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Crisis, Crash, and Control: 1914-39

SECURITIES MARKETS DURING THE FIRST WORLD WAR -

Despite the possibility that a major EBuropean war could have broken out at
any time in the 10 years before 1914, neither national governments nor
financial markets had made any provisions for such an eventuality.: Govern-
ments had no plans to deal with a financial crisis resulting from the imminent
threat of war or with the complex international transactions that linked
national securities markets together on a minute-by-minute basis.2 They
had certainly not consuited those running the stock exchanges even though
they could not have been unaware of how integrated such markets had
bécome, as exhibited by the global nature of speculative booms, collapses.
and crizes. Consequentiy the approach to war and its actual outbreak came as
an enormous shock to those dealing on the securities markets, and one for
which all invoived were totally unprepared. An expert on stock exchange law,
Schwabe, writing in 1915, recounted what had happened from the perspective
of an observer in London.

During July, owing to the EBuropean crisis and the great demand for I10NEY, €nOrmous

lling orders were received on the stock exchange, prices fell heavily, and many .
persons, including a farge number of foreign clients of London, brokers with large
accounts open, defaulted, On July 28th war was deciared between

and there
Unless steps had been taken to
Prevent it, there would have been a number of further failures among the members of
the stock exchange, and a farge number of other persons would have been 1nevitably
Tiined, The stock exchange met the situation by closing its doors on Juty 31st and
€eping them closed, and by passing emergency regulations and rules. On August 3rd
there was passed the Postponement of Payments Act, giving power to His Majesty by
amation to declare a moratorium. On August 4th Great Britain notified the
Tian Government that a state of war existed between the two countries, Since that
ité the moratorium has been extended, the Courts (Emergency Powers) Act has been
ed; trading with the enemy has been dealt with by statutes and proclamation, and
thie! Government has propounded a scheme for the assistance of both lenders and
orrowers of money on the stock exchange. The Committee of the stock exchange has
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postponed settlement, has inaugurated a2 new method of dealing with members
unable to meet their engagements, and has taken steps to prevent specutation, forced
sales, and undue depreciation of prices, and generally has made effective arrangements
to alleviate the position of members and non-members alike who find themselves
owing to the war mnvoived in unexpected difficulties by reason of their stock exchange
engagements.?

Behind this rather bland account the outbreak of the First World War meanta
rapidly unfolding drama for the global securities market and especially the
main players in it, as they tried to cope with a crisis that threatened to destroy
both their institutions and members. This was done against a background
where little support was received from their respective governments. This
is clear from the diary of Sir R. W. Inglis, Chairman of the London Stock
Exchange.

Thursday 30 July 1914

Dealings in the House practically nil and markets all flat. About 7 p.m.
Mr Satterthwaite | Edward Satterthwaite, Secretary of the London Stock Exchange|
called and said war was certain and that to prevent a panic and widespread failures
we ought to close the House at 10 a.m. tomorrow for which hour the Commuttee
was summoned. He also outlined the proposal for postpoming the impending
settlements, We got a motor, drove to Town and saw Mr Koch {William M. Koch,
member of the Commuttee| {arranged by telephone before we left) and heard such
news that I agreed with Mr Satterthwaite’s suggestion and drove back home.
Friday 31st July 1914.

Went up by 8.15 Itrain| and was with Mr Satterthwaite by 9.15 and agreed his
Resolutions. Committee met at 10 and passed and confirmed them. It is believed
this action will save the House from great disaster but whatever happens I wish to
place on record that Mr Satterthwaite is entitled to the credit. He thought out the
idea from first to last and drew up the Resolutions before he came to see me on
Thursday night and I agreed that at once as I saw what would be the resuit of taking
no action at all4

Prior to that decision being taken there bad been no consultations between
the authorities at the London Stock Exchange, the officials at the Bank of
England or those in government. The London Stock Exchange was left to fend
for itself. The decision to close the market was taken in the face of collapsing
prices and problems of payment for and delivery of securities, especially on
international account. The enforcement of deals to buy or sell securities
would bankrupt many members operating on credit provided by the banks
and would have serious implications for the entire financial system. Such a
crisis was not confined to the belligerent nations in Europe but was worldwide
in scope. In New York a similar situation produced a similar response, judging
from the views expressed by Noble, the President of the New York Stock
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Exchange, in 1915: ‘[tlhe cuisis had developed so suddenly, and the conditions
were so utterly without historic parallel, that the best informed men found
themselves at a loss for guidance’ When the news reached New York that the
London Stock Exchange was not to open on 31 July 1914, an emergency
meeting was held in New York. The Governng Comunittee of the exchange
were called to meet at nine o’clock (the easliest hout at which they could ali be
reached, for 1t was summer and many were out of town), and at that hour they
assemnbled in the Secretary’s office ready to consider what action should be
taken. In addition to the Commuttee many miembers of prominent firms
appeared m the room to report that orders to sell stocks at-rumous prices
were pouring in upon them from all over the wozld and that security holders
throughout the country were in a state of panic. )
Though some members saw this as an opportunity ‘to make New York
the financial centre of the world, most felt that any gain would be purely
temporary and not worth the risk that the members of the New York
Stock Exchange would be exposed to if it stayed open when all others
had closed. Many members were holding securities on borrowed money
or had made purchases on behalf of foreign clients and so were very
exposed to the sudden and dramatic collapse in prices. As in London
there was no confidence that the banks would support them by not
calling in their loans. Under these circumstances closure »vmmmm@u the
only option. The brokerage house of Merrill Lynch was close to failure at
this time. According to Noble, ‘the Exchange' closed itself on its own
responsibility and without either assistance or compulsion from any
outside influence’® o
All over the world there was a financal crists caused by the realization thata
major Buropean war was imminent. This caused panic conditions on
securities markets from Japan to Italy as well as in Europe and north America.
Banks recalled loans and brokers were bankrupted because they were unable
to deliver or pay for securities, or meet their borrowings because of the
collapse in prices. The universal response was the closure of stock exchanges
in order to avert a crisis which threatened to engulf the entire market and all
those who bought and sold securities. Each stock exchange was forced to
respond in this way to the wave of selling that had begun in the epicentre of
the crisis in Europe. Such were the interconnections that news and ordezs
were transmitted almost ‘instantaneousty around the world, forcing down
prices and leaving brokers and bankers highly exposed. The Madrid,
Montreal, and Toronto stock exchanges closed on 28 July 1914; Amsterdam,
Antwerp, Berlin, Brussels, Budapest, Rome, and Vienna on the 29th;
St Petersburg and all the South American stock exchanges on the 30th; and
on the 31st the London and New York stock exchanges closed. The Paris
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Bourse had suspended all forward transactions as early as 25 July and was
followed in that by the Coulisse on the 27th. That left oniy a nominai cash
market, which was closed on 3 September. Within seven days the world’s stock
exchanges had ceased to function, such was the power and integration of the
global securities market. Even minor stock exchanges, such as those in
Barcelona, Shanghai, Vancouver, and Zurich had closed by 31 July. The
Johannesburg Stock Exchange closed on i August, faced with an avalanche
of foreign selling of South African mining stocks, which threatened to ruin
their members as prices fell precipitously.s

These closures would not be brief, considering tie worldwide nature of this

intense conflict. Modern warfare required the mobilization of all resources
available to each nation state, with implications for the domestic and inter-
national operations of securities markets. Consequently, there was a general
reluctance among governments to condone a quick reopening, The securities
market could provide rival attractions to mvestors for the use of savings,
which belligerent governments wanted to monopolize for their own use.
Moreover, speculative trading on the stock exchanges, with prices responding
to military success or defeat, was considered a potential threat to both
national morale and the stability of the national financial system and the
foreign exchange rate. Conversely, the existence of a functioning securities
market could be of advantage to those governments seeking to finance their
war effort through successful bond issues. Governments thus had to weigh up
the advantages and disadvantages of allowing stock exchanges to reopen in
the months after the outbreak of war. In the meantume, stock exchanges
themselves had to find ways of resuming trading that would avoid
bankrupting members holding onborrowed money securities that had greatly
depreciated in price, or who had agreed such purchases.

However, though stock exchanges were closed, buying and selling still took
place elsewhere, on the street, in offices, or via the telephone. The longer the
exchanges were closed the more active this unregulated market became. In
New York the existence of a long-established and active curb market forced
the New York Stock Exchange to create a limited market in stocks operating
under minimum prices. By 28 November 1914 a cash market in bonds was
re-established on the floor of the New York Stock Exchange. Stocks were
added on 12 December, and the New York Stock Exchange formally reopened.
This was either followed or even preceded by other US stock exchanges,
indicating that the panic caused by the outbreak of war was over 4n that
country by the end of 19147 Similarly, the Shanghai Stock Exchange had
reopened in November to counter a growing outside market, but oniy with
minimum prices and no forward market. The Johannesburg Stock Exchange
reopened in January 1915 in line with the London Stock Exchange, as both
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were major markets for gold mining securities. In the meantime a street
market had developed.? ) o )

In Europe the situation was more complex as the:cost and &mncw:on of
military conflict continued to create problems and uncertainties for
the securities markets. As an active inter-bank market had long existed in
Germany, the need to reopen the stock exchanges in order to bring some
order and regulation to buying and selling was less urgent or even necessary
there. The Berlin Stock Exchange did not reopen until October 1917 and not
fully for stocks until 3 December of that year. Dealing in bonds was not
restored until 1 September 1919, after the war was over. Elsewhere in mﬁﬁuo
the need to reopen the stock exchanges was more urgent, due to growing
competition from outside markets and the need-to provide a market
for government debt. Few countries other than Germany possessed a S&._.
established inter-bank securities market or the ability to tap the c:vrn
directly for funds through the savings banks that traditionally placed their
money i government bonds.® Accordingly, both internal and external
sn»=W¢Bm=$ were made that allowed stock exchanges to reopen towards
the end of 1914 or i the course of 1915, as with Paris in December 1914,
London in January 1915, and Amsterdam in February. These were only partial
reopenings, with operations severely restricted by government 8::& or
supervision over the conduct of business or by internally wm_.mma restrictions.
The particular securities to be traded and the type of business that mo:E be
undertaken were all monitored and controiled, whilst mmimum prices were
often introduced to provide a floor to the market. Term dealing and short
selling were all restricted or prohibited for long wmmo%v being regarded as
highly speculative and likely to disrupt the financial system. This was as true
of nwgwbmmm m the main belligerent countries of Britam, France, and
Germany as of those on the fringes such Milan and Montreal. In many cases
it was several years after the end of the war before such operations were again
permitted. Paris saw a resumption of short selling on 2 January 1920, London
on 22 May 1922 but Berlin not until ¢ October 1925. In many cases the
normal methods of trading in securities did not resume until the early or
mid-1920s. Even when the Paris Bourse did reopen rentes could not be
dealt with for time. Such restrictions even applied to the inter-bank market
for securities in Germany, where forward transactions were also banned
until 1925.10 \ )

Long before stock exchanges gradually reopened there was a recovery in
the global securities market. Belligerent governments were quick to issue
securities in order to tap the savings of their populations for use in the war
effort. Between 1913 and 1919 the German national debt rose 20-fold from
4.9 billion marks to 92.8 billion, that of Britain rose tenfold from £0.7 billion
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to £7.5 billion, and that of France rose fivefoid from 33 billion francs to 151.1
billion, In Italy, a late entrant to the war, the national debt rose fivefold from
15.1 billion lira to 74.5 billion, whilst in Japan, a Emnmmsﬁ participant, it
almost doubled from 2.7 to 4.1 billion yen. Even neutral nations experienced a
rapid rise in their national debt as governments took advantage of the
inflationary environment to borrow funds to finance increased expenditure
caused by the war, such as the disruption to trade and resulting economic
distress. The long-term debt of the Dutch government doubled from 1,140
guilders in 1914 to 2,183 in 1919. It was not only in Europe that government
borrowing came to dominate the issue of securities, throughout the British
Empire dominion governments sold securities to their own people in order to
support the war effort in Europe.!* The New Zealand government issued a
loan for £2 million in 1915, which was absorbed by local investors.12 Similarly,
between 1915 and1918 the Canadian government raised $2.1 billion domes-
tically.?? Although the United States did not enter the war until 1917 the
Increase in its national debt was one of the most spectacular, reaching $25.5
billion in 1918 compared to $1.2 billion in 1914.14 .

The result was an enormous and rapid expansion in-the supply of
government bonds around the world. As most of these were issued and held
domestically their existence contributed to the growth of national securities
markets rather than the global market. However, trading in these national
debts was relatively subdued as they were often bought and held by individual
and institutional investors for patriotic reasons. Consequently, activity on
many securities markets around the world remained low for most of the war
years, even when the stock exchanges did reopen. In Canada there was little
Interest in mining and oil stocks, for example, as investors placed therr savings
in government debt.!s Contributing to this low level of activity were the
restrictions imposed by governments and the actions of the stock exchange
authorities themselves. These were designed deliberately to reduce market
volatility and in this they were successful, especially in stock exchanges in
London and Paris, financial centres of two of the main countries at war, Here
money that would previously have been lent out to those holding securities as
collateral was now absorbed by governments. The French government made
particularly heavy use of short-term treasury notes to finance the war.16
Under these conditions banks either fent directly to governments or bought
short-dated bonds, so depriving the securities markets of much of their
traditional business. In contrast, many smaller securities markets in neutral
countties or those only on the fringes of the war did experience prolonged

