A Private Central Bank:
Some Olde English Lessons

G. J. Santoni

ISSATISFACTION with persistent and volatile in-
flation since the mid-1960s has led to numerous calls
for a different approach to monetary policy. In some
cases, people have suggested that monetary policy de-
cisions be made more explicitly political, for exam-
ple, subject to greater control by Congress via congres-
sionally mandated monetary growth targets. In the
same vein, Milton Friedman has proposed that mone-
tary policy be set by the Treasury, thus making the
President of the United States ultimately responsible
for its conduct.

In contrast, some critics of the current system have
argued for a return to the constraints of Bretton Woods
or the even earlier classical gold standard. Some have
suggested that the only lasting solution to the problem
entails the private production of money.

Behind these different suggestions is the implication
that central bankers will respond systematically and,
hence, predictably to the different incentives em-
bodied in these alternative programs of monetarv con-
trol. If the incentives are changed. so the theorv goes,
better policy decisions will be made.

This paper focuses directly on the theoretical and
empirical support for the claim that different incen-
tives induce policymakers to choose different mone-
tary growth rates. This paper does not advocate a par-
ticular set of incentives or formm of organization for the
central bank. Rather, it merely points out that the
choices of monetary policymakers depend, as all
choitces do. upon the set of incentives the individual
confronts.

G. J. Santoni is a serior econornist at the Federal Reserve Bank of
St. Louis. Thomas A. Pollmann provided research assistance.
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A verificationt of this proposition is sought by ex-
arnining the behavior of the Bank of England over the
period from, roughly, 1700 to 1930. This period, which
encompasses two significant changes in the incentives
facing England’s central bankers, provides support for
the view that policymakers, like other individuals, re-
spond predictably to changes in the cost-reward cir-
cumstances facing them.

WHAT DISTINGUISHES CENTRAL
BANKERS?

The central banker is the person (or group) holding
the enforceable right to control the quantity of nominal
money balances in circulation.! This right is valuable.
Whoever holds it can, among other things, materially
influence the rate of inflation and the flow of profits
from money creation {seignioragel, as well as the pres-
ent value of the right itself.

WHY THE BANK OF ENGLAND?

The Bank of England presents an interesting case in
studying the effect of different incentives on the be-
havior of central bankers. There are two reasons for
this. First, the original organization of the Bank differed
from its modern counterparts in one fundamental re-
spect: the Bank of England was a privately-owned-for-
profit central bank from its inception in 1694 until the

"More precisely, they control the issuance of “high-powered money”
or base money. Since the long-run link between base money and the
transaction batances of the public (money) is so close, the paper
treats the right o control base money as synonymous with the rightto
control money. See Balbach (1981); Johannes and Rasche (1979).
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early 1930s. Further, the Bank was immersed in a set of
institutional arrangements that related the wealth of
the Bank’s owners inversely to the rate of inflation. This
paper shows that the costs and benefits of varving
monetary growth rates were different for England’s
private for-profit central bankers than those typically
taken into account by modern central bankers * Conse-
quently, a different monetary growth rate emerged.

A second reason for studying this particular case is
that control of the money supply by the Bank's owners
was interrupted from 1793 to 1821, when the govern-
ment seized the Bank’s monetary control function. For
the purposes of this paper, the interruption is impor-
tant because it allows a contrast of monetary growth
outcomes produced by certain identifiable changes in
the incentive structure, while other important institu-
tional factors remained roughly constant.

A BRIEF HISTORY OF THE BANK OF
ENGLAND: 1694-1832

Prior to 1694, England’'s money supply consisted
mainly of coins. These coins were controlied by the
government through regulation of the mint.

The coins were in a continually bad state because
the populace persisted in clipping, sweating, filing,
washing and boring them. Further, the government
resorted to progressive debasement in the form of fre-
quent recoinages, a practice that was particularly pro-
nounced during the reigns of Henrv VIII and Edward
Vl‘:i

In some cases, the government expropriated mone-
tary wealth outright. In 1640, Charles I closed the Lon-
don Mint and confiscated the funds of private citizens
that had been stored there for safekeeping. Later, in
1672, Charles I expropriated funds deposited with the
Treasury by London goldsmiths.® This irresponsible
behavior had important consequences when, in 1692
and 1693, William I1I floated long-term loans to finance
a war with France. Because of the earlier debasements

ZAlchian (1977), pp. 127-50.
*Kemmerer (1944}, pp. 34-36.

