CAPE COLONIAL FINANCE*

This paper will attempt to provide a general view of Cape Colonial
finance and practice evolved during the period of responsible
goverament from 1873, In so doing it will complement a previecus
study made of the Cape Bamk Act of 1891 which, as was explained,
was largely an exercise in capturimg a market for Cape Government

1

securities The impiications of Cape eolorial financial tech-
niques for the balance of payments adjustment mecharism are also

considered,

Before any detailed account of Cape finance is provided it is

perhaps worth making the following assertions at the outset, Firstly,
that a large part of the ordinary busimess of Cape Government was
concerned with the management of the Government owned railway

systenm, Furthermore, the major task of colonial finance was
financing the development of the railway system, It may also be

noted that a very large proportiom of the capital required for rail-

way and other public expenditure was raised in London, Detalled

infermation in support of theaa statements is summarized in the

appendices below,

* This study grew out of an investigation of the Cape Bank Act of
1891, The Bank Act turned out to be mainly an exercise in Cape
Public Finance and this much more extensive study followed from it,
As in the previous article, aecess to Mr James A. Henry's notes om
the correspondence of the Standard Bank'has beer most helpful and

I must again express my gratitude to Mr Henry, Unfab#unatély the
efficial records of the Cape Treasury for the peried +o to

have been lost, Heavy reliance has therefore been placed on the
superb collection of Merriman papers held by the South African
Library in Cape Townm. References to the Hemry notes are abbreviated
as "HSB" follewed by the year amd page number (e.g. HSB/1891/900),
Reference te the Merriman papers are abbreviated as "MP" followed by
year and folie mumber (e.g. MP/1890/118).
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The financial orthodoxy of the period demanded that budgets be
balanced., While extraordinary expenditure,fer example on railways
or harbour developments, could be fimanced by raising loans, ord-
inary revenues had to be made to meet ordimary expsrditures.

Reducing government expenditure to match lower revenues seemed no

(2)

easier thea tham it is today & The citizens of the Cape were
however very lightly taxed by present day standards. The main

source of government revenue,other tham railway revenue, was the

(3)

customs tariff - The first income tax was only introduced in

1904, It was a slightly progressive tax on individual incomes

()

and the profits of companies Budgets were balanced in the

accounting ragher than the economic sense. There was scope there-
fore for carrying forward deficits incurred in ome or more fimamcial
Jears and use could and was made of temporary or permanent borrowing
facilities to meet any shertages of ecash, Later or hetter sooner
an excess of ordinary expenditure eover current reveng; had to be
made good out of budget surpluses if the all-important credit of the

colony was to be maintained,

As Treasurer Waltomn told the Cape House of Assembly when introducing
his tax proposals in 1904:

"e o » The unpepularity of taxation may be increased
by times of depressiom, and I believe the House will
agree with the Govermment that it would net be
oppertune, and certainly not wise, to pass this
deficit im the coming year without making adequate
provision for it, States, like men,must pay their
way. They must pay tweaty shillings im the pound
or suffer the result. States which have large
responsibilities in the money markets of the world
are compelled by common prudence to conduet their
business in an honest and straight forward fashion,
The government therefore appeals te the confidence
of the House to meet this provision by making
adequate provisiomn for the expenditure., The
expenditure provided for in the estimates is nec-
essary. It may be necessary to economise here and
there, but the Government believe it would be
impessible without paralysing the machinery of
administration to make amy great savimg im the
expenditure . o " (5)



The celonial berrower could met usefully questionm the finamcial
orthodoxy theugh there was seme scepe for inmovation im the methods
of berrowing amd banking arrangements, The very tangible reward

for cenforming te the requirements of the financial markets came

in the form of cheap loans and high prices for Cape securities on
the Lenden Stock Exchange, The terms at which the Cape borrowed
even when its ecomomic prospects seemed least promising in the early
1880's were not ‘unfaveurable, When its credit stood especially
high as it did after 1890, the Cape like other first class financial
colonies borrewed at terms that were only slightly more expemsive

than that available te the British Goverrement itself(6).

Cape financial practice and policy aspired to, even if it could not
always satisfy, Victoriam ideals of economy im the use of resources
by goverament, Less government spending was considered in principle

to be much better tham more and public debt was best avoided,

It ig_not easy to reconcile these attitudes with Cape Gevermment
involvement in the large scale and extremely risky railway business.
It was of course no coincidence that the expansion of the railway
system by the government closely followed the attainment of res-
ponsible government and so finamcial independence, There was also
the example set by some of the Australian governments in assuming
responsibility for railway developments, Privaﬁe efforts at rail-
way building, despite government supp@rt57)had ground to an
urprofitable halt only 40 miles from Cape Town., The discovery of
diamonds promised better rewards but when the decision was taken to
extend the line to Kimberley such optimism could not have been
justified on commergial groumds., Moreever given the precarious
basis of the lecal econemy at the time there was little margin for
error. Fortunately for the Cape, promise came to be fulfilled and
even more fertunataly the later development &f the gold fields came

to provide a substamtial basis for an expanding South African economy



and an ecomnomically viable Cape railway system.