speculative booms. Their economies benefited enormously both from
purchases made by nations at war and from the removal of foreign
competition. Italy enjoyed great prosperity due to the derand for war
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materials and the need to replace imports from belligerent :wnodm.
This fuelled much speculative activity based on abundant bank lending on
easy terms.!” A similar situation prevailed in Norway, where there was a stock
market boom between 1915 and 1920, as banks lent liberally to customers
using securities as collateral.’® In Japan there was also a boom as 5<w£03
borrowed heavily from banks at low rates of interest to subscribe to new issues
in the hope of making large capital gains,1? ‘
Consequently there was a reordering of stock exchange business as the
smaller and more peripheral securities markets benefited at the expense of the
larger and more central. However, the greatest casualty of the war was the
global securities market itself. In order to subscribe to the securities issues
made by their own governments to finance the war, British, French, and
mmddmn investors all sold international securities. Furthermore, Snmmwns
European governments then took control of what 35»5& of these securities
and disposed of them as they sought to obtain the foreign exchange, especially
US dollars, required to wage a war. The German government woamcmmw@v wﬂm
then forced, German investors to surrender their foreign securities in
exchange for mark-denominated government debt, Km&:m.mﬁm &E. in their
hands when the war ended. By the end of the war all moﬁwz. securities had
disappeared from the lists of German stock Gnnrmummm.,.wo m,mB__wwzs over the
period of the First World War there was considerable liquidation o.m French
holdings of foreign securities, though this was mainly due to repudiation wm
their debts by both the Russian and Ottoman governments. As the main
external holders of these debts French investors experienced the total loss of
these investments.?*- In Britain, it was largely sale not repudiation ‘\&mﬁ
accounted for the massive liquidation of the holdings of foreign securities.
By the end of 1915 British government sales in New &onw.Om Us$ 89590@
purchased from British investors, had reached $233 million. m<,n~,:=m=<.5
May 1916 British investors were forced to surrender such moocnnﬂwwm 8‘ ﬁrm
wo«aEBobﬁ Overall, by 6 April 1919 a total of 2,027 different securities with a
value of £655 million had been purchased for resale by the UK government,
whilst another £400 million US stocks and bonds were sold by UK investors
themselves during the war.22 This seriously undermined the status of both
London and Paris in the global securities market as they lost the very
securities that had been traded internationally. As the Netherlands was bwﬁn&
throughout the war, Amsterdam benefited greatly @oE being noz<.os_8a<
located for investors in Germany, France, and Britain. The considerable
inflow of funds in search of a safe haven helped to place the Amsterdam
Stock Exchange, when it reopened, at the centre of an mna,,\m mzﬁmwzmnona
market m securities. There was an enormous increase in business on
the Amsterdam Stock Exchange, which became the interface between the
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belligerent nations themselves and with the United States, which was neutral
E:.m 1917. By selling US$ securities on the Amsterdam Stock Exchange,
which were then resold in New York, the German government gained access
to the foreign exchange 1t required despite attempts by the Allies to prevent
this happening.2
Nevertheless, even on the Amsterdam Stock Exchange domestic business
vmgm Increasingly important as a result of the war. The number of foreign
securities quoted on the Amsterdam Stock Exchange fell from 840 in 1914 to
746 in 1918 whilst 1ssues of Dutch government debt and domestic industriafs
expanded rapidly. Much of the international securities business transacted on
the Amsterdam Bourse had been underpmned by the Pprolongatie system of
finance. However, this was frozén at the outbreak of war and the suspension of
the market. Even when the Exchange reopened it was impossible to revive the
prolongatie system because of the collapse of confidence, Instead, investors
placed therr savings with commercial banks and switched their investments to
domestic securities, selling some of their holdings of US railroad stocks
and bonds in the process.2¢ The Increasing repatriation of securities both
contributed to the developmént of securities markets and gave them a
strongly domestic focus. Swedish investors, especrally the banks and insurance
SBEEQ‘ repurchased all the country’s external debt during the war and
traded it domestically, boosting the iocal securities market. Other nentral
nations in Europe such as Greece, Norway, and Switzerland did the same.2s
The Spanish case exemplifies the effects of this. Spam benefited from the war
through supplying both France and Britain. This caused nflation and
expansion, with a rapid increase in the number of banks and their lending.
In the process Spanish investors were able to buy back securities held abroad,
mmumﬁé&gm government debt and railway stocks and bonds held in Tmbnmw
The Spanish national debt held abroad fell from 1,028 million pesetas in 1914
to 78 million in 1925. In addition, there were substantial re-purchases of
Spanish railway securities held abroad. More than 1.5 million shares of the
OoEwwEm‘ del Norte flowed back to Spain, as did shares 1 various Spanish
quG‘ m:ms as Banco Hipotecario and Banesto. The substantial German
participation in the largest Spanish electrical firms was aiso liquidated.
.H,.wa. Spanish government 1tself issued new public toans totalling around 3.8
billion pesetas. The result was a substantial increase of business on the Madrid
wm_mmu rather than Barcelona, as that was where the government debt and
railroad stocks and bonds were traded. 2
Elsewhere i the world securities markets benefited from the activity
produced by the trading in repatriated securities and the issues made
by national governments and domestic businesses. Such was the increased
volume of business in China that an additional stock exchange was established
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in Peking 1 1917 to provide a domestic market for the bonds issued by the
Chinese government.?” Though Japan was involved in the war militarily, as an
ally of France and Britain, the main theatre of activity was far away, and its
economy benefited enormously from the removal of external competition 1n
the Asia/Pacific region. The resulting economic and financial boom in Japan
fed to the repatriation of externally held securities and increased domestic
1ssues, financed by greatly increased by credit.2s Nevertheless, not all securities
markets outside Europe benefited from the war. In neither Australia nor
Canada was there much speculative activity in their tightly controlled stock
exchanges, with available savings largely absorbed in financing their share of
the imper1al war effort. There was rather a greater domestic focus as their own
governments increasingty sought to borrow domestically, now that access to
London was either difficult or impossible. Trading in bonds on the Montreal
and Toronto stock exchanges rose from $6.1 billion 1 1913 to $132.1 billion
m 1919. This favoured the major stock exchanges, giving an 1mpetus towards
the centralization of both the Canadian and Australian securities markets.2?
However, the greatest beneficiary of distress sales of European holdings of
foreign securities was the United States, as the largest pre-war debtor natton.
On i July 1914 an estimated $5.4 billion in US securities were held abroad. By
31 December 1919 that amount had shrunk to $1.6 billion. Investors in the
United States bought back almost $2 billion worth of securities 1n the first
three years of the war, often at sizeable discounts, from sellers in Europe or
from governments desperate for dollars. The British, the largest holders of US
corporate stocks and bonds, were the major sellers. A total of $2.6 billion, or
70% of their holdings, had been sold by 1919. Railroad securities and those of
major industriats like US Steel led the disposals. Business revived on the New
York Stock Exchange, where the largest and most liquid of stocks were traded.
Turnover rose from 48 million shares in 1914 to 213 million in 1916 before
falling back slightly. Reviving again, it reached 313 million shares in 1919,
propelled by a domestic 1nvestor boom due to the inflationary environment,
easy bank credit, and rising confidence. This booming activity spread. The
curb market in New York flourished during the war whilst turnover on the
Boston Stock Exchange rose from 3.5 million shares in 1914 to 13 million in
1916 before falling back to 3.9 million in 1918 and then recovering to 9.2
million in 1919. Bxpansion m the securities market encouraged major US
banks to extend their operations in that direction, not only through increased
lending with stocks and bonds as collateral but also in issuing and trading.
In 1916 National City Bank acquired the investment banking firm of
N. W. Halsey. The boom 1n US securities was given a further boost 1 1917
when the United States entered the war and government debt rose sharply.
The number of US investors holding government bonds grew from 350,000 in
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1917 to 11 million in 1919 due to patriotic subscriptions to war loan issu
,;wmm raised $21.5 billion between 1917 and 1919, The US bond Ewaﬂmw.
which had been the poor relation of London and Paris before the war, So :
szmmojmm. Turnover in bonds on the New York Stock Exchange rose wﬂomm
$469 million in 1914 to $1,052 million in 1917 and then to $3,772 million n
1919 due to US government borrowing. In addition, Eoswm there was zE
vonm market of any significance outside New York, there was mcvmnmﬁm
trading between the major banks and via specialist bond houses. New &o_w
Was now on a par with the major European financial centres, . "

SECURITIES MARKETS AND THE LEGACY
OF THE FIRST WORLD WAR'

The consequences of the First World War for the global securities market
were profound and permanent, A major shift had occurred in the _oQEona mm
En‘onnqm; Players in this market, with the greatly increased importance of ﬁM
C::& States being only one of the most obvious nosmowzaznmm However, M
took time for a new balance to emerge, reflecting the &::Emrnm wswonmmnw

of London, Paris, and Berlin and the increased im

: rtance of New York
Amsterdam, and Tokyo. This w. P o
er : yo. as not sumply d iati
securities during the war o borsowets, ox ration of

‘ but to a switch among borrowers, especiall
m Canada and Latin America, away from European financial nnw:nom M%MMMM
ew Mo% and wealthy US investors. By the end of the war the G
securities market had lost its international orientation, wholly
focused on domestic stocks and bonds_31 .
A period of instability was inevitable, The global securities market had lost
most of Eo,mm securities that had constituted an international curre o
namely wcmm_mm and US stocks and bonds. Russian government debt :&M
corporate securities had ceased to have value whilst US railroad and ind MN._
stocks and cod% had flowed back to the United States and were zoi” E:
more closely held at home. Between 1914 and 1918 moHowmz holdings MMM
common stock of the US Steel Company shrank from 1.3 ::.Eow M omm
million, wn.mSE 25% to 10%, and then declined further mw&n 1918, dro i
to 0.2 million (4%) by 1923. As this had been a core arbitrage mﬁo.nw EMJW
r.nE and actwvely traded across north America and 2835 mﬁws: a%
&mm@w,@nwsﬁo was a major blow to the global securities market MMAH ;
securities issued m,cm:m the war were no real substitute as they Smmm lar; nwa
government debt held by national investors. Even where securities had VMm i’
issued externally they tended to revert to national investors fairly quickly. %MM

and became wholly
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French government had made four issues in London between November 1915
and November 1918 raising £54.5 million. However, these were denominated
in francs and depreciated enormously in the edrly post-war years when
the franc was devalued against the £, and were bought back at low prices by
French investors.?* Again, it took time for new securities to appear to replace
those which had served as liquid stock before 1914.

The war therefore boosted national securities markets rather than the
giobal market. However, four years of conflict had created a highly unstable
financial position in numerous countries, and national markets themselves
were affected. The belligerent nations had spent enormous sums of money,
financing their expenditure not only by taxing and borrowing but also by
printing money, creating an inflationary situation at home and abroad.
Advances to the French government by the Bank of France rose from 6% of
total assets in 1914 to 62% in 1918.34 As this money had been spent in waging
a war with no productive results for those involved, there were no income-
generating assets to service the debts created or to match the vastly increased
purchasing power of populations around the world. Once hostilities ended
and government spending ceased, national banking systems found themselves
vulnerable to a collapse in the value of the assets acquired during the war and
in the brief flurry of post-war prosperity. No matter whether these assets were
physical plant and machinery or stocks and bonds used as collateral; in many
cases they no longer generated the income required to service the loan or
possessed a redemption value. One measure of how wartime inflation had
undermined the stability of nationai financial systems was the fact that 1n all
major economies the ratio of bank reserves and capital to bank liabilities
worsened between 1913 and 1920. The ratio fell from 10% to 7% in Britain,
20% to 12% in France, 39% to 4% in Germany, 53% to 29% in the
Netherlands, 24% to 15% in Belgium, 31% to 15% in Denmark, and from
20% to 12% in the United States. Regardless of the different nature of these

banking systems, all were left highly exposed in the immediate post-war years
when the spending boom came to an end and inflation turned into deflation.
This in turn had serious implications for the national securities markets.?*
Finally, a long-term consequence of the First World War was to greatly
enhance the level of government intervention in securities markets. The
suspension of trading and the subsequent gradual resumption of business
under conditions controlled, supervised, or permitted by governments had
made central bankers and treasury officials aware of the power they possessed
over organized stock exchanges. Even after the termination of hostilities
government intervention continued, if only as a-means of policing the abuses
that had characterized the pre-war years, whether it was the perceived evil of
speculation or the more warranted problems associated with fraud, insider
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dealing and market manipulation. However, self-interest was also at work as
governments, faced with a volatile foreign exchangg situation and the need
to finance huge debt overhangs from the war yeats, saw control over the
securities market as one of the tools available to thern. Consequently, there
was 10 rapid return to the pre-war situation of unsupervised self-regulation,
where it had prevailed. In Britain the government exercised informal control
over the London Stock Exchange well into the 1920s, as 1t tried to cope with
the international weakness of the £ sterling and' the domestic need to
refinance short-term borrowings. Similarly in Canada, under government
influence, the self-regulation of the securities market was considerably
tightened. Only in the United States was intervention not attempted, with
the Capital Issues Committee, only formed after the United States entered the
conflict in 1917, being discontinued in August 1919. States had long been
active in maintaining orderly markets in continental Europe, and this was
often translated into further controls during and after the war. As early as
5 August 1914, the Spanish government legisiated to' give itself increased,
direct control over the stock exchange, and this was reinforced with additional
controls in 1918. In Denmark in 1919 the government acquired legal control
over the Copenhagen Stock Exchange whilst in Belgium the government
appointed a commissioner to oversee the stock exchanges. One result of this
Increase in government intervention was to restrict foreign access to national
securities markets, desired by governments faced: with crippling debts
to finance during and after the war, In France the- securities market was
practically closed to foreign issues during the war and a law of 1916 banning
foreign issues remained in force until the late 1920s. Similarly, in Spain in
1918 government controls restricted foreign access to its securities market,
despite the growing popularity of Latin American issues among investors.3s
Global securities had thrived when government intervention was minimal
and the level of confidence among investors was high. The war itself shattered
that confidence as those holding Russian securities lost everything whilst
those holding Austrian, Bulgarian, and Turkish securities also suffered large
losses. Post-war inflation in Germany and France then caused substantial
further losses. The trust in international investment that had flourished in
the decades prior to 1914 had been greatly undermined and would take years
to rebuild. Compounding this lack of trust was an operational difficulty as the
centres through which these financial flows took ‘place had also been
badly affected. Berlin had been destroyed as an international financial centre
whilst Paris did not begin to recover its position until after the stabilization of
the franc in 1927. This left London, though without much of the resources of
the past, whilst New York was not immediately able to play a full role.
The position of New York had always rested upon foreign interest in US
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securities not US interest in foreign securities, which _mw it with a wwﬂ”
passive role in the global securities market. Though this did n?ﬁmm s_wﬁawma
war, and New York’s position was helped by the wﬁi&,& foreign % o
and brokers, a rapid reversal was not easy to achieve, given &m pre M.mm «
among US investors for domestic assets. Within Europe mz»wﬂ& cent a: o
neutral countries had benefited from the war but none were in a ?Wncmo.cm_
occupy the place of either London and Paris, or even Berlin, E&ﬂ e M "
securities market. The Swiss were very domestically moncmm@ msm ma M o
attempt to develop an international presence. Dutch financiers mcnsnmﬁwamnm
replacing London in terms of European trade mwmzoa rather than vm "8
an international centre for the trading of securities. Stockholm did mmonhm 2
more important component of the global securities market ,Uﬁ QME Wm mWa o
regional role for Scandinavia. With trust absent and operation: . % Mn "
impaired governments could have 58,355& to help restore owz A_.MMEE%
repair the trading system but their actions only compounded the Mﬂ 37“
Faced with more pressing domestic problems moﬁ?.aoaa eque "
intervened to hamper the international BOWEQ of securities .mnm w»ﬁmﬁi mm
Einzig probably reflected the prevailing thinking mum the post-First f.oﬂ i
governments in observing that ‘[a]lthough the nﬁmﬂwbnm o,m a certain am ”
of securities that have free access to several markets is mom:mvh_o. an excess
amount of such international counters may endanger international Bonwwﬁmg
stability’. Here was ample justification for control H&:mw than @mmmoans. 4
The First World War thus caused a major disruption in the operation ub&
structure of securities markets around the world and the domestic an
international financial systems within which they operated. Its noamm_cgnnm
were wide-reaching and long-standing. It totally transformed the vmma cMo:
which the global securities market had operated before 1914. .Hrw E.Rma” or
of national securities markets was now hindered by government interventl m
often aimed at restricting external access or &mnoﬁmmﬁm foreign 5<8MHMMML
There was a shortage of internationally mobile mmnzaamm.v as these ha b
largely liquidated and replaced by inter-allied debts ﬁvmm did not possess a e
markets in numerous financial centre (see Table 6.1). Es&? &QR was no '
high degree of fragility inherent in vo@ national and ERB&SSM_ ‘mnmmm_o "
systems leaving them highly vulnerable to any economic difficulties. o
alone each of these problems would have been a serious blow ﬁ.o .ﬁro gl "
securities market. Together they threatened its entire existence if it s.ﬂmm 33
given the time and the freedom to adjust to the ?ammimam:v\ di onmo:
circumstances.” Though unrecognized at the time the aommz_amn -
Russian securities and the reduction in US securities held abroad, fro
$5.4 billion to $1.6 billion, represented a major disaster for the world mno:MEM
It removed, at a stroke, the most mobile assets that had played such a
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Table 6.1. Inter-allied war debts in 1919: Lending and borrowing