*Chartes finally acknowiedged one-half the debt, but the promise to
pay was never kept. Payments, at the rate of 6 percent, were made
only during the pericd 1677--83. Charies explained the reason for his
action as foilows:

Whereas since the time of cur happy Restoration We have been involved
in great Forreigne Warrs as wel for the Safety of our Government as the
vindication of the Rights and Privileges of our Subjects, in the prosecu-
tion whereof we have been constreyned for some years past, contrary to
our Ingiinacions, 1o postipone the payment of the moneys due from Us to
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and expropriations, the interest rates demanded for
long-term loans to the Crown contained a substantial
premium.®

Establishment of the Bank

William's war with France was a costly affair. When
additional funds were required in 1694, a proposal that
twice previously had been put forward by william
Paterson was adopted in the Ways and Means Act of
that vear. The Act provided that those who subscribed

for and towards the raising and paving into the receipt of
the Exchequer the said sum of twelve hundred thousand
pounds part of the sum of fifteen hundred thousand
pounds were to constitute jointly the Company of the
Bank of England ®

The loan was a perpetuity, paying interest at the rate of
8 percent. This was considerably below the interest
rates that previously had been charged the Crown. The
subscribers, however, received additional rights to 1
form a joint stock banking company, 2! deal in bills of
exchange, gold and silver, 3} grant advances on secu-
rity, and 4] issue promissory notes transferable by en-
dorsement in an amount not exceeding the Bank's
capital.”

These terms apparently were very attractive. The
entire loan was subscribed within 12 davs. Every sub-

several Goldsmiths and other upen Tallys struck . . ., And although the
present Posture of Qur affaires cannot reasonably spare so greate a sum
as must be applied to the satisfaction of those debts, Yet considering the
great difficulty which very many of our Loving Subjects (who puft their
moneys into the hands of those Goldsmiths and others from whom we
received it} doe at present Lye under, aimost to their utter ruine for want
of their said moneys, We have rather chose out of our princely care and
compassion towards Our people, to sulfer in Our owne Affaires than that
our foving subjects should want soe reascnable a Reliefe.

Bisschop (1967), p. 48. Incidentally, taliys were pieces of wood
upon which government indebtedness was recorded, The govern-
meni issued tallys when it borrowed from individuals., Goldsmiths
regularly accepted these tallys and credited the accounts of the
depositors.

SHomer (1977), p. 126. Both loans were of 1 million pounds. The first
was a life annuity paying interest of 10 percent until 1700 and 7
percent thereafier on a semitontine basis {surviving subscribers spiit
one-half the proceeds due decedent subscribers). The second loan
paid interest at the rate of 14 percent.

SBisschop, p. 74, and Clapham (1958), vol. 1, pp. 16—-20.

Bisschop, pp. 70~71, and Macleod (1897), pp. 773 and 776. The
Bank employed three methods of accounting for the transaction
acecounis {“running cash”) of its depositors and these methods de-
fine how the balances were transferred in the exchange process. The
methods were by “Notes payable {o Bearer, to be endorsed,” by
“Books or Sheets of Paper, wherein their Accournt to be entered,” or
by "Notes to persons to be accomptable.” The first method was the
forerunner of central bank notes. The third was essentially equivaient
to a present-day checking account. The second was much like
modern passbook accounts. See Clapham, vol. 1, p. 21.
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scriber became a shareholder of the Bank to the extent
of his subscription, and all or any fraction of his share
could be sold to others®

The Bank opened for business on July 27, 1694, in
Mercers’ Chappell. From its inception, every effort was
made by the Governor and Court of Directors {Board of
Directors of the Bank) to attract depositors and to
promote the circulation of its "running cash notes.™
These notes were convertible into legal tender money,
gold coins, al a fixed exchange rate upon demand at
the Bank.'Y

Subsequent legislation strengthened the Bank’s
position. The Bank was granted a monopoly in joint
stock banking in earlv 1697.'" In 1708, the Bank
ohtained a monopoly in the issue of joint stock bank
notes.'” Later, in 1742, Act 10 and 11 George 1L, . 13
tpar. 51, reaffirmed the ecarlier rights granted to the
Bank. Each of these pieces of legislation was accompa-
nied by an additional Bank loan to the government.
The Bank subscribed an additional 1,001,017 pounds
for ivan to the government at 8.0 percent in 1697. In
1707, it extended a 1,500,000 pound loan at 4.5 percent
to the government and, in 1742, another 1.600.000
pounds at 5.0 percent,