On the basis of its financial record, the Cape railway system must

be judged a sound investment, The system mever failed to cover

its direct costs and from approximately 1883 begam to cover amd

more than cover the costs of funds borrowed for railway expansion(g).
If account is also taken of the extermal benefits provided by the

railway system and not reflected in its own accounts, them the

railway venture must be counted a substantial ecomnomic success.

Railway developments at the Cape were however vulnerable to political
rather than economic direction. The North Eastern section of the
system emanating from East London was never viable, The Eastern

and Western Province gections of the linme were more successful,

The Cape could not afferd much waste and fiscal conservatism was

most helpful when it attempted, not always successfully, to deter=

(9)

mine the expansion of the system on economic criteria‘'”’’rather than
on the basis of parochial pork-barrelling or more grandiose imperial

ambitions,

None probably did more to set the temor of Cape financial politics
than Johm X, Merriman, Merriman was & member of the Cape
Legislative Assembly for all but a few months from 1876 to 1910,
mostly in oppesition but semetime Minister of Publie Works and
Treasurer and alsc fimally the Prime Minister who took the Cape

into Union(107,

Merrimen 's poetical style was eminently Vietorian
and his medel undoubtedly Gladsfone. In his budget speeches both
as Treasurer and im opposiftdon Merrimam took pains to explainm and
analyse the underlying balance of payments situation of the Cape,
With only crude statistics available for geld and specie movements
and further complications caused by intra South African trade and
with capital plams largely hiddea in the accounts of international
banks, the calculation of aecurate balance of payments accounts was

(11)

probably impessible . Merriman's interest in the balance of
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payments was out of a mere basic concern fer the fereigan debt of
the colomyy The balance of payments deficit after allowance for
specie flows represemted by definitiom am increase in the foreign
debt of the ecolomy., Merriman held out the increasing size of

the offig¢ial devt as a regular reproach teo the Legislative Assembly
and to the colony, He did this largely because of a fundamental
pessimism about the economic prospects of the region and therefore

its ability te ultimately repay debt.

The theory of public finamee teaches that the natiomal debt is

not a burden one gemeration passes on to another. The interest
receipts of some members of the community at a point in time are
the tax liabilities of others. For the cummurity as a whole these
transfers net out to zere, The real burden is incurred by the
gemeration sacrificing consumption in order to increase their stack

of capital goods,

This anatysis however omnly holds good for a closed economy, There
is a burden passeéd on to future generatioms if the debt is to be
repaid to foreigmers., Other things equal, future generations will
have to make real savings in order to'pepay the debt incurred by
their grandparents. Other things of course will not be equal and
will depemd in part eon the purposes to which foreign.berrowing has
been put. Here the careful and useful distinctiom made by the
official Cape statistics between "nen-reproductive, partially
reproductive and reprmductive" works could have been followed through
by Merriman and ethers when analysing the burden of debt, Foreign
borroewing by the Cape was perfectly justifiable if the investment
proved to be economic in the wider semse of the term, including

that is extermal bemefits derived from it. The willingness of
foreigners to lend cam be takem and was so taken by some Cape

(12)

politicians as a sign of their confidemce and was a source of

pride rather than amxiety,



Finaneial Procedure

Pa&liamentary finance procedures at the Cape were based very much
on the Westminster medel and the techniques applied would neot

seem to have lagged too far im time behind then them current
Westminster practice, Roseveare has explaimed in his study of

the British Treasury that it was the Exchequer and Audit Department
Act of 1866 that them took the Gladstome fimamcial reforms to their
"legical cemclusion tying together the procedure of estimate,
appropriateion, expemditure and audit in ome coherent system ., . ."(13)
This Act created the mew important ®ffice: df .Comptroller and Auditor
General with secure tenure independent of the Commons. Roseveare

also indicated that it was emly in 1857 that seientific double

entry bookkeeping was generally applied im British Government(14).

Iz the Cape Legislative Assembly a similar system of estimates of
revenue and expenditure, votes of expenditure and audit was adopted.
Fiscal estimates and propeosals were introduced by the Treasurer in

a B;dget speech before the whole House of Assembly sitting in
committee, In his speech and in documents presented to the House,
the Treasurer attempted to reconmcile differenced between actual and
estimated revenue and expenditure, Merriman in fact complained that
the task of estimating expenditure and revenne was greatly complieated
by the unpredictability of railway revenues and expenditure(15). The
Cape Railways statistics would seem to bear out the cyclical nature

of railway finaﬂce(16). The Treasurer, according to his own

predilictions, would range in his budget speech ower the state of the

fiscus, the economy generally and the balance of payments,

Ordimary items of expenditure were provided for by votes of
parliament while extraordinary items of experditure,usually of a
capital nature, for example, railway, telegraph or harbour devel-

opments required acts of the Cape parliament,

The work of the House included a permanent select committee on
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public accounts made up of some of the more semnior Cape parliament-
arians, The committee examined the work of the Auditors Gemeral's
staff and questioned them on their audit and gemeral considerations
of finmancial pelicye. The impression the reports of these meetings
gives, is as might be expected, ome of serious mindedness and
earnesty in persuit of Cape Government ecomomy and probity. The
1902 select committee, im paying tribute to the retirement of the
first Auditor Gemeral at the Cape, Mr C. Abercrombie-Smith, remarked
that effective audit at the Cape had dated from his appeintment in

1875 and that not very much of am audit had beem applied before(17).