(£ million)

Borrower/Lender UK France Us Total borrowed
UK — — 842 842
France 508 — 550 1,058
Russia 568 160 38 766
Ttaly 467 35 325 827
Others 197 160 135 492
Total lent 1,740 355 1,890 3,985

Source: Denived from C. P. Kindleberger, A Finan ] Hist
1986, 1 300 ger, cial History of Western Europe (London,

Important role in maintaining international equilibrium at a time of fixed
exchange rates, and replaced them with nationally held assets. Between 1913
and 1920 the nominal value of the National Debt nzoﬁmm on the London Stock
Exchange rose by £5.4 billion or from 9% of all quoted securities in 1913 to
,ww_xv. >,_mo, capital markets became much more nationally orientated, At the
Institutional level stock exchanges now operated within a much more
restricted environment whether imposed externally by governments or a
product of the regulatory regime imposed during the war.

THE 1920s

The mm.mow of the First World War extended far into.the 1920s. Immediately
after the end of the war there was a boom during which wartime shortages
were filled. This, in turn, created a mood of optimism that underpinned both
further lending by banks and speculative conditions in securities markets
Eventually, however, in the early 1920s there was a stock market collapse in mﬁ.
major mﬁowmmb centres, Japan, and the United States.?® As many banks had
made loans with securities as collateral this stock market nozm@mo‘gmmnwﬁmm
both them and the entire financial system. A greater proportion of bank assets
zwm: before the war were tied up in loans and investments that would be
&%ﬁ% to liquidate quickly, whilst a greater proportion of funds were
deposits that could be easily withdrawn. Though a number of banks did
collapse or were left with a portfolio of unsaleable assets it did encourage
greater caution in making loans and a demand for moze marketable securities
w,w QEQ investments or collateral, In some countries, especially Italy, the
EE& response to the stock market collapse was for banks to v:«» even ‘Msoam
securities in order to support their value as investments and collateral. This
prevented a widespread collapse in confidence, and thus averted a financial
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crisis, but it also left banks with large holdings of securities that could not be
sold in the late 1920s.40 )

A more common response to these financial crises was government control
of some kind. Rampant speculation and bank collapses were seen as linked
and so governments took steps to prevent the latter by checking the former. In
Sweden much bank lending during the war had been to companies with
securities as collateral. When the market began to fall in 1918 the banks
faced serious trouble as the loans could not be repaid, the securities could
pot be sold, and depositors started to withdraw their money. Faced with a
looming crisis the government began to regulate the stock exchange as early as
1919, and again after a series of crises between 1920 and 1923. It intervened to
forcibly separate deposit and investment banking, believing that to be the root
cause of the problem. Similar developments unfolded elsewhere in Europe,
such as Spain and Norway, as well as further afield. In Japan steps were taken
to separate investment and commercial banking after a financial crisis in
1927, whilst in 1925 the British government in India started to exert some
control over the Bombay Stock Exchange. The Mexican government and then
the Turkish government placed their stock exchanges under government
control in 1928 and 1929 respectively. One long-term consequence of the
First World War was thus a readiness among governments to intervene in
their domestic securities markets when they felt threatened by crises. They
attempted to prevent speculation and to create a division between banking
and the securities market. What concerned governments most was a
collapse of the banking system, which would pose much more of a threat to
economic and social stability than the rise and fall of speculation on
the securities market.4!

The national financial systems most endangered were in central Europe,
particularly Germany and Austria, where the post-war financial legacy was
made more difficult by rampant inflation. Currency in circulation in
Germany rose from 6.3 billion marks in June 1914 to 33.1 billion in December
1918, or a fivefold increase during the war, but then grew to 17,393 billion
by June 1923, an increase that was over 100 times greater. This inflation
destroyed the value of fixed interest securities denominated in marks,
including government debt, and much of what remained of banking capital.
The major Berlin banks lost ¢.30% of their capital and ¢.40% of their reserves
due to the 19205’ hyperinflation. This left these banks highly vulnerable to any
failures among their major customers. In Austria many smaller banks either
collapsed or merged as they no longer had the capital and reserves to
survive defaults, having overextended themselves during the speculative
boom on the Vienna bourse during 1923—4. Consequently, in both Germany
and Austria banks were driven to operate on the basis of deposits rather than
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Wn:@ leading them to develop branch banking. Between 1914 and 1924 the
a_nonno,ogm:mn.rmm ook over thirty-six smaller banks whilst Dentschy
Bank absorbed twenty-one others and D ;
leading Berlin banks were dominant b

h 1 est companies in these countr iti

abroad in the 19205, in both London and New York, Eoimmn_www”ﬂwwn_”% Hﬁ
great mass of m.Bmzn_. undertakings looking to banks mom finance, SEnM
the banks provided by accepting deposits from both home and .»onoma
Increasingty 1n the 1920s German and also Austrian banks used short-te .
funds borrowed from foreign banks to finance local lending. The mawn_nm“:.
Borse became an:important market for the issues . i}

of German chemicat
P . .
companies.42 Though this lending was, nomnally, short term 1t could not

C:%mnm& banks had compensated for a more illiquid lending and invest
policy by employing a much higher level of capital, et
By G.Nw the ratio of capital to deposits in German banks was 1:1] around
the British level, and German bankers were well aware of the lmww :.a ,Wms
running. During a British nquiry in 1929-31 into the relationship cwgm“
finance and mdustry, the German banker Jacob Goldschmidt of the Darm-

stadter und National Bank was asked Whether ‘the German banker, like the

English banker, does not like to have his money tied up permanently in

mdustry” He replied emphatically, ‘No, the Ge isli

much as any banker anywhere else in the So&%”%m: panker disikes tat o
With the stock exchange crisis 1n G

bankers, faced with loans they could n

out of short-term deposits,

the weakness of the :stock ma

€rmany on 13 May 1927 German
A ot recall, financed long-term loans
which could be easily withdrawn, whilst
rket made it impossible to sell portfolios of

u €y were lucky as the market recovered but
prolonged collapse ivEm have exposed the banking system’s SnnmnmvEnwb §
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compounded by continuing government restrictions on overseas mvestment.
Various taxes and laws biased the French market against foreign issues and
E.mﬁuzon the revival of Paris as an international financiat centre, Paris ceased
to be a central component in the global securities market for most of the
1920s despite the rising prosperity of the French people after the economic
difficulties of the early 1920s. Part of this wealth was absorbed by the French
government, which issued bonds to the value of 16 billion francs in the 1920s.
However, by the late 1920s French banks were awash with money and
desperately tooking for ways to employ deposits. Investment banks sought
opportunities in commercial banking whilst commercial banks invaded the
territory of the imvestment banks, such was the shortage of profitable
openings m their traditional business. Advances against securities made by
banks expanded enormously, peaking 1n 1929. One outlet was the stocks and
bonds issued by a growing number of French joint-stock companies. The
Coulisse, in particular, replaced foreign securities with the shares of
French companies operating in such new sectors as cinema, photography,
and automobile manufacture, generating a very targe turnover. However, even
the Parquet, which was dominated by activity in French government bonds,
quoted 663 French companies in 1929 compared to 338 in 1921. The Coulisse
quoted 334 compared to 139. In addition the provincial bourses in such cities
as Lyons and Lille provided active markets for local industrial securities. There
even developed 1n Paris an additional and unregulated curb market, the
Marché Hors Cdte, to cater for growing investor interest in such securities.
By the late 1920s there was a limited recovery of the role played by Paris
within the global securities market. Once again it became a market for
government bonds with issues by Bulgaria, Hungary, Poland, Romania, and
Turkey between 1927 and 1929. However, there remained a strong refuctance
1o become involved in external investment, apart from the repatriation of that
part of the national debt held abroad. Consequently, despite the growing
activity in domestic stocks and bonds, the overall importance of the securities
market within the French economy roughly halved during the course of the
First World War and the 1920s.44

Unlike Pans the London securities market remained a major international
market 1n the 1920s. This was despite continuing intervention by the Treasury
and the Bank of England to ensure its operations met the government’s
perceived national needs, especially in the early years after the war. A
particular aim of government policy was to restrain investment abroad as
this provided competition for its own financing requirements and put
pressure on the fsterling. It was not until late 1922, eight years after
the outbreak of war, that some semblance of normal trading practices were
restored on the London Stock Exchange. However, there remained one major
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casualty 1n the London Stock Exchange’s international business, which was
now taking place at a much reduced level due to the long period of controf ;

and the disposal of so many foreign securities. In addition, Increasing

enforcement of the rules on minmum commuission rates and the refusal to
admit banks and foreign brokers as members meant that much of what

remained of the international market in London in the 1920s was undertaken
outside the London Stock‘Exchange. A growing band of American brokers
opened London offices to provide direct contact to the New York market for
the numerous British and foreign banks still in London. There was also a
revival of mterest among British investors 1n foreign securities despite
government restrictions and taxes. Over the period 1920-9 securities worth
£1.2billion were issued in London on behalf of overseas borrowers. However,
this was noticeably lower than before 1914, both absolutely and as a
proportion of the total. Whereas between 1910 and 1913 overseas loans had
comprised 71% of all new 1ssues, during the 1920s their share was only 37%.
London now faced far greater competition for international business and
was largely deserted both by overseas railway companies secking new
finance and by foreign governments. There remarned colonial governments,
whose securities found favour in London because of the imperial links, and
companies mvolved in such activities as oil production, metal mining,
and rubber plantations. In addition, central European enterprises turned to
London as a means of rebuilding their capital after the financial and monetary
turmoil of the early 1920s.

One factor undermining the attractions of the London market for foreign
securities issues was the weakened links with the money market. It took time
for lenders to recover sufficient confidence to begin lending extensively to
those providing securities as collateral. Loans to members of the stock
exchange, by British banks, for example, grew from only £18 million in
1921 to £48 million in 1928; whilst foreign and overseas banks were attracted
to better rates in New York. This weakened relationship was due partly to the
nature of the securities to be found in London. Though British wnvestors did
tetan large foreign holdings in 1918, such as Argentimian and Indian railways,
few commanded the international appeal of the pre-war American securities.
A few north American securities still continued to be widely held and actively
traded, as with US Steel and Canadian Pacific Railway. A small number of
large mining companies, especially those involved in South African gold but
including International NicKel of Canada, attracted worldwide interest, as did
the Anglo-Dutch oil company, Shell. However, compared to the billions of
dollars worth of securities traded m London before 1914, these were but
little compensation. Though the growing interest of US investors in British
Corporate stocks, matched by the attractions of minor US industrials for

- previously been so attractive for the employment of
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i 1 there was
© British mvestors, did boost the Anglo-American trade in securities,

Kets that had
no longer the volume of business to support the really active mar.

short-term funds in

London.

iti i the London
In contrast to the weakened position of foreign securities in

. The principal
" market those issued by domestic borrowers grew enormousy. The princip

i finance
t borrowing in order to
cause was the great growth of UK governmen debts of around

the war effort. The British government Q:.Q‘ma the war §<Q %% billon had
£0.7 billion and finished it with £7.5 vE_o? of Efn.src o o bovome
come from British savers. A large proportion of the wnam%v >ﬁ 1018 evtimate
mvestors for the first time through buying War wanw,o o compared 10 1
suggested that the number of investors stood at 13 m O rntod to the
million at the outbreak of war. In the 1920s .&nmm Eﬁ%o—.m W il com.
stocks and bonds issued by prominent British industrial w% e eatic
panies. With many of these companies firmly entrenche o by offoret
market, and dominating particular branches of the econ Smw sood both
some tmmunity from the problems of the world aoobo:éﬁi e, o
foreign government bonds and British companies %MS Hmwmm the collective
Azgentinian railways or Far Eastern rubber w_mb@._o:m. n O 28500,
number of shareholders in seven of the largest wznmv?mmﬁmw“ e secmritics
Clearly, a consequence of the First World War was tos Lt 3 vomp of foreign
market towards a much more domestic mOnE leaving it wi oty the debt of
stocks and bonds for which 1t was, largely, the mo._m Bm.w.___ﬁr HMM:% and bonds.
imperial governments and Argentinian »:..\_ Indian E»%Wﬁ.oﬂo 114
This was far removed from the position it had occupied bek nE»Emw market
At a national leve! much activity took place 1n mvn m_owmm _WM\ e e and
during the 1920s, despite the problems of financial Emn o 2 a choap and
abroad (Table 6.2). Securities continued to be regarde A Dusiness across
convenient way of raising finance by ga.. mo<m~=3m=~ wwnn merdhip
the world, with the exception of the Soviet C:Eﬁ where § e mkets
self-reliance were now the preferred options. Elsewhere, se by ssaed
continued to evolve, boosted by the repatriation of mmmMM ”wn?:maomb “tock
and held abroad. This was especially true for the various wam Mesico Cit:
exchanges such as those in Asuncion, Buenos Ayres, s=v0». o bad
Montevideo, Rio de Janeiro, Santiago, E.E Valparaiso, e o ld
benefited from the acquisition by local residents of the NJWNH o onafer
by British investors of British companies operating Ean.: " —om& mestors
of ownership of Bolivian mming stocks from Britis e the world
generated a great deal of business on the tocal exchanges. e ety a6
there now existed a much larger basis for national mmn:_: e i
domestic investors held many securities that had previously

o i RS
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Table 6.2, Securities as a proportion of national assets, 1927-30
Country Government Corporate Co
rporate  Domestic Forei; Total
debt (%) bonds (%) stocks (%) securities (%) u&mamm_@ ol 60

