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Before WWI, central banking was a
rules-based matter


Central bankers followed five rules.


(How many can you think of?)
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Before WWI, central banking was a
rules-based matter
1.
2.
3.
4.
5.

The golden rule
The real bills doctrine or rule
The rules of the game
Bagehot’s rule
The resumption rule.
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To elaborate (briefly)










Gold convertibility/the exchange rate was the principal target (“the
golden rule”).
This was compatible with a fairly straightforward monetary rule (the
“real bills doctrine” or rule  provide as much credit as required by
the legitimate needs of business, which could become
uncomfortably procyclical, but not debilitatingly so.
Pursuit of this target and doctrine allowed a limited amount of
discretion (limited deviations from “the rules of the game”).
In extremis, the principal target could be suspended so that the
central bank could act as a lender of last resort, subject to
“Bagehot’s rule.”
And backed up by the “resumption rule,” namely that convertibility
would eventually be restored at the pre-crisis parity.
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WWI and the 1920s then shattered
this rules-based order








The gold standard was suspended during the war. It was restored
subsequently but lacked the credibility it had enjoyed previously.
The real bills doctrine survived, but it was challenged by new
approaches to monetary policy (Keynes’ in The Tract on Monetary
Reform, for example). It was also qualified by fiscal dominance
(central banks lent to governments during WWI and after, and were
subject to fiscal dominance).
The rules of the game became harder to enforce with the extension
of the franchise and the rise of competing sources of pressure on
central banks (pressure to pursue objectives other than gold
convertibility).
And legal independence was still low by our modern standards.
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And legal independence was still low by our
modern standards (Cukierman unweighted index)
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WWI and the 1920s then shattered
this rules-based order





In addition:
Bagehot’s rule became problematic when systemically significant
financial institutions lacked good collateral and no alternative existed
for stabilizing the financial system.
The resumption rule was followed incompletely in the 1920s and not
at all in the 1930s.
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Now that the gold standard no longer
provided an anchor for monetary policy


There arose the need to develop an
alternative anchor. And these took the form
of:
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Now that the gold standard no longer
provided an anchor for monetary policy


There arose the need to develop an
alternative anchor. And these took the form
of:




Exchange rate targeting/shadowing.
Interest rate targeting.
Price level targeting.
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Exchange rate targeting






Case of the members of the
sterling area is well known.
Denmark (here) looks an awful
lot like an exchange rate
targeter.
Scott Urban and others argue
that the practice was
widespread.




It wasn’t limited just to the
members of the sterling area.

He argues that by the
standards of today, the 1930s
wouldn’t be considered
“floating” or even “managed
floating.



Urban (2009).
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Exchange rate targeting






Case of the sterling area is
well known.
Denmark (here) looks an awful
lot like an exchange rate
targeter.
Scott Urban and others argue
that the practice was
widespread.




It wasn’t limited just to the
members of the sterling area.

He argues that by the
standards of today, the 1930s
wouldn’t be considered
“floating” or even “managed
floating.
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Interest rate targeting


Bank of England policy of
cheap money is an example.
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Interest rate targeting










Bank of England policy of
cheap money is an example.
A low and stable Bank rate
kept other rates low and stable
as well.
This is not an endorsement of
interest rate targeting under all
circumstances.
But it is one approach interwar
central banks tried.
And it served them well during
and after WWII.
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Price level targeting


Sweden




Ohlin and Lindahl

US starting in 1933?


FDR and 1929 price
level target.
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Price level targeting


Sweden




Ohlin and Lindahl

US starting in 1933?




FDR and 1929 price
level target.
Or so it is argued.
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There was a diversification of goals
and objectives


Reflecting extension of the
franchise and rise in political
pressures generally






Address unemployment and growth
problems.
Address “macroprudential
concerns” (stock prices).
Help with debt management (“fiscal
dominance”).




An example was Banque de France
balance-sheet falsification in 1923.
(Read about it here.)

Even implement industrial policies


Bank of England and “industrial
rationalization” for example.
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Normally, one would think that with new
responsibility comes new transparency




Transparency is how central
banks reconcile increased
responsibilities (expanded
mandate) with inherited
independence.
They didn’t do too well along
these lines.



Earlier Banque de France episode.
Montagu Norman’s example
(“Never explain, never excuse”).
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Act as lenders of last resort




Defined as central bank assistance to financial intermediaries in the
form of emergency loans etc.
There had been plenty of earlier experience













Sir Francis Baring had referred to the LLR function in the 18th century; Bagehot
elaborated it in the 19th.
Riksbank in the crisis of 1857.
Bank of England in the Overend-Gurney crisis of 1866.

But these were the two oldest and most experienced central banks
in the world.
Newly established central banks were slower to recognize these
responsibilities.
But recognition of central banks’ responsibility for financial stability
was widespread.
Problem was that implementation was – how to put it – spotty. In
some cases (like the Fed’s), powers/discretion were limited.
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Act as lenders of last resort












It was as a direct result of this unhappy experience
that CBs acquired more expansive LLR powers.
Federal Reserve, for example, was permitted to
loan only to member banks in return for only limited
collateral (short-term commercial and agricultural
loans).
So between 1930 and 1932, a dollar at a
nonmember bank was more than 5 times as likely
to be rendered illiquid by a suspension or closure
than a dollar at a member bank.
In response, in 1932, Congress added Section
13(3) of the Federal Reserve Act.
13(3), as you know, played an important role in the
GFC, permitting the Fed to famously to discount
“for any participant or facility with broad-based
eligibility” anything that moves (“notes, drafts and
bills…”) “under unusual and exigent
circumstances.”
We have this interwar experience to thank.
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Conclusion: the interwar period as the
crucible of modern central banking











Move away from rules-based prewar approach.
Search for new anchors for policy.
Diversification of policy goals and objectives.
Broadening of lender-of-last resort capacity and responsibility.
It can be said that central banks took on their modern cast in this
period.
But without the independence and transparency of modern central
banks.
A tension that may explain why the experience of central banking in
this period was fraught.
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Thank you.
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Appendix





















1910-1920 Period:
There are 9 countries that exist in our sample for the whole period: Denmark, Sweden, Japan, Belgium, France,
Spain, UK, Switzerland, Norway. (we also have US starting from 1914).
There is an increase in the index for Switzerland in 1911.
1920-1930 Period:
We have 10 countries above for the whole sample during this period. We have other countries including into our
sample during the period: Greece, Mexico, Poland, Finland, Turkey, Hungary, Colombia, Chile.
There is a decrease in Spain in 1922.
1930-1938 Period:
We have 18 countries above for the whole sample. During the sample we have Portugal, Canada, El Salvador,
India, New Zealand, Taiwan added to our sample.
There are decreases in the index for Sweden, France, the US, Greece,
There are increases in the index for: Mexico and Columbia.
1938-1950 period:
We have 24 countries for the whole sample. At the end of the sample we have 29 CBs overall.
There are decreases in the index for Japan and Poland
There are increases in the index for Spain, the UK, the US and Mexico.
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