The tasks of the Cape Treasurer were greatly assisted by the office
of the Cape Agent General im Londen, The office of &he Agent
(18)

General was created in 1883 by the Cape Parliament te take over
the tasks performed until then for the Cape by the Crown Agents,

Some of the impertant tasks's carried out by the Agemt General
involved the tramnsmission of the Cape's finamcial business wikh

the London bankers and the London capital market. Such we¥k would
include the arrangements to be made with banke to register and
transfer stock and te pay dividends b; thenm, The Agent General

also managed the flows of Cape funds between London and Cape Town and

(19)

took a prominent part in cash budgeting The Agent Gemeral kept
a very close watch on the capital and money markets and especially
of course the prices of Cape securities. He would give advice

te the authorities in Cape Town on the timing of new issues and

to the size and method of issue. He was respomsible for wkat today
would be described as public relations and did what he could te

prepare favourable ground with Journalists and others for the

Cape's fimamcial operations,

Long term beorrewing by e¢oclonmial goveraments in London could be
undertaken, if the eclony so preferred, within the terms of the

British Colonial Steck Act of 1877, This Act regularised the
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procedure for registering amd transferring ownership of stock and
payments of dividends., Such procedures had to receive the appreval
of the Commissiomers of Inland Revenue, The Aet also regquired that
the colonial borrower make perfectly explicit that the British
government itself was absolved of all respomsibility for the debt,
The Act required a statement to this effect on all documents cone

nected with a loean issue(zo).

The Act offerred one major bemefit to the colomial borrewer complying
with its terms. Stamp duijes'btherwise payable on subsequent
transfers of stock from one owner to another could be commuted on

the payment by the colonial borrower of 7s6d per cent to the
commissioners of the Imland Revenue(21). This gave colonial

stock a similar advantage in the stock exchamge to that enjoyed by

British consols which alse avoided stamp duty.

The Bill was not at all controversial in the Commors or Lords and
passed very quickly through all its stages(aa). The Bill was
introduced by Mr W.H, -Smith. | Smith's reply to the few questioms
raised at the Bill's second reading indicates clearly the purpose
of the measure

"e « o The Bill would involve no charge om Imperial

Revenue, Provision was made that the holders of

stock should have the most complete notice that it

was to be issued on the security of the colonies

only, and thet the Imperial Goverrnment would be in

no way responsible for it . . ." (23)
The Cape Parliament passed the General Loans Act No. 16 of 1881 to
enable the Cape to comply with and take advantage of the British
legislation, The Cape Loans Act provided, inter alia, for com=-
tributions to a sinking fund to be derived from a 1% charge on the
gemeral revenues in addition to interest. Act 18, 1883 amended
the Loans Act to permit the Cape Treasurer to appoint two or more

persons as Sinking Fund Commissioners who were to report on their

activities.



The Genmeral Loans Act made a distinction between 'Colonial Stock’
issued in the Cape and 'Consolidated Steck' issued in Londen, The
market in Colomial Stock was naturally limited, Therefore, the

Bark Act of 1891, which required the banks to take up new stock in
the Cape in support of note issues, would have disadvantaged the
banks should they have wished to sell, The Gemeral Loans Act was
accordingly amended to allow the transfer of Cape Stock between the
Cape and London registers. In moving this amendment, Merriman
expressed himself as at a loss to explain why the distinction between

colonial and consolidated stock was ever made.(24)

A further institutional development of some importance for colonial
stocks took place in 1900, The British Colonial Stocks Acts of 1877
and 1892 and the Trustee Act of 1893 were amended to imclude
Colonial Stocks, so approved by the British Treasury, within the
general category of assets eligible for holding by Trust Funds., Other
approved assets included British Government stocks and Indian steock
issued under the authority of the British parliament and securities
issued by the Bank of England, the Metropolitan Water Board, the
London County Couneil and other municipal authorities., Trustees
were also permitted to invest in British‘Railway and coal company
stock provided they met certain specified requirements, In the case
of railways the company had to have paid a dividemd of not less than
3% per annum om its ordinary steock im each of the previous tem

yea-I'B(25) ®

The first parliamentary attempt to have Colonial Stocks ineluded
within the general category of approved securities was made in the
Liability of Trustees Bill of 1888. It was proposed that 4% Colonial
Stock which stood on the market at a price of £105 or better, or the
equivalent of this price for stoeks yielding a lower neminal return,
shoudd be eligible for purchase by trustees, The relevant clause

however was emitted from the Trustee Act and the amended Trustee Act



of 1893 specifically excluded stock issued in terms of the Colomial

Stock Act of 1877, together with some other categories.