Belgium 7.6 .. 7.9 16.0
Denmark 3.0 3 0. 13.0 16.4
France 146 . 2.7 19.0
Oma,i»i 2.4 . 3.0 5.9
F&m 34 . 0.6 4.6
Italy 11.7 .. 3.8 RHO
Mexico 0.2 - 64 6.8
Japan 5.0 . 6.8 13.5
Norway 74 0.6 4.7 127
Russia 0.6 0.6
South Africa 7.3 — 12.0 E..u —
Switzerland 57 1.4 10.6 17.7 4.0
UK 183 26 15.7 36.6 10.8
USA 34 $3.9 194 26.7 L3

Source: R. W. Goldsmith, Comparative Natronal Balance Sheets (Chicago, 1985), National Tables.

such centres as London and Paris, or Berlin and Vienna. The holdings of
securities by Japanese commercial banks, which had already reached 0.8
billion Yen in 1918, grew to 3.3 billion in 1929, for example. .
The result was growing activity on securities markets in Africa, Asia
and Latin America. The number of companies quoted on the mrwbma&.
Stock Exchange rose from 97 in 1920 to 113, with most being either rubber
Plantations or involved in locat manufacturing, especially in cotton textiles
This led to the formation of additional stock exchanges in new centres such mm
Beirut and Madras in 1920, Bogotd in 1928, and Casablanca m 1929. Also 1n
1929 vzww@a 1n Buenos Ayres acquired a dedicated trading floor within the
mercantile exchange. However, there was no dramatic transformation of these
national securities markets déspite the transfer of some business from western
msﬂvm. va New Zeatand securities market continued to be dominated by
mining shares despite the fact that more of the New Zealand government's
borrowing was done locally. It was often the smaller and less traded issues that
were made in New Zealand, such as the Wellington City Council issue of 1929,
and London remamed an active market for the _B‘mﬂ% and most active Zns.
Zealand securities. Though there was a bigger securities market in Australia
for its nhational debt the various stock exchanges continued to reflect local or
regional specialities rather than nationat securities. Only slowly did a national
market emerge through the trading of the national debt and the securities of
companies either operating across the whole continent or attracting mvestors
throughout the country. London continued to provide a deep and broad
market for Australian securities whilst the market in Australia and
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New Zealand remained fragmented between the different cities. This
fragmentation was intensified by the stock exchanges themselves with their
restrictions on sharing commission and the banning of dual membership, as
these prevented the creation of nationwide firms and the centralization
of trading. In Canada the securities market took tume to recover from
government controls that Jasted until 1919. However, beginning with the
matn market in Montreal and then extending to Toronto and finally the mining
exchanges m Calgary and Vancouver, there was a gradual revival in business
cuiminating in a speculative boom in the late 1920s. This focused especially on
mining and oil shares though there was a steady turnover in utility and
industrial stocks. In addition there was a large market in government debt,
which had risen to $2.6 billion 1 1919 as a resuit of the war, but much of this
was traded in an OTC market rather than on the stock exchanges.*s
Regardless of the vitality of the global secursties market at the national level
in the 1920s, it possessed serious problems at its core. The war had consid-
erably undermined the importance of the twin centres of the giobal securities
market, London and Pans. Though London recovered much though not all of
its previous role, Paris did not. Paris ceased to be important for global
securities and instead turned mward to operate increasingly as a national
securities market. Other centres that had been of major importance before
1914 also suffered. Both Berlin and Vienna lost their position through the
direct effects of the war and the subsequent economic turmoil that hit their
countries. Both cities now served a substantially diminished hintertand, as
their empires had disintegrated, as well as bemng located in countries tempor-
arily dependent on borrowings from abroad. Other financial centres rose to
prominence such as Amsterdam and the Swiss stock exchanges. However, the
Amsterdam Bourse never recovered the iternational position it had pos-
sessed before the First World War as the 1920s lacked the stable monetary and
financial conditions within which 1t could flourish. It was impossible to
recreate the prolongatie system whereby operations on the stock market
were financed through short-term loans, especially after the financial crisis
of 1921-3. Both individual investors and banks adopted a much more
cautious lending policy, depriving the Amsterdam market of much of its
pre-war vitality. Though German companies turned to Amsterdam in the
1920s as a source of finance it was much more domestically orientated than
before the war, Similarly, though the Swiss exchanges did well in the 1920s,
with Zurich achieving a record turnover in 1928, they did not play a central
role in the global securities market. This left an opening for Luxembourg
where the government attempted to creat¢ a central position mn the giobal
securities market itself with the establishment of a stock exchange in
1927. However, that was hardly operational by 1929.46
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Consequentiy, the First World War and its repercussions had not only had 3

agmaw effect on the global securities market through the destructio

repatriation of international securities, 1t had aiso removed Paris, SSM et
H.bsaobv and destroyed Berlin and Vienna. More generally, the ow..nm mnm.bma
links which had existed between the global securities VBmzﬂn and ogzm
global money market had -now been undermined because of the m_,omzw

increased risks run by banks and individual investors, A League of Nations

Bmioﬁnnﬁs of 1931 noted that ‘[t]he risks involved in immobilising a |

proportion of short-term funds m long-term credits became ve; ; Mﬂ:‘mm
during the difficult periods of shaken confidence through Swm,w:n ot
countries passed after the war’4? This warning was also applicable to hms_wwm”
g.:nu securities as collaterat as it was now apparent that such collateral c “w
either evaporate i value or become unrealizable. The outcome was to _M

only one major financial centre where such confidence had not been mrmMMM

and where there existed an abundanc
{ e of short- and long-
place was New York. N onerterm funds. Thar

WALL STREET CRASH 48

Z«S York was the principat gamner from the financial tumult caused b th
m:..& <<OWE War as it was now the dominant market for all US$ secu; «wm ;
This position was sustained in the 1920s with a continuing Ii Emmﬂi nm».‘
monm_@ holdings of US railtoad securities. In turn the <o=mﬂm Moﬂu%
securities had been enormously boosted by the huge issue of .cﬁ”‘v :
bonds to finance its war effort. Consequentiy, by 1918 the New %owx mno“im i
market Was In a position to challenge London and Paris and had dis| _ﬂ ~ EM
me_F‘ This position was further bolstered by subsequent events at ho ¢ woma
abroad. Domestically, the Fifst World War had made the United mHH_ Mms
nation of Investors. There had been an enormous increase 1n numbers MMM.w
Investing public through the patriotic subscription to war bonds, creatin: M
lasting legacy for the 1920s. Possibly as many as 20 million ESMEBE %&
MQ_MMM MMMA“MN.MMM H ﬁw man“naow matket in the 1920s compared to at most
» though the number of serious invest:

smaller at around 5 million.:The buying and selling of MMHNMMNMMH:MM
a Emmm mQEQ as these investors were ready to invest in other types of
Mwn:::mm‘ <S@.~ .Sm reduction-of US government debt by almost $9 billion,

om $25.5 billion 1 1919:to $16.9 billion In 1929, investors mosm:m

alternative homes for their mon
ey. The stocks and bonds jor i i
and commercial compames, oy

most of which had been closely held before 1914,
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becamne especially popular, offering attractive rates of return and the prospect
of rapid capital gains. Between 1924 and 1930 the number of investors
polding corporate bonds grew from 1.3 million to 6 million whilst those
owning stocks increased from a2 maximum of 6 million in 1927 to 9 million 1n
1929 and then 11 million m 1930. Between 1910 and 1930 the number of
shareholders 1 American Telephone and Telegraph rose from 35,823 to
469,801, in US Steel from 22,033 to 167,951, and in Pennsylvania Railroad
from 65,283 to 196,119.

This enthusiasm for securities reflected the fact that bank deposits paid low
rates of interest whilst stock prices were on a steadily rising trend. In turn this
enthusiasm met a ready response from US business with the conversion of
established firms into public companies and the issue of ever more stocks and
ponds. The number of new stock issues grew from 1,822 in 1921 to 6,417 in
1929, by which time they comprised 62% of all securities being issued
compared to 15% 1n 1921. The major US banks also played an active role.
During the war they had become increasingly invoived in selling Victory
bonds to the public, with government support. Faced with a decline in
fending in the 1920s the major New York banks sought alternative forms of
business, one of which was selling bonds to the greatly enlarged mvesting
public as well as lending extensively to those holding securities, whether
financial intermediaries like brokers or ndividual investors. This function
was officially sanctioned by the McFadden Act of 1927 which allowed national
banks to issue bonds. A growing number of the largest commercial banks did
just that either directly or through specialist subsidiaries. Altogether, in bonds
alone a total of $50 billion were issued in the United States between 1921 and

1929, with 80% being domestic and 20% foreign, and by 1929 commercral
banks handled 82% of the issues. At the same time loans with securities as
collateral rose strongly during the 1920s. By 3 October 1928 such toans had
reached $12.4 billion and then increased by almost another $5 billion in the
following year, peaking at $17 billion on 4 October 1929. Much of this went
directly to members of the New York Stock Exchange who were borrowing
extensively to finance both their own speculative operations and also those of
their clients, who numbered 1.4 million by 1929. Members’ borrowings, with
securities provided as collateral, grew from $1 billion on 1 January 1919 to
$3.5 billion on 1 February 1926 and then to $8.5 billion on 1 October 1929.
Inevitably, lending on this scale to support purchases of securities fostered a
speculative boom, though the ratio of loans to the market value of securities
remained constant between 1926 and 1929, indicating that it was speculative
enthusiasm driven by constantly rising prices and easy money that lay behind
the boom, rather than profligate credit from brokers. There was also a rapid
increase of business on the Curb market in the 1920s diiven by investor
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enthusiasm for US imndustriais and a developing market in foreign bonds,
especially those issued m Europe and Latin America. Volume though not
value of trading on the Curb even overtook that of the New York Stock
Exchange, leading the Curb to rename itself the New York Curb Exchange
m 1929.

Behind these easy money conditions lay a deliberate policy of the Federal
Reserve Bank from 1924 onwards to mamntain low interest rates in the United
States in order to help the $/£ exchange rate. This encouraged an outflow of
capital and credit and ‘aimed to meet the dollar shortage of the 1920s, which
resulted from the disruptive effects of war on the European export economies
and the reversal of financial flows. A chronic financial imbalance between the
United States and Europe lay at the heart of the world’s economic problems.
The solution adopted was not a fundamental realignment of economies to
reflect post-war realities but the maimtenance of easy borrowing conditions in
New York. It was assumed that short-term dollar credits would suffice until
stability could be restored through a return to the gold standard. However,
the mternationat financial system no longer possessed the fundamental equi-
librium necessary to cope with the nstability created by huge outflows and
mflows of money in the absence of a large mass of securities capable of
floating between highly integrated financial centres. The flows were too
great and the means of cushioning them too small. Previously significant
financial centres were no fonger functioning adequately. Berlin and Vienna
had been destroyed by war and hyperinflation. Paris had been crippled by war,
defaults, and government restrictions and then contributed to. undermining
the mternational financial system as the instability of the franc drove
short-term funds abroad in the early 1920s whilst its stabilization 1n the late
1920s attracted them back. London was weak throughout the 1920s due to the
poor performance of the economy, the unrealistic valuation of sterling against

the dollar, especially after the return to the gold standard in 1925, and
the removal of the safety net provided by the vast holdings of dollar securities
fargely liquidated during the war. The result was a concentration of financial
flows through New York in the 1920s as the only financial system capable of
propping up the system. However, the US financial system could not do that
alone. The Federal Resezve System had only come into being in 1913 and was
less experienced in responding to periodic financial crises compared to the
longer established Buropean central banks. Even if it had been it is doubtful
whether that would have made much difference given the magnitude of
the crisis that began unfolding in 1929.

