
 

 

 

 

The use of money and its transmission through the economy by 
means of a banking system characterise modern economies. Money 
has been used for thousands of years, but has evolved to more 
sophisticated forms and its transmission has improved over time. 
There have long been questions over the effects money and banking 
have in the economy. Frequently they have given rise to intense 
debate, and are seldom far from discussion on the economy's 
performance, prices, exchange-rates and so on. The British economy 
was the first to industrialize. It developed a sophisticated financial 
system around the same time. The relationship between the two has 
been a constant topic of discussion. 

Money 
Money is whatever a community accepts as money. In its ideal form 
it will be a good medium of exchange, a store of value, and also 
provide the unit of account. In primitive societies cattle, shells, 
tobacco, and other items have been used. The search for more 
suitable forms gave rise to metals, and more recently to paper based 
on metals. The form currently in use is paper not based on metals, 
but based only on government assurances that they will not produce 
too much of it. 

The introduction of money to an economy raises welfare. A 
primitive economy operating on barter can be transformed by the 
introduction of money. Money removes the inefficiency of having to 
search for coincident demands. The use of money promotes efficient 
production and consumption. That does not mean that every increase 
in money brings an increase in welfare. A point is reached where, in a 
growing economy, the growth in the quantity of money is optimal. 

The actual quantity is not important. A number of units of money 
will give a certain level of prices. If people are opposed to inflation, 
as in most circumstances they generally seem to be, they will select 
some commodity in fairly scarce supply, and/or a set of monetary 
arrangements that will constrain supply. Then once the quantity of 
money that purchases total output at a desired price level is 
established, it would be ideal if after that it varied only as output 
varied. By that means the long-run general price level will stay 
constant and the only prices changing will be relative prices - e.g. 
price of video recorders falling and opera seats rising. 
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Beyond the point thus described changes in money can only do 
damage. Excess money (in relation to output) can in the long-run only 
produce inflation. Excess money in the short run confuses people. In 
the short run, if there is an increase in the quantity of money people 
feel better off and set out to spend more. Producers imagine that there 
is a genuine increase in demand for their product and therefore raise 
their output (employ more workers or work longer hours). In the 
long-run output has to return to its trend and all that is left is the 
higher price level brought about by the initial injection. (See Figure 
1) 

The origins of banking can be found in the early goldsmiths and 
scriveners (money lenders). In England this dates from the 
seventeenth century. Once metallic coin was in quite widespread use a 
common practice was to deposit coins with goldsmiths in exchange 
for a deposit slip or receipt. This led to two important innovations. 
One was that a depositor could pay another depositor by having the 
holder of the gold or silver transfer funds from one account to another 
- no physical movement of the metal taking place. A short step from 
this was the use of cheques. The deposit receipt could also be used as 
money. Money transmission became safe and convenient. 

The second innovation was to create money. This was done by 
lending out some of the gold deposited - what is called fractional 
reserve banking : taking deposits, setting aside a fraction as reserves 
and lending the balance. Settling on the safest and most profitable 
ratio of reserves to deposits was a matter of trial and error. In this way 
banks raised the quantity of money. The contribution of banking to 
economic development arises from two sources. First, it spreads the 
use of money. Secondly, it provides an earning outlet for those with 
surplus funds and provides funds for those with a deficit. This process, 
known as intermediation, freed a huge amount of wealth that could be 
used productively. When banks combine monetary and lending 

The beginning of banking 
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Figure 1. Source: Capie and Webber (1985)  

Bank failures and financial crises 

 

small banks without branches. 
The British structure had some - advantages and 
some disadvantages. The principal advantage was 
that it produced considerable stability. On the asset 
side, it allowed batiks to have diversified portfolios 
- lending to all kinds of industries in many parts of 
the country and so avoiding becoming dependent on 
any one sector. On the deposit side the branches 
drew their funds from a wide array of sources. The 
main disadvantage was that because there were only 
a few large banks the system easily developed into 
a cartel and became uncompetitive, and this resulted 
in higher costs to the consumer. It was however this 
structure that prevailed in Britain for most of the 
twentieth century - until the years after 1970 when 
some elements of competition were restored. In a 
developed economy such as Britain the)            
public and the banks will hold a certain proportion 
of their monetary needs in cash (notes and coin) and 
the remainder in bank deposits. Anything that alters 
this proportion will affect the total money stock.  

