 426 tonnes of fi ne gold were spent.  

Table 8.3. Sales of the Bank of Spain gold to the Gossbank.

Alloy gold (in Tm.) Fine gold (in Tm.) Million $
Sale orders (1–15) 415.0 374.0 394.6
Sale orders (16–19) 58.0 52.0 75.0
Credit guarantee gold 35.0 31.2 70.0
Total 508.0 458.0 469.6

 Source: Martin-Aceña (2004)

By April 1938 most of the Moscow gold had been spent and in February, at 
Negrín’s request, Stalin gave additional credit of 70 million dollars at 3 per cent 
interest, 31.2 tonnes from the gold deposit being assigned as guarantee. By the 
end of the year the loan had been completely used up, and the Soviet authorities 
informed the Spanish government that the deposit was depleted. While it can-
not quite be said that the Soviet authorities cheated the Republic, the Spanish 
government was certainly not given any preferential treatment. Th e Kremlin was 
not generous at all but charged for all the fi nancial services proff ered (melting, 
refi nery and transport costs, and so on), as well as applying abusive exchange 
rates for all the – extremely poor quality – materials sent to the Republic.15  
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Lastly, aft er selling the gold, in 1938 and 1939 the Republic sold 1,225 tonnes 
of silver to the US Treasury and the Bank of France in exchange for around 15 
million dollars. It also sold silver to private French and Belgian fi rms, obtaining 
around 5 million dollars in return. To sum up, if we add together all the funds 
obtained from the sale of gold in Paris and Moscow, silver in New York, and 
some small credits obtained for the Republic, the Republic collected around 710 
million dollars. 

Table 8.4. Total sales of gold and silver.

Alloy gold (Tm) Fine gold (Tm) Dollars (million)

Gold

1936 194 174 195.8
1937 415 374 394.6
1938 67.5 75
Total 615.6 665.4

Silver 1938 s.d. 20
TOTAL 685.4 

 Source: Martin-Aceña (2004).

How the Francoist Administration Financed the War

Internal Financing

Th e division of the country into two separate areas made the collection of taxes 
very diffi  cult for the Francoists. A tax administration was hurriedly created with 
limited eff ectiveness.16 Th e main problem was that the lion’s share of sources of 
taxation was located in the territory controlled by the government, which con-
trolled the main ports and borders and the main fi nancial and industrial centres. 
Th e Francoist economic authorities took several measures to make sure that 
all the agents operating in their territory paid taxes there. So, the deadlines for 
paying certain taxes, such as land and utility taxes were shortened, and manu-
facturing guilds, responsible for collecting certain taxes, were dissolved. Perhaps 
the most important measure taken was the creation of independent companies 
by seizing the productive assets and plants of fi rms with headquarters in Repub-
lican territories. A byproduct of this process was the creation of a management 
class that was loyal to the cause of the military uprising.

Th is does not mean that the Francoist authorities planned to rely on taxes to 
fi nance their rebellion. On the contrary, they made no changes to the tax system, 
neither raising the rate of any of the main taxes nor introducing any new taxes 
until July 1938, when duties on sugar, beer and chicory were levied, along with 
postal tariff s and stamps. Th e most signifi cant tax policy decision was taken as 
late as January 1939, when a tax on extraordinary war profi ts was introduced. 
Th e new tax took retroactive eff ect as from July 1936 and obviously provoked 
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strong opposition among businessmen. Controversial and short-lived, the new 
tax was scrapped in September 1943. Studies of this tax conclude that it was 
blighted by tax evasion on a massive scale, which has yet to be estimated. At any 
rate, the revenues from the war profi ts tax were not used to fi nance the war but 
the later reconstruction. 

While the Francoist authorities did not intend to fi nance the war through 
taxes, they did introduce new taxes and raised existing tariff s in order to fi nance 
social assistance schemes. At fi rst, the revenues were used to develop a basic 
and limited welfare system, composed of social canteens, orphanages, childcare 
centres and the like. As the confl ict went on, the Francoist authorities’ goal of 
supporting soldiers’ families took priority, and so the revenues became a comple-
ment to the soldiers’ remuneration, generally known as pro-combatant subsidies. 
To fi nance those benefi ts a whole range of new taxes was introduced including 
indirect taxes on tobacco, theatre tickets, perfumes and alcohol; a tax levied on 
real estate owners; and diverse taxes on hotels and restaurants. An important 
feature of these new taxes is that they were not administered by the Treasury but 
by the Home Offi  ce, which made it very diffi  cult to coordinate tax policies and 
detect tax fraud. Th is contradicts the received view of an effi  cient, well-organ-
ized and smoothly functioning administration on the Francoist side, as opposed 
to a chaotic one on the Republican.17

Th ere are practically no data available to analyse the eff ectiveness of these tax 
initiatives, the total revenue raised or the total benefi ts provided. Th e only data 
about tax revenues in the Francoist zone during the war comes from the report 
presented in 1940 by the Francoist Minister of Finance, José Larraz. Th is report 
provides data regarding the total annual income, presumably total tax revenues, 
of the Francoist Treasury. Th e fi gures are shown in Table 8.5. 

Table 8.5. Annual income and expenditure acknowledged by the 

Francoist Treasury (million pesetas).

Income Expenditure Defi cit
2nd semester 1936 396 819 423
1st semester 1937 552 1,291 739
2nd semester 1937 680 2,252 1,572
1st semester 1938 791 2,602 1,811
2nd semester 1938 847 3,208 2,411
1st trimester 1939 418 1,722 1,304
TOTAL 3,684 11,894 8,260

 Source: Ministerio de Hacienda (1940).

According to this report, tax revenue increased from 396 million pesetas in the 
second semester of 1936 to 847 million in the second part of 1938. In total, dur-
ing the thirty-three months which the war lasted, the Francoist authorities were 
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able to collect 3,684 million pesetas through taxes, a relatively small amount 
compared with the 4,336 collected in 1935 alone. Th us, taxes did not constitute 
the chief means of fi nancing the military eff ort but played only a secondary role, 
funding at most 30 per cent of acknowledged expenditure, as may be inferred 
from Table 8.5.

Nor did the Francoist authorities resort to issuing debt in order to fi nance 
the war. According to the few documents that have survived relating to decisions 
made regarding the fi nancing of the Francoist military eff ort during the war, and 
according to the literature on the subject, public debt was never even considered 
as an option to fi nance war.18

Money creation was the main source of fi nance for the Francoists. Th e internal 
fi nancing of war by the Burgos-based Francoist Bank of Spain led to increasing 
advances from the Bank to the Treasury; these were formalized in twenty credit 
lines issued under the Banking Act, of which all but the last were signed in Bur-
gos. By 1937 the Francoist Treasury had already received 2,500 million pesetas. 
Th ose advances increased aft erwards until they reached the amount of 10,100 mil-
lion pesetas. In his 1940 report, Larraz recorded a fi gure of only 7,200 million, as 
the last 4 lines of credit were signed immediately aft er the war. Money creation 
was consequently the main fi nancial source of the Francoist Treasury. According 
to offi  cial data, the defi cit on the revenue account during the war amounted to 
8,260 million pesetas, 7,200 of which were covered by advance payments from 
the Bank of Spain in Burgos, the remaining 1,060 million being covered by debit 
balances on diff erent Treasury accounts at the same bank.  Th us, the Bank of 
Spain in Burgos helped to take care of almost 70 per cent of the internal expenses 
of the Francoists during the war. 

Th e Francoists used other revenue-raising instruments too, which mainly 
consisted in requisitions and voluntary contributions, although it is diffi  cult to 
establish the extent to which contributions were truly voluntary.19 With respect 
to requisitions, these commenced shortly aft er the outbreak of the war given the 
lack of fi nancial resources available to the Francoist military. Part of the cost was 
also raised from political opponents: fi nes and confi scation of assets in retali-
ation for political opposition were a constant source of revenues for Francoist 
authorities, even long aft er the war had fi nished. Although it is likely that such 
measures were not motivated primarily by the need to raise fi nance, nonethe-
less a certain economic profi t did accrue on political repression. But not only 
opponents were expropriated: General Queipo de Llano, for instance, who com-
manded the Francoist troops in Western Andalusia, requisitioned all property 
and assets, ranging from motor vehicles to the output from mines, which he 
determined useful to the war eff ort. Th e British fi rm Rio Tinto was one of the 
fi rst to suff er this type of requisition.20 Unfortunately, however, while the exist-



 Th e Financing of the Spanish Civil War, 1936–9 155

ence of these requisitions can be established, the absence of any reliable data or 
estimates makes it impossible to quantify their magnitude.

Th e deferral of payment for military supplies was of greater fi nancial sig-
nifi cance. In August 1936, the Junta, the highest administrative body in the 
Francoist-controlled territories, established that payments corresponding to the 
war budget could, at the discretion of the authorities, be deferred until the end 
of the war, with the exception of personnel costs. As a result the fi nancial burden 
of the war eff ort fell to the military suppliers since close to 60 per cent of pur-
chases were subject to deferral.21 Larraz´s report estimated that total deferments 
amounted to 800 million pesetas. However, it is likely that the total amounts 
deferred were much higher, in view of the broad powers of requisition. In fact, in 
the offi  cial government budgets for the years 1940 to 1946, the administration 
included 8,060 million pesetas to cover debts and expenditures whose payment 
had been postponed; of these, 22 per cent corresponded to the interests and 
principal of the public debt and more than 50 per cent to military supplies.22

Foreign Aid and Loans
Th e Francoist authorities resorted massively to external sources in order to 
fi nance the war eff ort. Th e most important element in this fi nancing on account 
for its magnitude and military signifi cance was the aid received from the Axis 
powers, which included sending troops and military experts, military supplies 
and credit. Th e form of aid and terms under which the aid was given varied 
considerably from one country to another. However, there were some features 
in common: the accounting and control of the aid received was entrusted to 
the countries providing the aid, and the total amount to be paid by the Spanish 
authorities was established in bilateral diplomatic negotiations aft er the war.     

In the case of Mussolini´s Italy, the total amount of aid has been calculated 
as standing between 7,000 and 8,668 million lire (377 to 467 million dollars).23 
Th is fi gure can be broken down as follows (Table 8.6).

Table 8.6. Italian aid.

Value
Military supplies until 31.July.1938 3,627 million lire
Expenses of voluntary troops ( January-April 1939) 3,300 million lire
Revolving credit 300 million lire
Financial expenses 68 million lire
TOTAL 7,295 million lire

(393 million dol-
lars)

 Source: Martínez Ruiz (2006b).
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Nevertheless, from studies on the negotiation of the debt it can be concluded that 
some factors were missed out, such as the supplies made in the second semester 
of 1938. In fact, even the Spanish authorities raised the volume to 8,300 million 
lire, the fi gure considered by the Ministers’ Council at its meeting of 25 June 
1940, where the matter of the debt with Italy was discussed. It is diffi  cult to 
choose between these fi gures, above all because subsequently the Italian govern-
ment agreed to a substantial reduction in the Spanish debt, which was fi nally set 
at 5,000 million lire. In any case, the fi gure proposed by the Ministers’ Council 
might be the more acceptable on the following grounds: the average volume of 
Italian supplies in the fi rst four semesters of war had a value of approximately 
907 million lire; if the volume of help received between July and December, 
1938 was similar to that of the previous semesters (i.e. approximately 900 mil-
lion), once that volume was added to the 7,295 million which can be vouched 
for, the total amount would reach approximately 8,195 million lire, an amount 
very close to the fi gure mentioned at the Ministers’ Council.

Th e case of German aid is much more problematic. Diff erent studies off er 
a wide range of fi gures, from 430 million to 580 million RM, for the debt con-
tracted by the Francoist authorities, but none for the total amount of aid received 
from the Nazi regime.24 All these reconstructions are based on documentation 
generated at diff erent levels of the Nazi administration in the course of the sub-
sequent bilateral negotiation the function of which was to determine the volume 
of the debt contracted by the Spanish authorities. Hence the main objective of 
those reports, notes or estimates was not to establish the total amount of aid 
provided, but to determine which of the items might be considered to be a debt, 
what part of that debt could be subjected to the 4 per cent interest rate agreed in 
1937, and how the debt was to be paid back. 

It is possible, however, to detail the items and amounts proposed by the Ger-
mans in the subsequent negotiation of the debt. Th e total amount of 560 million 
RM ensues from the sum of all possible concepts, ranging from supplies to three 
armies through commercial obligations to the expenses of the Legion Condor.25 
However, the German authorities included in their calculation some items that 
can hardly be qualifi ed as military aid. For example, they claimed 45 million RM 
as compensation for the damages suff ered by properties belonging to German 
citizens during the civil war. On the other hand, in order to ascertain the total 
amount of aid, to the amount of the debt would have to be added the volume 
of payments made by the Francoist authorities during the war. Th ese payments 
were partly devoted to the anticipated payment of the debt and partly to other 
expenses such as the maintenance of the Legion Condor. Once these payments 
are included, the total amount of Nazi aid reaches 629 million RM (253 million 
dollars). 
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Table 8. 7. German aid.

Value
Maximum amount of debt claimed by Germany in 1939 558,53 mill. RM
Items not considered as aid 45 mill RM
Payments during the war 115 Mill RM
TOTAL 628,53 million RM 

(253,44 million dollars)
 Source: Martínez Ruiz (2006b).

In addition, the Francoist authorities received loans from several Spanish and 
foreign institutions and fi rms, notably from Portugal. Table 8.8 summarizes the 
available information, which is to be found in an incomplete list. We do not have 
any information regarding the commercial loans granted by foreign companies, 
for example Texaco or Standard Oil. However, we do know that other sources 
of foreign fi nance were used. Th us, during the course of the war obligations were 
established on Spanish citizens with respect to international means of payment. 
Spanish fi rms and nationals had to turn over to the State all minted gold and 
coins, as well as shares in internationally traded companies. Between March 
and December 1937, 1.43 million pounds, 3.46 million Argentinian pesos in 
shares and 8.54 million pesetas in gold were deposited. Th ese assets were used 
as guarantees for the securing of some of the foreign loans mentioned above, 
while some of the gold pesetas (4.7 million) were purchased by the Francoist 
authorities at the offi  cial exchange rate. Th ere were also voluntary contributions. 
Th e drive for funds was initiated by the so-called National Subscription set up 
on 17 August 1936, through which the National Defence Committee (the mili-
tary Junta) called for the population to donate foreign currency, jewels and gold. 
Th e quantity of these donations has not been determined with any precision, 
although some estimates exist for particular items.26 Of course, these quantities 
are only minimum estimates of the amounts raised by the Francoist; the real 
amounts may have been considerably higher.

Table 8.8. Other sources of foreign exchange.

Value
Portuguese credits 4.89 mill. $
Credits from other institutions 10.97 mill. $
Foreign currency donations 6.76 mill $ 
Gold donations 2.740 kg. (fi ne gold)

 Source: Martínez Ruiz (2006b).
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Conclusion

Th ere are four means of paying for a war: taxation, borrowing from the pub-
lic in the domestic market, borrowing in foreign markets and creating money.27 
How those means are combined to fi nance a given war varies greatly in accord-
ance with internal and external constraints, institutional factors and the length 
and intensity of the confl ict. Th e evidence shows that governments fi nance wars 
through a mixture of direct contemporaneous taxes, debt and money creation. 
Moreover, the same evidence shows that all wars have a major infl ationary com-
ponent built in to them since the infl ation tax is widely used as a consequence of 
the resort to money creation. 

In two recent books, distinguished historians have reviewed the econom-
ics of the two world wars.28 Both volumes examine the war experience of the 
main combatant countries and devote special attention to fi nancial questions. In 
all cases public expenditures increased and governments resorted to all possible 
means of fi nance for the war eff ort. When possible, taxes were raised. Borrowing 
was intense and, as a result, government debt multiplied. Defi cits were unavoid-
able, the upshot of which was new money being thrown into circulation causing 
infl ation and currency depreciation. Th e experience of at least three civil wars, 
preceding the Spanish one, in the nineteenth and twentieth centuries tells the 
same story. In the American Civil War the Union covered its expenses by raising 
new taxes, but most of the revenue needed to fi nance the war came from money 
creation (the well-known greenbacks) and from debt issuance. Unable to pay 
for the war eff ort through taxation, the Confederacy resorted to bonds selling 
in London or Amsterdam and to currency issuance on a huge scale. Infl ation 
in both the North and the South was the inevitable result of printing money.29 
During the long Mexican Civil War the two armies in confl ict tried to raise 
taxes, borrow from the public and sell bonds abroad. However, as this was not 
suffi  cient to meet expenses, the printing presses had to start working overtime. 
Prices skyrocketed and the Mexican peso depreciated sharply.30 Revolutionary 
Russia off ers a third, even more extreme, example. Th e Bolsheviks faced insur-
mountable diffi  culties fi nancing the war: the fi scal administration collapsed, the 
domestic fi nancial market vanished and markets abroad closed their doors on 
Soviet issues. Paper money became the sole means of fi nancing the defi cit caused 
by the increase in war expenditures. As was the case in other civil or international 
wars, in Russia, too, prices rose unrelentingly to reach hyperinfl ationary levels.31

What do we know about Spain? How did the Republicans and the nation-
alists meet the cost of the war? How the two combatants did fi nance the war? 
From where did they obtain the resources needed to pay for the war? Which of 
the two parties managed the resources under their command more effi  ciently? 
Did the Republican army lose the war because of lack of fi nancial resources?
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Th e civil war broke up the unity of the fi nancial system of the country. A new 
central bank was established in the Francoist zone that issued its own currency 
(the ‘nationalist peseta’, diff erent to the legal or Republican peseta issued by the 
Republican Bank of Spain). Moreover, the appearance of local and regional 
money in various areas of the Republican territory contributed to the fragmen-
tation of the monetary system. Hence, during the three years of the war there 
was no what can be called a national monetary system. Th e fi nancial evolution of 
the two combatants diverged and this posed a challenging problem aft er the war 
when the system had to be rebuilt. If the monetary systems diverged, the sources 
of fi nance, however, were more alike. Th is study has shown how the two sides in 
the Spanish Civil War resorted to all feasible means to raise the fi nance needed 
to pay for the confl ict: new taxes, public borrowing and money creation. Taxa-
tion was limited and neither of the sides was able to collect much of the money 
needed to meet the huge increase in expenditures entailed by the three years of 
confl ict. Domestic borrowing caused insurmountable diffi  culties, mostly the lack 
of a well-functioning and organized capital market, since the stock exchanges 
were closed in both zones. Furthermore, the issue of government debt was pre-
cluded since the two combatants had suspended the amortization and interest 
payments of the existing debt. Foreign credit, by contrast, was readily available 
to the Francoists as they received most of the necessary foreign funds on loan 
from their ideological allies (Germany and Italy) and from friendly Portuguese, 
Swiss and British banks. Th is was not the case for the Republicans. Th ey did not 
receive any foreign assistance from the democratic nations nor did they attempt 
to fl oat debt in London, Paris or New York despite having a large amount of gold 
that could have been used as a solid guarantee. Instead, they decided to sell the 
Bank of Spain´s metal reserves to pay for imported military and civil supplies. 
All in all, measured in dollars, the two sides secured equal amounts of external 
resources, as shown in Table 8.9.

Table 8.9. External sources of fi nancing (million dollars).

Republican government Francoist authorities
Allies credits (aid)  70 749.16
Assets sales Gold 665.4
 Silver 20
 Others 14 10.97
TOTAL  769.4 760.13

 Sources: see text.

Money creation was the main resource used by both Francoists and Republicans 
to pay for the war. At least 60 per cent per cent of all expenditure was fi nanced 
through the issue of new money. By way of advances and credits from the respec-
tive central banks the two parties were able to obtain all the revenue they needed 
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to meet the expenses of the war. Th ere was little diff erence between the Franco 
administration and the Republican government on this account. Accordingly, 
infl ation and currency depreciation in both zones was the inevitable result of 
overworked printing presses. In the Republican territory, prices rose unrelent-
ingly to hyperinfl ationary levels as the result of political instability, lack of 
confi dence in the military victory, the failure of controls and the loss of most 
of its agrarian and industrial base. Depreciation and infl ation was less acute in 
the Francoist territory where the administration enhanced its economic base, 
centralized the use of resources, adopted strict controls and continuously built 
up hopes of a favourable outcome to the war. As in all previous wars, the two 
Spanish combatants resorted to various methods to fi nance their expenditures, 
and as in all previous confl icts money creation was the main means of meet-
ing the fi nancial requirements of civil strife. Th e Republican army did not lose 
the war because of lack of fi nancial resources; in fact, the two armies spent the 
same amount of money. Rather, political, social, diplomatic and military factors 
played the decisive role; it is politics rather than economics that best explains the 
fi nal result of the war.
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9 THE LONDON FINANCIAL CRISIS OF 1914

Richard Roberts

On the eve of the First World War London was the world’s foremost international 
fi nancial centre, as it had been for more than a century. Other major fi nancial 
centres developed from the 1870s, notably Berlin and New York, principally to 
serve their rapidly growing domestic economies though they also increasingly 
provided international services, as did Paris and Amsterdam, London’s long-
standing juniors. However, the operation of fi rst mover advantages and powerful 
external economies of scale and scope ensured that London sustained a pre-emi-
nent position.1 Th us the eff ect of the expansion of international trade and capital 
fl ows in the fi rst era of globalization was both greater divergence in the provision 
of international fi nancial services, but also the emergence of a complex multipo-
lar pattern of convergence with London as the hub of a new fi nancial web. Th e 
crisis that engulfed London in summer 1914 shattered the international net-
work of fi nancial relationships and also threatened to destroy the mechanisms of 
London’s operations as a fi nancial centre.

‘It came upon us like a thunderbolt from a clear sky,’ marvelled fi nancial 
commentator Hartley Withers. ‘Th e fury of the tempest was such that no credit 
system could possibly have stood up against it’.2 Over the course of little more 
than a week London’s key international fi nancial markets broke down, threaten-
ing widespread bankruptcy among the specialist fi rms that operated in London’s 
wholesale fi nancial markets. Th e crisis also put at risk the domestic banking 
system and jeopardized sterling’s convertibility into gold and its role in the inter-
national fi nancial system. 

Th e unprecedented scale and scope of London’s fi nancial crisis of 1914 was 
matched by unprecedented intervention in the fi nancial system by the British 
state. Th e authorities mounted a series of novel initiatives to save the banks and 
revive the markets, including contemporary forms of quantitative easing, the 
removal of ‘troubled assets’ from the money market, and partial recapitalization 
of the banking system by government guaranteed loans at signifi cant risk to tax-
payers. Th e measures proved successful – by early 1915 the City’s markets were 
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operating once more and failures among fi nancial fi rms were minimal. By then 
Britain was at war and the restored fi nancial mechanisms were being put to work 
serving their saviour by funding the war eff ort.

Breakdown of the International Financial Markets
London’s fi nancial markets were not even ‘ruffl  ed’ by the assassination of Aus-
trian heir-apparent Archduke Franz Ferdinand in Sarajevo on 28 June 1914.3 
In following weeks bond yields showed no signs of anxiety: aft er all, there had 
been international tensions the previous three summers.4 War-risk perceptions 
were rudely transformed by news of an Austrian ultimatum to Serbia that hit the 
markets ‘like a  bombshell’ on Friday 24 July.5 Over the course of the following 
week the key international fi nancial markets – the foreign exchange market, the 
sterling money market and the London Stock Exchange – broke down.