The Chancellor of the Exchequer in 1891 appointed a departmental
committee to comsider the 'Question of the investment of trust funde
in colonial imscribed stocks'. The committee comnsisted of members
representing the Colomial agents general (Mills was not a member) ,
the Lord Chancellor and representatives of the Treasury, the Bank

of England and the Colonial Office. In the instructions to the
committee the Chancellor mentiomed two peints that he thought needed
special examination, The first was 'some provision which would
enable holders to sue the colonial gevermments im this country' and
secondly 'The maintainence of some stamdard of credit of the colonial
governments as a conditiom of the admission and inclusien of

particular colonial stocks im the trust fund categsry'(as).

The first problem did mot apply to wlonial secmrities issued within
the "terms of the Colomial Stock Act of 1877. However not all
colonial securities fell into this category. The Canadian
Government had continued to use their own method of gegistration,
Earlier stock issuwed by the Cape also did not comply and there were
some reservations about whether the procedure adopted by South

Australia satisfied the requirement,

The #departmental committee recommended that all colonial stock be
placed in a positiom similar to that required by the Aet of 1877.
The committee also attempted to meet the second requirement of them,
Their draft bill recommended including within the ranks of approved
investments colonial steck for which the colomial goveraments could
be made liable to the judgement of British courts. This would be
permissable provided that 'a trustee shall not invest in any
inscribed stock yielding to the investor a return on the purchase
money exéeedimg by more than £1 per cenmt per annum the return

yielded by consols', The relevant prige for any such ealculation



(27)

six months,.

Nothing came of these recommemdations until, as has beer mentionmed,
ten years later, The Act of 1900 clarified the issue of the
colonial govermments' liability im Britain amd the British Treasury
was given to decide which colomial stecks should qualify for
inclusion as Trustee Investments, The Treasury was to advertise

such decisions,

Section 19 of the 1877 Act which had required the explicit
denunciation of amy British financial responsibility relating to a

Colenial issue thus became superfluous.

While there was gemeral approval in the Commons for extending the
scope of trustee investments teo colonial stocks there were reserv=-
ations about the discretion granted to the Treasury. Mr Haldene
remarked

"This Bill proposes to extend the scope of colenmial
* investments in which trustees may invest, and so far
this Bill is good, but what I very mueh demur to is
the extent to which the Treasury is made the judge

in this matter under this Bill, which I consider
is the extemsion of a bad primciple., How cam the
Treasury usefully supervise the conditions under
which colonial stock is deemed to be geod or bad,.
It is all very easy in the case of first class
colonies from a trustees point of view, but when
you come to deal with other colomial steck what
does this hold out? Om the ome haild there is the
Treasury and on the other hand the Trustees, who, I
think, weuld be able to form a much mere reliable
Judgement tham the Tréasury . . ." (28)

The Sinking Fund and Debt Management

Securities purchased and sold or behalf of the Cape Sinking Fuand
account and the Post Office Savings Bank proved useful to the

Agent Gemeral in managing the market for Cape govermment securities,
The Agent General was naturally enough appointed ome of the Sinking
Fund commissioners. The Agent Gemeral, Sir Charles Mills', corres-
pondence with Merriman reveals for example the Agent General im the

market buying Cape securities just prier to the £1m. issue of



Jamuary 1891¢2%),  Mille reported om Stk December 1890 that the
Sinking Fund held £75,000 worth of 3} per cemt Cape stock which
Mills proposed "without imjuring the market price te sell gradually
as may be predictable with a slight gain . . ."(30). Mills also
told Merriman that ", . , the only damger ir this business is
insufficient caution im the sale of the stock . . . guarded by
careful wateh om the market . . . the broker mever offers it for
sale unless there is strorg inguiry for it admitting of the sale

of small parcels without depressing the price , . ."(31).

Mills' interventiom omn this oeccasion, was probably unnecessary for
384 temders far the 33% stock amounting to £4,678,100 were opemed.
Tenders at £98 received a full allotment and those at £97 19s 6d
received about 30% of their application'>2), The Cape i fact
floated this particular leam off just in time, It was issued
during a lull in the Baring erisis amd soon after the long term
market became very difficult which complicated Mills' attempts to
gradually dispose of surplus stock bought on the Sinking Fund and
Post Office accounts, In a letter Mills tells Merriman inm May
1891 that "everything from cemsols to pennywhistle shares is down",

The market, Mills thought, was "practically closed to us . . ."(33)

The Cape Auditor Gemeral, Abercrombie-Smith expressed reservation
about this use of the Sinking Fund, He found it difficult to
account for such operations ard thought

"o . o that the credit eof the colemy would be greatly

injured if an impression were created that purchases

or sales of stock and of trust momies held om behalf

of the public creditors are ever made far the purpose

of affecting the market and not for the omly legiti-

mate reasorn - the best interests of the trust . . ." (34)
Mills queried both the Auditor's philosophy amd his book keeping.
He claimed that such operations om behalf of the Sinking Fund had
yielded a handsome profit, Mills calculated that centributions

to the Sinking Fund from the revenues between July 1885 and June
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1892 totalled £91,277 and that the assets of the Fund at the end
of June 1892 amounted to £108,047(35¢. Even though Milla!'
operations were essentially risky there is mo imdicatiom that

Abercrombie-Smith's reservations came to be heeded,

The Market for Colenial Securities

Cape securities were considered on the London Stock Exchange as part
of an importamt group of fixed interest redeemable securities
described generally as colorial stock, The prices of a large
number of colonial securities were quoted daily im the "Times" and
weekly in the "Economist" amongst other mewspapers. Includé& in
such a grouping im 1890 was stock issued by the Australian and
Canadian states, Canada, New Zealand and Natal, Indian goverament
stock, an important part of the market in fixed interest securities,

was generally issued under the liability of the British government

and so fell into the category of British securities.

