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Nature and Characteristics o f. . .

GENTRAL BANKS

In every m ajo r country of the w orld  the central 
bank is the cen tral arch of the m onetary and finan­
cial system . Its activ ities are essential to the proper 
functioning of the p rivate economy and indispensable 
to the fiscal operations of the national government. 
Y et the central bank is u sua lly  taken for granted . 
Even am ong those who frequently come into contact 
w ith  its operations, only a  very  sm all m inority has 
a  fu ll understand ing of w hat a  central bank is, what 
it does, and w hy. Often there are illusions and m is­
understandings as to the purposes and functions of 
central banks and confusion or imperfect understand­
ing of the differences between a central bank and a 
com m ercial bank.

T h is artic le  is the first of a  series planned for th is 
Review, the purpose of which is to exp lain  in simple 
term s the nature, characteristics, and functions of 
central banks and the rationale behind them. A tten ­
tion w ill be centered on broad, general characteristics 
and functions. A n y given statem ent m ay not be true 
of a  p articu lar bank since 110 two central banks are 
exactly  alike. From  tim e to time special attention 
w ill be d irected to the F edera l R eserve System  as the 
cen tral banking organization of the U nited  S tates.

A GLANCE AT HISTORY

It is reported that on one occasion W ill R ogers 
s a id : “T here have been three great inventions since 
the beginning of t im e : fire, the wheel, and central 
banking .” H e m ay have been k idd ing when he said 
th is, for it is doubtful if central banking belongs in 
such exalted  company. B u t it is true that the cen­
tra l bank is one of the most useful institutions mod­
ern man has developed to help him m anage his col­
lective financial affairs.

A lthough the roots of some central banks go back

200 years  or more, central banking as we know it 
today is m ostly a  recent development. Some would 
contend that it is alm ost en tire ly  a  product of the 
tw entieth  century. In 1900 not a  single central bank 
ex isted  in the W estern  H em isphere. The F ederal 
R eserve System  w as not created until 1913 and the 
Bank of Canada did not appear on the scene until 
1934. Now every independent nation in the hem i­
sphere except one has its own central bank. A c­
cording to availab le inform ation, there are now 88 
central banks in the w orld . Of those, 47, or s ligh tly  
more than half, have been established since 1940.

Severa l reasons account for th is rap id  grow th in 
recent decades. Perhaps the most im portant is that 
there are a  g reat m any more independent nations in 
the w orld , each w ith  its own m onetary and banking 
system  to be m anaged and supervised. Second, the 
nations of the world have alm ost en tire ly  abandoned 
the in ternational gold standard  which provided some 
degree of autom atic control over a country ’s mone­
ta ry  system . In the absence of that autom atic con­
trol, a  central bank is necessary to provide some 
conscious and d iscretionary control over m onetary 
affairs. T h ird , m onetary and banking system s are 
larger, more com plex, and more technical than they 
wrere a  century ago and for that reason they require 
closer and more effective controls. F in a lly , in ter­
national financial relations are more im portant in the 
w orld today, and central banks are needed both to 
conduct or supervise those relations and to deal w ith 
any domestic d isturbances they m ay create.

WHAT IS A CENTRAL BANK?

It is not possible to g ive an y brief definition of a 
central bank which w ill be both com prehensive and 
accurate. To a considerable exten t the nature of a
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central bank depends on its functions and those func­
tions v a ry  from country to country and from tim e to 
time. M any central banks, especially  the earlie r 
ones, accum ulated their functions as they went a lo n g ; 
like Topsy, they “ju s t g row ed .” N evertheless, it is 
proper to say that today any full-fledged central bank 
m ust perform at least three broad functions: it m ust 
be a  bankers’ bank, it m ust act as fiscal agen t for the 
national governm ent, and it m ust m anage the na­
tion ’s m onetary system . These functions w ill be 
discussed in some detail in la ter artic les, but they 
w ill be briefly described here.

A  Bank for Bankers U n d er the firs t tw o  g ro u p s  
of activ ities, a central bank perform s for the com mer­
c ial banking system  and for the national governm ent 
the basic functions which the com mercial banking 
system  perform s for ind iv iduals and business firms. 
A s a  bankers’ bank it holds the reserves of com mer­
cial banks, clears and collects checks, d istributes cu r­
rency and coins to the banks, m akes short-term  ad ­
vances to banks under certain  conditions, and acts 
as “the lender of last reso rt” (see  this Review, Feb­
ru a ry  1961 ). F urther, the central bank m ay, and 
u su a lly  does, exercise some degree of supervision 
and regulation  over the activ ities of com mercial 
banks, although this is not essential to the central 
banking function.