Foreign Exchange Market

Th e London money market and capital market, and their participants, were 
creditors to the world on a huge scale. Th e scramble for liquidity from 24 July led 
to the disintegration of the mechanisms of international remittance through the 
foreign exchange markets.6 International loans raised in London, whether short-
term trade credits or long-term bonds, were provided in sterling and had to be 
serviced and repaid in sterling, with aggregate payments of millions of pounds 
being required every day.7 Before the First World War, the principal instrument 
for the settlement of sterling obligations by overseas borrowers was the ster-
ling bill of exchange. Sterling bills were created by participants in the London 
money market, which was the forum in which they were traded. However, so 
widespread was the use of the sterling bill – it was estimated that sterling com-
mercial bills fi nanced 90 per cent of British trade and 50 per cent of world trade 
– that they were constantly bought and sold by banks across the world.8 Over-
seas recipients of payment by a sterling bill obtained local currency by selling it 
to a local bank, while those needing to settle obligations in London were buyers. 
By 1914 telegraphic transfer of funds between banks was a possible alternative 
form of remittance, but it was relatively costly and in fact little used unless rapid 
settlement was of paramount importance.9 

Th e shipment of gold was a further possible means of international settlement. 
Under the gold standard each participating currency had a fi xed parity against gold, 
but there was also a market price for gold. If the market price of gold rose above, 
or fell below, the fi xed price plus the costs of transport and insurance, it became 
profi table to ship gold between countries. Th ese so-called ‘gold points’ provided 
the usual upper and lower bounds of fl uctuations in the gold price, since arbitrage 
between centres would quickly restore price diff erentials to within the bands. 
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In the decades before the war the international circulation of the currencies 
of the US, Germany, France, Japan and other gold-standard countries, was grow-
ing, leading to increased need for foreign exchange facilities especially against 
sterling. Th ese were provided by the expansion of the foreign exchange markets 
outside London: in Paris for francs; Berlin for marks; New York for US dollars; 
etc. Th us, for instance, it was in Paris, not London, that holders of sterling bills 
sold them for francs, or parties needing to settle in sterling bought sterling bills 
with francs. Th is structure worked adequately so long as there was a supply of 
sterling bills in the world’s foreign exchange markets to meet the requirements 
of debtors to the London fi nancial markets.

Beginning on Friday 24 July, the world’s foreign exchange markets experienced 
a scramble for sterling bills. On Tuesday 28 July remittance to London became 
impossible, preventing debtors, however solvent and willing, from making cross-
border payments to meet their obligations.10 Th at day, bidding for sterling in 
New York pushed the pound above the upper gold point of $4.89 to $4.93; by 1 
August the exchange rate had reached $6.50 ‘a level never seen before’.11 Bankers 
who had known nothing but the gold standard were astounded by the gyrations 
of the dollar and the franc. ‘Th e condition of the foreign exchanges is, we believe, 
without precedent,’ declared Th e Economist, ‘and the world (as an experienced 
banker said to a member of Th e Economist’s staff ) seems to be returning to a basis 
of cash and barter’.12

Sterling Money Market

Simultaneous with the turmoil in the foreign exchanges the sterling money 
market was also experiencing grave diffi  culties. Th e unique size and liquidity of 
London’s sterling money market was a key factor in the City’s pre-eminence as 
an international fi nancial centre before 1914. It was a wholesale, over-the-coun-
ter market among banks that they used to profi tably deploy surplus balances 
and to meet funding requirements. Th e unrivalled opportunities provided by 
the London money market for treasury activities was the foremost reason why a 
score of foreign banks maintained branches in London.

Th e key instrument traded in the London money market was the sterling 
bill of exchange arising out of international trade transactions (typically of 
three-month maturity). On the buy-side the foremost purchasers of bills were 
domestic and foreign banks, high quality bills forming an important part of 
their second line liquid assets. Th e money market was served by a set of interme-
diary fi rms – the discount houses – that acted as brokers and jobbers (combining 
the roles). Th ey enjoyed privileged access to discounting (purchase) facilities for 
their holdings of bills at the Bank of England. Th e discount houses funded their 
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bill portfolios by call loans from domestic and foreign banks collateralised by the 
bills, such loans also constituting part of banks’ liquid assets.

On Saturday 25 July, the discount rate for bills in the London money market 
was 3 per cent (bank rate). By Wednesday 29 July, buyers were being off ered a 
5 per cent discount rate and there were reports of transactions taking place in 
the next few days at 10 per cent or even 15 per cent.13 Th e early days of the week 
saw reductions in call loan facilities to the discount houses by the clearing banks 
and ‘heavy calls’ by foreign banks.14 Th e discount houses turned to the Bank of 
England for support, resulting in a trebling of the volume of the Bank’s discounts 
and advances from £13 million on Saturday 25 July to £40 million on Friday 31 
July. Money market activity plummeted under these conditions; by the end of 
Wednesday 29 July market prices had become nominal and the London money 
market was ‘reduced to a condition of paralysis’.15

Th e negotiability of a bill of exchange was enhanced by its endorsement by 
an ‘acceptor’ – a fi rm or bank which guaranteed payment to the holder upon 
maturity in case of default by the debtor. Acceptance business was the specializa-
tion of a set of City fi rms known as accepting houses (merchant banks) whose 
outstanding acceptances totalled some £115 million on the eve of war.16 Th e 
accepting houses, such as Barings, Rothschilds or Schroders, had modest capi-
tals, estimated in 1914 at £20 million in aggregate.17 Th ey depended on punctual 
remittance from overseas clients to be able to meet their acceptances liabilities.18  
‘Th eir capital was ample to provide a guarantee fund against any occasional 
default,’ observed Treasury offi  cial R. G. Hawtrey, ‘but was quite inadequate to 
cope with a complete breakdown. Th e City was suddenly confronted with the 
prospect of a general suspension among the very names which were regarded by 
the discount market as the most unexceptionable’.19

Th e breakdown of remittance from foreign borrowers in respect of matur-
ing acceptances meant that acceptors had to meet the payments as they became 
due. Desperate to avoid further liabilities, from Monday 27 July the accepting 
houses refused to undertake new acceptance business.20 In eff ect, as outstanding 
bills matured London acceptors were withdrawing available international credit at 
around £3 million each working day, contributing to the dearth of sterling bills.21 
But the retrenchment was too little, too late. On Wednesday 29 July, Frederick 
Huth Jackson, a leading merchant banker, confi ded to City editor Sir George 
Paish that his own fi rm and seven other accepting houses – one-third of the sector 
– were on the brink of insolvency.22 Th e failure of an acceptor would render worth-
less its guarantee in respect of all outstanding bills in the market that bore its name, 
impairing the bill portfolios of the discount houses and banks. Th e scale of fail-
ure foreseen by Huth Jackson conjured the prospect of wholesale ruin among the 
accepting houses and discount houses, destroying the traditional infrastructure of 
the sterling money market, and endangering the stability of the banking system.
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Capital Market – London Stock Exchange

In 1914 the London Stock Exchange was the largest and most liquid securities 
market in the world. Th e rules of the exchange imposed a strict division of activ-
ity between two types of member, brokers and jobbers. Brokers acted as agents 
on behalf of non-member buyers and sellers. Jobbers made a market in particu-
lar securities, quoting buy and sell prices to brokers. Brokers had modest capital 
requirements, but jobbing involved holding a stock of securities that required 
substantial working capital. Th ese funds, totalling £81 million in summer 1914, 
were borrowed as short-term call loans roughly-half-and-half from the clearing 
banks and the London branches of foreign banks.23 Th e banks’ loans to jobbers 
were collateralized by the securities they funded, plus an element of margin. Th e 
collateral securities were regularly marked-to-market and if the price went down, 
fi rms had to provide increased margins or sell the security and repay the loan. 

Th e system operated satisfactorily in normal markets, but, as a banker put it: 
‘the delicate fi nancial mechanism of modern London had never been put to the 
test of a European war’.24 Th e ‘deluge’ of selling orders on Continental account 
sent securities prices plummeting.25 Confronted by a relentless one-way market, 
‘bewildered’ jobbers stopped dealing.26 Th e price falls triggered margin calls from 
the banks. Moreover, the banks, especially foreign banks, were calling in their call 
loans to boost their liquidity or transfer funds from London. Either way, jobbers 
disastrously found themselves being forced sellers in a market without buyers. 

Brokers were in trouble too. As chance would have it, the closure of the nine-
teen-day Stock Exchange account, at which settlement was due from buyers and 
sellers, fell on Wednesday 29 July in the thick of the emergency. Brokers who 
had executed transactions for foreign clients who were unable to remit sums due 
because of the breakdown of the foreign exchanges had to make the payments 
themselves. Seven fi rms failed on Wednesday 29 July and several more on Th ursday 
30 July.27 To forestall large-scale failures, the management closed the Exchange on 
Friday 31 July. 28 Th is halted the ruinous write-downs since there were no longer 
quoted prices to serve as mark-to-market benchmarks. With the closure of the 
New York Stock Exchange a few hours later, all the world’s major stock markets 
were shut.29 (Berlin closed well ahead of London, as did the Coulisse in Paris; the 
Bourse remained open nominally, but there were no transactions).

Th e Banks and Bank Rate

Th e Banks

Th e market breakdowns threatened the solvency of the banks. On the asset side, 
the banks experienced drastic reductions in the liquidity and value of their loans 
and investments: (1) their second line liquid assets – call loans to the discount 
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houses and stock exchange fi rms, and their holdings of commercial bills – had 
become unmarketable or unrecoverable; (2) their holdings of securities were 
unrealizable; and (3) they faced the prospect of having to pay out on account of 
bills for which they had acted as acceptors but had not received remittance (the 
same problem as the accepting houses). Sir Edward Holden, chairman of the 
London City and Midland Bank, one of the biggest, warned the Chancellor that 
almost seven-eighths of the major banks’ assets were ‘frozen up’.30 

Th e alarming deterioration in the banks’ liquidity and their anxieties about 
their vulnerability to a run on deposits led leading bankers to make a joint proposal 
to the Treasury on Friday 31 July. To boost their liquidity they proposed that they 
should deposit £15 million of their gold reserves, plus £30 million of securities 
and commercial bills (currently unmarketable), in return for £45 million of new 
Bank of England notes. Th is would have doubled the £44 million of Bank notes 
outstanding. Th e scheme would also have the virtue of substantially increasing 
the amount of gold at the disposal of the Bank of England. Th e adequacy of the 
level of the Bank’s gold reserve had been a concern among commercial bankers for 
two decades, and was a source of considerable friction between commercial banks 
and the central bank.31 Lloyd George was apparently ‘attracted by it’, but ulti-
mately gave way to the combined opposition of the Bank and Treasury offi  cials 
who regarded the bankers’ scheme as a means of advancing their power.32 

Over the days either side of 31 July, while the bankers’ scheme was being 
formulated and considered, the banks hoarded their gold.33 Th e annual sum-
mer bank holiday, which fell on Monday 3 August, always generated substantial 
withdrawals to pay wages or meet holiday expenditures. But instead of paying 
depositors in gold sovereigns (£1), the everyday circulating currency, the banks 
paid them in Bank of England notes whose minimum £5 denomination (£430 
in 2009 money) was highly inconvenient.34

More than 5,000 recipients took them to the Bank of England to be cashed 
into sovereigns.35 Th is resulted in queues outside the Bank from Th ursday 30 
July, presenting an unfortunate impression – a run on the central bank. Doing 
his rounds of the City that day, Sir George Paish, editor of the Statist an infl uen-
tial business weekly, was told by the general manager of Lloyd’s Bank, the biggest 
British bank with deposits of £107 million, that a general run on the banks was 
underway. Paish recalled that:

I hurried round to the Bank of England and there found an immense queue waiting 
to cash their notes … Hundreds and hundreds of people waiting as patiently as pos-
sible to see if their money was still safe! A taxi took me to Downing Street to see Mr 
Lloyd George [Chancellor]. ‘Th ere is panic in the City,’ I said, ‘and something has to 
be done about it.’36
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Widely reported in the press, the lines outside the Bank of England unnerved 
depositors. On Saturday 1 August the run claimed a victim, the National Penny 
Bank, a London bank with a dozen branches and £2.4 million of deposits.37 

Th e conduct of the banks during the fi nal week of July came in for sharp criti-
cism by the Governor and by the Chancellor’s principal Treasury offi  cials, Sir John 
Bradbury, Permanent Secretary, and Basil Blackett, who on Saturday 1 August 
wrote to John Maynard Keynes that ‘the joint stock banks have made absolute 
fools of themselves and behaved very badly’.38 Keynes subsequently subjected 
the bankers to public censure and ridicule in a number of articles that attracted 
considerable attention.39 He levelled a variety of charges against the banks of pur-
suing self-serving acts or proposals: failing to support client stock-exchange fi rms 
and discount houses; lobbying for suspension of sterling’s convertibility into 
gold; pressing for the general moratorium; and hoarding their gold: ‘our system 
was endangered, not by the public running on the banks, but the banks running 
on the Bank of England’.40 Historians have been more sympathetic to the banks’ 
plight, while acknowledging that it was ‘not their fi nest hour’.41

Bank Rate

At the onset of the crisis, Bank rate (the rate at which the Bank discounted eli-
gible bills presented by the discount houses) was 3 per cent. Demands on the 
discount houses led them to discount a huge volume of bills at the Bank. Th e 
Bank responded by raising Bank rate from 3 per cent to 4 per cent on Th ursday 
30 July, and to 8 per cent on Friday 31 July, the highest rate for forty years.42 

On Saturday 1 August, the Governor sent a letter to the Chancellor warning 
that unless the government gave the Bank permission to issue notes in excess of 
the legal limit, the procedure used in the crises of 1847, 1857 and 1866, the Bank 
would shortly be obliged ‘to curtail the facilities which, under present conditions, 
we regard it as essential to off er to the trade and commerce of the country’.43 He 
promptly received a letter signed by the Prime Minister and Chancellor author-
izing the Bank to exceed the legal issue conditional on a minimum Bank rate of 
10 per cent, following precedent.44 Th us on Saturday 1 August Bank rate was 
hiked again to 10 per cent. 

Th e authorities were following orthodox practice for dealing with a fi nan-
cial crisis: make funds liberally available at a penalty rate. But the crisis was by 
no means an orthodox commercial panic and the sudden and unprecedented 
‘skyrocket jump’ in Bank rate astounded the market and observers.45 Keynes 
criticized the ‘violent movement’ as undermining confi dence by causing ‘great 
alarm’ to the discount houses and among the general public.46 Likewise, fi nancial 
commentator Hartley Withers condemned the authorities’ action as ineff ective 
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and counter-productive: ‘a most untimely shock to the public’s nerves … merely 
for the sake of blindly following a mouldy old precedent’.47

Saving the System
Th e fi nancial meltdown, against the prospect of a European war, necessitated 
state intervention to secure the country’s payments and credit mechanisms. Crisis 
meetings took place day-and-night at the Treasury from Friday 31 July to Th urs-
day 6 August, a week that saw Britain’s entry into the war at midnight on Tuesday 
4 August. Since neither the Treasury nor the Bank of England had a contingency 
plan for war, on Monday 3 August the authorities’ extended the summer bank 
holiday for a further three days buying time to work out what to do.

Th e quest for solutions to the fi nancial crisis was energetically led by the 
Chancellor, supported by Treasury offi  cials and other advisers. Lloyd George 
was not an expert on banking or fi nancial markets and relied heavily on support 
from Sir Walter Cunliff e, the haughty but shrewd Governor of the Bank of Eng-
land.48 Further guidance was provided by two confi dants, Sir George Paish and 
Lord Reading. Paish, a leading fi nancial and economic commentator, had acted 
as adviser to Lloyd George on fi nancial issues since 1909.49 Reading was a bar-
rister who specialized in City cases and had recently joined the Cabinet as Lord 
Chief Justice.50 Lloyd George also drew on the expertise of Edwin Montagu MP, 
Financial Secretary to the Treasury (who hailed from a prominent merchant 
bank family), and closely involved the Shadow Chancellor, Austen Chamber-
lain MP. Lloyd George and his colleagues explored potential ways forward with 
a large number of senior fi gures representing the banks, the accepting houses, the 
Stock Exchange, Chambers of Commerce, merchants and industrialists.

Also present at the Treasury during the crisis meetings was thirty-one-year 
old John Maynard Keynes. Summoned for advice by Blackett, Keynes arrived at 
Whitehall from King’s College, Cambridge, in his brother-in-law’s motorcycle 
sidecar on Sunday 2 August. He wrote several briefi ng notes on aspects of the 
crisis that had infl uence, though his name does not appear among those listed 
as attending meetings and Lloyd George’s memoirs make no mention of him.51 
Moreover, he did not secure the hoped for appointment as economic adviser, the 
position having gone to Paish. Keynes eventually joined the Treasury in 1915 as 
Paish’s assistant.52

Convertibility, Moratoria and Emergency Currency

Th e Treasury conferences focused on three main subjects: the convertibility of 
the pound into gold; payments moratoria; and the creation of an emergency cur-
rency. As regards convertibility, the bankers favoured suspension but Paish and 
Keynes argued strongly for its retention and Lloyd George accepted their advice. 
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Th eir analysis was resoundingly vindicated – the convertible pound attracted a 
huge infl ux of foreign gold seeking a safe haven and the Bank’s bullion holdings 
soared; between 7 August and 15 December, the Bank of England’s gold reserve 
rose from £26 million to a record £73 million.53 Th e pound remained nominally 
convertible into gold throughout the war, but in practice a series of regulations 
made it increasingly diffi  cult for the public to exercise the right.54

On Sunday 2 August, by royal proclamation, a one-month moratorium was 
introduced on the payment of bills of exchange that relieved the immediate 
threat to the accepting houses. Four days later, a second ‘general moratorium’ was 
introduced by which any payment arising out of a contract made before 4 August 
could be postponed, with interest due from the debtor. Exceptions included 
wages and, inevitably, taxes. Cunliff e thought the general moratorium unnec-
essary, but the bankers pressed hard for it as a further safeguard against a run 
on deposits: ‘they wanted security and more security’, observed Clapham, ‘and 
it was given them’.55 Manufacturers and retailers were soon complaining about 
the conduct of the banks, accusing them of limiting credit to customers despite 
the protection provided by the moratorium.56 ‘I have had some complaints that 
the Banks are not quite playing the game as far as traders are concerned’, Austen 
Chamberlain informed Lloyd George on 11 August, less than a week aft er the 
introduction of the general moratorium.57 As the threat of a meltdown of the 
fi nancial system began to recede, the economy faced a diff erent challenge – an 
acute credit crunch stemming from a drive by the banks to boost their liquidity 
by all means possible.

Th e issue of currency notes by the Treasury, not the Bank, to meet the banks’ 
need for liquidity to meet a potential run when they reopened was another bold 
move. Probably the most compelling reason was, as Lloyd George put it, ‘an 
advantage to the Government from a Revenue point of view’ – i.e. seignorage.58 
An additional consideration was that the government was told that Bank of 
England notes would be unacceptable in Scotland and Ireland.59 Furthermore, 
the Bank was unable to promise to meet the delivery deadline while printers De 
La Rue were able to do so in three days using postage-stamp paper.60 Neverthe-
less, the Governor was displeased by what he called ‘this arrangement of yours’ 
to Lloyd George.61 

Th e Treasury’s currency note scheme authorized possible drawings by the 
banks of up to £225 million (20 per cent of their liabilities). Th is was a heft y 
fi vefold increase on the £44 million Bank of England notes outstanding, and 
more than doubled the £200 million total of notes and currency in circulation.62 
In fact, the initial circulation was only £4.1 million because of problems with 
printing and distribution; however, by the end of the year £38 million was in 
circulation.63 Like Bank notes, the Treasury currency notes were convertible into 
gold at the Bank of England. With the Treasury currency notes (known as ‘Brad-
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burys’) and the general moratorium in place, Bank rate was reduced to 6 per cent 
on Th ursday 6 August.

Reopening of the Banks – Friday 7 August

Friday 7 August saw the end of the extended bank holiday. Th eir tills primed 
with shoddily printed new Treasury notes, the banks opened for business. But 
the feared run did not materialize. 64 Th e non-event features in H. G. Wells’s 
semi-autobiographical novel Mr Britling Sees It Th rough: ‘When the public went 
to the banks for the new paper, the banks tendered gold – apologetically. Th e 
supply of the new notes was very insuffi  cient, and there was plenty of gold’.65 Th e 
following day Bank rate was cut to 5 per cent, where it remained for the next 
two years. In fact it was purely nominal and ‘completely ineff ective’; henceforth, 
short-term rates were determined by the Treasury bill rate and long-term rates by 
government War Loan bond issues.66

Reviving the City

With the banks and the domestic payments mechanisms safeguarded by the 
moratoria and the emergency currency, Lloyd George’s advisers turned their 
attention to the problems of the breakdown of remission across the foreign 
exchanges and the paralysis of the sterling money market. Within a week of the 
reopening of the banks on Friday 7 August, two further initiatives were launched 
by the authorities to revive activity: the establishment of overseas gold deposito-
ries; and a ‘cold storage’ scheme for pre-war bills of exchange. 