The-prices and effective yields of the various colenial issues
generally moved together with market sentimemt though the ranking
order of prices and yields could alter as differeat circumstances
affected the credit rating of the differemt celonies. In an
article on colonial stocks im February 1892 'The Ecomomist’ found
it

"s o« o remarkable and altogedher unprecedented to

find Cape stock standing above the best Australian

issues . . "
The Economist went om to explaim what it took to be the reasons
for this development

"e « ¢ But it is new reported that the Capel: has

placed £900,000 of her 3% per ceants intermnally,

and that she will therefore not ceme here for the

time being. Doubtless this issme will filter

through to this market in the course of time, but

that will be when London is willing to take it

up . o " (36)

These remarks indicate one of the factors that might affect the

credit stanmding of a c¢olonial borrower, That is the supply of
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the colonies securities both on amd expected te be put on to the
London market. Relative independence of the London market and
reliance on savings generated within the colony would be taken

as a sign of fimameial strength. The Econonist snjoine& colonies
to look to their own sources of wealth, For example, an article
in March 1890 om "The New Colomial Loans", an improved standing of
Cape issues was noted and attributed te the faet that Bhe Cape had
managed to restrict its calls on the market in the preceding few
years ", . o By so doing the Cape had managed to improve their
financial position greatly without obtaining the wholesale
assistance of the British capitalist, thair presemt appreciation
affords a security which those governments that are constantly

u(37)

obtaining money here cannot be said to give . .

These sentiments were c¢onveyed by Mills to Merrimam who neéded no
enéouragement of this sort. Mills wrote in January 1891 that
"When we came into the market to complete railway extemsions to
the éold fields we ought to be able to say that &fter the com-
pletion of these extensions, we shall want no more loans, no more
money tham the revemge brings in for two or three years at

_n(38)

least , .

In similar vein the Economist discussed with favour Merriman's
Budget speech of Jume 29th 1892, It commented om at lemgth and
with obviocus approval Merriman's cemtention that the Cape was
"over govermed", "Over government" im the Australian states,
Merrimam saw as the basic reason for their financial problems,
Merriman most characteristically wrete to Mills in Octoher 1892

as foellows

"e « o I quite agree with you in your view of the doings
of our Australian friemds and the effeect of those doings
on our credit, The fact is that they are over
governed and that comsolidation and retrenchment are
wanted. Their resources are enormeus if preperly
applied, but if they go on trying to keep up the present
inflation a crack must come. What a bemefit has the
inevitable pressure beean to New Zeahand, What a
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benefit the hard times of 84-87 were to us, It

is really im times of inflation and presperity

that a colomial Treasurer must leook out, Every-

one's hand is agaimst him and people all agree,

for the sake of their own interests, to mistake

the tramsieat burst of imflatiom fer steady and

assured prosperity . . ." (39)
Discussing the significance of large imtermal loam raised by the
Cape Treasury in 1892 the Economist moted that it was "pretty
obvious that the fleating of the loamn at home necessitated an
effort that camnot be repeated for some considerablle time teo come,
If more momey is to be raised it must be raised in Lomdon and
Mr Merriman is wise emough to see that the less the colony troubles
this market for some time to come the better it will be for its
credit"(ho)
As is imdicated im Merriman's letter, the relatiomship between the
prices of securities issued by the different colonies seemed also
to be complementary as well as competitive, What was judged to

be the’ use of unsound fimancing techmiques by some colonies was

thought to influencde the standing of colomial secmrities as a

whole .

Mills had writter to Merrimam in Janmuary 1891 that “The Australian
colonies are deterred from bringing out their loans . . . But of
course, the Australian colonies must have loans in the immediate
future, Fach colony's lecan will add to the difficulty of colonial
(41)

borrowing"

The Economist about this period was extremely critical of some
financial methods applied by Australiam states and especially
Queemsland, In particular it disapproved strongly of the practice
of issuing skert term, two year Treasury Bills, to finance long
term projects. These issues the Economist thought had "depressed
the market evern more tham a publiec issue of inseribed stock . . .

(and) . . . shown the impecuniosity of these colonies just the
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same," The Economist thought that by these methods colomial
borrowing was beimg reduced to the "low level of South American

finaneial practice".(ka)

Banking Arrangements amd the Flow of Funde

The Standard Bark acted as banker to the Gape govermmeant both in
the Cape and im Lomdon. An agreement was reached in 1876 that in
reture for this custom the bank would depoesit £100,000 worth of
Cape government securities with the Cape Treasnry(QB). In Londen
the Cape Agent Gemeral kept two accounmts with the bark, a drawing

account and a so-called supply account earning interest.