For example, in a cyclical upswing banks will be lending at faster 
rates and the tendency will be for their cash/deposit ratio to fall. The 
opposite will happen in a downswing as lending contracts. Public 
fears that the banks are in danger of becoming overstretched will 
tend to raise the amount of money they hold in notes and coin as 
against what they have in deposits. The behaviour of both the banks 
and the public has been found to be remarkably stable (not 
stationary) and predictable over long periods - especially the last 
120 years. 

functions in the best way they constitute a powerful intermediary for 
channelling available funds to where they could be used to the 
greatest effect to promote economic growth. This was the British 
experience when industrializing in the eighteenth century- 

Modern British banks were amongst the earliest to develop. They 
precede industrialization, growing out of financial capitalism of the 
seventeenth century, and then played an intimate part in the process 
of industrialization and economic development that gained pace in 
the eighteenth century and that has continued since. 

The early associations of banking with goldsmiths and scriveners 
gave way in the eighteenth century to links to different kinds of 
businesses, notably brewing and retailing, or to those engaged in the 
transfer of funds - such as tax from the provinces to London - and 
therefore sometimes to solicitors. In the late eighteenth century their 
number grew enormously, so that there were hundreds of individual 
banks. There were a lot of failures too as the system groped its way 
slowly towards a more stable form. 

The banks of the early nineteenth century were small, locally- 
based, often with only one office. Gradually they developed greater 
expertise, and economies of scale in lending followed. They later 
became large relative to individual borrowers and the diversification 
that followed improved the safety of the banks. Incorporation as joint 
stock companies in the nineteenth century brought greater capital 
resources and an extension of branching. In the course of the 
nineteenth century there was a steady process of mergers and 
takeovers, and then in the years 1890- 1918 there was such a flurry of 
this activity that the structure was transformed from one where there 
had been a large number of small independent banks to one where 
there were just a few large banks with headquarters in London but 
with thousands of branches around the country. (See Table 1) 

Nevertheless, for a long time there was the risk that the system that 
was so effective in raising welfare, could collapse and so damage 
welfare. Bank failures were frequent and financial crises common at 
least until around 1870. By the end of the third quarter of the 
nineteenth century British banks had evolved to a stable structure with 
growing branch networks. This was in contrast to the American 
system where there were thousands of 

Banks clearly contribute to economic development, but they also carry 
the risk of failure. If a bank was reckless in its lending either through 
holding too small a fraction of its deposit liabilities, in reserves, or 
through lending to low quality borrowers who defaulted, then the bank 
would fail when the depositors withdrew their funds. When one bank 
fails depositors in other banks may worry over the safety of their own 
deposits and withdraw. Such withdrawals could lead to another failure 
and so on. If enough banks fail in such a panic the money stock would 
be badly damaged and the real economy would suffer - bankruptcies, 
lay-offs, and falls in output would follow. That happened in the U.S. in 
the years 1929 to 1932 when thousands of banks failed. And in Europe 
too there were similar difficulties in the interwar years. 

In the past fears of instability have led to calls for action that would 
prevent bank failure, protect customers, or rescue banks in trouble. For 
example, after many bank failures in the crisis of 1825 legislation was 
passed in an attempt at promoting stability. Regulation of banks has 
often been advocated for this purpose but there are those who argue 
that it has been regulation that has produced instability. For example, 
the American restriction on branching left banks with poorly 
diversified portfolios and therefore vulnerable to a shock to their local 
economy. Scottish banks were completely unregulated from the late 
seventeenth century until the mid-nineteenth century, and were both 
stable and efficient. Since then British banks have been left largely to 
regulate themselves within some very broad statutory limits. A 
supplement to regulation is deposit insurance, something that 

 



Capie. Refresh 16 (Spring 1993)    

 

Lender of last 
resort 
The tender of last resort is 
an institution that will 
provide the necessary funds 
to the market when          
Table I 
there are severe liquidity 
pressures. It could be the government but  is usually the central bank - 
whoever is responsible for the issue of the currency ,since only they 
can supply more cash at the required rate. In Britain it has been the 
Bank of England which has since the 1870s behaved in the classic 
fashion as lender of last resort. 

The lender of last resort should provide funds to the market in time 
of need. It should not bail-out an insolvent bank. However, problems 
can arise in identifying insolvency and in trying to anticipate panic. If 
a prestigious name in the banking community were to fail that could 
shatter confidence in the rest of the sector and could lead to a run on 
banks. Central banks often argue that in order to avoid such a run 
they should take preemptive action. They should oversee the 
activities of the banks, and when they see an institution on the point 
of difficulty they should take corrective action and prevent it failing 
in order to avert contagion. This use of its resources it is argued, is 
better than dealing with the run. 

An objection to this is that this behaviour creates a problem known 
as moral hazard. It encourages institutions to be reckless in the 
knowledge that they cannot  fail since the central bank will always be 
there to rescue them.  Also, it encourages shareholders and depositors 
to take less interest in the behaviour of the institutions; it breeds 
sloppiness or inefficiency. Furthermore, failure has to be part of the 
market system; it is the risk of failure that keeps firms competitive. 