A new mechanism for transatlantic payments was created on 10 August with 
the opening of a Bank of England account to receive and purchase gold at the 
Canadian Finance Ministry in Ottawa, thereby overcoming the expense and risk 
of shipping metal in wartime.67 Depositors of gold at the Ottawa Mint received 
a sterling credit with the Bank with which they could meet obligations in Lon-
don; by the end of the year the equivalent of $105 million (£21 million) had 
been remitted this way. Similar arrangements soon followed with South Africa, 
India, New Zealand and Australia.68 By December sterling exchange rates with 
the US and the major countries of the Empire had become ‘nearly normal’.69

‘Cold Storage’ Scheme for Pre-War Bills 

Th e foremost obstacle to the revival of the sterling money market was the large 
volume of unmarketable bills of uncertain value for which remittance had not 
been received from foreign debtors – the ‘troubled assets’ of the day. However, 
it was expected that the war would be short and that the money market prob-
lem was principally one of liquidity rather than solvency. ‘Most of these bills 
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are good and were the machinery of credit to be restarted the means of meet-
ing them would soon be forthcoming’, Paish told Lloyd George on Th ursday 6 
August. ‘All that is needed is the machinery for and the means of holding the 
bills until the money is received to pay them’.70 Six days later, on Wednesday 12 
August, the Chancellor unveiled a ‘cold storage’ scheme by which the Bank of 
England would buy pre-war bills, being guaranteed against loss by the Treasury.71 
Th e purchase price was Bank rate – 5 per cent of value to maturity – the Bank’s 
usual discount rate, with no premium to cover the risk of loss being assumed by 
taxpayers. A further favourable feature of the scheme for sellers – the banks and 
discount houses – was that they were relieved of the usual secondary recourse on 
the bill. Th e accepting houses continued to be liable for their bills on maturity, 
but the liability was removed from the market and concentrated at the Bank of 
England. ‘A Government guarantee to the Bank against losses on fi nancial opera-
tions of a commercial character’, observed the Statist, ‘is absolutely unique’.72 Th e 
eff ect, reported the Bankers’ Magazine, was ‘of sending holders pell-mell to the 
Bank of England, not simply to obtain the necessary fi nancial accommodation, 
but to get rid of all liability on the part of the holder. So great was the pressure 
on the Bank that it became almost a physical impossibility to deal each day with 
the mass of bills presented’.73

Th e money market in July 1914 comprised £450 million of fi nance and com-
mercial bills, plus £15 million of Treasury bills.74 An estimated £350 million 
were ‘prime’ bills – endorsed by an accepting house or major bank – and £100 
million so-called ‘trade bills’. Th e prime bills comprised £140 million of com-
mercial bills – ‘approved bills’ eligible for discount at the Bank of England – plus 
£210 million of fi nance bills (issued by banks for funding and normally ineligi-
ble for discount at the Bank. Under the cold storage scheme the ‘approved bill’ 
category was broadened to encompass also ‘good trade bills and acceptances of 
such foreign and colonial fi rms and bank agencies as are established in Great 
Britain’.75 Th us the total approved bills comprised potentially some £240 mil-
lion. In the event, the Bank purchased £120 million of bills, amounting to half 
of extended approved bills or a quarter of the entire money market. Th is was 
intervention in the fi nancial system on an astonishing scale – 65 per cent of 
1913 central government expenditure; 5 per cent of GDP – and at potentially a 
substantial cost to taxpayers.76

Th e Bankers’ Magazine reported that the money market was ‘staggered’ by 
the boldness of the move, while the Statist hailed it as ‘beyond praise’.77 But there 
was criticism from manufacturers and merchants that the scheme went ‘too far’ 
in its generosity towards the banks.78 ‘I think it may very well be that we shall 
have to give cash for bills which the banks regard as hopeless’, commented the 
Chancellor, who seems to have privately agreed with the critics. ‘I have no doubt 
we shall have many of their losses dumped upon us. But this is a great national 
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emergency and we have no time to pick and choose … when we want to get the 
trade of the country in motion. We shall, of course, make a loss, but the loss will 
be very much greater if you stop the trade of the country for even two or three 
weeks’.79

Credit Crunch

Th e Chancellor and his advisers expected the cold storage scheme to promptly 
relieve the credit crunch in two ways. First, the currency notes received by the 
banks for the bills sold to the Bank would provide them with the liquidity to 
start lending again.80 Second, the removal of the pre-war bills that were chok-
ing the money market would make its facilities available for the creation of new 
credit instruments. But they were disappointed on both scores.

Lloyd George told the bankers that he expected that the removal of their 
illiquid bills, potentially at taxpayers’ expense, would be matched by liberal lend-
ing to business. But it didn’t happen. ‘Banks’ position not improved’, reported 
Paish to Montagu on 15 August. ‘Th ings are not improving. Do not fi nd any 
disposition to do business at all. Joint stock bankers not moving at all’.81 A week 
later the Statist informed readers that: ‘the joint-stock banks are doing little … 
complaints reach us from all parts of the country that ordinary accommodation 
is not given’.82 Lloyd George was furious. ‘If the Government and the country are 
prepared to take risks, they must take risks as well’, he thundered to the House 
of Commons on 26 August, warning that: ‘It may be necessary to take stronger 
action. A good deal depends upon the banks’.83

While the banks were unwilling to make the ‘vast sums’ they were accumulat-
ing available to commercial clients, lending to the state was a diff erent matter.84 
Th e fi rst wartime issue of Treasury bills was made on 19 August. Applications 
totalling £42 million were received for the £15 million of bills on off er and the 
funds were secured for a 3.6 per cent discount, notwithstanding nominal Bank 
rate at 5 per cent, an ‘extraordinarily low average … so that in this direction alone 
the Government reaped a very great advantage from its bold policy in coming to 
the assistance of the money market’.85

A poll of 10,000 fi rms asking whether they favoured an extension of the 
general moratorium aft er its expiry on 4 September produced a majority for 
termination.86 Nonetheless, it was decided that ‘the recovery … has not been 
suffi  cient to justify a termination of the moratorium … there is much still to be 
done to re-erect the fabric of credit’.87 Accordingly, the moratoria were extended 
for a further month to 4 October. Th is rejection of the clearly expressed wish of 
domestic industry and trade has been interpreted as evidence of establishment 
bias in favour of fi nancial interests.88 But in the context of the market breakdowns 
and the requirements for war fi nance, the authorities were just playing safe.
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Advances to the Accepting Houses

Only two days aft er the launch of the cold storage scheme, Montagu counselled 
Lloyd George that: ‘If I may be allowed to express an opinion, I think that you 
will have to amend your scheme, and that you will have to put endorsers in the 
same position as holders if you want the banks and Acceptance Houses to move’.89 
Th is was because the cold storage scheme left  accepting houses ultimately liable 
for their pre-war bills and thus in no position to give new endorsements.90 In the 
meantime, the money market remained idle despite the cold storage arrange-
ments. On 4 September, it was announced that the Bank of England would 
advance funds to acceptors to pay pre-war bills on maturity, with the govern-
ment guaranteeing the Bank against loss.91 Th e advances would cost borrowers 2 
per cent above Bank rate, a steep premium relative to prevailing market rates, but 
the loans would not be repayable until one year aft er the end of the war.

In total £74 million – 40 per cent of 1913 government expenditure; 3 per 
cent of GDP – was advanced to acceptors under this scheme.92 Most of the funds 
were used to pay off  cold storage bills in the hands of the Bank; by November 
1914 the Bank’s holding of such bills was down to £12.5 million (from £120 
million).93 Creditworthy acceptors found that it was signifi cantly cheaper to 
borrow from the banks than to pay the Bank 7 per cent interest, resulting in sub-
stantial pay-off s of pre-war advances. By August 1915, the outstanding aggregate 
of funds provided under government guarantee – (1) pre-war bills bought by 
the Bank; and (2) advances against pre-war acceptances provided by the Bank 
– had fallen to £39 million.94 Th is was principally the result of the resumption of 
remittances from abroad, particularly from American and British Empire debt-
ors as well as £8 million on account of Russian bills.95 Th ereaft er, the outstanding 
pre-war debts were largely owed by German and Austrian debtors from whom 
no remittance could be expected until aft er the war.

Easing of the Credit Crunch and the End of the Moratoria

Th e provision of Treasury notes and the discounting of pre-war troubled bills 
resulted in the banks being awash with cash.96 From late-September the credit 
crunch began to ease. ‘As confi dence revives’, reported Th e Economist, ‘the banks 
begin to look around for chances of employing their large Bank of England bal-
ances on remunerative terms, the bill market tends to become easier’.97 However, 
progress in the development of new commercial bill business was painfully slow; 
in late October it was estimated that it was just 5 per cent of the normal volume 
before the crisis.98 On one hand, the fall in activity was due the disruption of 
home and foreign trade that came with the war.99 But on the other, it appears 
that alternative credit arrangements had replaced the bill of exchange: ‘there is 
no doubt’, stated Th e Economist, ‘that a large part of our foreign and colonial 
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trade is now being carried on without the assistance of the bill on London’.100  
With conditions still uncertain, on 30 September the moratorium on general 
payments was extended for further month to 4 November, though the mora-
torium on bills was continued for only to 19 October.101 Th ese were the fi nal 
extensions, both of which lapsed with ‘singularly little fuss’.102

Reopening of the London Stock Exchange

Th e diffi  culties of stock-exchange fi rms on account of funds owed by overseas 
clients relented as a number of foreign bourses reopened and remittance across 
the foreign exchanges eased. Despite the closure of the exchange, cash dealings 
in securities continued, being conducted face-to-face in City streets, hotels, 
brokers’ offi  ces and via the Extel tape.103 Enterprising auction houses undertook 
public auctions of securities, while the Daily Mail launched a small-ad section 
for buyers and sellers. Returning confi dence was refl ected in the growth of the 
volume of securities traded by these means. On 18 November, the settlement of 
the account postponed by the closure of the exchange on 31 July on took place 
smoothly. December saw a marked rise in the price of securities on the street 
market, regaining pre-crisis levels. Th e reopening of the Stock Exchange on 4 
January 1915 marked the end of the crisis.104 

Outcomes

Th e City Saved

Lloyd George titled a chapter of his war memoirs: ‘How We Saved Th e City’.105 
Under his leadership an unprecedented fi nancial crisis was met by unprece-
dented state intervention. But, as the Chancellor pointed out, he acted not to 
preserve the fi nancial markets and their participants just for their own good, but 
for the common good: to fi nance food and raw material supplies from overseas; 
to sustain business activity, especially the export industries, to avoid large-scale 
unemployment; and to protect the country’s payments system and thus, among 
other things, the government’s ability to raise tax revenues. With Britain’s entry 
into the war on 5 August, maintenance of a functioning fi nancial system became 
a crucial part of the national and allied war eff ort.

Th e authorities achieved their fundamental crisis objective. Th e existing 
structure – the money market, with its discount houses and accepting houses; 
the stock market, with its brokers and jobbers; and the banks – was preserved. 
(Th ough within that framework there were signifi cant shift s in how business 
was conducted.) Furthermore, there was a surprisingly small number of failures 
among individual City fi rms and banks. Th e crisis saw the failure of just seven-
teen stock exchange fi rms, and a single, small, bank.106 All the accepting houses 
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survived, though many were mothballed for the duration. Aft er the war several 
smaller fi rms combined, including Governor Cunliff e’s fi rm, or were wound up. 
Again, the authorities’ aim of preventing the failure of banks and other fi nancial 
fi rms was achieved.

Having saved the fi nancial system, the state promptly made use of it for its 
own purpose – to fund the war eff ort. Th e currency notes and purchases of cold 
storage bills conveniently provided the banks with the means to mop up the 
fl ood of government paper. Between 19 August and the end of October 1914, 
six issues of Treasury bills of £15 million each were made; in January 1915 out-
standing Treasury bills totalled £100 million, and in 1921, at the peak, £1.2 
billion.107 During the war the Treasury bill replaced the commercial bill as the 
key money market instrument and the daily bread of the discount houses

Th e Stock Exchange was still shut when the fi rst War Loan bond issue was 
launched on 18 November 1914. At £350 million – 190 per cent of pre-war gov-
ernment expenditure and 14 per cent of GDP – it was, boasted Lloyd George, 
‘the largest loan ever raised in the history of the world’.108 Most of the loan was 
subscribed for by ‘the great fi nancial interests,’ though the issue also attracted 
100,000 ‘small people’.109 Th e reopening of the Stock Exchange not long aft er 
provided a secondary market for this unprecedented army of bondholders and 
an institutional framework for further War Loan issues, with war fi nance becom-
ing the core business of the London capital market.

Criticisms and Caveats

During the emergency people were mostly thankful for the ‘boldness’ and vigour 
with which the fi nancial crisis was handled by Lloyd George and his colleagues.110 
Yet a number of criticisms or caveats were expressed at the time and later. Th at 
despite the extensive military planning for war, there were no fi nancial prepara-
tions by the Bank or Treasury. Th at the general moratorium, insisted upon by the 
banks, was unnecessary and harmful to domestic manufacturers, merchants and 
retailers and to London’s international fi nancial operations. Th at hiking Bank 
rate from 3 per cent to 10 per cent in three days was an extreme and damaging 
overreaction; an inappropriate orthodox response to a far from orthodox crisis.111 
Th at, with the benefi t of hindsight, it would have been better if the emergency 
currency had comprised Bank of England notes not Treasury notes; thus there 
would not have been a handy source of funds to boost the country’s circulat-
ing currency almost threefold over the course of the war, from £170 million to 
£470 million, with £295 million Treasury notes outstanding in November 1918, 
generating an 120 per cent increase in prices – in stark contrast to decades of pre-
war price stability.112 But one crisis decision that the authorities indisputably got 
right was the retention of sterling’s convertibility into gold. Th e maintenance of 
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convertibility kept faith with the holders of sterling and sterling-denominated 
securities around the world, even though conversion became restricted in prac-
tice. Th is proved vital for raising loans overseas later in the war. 

It was the banks rather than the authorities that were the butt of most criti-
cism. For refusing to pay out gold sovereigns at the end of July. For misguidedly 
pushing for the suspension of sterling’s convertibility into gold. For the various 
further self-serving proposals or acts catalogued by Keynes. For limiting credit 
to business despite extensive government assistance through the cold storage 
scheme, incurring the Chancellor’s wrath. ‘It is diffi  cult to resist the view,’ con-
cluded economist E. Victor Morgan in 1952, reviewing the crisis of 1914 in 
the wake of a further world war, ‘that Government was too much infl uenced by 
purely banking advice’.113

Epilogues

Paish told Lloyd George that the cost to taxpayers of the cold storage scheme 
might be as much as £50 million.114 Th at was the sum the Chancellor suggested 
to parliament in November 1914, observing that: ‘the total losses upon the 
whole of these transactions will not be equal to the cost of a single week of car-
rying on the War, and it saves British industry and commerce from one of the 
worst panics’.115 Th e Economist was more pessimistic, putting the downside of the 
government guarantees at potentially £200 million, depending on whether the 
war lasted for a short or long period.116 In fact, no public account of the cost to 
the taxpayer of the 1914 government guarantees was ever presented. During the 
war the matter was regarded as secret; aft erwards there were other priorities.

In 1915, the Treasury paid the Bank £39.5 million in respect of its holdings 
of outstanding cold storage bills and advances to acceptors. Th ereaft er, when the 
Bank received payment in respect of a discounted bill or an advance to an accep-
tor, the Treasury received a reimbursement. By 1916 outstanding cold storage 
and advances had fallen to £31 million.117 On 31 August 1921, the ‘offi  cial’ end 
of the war, they were down to £15 million. Provisions of the Versailles Peace 
Treaty facilitated repayment of the bulk of outstanding German and Austrian 
pre-war debts (plus interest).118 A year later, when advances to acceptors became 
repayable, £197,000 was written off  on account of sixteen failed banks or fi nan-
cial fi rms.119 By then the total outstanding had been reduced to £4 million, most 
of which was recovered in subsequent years.120

In December 1926, prompted by an inquiry from a fi nancial journalist, the 
Treasury conducted an in-house computation. It calculated that it had received 
repayments (including interest) from the Bank totalling £46 million.121 Th us 
in the fi nal reckoning, taxpayer support for the fi nancial system, via Bank dis-
counts and advances under government guarantee, during the crisis of summer 
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1914, netted the Treasury a nominal profi t of £6.5 million. An unexpectedly 
happy eventual outcome.

Wartime disruptions and the focus of the London markets on government 
war fi nance meant that London largely shut down as a global fi nancial entre-
pot for the duration of the hostilities. Th e closure of the London hub triggered 
divergence in the pattern of international fi nancial intermediation. New York 
and neutral Amsterdam were major benefi ciaries, the latter emerging as the lead-
ing fi nancial centre of Continental Europe through the provision of fi nancial 
services to German clients.122 On the other hand, Berlin never recovered as an 
international fi nancial centre and German banks lost their operations in Lon-
don, Latin America and Asia. Th e measures taken to tackle the fi nancial crisis in 
London in 1914 ensured that the mechanisms of the City survived largely intact, 
thus allowing London to re-emerge in the 1920s as an international fi nancial 
centre. But it did not reassume its former dominance. London’s markets and 
institutions played more domestically oriented roles, with the money market 
dominated by the Treasury bill, the capital market by government bonds, and 
the merchant banks increasingly focusing on the development of a British cli-
ent base. New York, having survived its own fi nancial crisis in summer 1914, 
had become the focus of the international bond market while Amsterdam had 
become an important centre for international trade fi nance and capital raising.123 
Aft er the war London and New York were the twin – and oft en rival – leading 
fi nancial centres of an international fi nancial system that was soon beset by new 
crises that proved more intractable than the crisis of 1914.124
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10 THE ESTABLISHMENT OF THE GOLD 
STANDARD IN SOUTHEAST EUROPE: 

CONVERGENCE TO A NEW SYSTEM OR 
DIVERGENCE FROM AN OLD ONE? 

Kalina Dimitrova 
Luca Fantacci

Introduction
Th e fi rst few decades aft er independence were dedicated by Southeast European 
states to the construction of a modern political and administrative apparatus. 
As in other new peripheral states, nation-building was continuously confronted 
with the model provided by the older countries of the West and with the need to 
fi nd a place within the global balance of powers. A crucial step in this direction 
was the establishment of a monetary system compliant with the international 
standard. It would be, however, too simple and simplistic to believe that it was 
merely a matter of converging towards a predetermined model – if only because 
the model was not at all predetermined. In fact, all these changes occurred in 
Southeast Europe at a time in which their outcome was not at all straightfor-
ward: the countries in this area were engaged in state-building, convergence, and 
monetary reform just as the concept of state, the relationship between centre 
and periphery and the notion of money were being redefi ned on a global scale.

Th e construction of a national monetary system is an element of great sym-
bolic and practical importance in modern state-building.1 In Bulgaria it was 
undertaken immediately aft er Liberation with the establishment of the National 
Bank in 1879 and the introduction of the lev as the offi  cial unit of account in 
1880. Th e compliance of the national money with the international standard 
was crucial for the integration of the new state into the ‘concert of nations’. Th e 
Bulgarian monetary system was initially designed along the bimetallic princi-
ples of the Latin Monetary Union. Within three decades, the system eventually 
conformed to the principles of the gold standard, which had emerged in the 
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meantime as the universally accepted regime. Bulgaria was one of the last to join, 
in 1906, aft er a tortuous convergence marked by several failed attempts. In order 
to comply with the gold standard, Bulgaria was required:

• to establish a unique unit of account instead of the plurality of refer-
ence units, which had been used in private and public accounting;

• to establish a national means of exchange, to replace the foreign coins, 
in particular of Russian silver rubles, which were legally permitted 
and practically widespread;

• to safeguard the autonomy of the central bank against the government’s 
pressures to fi nance its fi scal defi cits through the proceeds of seignior-
age;

• to fi x the exchange rate in terms of an unalterable parity within the 
international gold standard, aft er having initially adhered, if some-
what loosely, to the bimetallic standard of the Latin Monetary 
Union.

Most historical accounts have described the years from the Liberation to the 
Balkan Wars as a period of ‘monetary chaos’.2 Th e legacy of Turkish domination, 
pressure from outside, political weakness and mismanagement simply postponed 
an inevitable outcome: the homologation, at least de facto, to the international 
gold standard.3 Th e story, however, deserves to be revisited in the light of several 
remarks.

(1) First, what briefl y appeared as the defi nitive and universal monetary 
system soon proved to be rather fragile and contingent. Th e gold 
standard collapsed, together with the other institutional pillars of 
European liberalism, under the shells of the Great War, and could not 
be rebuilt aft erwards on the same basis. Retrospectively, it was ‘a brief 
experience, a matter of a few decades, a half-century at most. It was 
only the sense that it was the fi nal step, the ultimate money that made 
it seem so much older’.4 Even in comparative perspective, the gold 
standard was more an exception than a rule: in a number of diff erent 
periods and regions, the rule was rather a plurality of monies, serving 
diff erent purposes, rather than a unique standard.5 Hence, even when 
the gold standard is the eventual outcome, it should not serve as the 
only benchmark for an accurate historical assessment of the events 
that lead to its adoption.

(2) Th e gold standard was not only followed but also preceded by other 
systems. An alternative benchmark for the events we are considering 
is indeed available, if only we trace the story according to its actual 
course, i.e. from the beginning rather than from the end. Th e new 
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order that was eventually established was, in fact, preceded by an 
older monetary regime that had only recently been replaced even 
in Western Europe. And this previous, bimetallic system had lasted 
much longer, dating back over fi ve centuries.6 In terms of plain dura-
tion, the ‘classical’ gold standard marked not the inauguration of a 
defi nitive age of gold aft er a tentative age of darkness, but rather the 
transition towards a precarious season of gold from a secular period 
of gold and silver and other metals.7 

(3) Th e gold standard had many virtues, but also several backdrops that 
contributed to its fragility. A universal money, fi rmly anchored to a 
material basis and thus cosseted from political interference, was seen 
as the necessary pledge for balanced, safe and unhampered cross-
border trade. However, even the classical gold standard was in fact a 
gold sterling standard, in which growing capital movements were not 
simply an option, but a condition of stability for British and world 
trade (De Cecco 1974). Despite the appearance of an automatic 
mechanism, therefore, the system relied heavily on careful manage-
ment by the leading fi nancial centre, London, and on cooperation by 
major central banks, in order to ensure the continued acceptance of a 
national currency in the function of international money and to keep 
up the expansion required as a condition for stability. 

(4) By contrast, the previous regime, i.e. the ‘system of imaginary money’ 
that provided the European monetary rule for a thousand years, ‘from 
Charlemagne to Napoleon’, was based on the distinction between an 
internal currency for local exchanges and an external currency for 
long-distance trade.8 Th is made it possible to combine, rather than 
contrast, internal and external balance, autonomous national policy 
and free international trade.9 Over the eighteenth and nineteenth cen-
tury, this system was increasingly criticized for being too complicated 
and liable of mismanagement by authorities eager for seigniorage. 
Eventually, it was completely abandoned. Yet one might question 
whether it was set aside because its defects had become apparent, or 
because the possibilities it off ered were no longer understood.

(5) In any case, the existence of a previous monetary regime, and not simply 
of an institutional void, prior to the establishment of the gold stand-
ard may help to explain why it took so long, and not only in Bulgaria, 
for a monometallic standard to be successfully introduced. Th e appar-
ent disorder and delay in the shift  to a new order could depend on the 
reluctance to renounce the benefi ts of the old, particularly in allow-
ing for greater autonomy in pursuing objectives of domestic balance.
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As all these factors clearly suggest, the establishment of the Bulgarian monetary 
system occurred at a time in which the meaning of money was undergoing a radi-
cal change. What was supposed to serve as a means of international settlement? 
What was the most appropriate domestic means of exchange? And how should 
national money be related to international money? Th ese questions accompa-
nied the rise of the international gold standard – and resounded again aft er its 
demise. It was only for a brief span of years that they seemed to admit only one 
plausible answer: a fi xed quantity of pure gold, to serve as measure and means 
for all payments, national and international. Th e identifi cation of money with a 
quantity of gold came to be deemed a natural law, despite the tremendous eff orts 
and controversies that had been needed in fact to establish it. Th ose eff orts were 
particularly troublesome in peripheral countries, such as Bulgaria, where a great 
number of diff erent monies were used, both as units of account and as means of 
payment, and with diff erent and variable relations to diff erent metals, before the 
simple rule of the gold standard was eventually established. 

Th is research will review the various monetary forms used in Bulgaria from 
the Liberation to the outbreak of the Balkan wars. Th e purpose is not simply to 
enumerate and describe them in their variety, but to provide a tentative expla-
nation of the logic underlying their concurrence – without resorting to the 
comfortable, but scientifi cally void, assumption that this was an error waiting 
to be corrected by more enlightened rulers. We shall make, instead, the assump-
tion that there could indeed be reasons for maintaining multiple monies and 
regulating their relationship, and that these reasons had to do with the desire to 
preserve autonomy in pursuing objectives of domestic equilibrium.10 A hypoth-
esis that deserves to be contemplated, in the light of historical evidence, is if and 
how the distinction  between internal and external money, which was typical of 
monetary regimes prior to the gold standard, continued to operate, de facto if 
not de jure, in the various, apparently chaotic, monetary phenomena that charac-
terized the fi rst decades of Bulgarian independence. Th is requires identifi cating, 
from time to time, not only which types of currency were used for domestic and 
for international payments, but also, and more signifi cantly, how they were set 
into relation.