Until then the policy, was successful because it did promote an outflow of
dollars and placed New'York at the very centre of the global securities market
for the first time. Only the American mvestor could meet the needs of
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porrowers worldwide n the 1920s. Encouraged by low US interest rates
foreign borrowers made extensive use of the New %o:ﬁ market to raise
funds, whether they were sovereign governments or major wo%o.ﬁﬂoi.
With Paris, Berlin, and Vienna no longer nternattonal Sv;.w_ Buw_a.way
London favouring imperial countries, and Amsterdam and Madrid unwilling
to come forward, New York was the onty option mon‘BmB\ borrowers, espe-
cially those from central Europe and Latin America. They met a ready
response from US investors flush S;r savings generated 1 a booming
economy but faced with a lack of attractive openings because of F«w interest
rates. Bxcluding intergovernment debt US holdings of mo—,o_ma securities had
already reached $2.6 billion by 1919, grew to $4.6 in 1914, and then peaked at
$7.8 m 1929, before falling back to $5.6 in 1935. It was mm‘a‘Ewﬂmn that
American investors absorbed $3.6 billion in mE‘omgz securities between
1921 and 1926, split almost equally between those issued by governments,
at all levels, and those issued by comparues. In addition, foreign investors also
flocked to New York to subscribe to the Eﬁmn:m:o:»_ Issues that were no
longer made in London and Paris because of explicit or implicit government
controls. Currency instability in the early 1920s also added to the attractions
of $-denominated stocks and bonds, especially for ‘m_‘muns and German
investors. In the 1920s buying and selling of US securities on the New York
market by foreigners averaged around $1 billion per annum. .E.o:ma Hbzﬁo:
did reciaim some standing this was fargely within its own snmma:a empire.
Liberal lending by US individual and institutional w.EomSa ?.osmmaa a partial
replacement for London and Paris in the global mmmcn_:mm Bm:.wﬁ in the 1920s
and so compensated for the absence of Paris, Berlin, and Vienna. o
As long as this lending continued the world economy was provided with
the dollars that now supported international trade and kept Snw_nmz,ﬁ.m banks
in central Europe afloat. However, that outflow depended on the S.—:Em:omm
of US mvestors to buy the foreign securities 1ssued and US banks to make
deposits abroad, and that was conditioned by the relative attractions of
home versus foreign imvestment and lending. This relative s,»:sﬁzﬁ.ﬁmm was
endangered by the stock market boom in New York which provided an
alternative use for the funds of US investors and banks as well as attracting
in funds from abroad. The capital gains to be made 1n Cm w:ncm»nym_ stocks,
for example, attracted investors throughout the world but m.mwmn_wE from
Europe. Foreign holdings of US securities rose from $1.6 billion n 1919 to
$1.9 billion 1 1924 and then to $4.3 billion n 1929. Foreign banks
with temporarily available balances found that they nmEE employ them
remuneratively in New York. The speculative boom in New York was
sustained by absorbing ever more funds which drove up prices wun_.mo
encouraged reinvestment rather than profit-taking. However, by absorbing
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funds that had previously flowed abroad, as well as sucking in foreign money,
the speculative boom in New York was endangering the stability of the mnwmmm
post-war financial and monetary system. Without the funds flowing from
Zoi‘ York many international borrowers would be unable to repay loans
coming due, service existing loans, or sustain domestic lending wozn_mm
If that could not be done the conditions that had sustained economic 8853“
at national and internatiorial levels in the 1920s would unravel as defaults and
bank collapses would create a worldwide crisis of confidence. A great deal
rested upon the speculative boom in New York 1n the late 1920s, both for the
Unated States and the world economy.
It was aganst this international background that the Wall Street boom and
then crash took place. On 27 July 1927, with a speculative boom ajready
underway, the Federal Reserve Bank signalled a further lowering of interest
rates by reducing its discount rate from 4% to 3.5%. Rather than repel foreign
lenders, this had the opposite.effect on those with short-term funds to
employ. As a report for the Bank for International Settlements in 1934
noted ‘{tThe boom on the American Stock Exchange had a special attraction
for short-term foreign funds in the years 1927-9, not so much on account of
the interest rates offered as on account of the prospect of profiting from the
rise 1n the value of investments’. The attraction of the New York call market
caused the Bank of England to raise its loan rate from 5.5% on 7 February
1929 to 6.5 % on 26 September 1929. As the BIS report stated: “In the first
three months of 1929 the boom continued, draining Europe of floating funds
and B%SW the American market for capital unavailable to many countries
who wished to borrow’. Whereas the proportion of capital raised on foreign
account 1n New York averaged around 17% of the total between 1920 and
1928 it fell to only 6.6% 1n 1929, having begun to fall away in 1928, A reaction
was inevitable and began when the Federal Reserve Bank raised interest rates
to 6% on 9 August 1929, worried about the domestic situation. “The crash
came on 19 October. about ten weeks after the New York bank rate had
been raised to 6 (after remaiming at 5 for well over a year)? ‘When the
boom on the New York Stock Exchange collapsed in October 1929, a back-
flow of short-term foreign funds set in immediately, m spite of rising interest
rates” It was all too late by:then.*?

Compounding the problems experienced by the US securities market by
the late 1920s, due to the position it now occupied globally, were fundamentat
structural weaknesses, especially the divisions that existed between its various
components. These had mattered little in the past when New York operated in
a subsidiary capacity to thé:large European stock exchanges but that was no
longer the case. The US securities market was not fragmented geographically
despite the existence of numerous stock exchanges across the United States.
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There were numerous established stock exchanges that developed from origins
in minmng and oil shares to become markets for local specialities as with
motion pictures and aircraft in the case of Los Angeles, whilst new ones
continuied to appear, such as Seattle in 1927.5° However, the market value of
the issues they quoted was tiny 1n comparison to New York. One indication of
the relative importance of New York is the fact that 1n 1930, when the market
value of corporate stocks quoted on the twenty-three major US stock ex-
changes came to $82 billion, 60% or $49 billion was listed on the New York
Stock Exchange and another $20 billion (24%) on the New York Curb
Exchange. That left only $14 billion (16%) for all other exchanges. For that
same year 65% of all transactions 1 stocks in the United States took place on
the New York Stock Exchange and another 18% on the New York Curb market
suggesting an equal degree of domunance whether assessed by quoted stocks or
votume of transactions. In bonds New York was totally dominant. This dom-
inance of New York was supported by the nationwide operations of the major
US brokerage houses, with membership of many local exchanges. In 1929,
forty-five members of the Boston Stock Exchange also belonged to the New
York Stock Exchange, acting as channels to the New York securities market.
Where fragmentation did exist was within New York itself, most obviously
with the Curb market. This catered for a much wider variety of corporate
stocks than the New York Stock Exchange, especially those issued by banks,
insurance companies, and investment trusts as well as many public utility,
railroad, and industrial concerns. Such was the success of the Curb market
that it acquired its own building and moved indoors in 1921. Much less visible
but actually more important was the OTC bond market. By 1929 the value on
the bonds 1n circulation in the United States was $75 billion split roughly
equally between government and corporate 1ssues. This was close to the value
of corporate stocks and though most were quoted on the various exchanges
few were traded there, mcluding the New York Stock Exchange which dealt
with fess than 10% of bonds. The level of fixed commission and the lack of
dealers meant that US stock exchanges were poor markets for bonds, espe-
cially those issued by governments and public authorities. Instead, these
bonds were largely traded directly between banks or specialist bond houses,
where no commission was paid. This meant that there was no large and
orderly market for bonds m the United States producing clear and
unambiguous current prices. In consequence the speculative boom was
focused heavily on the stocks traded on the New York Stock Exchange, and
to a lesser extent those found on the Curb. These stocks possessed the most
active organized market, with highly visible current prices via the ticker, and
attracted those who operated on borrowed money, as their prices were always
known and they could be easily sold if a loan was recalled.
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.wmed the First World War US$ stocks, such as those 1ssued by the
EEowa.mv. possessed an internationat market. However, that was not
the position 1n the 1920s. US$ stocks were largely held in the United States
and few possessed an international market on the pre-war scale. Even when
:mE.mE‘ONn_ trading took place 1n New York, now the domnant market where
5&:&. was solely in US dollars. Whereas before 1914 the effects of any buying
or selling surge were quickly dissipated among a number of different
exchanges, so preserving a -high degree of price stability, that no longer
happened in the 1920s as the integration between markets had been destroyed
by the massive decline in international securities during and after the war,
compounded by the post-war restrictions imposed by governments. <<.rmm
foreign interest there was in US$ securities was focused on the industral and
SEBQQE stocks traded on the New York Stock Exchange or on the rapidly
growing Curb market,

During the 1920s domesti¢ and foreign investors increasingly focused not
on US railroad and utility stocks with refatively stable earnings, but on
En:mgl and commercial corporations dependent on fluctuating sales 1n a
novamE,\m market and on the continuance of economic prosperity. This
posed a risk to the market as stocks were much more volatile than bonds
Whereas the value of bonds was largely determined by prevailing 5882.
rates, with an mverse relationship between the two, the price of stocks was a
product of expectations about corporate performance. In a buoyant economy
expectations regarding future dividend payments would be high, so pushing
up the price of stocks, whereas the income generated by bonds would be
static. In turn, rising stock prices would generate specutative activity which
then developed a momentum of its own as the possible mcome to be
generated from holding a stock became detached from 1ts intrinsic value
SEQ.ﬂ became a product of .speculative supply and demand. Under Eam
conditions stocks gained in value not because of the 1come they promised
in the future but because they were expected to rise 1n price and could thus be
sold for a profit.

As long as those expectations existed the price would rise, and so would the
desire to buy rather than sell. However, a sudden change in these expectations
would reverse the position, as falling prices would produce sales which further
aa.m.nmmmaa prices and created ‘more sales. With bonds there were floors and
ceilings as the m@w&mn ncome was guaranteed unless there was a risk of
default, and that also limited the risks being run by those who had borrowed
money to finance their holdings. Bven with the stocks of railroads and utilities
mcnr.mooa and ceilings existed for the level of demand for the services they
provided was roughly constant. However, industrial and commercial stocks
had no such guarantees as the current value was based on expectations about
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the future and that was unknown. Whilst there always existed buyers for
bonds when their prospective yield was sufficiently attractive compared to
aiternative homes for savings, no such situation existed for stocks as their
future yield could easily be negligible given the situation of the 1ssuer or the
general economic climate. All this was rather unfortunate for the United
States because the continually rising market from 1923 onwards had
ied many to expect its indefinite continuance, with the result that banks
had extended a vast amount of credit with securities, especially stocks, as
collateral. This was a highly dangerous situation as a precipitate decline in
prices would leave these banks highly exposed, holding securities as collateral
that no longer covered the amount of the loan. There was a lack of awareness
of how the situation had aitered from that prevailing before the war. In 1914
call loans of $3.9 billion in New York were secured by stocks and bonds but
those were stable securities that possessed large international markets in the
main money market centres of Europe, especially London. In the 1920s the
market on which the stocks and bonds used as collateral were traded was
restricted to New York and the securities were very much more volatile 1n
nature.
Consequently, a highly dangerous situation was building up in the United
States in the 1920s and the longer the boom went on the more likely it was
that the collapse would be sudden and steep, as it was based more and more
on expectations that were beconmng daily less and less realistic. In 1tself, that
was not a problem as a correction 1n stock prices occurred regularly within
any and all secusities markets. The problem for the United States was the
strong links between the securities market and the money market, through the
extensive lending by banks with stocks as collateral. The call loan market had
grown rapidly in the 1920s with money from the largest banks in the aty who
employed not only their own money but also the large balances maintained
with them by correspondent banks from across the United States. One of the
few outlets for such balances, upon which interest was paid, was to lend it out
to those holding stocks as collateral, as the very volatility of the balances
created a need for an active market where stocks could, if required, be
immediately bought and sold. Though this had been taking place before
1914 the scale of the operation grew enormously in the course of the 1920s.
By September 1929 a total of $6.5 billion was lent out to New York brokers
and dealers of which only 16% came from banks based in New York City. The
rest had been collected from throughout the United States and even abroad,
attracted by the high rates of interest. In the past any crisis in New York could
call upon resources from around the world, as i 1907, whereas now the
responsibility rested with the US Federal Reserve Bank, which had no relevant
experience. The situation was worsened by the instability of the US banking
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systern due to legislative umpediments to the creation of a nationwide branch
banking system. Instead, there existed a vast number of individual banks that
were aggressive in the pursuit of deposits and lending but lacked robustness in
the face of financial difficulty. In any crisis 1t was inevitable that many of these
banks would collapse, producing a contraction in the supply of credit and
reversing any expansionary cycle.
Inevitably, the speculative boom came to an end as the cost of borrowing
rose and the level of selling gréw as investors sought to realize their gams.
A knowledgeable insider like Charles Merrill, of Merrill Lynch, started to
liquidate his personal holdings from late 1928 onwards, though he had
difficuity in persuading his business partners to do likewise. During 1929,
in response to a gradual nmioimm 1n the money market, the balance between
investors seeking to realize galns began to outweigh those making new
purchases. Faced with rampant speculation the Federal Reserve Bank began
raising the interest rate charged on‘loans, and this was a signal to the market
as a whole. Rising interest rates 11 London and elsewhere had already
restramed the flow of funds to.New York, reducing the wall of money that
supported rising stock prices. Foreign deposits with Citibank in New York had
nisen from $105 million in 1921 to a peak of $256 million in 1927, fell back to
$172 million in 1928, and then récovered to $214 million in 1929, Driven first
by expectations of capital gain and then fear of capital loss, turnover on the
New York Stock Exchange soared from 237 million shares in 1923 to 577
million in 1927, 921 million in 1928 and then to 1,125 million in 1929, before
collapsing and reaching only 425 million in 1932. In contrast, turnover on the
New York Stock Exchange in bonds was roughly constant over all these years.
It rose from $2.8 billion in 1923 to $3.8 billion m 1924 and then ranged
between $2.8 billion and $3.4 billion for the rest of the period. Stock prices
peaked on 3 September 1929, when the Dow Jones Industrial Average reached
381. The inevitable fall prompted a build-up of sales as investors tried to
realize their holdings. The Crash.began on 24 October 1929 (Black Thursday)
when sales reached almost 13 million on the day, with a sharp fall in prices.
On 29 October (Black Tuesday) sales reached atmost 16 million with another
sharp fall in prices. Bventually the bottom of the market was reached in July
1932, when 1t was down 89% from the 1929 peak.

Many investors were left much poorer as their stocks collapsed in value.
That would have been serious enough for the US economy for investors
would have reigned in their spending to reflect the sudden downward
adjustment to their wealth. Muth more pervasive was the fact that banks
were left holding both overvatued securities and loans with inadequate
collateral and little prospect of repayment. Citibank alone had to accept losses
of $100million. Even worse were the implications for thousands of weaker
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panks. The failure of the Bank of the United States in December 1930, with
deposits of $200 million, was a major blow. Numerous small banks in the west
and south were already 1n a fragile condition because of depressed agricultural
conditions. A sequence of crises and banking collapses mozoﬂsa as depositors
rushed to make withdrawals when the precarious situation of individual
banks became known or rumoured. By the end of 1931 a total of 2,290
banks had failed in the United States with a further 1,450 m 1932. Savers
were reluctant to trust banks. Banks restricted .»: .3%8 of investing and
jending, concerned to ensure a high _m<mm of _EE&Q in order to meet
sudden panic withdrawals. This severe Q&‘: contraction created ﬁmﬂno«wmw
but sertous difficuities both within the United mwmﬁmm and abroad m_ﬁu“r e
high dependency upon US funds. >m each crisis came ‘ua.n went ‘Q‘M
was a stow unravelling of the complex web of financial links that SM
supported the international economy during the ‘Gnom. Onuﬂnmapsgwwm
thirough the central role played by New York in the global securities BE‘E
after the First World War, the Wall Street Crash had great significance not only
for the US economy, through the domestic banking system, but also for the
international economy as a whole. It was no longer possible to conceal
the fundamental imbalances created by the war through temporary mummn_&
lows for these only worked in a situation of rough equilibrium, as had existed
before 1914.5

SECURITIES MARKETS AND GOVERNMENTS
IN THE 19308

Despite the dramatic nature of the i»: Street Crash its _EB&‘MW
consequences were not particularly serious ) for the m_og._ economy. mM
crash had little immediate impact on US regional markets such as Seattle.