Banker for the Governm ent In its  c a p a c ity  as 
fiscal agent the central bank receives, holds, tran s­
fers, and pays out the funds of the national govern­
ment. In addition, it receives and allots subscrip­
tions to new security  issues, m akes exchanges of se­
curities, redeem s interest coupons and m atu ring  se­
curities, and, under certain  conditions, m akes short­
term  advances to the government. In alm ost all

countries the cen tral bank is the principal financial 
adv iser or consultant to the governm ent and in some 
cases it actua lly  m anages the public debt.

M anager of the M onetary System  P erh ap s  the 
most d istingu ish ing function of a  central bank is con­
trol of the nation’s m oney and banking system . One 
au thority  opens a  treatise  on central banking w ith 
these w o rd s : “The essence of central banking is d is­
cretionary control of the m onetary system .” In per­
form ing this function, central banks exercise  one of 
the prerogatives and powers of the sovereign gov­
ernm ent. T h is m eans that the power m ust be ex ­
ercised p rim arily  for the achievem ent of national 
economic goals, and that a central bank is a  public 
service organization , p lacing  the national in terest 
above any consideration of its own profit or w elfare.

In acting  as a  bankers’ bank and as m anager of 
the country’s m onetary system , a central bank fre­
quently creates money. It does this when it m akes 
an advance to a  bank or buys securities in the open 
m arket. The money thus created is “h igh-pow ered” 
money— money which the com mercial banks count 
as reserves and on the basis of which they expand 
their deposits to an am ount several tim es the am ount 
created by the central bank.

No Com mercial Banking T o round  out th is  b rie f 
definition, it is w ell to note one th ing which a  central 
bank does not do. A lthough there are exceptions, 
central banks o rd inarily  do not conduct a com mer­
cial banking business for the genera l public. In fact, 
ind iv iduals and p rivate business firms (except com­
m ercial banks and a few security  dea lers) seldom if 
ever deal d irectly  w ith central banks. T h is probably 
is a  m ajo r reason w hy the public genera lly  is not well 
acquainted w ith central bank activ ities. It is custom ­
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a r ily  regarded as inappropriate to m ix  central and 
com mercial banking functions. The objectives and 
the methods of the two are quite different, and it 
m ight be difficult to keep the two activ ities properly 
separated . A s noted below, the central bank places 
p rim ary  em phasis on the attainm ent of national eco­
nomic goals w hile com mercial banks necessarily  put 
the m ajo r em phasis on running a  profitable business. 
F urther, if a  central bank did engage in com m ercial 
banking, it would have an unfair advantage. For 
exam ple, the central bank m ight have to exam ine and 
supervise its competitors. N atu ra lly , th is would 
tend to antagonize the com mercial banks and would 
threaten their free cooperation, which is v ita lly  nec­
essary  for successful central bank operations.

In sum m ary, then, a  cen tral bank m ay be broadly 
defined as a public service organization which does 
not engage in com m ercial banking, but which func­
tions rather as a  bankers’ bank, acts as fiscal agent 
and adv iser for the national government, and m an­
ages the coun try ’s money and credit system .

CHARACTERISTICS OF CENTRAL BANKS

A lthough the characteristics of central banks v a ry  
w idely , there are a  fewr essential ones wrhich are  p res­
ent in alm ost every  im portant bank. These w ill be 
discussed under two broad h ead in g s : first, the place 
of the profit motive and, second, relationsh ips w7ith 
the national governm ent.

Place of the P rofit M otive One of th e  m ost im ­
portant characteristics of a  central bank, and the one 
which d istingu ishes it most sharp ly  from a com mer­
cial bank, is that it m ust subordinate considerations 
of profit to its responsib ility for public service. If 
a  cen tral bank w ere operated p rim arily  for profit it 
would try  to stay “loaned up ,” to m ake approxim ate­
ly  a ll the loans, discounts, and investm ents its re ­
serve position would perm it. In m any cases this 
would be inappropriate for two reasons. F irst, it 
w^ould not allow  the bank to give p rim ary  attention, 
as it should, to m anaging the country’s m oney sys­
tem in accordance w ith the changing needs of the n a­
tion ’s economy. It wrould a lw ays be exertin g  p res­
sure to keep the money supply expanded as far as 
the legal provisions would allow . Such a  policy 
would alm ost certa in ly  create serious financial com­
plications both dom estically and in ternationally . 
Second, if the central bank is to function as a  lender 
of last resort it m ust have some reserve lending 
powder— some cushion— to meet ex trao rd in ary  situ a­
tions. T h is it could not do if it o rd in arily  stayed 
loaned up as far as its reserves perm itted.