The Standard Bank was both a borrower from and lender to the Cape
through the offices of the Cape Agency Gemeral, The Agent General
did not feel obliged to use the deposit facilities of the bank in
his management of the temporary funds at his dispesal, This is
indicated in the extract from a letter from Agent Gemeral Mills to
Merriman reproduced below, This letter may also reflect something
of a departure from what had been till then customary practice,

Mills refers to copies of letters

"o ¢ . from which it will be observed that the (Standard)
Bank expresses its inability to allow a higher rate of
interest tham 13% below Bamk of Emgland rate on the
unfixed portion of my supply aecount balance.

At the present moment it is extremely difficult to
obtain profitable employment for short money, but I
have succeeded in arranging for a deposit of 50,000
pounds with the Unien Discount Company of London for
one menth from the first praximo, at 1% per ceat
below , , . Bank rate . . , the company depositing
colonial stecks of a like value at the London and
Westminster Bank on behalf of the Government as
collateral security.

The advantage in interest over that allowed by the
Standard Bank is comparatively trifling but I have
thought as well that the Bank should understand
that the govermment is not entirely im their hands
in matters of this kind , , % (44)

A little later Mills gave a statement to Merriman of outstanding

Cape short term deposits held in Londen, It may be seen that



the volume of funds awaiting disbursement could be guite large(45).

The explanation for these sizeable deposits was that the raising
of long term funds om the Londen market was am occasiomal event
which involved amounts of at least one million pounds and often
very much more collected over a short period of time, The timing
of such issues was highly dependent om the favourable state of the
market and the Cape govermment's place in the issue queue. The
spending process was more eentinuous and pne dependent mainly on
the pace of railway expamsiom and deliveries of materials for it,
It was however possible for the Agent @eneral to delay payment to

contracthbrs if hig own cash pesition was tight(46).

There is ro indication from Merrimam's correspondence or elsewhere
that the pace of railway development was much imnfluenced by the
state of the capital market, There also seems little indication
that spending would be delayed te téke advantage of temporarily

higher short term interesmt rates in Londen,

The implication of this observation for the understanding of the
balance of payments adjustmert mechanism between the Cape and London

will be taken up below,

The explanation for this independence ef railway and other devel-
opments from the state of the long term capital market was the
availability to the Cape govermment of short term borrowing
fagilities from Londom banks. The Cape government berrowed against
the collateral of Cape stock certificates deposited with the bank,
Authority to issue these certificates and to berrow having been
previously provided by the Cape parliament. These short term
borrewing facilities were more than sufficiemt for the purpose of
tiding the Cape over amy temporary difficulties im the leng term
market, The amounts the Cape did amd ceould berrow im this way
were suprisingly large in relation to their ordimary requirements
(47)

for capital The Standard Bamk itself was not very important
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as a source of fund, Mills gave the followimg explanatiom of the
Cape's relationship with the Londom banks

"Permit me to peimt out that there is no arramgement

existing with the Stamdard Bank here, e¢ither for

overdrafts or for temporary loams. That iastit-

ution is mot available for any such operatioms,

It weuld have to berrow from the Alliamee or other

bank any loam or advance we might want, and we

should have to pay for a second hand tramnsaction,

The most the Standard was ever able to lemd im the

hard times of 1883 was £10,000 - when the London

and Westminster lent us £300,000; the National and

Provincial £540,000 and other banks altogether

3,700,000 pounds on scrip at net more tham an

aggregate (average) of about 4% interest™ (48)
The Crown Agents acted as fimancial agents for the Cape previeusly
te the establishment of the Agent @emeral's office ir Londom 5::
In May 1882 the Crown Agents reported that the Cape had imcurred
outstanding short term liabilities te Londom banks of.over 2
million pounds, They therefore recommended going te the long term
market for 3 million pounds. They suggested that such a venture
would require the services of a leading bank, With the assistance
of the Crown Agents an agreement was reached with Bariang Brothers

and the Cape successfully raised the funds required.

The issue of 4% stock was three times Sverscribed at a price of
£95 10s. The Cape Treasurer expressed himself as gratified with
the result, The terms of the loan did not however satisfy every-
one at the Cape and the arrangements and correspondence with
Barings had subsequently to be presented in full detail to the
House of Assembly''?’, A1l im all the critical reactiom to the
services Barings had provided would seem to have been unjustified.
The Cape had dome about as well as they should have expected to do
and Barings' charges were on balance not more tham the going rate,
The Crown Agent justified at some length the suitability of the

agreement with Barings. The Cape Colonial Treasurer and Prime

Minister, W3C. Sargeaunt,made what he took te be the 'comclusive'



argument

"On the day before the advertisement appeared

your four per cents were quoted at 963% to 973%,

and we were gware that if even so moderate a sum

ag £50,000 had beem forced om the market, purchases

could only have been found at acgeoasiderable

depreciation of that issuwe." (50)
A &3 million issue was a large ome even by the standards of a decade
later, Mills for example advised Merrimar in 1891 mever to go te

(51).