Rlsewhere in the world a number of stock markets had Eno»& mewamr w:ﬂ
were already falling when New York collapsed and so 96012_8& only _E._R_M
repercussions. This was especially so as the volume of 58325:»5 hel

securities had been dramatically reduced as a result of the First World War
and there was much less 1ntegration between national securities markets than
before 1914. Even before the Wall Street Crash of Onz.vcon 1929 the London
securities market was 1n difficulty, having experienced its own AoEmmam crisis
1n September. The financier Charles Hatry had taken to creating ‘u‘a&no:&
securities on behalf of well-respected companies and public authorities whose
issues he handled. This provided a simple w:.m .poi.nomn source of temporary
finance. As long as he paid the interest and dividends due, this fraud escaped
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detection. The problem came when he could no longer do so because
of investment losses, This began to happen in February 1929 when the Bank
of England rased interest fates and the market started to weaken. When
Hatry’s fraud was exposed there was a sudden collapse of confidence in all
securities, as there was no guarantee that this was not a widespread practice.
Interestingly, the London Stock Exchange believed that the Wall Street Crash
was due to revelations that ‘carne from the Hatry scandal, as it had ‘caused
great uneasiness in the United States; and the confidence, which the public
had in the stability of the stock markets was rudely shaken’5* However, such
was the fundamental and catastrophic nature of the Wall Street Crash that the
Hatry scandal was unlikely to have had a much greater effect there than m
Britain, to which his activities were confined, no matter what the level of
British selling. Certainly, when the Wall Street Crash did come in October 1t
had little direct impact on London where prices were already falling,
Nevertheless, there was a worldwide relapse in national securities markets
around the world in 1929, some of which may have been due to the Wall
Street Crash. The main stock:exchanges in Belgium, Britain, Canada, China,
France, Germany, Italy, Mexico, the Netherlands, New Zealand, Peru, South
Africa, Spam, Sweden, and Switzerland were all affected. However, in most
cases there were no collapses;; certainly not on the scale experienced m New
York, whilst in others the falls were very mild indeed. Canadian securities
markets did suffer as there had been considerable American investment 1n its
mining securities whilst there existed some inter-listed stocks with New York,
namely Brazilian Traction and Internationai Nickel. In Paris, like London,
prices had begun falling 1n September and continued to do so until 1934.
Despite the steepness of the decline, with the index of French stocks 11sing
from 100 in 1922 to 426 in 1929 and then falling to 195 in 1935, there was no
extended financial crisis. Thiy was despite the fact that Paris had recejved
substantial short-term money flows between 1926 and 1933, that left French
banks awash with money, and that there had also been a speculative boom in
Industrial stocks from 1927 onwards. In contrast to the United States the
French banking system was, like the British, much more securely based whilst
lending had been focused on bonds as well as Industrial stocks. Compared to
the stock index, the index of French bonds had only risen from 100 in 1922 to
113 1n 1929 and then only fell back to 111 1n 1935, Similarly, 1n Spain banks
had invested heavily m or tent upon public debt, which was much more
marketable in a crisis than industrial stocks. This indicates that the Wall Street
Crash was very much confined to the United States, certainly in terms of
magnitude, due to the peculiar conditions of its securities market and the
focus of short-term financial flows on its call money market. It also mdicates
that the ramifications of the Wall Street Crash for the United States was made
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much worse by the nature of its banking system and its dependence on a call
toan market focused on lending with stocks as collateral rather than the ?:
range of securities, especially bonds. It was only 1 countries where similar
conditions prevailed that the consequences of a stock market collapse were as
serious. One such case was Italy. In Italy during Pw stock Es:ﬁﬁ boom
between 1922 and 1925 banks lent extensively on industrial securities and
were brought to the verge of collapse when the boom ended. .gm”% only
saved themselves by buying up stocks in order to stabilize prices, giving the
appearance that their liabilities were matched by assets. ‘Eoimﬁr S»SM
the market again collapsed between 1930 and 1932 that fiction was expose
and they were only saved by government intervention.5* )
Thus, the world did not experience an all pervasive stock market crash
in 1929 begmmmng in New York and then Qﬂ:sw the globe. ,Fmaﬁ.r it
experienced one major crash in New York and a series of relatively mild declines
elsewhere. However, not all banking systems were mcm._a._mu\% robust to nn”ﬁ& a
substantiat and profonged stock market decline. In mm&ﬂﬁi to Italy, the highly
vulnerable financial systems of Germany and Austria mcmﬁda the most.
Deprived of the supply of foreign credits and then the decline of the securities
markets, German and Austrian banks were in serious trouble by the early 1930s.
They were faced with loans that their customers had no ?‘omv.mg of repaying as
the securities market was too weak to absorb new issues, whilst the decline in
prices reduced the level of capitat and reserves available, as much was Exmmﬂaa
in industrial stocks. Banks could no longer meet such fosses and the decline of
securities markets abroad meant that they could not tap those through new
issues, as had happened in the 1920s. In fact the Teverse was RE:m place, with
foreign investors beginning to liquidate their holdings so driving down prices
further and draining banks of deposits. Eoimﬁ.n. ‘Sn‘ existence of n.xnrwbmm
controls and other government-erected barriers limited the use to which asset
arbitrage could be used as a means of settling :.:am_gnam between economues.
The price of the same security traded i different mnm.nw -exchanges now
exhibited wide differences due to the compartmentalization of national
markets which arbitrage was powerless to remove. ?ﬁ:m: bonds were traded
in both Vienna and New York, and their prices shared an average gap of only
1% before May 1931. Subsequently the gap widened to 30% between October
and December 1931, and then averaged 27% for the whole of 1932.5% ]
Under these crcumstances governments intervened to protect their
financial systems against external instability. On 13 July Gwm‘gm German
government imposed exchange controls and closed the mnwnw mxnsmsmmw
Though these reopened briefly between 3 and 20 September it was not unt
12 April 1932 that they finally resumed business. As during the war an
inter-bank market developed in the meantime.
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Government intervention in Germany enforced the acceptance of exchange
controls that cut off the country from normal international financial transac-
tions, including the operation of the global securities market. There was also a
high tevel of direct intervention involving control over the entire financial
system extending from banks to the securities market. Whilst banks could
continue to lend, the securities market was largely reserved for financing
government debt. Corporate issues were virtually excluded in 1934 through a
ceiling imposed on the amount that could be paid out 1n dividends. As a result
corporate share 1ssues, which-had been runmng at around 1.3 billion marks per
annum 1n 1927-8, fell to a low of only 91 million 1 1933, and then only
recovered to 0.4 billion in 1936~7. The government’s aim was to make bonds
more attractive and easier to issue at low rates of interest. Bond issues fell from
2.9 billion in 1927-8 to 0.3 billion in 1934 and then reached a high of 7.8 billion
1n 1938. Also in December 1934 the number of stock exchanges was reduced
from twenty one to nine so that the government was better able to control the
securities market. Many stock exchanges merged: Dusseldorf, Cologne, and
Essen in 1934, and Bremen, Hamburg, Kiel, and Lubeck in 1935. The super-
vision of remaining stock exchanges was taken away from the separate states
and made the responsibility of central government. As a result aill but the
Berlin Stock Exchange were marginalized, leaving inter-bank transactions to
constitute the main component of the securities market in Germany in the
second-half of the 1930s. That system was extended to Austria 1 1938 when

that country was absorbed by Germany. The Austtian government had
also been forced to intervene1n the 1930s i order to save the financial system
from collapse. Consequently, by the end of the 1930s both Germany and
Austria had experienced an emasculation of their domestic securities market
and the severing of its participation in the global securities market.5s

The experience of the securities markets of central Europe was representative
of what took place throughout the world in the 1930s. Signalling the end of
attempts to restore the liberal international environment prevailing before
1914 was the departure of Britain from the gold standard in September 1931.
Even before the Wall Street Crash of 1929 the £sterling was under pressure on
mternational markets. This. pressure was intensified by the problems in
New York, the flow of funds to Paris, and Amsterdam, and then the financial
crisis m Germany and Austria. It then became impossible to maintain the £
sterling on the gold standard at the prevailing exchange rates as the Bank of
England simply did not haveithe gold and foreign exchange reserves necessary
to support 1t against adverse speculation. Eventually on 20 September 1931
Britain left the gold standard. That event deait a mortal blow to the stability
of the international financial system and forced the closure of numerous
European stock exchanges on 21 September, including London, Berlin,
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Brussels, and Vienna, and more distantly Tokyo. However, Zosﬂona and ”wmmm
stayed open, encouraging those which had closed to resume business as quic] NM
as wom&Em, many from the 22nd. The hosn.oz Stock Exchange nnommsomq on
September though only on 18 December did normal business resume. "
For the global securities market the collapse of the restored gold mnmuamaﬂ W:
September 1931 was a much greater blow than the Wall Street Crash. The
Canadian stock exchanges were much more mmnnﬁma by the 1931 Q.EM aomw:mm
therr proximity to New York. The 1931 crisis undermined the confi M”..S om
pankers in the entire financiat structure whilst the 1929 crash was something o
aninevitable market correction. Unlike the United States the Ow:a&»ﬂ v»iﬁ.:m
system was robust, based on large banks o%&:sm nz.osms a hmﬂ@bﬁ@a
branch system. Though the Wall Street Crash registered strongly with the
public, it was the demise of the gold standard that made the m«n&.ﬂ# 1mpact
financially, for in its wake came a decade of currency 2:.5.9_ and the
introduction of government restrictions that greatly nterfered with the oper-
ation of the global securities market. In vwag_mﬁ exchange controls of various
forms proliferated around the world making it difficult to buyand sell securities
internationally as delivery and payment could prove impossible, costly, or
simply time consuming. The widespread introduction of exchange controls
cmmml with Iran and Turkey in 1930 and ran through to ?ib& and Venezuela Sm
1936. Many of these were deliberately aimed at curbing the Eﬁamn_onw_ mms o
capital in order to protect the vaiue of domestic currency against mﬁnﬁcmn_onm.
Such controls were most extreme in countries where :ﬁ.-o:ﬂ financral systems
were least robust, as in Latin America, and relatively mild where strong banks
and markets existed, as in Britain and its empire. Even where formal 823_“
were not rigoIous, pressure was exerted by n,mna.& banks, such as the Bank o
Engiand, to limit purchases of foreign securities. In place of a relatively open
international economy, where money and assets could flow Uog.mﬁ_ 8:5”:8
1n response to supply and demand in the Bm_“__ar came a series of interventions
and ad hoc measures that created relatively closed national mnodoaﬁm or,
at best, regional or imperial groupmgs. Atworst 1t led to the economic autarchy
as practiced in Germany under Hitler. Within these new arrangements there
was little room for the operation of a global securities market.’8

SECURITIES MARKETS AND NATIONAL GOVERNMENTS

This decline m the global securities market occurred despite a continuing
advance in telecommunications that permutted the creation of »:.aﬁ_. more
integrated market. The expansion of international telephony linked ever
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more distant centres. In 1927 the radio-telephone was introduced on the
North Atlantic route, offering immediate communication. However, though
cost was a problem with the wireless, the real difficulty was technical,
mroné%n radio had limited capacity and was subject to m_&bm« blackouts,
and extensive interference. It was sumply not possible to base a csmsn&.
requiring rapid, clear, and guaranteed contact, on the service it provided.
Thus, until physical telephone lines were laid the global securities market
remamed dependent on the:telegraph. Nevertheless, the international tele-
phone network was being continuously extended between the wars, as with
the cable between London and Johannesburg 1n the early 1930s. That elim-
inated a delay of ten :E.Emm.m by constant and immediate contact, with a
resulting great growth in business. This was possible as both markets were 1
the sterling area and thus free of controls. Elsewhere improvements in com-
munications were negated by government-imposed barriers. These were not
simply on external links, as with exchange controls. The Wall Street Crash and
its »»Q,Ew:. had forced governments to become more closely invotved with
their national financial systems in order to prevent a wholesale banking
collapse. This was then followed by the widespread introduction of legislation
n the 1930s atmed at controlling, directing, or regulating national financial
systems. In Germany, Austrid, and Italy the government took control of the
entire system and reorganized;it. Both banks and the stock exchange became
servants of the state rather than responsive to the financial needs of the market
economy. This was murrored to a greater or lesser extent throughout the world.
Countries as diverse as Argentina, Belgium, Canada, Denmark, Finland,
France, gmunnov Portugal, Spain, Sweden, Switzerland, and the United States
all expertenced degrees of government intervention in the operation of their
financiat systems.

Inevitably this government intervention was extended to securities markets
as well as banks, given the widespread belief that speculative boom and
collapse fay at the heart of the financial crises and economic depression
The precedent for such intervention already existed from the 1920s when L
number of countries had acted to curb market exuberance after earlier crises.
In particuiar, the problems associated with close links between banks and Em.
securities markets had already been identified whilst the dangers of rampant
speculation were well known. The Wall Street Crash created conditions where
government ntervention in -financial systems was not only considered
»nnwmﬁmgn but was also demanded by the public and by @O_EQ»E of all
political Ppersuasions. Such deémands had ‘long existed and at times had
E‘omznwa results, as with the limitations placed on the pre-1914 securities
market in Germany. However, before 1914 there had been a general tendency
to leave financia! markets alone, especially as the adverse consequences of
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mtervention were well documented. Such a policy of bemgn neglect ended
with the Wall Street Crash. By the mid-1930s governments across the world
were imposing increasing control over national securities markets, mostly
through the organized stock exchanges.