Th e diff erent forms taken by internal and external money, and by the rela-
tionship between them, may suggest a preliminary distinction in three regimes, 
covering three successive, if somewhat overlapping, periods of the early history 
of Bulgaria’s monetary system. 

I. In the fi rst period immediately aft er Liberation (1879–85), foreign 
coins continued to circulate extensively throughout Bulgaria, while 
the national currency, the lev, was gradually introduced, fi rst as a 
unit of account and then as a means of payment. Th e relationship 
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between internal money (lev) and external money (foreign coins) was 
determined by law, i.e. by a tariff , according to the practice employed 
extensively throughout Europe to manage bimetallic systems over the 
previous six centuries.

II. Almost immediately, however, foreign silver coins were received in 
private transactions at a rate which was lower than the offi  cial rate 
fi xed by the tariff . Th e depreciation of silver coins in terms of the unit 
of account was called agio. Th roughout the long period in which the 
agio persisted (1882–1906), it was the variable level of the agio on 
the market that determined the relationship between external money 
(gold coins) and internal money (silver coins).

III. In the meantime, in 1885, the Bulgarian National Bank was granted 
the status of an issuing bank. At the beginning, however, very few 
banknotes were issued and their value did not substantially exceed 
the value of the gold reserves kept at the Bank. It was only aft er the 
agio disappeared (1906–13) that Bulgaria managed to establish a 
gold standard system, with banknotes serving as internal money, 
gold serving as external money, and the relationship between the two 
being fi xed by convertibility at a par. 

Th roughout the monetary history of Bulgaria, from its early beginning to its 
more recent developments, the subjection to external standards has recurrently 
appeared as a viable alternative to the subjection to local malfunctioning and 
political pressures, in view of building a stable monetary system. A retrospect 
on the longer history of European monetary institutions may serve to question 
whether the only way to obtain monetary stability was for Bulgaria – and is in 
general – to renounce monetary autonomy.

Tariff  (1879–85)
Th e willingness to conform to an international monetary standard was apparent 
immediately aft er independence, when Bulgaria decided to adhere to the princi-
ples of the Latin Monetary Union (LMU).11 With the law of 27 May 1880, the 
lev was established as national unit of account on a par with the French franc. 
All silver and gold coins were to be minted at the same weight and fi neness as 
the French equivalents. Th e same bimetallic ratio of the LMU (15.5 units of fi ne 
silver per unit of fi ne gold) was thus implicitly accepted.

However, Bulgaria’s application of LMU principles had two signifi cant 
exceptions: it established a state monopoly over minting and it fi xed no limit 
over the issue of silver coins. Moreover, since Bulgaria did not have a mint, coins 
had to be minted abroad, and until their amount was suffi  cient to meet the needs 
of domestic circulation, foreign coins circulated widely throughout the coun-
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try.12 All these features, which were certainly to be regarded as defects according 
to the principles of the emerging gold standard, in fact brought the new Bulgar-
ian monetary system closer to the traditional principles of old bimetallism. Th is 
is confi rmed by the explicit provision of a tariff , to be promulgated by the Prince, 
establishing the value at which foreign coins could and should be accepted within 
the principality. Th e monetary law of 1880, in fact, established that the Ministry 
of Finance was entitled to issue a tariff , whenever it found necessary.13

Th e fi rst element of the monetary system that was introduced with the law 
of 1880 was a national unit of account, and not a national means of payments. 
Bulgaria coined its fi rst silver coins, for a total value of 10 million leva, only 
in 1883.14 Yet this did not mean that Bulgaria failed until then to establish a 
national monetary system. According to the principle of monetary rule, which 
was common to most European countries throughout the modern era, the truly 
distinctive character of a national monetary system was the unit of account, 
rather than the means of payment. Any coin, even minted abroad, could circu-
late within a country, provided that it was evaluated in terms of the local unit 
of account according to the tariff  issued by the local authority. In light of this 
rule, the fact that foreign coins continued to circulate in Bulgaria for years aft er 
independence is not exceptional, nor is it a sign of backwardness or marginality. 
Th e same was true in many cases, even important economic centres through-
out Europe, until the establishment of the metal standard.15 And in peripheral 
countries, particularly in Southeast Europe, it remained true even aft er the for-
mal adoption of the metal standard: thus e.g. throughout the Ottoman Empire, 
where foreign coins in circulation represented still approximately 8 per cent of 
total circulation in 1914.16

Th e fi rst tariff  was issued even before the introduction of the monetary law, 
with the decree of 11 July 1879 (Figure 10.1). At this stage, there was obviously 
no national means of payment: the coins included in the tariff  were the Russian 
ruble, the Turkish lira, the pound sterling, the Austrian fl orin, and even the Ital-
ian lira, but not the Bulgarian lev, since it hadn’t been issued yet in any form or 
denomination. What is perhaps at fi rst more surprising is that the tariff  did not 
mention national money, not even in the form of a unit of account: in fact, the 
lev had not been established yet and the value of the coins listed was expressed 
in French francs with a view to complying with the LMU convention. What was 
then the content of the decree? Can we still say that it established a Bulgarian 
monetary rule, even when there appears to be no Bulgarian money? Th e fact 
that the tariff  was issued under the juridical form of a decree and in the name 
of Kniaz Alexander seems to suggest that authority was indeed at stake. In fact, 
if this law did not establish a national unit of account or a national means of 
payment, it did however enact a national monetary rule by establishing a pecu-
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liar relation between unit of account and means of payment – a relation, which 
could be, and actually was, diff erent from those prevailing abroad. 

Figure 10.1. Decree of 11 July 1879, issuing the fi rst Bulgarian monetary tariff .

 Source: State Gazette, year I, No.2, 4 August 1879.
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Th e values of foreign currencies fi xed by the tariff  were to be considered binding 
throughout the jurisdiction of the new Bulgarian state, and not only for dealings 
with the Ministry of Finance (Monetary Law 1880, Art 17).

Even aft er the law of 1880, the relation between the newly defi ned national 
monetary unit, the lev, and the various foreign coins circulating within Bulgaria 
(such as the Russian silver ruble, but also Serbian, Romanian and Ottoman 
coins) continued to be determined by a tariff . Th e local value of foreign coins 
was not fi xed once and for all, and it did not necessarily correspond to their 
relative appreciation in other countries. Th e Russian ruble, for example, was 
evaluated 4 francs in Bulgaria, versus 3.30 and 3.70 francs in Romania and Ser-
bia respectively. Th e value of the ruble was reduced by the Council of Ministers 
in 1881 once to 3.70 and further to 3.50 leva, in order to reduce the infl ow from 
Romania and Serbia, where it was valued even less and eventually demonetized. 
In 1884 the Bulgaria demonetized all Serbian and Romanian coins and a couple 
of months later, a law was passed providing for the depreciation of silver rubles 
from 3.50 to 3.40 or 3.30 leva depending on the type of ruble.17

Demonetization of foreign silver coins was eventually accomplished only in 
1887. On 13 March 1887 a Regent’s Decree was passed, allowing a period of 3 
months for the payment of taxes with rubles at the cash desks of the Treasury, 
where they would be received at the value of 3 leva.18 Aft er this term, they would 
not be accepted at all. On 21 July 1887 the Ministry of Finance sent a letter to 
BNB district governors to urge conversion of all rubles by the public at offi  cially 
fi xed rates. Within two months, only Bulgarian coins remained in circulation.19

Th e misalignment in the relative evaluation of foreign coins, and hence their 
protracted circulation within the country, need not, however, be regarded nec-
essarily as the undesired consequences of inexperienced misconduct. On the 
contrary, they could be the coherent outcome of a deliberate decision, aiming at 
attracting and maintaining an adequate amount of silver coins, corresponding to 
the needs of domestic circulation. To change the value of foreign coins, in terms 
of the local unit of account, could refl ect, not the clumsy attempt to strike the 
correct assessment, but rather the conscious management of an instrument of 
monetary policy.

Th e question remains open. Was Bulgaria unable or unwilling to enforce 
state monopoly over coinage, accepting that foreign silver coins circulate exten-
sively throughout the country? Perhaps we can at least advance the hypothesis 
that Bulgaria could be interested in encouraging the infl ow of silver coins, even 
at the cost of exchanging them for gold, and that the overvaluation of foreign 
silver coins was intended to provide the domestic market with adequate means 
of internal circulation.

Th e issue was not confi ned to Bulgaria, but involved in quite similar terms 
also other neighbouring countries. Even in Serbia, for example, before inde-
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pendence, the circulation of a great many foreign coins within the territory was 
regulated through ‘currency exchange rate lists’ or ‘money tariff s’, specifying the 
value of each of them in terms of the local unit of account. 20 Th e same continued 
to occur throughout the Ottoman Empire until its eventual demise.21 

Agio (1882–1906)

When all foreign silver coins were eventually withdrawn from circulation, and 
substituted with Bulgarian silver coins, the relation between internal and exter-
nal money assumed a diff erent form. Silver money was now exclusively national 
money, while gold served as international money.22

Within this system, the relation between internal and external money was, 
in principle, fi xed, and it corresponded to the offi  cial bimetallic ratio (bmr). 
However, since 1882, gold was accepted at a premium, in exchange for silver or 
other goods. ‘Agio’ is the name of the premium that was paid for the purchase 
of gold against silver, over and above the offi  cial rate. It may also be regarded, 
symmetrically, as the discount at which silver coins were received, not only for 
the purchase of gold, but for the payment of any price or debt denominated in 
gold.

Insofar as silver may be regarded as the national currency and gold as the 
international currency, agio may be interpreted as the form taken by the exchange 
rate within the bimetallic system. In fact, ‘it can be said to represent an indicator 
of depreciation of the national currency against gold, as the internationally rec-
ognized legal tender’.23 Agio may be seen, therefore, as the peculiar form taken in 
Bulgaria, between 1882 and 1906, by the relation between internal and external 
money. In fact, determined on the domestic money market, BNB starts to report 
agio fi gures in October 1885. 

Once again, it is worth noting that this particular feature of the monetary 
system was not peculiar to Bulgaria only. Other countries experienced the same 
phenomenon in the same period, particularly in Southeast Europe: not only in 
Serbia but also in the lands still under Ottoman rule, where the premium for 
gold over silver coins increased over time, as silver depreciated on international 
markets,24 and over space, as one moved from Istanbul towards the periphery of 
the Empire.25

Th e aim of the econometric analysis that follows is to identify possible fac-
tors that might have caused or infl uenced the appearance, the fl uctuation and 
the eventual disappearance of the agio in Bulgaria, between 1882 and 1906. 
Since the agio is not fi xed by authority but by private negotiations on the mar-
ket, the fi rst direction to look for its determinants is towards the relative supply 
and demand of gold and silver coins. In fact, since there are no particular reasons 
to believe that the decades under observation should have experienced relevant 
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variations in the composition of the demand for silver and gold coins respec-
tively, the analysis may be restricted to the supply of precious metals and coins.

Among various possible determinants, it is the relative value of silver and 
gold coins in circulation which has the closest relationship with the develop-
ment of the agio.26 Although there is some data on it, simply adding up those 
fi gures would not lead to a signifi cant indication of the coins actually circulating 
within the country, given the large amount of silver and gold coins fl owing across 
the borders. An alternative proxy may be provided by the coin holdings recorded 
in the balance sheet of the Bulgarian National Bank.27 Th e ratio between silver 

and gold holdings at BNB (SGR) may hence be assumed as a fi rst possible deter-
minant of the agio.

Around the turn of the century, as we have seen, metal currency was supple-
mented by a conspicuous issue of silver-backed banknotes, while the total value 
of gold-backed banknotes in circulation was still lower than the value of the issu-
er’s gold reserves. As silver-backed banknotes continued to be accepted at par 
with coins for the purpose of domestic settlements, the amount of silver-backed 
banknotes (SBB) could be a signifi cant explanatory variable, particularly for the 
spike of the agio recorded in the fi rst years of the twentieth century.

On the other hand, gold being used for international payments, it is to be 
expected that the amount of gold coins circulating within the country should 
follow the fl uctuations of the balance of trade (BOT). However, a trade defi cit 
does not necessarily result in a depletion of national gold reserves. Outfl ows on 
current account defi cits may be compensated by infl ows on capital account. For 
this reason, the cumulative amount of foreign loans (FL), increasingly granted to 
Bulgaria towards the end of the period considered, may be taken into account as 
a possible explanation for the reduction and eventual disappearance of the agio. 
A further element of the balance of payments that deserves to be considered is 
monetary movements driven by arbitrage on the diff erence between the relative 
value of precious metals fi xed by Bulgarian monetary law and the bimetallic ratio 

(BMR) prevailing on international markets.
Th e agio, however, concerns the relative value of silver and gold coins, not 

specie. Since gold coins could be used for international settlements and for the 
purchase of tradable goods, their relative abundance on domestic markets could 
depend on conditions of international money markets, refl ected in the exchange 
rates. Th is is the reason for including nominal and real eff ective exchange rates 

(NEER and REER) into the picture, and observing how they relate to the agio.28

It is, however, important to note that the very existence of the agio is a 
symptom of the fact that the rules set by monetary law, and specifi cally the offi  -
cial values of silver coins in terms of the national unit of account, were being 
bypassed. Th is fact may be seen as depending on a lack of confi dence in the issuer 
of the coins, i.e. the Ministry of Finance, which could be related, in turn, to the 
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laxity of the Ministry in running public fi nance. Hence, the budget balance (BB) 
may also be considered as a possible determinant of the agio. 

It was possible to collect data for all these variables for the years 1886–1912 
as the earliest data for the ratio of silver to gold holdings is available for 1886. 
Adjusting the series by operating logarithms and fi rst diff erences, in order to 
obtain stationarity, reduced the available sample to twenty-fi ve observations. A 
preliminary test was performed to check for correlation (Table 10.1), before run-
ning linear regressions on the variables that resulted more signifi cantly related to 
the agio. Although all coeffi  cients are quite low, it served at least to exclude those 
with the lowest correlations, namely NEER and BMR. 

Table 10.1. Correlation coeffi  cients.

BOT BB FL NEER REER BMR SBB SGR
AGIO -0.13 -0.11 -0.20 -0.02 -0.20 -0.03 0.29 0.34

All remaining series were used, in various combinations, as possible explanatory 
variables in OLS regressions. Aft er several estimations, the best fi t was obtained 
by regressing AGIO on SBB, SGR and their lagged values (equation 1). Hence, 
the agio appears to depend primarily on current and past values of both the 
ratio between silver and gold holdings and silver-backed banknotes in circula-
tion. Th ere is only one signifi cant dummy variable for 1902 (D_1902) when the 
development of the agio cannot be explained by the values of the two determi-
nants. In fact, inclusion of this dummy is justifi ed by the specifi c measurement 
of the variables. While agio is taken as annual average, the explanatory variables 
are end-of-year balance sheet data. Hence, while the silver to gold holdings ratio 
decreases drastically at the end of 1902 as a result of the highest BOT surplus 
in the sample (18.5 per cent of trade turnover) and 82 million levs increase in 
the consolidated foreign debt, the decrease of the agio taken as annual average is 
lower than expected (5.3 percentage points). If we look at the agio monthly data, 
however, it shows a drastic decrease from 13.1 per cent in January to 2.6 per cent 
in December 1902.

Equation 1. OLS regression

AGIO = – 0.27  + 0.18 SBB + 0.78 SBB-1 + 0.38 SGR 
+ 1.22 SGR-1–5.44 D_1902

 (–0.98) (3.82) (8.41) (3.76) (3.34) (-16.7)

(t-statistics are given in parentheses)
R2 =0.74; Adjusted R2 =0.67
LM test for serial correlation: F-statistics = 0.17 (0.84)
Normality test: χ2 (2) = 2.69 (0.25)
Heteroskedasticity: F-statistics = 0.77 (0.63)
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Taken together, these econometric exercises identify the relative supply of sil-
ver coins and of silver-backed banknotes as the indicator of which behaviour is 
closely related with the dynamics of the agio. Silver currency appears to suff er 
a discount in relation to gold currency, depending on its relative abundance in 
domestic circulation, either in the form of coins or banknotes. Th e agio appears 
therefore to refl ect the conditions of domestic circulation, and to remain rather 
unaff ected by conditions on international money and metal markets, refl ected 
in the bimetallic ratio. Bulgaria’s relationships with other countries through the 
balance of trade, foreign loans, and foreign exchange markets are incorporated 
by the ratio of silver to gold holdings at the BNB which is in closer and more 
direct relation with the agio.

Despite the agio, silver coins were still coins, not just silver. Th ey still retained 
a large part of the value assigned by monetary authorities and were not treated 
as a mere commodity, not even in private transactions. Th e agio did not deprive 
silver coins of all the fi duciary value granted to them by the tariff . If the agio may 
indeed be regarded as the consequence and measure of a lack of confi dence in 
(and demand of ) the domestic currency in relation to the external currency, the 
data show that the lack of confi dence was far from complete, and hence that, 
by issuing silver coins and by assigning them a nominal value greater than their 
intrinsic value, the Ministry of Finance was not simply gaining seigniorage but 
also providing domestic circulation with an adequate means of payment.

Convertibility (1906–12)

In 1906 the agio disappeared completely thanks to a favourable balance of trade, 
conspicuous foreign loans, abundant gold reserves and a low minting of silver 
coins.29 As the agio was reduced and eventually eliminated, the BNB also man-
aged to successfully circulate banknotes backed by gold. Until then, Bulgaria had 
lacked a system of central banking. Indeed, the BNB had been founded shortly 
aft er Liberation, by the provisional Russian government, two days before going 
out of offi  ce.30 It was established as a State bank. However, it was not an issuing 
bank, but simply a deposit and discount bank. It could not issue banknotes or 
provide overdraft  facilities.31

Several attempts had been made to endow the new state with a modern cen-
tral bank. Already in 1880, Russian bankers Ginsburg and Polyakov submitted 
the proposal for a new BNB, to be established as joint stock company, under 
government control, entitled to issue coins and banknotes and to sign external 
sovereign debt, in view of enhancing its capacity of providing capital to an ail-
ing Bulgarian economy, in the hands of usurers. Th e proposal was withdrawn 
from the National Assembly by Finance Minister, Petko Karavelov, in fear that it 
would excessively strengthen Russian infl uence.32 
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On 11 February 1883 new articles of association of the BNB were approved. 
BNB was to be established as a joint stock company, and authorized to issue ban-
knotes, backed in metal for one-third of their value, and convertible into gold 
upon request. However, the new statute was not implemented due to the lack 
of private investors and was eventually repealed by the Karavelov government, 
which went into offi  ce in June 1884. A General Act was eventually passed on 27 
January 1885. BNB acquired the exclusive right to issue banknotes convertible 
into gold at request and backed by a proportional gold reserve of one-third. A 
broad interpretation allowed credits towards foreign banks to be assimilated to 
gold reserves. Th e amount of banknotes issued should not be more than double 
the capital and reserves of the Bank.33 
Hence, in 1885, the fi rst Bulgarian banknotes were put into circulation. Th ey 
were initially of high denomination, from 20 to 500 leva.34 Th e main source of 
banknotes in circulation was the discount of bills.

Circulation of banknotes initially met with a strong resistance on the part of 
the public, due to the memory of depreciating paper money under Turkish rule.35 
Moreover, banknotes were immediately converted into gold by speculators, who 
then brought the gold abroad, converted it into silver at the international market 
bmr, and brought the silver back into Bulgaria to have it minted and evaluated at 
the more favorable bmr. Th is arbitrage exerted an upward pressure on the domes-
tic bmr, resulting in an increase of the agio. On the other hand, the persistence of 
the agio was regarded by the Bank as the main obstacle against the circulation of 
banknotes.36 In 1888, the Bank issued banknotes of lower denominations, of fi ve 
and ten leva, in view of expanding their use. However, circulation of banknotes 
remained low. Th ey were accepted at a premium against silver coins and hence 
hoarded. In any case, the value of BNB banknotes did not exceed the value of 
the gold reserves, and they did not add signifi cantly to the monetary base, until 
1906 (Figure 10.2).

In 1890, BNB governor and directors participated in a special committee, 
chaired by the Finance Minister, and proposed the adoption of the gold stand-
ard. Again in 1893, on 3 February a BNB report on coinage urged the Ministry 
of Finance to establish a gold standard and to withdraw excess 5 leva silver coins 
from circulation. Losses to the Treasury would be compensated by broader issue 
of gold-backed banknotes and reduced interest rate.37 Finally, in 1897, given the 
rise in agio and the depletion of gold reserves in an eff ort to contrast it, the BNB 
called for the abandonment of bimetallism and the adoption of the gold stand-
ard. However, the measure could not be implemented until 1906, when the agio 
had eventually receded and gold-backed banknotes were successfully circulated.
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Figure 10.2. Gold-backed banknotes issued and gold reserves at BNB.
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Th is inaugurated the third and most modern stage of Bulgarian money in 
the pre-war period. It complied with the principles of the gold standard, which 
was then becoming then the worldwide standard. Despite the fact that it was 
represented and celebrated as the ultimate truth in money matters, it was, in 
fact, only a peculiar system with its own distinctive characteristics, which would 
eventually prove crucial to its demise. According to this peculiar rule, the inter-
national money was gold and the national money was paper. As the old monetary 
authority had consisted in the faculty of issuing a tariff  that defi ned the variable 
relations between internal and external money, the new monetary authority 
consisted in the faculty of issuing domestic money (banknotes) upon the war-
ranty of its fi xed relationship with the international money (gold). Th e relevant 
rate between internal and external money became the exchange rate between the 
lev and foreign currencies.

Both the value and the metal content of the currency were now irrevocably 
fi xed, in terms of an unalterable parity. Th e unit of account was identifi ed with 
the means of payment. Th e national monetary authority was deprived of the fac-
ulty of assigning and modifying the value of the currency. Any discretion in this 
respect was revoked. At the same time, also the agio disappeared.

Was it the issuing of banknotes that put an end to the agio, or was it the end 
of the agio that allowed to issue banknotes? Th e agio was responsible for delay-
ing the widespread use of banknotes as a means of circulation. On the other 
hand, it was by assuring gold convertibility of banknotes that the BNB fi nally 
managed to drastically reduce the agio in 1902 and to eventually get rid of it in 
1907. Something similar happened throughout Western Europe, where, as Marc 
Bloch states, monetary alterations through the tariff  eventually ended when 
paper money was issued and circulated.38 Bloch has no doubt: it was this new 
form of money, and the possibility of increasing its quantity according to the 
needs of domestic circulation, that allowed monetary authorities to refrain from 
other, less expedient policies, such as the alteration of the tariff .

One must not think, however, that the end of the tariff  meant the end of 
monetary authority and discretion as such. Certainly, under the new regime, 
the relation between national and international money was fi xed at par, by a 
law of convertibility that was conceived almost as a law of nature, as if the iden-
tifi cation between money and metal (of a specifi c fi neness and weight) were 
an eternal truth that had simply awaited to be discovery. In fact, however, the 
relation between money and metal, between banknotes and reserve, between 
internal and external money, continued to be a matter of authority, and hence of 
confi dence. Th e maintenance of the metal parity relied on the fi duciary bond of 
the convertibility promised by the issuer, which in turn depended on the liquid-
ity of his reserves, and hence on the overall trend of the trade balance and of the 
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public budget, and ultimately on the supply of foreign loans and on the correct 
functioning of liquid markets.