market for more than £1 million at a time

The Cape tramsferred its issuing busimess from Baring Brothers to
the London and Westminster Bamnk in 1883(52). The move had
probably much more te do with Barings' failure to provide temporary
loans for the Cape in 1883 tham the argument over the initial issue.
Barings is conspicuously absent from the list of banks referred to

by Mills as a source of temporary assistance in 1883,

The fimamcial difficulties of 1883 ﬁ&:whi&hgﬁills refers in his
letter were caused largely by the heavy expenditure required to
contain tribal rebellioms im Pondoland and Basutoland. This
expensiture went far beyornd the mormal range of Cape revenues and
consequently the very large velume of short term debt referred to
by the Agent General im his letter quoted above was incurred.
Notwithstanding this stringenecy, railway expansion continued
uninterrupted, Once again the time soon came for short term debt
to be repaid and amother long term funding operatiom had to be
undertaken, Consequently loans issues and eonversions to the value
of approximately £5 million were floated successfully ém the Lonrdon

market,

The Market and Imperial Connection

This loan operation according to Mills was made more difficult by
the hestility to it of the Baring Brothers, whose banking services

the Cape had just previously dispensed with(SB). The war itself



was damaging te the credit of the coleny and the success eof the

loan seemed to demand extraordinary efforts by the Agent General

and the Cape's mew bamking connectioens. Andrew Purkiss has
suggested that in such inauspicious circumstances any foreign
country by contrast could mot have borrowed with such facility and
that the success of the loan owed much to informal ties and imperial

sympathies upem which the Cape was able to call im its hour of needcsh).

This view is debatable and may rely too heavily on Mills' own
account of eveants., Mills' correspordence clearly reveals him to
have been a capable servant of the Cape, Nevertheless, the Agent
General is probably mot the most reliable source of informatiom in
such a matter, He shows in his correspondence with his superiors
in Cape Town the understandable tendency to exaggerate the extent
of the difficulties he faced and therefore the value of his own

contributions in solving them,

The Ecomomist im a long article om the Cape's issue of that year
while being "startled" by the amount, 84,837,500, of the loan and
also noting how regularly the Cape had come to the market was
nevertheless suprised at the genereus terms the Cape government
were offering

"That so large a demand as £4,837,500 would involve

some abatement of price was rational emough, but

the gap between 84 4s, per cent and £5 2s, is far

wider than can well be attributed to this cir-
cumstance . o "

?h? Feonomist also thought that the met sum of &17 m, the Cape
ﬁ;a‘gorrowed over 10 years was not mecessarily alarming or extra-
vagant and that New Zealand had incurred more debt even more
rapidly.

" « » a8 long as the money obtained is usefully

and reproductively employed”

By comparisem with Australian states the Cape was judged to be

lightly burdened but that the weakness of the Cape was political
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and not fimancial, By which the Economist meant "Dutch @bjectioms

0(35)  por

and jealousy amd intelerance of English progress .
all this the Eeonomist judged the decisioa to issue at 5% a

mistake made by the Cape govermment and their advisers.

There can be mo doubt that the view held gemerally im the market

and elsewhere that the imperial govermment would itself take majer
responsibility for the expense of depending or expanding the Empire
was an important contributory factor to the credit worthimess of
colonial borrowers. It also meant a correspondingly reduced
requirement for expenditure of the least reproductive kind., Om the
other hasid, colomial status was meither a necessary nor sufficienmt
condition for a good credit rating om the London market. Colonies,
like foreigm borrowe#s, had to be able to prove to the market that
they were capable of paying their way, More specifically it would
have to be shown that the ordimary revemues of the colony were able
to finance ordinary expenditure including of course any interest on
debt and gradual repayments of it through a sinking fund, That the
Cape would be able to satisfy this requirement was not seriously in
question even im the 1880's and the Cape was by no means heavily
taxed, The ratio of erdinary revenue fo expenditure was quite
satisfactory throughout the eighties, This was helped inmn no small

(56),

me&sure by improving returns from the railway system In
addition the Cape made little further call or the London market
until 1889, when finance for further phase in railway development

( 57 ) ® This

was required abstinence as has beemn indicated restored

the credit rating of the Cape government.

In addition it should be noted that the banking and issuing agency
of the colonies was good business for the bankers inmvolved and for
which they competed actively, The London aid Westminster Bank
specialised in this role for the celoniescsg). In such c¢ircum-

stances ene would expect a bamk to do as much as it could do to
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retain the credit standing of a good or potentially goed client, whether

colonial or foreign.