The fact that central banks do not place p rim ary  
em phasis on m aking profits does not mean that they 
do not m ake profits. Q uite the con trary : the power 
they have to acquire earn ing  assets by creating  
money is a  most lucrative source of profits.

Disposition of Profits If a  c e n tra l b an k  is  en ­
tire ly  owned and controlled by the national govern­
ment, as is frequently the case, there is no problem 
in curb ing the profit m otive, since governm ents do 
not conduct their operations for the purpose of m ak­
ing  profits. B ut if some or a ll of the cen tral bank 
stock is owned by p rivate stockholders, it is u sua lly  
considered necessary to place some lim it on the re ­
tu rn  they can realize from the stock so as to d is­
courage them from putting  too much em phasis on 
earn ings. T h is u su a lly  takes the form of p lacing 
a  r ig id  lim it on the dividends which can be paid  on 
the stock of the bank. A n y excess earn ings are 
u sually  placed in a  reserve fund or paid to the gov­
ernm ent as a  tax  or a  franchise fee. T h is m ay be 
strengthened further by a  provision that in case the 
bank should be liqu idated , the stockholders would 
be paid the par value of their stock and an y am ount 
rem ain ing would belong to the governm ent. This 
prevents an y possib ility of stockholders benefiting 
from p lacing large  am ounts in reserves.

Profits of the Federal Reserve System  T h e  p ro ­
visions govern ing the profits of the F edera l R eserve 
System  are perhaps typ ica l of the above a rran g e ­
ments. The stock of the F edera l R eserve B anks is 
owned by the m em ber banks. The retu rn  on that 
stock is lim ited to an annual 6%  cum ulative d iv i­
dend. A fter that dividend is paid, each R eserve 
Bank adds to its surp lus any am ount needed to bring 
its surp lus up to tw ice the par va lue of its outstand­
ing stock. A ll earn ings rem ain ing after th is opera­
tion are paid to the F edera l Government. T h is last 
paym ent is made not under the provisions of an y  law  
but under a  regulation  of the Board of Governors.

In 1961 the gross earn ings of the 12 R eserve 
B anks w ere $945 m illion ($938  m illion  from in terest 
on U . S . Government securities, $4 m illion from 
profit on sales of securities, and $3 m illion from earn ­
ings on discounts and ad vances). C urrent expenses 
am ounted to $161 m illion, leav ing net earn ings of 
$784 m illion. Of this am ount, $26 m illion w as paid 
as dividends on the stock of the R eserve B anks, $71 
m illion wTas added to the ir surp lus, and $687 m illion 
w as paid to the U . S . Government. Thus, the Fed­
eral Government received 73%  of the gross earn ings 
and 88%  of the net earn ings of the System . Over
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the five years  1957-61, F ederal R eserve paym ents to 
the F ederal T reasu ry  averaged $712 m illion per year.

Relationships w ith  N ational Governm ent T he
relationships of central banks with their national 
governm ents v a ry  w idely  but u sua lly  are  broad, close, 
unique, and com plex. T hey va ry  because in m any 
cases they grew  or evolved rather than being fash­
ioned according to one common pattern. Thus, they 
were influenced by each coun try ’s conditions and 
developments. M any of the ea r ly  banks which per­
formed some central banking functions began as 
p riva te ly  owned institutions, operated for private 
profit. W ith  the passage of tim e they assum ed more 
and more central bank functions, and the govern­
ments then insisted upon an increasing am ount of 
governm ent control. In a  number of cases the gov­
ernm ent assum ed complete ownership and control. 
A gain , it m ust be rem em bered that these close re la ­
tions developed because central banks exercise, as 
one of their most essential functions, one of the most 
im portant powers of a  sovereign governm ent— the 
power to create money.

In a ll cases the central bank operates under a 
special g ran t of power, u su a lly  embodied in a  charter 
w ith  various am endm ents and supplements. T h is 
leg islation , of course, is enacted by the national p ar­
liam ent or congress and thus can be modified at any 
time. On some points th is legislation is lik e ly  to be 
in fa ir ly  broad and genera l term s, a llow ing some 
room for in terpretation . Further, as tim e passes 
new situations arise  which w ere not contem plated in 
the o rig inal leg islation , and some of these m ay not 
be covered by specific am endm ents to the law . A s 
a resu lt the relationships set forth in the o rig inal 
leg islation  are lik e ly  to be modified and supplemented 
somewhat by in terpretation , precedent, and practice, 
so that actual operating relationships m ay v a ry  from 
those o rig in a lly  established.