No further significant legislative changes regarding
the Bank's position oceurred until 1824, In that year,
the Bank’s monopady on joint stock banking was lim-
ited to within a 65-mile radius of London M Seven vears
later, in 1833, its monopoly of joint stock bank note

¥ Bank shares exchanged hands regularly and. in 1747, Gentleman's
Magazine began publishing daily price quotes for Bank of bngland
shares of stock. in 1773 New Jcnathan's Coffee House printed the
werds, “The Siock Exchange” over its door and admittance was
permitted only by fee.

SClapham, vol. 1, pp. 20-23.

Ot is interesting to note that an official {established by law) gold
standard was not enforced in England at this time. The Bank's
commitment to redeem its notes at a fixed pnce interms of gold was
not foisted upon the Bank by the government. Rather, this was a
voluntary contract established by the Bank with its customers. En-
gland’s official gold standard was not established untit 1821 (more
thart 100 years later) and then only as a resull of the Bank's
insistence.

Y'Clapham, vol. 1, pp. 46-50.

2RBisschop, pp. 82-83. Act 7 Anne, C.7, orovides “that during the
continuance of the said corporation of the Governor and Company
of the Bank of England, it shall not be lawful for any tody politic or
corporate whatsoever, created or o be created (other than said
Governor and Company of the Bank of England), or for any other
persons whatsoever, united or to be united in covenants, or part-
nership, exceeding the number of six persons, in that part of Great
Britain calied England, to borrow, owe, or 1ake up any sum or sums
of money on their bilis or notes payabile at demand, or al a less time
then six months from borrowing thereof.”

i4
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issue was also limited to the same area. However, Bank
of England notes were made legal tender at this time.?
This legislation provided legal force to the practice that
had already been adopted by other banks of maintain-
ing their reserves in the form of Bank of England notes.

The Government Steps In: 1793—-1821

The Napoleonic Wars between England and France
began in 1793. With the exception of a minor truce, the
war contfinued until Napoleon's abdication on April 6,
1814 Government demands from the Bank for financ-
ing rose substantially during the war. Of course, the
Bank's contract with its depositors to redeem its notes
at a fixed price in terms of gold got in the wayv of the
government’s interest and, on Februarv 26, 1797, the
King and Privy Council ordered the Baok to suspend
specie pavments, a suspension that was to last for
more than 20 vears.'

During the suspension, control of the moenev supply,
which had rested with the Bank’s owners, was largelv
usurped by the government. Clapham notes that

The minuies of the Cowt and those of the Commiltee of
Treasurvarafullof . . requests forhelp from Perceval,
and of the Bank's reluctant but invarviable ac-
guiescence.’s

The Bank apparentlyv acquiesced because of an
“"understanding, a gentleman's understanding . . todoe
this business and to do it in the wav most commvenient to
the Treasurv.'®

Given the transter of monetary control to the govern-
rent, it is, perhaps, not surprising that the Bank's
Board of Directors became unusually lackadaisical in
their altention to duties. A a result of absenteeism, the
Bank Court experienced difficulty in maintaining a
quorum. Letlers were sent to a number of directors
that "pointedly asked 'when their attendance could be
depended upon’” for "too much of the business had

"*Bisschop, p. 198.
" Andreades (1924), p. 261, Bisschop. p. 198.

"®There was, of course, Napoleon's “Campaign of 100 Days” be-
tween his escape from Elba on March 1, 1815, and his defeat at
Waterioo on June 18, 1815 Dus 1o s brevity. it s ignored in this
analysis.

'"®The wording of the order ran as follows: The Bank will “{orbear
issuing any Cash in Payment until the Sense of Parliament can be
taken on that Subject.” Clapham, vol 1, p. 272.

VCigpham, vol. 2, p. 33; see, as well, Viner {1937), p. 122; Cannan
{1919). p. xi.

"“Clapham, vol. 2, p. 11.
Clapham, vol. 2, p. 31.
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been done ‘by a Single Director with the assistance of

the Head of the Discount Office’ "t

Return to Private Control

The suspension plaved an important role in the
government's effort to wrest control of the money
supply from the Bank. In the absence of suspension,
"control” of the stock of money would have meant little
to the government since the requirement to redeem
notes at a fixed price inn terms of specie eventually
would have tand did during 1790-96) placed an effec-
tive constraint on note issue.