Even in this regime a lack of confi dence was possible. On 10 October 1912, 
fi ve days aft er the outbreak of the First Balkan War, a decree suspended the limi-
tations on government loans by the BNB and consequently the convertibility of 
BNB banknotes.39 By 1914, gold and silver coins had disappeared, leaving only 
paper money in circulation. Lack of confi dence in the excess paper money would 
show aft er the end of the war, not perhaps in the form of an agio, but in the form 
of an internal and external depreciation of the currency. And, despite the pur-
ported automatism of the gold standard, the discretion of monetary authorities 
turned out to be essential for an active money management by changing, not the 
tariff , but the discount rate or the reserve ratio.

Open Questions

Th e three diff erent regimes are mutually exclusive. Th ey respond to irreconcil-
able principles. Th e passage from one to the other is doomed to appear chaotic 
and to involve a discontinuity. What dictates the passage from one set of rules 
to the other? Can the ‘institutional change of the monetary regime’ be seen as 
‘a result of the fi ght of economic agents’, and particular of the struggle between 
creditors and debtors?40 Or is the monetary regime the framework for this fi ght, 
and hence a dimension that necessarily precedes it? How can the establishment 
of a monetary regime be interpreted, if not as the outcome of a struggle for sur-
vival or for power?

Perhaps the form of a monetary system is not decided by the same forces that 
can and will legitimately come into play once the system is established. In the 
establishment of the system, there is something at stake which exceeds the pay-
off s for the parties involved. To establish a monetary system means to determine 
the form of monetary authority and responsibility. It implies a series of decisions 
concerning various aspects that cannot be addressed systematically here, but 
have emerged through the course of this story. To establish a monetary regime 
means answer a series of questions that can only be briefl y evoked here.

Is it better to identify or to distinguish internal and external money? Th e 
problems that the US dollar has had to face, ever since the system of Bretton 
Woods was interpreted as a dollar standard, in order to reconcile its status of 
national and international currency should discourage other currencies from 
taking the lead and encourage the international community to consider if it is 
really desirable that any currency should perform simultaneously the two func-
tions.

Ought the exchange rate be determined by law or by the market? Within 
the broad taxonomy of exchange rate regimes envisaged by the IMF, adjustable 
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pegs seem to be the least fashionable. Th e systems actually implemented tend to 
polarize at the opposite ends of the scale: most rates are either fi xed or fl exible. 
In either case, the possibility of defi ning and redefi ning the exchange rate by law 
seems to be ruled out: if it is not fi xed, it is set by the market, and all the authori-
ties can do is try to infl uence the operation of market forces by announcements 
or direct intervention. It is common wisdom that authorities are not able to fi x 
exchange rate autonomously. History shows, however, that the monetary system 
can be designed so that national authorities are not only allowed, but required to 
defi ne the exchange rate (and this does not mean that they can do so arbitrarily, 
but on the contrary that they are held responsible for their decision). 

Is a rule preferable to discretion? Th e question is relevant in relation not just 
to what we are accustomed to considering the key variables of monetary policy, 
but also to exchange rates. For centuries before the establishment of the gold 
standard, the tariff  was the main lever of monetary policy, like today the discount 
rate. Th at the issue is not settled and the option remains open is confi rmed, not 
only by the proposals in this sense advanced by Keynes in the interwar period, 
but also by the fact that this option was adopted, at least de jure, in the original 
Bretton Woods system of adjustable pegs. It is questionable whether even the 
key exchange rates today are in fact determined by market forces.

Is even the dichotomy between national and international money adequate 
to cover all possible options? Must ‘optimal currency areas’ be either national 
or supranational? Could they not be also infranational, regional or local? Must 
currency areas be intended necessarily in geographical terms? Could it not be 
conceivable to defi ne a currency area in functional terms, reserving diff erent cur-
rencies for diff erent functions? Would it not be possible for diff erent currency 
areas to coexist, rather than to compete, fulfi lling diff erent, complementary 
tasks? Is it not conceivable to maintain, within one geographical, maybe supra-
national, monetary area, a certain number of geographical (regional or local) 
sub-areas, together with several functional sub-areas (with diff erent currencies, 
e.g., for current account and capital account)? 

Th e period covered by this research is particularly interesting, since it cor-
responds to the establishment of the international gold standard, and to its 
diff usion throughout the world, from central to peripheral countries. As the 
case of Bulgaria shows, however, it is not possible to interpret this diff usion uni-
vocally in terms of a process of convergence. Indeed, the Bulgarian monetary 
system was established along the lines of the bimetallic standard, at a time when 
the latter was being abandoned by the countries of the centre in favour of the 
gold standard. And, as we have argued, this cannot be understood merely as 
the unintended outcome of an alleged backwardness, but rather as a deliberate 
design in view of the peculiar circumstances and needs of the domestic economy. 
Moreover, it did not imply the isolation of the Bulgarian economy from the rest 
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of Europe, but rather contributed to set the conditions for its integration. One 
could speak, in this sense, of a convergence without conformity. And Bulgaria is 
not the only example of a similar course.

Balkan countries provide other interesting cases in this respect. Bulgarian 
monetary history of this period should be read in parallel with the largely simi-
lar developments in neighbouring countries, particularly Serbia,41 Romania, 
Greece42 and the Ottoman Empire.43 As we have seen, developments in confi n-
ing areas are quoted as being responsible for certain monetary phenomena that 
characterize Bulgaria in this period. In particular, the rise of the agio in the mid-
1890s is set in relation with the devaluation of the Russian ruble in Serbia and 
Romania and with its demonetization in Turkey.44 Th e role of Russia should also 
be considered, since it exerted a great pressure on the area to impose its infl u-
ence even through monetary principles and policies. Moreover, the perspective 
should be widened to consider the relations with Turkey and to assess a possible 
path-dependency from the period of Ottoman rule (e.g. lack of trust in ban-
knotes due to failure of paper money issues by Ottoman state and bank in the 
mid-nineteenth century; outfl ow of gold from Bulgaria to Turkey as a payment 
for the purchase of land from Ottoman owners).
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11 MONEY CREATION UNDER THE GOLD 
STANDARD: THE ORIGINS OF THE ITALIAN 

BANKING CRISIS OF 18931

Antoine Gentier

Introduction
Th is Italian experience is very interesting from the perspective of analysing diver-
gence and convergence under the Gold Standard (GS). Th is experience shows 
the paradox between the common thought on GS (an automatic rule to avoid 
infl ation) and an Italian reality where, in spite of gold convertibility, the econ-
omy suff ered infl ation that ended in an economic crisis.

Common wisdom associates nineteenth-century price stability with the GS 
rule. Th is common wisdom is sustained by a change in the perception of the 
notion of infl ation. In fact, price stability does not have the same meaning today 
as it did in the past. 

As a matter of fact, the link between nineteenth-century price stability and 
GS rules is defi ned more by the instability of the twentieth century than by its 
own stability. Th e Italian case illustrates this point: Italy could participate at the 
same time in the GS and still experience uncontrolled monetary creation. As 
such, the GS was not necessarily a set of rules conveying with it the degree of 
convergence most commonly assumed. Italian monetary diffi  culties were the 
direct consequences of the endless fi nancial needs of the government, and no 
rule was strong enough to reign in the drive for governmental expenditures.

Th is chapter will show the link between the monetization of the national 
debt and the destabilization of the Italian banks of issue, and will explain the 
monetary origins of the 1893 crisis. Th e main argument rests on the fact that 
government intervention in the banking industry is one of the major factors of 
the crisis. Th e focus on this specifi c aspect of the crisis does not mean that there 
was just only one origin of this crisis. Nevertheless the return to the GS did not 
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prevent Italian economy from monetary creation because the government could 
not meet the commitments of an equilibrate budget. Moreover, the fi nancial 
commitments of the GS had led the Italian Government to take new measures 
to prevent a gold fl ee that worsened the crisis. 

Th is chapter will explain the background of the 1893 banking crisis by 
exposing the fi scal question (Section 1) and the organization of the bank of issue 
(Section 2). Th en we will focus on the monetization of the national debt by the 
banking system (Section 3) and the evaluation by the stock market of the bank-
ing crisis (Section 4).

Fiscal Question, the Return to the GS and Money Creation
Th e 1861–1914 period was dominated by the fi scal question.2 Th e Italian gov-
ernment was unable to equilibrate its budget. Th e fi scal base was too poor to 
fi nance the governmental ambition in military spending and infrastructure (rail-
ways). Th e military spending had two origins: an arms race and several costly 
military expeditions (during the last two decades of the nineteenth century, Italy 
started its colonial policy). Th e railway construction was seen as symbol of polit-
ical unifi cation that could not be postponed. Th e results were a growing national 
debt, essentially fi nanced by monetary creation. 82 per cent of public defi cits 
were monetized between 1862 and 19143, as shown by Da Pozzo and Felloni 
series (1964) and the more recent evaluation of Vera Zamagni (1998)4, whose 
diff erences are just marginal. Th e conclusion drawn from these data confi rm an 
increase of the national Italian debt in absolute value, and as a proportion of the 
GDP. Th e graph 1b shows that the Debt to GDP ratio increased from 35.8 per 
cent in 1861 to 117 per cent in 1897. Between 1880 and 1894 alone, the Debt 
to GDP ratio increased from 80.3 to 113.7 per cent.

Th us the return to the GS had not changed the Italian public spending policy, 
characterized by public defi cits during the whole period. Only fi ve years hap-
pened to record budget surpluses (1874, 1878, 1886, 1893 and 1896, for detail 
see Figures 11.2a and 2b). As a consequence, the Italian national debt rose from 
2 419 millions of liras in 1861 to 12 979 millions of liras in 1896, its amount 
being multiplied by 5.55 (See Figure 11.1a). Th e fi rst three years aft er the return 
to the GS (1882, 1883, 1884) had smaller defi cits but soon thereaft er the Italian 
state returned to the same pace of borrowing .
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Figure 11.1a. Comparison between Da Pozzo and Felloni (1964) 

and Zamagni (1998) series.
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 Figure 11.1b. Ratio Debt/GDP (1861–1914).
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Figure 11.2a Net year-to-year change of the Italian National Debt.
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Figure 11.2b Net year-to-year change of DEBT/ GDP Ratio.
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Th e Early History of the Italian Banking System: a Fragmented 
Banking System with a Succession of Internal Monetary Regimes

In this section we will fi rst briefl y relate the major episodes of the early history 
of the Italian banking system – before the creation of the Bank of Italy. 1861 
celebrated the creation of the unifi ed state of Italy. Italy chose bimetallism (gold 
and silver) and became in 1865 a member of the Latin Monetary Union together 
with France, Switzerland, Belgium and later Greece. Th e newborn state inher-
ited from the fi ve banks of issue that used to operate before the unifi cation in 
the diff erent kingdoms: Banca Nazionale Sarda (BNS)6 from Piemonte, Banca 
Nazionale Toscana (BNT) and Banca Toscana di Credito (BTC) from Tuscany, 
Banco di Napoli (BN) and Banco di Sicilia (BS).7 Before the banking law in 
1874, the banks of issues’ activities were regulated by their own statutes.

Th e early Italian banking history can be divided in four sub-periods each 
characterized by a specifi c monetary regime:

1. 1861–6: Full convertibility and competition in notes issuance but 
without free entry in the market.

2. 1866–74: Suspension of convertibility exclusively granted to BNI 
notes.

3. 1874–81: Creation of the consortium and suspension of convertibil-
ity exclusively granted to the notes issued by the consortium.

4. 1881–93: Full convertibility resumed and suspension of the inter-
bank settlements.

1861–6: the ‘Competition’ Years

During this period, the business of the fi ve banks of issue – BNS, BNT, BTC, 
BS, BN – was regulated by their own statutes and their notes were not enjoy-
ing legal tender. BN and BS were not even actually issuing notes in bearer form 
redeemable on demand but issued in the name of the depositors. Th ose two 
institutions were issuing notes similar to certifi cates. Moreover the BS certifi -
cates were issued against 100 per cent metallic reserves. Most of the time the 
amount of notes issued was regulated by the amount of metallic reserves and/or 
equity held. Th e fi ve banks were issuing notes redeemable into gold. Th eir cir-
culation was limited to their local territory except for the BNS notes circulating 
nationwide. As a matter of fact, before the unifi cation of Italy the only bank rep-
resented extensively over the territory was the BNS. It was then possible for BNS 
note’s holders to pay with BNS notes outside of the BNS territory since the note 
could be redeemed at a BNS branch against other local notes or against gold. 
De facto the players were not of the same size: the BNS was the big player and 
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the other four were of a relatively smaller size. Moreover in 1862 the BNS was 
granted the monopoly over coinage. Given the fragmentation of the banking 
system the use of notes for inter-regional payments was low and to the exclusive 
benefi t of the BNS given its extensive network.

1866–74: Suspension of Convertibility into Specie Exclusively Granted 

to BNI Notes

In 1866, the suspension of the BNS (which will become the BNI in 1867) notes 
convertibility8 into metallic currency was declared in exchange of a 250 billion 
lira loan to the government at a preferred rate of 1.5 per cent. Legal tender was 
granted to all banks of issues’ notes on their respective territory. Moreover the 
certifi cates issued by the BN and BS became notes in bearer form. Nonetheless 
the amount of notes privately issued by the BNI was still regulated by its reserves 
in specie. Th e other four banks of issue – and then fi ve in 1870 – had to redeem 
their notes into metallic currency or into BNI notes. Th ey could hold BNI notes 
as reserves in an amount not exceeding two thirds of their metallic reserves but 
they could not be used to further expand their notes circulation. Th e BNI notes 
held as reserves by other banks were not counted in the BNI circulation. De facto 
BNI notes became the monetary base of the monetary system enjoying a higher 
demand compared to the previous period. Th e BNI became temporarily a legal 
monopoly bank even though legal tender was restricted. To conclude on this 
period it is worth noting the discount rate was no longer set by the banks but 
instead by the Finance Minister. 

1874–81: the ‘Consortium’ Years and Partial Suspension of 

Convertibility into Specie

In 1874 was enacted the fi rst banking law. Moreover a ‘consortium’ of the six 
banks of issue was created exclusively to accommodate the government fi nancial 
needs by issuing distinct notes not redeemable into specie in the name of the 
government. Th e six banks of issue were equal stakeholders in the consortium. 
Th ese two changes were designed to make the rules under which the six banks 
of issue were operating fairly. Th e fi rst banking law regulating the private circula-
tion stated that:9

• Issuing private notes could not exceed three times metallic reserves 
and three times the equity capital;

• Notes issued privately were redeemable into metallic currency or into 
state notes issued by the ‘consortium’;

• Interbank settlements were from now on subject to a common regu-
lation.
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Notes issued against loans granted to the state were no longer exclusively man-
aged by the BNI but by the ‘consortium’. Th e ‘consortium’ was seen as the fi rst 
step before resuming full convertibility of notes into gold. Th e BNI notes pri-
vately issued like any notes issued by the other fi ve banks of issue were redeemable 
into ‘consortium’ notes or into specie. Th e regime under which the BNI was 
operating was no longer diff erent from the one under which the other banks 
of issue were operating. Th ey were all enjoying legal tender in their respective 
territory. Under this new ruling, the BNI position in the market was no longer 
similar to the legal monopoly case. Th e notes issued by the consortium became 
the monetary base of the system. 

1881–93: Full Convertibility Resumed and Interbank Settlements 

Suspended

In 1881, full convertibility was resumed and the ‘consortium’ was dismantled. 
Notes issued by the ‘consortium’ were to be paid back by the government into 
gold or government bills. Despite the offi  cial return to convertibility, interbank 
settlements had been unoffi  cially suspended. Indeed starting in 1885 the gov-
ernment put pressure on the BNI to suspend clearing settlements. Th e BNI 
was asked to spend the notes issued by other banks instead of asking for their 
redemption into metallic currency. Th is way the regional banks of issue could 
maintain their circulation and sustain the local activity and the fi nancing of the 
government. It is important to recall that in 1887 Italy as a unifi ed state experi-
enced its fi rst major economic crisis. Suspending interbank settlements was seen 
as a way for the regional banks of issue to support the local business and avoid 
a major bankruptcy of the system. Eventually it led to the 1893’s banking crisis. 
During this period the BNI accepted to restrict its own notes circulation since 
interbank settlements were virtually suspended and so contributed to enhance 
the circulation of its competitors’ notes.

Evaluation of the Monetary Creation 1881–93

Italian Macroeconomic Data

Th ere are several studies on the early monetary history of Italy. All these studies 
(Supino,10 Di Nardi,11 Fratianni and Spinelli)12 show that the period is charac-
terized by a rapid growth of the money supply. We can summarize the monetary 
creation by analysing the change in the M213 series. M2 had been multiplied by 
fi ve between 1862 and1887, that is by two between 1862 and 1868 and by three 
between 1862 and 1874. Between 1874 and 1887, the M2 increase was regular, 
except between 1881–2. Th e small decrease at this time was due to the return to 
the Gold Standard. 
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Figure 11.3. Main Italian Macroeconomics Indicators.
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Changes in M2 are given by Figure 11.3. Th is statistic confi rms two main facts. 
Th e return to the GS had not enduring impact upon the monetization policy 
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of the Italian Government. Th e output statistic shows that the Italian economy 
went through a period of rapid growth until 1883 and aft er 1894. But this 
growth, as a side eff ect, contributed to hiding the eff ects of monetary creation on 
consumer prices. Without an increase of national wealth, price infl ation would 
have been even higher. By twentieth-century standards, it seems that there was 
price stability except for the 1870–3 period which may be a side eff ect of the 
Prussian–French crisis. By nineteenth-century standards, the economic growth 
should have led to price defl ation. Th e Italian economy was more infl ationist 
than the French or British economies. Th e infl ation diff erential is confi rmed 
by the spread between Italian Bonds and UK Consols (See Figure 11.4). Th is 
spread shows the infl ation gap between Italian and British economies, and the 
diffi  culties for the Italian government in borrowing. It also meant that the Ital-
ian bonds market was illiquid, and the banks could not rely on it to sell bonds in 
order to fi nd liquidity. Nevertheless, the consumer price infl ation discussion is 
not the main problem. Th e key issue of monetary creation is the distortion in the 
structure of relative prices, not the ultimate eff ect on consumer prices. Money 
creation led to two diff erent assets price infl ation: a bubble on the stock market 
(1866–73) and a bubble on the housing market (1885–93).

Evaluation of the Money Creation by the Liquidity Mismatch

Th e analysis of the liquidity mismatch is a usual method to evaluate the fi nancial 
trajectory for a bank or a banking system. Th is simple indicator gives some cru-
cial information on the way the bank is fi nanced and especially on the relative 
part of credit fi nanced by monetary creation. Th e liquidity mismatch measures 
the gap between liquidity (in this case mainly gold) held by the bank and funds 
that the bank has to redeem on demand (notes and demand deposits). Th e main 
signifi cation of this indicator is not given by its absolute level,15 but rather by its 
dynamic change. If the liquidity gap widens, it means that the bank has fi nanced 
its credit expansion by monetary creation. 

Each sub period (1866–73; 1874–81; 1882–93) presents a widening liquid-
ity gap followed by a sudden freefall. Th e monetization of the national debt was 
done by the banks of issue. Figure 11.5 shows that the period 1866–73 and the 
period 1882–93 had a very high increase in liquidity mismatch. But there are 
some diff erences between the origins of the monetary creation. During the fi rst 
period, the BNS was the only bank responsible for the increase of the liquidity 
gap. For the other periods, the responsibility for the increase of the liquidity 
mismatch was shared by all the banks of issue except the BTC. 

Th e analysis of the liquidity mismatch confi rms the other facts on monetary 
creation. 
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Figure 11.4. Spread between UK Consols / Italian Bonds (1880–96) Source: Batley 

and Ferguson, ‘Event Risk’ (data fr om Investor’s Monthly Manual).14
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Figure 11.5. Systemic monetary creation.
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Figure 11.6. Monetary creation by banks of issue.
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Evaluation of the Banks Solvability 

Liquidity mismatch shows that a large part of the credit was fi nanced by monetary 
creation. Nevertheless, the distress of the Italian banks of issue during the 1893 
crisis can also be explained by an analysis of their solvency. Th e classical ratio [(Net 
Equity Capital)16 / Total Credit] usually gives a good indication, but for these 
banks this ratio is not enough accurate to show why the banking system is in struc-
tural insolvency. In fact, the equity capital of the bank was used to fi nance public 
credit (especially by holding state bonds). Th e consequence of the immobilization 
of the equity capital in state bonds, is that the private credit was backed only by 
demanding funds (notes and private deposit). So we have calculated a more real-
istic solvency ratio [(Net Equity Capital–Net Fixed Assets in Public Bonds)17 / 
Total Credit]. Th is ratio shows a structural insolvency of the banking system, and 
it means that when the banks started to have losses18 they were on the verge of the 
bankruptcy. Th ese ratios give the percentage of the equity capital fi nancing the 
credit. Th e real issue is why banks couldn’t sell their public bonds to compensate 
for losses. Th ere were two main reasons: because at those moments bonds loose a 
huge chunk of their value (See Figure 11.4 the spread between UK Consols and 
Italian Bonds increased at the same time) and also they couldn’t sell the bonds in 
order to preserve what remained of confi dence about state solvency. As a result, a 
large part of the banks’ equity capital couldn’t guarantee the losses on the private 
credit activities. Moreover, the default rate on private credit activities was very high 
during the period (See below, Tables 11.4 and 11.5). Th e holding of illiquid public 
bonds increased the insolvency risk of the Italian Banking system. 

Table 11.1 Apparent Solvability Ratio.

Apparent Solvability Ratio Net Equity Capital / Total Credit
Years BNI BN BS BNT BTC BR

1880 27.9 per cent 21.7 per cent 14.9 per cent 39.6 per cent 42.3 per cent 28.7 per cent
1881 21.8 per cent 22.9 per cent 17.1 per cent 42.1 per cent 33.8 per cent 27.9 per cent
1882 30.9 per cent 23.2 per cent 17.2 per cent 38.9 per cent 33.6 per cent 28.7 per cent
1883 38.3 per cent 30.2 per cent 23.7 per cent 40.0 per cent 36.1 per cent 33.7 per cent
1884 35.6 per cent 31.2 per cent 26.3 per cent 39.4 per cent 36.6 per cent 30.8 per cent
1885 27.8 per cent 25.9 per cent 20.0 per cent 34.2 per cent 35.3 per cent 31.8 per cent
1886 26.1 per cent 22.1 per cent 19.6 per cent 31.8 per cent 38.7 per cent 28.0 per cent
1887 23.1 per cent 19.2 per cent 18.9 per cent 26.7 per cent 39.0 per cent 25.3 per cent
1888 22.4 per cent 18.6 per cent 18.6 per cent 28.2 per cent 40.0 per cent 24.0 per cent
1889 19.2 per cent 20.1 per cent 20.5 per cent 28.6 per cent 42.8 per cent 20.2 per cent
1890 19.0 per cent 20.0 per cent 19.2 per cent 28.3 per cent 36.1 per cent 18.5 per cent
1891 17.9 per cent 22.2 per cent 17.4 per cent 26.4 per cent 49.2 per cent 16.0 per cent
1892 18.4 per cent 23.5 per cent 20.9 per cent 25.5 per cent 50.6 per cent 13.9 per cent
1893 17.3 per cent 21.6 per cent 20.8 per cent 26.4 per cent 59.2 per cent -60.7 per cent
1894 22.9 per cent 24.0 per cent 21.4 per cent -70.3 per cent
1895 26.1 per cent 25.1 per cent 15.3 per cent -68.6 per cent
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Table 11.2. Realistic Solvability Ratio.