Ideally the lender of last resort should stand ready to provide cash 
in exchange for assets without identifying the holder of the assets. 
Banks with good quality assets - Treasury bills, high quality 
commercial bills etc. need have no fears. They can always discount 
these in time of need at the central bank. The price (the interest rate 
in this case) can rise, but they need never be embarrassed. Banks 
holding poor quality assets will be unable to cash them in, and will be 
in danger of going out of business. For example, in 1890 Barings 
held a significant proportion of its assets in South American 
securities of rapidly declining value. It failed, though the banking 
system organized a rescue that allowed it to be reconstituted. 

In the eighteenth century the Bank had gained a good 

Banks and industry  

Something that the British banks have been criticised for has been 
their relationship with industry. There have long been allegations that 
the banks have failed to provide medium and long-term finance for 
industry. And further that they have failed to stay with their 
customers or have otherwise treated them badly in times of economic 
difficulty. (The most recent complaints have been in the recession of 
1990-93.) In these respects British banks have been compared 
unfavourably with their European counterparts. European banks 
based on the German model developed into universal banks, which 
are said to have had close connections with industry and also lent 
long- term. Some have argued that European industry has therefore 
had easier access to investment funds and thus has had an advantage 
over British industry. The British economy could have performed 
better if there had been a more flexible and adventurous banking 
system. 

It is not quite as straightforward as that. From an early date, as 
noted, British banks did have close relationships with industry and 
that probably continued right through to the third quarter of 

 

was not introduced in 
Britain until 1979. But one 
of them most important 
suggestions for safety, put 
into practice almost 
everywhere, is that there 
should be some institution 
responsible for insuring that 
the money stock does not 
collapse, an institution that 
will always stand ready to 
lend when all other avenues 
are closed - the lender of last 
resort. 
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reputation       as     the 
government's banker and keeper 
of the nation's currency reserves. 
It also came to the rescue of the 
money markets on some 
occasions. In the course of the 
nineteenth century it was called 
on further in a series of financial 
crises: in 1825, 1836, 1839, 
1847, 1857 and 1866. It also 
came to the rescue of individual 
institutions on occasions. 

However, it was only after 
1870, and following pressure, 
that the idea of pre-
commitment took hold - that 
is it became clear that the 
Bank would always act in 
times of need. Thus from 
around 1870 the British 
system was one where there 

 was a sound and reliable lender of last resort and a stable commercial 
banking structure. That system proved to be enormously stable from the 
late nineteenth century through to the present day. So effective were the 
arrangements that there have been no financial crises since 1866. There 
were some exchange-rate crises and some individual institutions that 
failed, but both of these have different explanations. 

An advantage of the structure to the Bank of England was that with just 
a few banks to deal with the Bank could exercise its influence more 
directly in order to achieve its desired objectives of monetary policy. 

In the period since 1960 domestic retail banking has continued to retain 
most of its oligopolistic form but other aspects of banking have become 
more competitive as a result of the influx of foreign banks and other 
competitive pressures. 

Seven  
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the nineteenth century. The main allegation relate to the period after 
1870 when for various reasons a growing conservatism in banking is 
said to have developed. Whether this is true or not is still not 
established. The question: was it a lack of demand for funds from 
industry or a lack of supply from banks, is not settled. It is possible 
that many firms chose not to borrow more heavily from the banks 
because the could obtain the necessary funds from other sources, 
specially retained profits. 

In the inter-war years when many of the old staple industries were 
running into difficulties, and when unemployment remained 
stubbornly high in historical terms, the banks came under further 
pressure. The major enquiry, (Macmillan Committee, 1931) 
suggested that there was a gap in the market - medium-sized firms 
had difficulty in raising medium and long- term finance. A variety of 
schemes was devised, often with the support of the Bank of England, 
to rationalize some of the old industries such as cotton and steel. Help 
of different kinds was provided by the banks and the Bank. Another 
consequence of Macmillan was that attempts were made to close the 
gap in the post World War 11 period. The banks themselves were 
pressed to lend longer term and there is some evidence that they did 
so. The banks also backed, a little reluctantly, some new institutions 
to promote industrial lending. 

 

 

The cartoon depicts the collapse of English country banks in the crash of 1825, whilst the Scottish banks are shown safe and secure 
with ample special reserves and more being deposited 
Source: Northern Looking Glass. 
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At the end of the day it is difficult to judge whether the banks 
failed industry. It seems unlikely that they would miss profitable 
opportunities for a long period. If British banks had lent to industry 
and had got into difficulties they would then have been open to the 
charge of incompetence and threatening the financial system. If they 
have kept a reasonable distance they have at least carried out the basic 
functions f banking provided the financial stability within which 
industry can operate with confidence.  
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