The public was never keen on the suspension, and
the Bank made this the political issue in its fight to
regain control of the money supply. In October of 1797,
six months after it was ordered to suspend payments,
the Bank indicated that il could “with safety resume its
accuslomed functions (pavment of speciel, if the polit-
ical circumstances of the countrv do not render it
inexpedient.”*" The Bank's report was virtually ignored
by government, In June of 1810, the "Report from the
Select Committee on the High Price of Bullion” recom-
mended to Parliament that the resumption of specie
pavments tat the old par begin within two vears. The
issue was not even taken up for discussion until July of
the following yvear®' A vote on the recommendation
was taken in the House of Comumons in 1811, The
House voted 180 to 45 against the issue.

On its own initiative, the Bank began partial resurmp-
tion of specie payments for notes of 5 pounds orless in
January of 1817, Early in 1819, however, Parliament
required the Bank to discontinue the practice** Parlia-
ment had promised on five different occasions to even-
tually return to specie pavments, but continued to
crag its feet on fixing a date. Finallv, on Julv 2, 1819, the
House of Commons passed an act permitting the re-
sumption of cash payments (bullion and coinl after
May 1, 1822, At the request of the Bank, this date even-
tuaily was moved forward to Mav 1, 1821.%

SOME IMPORTANT OBSERVATIONS

There are a number ol important points to draw
from the previous discussion in analvzing the incen-

2CCiapham, vol. 1, p. 272. See, as well, Cannan, p. xi.
Ziner, p. 171.

finar, p. 172.

“Viner, pp. 17273,
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tives faced by the central bankers. First, given the one
exception noted, the right to control the money supply
was held privately. This right, in the form of ownership
shares in the Bank, was traded in an organized market
Any expected changes in the future profits of the Bank
would be reflected by changes in the price of Bank
shares and would hinmediately affect the wealth of
Bank owners.

Second, the owners of the Bank had loaned consid-
erable sums o the government in perpetuity at fixed
rates of interest. By 1743, the sum was well in excess ol
nine million pounds.

Finally, the Bank's contract with its customers to
redeem its notes at a fixed price in terms of gold was a
voluntary arrangement. An official (established by law!
gold standard did not exist in England until 1821. In
fact, the gold standard came about largely as a resull of
the Bank's continuous prods to an unwilling Parlia-
merit.

The following discusses how this unigue incentive
structure faced bv England’s central bankers in-
fluenced the monetary growth rate.

THE PROFITS FROM THE RIGHT TO
CONTROL MONEY

Like the right to control the preduction of any com-
modity. the right to control the production of money is
valuable. The central bank, at the cost of a few cents
worth of paper and ink, can produce a $100 bill (or a
100-pound note) that can be exchanged in the market
for $100 worth of resources.

The Flow of Profits

The central hank introduces money into circulation
by exchanging units of money (which it prints) for
commodities. These commuodities may be either real or
financial assets. Since the bank buvs these assets at
market prices, the expected flow of nominal profits
generated by the purchase of the assets is equal to the
nominal interest rate times the price of the assets pur-
chased. This is equivalent to the nominal interest rate
multipiied by the quantity of monev exchanged for the
assets. The flow of real revenue is simply the nominal
flow divided by the price level 1 x ML

Since we are interested in relating the bank's real
reverue flow to the rate of money production, accournt
must be taken of the fact that, at higher rates of money
production thigher rates of inflation), people will want

15
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to hold less of their wealth in the form of real purchas-
ing power (M/P). Other things unchanged, the flow of
real revenue would decline at higher rates of money
growth because M/P declines. Even though M is rising,
the price level rises faster. However, other things are
not unchanged. Faster moneyv growth increases the
rate of inflation and this raises the nominal interest
rate (il

Faster money production exerts two opposing
forces on the bank's real revenue. One force tends to
reduce revenue, while the other tends to increase
revenue. In general, there is a unique rate of money
growth (and rate of inflation) that will maximize the
flow of real revenue.