Realistic Solvability Ratio (Net Equity Capital – Net Fixed Assets in Public Bonds) / Total credit
Years BNI BN BS BNT BTC BR

1880 -5.1 per cent 1.7 per cent 4.6 per cent 9.4 per cent 38.4 per cent 15.3 per cent
1881 -5.8 per cent 0.1 per cent 11.3 per cent 13.0 per cent 27.3 per cent 14.3 per cent
1882 -2.8 per cent -3.6 per cent 0.1 per cent 9.8 per cent 27.2 per cent 16.1 per cent
1883 -0.5 per cent 11.5 per cent 13.8 per cent 12.9 per cent 26.3 per cent 23.2 per cent
1884 4.4 per cent 18.0 per cent 13.2 per cent 9.8 per cent 32.7 per cent 17.9 per cent
1885 9.9 per cent 12.3 per cent 9.5 per cent 15.8 per cent 23.3 per cent 25.1 per cent
1886 12.5 per cent 12.6 per cent 14.7 per cent 15.4 per cent 25.5 per cent 25.4 per cent
1887 15.3 per cent 8.7 per cent 9.3 per cent 14.3 per cent 29.0 per cent 22.2 per cent
1888 11.9 per cent 5.4 per cent 6.0 per cent 12.8 per cent 29.8 per cent 19.3 per cent
1889 12.0 per cent 9.1 per cent 6.2 per cent 17.0 per cent 28.9 per cent 20.4 per cent
1890 8.6 per cent 8.1 per cent 1.4 per cent 11.5 per cent 25.3 per cent 14.1 per cent
1891 6.4 per cent 2.1 per cent -2.7 per cent 2.1 per cent 30.2 per cent 11.0 per cent
1892 5.0 per cent 3.1 per cent -3.8 per cent 5.2 per cent 19.5 per cent 11.3 per cent
1893 4.5 per cent 1.0 per cent -0.9 per cent 7.3 per cent 15.6 per cent -61.6 per cent
1894 8.8 per cent 9.7 per cent 2.2 per cent -71.0 per cent
1895 17.0 per cent 17.9 per cent -10.8 per cent -71.4 per cent

Table 11.2 shows that Italian banks of issue operated with nearly no equity 
capital to guarantee their credit operations. Th e private credit was fi nanced by 
monetary creation. It is the other side of the liquidity mismatch. Th e holding 
of illiquid public bonds increased the default risk of the banks. Th e banks had 
not the same fate during the crisis, but we fi nd the same ranking between them. 
Th e BTC, which had never participated in the credit expansion, presented the 
best ratios in all case. On the other side, the BR had the poorest results. Table 
11.2 reveals the weakness of the BNI, BN and BS during the entire period. But 
the comparison between the BNT and the BTC is very interesting. Th ese two 
Tuscan banks seem to have similar results in Table 11.1, but Table 11.2 shows a 
real divergence between them. Th e holding of illiquid public bonds was a factor 
that exacerbated the banking crisis.

Th e Return to GS: between Old Bad Habits and New Problems 

Th e return to the GS did not change the Italian fi scal policy. Th e same ‘solution’ 
was used to cover governmental defi cits. Th e return to the GS without the will to 
respect the GS rules led the Italian economy into new diffi  culties. 

First, by joining the GS, Italy returned to fi xed exchange-rate system. But 
the monetization of public defi cits had led to an increase of domestic prices. 
Infl ation in the fi xed exchange-rate system meant that Italian products lost their 
international competitiveness.19 Local producers encountered increasing diffi  -
culties in selling on the domestic market (imports were cheaper) and exporting. 
Th e tariff  of 1887 was motivated by private interests but it was also an escape 
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ahead for Italian producers. Th is remedy contributed to a long slowdown of the 
Italian economy from 1888 to 1895 and increased poverty of the population.20 
Moreover the causes of the problem were not treated. 

Second, the governmental intervention to hamper bank settlements in order 
to prevent a gold fl ow from Italy, had opened the gate to opportunistic behaviour 
from the smaller banks of issue. Because the clearing mechanism had stopped, 
these banks had the opportunity to fi nance more credit by monetary creation. 
Th is was at the root of the banking crisis of 1893, as detailed in the next section. 

Th ird, the change in the relative price structure induced by infl ation modifi ed 
the incentives for entrepreneurs. For entrepreneurs, investing in industries pro-
tected from foreign competition (for example, housing construction) appeared 
more profi table than other activities. Entrepreneurs had incentives to enter in 
these industries and they also benefi ted from cheap credit, helping explain the 
housing boom of the end of the 1880 decade.21

Th e Stock Exchange and the Banking Crisis
Th e 1893 crisis was mainly a banking crisis. Th e banks faced a large value-
decrease of their assets. Th e banks had accumulated suspended bills since 1887. 
Th is crisis struck an economy crippled by protectionism but the disaster revealed 
by the parliamentary inquiry had been anticipated by the stock market. In fact, 
banks of issue could not pay dividends to shareholders since 1887. Th e banking 
sector suff ered more during this crisis than other sectors.

Th e 1893 Crisis

Table 11.3 shows the stock market evaluation of the banking sector health. 
Between 1882 and 1887 there is a small increase of the stock value (from 89.3 to 
98.1) except for railway stocks, which nearly doubled their value (from 56.5 to 
97.1). Th e banks’ stocks fl uctuated between 93.2 and 99.9. From 1888 to 1896 
the stock market capitalization shrunk by half (from 98.1 to 44.4), bank capi-
talization was divided more than by three (from 99.9 to 28.7), railways and other 
stocks capitalization diminished by 15 per cent. Th e fall of the stock market 
between 1888 and 1893 was due to the fi nancial distress of the banking system. 
Th e banks’ dividend policy illustrated this distress. Since 1887, banks of issue 
could not distribute dividends (or very small). Th erefore, the market value of the 
banks’ stock fell for two main reasons. Th e banks presented an increasing risk 
and there was no extra revenue to cover the risk.
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Table 11.3. Index yearly average on Genoa stock exchange 1882–96 

(Da Pozzo and Felloni 1964).

Gov. Bonds
Year (Rente 5 

Per Cent)
Index Stocks Index 

Banks
Index Rail-

ways
Index 

Others

01/1882 92,9 89,3 95,9 56,5
01/1883 92,6 88,2 93,2 58,6
01/1884 97,4 90,1 93,5 75,1
01/1885 98,5 95,8 96,8 85 108,2
01/1886 102 97,2 99,8 92,8 93,2
01/1887 100,5 98,1 99,9 97,1 91,3
01/1888 99,6 96,9 95,5 100,3 98,8
01/1889 98,1 89,5 83,4 98,1 103,2
01/1890 97,8 79,5 72,6 94,3 90,4
01/1891 95,4 66,6 56,9 85,7 86,5
01/1892 96,6 66,8 56 86,7 90,1
01/1893 97 62,8 50,7 87,2 90,8
01/1894 94,2 44,8 31,7 79,9 76
01/1895 103,4 44,9 30,6 86,4 79,6
01/1896 103,4 44,4 28,7 86,1 87,5

Th e stock-market evaluation had anticipated the scandal created by the parlia-
mentary inquiry of 1893. In 1892, the market value of the banks had already 
shrunk by half. 

Table 11.4. Di Nardi evaluation on suspended bill22 10th January 1893, 

thousands of liras. 

Institutions Bill of exchange Suspended Bill Total Total in per cent 
of equity capital

BNI 28473 20995.5 49468 26.1
BN 29629 19680.8 49309.8 69
BNT 4600 4600 19.7
BTC
BR 2897.5 13050.7 16038.2 80
BS 10364.6 3609.5 13974.1 77.3
Total 71454.1 61936.5 133390.6 40.6

Table 11.4 shows the complete bankruptcy of the Italian banking system. Except 
the Banca Toscana di Credito all banks of issue were in fi nancial distress. Th e 
Banca Romana failed in 1893. Th e new Banca d’Italia came from the merger 
between BNI, BTC, BNT and BR.23 Th e Italian North had a unique bank of 
issue in 1893. Despite their poor fi nancial performance in 1893, the BS and the 
BN were saved, and stayed in business until 1926. 
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Table 11.4 shows the results of the governmental intervention in hamper-
ing bank settlements. Th e banking system had no information on monetary 
demand, because the clearinghouse mechanism was suspended. Normally, a 
clearinghouse mechanism gives banks a crucial information on their liquidity 
risk. And such information would prevent a bank from increasing its credit sup-
ply by monetary creation because monetary creation increases its liquidity risk. 
If the Government prevents banks from using clearinghouse mechanisms, there 
is an open gate to bad loans accumulation in banks balance sheets. Th e longer 
the clearing mechanism24 is suspended the worse the eff ects, and this policy had 
lasted nearly for six years.

Th e limited clearinghouse mechanism thus allowed a riskier credit policy. It 
let the banks lend more without worrying about redeeming their debts. Th is sit-
uation gave banks very bad incentives and they took riskier bets with monetary 
creation. Table 11.5 shows two main facts. First, the percentage of suspended 
bills over total credit was very high even according to contemporary standards. 
Second, these defaults of credit were common all along the period, with a dra-
matic increase at the end. No bank could possibly survive such ratios. Th e BS, 
BN and BR played a special role. Th ey used the limited clearing mechanism to 
fi nance their expansion. Th e BNI seemed to be less expansionist but it was the 
main fi nancial backer of the other three banks. Financing bad credit was not a 
problem as long as the banks did not have to pay back their debts. Th at is the 
reason why the limited clearing mechanism allowed for six years of worsening 
credits extensions. At the end of the process, the banking system was on the verge 
of complete bankruptcy, with the BR having more losses than the other banks. 
Th e main reason was that the BR was more linked to political powers, which led 
it to lend even more to non-profi table projects.25 Th e BTC was not involved but 
it was forced to merge to create the BNI. Th e crisis was also worsened by a real 
estate crisis, especially on the housing market following a housing boom in Italy 
documented by several studies.26

Table 11.5. Rates of suspended bills ( fr om de Mattia 1967).

Years per cent of 
suspended 

bills over total 
credit BNI

per cent of 
suspended 

bills over total 
credit BN

per cent of 
suspended 

bills over total 
credit BS

per cent of 
suspended bills 
over total credit 

BR

per cent of 
suspended 

bills over total 
credit Total

1880 1.69 per cent 3.43 per cent 8.26 per cent 5.20 per cent 2.67 per cent
1881 1.71 per cent 3.67 per cent 8.00 per cent 5.12 per cent 2.78 per cent
1882 1.68 per cent 3.79 per cent 8.46 per cent 6.10 per cent 2.81 per cent
1883 1.93 per cent 4.90 per cent 5.20 per cent 7.04 per cent 3.09 per cent
1884 1.40 per cent 4.27 per cent 4.34 per cent 6.86 per cent 2.50 per cent
1885 0.65 per cent 3.77 per cent 3.42 per cent 4.80 per cent 1.62 per cent
1886 0.80 per cent 3.46 per cent 2.71 per cent 3.74 per cent 1.61 per cent
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Years per cent of 
suspended 

bills over total 
credit BNI

per cent of 
suspended 

bills over total 
credit BN

per cent of 
suspended 

bills over total 
credit BS

per cent of 
suspended bills 
over total credit 

BR

per cent of 
suspended 

bills over total 
credit Total

1887 1.32 per cent 3.24 per cent 3.87 per cent 3.27 per cent 1.90 per cent
1888 2.13 per cent 3.70 per cent 6.01 per cent 3.81 per cent 2.63 per cent
1889 2.32 per cent 4.80 per cent 6.22 per cent 4.08 per cent 2.95 per cent
1890 2.08 per cent 6.55 per cent 8.33 per cent 4.72 per cent 3.23 per cent
1891 2.06 per cent 7.09 per cent 6.86 per cent 4.71 per cent 3.16 per cent
1892 2.66 per cent 8.87 per cent 6.69 per cent 5.24 per cent 3.82 per cent
1893 4.10 per cent 10.52 per cent 12.38 per cent 75.72 per cent 11.90 per cent
1894 3.20 per cent 11.29 per cent 12.08 per cent 85.72 per cent 12.27 per cent
1895 0.00 per cent 0.52 per cent 11.92 per cent 90.75 per cent 7.99 per cent

Years  per cent of 
suspended 

bills over total 
discounted 
bills BNI

 per cent of 
suspended 

bills over total 
discounted 

bills BN

 per cent of 
suspended 

bills over total 
discounted 

bills BS

 per cent of sus-
pended bills over 
total discounted 

bills BR

 per cent of 
suspended 

bills over total 
discounted 
bills Total

1880 2.17 per cent 7.31 per cent 15.57 per cent 6.65 per cent 3.95 per cent
1881 2.12 per cent 6.68 per cent 15.32 per cent 6.66 per cent 3.99 per cent
1882 1.97 per cent 7.41 per cent 15.77 per cent 8.02 per cent 3.92 per cent
1883 2.26 per cent 11.03 per cent 8.31 per cent 9.50 per cent 4.42 per cent
1884 1.64 per cent 7.72 per cent 6.82 per cent 9.62 per cent 3.39 per cent
1885 0.84 per cent 6.41 per cent 5.32 per cent 6.44 per cent 2.26 per cent
1886 1.14 per cent 5.89 per cent 3.66 per cent 5.58 per cent 2.38 per cent
1887 2.09 per cent 5.50 per cent 5.57 per cent 5.17 per cent 3.04 per cent
1888 3.65 per cent 6.74 per cent 9.39 per cent 6.48 per cent 4.50 per cent
1889 4.07 per cent 8.66 per cent 11.71 per cent 7.95 per cent 5.14 per cent
1890 4.09 per cent 11.73 per cent 14.79 per cent 9.40 per cent 6.05 per cent
1891 4.36 per cent 12.58 per cent 12.09 per cent 8.56 per cent 6.18 per cent
1892 5.45 per cent 16.85 per cent 11.26 per cent 8.66 per cent 7.26 per cent
1893 8.38 per cent 19.03 per cent 24.05 per cent 344.06 per cent 22.55 per cent
1894 13.65 per cent 23.72 per cent 24.30 per cent 715.00 per cent 44.59 per cent
1895 0.00 per cent 2.10 per cent 28.71 per cent 1408.88 per cent 37.22 per cent

Table 11.5 shows the fi nancial distress of the Italian banking system. A signifi -
cant part of the credit was lent to people that never had to pay it back. Th e 
rate of suspended bills was, even by nowadays’ standards, on credit default very 
high,27 and a bank cannot survive with this kind of credit default rate. Th e lack 
of clearing mechanism allowed banks to go on this credit policy, and postponed 
the necessary bankruptcy. 

Conclusion

Th e return to the gold standard was not directly responsible for the banking 
crisis of 1893. Nevertheless, the return to the gold standard had created new con-
straints that led the Italian government to take new measures in order to satisfy 
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its endless fi nancial needs. All the desperate means used by the Italian govern-
ment had perverse eff ects on the economy. Protectionism durably increased the 
poverty of Italians and the regulation towards banks of issue led to a major bank-
ing crisis. Moreover, all these desperate means had no real eff ect on the cause of 
the problem. Th ese policies just treated the symptoms and not the main cause 
of the disease: the monetization of the public defi cit through the banks of issue. 
From this it appears clearly that the GS is not an automatic rule for price stabil-
ity. It is the political will to implement a sustainable fi scal policy in regard to the 
GS that could have changed the destiny of the Italian banking system and led to 
a convergence with other Western European banking and monetary practices.
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12 FINANCING GERMANY: AMSTERDAM’S 
ROLE AS AN INTERNATIONAL FINANCIAL 

CENTRE, 1914–31

Jeroen Euwe

Aft er Germany’s defeat in 1918 by the Entente, the economic prospects of the 
country were dire. High infl ation, political turmoil, famine, the loss of signifi cant 
areas of high industrial and agricultural importance, and the prospect of punitive 
damages to be paid to the victors – the height of which were being discussed at 
Versailles – weakened the German economy. To the Netherlands, the German 
economic diffi  culties threatened to have disastrous consequences. Since the start 
of industrialization in both countries during the 1860s they had become econom-
ically dependent upon one another. Th e Ruhr area in Germany – near the Rhine, 
close to the border with the Netherlands – had by the start of the war become 
Europe’s most important industrial region.1 For the transportation of the raw 
materials it needed and the products it exported, it relied on shipping along the 
Rhine and railroad transportation. In the Netherlands, the transport sector – sea 
shipping, Rhine shipping, railroad traffi  c, transhipment and related activities in 
the Dutch ports of Rotterdam and Amsterdam – relied on the Ruhr industry. 
Th e densely populated Ruhr also needed to import foodstuff s, and a large por-
tion of Dutch exports were shipped there. Th e importance of the Netherlands 
as a supply route and supplier to the Ruhr is illustrated by the fact that Germany 
decided to respect Dutch neutrality during the Great War. As the German Chief 
of General Staff , Helmuth von Moltke, put it as early as 1909: ‘it will be of great 
importance to have in the Netherlands a country whose neutrality allows us to 
import and export. It has to remain our windpipe, allowing us to breathe’.2

Dutch–German economic bonds were strong, and a German economic 
recovery was thus important to the Netherlands. Immediately aft er the war, 
infl uential Dutch bankers such as C. E. ter Meulen of Hope & Co. and G. Visser-
ing, president of the Dutch central bank, were internationally active, trying in 
vain to enable not only Germany, but the entire world to resume international 
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trade by promoting plans for international loans, barter or bilateral clearing.3 
Th e Dutch government was also acutely aware of the importance of a German 
economic recovery. It was mainly with this purpose in mind that the Coal and 
Credit Treaty of 1920 was negotiated.4 With the treaty Germany was granted a 
loan of ƒ60 million to buy Dutch foodstuff s, and a revolving – i.e. once repaid, 
the credit would be available again – credit of ƒ140 million to fi nance raw mate-
rials for German industry. While these loans by themselves were not enough to 
satisfy Germany’s need for funds, it was hoped other countries would follow the 
example set by the Dutch. Widespread monetary instability in Europe and a 
worldwide economic crisis starting in 1920 meant that – even if they would be 
willing – others could not follow. Th e monetary instability did allow Amster-
dam – which during the war had grown into an international fi nancial centre of 
some importance – to expand and consolidate its newfound role. Its growth was 
further aided by the exclusion of Germany from the London fi nancial market 
and an infl ux of fl ight capital from Central Europe. Many German banks estab-
lished themselves in Amsterdam in order to conduct their international business 
from there, seemingly setting in motion a process of convergence of the Dutch 
and German fi nancial markets. During the 1920s Amsterdam would be the most 
important international fi nancial centre of continental Europe. Once the Ger-
man currency was stabilized, trade expanded and Amsterdam – together with 
New York and London – became one of Germany’s most important creditors. 
Th e economies of both countries would once again be entwined. By the end of 
the decade, Th . Metz – who wrote extensively on economic issues during the 
interwar years – described the Dutch–German economic ties: ‘the Netherlands 
are today the most important buyer of German products, one of Germany’s 
largest suppliers and with their colonies Germany’s largest commercial partner. 
Germany is its main supplier and buyer. Th e Netherlands are Germany’s largest 
or second-largest creditor and Germany is its largest debtor’.5

Because of the German reliance on foreign creditors to fi nance its economic 
recovery, the role of the Amsterdam fi nancial market – one of the former’s 
main creditors – in Dutch–German economic interdependence merits further 
research. Did a process of convergence of the Dutch and German fi nancial mar-
kets take place, that is: did Amsterdam become a primarily German fi nancial 
centre, where German banks met Germany’s international fi nancial needs using 
German capital? Or was the rise of Amsterdam mostly the result of a structural 
domestic surplus of capital that was now put to use on the fi nancial market of 
Amsterdam, instead of London? What was the policy of the Nederlandsche Bank 
– the Dutch central bank – with regards to market developments, and the estab-
lishment en masse of German banks on Dutch shores?6 Th is essay addresses these 
questions, in order to focus on the central question of whether – and if so, how 
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– Dutch–German economic interdependence was refl ected in the structure of 
Dutch fi nancial services to its neighbouring country.