Ownership and Control A s noted above , m ost of 
the ea r ly  institutions which performed some central 
banking functions w ere p riva te ly  owned. In con­
trast, n early  a ll of the banks created in recent years 
are owned en tire ly  by the government, and govern­
ments have assum ed ow nership of some of the early  
ones. In addition, as related  above, governm ents 
u sua lly  in sist upon a  large  share of the profits, in ­
clud ing the residual share. A lso, the governm ent is 
u sua lly  the residual c laim ant in case the bank should 
be liquidated .

R egard less of the extent to which the national 
governm ent shares in ownership, it invariab ly  p ar­
tic ipates in control. T h is u su a lly  takes the form of 
appointing the govern ing board or several of the top

officials. W here the governm ent owns the bank com­
pletely, it, of course, has complete control and the 
only question that rem ains is how that control shall 
be exercised .

Position in the G overnm ental S tructure T h e e x ­
act position which the central bank should occupy in 
the governm ent has long been a delicate and difficult 
question. S ince the bank exercises a  m ajo r gov­
ernm ental power and since the governm ent a lw ays 
exercises a  considerable control over it and often 
owns it outright, w hy should the bank not be a  regu ­
la r governm ent bureau, presum ably in the treasu ry  
or the exchequer? T hat would seem to be the d irect 
and sim ple solution, but h isto ry provides m any w arn ­
ings again st it.

In the financial field the governm ent exercises two 
m ajo r functions. The first is the fiscal function ; it 
m ust ra ise  the funds to cover the costs of the m any 
activ ities it carries on. T h is is u sua lly  done by ta x ­
ation, but taxes are unpleasant and po litica lly  un­
popular. The second m ajo r function is that of pro­
v id ing an adequate and sound m oney system . The 
governm ent has the sole powrer to control the crea­
tion of money. The im m ediate effect of increasing 
the m oney supply is lik e ly  to be w idespread ex h ila ra ­
tion and superficial p rosperity for n early  everybody, 
w hereas increased taxation  is lik e ly  to have opposite 
effects. In the long run, however, in flating  the 
money supply is a  method of taxation  and h istorical 
experience in m any countries has shown that u lt i­
m ately it is both inequitab le and d isastrous.

If a  single au thority  w ith in  the governm ent has 
control over both the fiscal and m oney functions 
there w ill ahvays be the tem ptation to cover curren t 
expenditures by creating  money rather than ra is ing  
it through taxation . If the governm ent is w eak, in ­
competent, shortsighted , or beset w ith strong political 
forces, it is lik e ly  to take the easy route of inflation. 
The resu lt is alm ost certain  to be a  stead ily  r is ing  
money supply and an uncontrolled inflation. F in an ­
cial h isto ry affords scores of exam ples of the dangers 
of trea tin g  the central bank as ju s t another govern­
ment bureau.

F urther, the h igh ly  specialized and technical 
operations which central banks engage in requ ire a 
special relationship w ith  com m ercial banks which 
fewr, if any, other governm ent agencies have w ith 
firm s in the private economy. These conditions can­
not ex ist unless the central bank has some degree of 
ind iv iduality  and autonom y.

In addition, there is the fact that the governm ent 
needs expert and po litically  im partia l advice on fi­
nancial m atters. To provide such advice is one of
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the m ajo r responsib ilities of a central bank. M r. 
M ontagu N orm an, regarded  as one of the greatest 
Governors of the B ank of E ngland, stated on one 
occasion : “ I look upon the Bank as hav ing the unique 
righ t to offer advice and to press such advice even to 
the point of n ag g in g ; but a lw ays of course subject

to the suprem e au thority  of the governm ent.” 
A n astute observer of the A m erican  scene arriv ed  

a t much the same conclusion : “ It would not be 
to lerated to have a  central bank . . .  in the hands of 
private persons as d istingu ished from representatives 
of the people. The central bank is an instrum ent of

Top: left, Bank of Canada; center, State Bank of Pakistan; right, Banco Central de Venezuela
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governm ent and m ust a lw ays be so. H ow ever, it 
is not an instrum ent of the fiscal authority . W h at 
is needed is that the two authorities be represented 
by persons of equal r a n k ; equality  of rank  is essential 
for effective cooperation. T h is should be recognized 
(1 )  by the fiscal and m onetary authorities them selves

and (2 )  by Congress and the P resident and the gen­
era l public.”

The advice, the persistence, and the equa lity  of 
rank  envisioned in these statem ents would not be 
availab le if the cen tral bank w ere an o rd inary  gov­
ernm ent bureau.

Bottom: left, The Central Bank of China (Taiwan); center, Banque de France; right, Banca d'ltalia
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