A Simple Example

Table 1 presents a hypothetical example relating
different rates of inflation {or rates of monetary
growthl, 7, to the public's demand for real purchasing
power, M/P. In order to facilitate the calculation of the
rate of inflation that maximizes the bank’s revenue
flow, suppose that the public knows the rate of infla-
tion with certainty (extreme rational expectationsi,
that changes in the monetary growth rate affect only
the rate of inflation and the public's desire for real
purchasing power but no other real variables, that the
cost of producing nominal units of money is zero (so
revenue and profits are identical;, that real output and

18
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population are stationary, that the real interest rate is
10 percent, and that the nominal interest rate is equal
to the surn of the real interest rate and rate of inflation
i=r+ o,

The numbers in the first two columns of table 1
indicate that, as the rate of inflation rises (falls}, the
public’s demand for real purchasing power falls (rises}.
The third column indicates the nominal rate of interest
at the various rates of inflation. The fourth column
indicates the profit stream at the different rates of
inflation.

As the rate of inflation falls from very high rates, the
bank's profit from inflation initially rises because peo-
ple choose to hold a greater amount of real purchasing
power. Reducing the rate of inflation increases total
profits up to a point {1.80 real goods per unit of time in
this example), after which further reductions in the
rate of inflation cause profits to fall. In this example, the
profit-maximizing rate of inflation {monetary growth
rate), which is the one the central bankers will choose,
is 20 percent.*

THE BANK OF ENGLAND’S UNIQUE
CONSTRAINTS

The Fiow of Profits

Among other things, the above result depends upon
the particular set of operating rules the bank faces.
Apart from the particular assumptions expressed
above, the foregoing example does not constrain the
bank in any way. If additional rules were imposed, the
profit function may change. As a result, the central
bankers would be confronted with different incentives,
causing them to select a different monetary growth
rate.

The Bank of England was founded on the condition
that the stockholders grant a substantial loan to the

2iGince R = | x (M/P} = {r + m{M/P), real profits are maximized
when
dR M d(MiP) _
dﬂfpwe—-—————dw {r+ o) =00r
diMP} = (r+m) - 1
don MP =
Hence, N (—r" + 1} = -1,
n

where n,, = the elasticity of demand for real purchasing power with
respect {o the rate of inflation. When r = 0, this resull reduces 10
n., = -1 which is the familiar result obtained by others,

See Friedman (1953}, pp. 251-62; Friedman {1971), pp. 846-56.
and Bailey (1956}, pp. 93-110.
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government at a fixed rate of interest. By 1743, that loan
amounted to almost 10 miilion pounds. At the point
when these loans were made to the government, the
interest rate charged was below the market rate. {Recall
the 1694 loan at 8 percent when the market rate on
long-term loans to the Crown was 14 percent.) This
subsidized loan rate is a payment made by the Bank to
the government for the lease rights to the production of
money. The right was never granted to the Bank in
perpetuity. Rather, as indicated above, the Bank's char-
ter came up for review periodically.

The cost to the Bank of its government loan depends
upon the market rate of interest. If the coupon rate is ¢
and the amount loaned is L, the nominal value of the
lease payment per unit of time is (i—cJL. The real value
is the nominal amount divided by the price level,
{i—clL/P. The higher the nominal rate of interest, i,
velative to the coupon rate, c, the larger the cost of the
lease to the Bank.

An additional constraint is relevant. The quantity of
notes the Bank could issue was restricted by law to an
amount less than or equal to the capital invested by
stockholders. Since the capital represented the loan to
the government, M must be less than or equal to L.
Given this constraint, the Bank’s owners will choose
M =L hecause the flow of real profit is highest in this
case, other things the same (see insert). Consequently.
the Bank's profit is simply the coupon rate earned on
the loan, ¢, times the loan (which is equal to the quanti-
tv of notes issued, M), divided by the price Jevel, P.

Table 2 illustrates the effect of this set of rules on the
profit-maximizing rate of inflation for the Bank The
first three columns of table 2 simply reproduce the first
three columns of table 1. Column 4 calculates the real
profits of the Bank under the new set of rules where the
coupon rate, ¢, is assumed to be 10 percent. Note that
profits are maximized at a zero rate of inflation rather
than the 20 percent rate obtained previously*®

25This result is completely general as long as the demand for real
purchasing power is inversely related to the rate of infiation. in this
case,
dR di{M/P
aR _ 9P

dw dm

Since the derivative of the profit function with respect to the rate of
inflation is negative, it does not pay the Bank to generate an inflation
by continucusly expanding M and, of course, the constraint that
M=z wiil eventually become binding. Given that profit maximization
requires M = L. from expression 1, a deflation would not benefit the
Bank bacause it would require M to fali below L. As aresult, the Bank
will choose a zero rate of inflation.

in addition, the Bank's owners tended to be net monetary credi-
tors as a class and this furiher reduced their incentive to infiate.
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The Role of Specie Payments:
A Contract for Price Level Stability

It is in the interest of Bank ownmers to inform the
public of their intention to maintain a relatively low
inflation rate. Demand for the Bank's product does niot
rise until the anticipated rate of inflation declines. This
eventually will result from the Bank's policy of main-
taining a relatively low monetary growth rate. The own-
ers of the Bank, however, chose to hurry the adjust-
ment of expectations by "marketing” their bank notes
in a particular way.