Th e Development of Amsterdam as an International Financial 
Centre

Th e 1860s and early 70s saw the emergence of a modern banking system in the 
Netherlands, as a number of banks were founded which would develop into the 
major Dutch banks.7 Th e connection to Germany, which at that time was turn-
ing into an important economic hinterland to the Netherlands,8 was already 
fi rmly established by the founding of the Rotterdamsche Bank in 1863 and the 
Amsterdamsche Bank in December 1871. By the turn of the century, both banks 
were in the top fi ve  Dutch banks. 80 Per cent of the shares in the Amsterdam-

sche Bank were originally in German hands, and German capital also participated 
– although to a far lesser degree – in the Rotterdamsche Bank.9 Th e Amsterdam-

sche Bank was intended to stimulate trade with Germany, to connect the German 
and Dutch money markets – the market for short-term loans – and to further 
the investment of foreign money on the Dutch market. Th is foreign capital was 
mostly of German origin, as the German money market was exceptionally liq-
uid as a result of French payments aft er the Franco–Prussian War of 1870.10 Th e 
Amsterdam capital market – the market for loans for a period of more than a year 
– was at that time an international capital market of some importance.11 Partly 
as a result of a relative lack of domestic securities – Dutch companies preferred 
other means of fi nancing their needs – Dutch investors were interested in foreign 
securities.12 Considerable sums were invested in Europe, North and South Amer-
ica, Asia and Africa.13 In particular Russian bonds, American mortgage banks, 
and American railroads were in high demand. Amsterdam was even a key fi nan-
cier of the latter.14 Dutch investments in foreign securities grew from a total of 
ƒ643 million in 1854–7 to ƒ2,204 million in 1879–82, or ƒ2,414 million when 
adjusted for defl ation.15 Th is was equivalent to 88 per cent of the average Gross 
Domestic Product at market prices (GDP) during the period 1854–7 and 195 
per cent for the period 1879–82.16 Possession of domestic securities remained 
fairly constant during the period, increasing from ƒ 1,122 million to 1,190 mil-
lion (1,282 when adjusted), which illustrates how few domestic securities were 
available at the time.17 A generally favourable economic climate, starting around 
1895 and lasting until the outbreak of the Great War, meant increased activity on 
the capital market, as not only established industries, but also new capital-inten-
sive companies such as the chemical industry were attracting capital.18 Domestic 
issues thus gained in volume at the expense of foreign issues. Nevertheless, on the 
eve of the Great War foreign securities (excluding Dutch colonial securities) still 
amounted to 47 per cent of the Amsterdam capital market.19
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In contrast to the capital market, and despite the German interests in the 
Dutch banking sector that were mentioned earlier, the money market was 
almost entirely local.20 Th e vast majority of funds were furnished as so-called 
prolongatiekrediet: renewable credit on a monthly basis, using stocks as collat-
eral. Call loans (day-to-day loans), beleeningen (three month loans using stocks 
as collateral) and acceptances (also known as bills of exchange) were of neg-
ligible importance. Most Dutch imports and exports were fi nanced through 
the London money market, with prices and bills of exchange made out in 
pounds sterling.21 Much of the money involved in Dutch international trade 
thus bypassed the Amsterdam money market. As of July 1914, according to 
an inquiry by the Nederlandsche Bank, the volume of outstanding loans on the 
money market amounted to ƒ 325 million.22

Th e First World War would drastically change the outlook of the Dutch 
money market. Th e crisis leading up to the outbreak of war on 28 July 1914 
caused a disruption of the fi nancial markets that resulted in the closure of the 
exchanges at Paris, Brussels, Frankfurt, Berlin and Vienna. In Amsterdam lend-
ers – who, like many people, were expecting problems – wanted to be liquid 
and gave notice on their outstanding loans. Simultaneously, stocks were sold on 
a large scale and plummeted in value. Th is caused a similar decrease in value of 
the collateral on existing renewable credits.23 Th e fi nancial market was in crisis. 
Th e board of the Vereeniging voor den Eff ectenhandel – the private association 
regulating the Amsterdam exchange – decided to close the exchange for a sin-
gle day on 29 July, so that measures might be taken to ensure the functioning 
of the exchange. However, this eff ort failed and the exchange remained closed, 
thereby extending all existing short-term renewable credit for an unknown 
period. Th is threatened to have disastrous consequences for Dutch businesses, 
as these had used short-term loans to manage funds that were temporarily sur-
plus to requirements. With their money tied up in loans that were frozen for an 
indeterminate period, these companies were facing liquidity problems because 
the closing of the exchange also meant that new credit could not be obtained. A 
syndicate of bankers, backed by the Nederlandsche Bank, used their Vereeniging 

voor den Geldhandel (Banking association) to grant credit to those businesses 
that were facing fi nancial diffi  culties as a result of the credit crisis. Th e plan could 
necessitate a growth of the money supply of ƒ 200 million, while the situation 
was further complicated by a – albeit short-lived – run on savings accounts 
that had started on the 28th.24 Th e amount of money in circulation therefore 
needed to be signifi cantly increased. As the Nederlandsche Bank was bound 
by its legal obligation to keep gold coverage of paper money in circulation at 
40 per cent, it could only increase circulation by ƒ 100 million. On 31 July the 
gold standard was suspended. Th e minimum coverage of the banknotes in gold 
was decreased to 20 per cent, allowing the Nederlandsche Bank to increase the 
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amount in circulation, eff ectively restoring stability of the Dutch fi nancial insti-
tutions. Nonetheless, the exchange would not reopen until 9 February 1915, 
over a month aft er the London exchange.25 Upon its reopening almost all of 
the formerly blocked renewable credits were repaid before the year was out, as 
many people made a profi t on the sale of their American shares on the New York 
Stock Exchange and the amount of money available on the market increased 
rapidly.26 Th is signifi cant expansion of the money market was partly a result of 
the fact that the war severely impeded international trade. Th is resulted in the 
gradual selling out of stores by Dutch companies both at home and abroad, and 
a growing stream of the proceeds going to the Dutch banks. Another impor-
tant factor was the infl ux of a growing amount of foreign capital – mostly from 
the Central Powers – in the form of shares and money. Th e latter consisted of 
the proceeds of German exports – many of which were destined for the Dutch 
colonies27 – as well as Mark balances and cash.28 Surprisingly, it would take until 
August 1916 before the German authorities took measures to stem the fl ight 
of capital.29 Still, in 1923 prof. G. W. J. Bruins, a close friend of G. Vissering, 
the President of the Nederlandsche Bank, and therefore in an excellent position 
to adequately judge this, estimated the total amount of fl ight capital that had 
fl owed from Germany to the Netherlands during the war and the subsequent 
period of infl ation at between ƒ 500 and ƒ 800 million (equivalent to between 
9.6 per cent and 15.3 per cent of Dutch GDP in 1923).30 According to the Ger-
man ministry of foreign aff airs this was just over half of the total capital that had 
fl ed Germany during this period.31

Th e fl ight capital contributed to a marked increase of the gold reserves, as did 
the growing trade surplus. Although the Netherlands – being neutral – was able 
to trade with any country, imports were at a fraction of the pre-war level, and 
the usual trade defi cit had become a trade surplus. To limit this infl ux of gold, 
and its potentially harmful economic eff ects, the Nederlandsche Bank took on a 
central role in the granting of credit for foreign trade.32 It guaranteed the loans, 
on condition that it was consulted beforehand, and the loans were in the com-
mon interest.33 As collateral, treasury issues and industrial issues in guilders were 
to be deposited at the Dutch banks. Th e Nederlandsche Bank closely monitored 
both the nature and adequacy of these issues.34 As described by Richard Rob-
erts in his paper on the London fi nancial crisis of 1914, the London acceptance 
market – which had fi nanced most of the international trade – broke down at 
the beginning of the war. Th e president of the Nederlandsche Bank, G. Visser-
ing, recognized an opportunity to expand the Dutch acceptance market.35 Th e 
acceptance market is a part of the money market where short-term credit (usu-
ally for a period of three months) is supplied in the form of acceptances. Th ese 
acceptances can be divided in two main groups: fi nancial bills and reimburse-
ment credits. Both kinds are less expensive than other forms of short-term credit. 
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Reimbursement credits are used to fi nance the import and export of goods, and 
are self-liquidating as they use the goods they fi nance as security. It was the use of 
such reimbursement credits – in guilders – that Vissering promoted. Financial 
bills on the other hand were regarded as undesirable since these did not serve 
Dutch trade and were considered less secure. For the Amsterdam money market 
to be able to consolidate its new international stature, the use of acceptances in 
guilders was important. Th e stability shown by the Dutch guilder was a great 
help in this regard, the British journal Th e Economist stating as early as Decem-
ber 1915 that ‘the position of the London exchange market is encroached upon 
by Amsterdam, so that Dutch currency has for the time being become a standard 
of value for other currencies’.36 In spite of progressively decreasing foreign trade, 
the acceptance market expanded gradually. In 1913, the seven most important 
Dutch banks had a turnover of ƒ62 million. In 1918 these banks reached their 
highest wartime turnover in acceptances at just over ƒ77 million.37 Given that 
the total amount of short-term loans due at the end of the war was ƒ440 million, 
other forms of credit were thus still more popular. Most of these loans – ƒ195 
million and ƒ142 million respectively, 44.1 per cent and 32.3 per cent of the 
sum total – were granted to Germany and Great Britain, which indicates the 
importance of Dutch trade with these countries. Austria-Hungary was the third 
most important debtor with ƒ 85 million, followed by France (ƒ12 million), 
Luxembourg (ƒ4.4 million) and Belgium (ƒ1 million).38 

Aft er the war, it turned out that loans granted to German customers 
amounted to even more than the ƒ195 million recorded by the Nederlandsche 

Bank. A number of Dutch banks had not bothered to consult the central bank, 
and had granted an additional ƒ113 million to German customers, bringing the 
total outstanding credit granted to Germany to ƒ308 million or 55.7 per cent of 
the total.39 All combined, the Central Powers accounted for 71 per cent of the 
loans to the combatants that were due at the end of the war. Whether the loans 
extended to others, such as the British, were higher as well, is unknown. As of 3 
February 1919, the total outstanding loans to the former belligerents amounted 
to ƒ499.3 million. Some of these loans had been granted aft er the war: as part 
of the General Agreement with the Allied powers, a credit of ƒ123 million had 
been agreed upon, while ƒ7.2 million had been loaned to others.40

Because of the uncertainty regarding the conditions of the Treaty of Versailles, 
which was under negotiation at the time, the German banks sought extensions 
on their loans. In Switzerland this resulted in a general sauve qui peut in bank-
ing circles, while payments to the Swedes – who had not demanded collateral 
on their loans – had stopped altogether.41 Dutch bankers, however, remained 
calm, as not only had many loans already been repaid as they came due during 
the war, this had continued aft er the armistice.42 Since the Nederlandsche Bank 
had consistently demanded a high quality of collateral for these loans – which 
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may explain the high amount of unreported credit that some banks had granted 
to their German relations – most banks could aff ord to retain their composure. 
Th e Nederlandsche Bank continued to play a central role between the Dutch 
creditors and their German debtors, and showed a highly cooperative attitude 
towards the German debtors. Just a few days aft er the armistice, Vissering sent a 
telegram to Franz Urbig – as director of the Disconto-Gesellschaft  one of the most 
infl uential German bankers – suggesting he send a representative to the Neth-
erlands to discuss possible extensions on the German loans, some of which were 
due two days later.43 Urbig came in person, and would remain in constant com-
munication with the Dutch creditors throughout 1919.44 Nevertheless, because 
of the uncertain political and fi nancial situation in Germany – and despite 
additional collateral – Dutch banks were not eager to extend existing loans. A 
number of them instead were asking the Nederlandsche Bank for permission to 
call in their loans, permission they did not formally need and which shows how 
the Nederlandsche Bank wielded power in informal ways as well.45 In response 
the Nederlandsche Bank called a meeting with the banks, where Vissering argued 
that they should agree to the German requests for extensions. He was backed 
by the larger banks, with Van Tienhoven of the Rotterdamsche Bankvereeniging 
stating ‘it would be unwise if the Netherlands should be unwilling to respond to 
the need for credit in its hinterland’.46 Refusing the extensions would not be in 
the best interests of the banks, as the result would be that ‘the money would be 
repaid, but the Netherlands would be out of it commercially’.47 Th e banks com-
plied and the existing loans were extended, and paid in due time.48

While the Germans were seeking extensions on their loans, they were also 
approaching the Dutch banks for new credits. As most of these were not directly 
linked to the fi nancing of Dutch–German trade, the Nederlandsche Bank was 
not in favour of this.49 Th e policy of the Nederlandsche Bank during the war and 
immediately aft erwards can thus be characterized as being geared towards using 
the Dutch fi nancial market to ensure the continuation of Dutch international 
trade. Due to circumstances, in practice this meant predominantly the fi nanc-
ing of trade with Germany. In the years to come, Dutch–German fi nancial ties 
would grow stronger, as German companies and local and state governments 
increasingly turned toward Amsterdam’s fi nancial market, and a large number of 
German banks established themselves there.

Foreign Banks in the Netherlands

Germany needed to revive its international trade, and to do so it needed money 
to fi nance its imports and exports. Before the war, this had been mainly done 
in London, where all the important German banks had established branches. 
Th ese, however, had been seized and liquidated by the British as enemy prop-
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erty. Furthermore, in the fi rst few years aft er the war they no longer had access to 
the London money market.50 Given post-war circumstances, German banks thus 
needed a neutral country to conduct their international fi nancial business.51 Th e 
Netherlands was a logical choice, not only because of its geographical location, 
but also because of the stability of the guilder, the low and stable interest rates, the 
low commission that was charged, and Dutch banking secrecy. As Norway and 
Sweden did not allow foreign banks to be set up, Switzerland was the only real 
competitor. However, Berne discouraged the establishment of foreign banks, had 
not yet embraced banking secrecy and was also regarded as being too isolated.52 
Already during the war, several German banks planned to establish themselves in 
the Netherlands,53 resulting in the founding of the Bank voor Handel en Scheep-

vaart in July 1918 by Vulcaan Rotterdam, a subsidiary of the Th yssen concern 
that had already invested substantially before the war.54 In December of the same 
year it was followed by the Internationale Wisselbank, whose German directors 
had been bankers in Belgium and France prior to the war. By March 1926, the 
Nederlandsche Bank listed no less than 69 fi nancial institutions it regarded as ‘for-
eign’. Th e number of newly founded institutions was even larger, as some only had 
a short lifespan. Th e branch of the Standard Bank of South-Afr ica for instance 
– which had been the fi rst to establish itself in the Netherlands aft er the war – was 
not mentioned on this list.55 Th ree of these institutions already existed before the 
war, while the remainder had been formed between July 1918 and March 1926 
(Table 12.1). Th e overwhelming majority were of German or Austrian origin, and 
only six had their origins elsewhere: France, Liechtenstein, Sweden, the United 
States and Poland.56 Because most of these new banks were of German origin, 
they were in common parlance referred to as ‘German banks’.

Table 12.1. Foreign fi nancial institutions in the Netherlands, 

1918 – March 1926.

Year Unknown Pre-
1918

1918 1919 1920 1921 1922 1923 1924 1925 March 
1926

Newly established 2 3 2 4 11 10 5 18 11 2 1
Total 3 5 9 20 30 35 53 64 66 69

 Source: Archive DNB; 7/831/1; Vestiging van buitenlandse banken in nederland. Overview 
‘Niet zuiver Nederlandsche bankinstellingen, 26 Maart 1926’ ‘Niet zuiver Nederlandsche bankin-
stellingen’, 26 March 1926..

Th e majority of the new banks were subsidiary companies, and as such they were 
legally Dutch banks although their board of directors consisted mostly of Ger-
mans. Only the Deutsche Bank chose to open a branch.57 Th e new banks had 
German business connections, German customers and German capital.58 Many 
German industrial conglomerates, for instance, decided to ferry to Amsterdam 
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the capital used for their foreign transactions. Th is was not only done to safeguard 
this capital; the favourable Dutch tax laws were also duly noted.59 At fi rst, the new 
banks limited their activities in the Netherlands to foreign exchange dealings and 
the managing of German funds, by supplying short-term loans to German indus-
try and acquiring Dutch stocks and treasury bills.60 Already in 1921, however, 
their activities were widening – much to the dismay of Dutch bankers – as they 
started to attract Dutch deposits at a to Dutch banks astonishingly high interest 
of 6–7 per cent. By lending highly rated currency such as dollars, pounds sterling, 
and guilders to Central European countries – mostly Germany – they were able 
to realize up to 12 per cent interest on these deposits.61

Foreign banks however, were not the only important companies to settle 
in the Netherlands. Because of the exceptionally favourable tax laws regarding 
double taxation, many international holding companies opted to locate their 
headquarters in the Netherlands.62 Because of the importance of its fi nancial 
centre, Amsterdam was a favourite location, thereby further expanding its role.63 
Th e foreign banks contributed to a broadening of the infrastructure of the 
Amsterdam fi nancial market, while the capital that fl ed depreciation and taxa-
tion in Germany, Austria and the Balkans added to a growing supply of funds in 
search of short- and long-term investment.64 Th e reasons why so many of these 
funds sought refuge in the Netherlands both during and aft er the war, are more 
or less the same as those that convinced the German banks, although in this case 
the fact that the Dutch banks guaranteed banking secrecy will have been espe-
cially important.65 When the Mark was stabilized in the autumn of 1923, the 
German fl ight capital was only partially repatriated, as there was still taxation to 
be avoided and residual fears of depreciation still existed. Moreover, any decrease 
was more than off set by the capital, which by then started to pour in from Bel-
gium, France and Italy, as a result of monetary diffi  culties in those countries.66

Nevertheless, although the infl ux of money from abroad was important, the 
funds generated by the Dutch economy should not be underestimated. Th anks 
to the rapidly expanding economy aft er the crisis of 1920 – between 1922 and 
1924 Dutch GDP showed an average growth of 5.2 per cent, and 4.4 per cent 
during the period 1925–9 – each year considerable sums were in need of invest-
ment.67 Additionally, every year some ƒ200 million was paid out as dividends 
from the Netherlands-Indies, while many fortunes that had been amassed in the 
Indies were put to work on the Dutch capital and money markets.68 Both the 
population and Dutch companies saved increasing amounts of money, start-
ing during the war. Companies had little opportunity to invest their earnings 
in replenishing stocks, and they – as well as the general public – had turned 
increasingly towards savings banks and the stock exchange.69 Th is would con-
tinue aft er the war, as the savings rate – for which data are available from 1923 
on – rose from 4.4 per cent to 14.2 per cent of GDP in 1928. Aft er 1929 it would 
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decline.70 Part of the reason for this high savings rate was the taxation policy at 
the time, which had no corporate tax: taxes were only payable on dividends.71 
Because many Dutch fi rms were family businesses, they would thus refrain from 
paying dividends, choosing instead to keep the money within the company. Sav-
ing thus brought considerable fi scal benefi ts. Th e role of fl ight capital was thus 
important, but was outweighed by a structural surplus of Dutch capital that was 
in excess of domestic requirements.

Th e Capital Market

Aft er the war the capital market initially showed no sign of its prewar inter-
national orientation. Foreign issues were rare, while domestic issues showed a 
fl urry of activity as the Dutch economy expanded and the Dutch government 
sought to fi nance its debts, which had grown considerably during the war (Table 
12.2).72 Th e new German banks were very active in this market, being especially 
interested in Dutch government bonds, and were considered to be responsible 
for the success of many post-war Dutch issues.73 As the global economic crisis 
of 1920 set in, however, activity on the capital market was cut short. Although 
between 1920 and 1924 there were some foreign emissions, it was only with 
the end of the economic crisis and the re-adoption of the gold standard in 1925 
by a number of countries – among them the Netherlands, Germany and Brit-
ain – that the international capital market expanded signifi cantly (Table 12.2). 
While Amsterdam would remain signifi cantly smaller than London and New 
York, until 1930 the volume of international emissions in Amsterdam was sub-
stantially larger than in Paris or any other continental market.74 With regards to 
German bonds – few German shares were issued here – Amsterdam was even an 
important competitor to London, as during 1926 and 1927 signifi cantly more 
German bonds were issued in Amsterdam than in London.75 A growing number 
of bonds and stocks from other countries were also placed, but German bonds 
were in the majority. Between 1926 and 1928 – the heyday of Amsterdam as 
an international fi nancial centre – 39.5 per cent of the foreign issues off ered 
were of German origin, while France (13.6 per cent), Belgium (10 per cent), 
and the United States (7 per cent) were of far lesser importance.76 Th ese foreign 
issues usually off ered a better return than the local ones, thus not only attract-
ing foreign capital, but Dutch capital as well. As a result, they were oft en greatly 
oversubscribed.77 According to the economic writer Th . Metz, by 1930 about 75 
per cent of German issues remained in Dutch hands.78 A survey by the Nether-

lands Bank in 1933 confi rms this: over 47.500 replies were received, stating the 
total nominal value of the German bonds in Dutch possession as ƒ 430.6 mil-
lion, plus shares with a total nominal value of ƒ263 million.79 Th ese bonds were 
all dated aft er the German infl ation, as the introduction of the new Reichsmark 
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had made older bonds worthless. Of the German issues from 1926 up to and 
including 1928, over 51 per cent were done by industry, with banks (including 
mortgage banks) a distant second at 28.4 per cent. Th e bonds issued by the Ger-
man state, its constituent states and local government comprised 13.7 per cent of 
all German issues fl oated in Amsterdam during these years.80

Table 12.2. Bonds and stocks issued in the Netherlands 1918–31.

(in millions of guilders) (in percentages of total emis-
sions)

Year Netherlands 
and colonies

Foreign bonds 
and stocks

Total Netherlands 
and colonies

Foreign bonds 
and stocks

1918 663.1 – 663.1 100 0
1919 1209.9 – 1209.9 100 0
1920 1213.5 1.7 1215.2 99.9 0.1
1921 500.1 17.5 517.6 96.6 3.4
1922 448.3 21.5 469.9 95.4 4.6
1923 298.9 10.8 309.7 96.5 3.5
1924 394.4 49.1 443.5 88.9 11.1
1925 233.4 155.7 389.1 60.0 40.0
1926 264.2 300.7 565.0 46.8 53.2
1927 210.0 379.6 589.6 35.6 64.4
1928 428.6 377.4 806.0 53.2 46.8
1929 402.0 162.4 564.5 71.2 28.8
1930 439.3 250.7 690.1 63.7 36.3
1931 264.7 42.2 307.0 86.2 13.8

 Source: D. C. Renooij, De Nederlandse emissiemarkt van 1904 tot 1939 (Amsterdam: De Bussy, 
1951) p. 100; own calculations.

Th e capital export that resulted from the extraordinarily high number of foreign 
emissions – in 1926 and 1927 foreign emissions surpassed domestic emissions 
(Table 12.2) – was a matter of some concern for the government. Already in 
November 1925, an ‘advisory committee on the admissibility of foreign emis-
sions’ was therefore called into being, which delivered its report nineteen months 
later.81 Unsurprisingly, the report argued that the free movement of capital was 
essential for international payments, which – considering the importance of 
international trade for the Dutch economy – should not be hampered. Neverthe-
less, in cases where the national interests would be threatened, the government 
should be able to intervene. Th e committee questioned the eff ectiveness of a ban 
on foreign emissions however, since these could always be acquired abroad.82 
Other ways of establishing a measure of control were ineff ective. Neither the 
Nederlandsche Bank nor the Vereeniging voor Eff ectenhandel had any real infl u-
ence on the issues that were fl oated on the Amsterdam market, as the latter could 
only deny an offi  cial quotation on the exchange while the former could only 
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refuse issues as collateral for loans. Since issues that were not accepted for quota-
tion on the exchange found a substantial unoffi  cial market in Amsterdam, the 
eff ect of such a refusal was limited.83 While its refusal to ban foreign emissions 
indicates the importance of foreign trade, only the promotion by the Dutch gov-
ernment of the issues placed in Amsterdam as part of the Dawes plan in 1924 
demonstrates clearly that whenever possible the government tried to steer the 
capital market towards fi nancing German economic recovery.84 Th e promotion 
of these loans was successful: aft er the United States, Great Britain and France 
– who for political reasons were forced to take a large share – the Dutch were the 
largest participants in the Dawes- and the Young loans.85

Th e Money Market

Much more than the capital market, the money market shows the extent of 
the economic ties between the Netherlands and Germany. When in July 1931 
the Stillhalte – the agreement between Germany and its foreign creditors for a 
temporary reduction of interest payments and a temporary stop on repayments 
– was put into eff ect, Germany needed to take stock of its short-term fi nancial 
obligations. Its obligations – detailed in Table 12.3 – show a remarkable correla-
tion between the nature of the Dutch–German economic ties and the structure 
of Dutch short-term credit to its neighbour. Of all short-term credits granted by 
the Dutch to Germany, 67 per cent were from Dutch banks and companies to 
German companies. For the other major creditors, the United States and Great 
Britain, this was 28 per cent and 40 per cent respectively.86 Aft er the United 
States, the Netherlands was Germany’s largest short-term creditor. More impor-
tantly, while American banks had predominantly furnished loans to German 
banks, Dutch banks fi nanced German industry, agriculture and trade. In this 
aspect, the Dutch were by far Germany’s most important creditor with 33.2 per 
cent of all short-term credit (Table 12.3). Th e same applies to the loans from 
foreign companies to German companies: with 22.6 per cent of all credit, again 
the Dutch were by far the most important creditors to Germany.