In many cases the degree of government control was a direct consequence of
the depth of the stock market crash and subsequent financtal crisis. In Belgium
the stock market collapse in the early 1930s endangered the entire financial
system. Banks had lent extensively to those pledging securities as collateral,
and as the crisis worsened their holdings of securities grew from 15% of assets
in 1928 to 28% in 1933, bringing them to the verge of collapse. That was only
averted by government imtervention. The price was legislation to separate
investment and commercial banking and to control the securities market.
The commissioner overseemng the Belgian stock exchanges was given
additional powers m 1934 leading to government control in 1935. In contrast,
in the Netherlands, the financial crisis was relatively subdued, the degree of
intervention relatively mild, and the secunties market escaped government
controt. However, 1rrespective of the severity of the financial crisis govern-
ments took the opportunity to enact legislation covering the securities market,
which usually took the form of the regulation and supervision of the stock

exchange. A stock exchange law was adopted in Egypt in 1933; for example.
The result was a patchwork of legislation and controf ranging from those
countries where the stock exchanges were left to police themselves, though
conscious of government monitoring, as in Britain and its empire, to
those countries where the stock exchanges were subjected to a high degree
of control, as in Mexico in 1933 and Argentina 1 1937. Even where formal
control was not 1mposed the activities taking place on their securities market
were not ignored by national governments. In Canada, at both national and
provincial levels, governments focused on preventing securities fraud, as that
was the main public concern. Their efforts do not appear to have been
particularly successful, apart from driving some business off the man
stock exchanges, as a series of miming scams took place during the
1930s. Even though the London Stock Exchange escaped any form of legista-
tive intervention, despite the Hatry scanda, there was a noticeable shift in
attitude to the business it hosted. Increasingly the London Stock Exchange
saw itself not simply as 2 market for securities but also as a guardian of quality.
Though this conservative stance meant that the London Stock Exchange lost
some of its vitality as a market 1t did mean that it escaped government
mtervention.>®
Naturally enough the arena for the greatest hostility to the securities market
was the United States, with the New York Stock Exchange being the prime
focus. Both the US government and the American public blamed the banks
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and the stock exchange for the financial and monetary crisis which engulfed
the country between 1929 and 1933. At the time it seemed much the most
obvious explanation rather than the fundamental problems stemming from
the conditions created during the war and the government policies followed
thereafter. In a report on stock market control, published in 1934 m New
York, the Twentieth Century Fund made the case for government intervention
based on imperfections in the operation of the securities market.

|The unduly large volume of uncontrolled specutation, coupled with the frequent
mterference with the free ?m& of supply and demand by manipulative activity,
interferes with the performance of the proper functions of security exchanges and
also has a serious disruptive efféct on the national economy. . . public policy requires
that speculative activities be brought under such control that they will add to and not
detract from, the value of the functions which secunty oxnrwlmmm are designed to
perform; and so that such activities will no longer create credit disturbances and other
maladjustments throughout our economic structure.s

It was easy to produce a catalogue of abuses that mnvestors had been exposed
to, stretching back to the First World War and beyond, and to suggest that the
Wall Street Crash was simply part of an ongoing scandal that had to be tackled
by the government.

Given the magmtude of the speculative boom and its collapse, the govern-
ment had no alternative but to become involved despite attempts by members
of the New York Stock Exchange, especially the president, Richard Whitney,
to rebut the criticisms made.5! The outcome was the Securities mxormuw.w
Act of 1933, followed by the establishment of the Securities and Exchange
OQBE_m&oa (SEC) in 1934. These were designed to prevent market manipu-
lation and to limit speculation by forcing all exchanges to register and to
abide by a strict set of rules. Exchanges could be fined and therr members
suspended if any rules were broken. However, there were no measures to deai
with the unorganized OTC market as its existence was largely ignored. There
was also an acceptance that the long-term effect on the securities market asa
whole was unknown, but such was the desire for some kind of control that
this was regarded as of minor importance.52 The result was a much more
restrictive regime involving the separation of commercial and mvestment
banking (Glass-Steagall Act, 1933) and the regulation of the stock exchange
(SEC, 1934). These strictures were not Just confined to New York and the
New York Stock Exchange but. applied nationwide. Though all US stock
exchanges had operated on the rules and regulations of the New York Stock
Exchange, as autonomous institutions they had been able to vary them as they
wished, which they did regarding the securities they quoted, the members
they admitted, and the charges they made. This ended with the acts of 1933
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and 1934. As William Douglas, Chairman of the SEC, commented n
1937: ‘Operating as private membership associations, exchanges have always
administered their affairs i much the same manner as private clubs. For a
business so vested with public interest, this traditional method has become
archaic’® A new order was now in place.

With the enactment of the Securities Exchange Act of 1934, on June 6, 1934, the ‘New
Deal’ legislators finally brought all the country’s stock exchanges under government
supervision. This legistation marks the most important development in stock market
practice in a century. It regulates not only the exchange as a body, but the practices of
brokers and operators, and provides for the supervision of the broker-customer
refationship.5¢

This represented a triumph for all those who had long regarded as
unacceptable the operation of a securities market unregulated by the rule of
taw. This triumph was confirmed in the Securities Exchange Act of 1938. The
US Congress specifically rejected self-regulation as inadequate protection for
investors and insisted 1nstead on public scrutiny of every stock exchange’s
rules and regulations and the overarching regulation of a government-
appointed body. The self-regulated securities markets of the Anglo-American
world were now converging with those of continental Europe where state
regulation had long been important. This was a fasting tegacy of the Wall
Street Crash.

A major consequence of these government controls on the operation of
stock exchanges was to circumscribe the way they conducted business, and to
reduce their attractions as markets. Securities markets, including stock ex-
changes, were continually evolving in response to change whilst the creation
of fixed rules and regulations governing their conduct, embodied in law and
enforced by a government appointed commission, made that change both
slow and difficult. In contrast the unregulated OTC market could respond
much more readily to the needs of both 1ssuers of securities and investors as
well as those who traded 1n stocks and bonds, and so increased its market
share throughout the 1930s. By the end of the decade it was recognized that
the cost of compliance with government-imposed stock market regulation
was discouraging US companies from making new issues of securities, and to
trade on the OTC market rather than on a formal stock exchange. Whereas in
1920 the OTC market commanded only 6% of all trading in corporate stocks,
and 14% in 1929, this had reached 23% in 1939. This reflected the perennial
problem that excessive intervention would both drive the securities market
underground and discourage its use as a means of raising finance.$5 According
to Cherrington, ‘Uniess the government is to assume responsibility for
directing the flow of capital into ndustry, there are limits to what it ought
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to do for investors. It cannot safely act as their guardians; it cannot afford to
cmoo_ﬂ.m a bulwark of defense against all the hazards which exist in the
securities markets'5 The outcome was both a reduction in trading and a
diversion from the organized markets. In 1920 the estimated turnover in
outstanding stocks was put at $39 billion and this had risen to $157 billion
In 1929. In contrast the figure for 1935 was $17.5 billion, which fell even
further to $14.8 billion in 1939, Similarly, business on the New York Curb was
depressed throughout the 1930s.57
A further consequence of!government regulation of the US securities
market was to centralize trading m New York to an even greater degree,
Whereas an mstitution the size and importance of the New York Stock
mxnagm.w could cope with the. legal requirements placed upon it, even
apponting a full-time chairman in 1938, most other exchanges could not,
3.@255 the smaller ones, without a significant nise in costs and charges.
Given the decline in business and membership in the 1930s it was difficult for
these smaller stock exchanges to generate additional revenue in any other way.
Thus, of the transactions conducted on organized markets in 1938, 88% were
done on the New York Stock Exchange with a further 7% on the New York
Curb. This left a mere 5% for all other markets. Faced with a shortage of new
issues because of the regutatory burden, and the competition from the OTC
Em_‘wmﬂ for what there was, the US regional exchanges were an endangered
species by the late 1930s. By 1938 some 80% of the trading taking place on the
Boston Stock Exchange was in stocks that were also listed in New York. What
saved the US securities market from being stifled by government regulation
E.i supervision was the dynamic nature of the New York brokerage firms.
Given the exctusion of commercial banks from securities brokerage, because
they .no_._E not gan admission to stock exchanges, and from investment
banking, with the Glass~Steagall Act, members of the New York Stock
mx&&:w« were free to develop. their business in different ways. Some special-
1zed in investment banking where they could combine the 1ssue of corporate
mmoaa mnm bonds with the ability to make a market in the securities created
either by selling directly to their clients or on the floor of the exchange.
In contrast to that wholesale business others focused on the retail side
by opening branches across the United States and becoming members of
the various stock exchanges outside New York. They were able to offer a
nationwide service for those investors still interested in stocks, and by
generating a high turnover they could survive in an environment of fixed
commussion fees at a time of depressed prices. By 1940 Merrill Lynch had 50
offices staffed by 300 brokers. Qverall, i 1936 the members of the New York
Stock Bxchange maintained a total of 1,185 branch offices, including
sixty-eight overseas.ss .
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Nevertheless, despite this prominence, the overall position of the New York
Stock Exchange was in steady decline. In addition to the growing importance
of the OTC market for the newer and smaller corporate issues, the Exchange
was also losing its residual share of the bond market. The levet of commission
charged by New York brokers had long made them uncompetitive in
transactions 1n government debt, and this grew substantially in the 1930s
whilst overall corporate issues stagnated or declined. Federal government
borrowing rose substantially in the 1930s, expanding from $16.2 billion in
1930 to $40.4 billion 1n 1939, as a resutt of New Deal spending.® This meant
that the New York Stock Exchange was accounting for a falling share of the
total securities market. Thus, it was less the market provided by the New York
Stock Exchange that was the underlymng strength of the US securities
market, circumscribed by government imposed controls, but the operations
of the major brokerage firms and the active OTC markets in smaller stocks
and government bonds.

‘What happened in the United States was replicated worldwide. Stock
exchanges which had thrived when they were able to respond efficientiy to
the needs of the securities market found that was less and less possible in the
1930s. This both reduced the overall volume of business and drove part of that
which remained off the exchanges. Trading on the Mexico City Stock Exchange
fell from 104,484 shares in 1933, when government controls were imposed, to

13,695 in 1938.7¢ This decline in trading on the organized stock exchanges not
only undermined their power to dominate and control national securities
markets but also reduced the importance of securities markets within econ-
omues. The effect of government regulations was not distributed evenly across
the business transacted on stock exchanges. Curbs were aimed at anything
considered speculative, resulting in a tendency for the major stock
exchanges in western Europe and north America to restrict themselves
to trading the stocks and bonds of the Jargest and most established domestic
companies, leaving the securities of smaller and newer industrial and com-
mercial ventures to be traded on the OTC market, or to rely upon self-finance
and the banks. New companies involved a high degree of risk because of the
greater uncertainty regarding futare returns. There could be a popular
backlash if many investors fost money, and so risky securities were not
provided with an organized market.

This also affected the shares of mining companies but they possessed
alternative markets 1n the stock exchanges located where the exploration
and production took place. The authorities m these regions or countries
were nclined to view such markets favourably as contributing to the local
economy, and so did not restrict their activities. Thus, business in speculative
mining exchanges thrived in the 1930s, especially after 1931. As the gold
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standard collapsed so the price of the metal rose. One beneficiary was the
Vancouver Stock Exchange, -where turnover fell from 143 million shares 1n
1929 to 10 million in 1931 and then recovered due to speculation in the shares
of Canadian gold mining companies, with 100 million being traded in 1936.
When that bubble burst 1t was followed by one in the shares of Canadian oil
companies. There was even sufficient business to support a curb market in
Vancouver. Elsewhere in Canada, such were the attractions of mining and oil
stocks that the Toronto Stock Exchange and its local rival, the Standard
Stock Exchange, which specialized 1 such securities, merged in 1934,
A similar situation occurred in Australia and New Zealand, where there was
also significant gold vnon:nm_ob. As both these countries were part of the
sterling area and mining stocks were widely held, along with government
debt, the speculative boom i the mid-1930s helped promote the integration
of the securities market in that region. However, it was in South Africa, the
So_.Evm largest producer, that the greatest impact of the booming gold mining
market was felt. After South E,lnm went off the gold standard in 1932 there
was heavy external buying of local miming shares from London and Paris,
producing a speculative boom between 1934 and 1937. The Johannesburg
Stock Exchange was a crucial part of the international market for gold

mining stocks with brokers maintaining direct telephone contact with

London. The boom collapsed when a rumour, fater denied, spread that the

US government was no longer willing to pay a fixed price for gold.

The Johannesburg Stock Exchange was hit by a wave of international selling

that wiped £45 million from the price of shares and led to the failure of two

members. Clearly there still existed a global market for gold mining stocks 1n
the 1930s for those investors able to participate in it, which meant those in the
£Sterling or US$ areas. For those outside these areas, exchange controls
rendered buying and selling difficult.”:

In the eyes of many the Wall Street Crash and refated crises were a product
of the way securities markets operated, especially the facility they gave to buy
and sell both easily and for future delivery, and then reverse the deal before
payment or delivery was required. This was seen as speculation rather than
investment and when taken to excess was a destabilizing force within the
entire financial system and a danger to the economy. The Wall Street Crash
was considered to provide proof of this belief. However, within this there was
no recognition that securities markets were as much part of the money market
as the capital market and, in fact; provided an essential link between the two.
The ability to buy and sell qulickly was essential if operations were to take
place upon borrowed money which could become available or be withdrawn
at m:o_,.ﬁ notice. Banks, in particular, used loans to those operating in the
securities markets as a means of employing their idle balances and upon this
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fending rested a large mass of long-term debt.” However, this connection and
these operations were seen to lie at the heart of speculative bubbles and their
damaging consequences for national economies, and thus governments
sought to restrict or even outlaw them. Hence the enforced split found in
many countries between investment banking and commercial banking, and
the attempt to limit buying and selling for future payment and delivery.
However, in combination with the instability that pervaded both secunties
markets and entire financial systems from the early 1930s onwards, this
tegislative intervention discouraged banks from lending to those providing
securities as collateral, whether businesses looking for additional funds,
mvestors seeking to finance their purchases, or market professionals using
short-term loans to finance portfolios of liquid securities. To be able to lend
huge sums of money on the basis of irredeemable stocks and bonds, and
minimize the risks involved, required the combination of both deep and
wide money and securities markets. This is what London, and to a lesser
extent Paris, possessed before 1914, and what New York, and to a lesser extent
London, possessed in the 1920s. In the 1930s no major financial centre was in
quite the position of any of these because of the collapse in confidence and the
imposition of restrictive controls domestically and internationally.