In marketing its notes, the Bank guaranteed its cus-
tomers a low rate of price inflation. This guarantee taok
the form of a contract to redeem Bank notes at a fixed
price (a fixed weight of gold). The contract can be
thought of as insurance against the overissue of Bank
notes, because it pledged the original investment of the
Bank's stockholders as surety for meeting the con-
tract ¥ If bank notes were issued in such quantity as to

There were about 1,300 original subscribers to the Bank stock.
Many of them were London businessmen who were “linked
sneeringly with the rather ill-famed money-lending scriveners.”
Others were Gentiemen and Esquires, "people who . . . live idly as
‘gentiemen’.” See Clapham, vol. 1, pp. 273-89,

#“That doubie event, (1) a low identification cost to everyone about
the intermediate commodity and (2} specialist-experts who provide
quality assurance and information maore cheaply than novices can
provide for themselves, explains the use of a low identification cost
commedity as a general iniermediary medium of exchange-money.
it permits purchase of information from lowes cost sources, a cost
reduction that exceeds the added cost of using an intermediary
good for indirect exchange.” Alchian, pp. 117-18.

17
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cause their market price in terms of gold to fall below
the price promised by the Bank, people would arbi-
trage the difference by trading gold for notes in the
market at the low price and exchanging the notes for
gold at the Bank for the higher price. In the process,
wealth would be transferred away from stockholders
to those engaging in the arbitrage. The guarantee was
believable because customers knew that stockhoiders
would lose wealth if the Bank overissued ils notes
relative 1o the supply of goods in general and gold in
particular®”

Z70f course. the guarantee is not perfect. New gold discoveries or
improvements in mining technology woutd cause the price of gold
and Bank notes fo fall in terms of, say. a standard commodity
basket. However, the guarantee, while imperfect, was operational. it
provided a relatively low-cost method of metering the Bank's rate of
note production and policing the guaraniee.

18
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DIFFERENT CONSTRAINTS FOR
THE GOVERNMENT

When, for all practical purposes. the government
took control of the money supply in 1793, the con-
straints facing the decisionmakers changed substan-
tiallv. Recall that the government did not expropriate
ownership rights in the Bank cutright, Had they done
s0, it would have been a clear jand, possibly, politically
unsavoryvi transfer of wealth from stockholders to the
governmenl, The government, however, did the next
best thing {rom its point of view. it expropriated the
wealth of the stockholders by a more circuitous
route.

When the government took over, the Bank held a
loan which, while an asset to the Bank, was a liabilitv to
the government. [n terms of the example used here, an
increase in the rate of inflation increases the nominal
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interesl rate, i, and increases the Bank's opportunity
cost of the government loan, li—cii/P. In effect,
accelerating the rate of inflation raised the lease pay-
ment the Bank made to the government.

Further, during its period of control, the government
continuously violated the constraint that the quantity
of notes in circulation not exceed the capital of the
Bank. The government did not wish to be bound by the
same rule that it believed appropriate in regulating the
hehavior of the Bank's stockholders.

As a result of the different constraints faced by Bank
owners vs. the government, we should expect 1o
observe relatively low rates of monetary growth and
inflation during periods when the monev supply is
controlled by the private owners of the Bank of En-
gland and more rapid rates of monetary growth and
inflation during the periods of government control. In
addition, the demand for real purchasing power
should be lower during the period of government con-
tral and the price of Bank stock should decline.

EVIDENCE
The Behavior of English Prices

One of the more interesting pieces of evidence con-
ceriving the effect of different incentives is England’s
history of inflation during the period of private mone-
tary control. England’s monev supply was under
private control for almost 200 vears, and the rate of
inflation during this period was statisticallv indistin-
guishable from zero.