Th e structure of Dutch credits refl ected the economic relations between 
the two countries, which were based on trade and transit shipping to and from 
Germany. By furnishing these loans, Germany could import products from the 
Netherlands and the Dutch East Indies, while German industry was enabled to 
import the raw materials it needed, which were mostly shipped through Rotter-
dam and from there were transported to the Ruhr by Rhine barge or train. Given 
the importance of acceptances in fi nancing international trade and the fact that 
the Dutch acceptance market came to be the largest of continental Europe, it is 
therefore of interest to examine both the developments on the acceptance mar-
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ket, such as the growth of its volume, the role of the German banks, and the 
policy of the Nederlandsche Bank.

Table 12.3. Germany’s short-term debt by most important creditors as of 

28 July 1931, in million Reichsmark.

Netherlands U.S.A. United 
Kingdom

France Switzerland

Foreign banks to:
German industry, agriculture, trade 793 389 506 50 507
German banks 458 1724 1083 279 621
German government bodies 18 116 65 24 63
Reichsbank and Golddiskontbank 0 210 21 5 0

Foreign trade and industry to:
German trade and industry 587 491 318 163 333
German banks 189 201 38 128 325

Other foreign creditors to other German 
debtors

24 12 23 7 29

Totals: 2069 3143 2054 656 1878

 Source: Archive DNB, 2.3/501/1, Duitslands schulden, German report ‘Auft eilung der kurzfris-
tigen ausländischen Kredite an Deutschland nach Gläubigern, Schuldern und Ländern (Stand 
v. 28.Juli 1931)’, dated 10 December 1931.

A prerequisite for a fl ourishing acceptance market is the existence of an active 
currency market, because unless both buyer and seller are using the same cur-
rency, there will have to be a moment when currencies are converted. Before the 
war, there had been no such market of importance. However, due to the combi-
nation of post-war monetary instability in many countries and the volume of the 
Dutch money market, such a market came into being, as the German Mark was 
actively traded in Amsterdam. Because of diminishing activity of Dutch trade 
and industry during the war, account balances at the banks had grown consider-
ably.87 As these deposits could be requested at any moment, the banks were in 
dire need of short-term investments. Some of these were found in speculation á 

la hausse in the German Mark, which was steadily decreasing in value (but would 
not reach hyperinfl ation for some time) as it was thought over and over again that 
this time, the German currency really had hit rock bottom, and would start to 
rise again. Dutch civilians and banks bought large amounts of Marks, which the 
German banks were only too willing to sell as both they and the German popula-
tion (which was speculating á la baisse on a similar scale) expected the Mark to 
decrease still further in value.88 With an estimated daily trading volume of 5 mil-
lion pounds (ƒ 60.5 million at pre-war parity) the Amsterdam currency market 
was of great importance, but suff ered tremendous losses.89 Th is trading volume 
was only partly due to the German banks: several central banks from Central 
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Europe maintained large balances in Amsterdam to support their exchanges.90 
As the currency market (and the use of currency options to safeguard against the 
then frequently wildly fl uctuating currencies) was exceedingly important for the 
development of the burgeoning acceptance market, the Nederlandsche Bank was 
also actively involved, using a substantial portfolio of foreign acceptances and 
currency in order to restrict sudden fl uctuations in the exchange rate.91 

Th e popularity of acceptances had started to grow during the war, causing the 
president of the Nederlandsche Bank to conclude in June 1917: ‘Th e Dutch fl orin 
has assumed a far greater signifi cance on the international money and bill market, 
and this fact will come into even greater prominence when at the conclusion of 
peace the international bill market has recovered its freedom of movement on all 
sides.’92 He would turn out to be right, even though the ‘freedom of movement on 
all sides’ turned out not to apply to Germany. On the contrary, the Dutch accept-
ance (or bill) market would even gain extra impetus because of the restricted 
German access to international money and capital markets. During the latter 
half of the 1920s, acceptances comprised about 30 per cent of the volume of the 
money market.93 Most of the acceptance credits were for German debtors: accord-
ing to the director of the German bank H. Albert de Bary & Co. in Amsterdam, by 
February 1931 they accounted for 75 per cent of the acceptance market.94 When 
comparing the statistics of the Netherlands bank (Table 12.5) with the statistics 
given in reports on the German debts at the time of the Stillhalte, this percentage 
seems credible. Within the Dutch business community, credit on prolongatie – a 
renewable loan using stocks as security – remained the fi nancial instrument of 
choice, comprising 40–50 per cent of the money market.95

Th e development of the acceptance market was in no small measure the 
result of the policy of the Nederlandsche Bank. Th is institution not only strived 
to maintain a low and stable discount rate compared to competing fi nancial cen-
tres, it also regulated the growth of the acceptance market.96 To do so, it had two 
offi  cial instruments: fi rstly, it decided which banks were allowed to rediscount 
– i.e. sell – their acceptances to the central bank. Normally, the banks were lim-
ited by their own liquidity – the ratio of obligations to pay and their capability 
to do so – in the amount of acceptance credit they could grant. Th e option of 
rediscounting acceptances at the Nederlandsche Bank removed this limitation. 
Th e added security off ered by the central bank transformed these acceptances 
into beloved instruments for short-term investment by the general public. Banks 
whose acceptances were eligible for rediscounting were thus able to resell these 
to the public, freeing money to grant new acceptances. As long as suffi  cient inter-
est existed in acceptances as investment, this market was able to expand. Th ose 
banks whose acceptances were declared eligible for discount – bankable – were 
limited to a maximum amount payable based on the ratio between acceptances 
and the banks’ own capital. Th is ratio – the second policy instrument of the 
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Nederlandsche Bank – was not a given, but depended on the risks involved with 
a particular portfolio. When the market was perceived to be unstable, or when 
either individual portfolios or the market as a whole focussed too much on a 
particular commodity, the bank would adjust the ratio.97

From the start, the policy of the Nederlandsche Bank was geared towards 
maximizing the use of the acceptance market to further Dutch economic inter-
ests. Th is is evident both from its promotion of reimbursement credits and from 
its policy regarding the eligibility for discount of acceptances. When in 1917 the 
acceptances created by Dutch banks were declared bankable, this was subject to 
prior consent by the central bank and their benefi t to Dutch interests. In April 
1922 the fi rst rule was dropped – the paperwork caused delays that harmed trade 
as well as the growth of the sector – with the exception of larger acceptances and 
those of a special nature.98 At that time, the German banks in Amsterdam were 
increasingly active on the acceptance market. Th eir acceptances were not bank-
able, and thus could not be sold in Amsterdam where there was no market for 
such acceptances. Th erefore, these either had to be held in portfolio – limiting 
their volume of business – or they had to be sold in London or New York, where 
there was such a market.99 Naturally, the German banks approached the Neder-

landsche Bank with the request to declare their acceptances bankable as well. At 
fi rst, the bank discussed the matter within its Commission of Advice, were the 
consensus was that there should be no discrimination against the new banks, as 
long as they were legally Dutch. Nevertheless, it was concluded that it would be 
prudent to see how these banks developed and whether they were here to stay.100 
When over a year and a half later the bank was again confronted with requests 
regarding rediscounting, the central bank decided to take soundings in the 
Dutch banking community. In a meeting of its Advisory Committee (Commis-

sie van Advies) on 15 December 1922, and again on 22 December, their response 
– which was decidedly negative – was discussed.101 In the judgement of both the 
Dutch banks and the Nederlandsche Bank, to grant the request would at that 
time not result in an expansion of the acceptance market. As the Nederlandsche 

Bank had no insight into the fi nancial standing and activities of the German 
banks, the risks were also considered to be too great. In principle though, the 
majority of the members had no fundamental objections to granting the request 
at a later date. Th e following years, the question would arise regularly, every time 
resulting in a refusal. Th e reasons for this varied over time, from an assessment 
that the Dutch banks had more than enough capacity to ensure further growth 
– i.e. the German banks would only provide unwanted competition – to a belief 
that the German banks would exclusively use German companies in all aspects 
related to their acceptances: German shipping companies, insurance, etc. An 
important and probably decisive argument, which was shared by the Nederland-

sche Bank, was that the stability of the guilder would suff er because it was feared 
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the German banks would work on too large a scale for the Amsterdam mar-
ket.102 In the words of J. P. van Tienhoven of the Rotterdamsche Bankvereeniging 
– one of the most important banks – he was ‘delighted when the German banks 
established themselves here and he would at this time [March 1923] not like 
to see them leave.’103 He was, however, of the opinion that ‘they only help the 
Amsterdam market, as long as they are prevented from endangering the guilder, 
in other words: as long as their acceptances are ineligible for rediscounting’.104 
Th e possibility that these banks would relocate to another country because of 
the continued refusal was considered to be negligible, as their acceptances would 
not be bankable there either.105

Early in 1924, a workaround was constructed: the German banks joined 
forces with Dutch banks, as well as banks from Switzerland, England and Swe-
den, and founded specialized acceptance institutions. In January and February, 
the Internationale Bank, the Nederlandsche Accept Maatschappij, and the Inter-

nationale Crediet Compagnie were founded. In October that year, the Wolbank 
followed. Th e latter specialized in the fi nancing of the continental wool trade, 
which had shift ed from Antwerp to Amsterdam aft er the war.106 Th e reimburse-
ment credits of these institutions were immediately declared to be eligible for 
rediscounting. In March 1925 – probably in anticipation of the return to the 
gold standard in April that year, and the renewed international competition 
this would bring – the Nederlandsche Bank dropped the requirement that the 
acceptances eligible for rediscount had to further Dutch interests, thus pav-
ing the way for further growth. Now, it merely required that the acceptances 
would not harm these interests. In November of the same year, the Bank also 
recognized the need for a more active role for bill brokers in order to assure a 
more even match between supply and demand on the bill market, which had 
been decidedly uneven. It enhanced the possibilities of the bill brokers to bor-
row money on acceptance credits, thereby enabling them to do more business.107 
It was in these circumstances, that W. Redelmeier, director of the German bank 
H. Albert de Bary & Co. in Amsterdam, decided to use the public opinion as a 
means to get the Nederlandsche Bank to declare the acceptances of the German 
banks eligible for rediscounting. In January of 1926, an article written by Redel-
meier about the importance of the German banks in Amsterdam for the Dutch 
fi nancial market appeared.108 Redelmeier argued that the German banks should 
be allowed to rediscount their acceptances at the Nederlandsche Bank. Th is time, 
the plea did not fall on deaf ears. Firstly, the article started a broad discussion 
in the Dutch papers. Th e Telegraaf – a popular daily newspaper – for instance, 
remarked that while the German banks had become an important factor in the 
Amsterdam fi nancial market, they had done so without undue competition with 
the Dutch banks. Yet they were still discriminated against, as they could not 
become a member of the stock exchange and their acceptances were ineligible 
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for rediscounting.109 Once again, the Nederlandsche Bank decided to do a survey 
of opinion within the banking community.110 Th is was followed by a meeting of 
the board of directors with Redelmeier, who was asked how he envisioned the 
German banks would be able to promote further growth of the acceptance mar-
ket.111 Although the Dutch banks turned out to be still deeply divided on the 
issue, several infl uential bankers had changed position and were now in favour, 
albeit solely regarding self-liquidating reimbursement credits: acceptances used 
to pay for goods. Th e latter was a standard condition for the rediscounting of 
acceptances with the central bank, however, it was suspected that the German 
banks tried to disguise fi nance bills as reimbursement credits.112

All things considered, the board of the Nederlandsche Bank was convinced 
the measure would indeed promote further growth and on 25 March declared 
the acceptances of the German banks to be – albeit within certain restrictions – 
bankable.113 Th is was unprecedented, as the German banks in London had never 
been granted this privilege by the Bank of England. It should however be noted 
that the German banks in Amsterdam were, with the exception of the branch 
of the Deutsche Bank, formally Dutch banks, whereas in London the German 
banks mostly had branches. Moreover, because of the volume of the London 
money market the German banks had never needed this privilege. Interest-
ingly, due to circumstances beyond the control of the central bank, the rate their 
acceptance credits commanded on the market was still – and would continue to 
be – slightly above prime rate.114 Another year would pass, before in May 1927 
the constrictions regarding the rediscounting by German banks were lift ed. As 
of that date, those banks wishing to have the ability to rediscount their accept-
ances with the central bank, only had to report these. Except for the provisions 
of the arrangement of April 1922, the acceptance market was now free of limit-
ing regulations. However, all participating banks were allocated a maximum sum 
of acceptances based on their balance – which they had to provide for inspection 
– and the precise nature of the acceptances was checked as well.115 Th e control 
by the Nederlandsche Bank of both the quality and the maximum volume of the 
bills in circulation was thus still very much intact.

Despite the strict policy of the Nederlandsche Bank, it is diffi  cult to say just 
how much of the success of the Amsterdam acceptance market, which in 1930 
– despite the re-emergence of Paris as an international fi nancial centre aft er the 
stabilization of the Franc in 1926 – was the largest on the European continent, 
was due to its policy.116 Th e Bank wanted to ensure a steady rather than explosive 
growth, as it regarded stability on the Amsterdam fi nancial market a prerequi-
site for the long-term establishment of an international fi nancial centre. Th at this 
conservative policy assured stable foundations for the acceptance market should 
be clear, and was demonstrated in July 1931 as Amsterdam banks remained 
unshaken when as a result of the Stillhalte all acceptances and many other fi nancial 
claims on Germany were frozen.117 Just how much its policy actually infl uenced 
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the growth of the market is another matter. Th e market for acceptances that were 
automatically eligible for rediscounting following the stipulations of April 1922 – 
also known as ‘Arrangement 4-22B’ – started to expand during 1924, and reached 
a new plateau at an annual turnover of on average 735 million guilders during the 
period 1927–30 (Table 12.3). Th is was not the true turnover of the market as a 
whole, however. All acceptances used with regards to the fi nancing of seasonal 
or storage credit, fi nance bills for companies, or acceptances for large sums had 
to be approved on a case-by-case basis by the Advisory Committee.118 During 
the period of the expansion of the acceptance market, these specially approved 
acceptances remained fairly constant, albeit at a high level (Table 12.4).

Given the fl uid nature of the money employed on the money market, and the 
acceptance market in particular, the interest rate was of great importance. Th e 
discount rate was lowered several times during 1924 and 1925, and from April 
1925 until October 1927 Amsterdam was considerably cheaper than its com-
petitors. When eventually the interest rate had to be raised, it was at the same 
level as London. When the latter raised its discount rate in early February 1929, 
the Nederlandsche Bank was able to refrain from doing so until over six weeks 
later.119 A clear cause-and-eff ect relation cannot be established however, as the 
period coincided with growing German economic activity due to the end of the 
hyperinfl ation in November 1923 and the adoption of the Dawes plan in August 
1924, and because the expansion on the Dutch market cannot be compared to 
developments in other fi nancial centres.

Table 12.4. Turnover of acceptances, as reported to the Nederlandsche Bank under the 

stipulations ofApril 1922 (arrangement 4-22B), 1922–32.

Financial 
year

Total, 
in 

million 
guilders

Divided by fi nancier, in percentages

Dutch 
banks

‘German’ 
banks

Acceptance 
banks

Other foreign 
banks

1922–3 36.2 100 0 - 0.0
1923–4 34.6 100 0 - 0.0
1924–5 59.0 95.1 0 4.9 0.0
1925–6 130.3 87.1 0 10.4 2.5
1926–7 368.8 80.9 0 14.7 4.4
1927–8 709.5 74.7 16.6 4.7 3.9
1928–9 707.5 78.6 15.8 3.3 2.4
1929–30 798.8 75.3 16.3 1.7 6.8
1930–1 723.9 76.7 15.1 6.1 2.1
1931–2 376.3 81.7 12.6 4.4 1.3

 Sources: Archive DNB, 2.121.3/0010/1, Arrangement, betreff ende discontabiliteit van 
wissels waaraan goederentransacties met buitenland ten grondslag liggen, arrangement, ver-
strekte opgaven gedurende een boekjaar. Miscellaneous reports for the period 1922-1933; 
own calculations.
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Table 12.5. Acceptances reported to the Nederlandsche Bank, 

February 1926–April 1929 (in million guilders).

Year Month Arrangement 
4-22B

Special 
arrangement

Total

1926 February* 45* 129* 174
July 62 125 187
October 72 84 156

1927 January 103 144 247
April 125 169 294
July 186 146 332
October 182 144 326

1928 January 177 145 322
April 162 137 299
July 152 124 276
October 161 124 285

1929 January 161 142 303
April 224 141 365

 Sources: Archive DNB, 2.121.3/0008/1, kredieten waarbij het buitenland betrokken is, N&E 
kredieten. Various reports, February 1926-April 1929; own calculations.

* Th e fi gures available for February 1926 are divided in unusual categories: ‘Arrangement 4-
22B’, ‘Special arrangements’, and ‘Acceptance banks’. On average, one third of the bills accepted 
by the special acceptance houses were part of arrangement 4-22B. Th e remaining two-thirds 
were granted special dispensation from the Nederlandsche Bank. Using this formula, the total 
for the acceptance houses has been distributed across the two categories. Th e fi gures for the 
other months are the fi gures as reported to the Nederlandsche Bank.

When the specialized acceptance banks were formed in 1924, their acceptances 
were immediately declared bankable. However, the market share of these new 
banks was small in proportion to the growth of the market during the same year 
(Table 12.3). When in March 1926 the German banks were allowed to redis-
count their acceptances at the Nederlandsche Bank, followed by the decision, a 
year later, that they would have the same rights as the Dutch banks, these banks 
started to use the Amsterdam centre for part of the business they formerly con-
ducted in London. Th e fears of both the Dutch banks and the central bank that 
the acceptance market would expand too fast because the German banks would 
conduct business on too large a scale – thereby endangering the stability of the 
guilder – proved unfounded. Because their acceptances were still above prime 
rate, the diff erence in cost between London, New York and Amsterdam was 
marginal, and they continued to do much of their business elsewhere. Again, the 
growth of the Dutch acceptance market was signifi cantly larger than the market 
share of these banks. Considering that the available credit on the market always 
far exceeded the actual volume of acceptances, and their small market share com-
pared to the expansion of the market, the policy regarding the German banks 
had a relatively small impact on the development of the market.
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Of far greater importance where the general restrictions regarding the 
rediscounting of acceptances. When in March 1925 the condition that each 
acceptance credit should further Dutch economic interests was replaced by the 
condition that they should not harm these interests, the potential for growth 
was multiplied. Th at this decision was not made earlier is not surprising, as the 
Dawes plan had only been accepted six months before. Nevertheless the Neder-

landsche Bank could have shown its faith in the German economy by revising 
its restrictions in August 1924. In view of the growth of the German economy 
that year, it is quite likely that the turnover of the acceptance market would have 
expanded a few months earlier.

Conclusion

Due to temporary circumstances, Amsterdam was able to expand and consoli-
date its newly attained position as an international fi nancial centre, and would 
be the most important international fi nancial centre of continental Europe dur-
ing the period 1919–31. As a result of increasing monetary instability in Europe 
both during and immediately aft er the war, large amounts of fl ight capital from 
central European countries found a safe haven in Amsterdam. In its wake, no less 
than sixty-seven foreign – mostly German – banks were founded in the Neth-
erlands as legally Dutch fi rms. Th at these banks should choose to settle in the 
Netherlands is not surprising. German banks no longer had access to London 
– which prior to the war had fi nanced most of its international trade – and were 
therefore in need of a neutral fi nancial centre. Th e Netherlands was a favoured 
choice, not only due to its stable monetary system, its favourable tax laws and 
good location, but also because of the signifi cant economic ties that existed 
between the Netherlands and Germany. Th e Netherlands and its colonies were 
an important trading partner to Germany, and Germany was – together with 
Great Britain – the most important trading partner to the Dutch. Yet in spite 
of the infl ux of German capital and German banks, there was no convergence of 
the Dutch and German fi nancial markets. Amsterdam never became a prima-
rily German fi nancial centre, were German banks met Germany’s international 
fi nancial needs using German capital. Instead, thanks to a large structural Dutch 
capital surplus that was now employed in Amsterdam rather than London, and 
because of the policy of the Nederlandsche Bank, Dutch banks had a leading 
role.

Th e strong Dutch–German economic ties were apparent in all aspects of the 
fi nancial market. On the capital market, between 1926 and 1928, 39.5 per cent of 
all foreign emissions were of German origin, most of which were done by indus-
try. In their eff orts to help German economic recovery, the Dutch government 
not only granted a ƒ200 million credit with the Coal and Credit Treaty of 1920, 
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but also actively promoted the Dawes loan and did not ban foreign emissions 
from the Amsterdam capital market. However, a far more telling illustration of 
the nature of the economic bonds between both countries can be found in the 
money market. Of all short-term loans the Dutch granted to German debtors, 
67 per cent were from banks and companies to German industry, trade and agri-
culture. For Germany’s other two main creditors - the United States and Great 
Britain - this was 28 and 40 per cent respectively. Whereas the structure of its 
fi nancial services clearly demonstrates the nature of Dutch–German economic 
interdependence, the extent of this interdependence is shown by the sheer scale 
of the Dutch credits to Germany: the Dutch were by far the most important 
creditor to German trade, industry and agriculture, far outstripping even the 
Americans. At the time of the Stillhalte, 27.7 per cent of all international credit 
for German trade and industry was supplied in Amsterdam. Th e Americans were 
a distant second with 17.7 per cent of the total.

Th e acceptance market – a part of the money market that was by its very 
nature geared to fi nancing trade – was for the most part used to fi nance German 
trade. Of all credit granted there, 75 per cent was to German debtors, predomi-
nantly by Dutch banks. Th e development of this market is a good indicator for 
both the extent of the fi nancial ties between the two countries, and of the policy 
of the Nederlandsche Bank. Although the German banks were welcomed by the 
Dutch banking sector, the Nederlandsche Bank did not grant these new banks 
the same privileges their Dutch counterparts enjoyed, mainly because the Dutch 
worried that the Germans would overpower and thereby weaken the Dutch 
fi nancial market. Only as competition from other centres grew were the Ger-
man banks gradually granted the same privileges. Th is increasing competition 
from other centres also led to a relaxation of the regulations with regards to the 
acceptance market as a whole, without the ill eff ects feared by the Dutch central 
bank. For although the German banks had a signifi cant share of the burgeoning 
acceptance market, Dutch banks would retain their lead in the market as a whole 
and in the granting of short-term credit to Germany.

Overall, the policy of the Nederlandsche Bank can be characterized as focused 
on a stable growth of the acceptance market – and the fi nancial market as a whole 
– while promoting Dutch economic interests as much as possible. Within the 
goals the Nederlandsche Bank had set itself, its policy can therefore be judged to 
have been successful. Meanwhile its policy regarding the German loans during 
the war and the extension of these loans aft er the German defeat shows that 
– although its main concern always was the stable development of the fi nancial 
market – the Netherlands Bank was aware both of the importance of a German 
economic recovery and how the Dutch money market could both profi t from, 
as well as help such a recovery.
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Given the structure and volume of Dutch credit to Germany and the policies 
of the Dutch government as well as the Nederlandsche Bank, it can therefore 
be concluded that the Dutch used the Amsterdam fi nancial market to actively 
promote German economic activity that was of benefi t to the Dutch economy. 
Th e rise to prominence of Amsterdam as an international fi nancial market and 
its focus on Germany was thus not part of a convergence of the Dutch and Ger-
man fi nancial markets, but rather an expression of the intense Dutch–German 
economic relations.
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