With the controls imposed from 1933 onwards New York lost its inter-
national position as the securities market in which transacttons could be most
easily and cheaply financed by short-term bank borrowing. Security loans in
the United States fell from $13 billion on 31 December 1929 to $5.4 billion by
31 December 1930 and remained at that lower level. By 1937 brokers’ loans
were down to $1 billion and running at 1% or 2% of the market value of all
listed stocks compared to 10% in the 1920s.72 Meanwhile, London once again
assumed the position as the securities market where short-term money was
most abundant, though on a much reduced scale compared to before 1914,
Loans to members of the London Stock Exchange by British banks fell from a
peak of £48 million m 1928 to a low of £16 million in 1932 before starting to
recover slowly. In France banks appeared even more reluctant to lend. Instead,
in all three countries banks themselves started to hold securities directly,
including government debt and corporate bonds, rather than _mn&bm to
those that did. Bankers were now much more aware of the risks of using
short-term funds to fund purchases of long-term securities. Also, with low
interest rates the gap between long-and short-term interest rates left littie
scope for the market operator to profit from the differential. Thus, turnover
on the major securities markets was hit by a refuctance of banks to lend with
securities as collateral and a reluctance of brokers to borrow for such purposes
because of the lack of potential profits. Turnover on the New York Stock
Exchange fell from 1.1 billion shares in 1929 to 0.3 billion m 1939. That drove
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down the level of business further as it became more difficult to buy and sell in
large amounts both quickly and at current prices, because the markets had
become shallower. Whereas in 1930 the volume of turnover on the New York
Stock Exchange was equivalent to 72% of the total number of shares listed, by
1939 it was a mere 18%.73.As Aldrich, Chairman of the Chase Manhattan
Bank, noted in 1937, “[t}he recent demonstration that the stock market has
been greatly reduced in breadth and in activity presents a problem of first
importance’74 Ooumam:a_wns one of the great casualties of the financial crisis
that gripped the world bgtween 1929 and 1932 was the close connection that
had long existed between_ the securities market and the money market 1n the
main financial centres. This had marked them apart from securities markets
elsewhere and it was this that instability and controls had conspired to
destroy. Neither New Yotk nor London was m the dominant position that
they had once occupied
More generally, internai and externat government controls, combined with
currency instability, drove securities markets around the world to become
more domestically focused. In the Netherlands Dutch investors preferred
securtties issued by Dutch companes, including those which operated
internationally such as Phillips, or the Anglo-Dutch companies Unilever
and Royal Dutch Shell. By 1939 the Amsterdam Stock Exchange quoted 424
Dutch companies with a paid-up capital of 2.3 billion guilders whilst also
vuoﬁ.&.ﬁ a market for the greatly enlarged national debt, In Switzerland the
securities market remained depressed due to government measures, until
the attempt to defend the international value of the franc was abandoned
on 26 September 1936. In France the strong network of imvestment and
commercial banks, along.with a state-controlled Paris Bourse, ensured that
the 2-3 million French investors directed their savings towards the national
debt and the securities issued by the major industrial and commercial
companies, rather than nto foreign securities. Only a few favoured foreign
governments navigated the various levels of exchange control in order to raise
loans i Parts, including Britain m 1931, 1933, and 1934, Belgium in 1932,
Austria i 1933, and Czechoslovakia 1n 1937. Though the British securities
market was much less isoldtionist in the 1930s, with a large empire to serve as
well as the sterling area, 1ts focus did become increasigly domestic. Not
only did the government absorb much of the funds itself, as 1t refinanced
short-term borrowings S:r long-term loans, but investors showed a marked
preference for the shares of: major domestic companies. The five largest British
banks had attracted around 400,000 shareholders by the iate 1930s. In
contrast, the bonds of foreign governments iost their appeal and were
&E::nm by British investors. Many other foreign corporate securities suffered
similarly when a collapse in commodity prices or currency restrictions made
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it impossible to remit dividends to British investors. In consequence even the
London Stock Exchange, still the iargest international market for securities,
gave a greater focus to domestic securities in the 1930s. By 1939 the nomnal
value of foreign securities quoted was down to 34% of the total, whilst in
terms of market value the proportion was very much less, at around 20%,
reflecting the greatly depreciated value of many foreign government issues.”s

Investors in western Europe and north America had lost faith in foreign
securities because of the frequent defaults of the early 1930s, as governments
found it impossible to either service their debts or obtam the foreign ex-
change necessary to make payments to investors living abroad. Of the £1.2
billion of sterling securities issued by south American borrowers, and out-
standing in 1934, a total of £708m, or 59%, was estimated to be in default.
Faced with such circumstances investors naturally gave priority to safety
rather than return, preferring securities issued by their own government or
by their own corporations, even those operating internationally. Conse-
quently governments and companies from less-developed regions and econ-
omyes lost access to the cheap sources of finance through the securities market
which had been so important in funding infrastructure development before
1914. States had to undertake that role instead. The result of the 1929 crash,
the 1931 cnisis, and subsequent government controls during the 1930s was to
destroy the internationat movement of capital, and thus greatly diminish
those markets that had serviced these capital flows.7s

Nevertheless, at a national level certamn securities markets continued to
thrive, especially i Asia. In Japan the combination of bank loans and new
stock issues continued to provide the largest industriat firms with a substan-
tial part of thewr new funds. In India there was also considerable activity on
the securities market with new stock exchanges being formed 1n Lahore in
1934 and Madras 1n 1937 as well as additional exchanges in Bombay and
Calcutta during a speculative boom in the late 1930s focused on the issues
of new manufacturing companies. There was even a growing integration of
those stock exchanges into the local financial system. In 1929 the Shanghai
Stock Exchange admitted 1ts first Chinese member and by December 1941
over a third of the membership was foreign. New securities markets also
appeared in the 1930s, though under somewhat unusual circumstances.
In the British mandate of Palestine, though there was some limited trading
in securities in the 1920s, no market developed because both companies and
the government drew most of the funds they required from abroad. This
changed in the 1930s with the arrival of Jewish immigrants from Germany,
among whom were bankers and brokers as well as wealthy investors.
A securities market developed between 1932 and 1939 as the stock of corpor-
ate secunities rose from £P 3.4 million to £P 12 million, aithough the largest
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enterprises continued to tap the London market. Nevertheless, there was now
sufficient domestic trading in securities to support the formation of an
embryonic, though not particularly active, stock exchange m Tel Aviv in
1935. In contrast, in Burope, which had given birth to the global securities
market, problems continued to ioE.: that had serious effects on those stock
exchanges still operating. Civil war in Spain, for example, between 1936 and
1939 led to the closure of the main stock exchanges until 1940, and then oniy
after government reorganization.””" ‘

Despite all the difficulties it experienced the globaf market for securities was
not totally destroyed in the cdurse of the 1930s though the number of
securities that could command “4n international market by the end of that
decade was very limited (see Tablé 6.3). American interest in foreign securities
evaporated in the early 1930s faced with a domestic financial crisis and the
triple blow of defaults, falling p, ices and exchange losses as currencies were
devalued against the dollar. Simiilarly, with the Wall Street Crash, foreign
Investors” confidence in specufative American securities largety disappeared.
Hrc:mr the recovery i US stock prices was slow in the 1930s there was some
revival of foreign interest m US stocks and bonds towards the end of the
decade, because of the attractions of dollar assets at a time of instability.
However, this did not generate much international trading as orders flowed
cither directly to New York or via the overseas offices of north American
brokers. By 1937 there were 25 branches of American and Canadian brokers
in London. Instead, the lifeblood. of the global securities market in the 1930s
was the securities of a small number of companies held internationally either

Table 6.3. Securities as a proportion of national assets, 193740

Country Government  Corporate, Corporate  Domestic Foreign  Total (%)
debt (%) bonds (%) stocks (%) securities (%) assets %

Belgium 10.1 10 . 3.5 14.6 7.5 22.1

Denmark 3.0 04 . 10.7 -1.8 8.9

Germany 4.1 0.4 . 7.0 0.9 79

India 37 0.8 . 53 —5.1 0.2

Italy 141 04 . 17.5 17.5

Japan 8.0 1.0 . 20.8 0.3 21.1
1.0 . 12.9 12.9
5.1 06 . . 9.2 92
35 35 35
72 — 24.7 -

Switzertand 6.6 L1 95 17.2 20

UK 16.5 25 17.6 36.6 9.0

usa 7.7 37 - 1.5 225 24

Source: R. W, Goldsmith, Comparative Nattonal Balance Sheets (Chicago, 1985), nattonat tables.
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because of their ownership structure or the appeal they had to investors
worldwide. In the former category came such companies as the Anglo-
Dutch concerns, Royal Dutch Shell, and Unilever, whilst in the latter inciuded
South African and Australian gold-mining companies. These were traded
between stock exchanges i Amsterdam, Brussels, Johannesburg, London,
Montreal, New York, and Paris.”® However, this category of securities was
relatively small and not growing compared to those that commanded a purely
domestic market. Even when international dealings in securities did recover
somewhat after the early 1930s business was fraught with complications,
controls, and risks. Instead of being conducted openly on organized stock
exchanges, it became increasingly a business pursued privately between banks
as they could internalize operations and employ staff to either comply with or
evade the supervision and restrictions of government. Currency instability
and exchange controls had made the whole process of buying and selling
securities between countries, and remitting payment, either difficult or
mpossible whilst one of the objectives of the close government supervision
exercised over stock exchanges was to restrict their field of operation to the
domestic economy. The ability to effect automatic adjustments between
economies through the constant buying and selling of securities had aimost
ceased to exist in the 1930s, with serious consequences for the stability and
equilibrium of the world economy.”

CONCLUSION

By 1914 the giobal securities market held an established position as the
essential interface between money and capital markets both nationally and
internationally. It facilitated the mobilization of the vast sums of money
required for the financing the world’s railway systems and contributed sign-
ificantly to the stability of the world monetary system. All this began to -
crumble with the First World War, which not only removed the internation-
ally held securities that were vital elements 1n integrating national markets
mto an international network, but also ushered in an era of control and
instability. Stock exchanges were increasingly identified as the causes rather
than the symptoms of financiat and monetary instability, particularly with the
Wall Street crash of 1929 and the world economic crisis of 1931. These events
encouraged governments to police and restrict market operations, either
driving the business they had once conducted into the hands of others or
preventing it being done altogether. The core of the global securities market
provided by London, Paris, and then New York was destroyed. Even though
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many national securities markets remained operational 1n the 1930s,
with some playing an ‘enhanced role within therr national economies, the
global market was hardly recognizable compared to the position it had once
occupled.

Curiously, the declining importance of the global securities market
occurred for the very same reasons which had led to its appearance and
growth 1n the first place, namely war. Though the First World War did
necessitate a huge increase in government borrowing 1t afso radically altered
the environment within which most securities markets operated. It vmo:mr" in
s wake a far greater degree of controi by national governments whilst
shattering the mnternational links that had underpinned the global market
before 1914. Such was the mmportance of securities within the financial
systéms of advanced economies, especially in the world’s mam financial
nmbﬂ,ﬁ,. that these were very susceptible to war-related crises €manating
from the money market, In turn, the close links between national securities
Bm._._ﬁa meant that what happened in one centre had implications for afl.
This forced the temporary closure of all the wortld’s major stock exchanges,
When they reopened it was under conditions of government supervision or
increased control, which greatly restricted their freedom to operate.

) Nevertheless, the costs invoived in waging a prolonged and extensive war
did create a need by those governments most involved to raise funds by
g&ﬁ@ﬁ means available. Though much of this was by way of taxation
printing money, and short-term borrowing, in many countries it w_mm
involved the issue of bonds. This immediately reversed the gradual decline
In the relative importance of government debt as a proportion of the
securities m circulation, and- helped fuet activity in securities markets, Even
1n countries which remained neutral the war had profound implications for
EQ.H financial systems. The wholesale disposal of foreign assets by the
belligerent nations to raise funds, along with their huge purchases of vital
war E»an_w produced an inflationary environment around the world,
encouraging investment and speculation on the securities markets. This was
a temporary m:ﬁzoP lasting only as long as the fighting, but as that stretched
into years the inevitable reaction, when the war ended and governments
ceased to spend, was particularly acute. Many financial systems were left
vulnerable to collapse on a grand scale. Thus, as a result of the First World
War, the landscape occupied by securities markets was fundamentally altered
both 1n the short and the Ibng term, and both domestically and internation-
ally. This necessitated not only the rebuilding of national securities markets 1n
the post-war years but aiso the re-balancing of distorted relationships.

These problems were fiarther compounded i the 1920s by continuing
monetary and financial stability. This was particularly acute in some countries,
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amounting to a destruction of national currencies and the collapse of banking

systems. The national stability characteristic of the years before the First

World War proved impossible to recapture, forcing financial systems to be

reorganized in view of the new circumstances. This was also true internation-

ally with the return to the fixed exchange rates required by the return to the
gold standard being impossible to sustain. National governments failed to

recognize either the fundamentally altered economic relationship between
countries resulting from the war or the necessity of a pertod of adjustment to
allow markets to re-establish themseives. A series of unsatisfactory comprom-

ises ensued as governments and central bankers attempted 1n vain to re-
establish 2 new international financral system after the fashion of the old.
One crisis followed another until it became impossible for the international
financial system to withstand the need for fundamental change. Twin crises
finally destroyed the world within which the global securities market had
operated so successfully before 1914. The first was the Wall Street Crash of
October 1929. This destroyed the financial system of the world’s leading
economy, namely the United States, and enforced government intervention
in order to stabilize the situation. The second was on the international front
with the departure of the £sterling from the gold standard in September 1931.
This destroyed post-war attempts to rebuild a stable international monetary
system. Combined with other crises around the world before, during and after
these events, the outcome was to put an end to the liberal economic era that
had prevailed before 1914 and to the environment which had supported the
operation of a global securities market.

This liberal economic environment was succeeded by an era of government
controls, mterventions, and restrictions in the 1930s. Exchange controls cut
across nternational markets by preventing flows of money and capital, thus
separating one country financially from the next. This had mevitable
consequences for the global securities markets as it prevented the high degree
of integration that had once existed. National governments sought to exert
increasing control by operating a process of divide and rule which insutated
their own financial system from that operating globally, and then exerting a
degree of control over that system so that 1t delivered the results that they
Judged to be in the best nterests of their national economy. Internally, the
same situation prevailed as governments sought to limit the volatility of the
market place, and the instability of banking systems, by placing ever
more restrictions on their freedom to operate. By the 1930s, the trust in the
power of the market that was so evident before 1914 had evaporated, to
be replaced by trust in government. The most extreme examples of this
were to be found in communist Russia and Nazi Germany but manifestations
of it appeared across the world, mciuding the New Deal in the United States.
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The global securities market was reduced to a series of compartmentalized
marketplaces only loosely linked to each other rather than the fully integrated
system that was in full flow before 1914.

Unfortunately, as few people before or after 1914 recognized the
contribution that the global securities market had made to world prosperity
and stability, unlike the perceived benefits of the gold standard, there was little
outside pressure to recreate and maintamn what was being lost. In the eyes
of many, securities markets were associated with speculative excesses and
fraud and so were better suppressed than supported. Stch views were
reinforced between the wars, especially in the wake of the Wall Street Crash
of 1929, This was blamed by many for the world depression of the 1930s
and the misery that had created for millions of people around the world.
Consequently, securities markets were seen as rather marginal appendages
within financial systems with pride of place being given-to the actions of
governments and banks. '
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