From the establishiment of the Bank in 1694 until the
beginning of the Napoleonic Wars in 1793 when the
government usurped control of the moneyv supply, the
annual average rate of inflation in England was 01
percent. In 1821, after the Napoleonic Wars, the govern-
ment returned control of the money supplv to the Bank
and, at the Bank’s insistence. established an official
gold standard. Private control continued unti 1913,
During this period. 1822-1913, England’s annual aver-
age rate of inflation was 42 percent which, again, is
statisticaliv indistinguishable from zero. In contrast, by
1931, the English government had taken complete con-
trol of the money supplv. Since that date, the annual
average rate of inflation has been significanily positive
at 647 percent *®

**This period includes the Depression and World War i, lf these years
are excluded and the inflation rate is calculated over the period
1946-82, the mean rate of inflation is 6.87 percent (t-score =8.10).
The t-scores for the periods 1694-1793, 18221913 and 193182
are 145, 489 and 6.62, respectively,
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The Napoleonic Wars:
Additional Evidence

‘The above data regarding the history of English infla-
tion are consistent with one of the implications of the
theory. Other aspects of the theory can be examined by
considering data from the period immediately betore,
during and after the Napoleonic Wars. The war is im-
portant because the transter of control of the money
supply during the was was accomplished through a
“gentieman’s understanding” rather than an outright
government expropriation of Bank ownership. As a
result, ownership shares in the Bank continued to be
exchanged by private individuals, and changes in the
value of these shares along with changes in the de-
mand for real purchasing power provide further evi-
dence in regard 1o the theory,

The Market Price of Bank Stock

Table 3 presents an estimale of the effect of the
government takeover and suspension of specie pay-
maents on the real price of Bank stock. The estimalte
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controls for the effect of business cycles (proxied by
average annual real weekly earnings of men in full-time
employment) and the interest rate, and includes a
dummy variable for the period subsequent to the sus-
pension. The coefficients of the business cycle proxy
and the interest rale are significant and have the ex-
pected sign. The coefficient of 1, is negative and sig-
nificant. Its magnitude implies that the government
takeover caused the real price of Bank stock to fall
“permanently” by about 11 percent® In short, the
government chose a rate of inflation that was inconsis-
tent with maximizing the real flow of Bank profits ifrom
all sources; and this was reflected in the price of Bank
stock.

The price of the stock did not return to its original
level when monetary control was returned to the
stockholders in 1819.7° This was tested by including a
second dummy variable that assumes the value of 1 for
the period 1793-1818 and zero otherwise, along with
Dy that assumes a value of 1 for the period 1793-1832
and zero otherwise. The coefficient of the second dum-
my is insignificant, indicating that the variable is re-
dundant. That is, singling out the 1793-1818 period
adds nothing to the explanatory power of the equation.

In addition to this evidence, monthly data for the
price of Bank and India Company stock are available
for the period 17801801 %! There appears to be a break
int the ratio of the price of Bank stock to India Company
stock in 1793. Before then, the mean of the ratio was 93
with a standard deviation of .11. After 1793, the mean
fell to .83 with a standard deviation of .03. The decline
in the ratio is statistically significant.® The price of
Bank stock apparently declined relative to india Com-
pany stock by about 11 percent, virtually identical 1o
the estimated decline produced by the regression in
table 3.

Disgruntled Stockholders

Understandably, the stockholders were restive dur-
ing the suspension. In 1801, Alexander Allardyce,

**The estimates are adjusted for first-order autocorrelation. They
were checked for second-order autocorrelation with the result that
Rho 2 was insignificant.

3°During the later part of the suspension, various moves to resume
specie payments were afoot. As early as 1810, the Bullion Report
advocated a return to specie payments in 1812. in addition, the
Bank had begun a partial resumption in 1817, and in 1819 Parlia-
ment finaily committed itself to a specific date for resumption. For
purposes of the following test, | terminate the period in 1818, the
year prior to Parliament's decision to return control to the Bank.

*'See Sinciair (1803), pp. 22-48.
*2The t-score = 10.78.
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spokesman for the critics, moved that a complete
accounting of the Bank's financial condition be pre-
sented to the stockholders so that the Court might
“declare a dividend of the whole profits, the Charges of
Management only excepted, as the Law directs.”*?

Real dividend payments, inclusive of bonuses, did
not increase during the suspension and the real value
of Bank stock declined. These two factors along with
mterest-free loans made by the Bank to the govern-
ment must have appeared lo critics as a thinly veiled
expropriation of wealth* Thev no doubt recognized
the spirit of Charles H lurking in the government.

Prices

As was the case for the more extended period dis-
cussed above, the rate of inflation is indistinguishable
from zero (see table 4) in the vears immediately preced-
ing the government takeover and those following re-
sumption of specie payments in 1821. In contrast, the
price level rose significantly {at an average annual rate

*Ciapham, vol. 2, p. 40.

341n 1799, when the market rate of interest stood at 5.07 percent on
long-term securities, the Bank made a “ioan” {o the government of 3
million pounds interest-free for six years. The present value of this
gift was, roughly, 770,000 pounds. In addition, when the loan came
due in March of 1806, the governmert asked that the loan be
renewed until a point in time six months after a “Definitive Peace.”
The government offered to pay 3 percent interest. At the time, the
long-term interest rate was considerably higher and 3 percent con-
sols were selling at about a 40 percent discount.

35The years 181421 are treated separately in table 4. During this
period, various steps were being taken to return to specie payment
{see footnote 30).
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of 4.85 percent) during the vears 1793-1813 This was
a result of a significant increase in the monetary
growth rate. Note that the rate of inflation closely cor-
responds to the rate of growth in the monev supply
during this period.®®

The Real Value of Bank Money

The theory implies that the demand for real pur-
chasing power will fall if the guarantee regarding the
low rate of inflation is broken.™

*7The issue of private vs. government controi of the money stock
might seem ¢ be a red herring since the money supply and price
leve! always rise during wars. This, however, was not the case intwo
previous instances. During the Seven Years' War {1755-63), the
government did not tamper with the Bank's conirol over the money
supply, and the mean rates of growth in money and prices were 2.94
and 1.18 percent, respectively. Neither of these magnitudes differs
significantly from zero. Similarly, during the War of Jenkin's Ear
(1739-43), the mean rates of growth in money and prices were
—1.62 and .66 percent, respectively. Again, neither of these differs
significantly from zero.

FExactly when the public became aware of a break in the trust is
problematical. They certainly were aware of it by 1797 when the
government ordered the Bank to suspend specie payments. The
data, however, suggest an earlier date. Prices began rising rapidiy
in 1790 and, shorlly afterwards, the public began arbitraging the
difference between the price of goid in terms of notes at the Bank
and its price in the {oreign market. The Bank’s bullion account began
to deciine in 1791, then fell subsiantially in 1792. The following
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Table 5 presents a regression that estimates the
effect of the government's seizure of control over the
money supply on the demand for real purchasing
power by controlling for the effect of business cycles
population and the alternative cost of holding money
Annual population data are not available back 1o 1780
50 time is used as a rough proxy to control for popula
tion growth. The interest rate on 3 percent consols was
included as a measure of the alternative cost of holding
wealth in the form of money. In addition, a dumny
variable is included to test for a shift in the relationshiy
in the period subsequent to the government takeover

The coefficients of the proxies for the business cvole
and population are significant and have the expectec
signs. The interest rate proved insignificant and was
exchuded from the estimate, The coefficient of D, is
negative and significant. Its magnitude implies that the
demand for real purchasing power fell by about 12
percent when the government seized control of the
Bank **

CONCLUSION

The above analysis suggests that decisions regarding
the control of money depend more on the incentives
individuals face in making choices than on the partic-
ular individuals who make the choice. Various
methods of organizing monetary control produce dis-
tinct policy outcomes insofar as they confront policy-
makers with different incentives. Since it is unclear, tor
example, that the incentives confronted by the policy-
maker would be much different if monetary control
were placed in the hands of Congress or the Treasury
instead of the Board of Governors, it is unclear that the
adoption of either of these alternatives would cause a
noticeable change in policy. Additional research along
these lines may prove helpiul in suggesting a systemn of
incentives that will induce the present-day equivalents
of the Court of Directors to assign the desired weights
twhatever they happen to bel to present and future
consequences in reaching decisions regarding mone-
tary control.

assumes the public became aware of the break in 1793 when the
war with France began.

38As was the case with the price of Bank stock, the demand for real
purchasing power dit not return to its originai level when the govern-
ment returned monetary conicol to the Bank and the guarantee was
reinstated, This was tested by the same procedure as that employed
in the case of the price of Bank stock. The resulis were the same,
The coefficient of the second dummy was insignificant, indicating
that it is redundant.
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