Celonial Suspicion

One leng standing complaint of the Cape officials was about their London
bankers., They did not.trust the London banks to serve the colenial

as opposed to the banks own possibly conflicting interests. This is
clearly illustrated in the Mills - Merriman correspondence. For example,
before the Cape select Committee on Public Accounts in 1902 Merrimen,
after remarking that the London and Westminster were speculators in
celenial securities, questioned the Cape assistant treasurer, Mr H. de
Smidt as follows

"Is it true that our financial agents have always
given us advice to our detriment . . .7

de Smidt: "I do not know that we have ever wholly accepted the advice of
our financial agents. We have fixed a higher rate (price) than we were

advised and we have never been unsuccessful . . .“(59)

The Cape officials feared that the market im their securities could be
gornered to their detriment by bankers and syndicates. How much
justification there was for these attitudes and how much of it reflects
the usual ingratitude of the debtor it is difficult te say. It is true
as C.A.E. @oodhart confirms that the London commercial banks were very
active in the market generally and in issues for which they were respons-

ib1e(60)

There is moreover a clear conflict of interest possible between
the bank and the borrower. If the minimum price for an issue by tender

is set artificially low as a result of self interested advice by the
issuing bank this bank may then enjoy an opportunity to tender success-
fully at low prices and benefit from the subsequent appreciation of the
security. There is also the problem of ind@ider trading. An issuing

bank would know before the market of a prospective issue. This would

be a factor likely to depress the price of the colonies securities and so

encourage the issuing banker to sell ahead of the market. The market for

colonial steck in general was a large one and while it would be impossible



for any one bank or group of banks to manipulate the prices of colonial
stock in general this would not have been necessarily true of the price
of particular colonial issue. The investmeat portfolios ef some of the
banks were very much larger than the total debt of the Cape colony for
example(61). As has been stated there is no way of knowing if this kind

of market power was abused but is only to nete that the Cape officials

were very sensitive as to the possibilities.

In his remarkably detailed and perceptive study of the records of the

joint stock banks, Goodhart explains that after 1891 the banks turned
increasingly to colonial and other fixed interest stocks as an alternative
to low yielding consols as a component of their investment portfolios(ea).
Investments generally comprised a large proportion of the banks assets.
Holdings of colonial stocks are mentioned im the portfolios of all the
banks for which Goodhart provides very full details. Goodhart also peints
out that it was the banks fixed interest portfolio imvestment that they
considered to be their liquid assets rather than bills. Given the sta-

bility of low term interest rates and the well developed market in such

securities this is understandable.

One fortunate result of the Cape gevernmenﬁs argument with Barings was that
the Cape became only remotely involved with Barings during their crisis of
1890-1891. The contract for the domiscile of the 1882 £3 million issue

was for 10 years. Nevertheless, this did provide the Cape with something

of an inside and interesting look at the Baring crisis.

In November 1890 Mills wrote very self satisfiedly to Merriman as follows

"Barings are practically in liquidation - the London
and Westminster Bank and Lloyds Bank, which like
Barings have gone a long way outside of legitimate
banking business by financing brewery and other
joint stock companies are spoken on as 'shaky' . . .
If ever I did anything for the colony for which I
deserve some credit, it was the withdrawal of our
financial agency frem the house of Baring . . .«

Indeed I feel more convinced than ever that all
Government financial agencies aught te be in the
Bank of England. The sooner this point is con-
sidered the better.
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We can_gﬁfyour business away frem Barings in 1893
or sebner if they den't regain their credit; and
from the London and Westminster at twelve menths
notice . . " (63)

When the powerful support operation for Barings got underway, Mills became
more cautious and told Merriman of the desirability of staying at least
temporarily with the new Barings. "Their credit is good and we make

them friends rather than enemies.'

Merriman did not share Mills' conviction about the advantages of trans-
ferring Gape custom to the Bank of England. His own preferences in this
matter were revealed to Cecil Rhodes in a long memorandum on Cape financial
policy. Merriman compared the advantages and disadvantages for the Cape
of different banks. His own view was that the Bank of England would be
inclined to be too meticulous and would tend to neglect the special
interests of the Cape. Merriman wrote as follews

"The question of a change in the domicile of our
loans and our financial agency has been under
consideration for some time. The Agent General
~has more than once recommended that we should

as ppportunity offered remeve our financial
business to the Bank of England provided that,
that institutiom was willing to take it over on
reasonable terms. Advancing in favour of the
step, from a business point of view, that we
should gain increased strength, and should be
able to get suppert in times of pressure, which
we are not always able to rely on &t the hands
of our present agents - and he agrees from what
I may call the sentimental standpoint, the
importance of drawing the financial business

of the Empire into cne head in an.institutien
which may be said te be becoming more and mere
an Imperial one.

On the other hand it may be said, and these

were some of the considerations that influenced
us in selecting the London and Westminster Bank
in the first instance, that the Bank of England
conducts its financial business on the strictest
and that it will not be inclined to show much
elasticity in dealing with a colonial customer
during one of those periodical fits of colonial
depression which the financial public in England
indulge in at the most inconvenient times - There
will also be some embarrasment in discriminating
between various clients of the same description
who may want simultaneous accommodation.

It should also be taken into account that in times
of severe monetary pressure the Bank of England
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has to bear the whole brunt of the strain and may
possibly not find itself in a position to afford
very generous assistance at the time it would be
most needed 5 '» o

Merriman seemed to favour banking with Rothschilds. He did so with
marked reservations about the benevolence eof banks in general

"Rothschilds are themselves loan mongers and that
they would not ferget to squeeze us when we were
in their power in much the same way that Baring
Brothers acted during 1882-1883,

In this respect they would probably be no better
and no worse than the other agencies that we have
tried - While on the other hand their commanding
financial position and their connection all over
the world would give our stecks, if they chose,

a currency which they do not, under present
circumstances, command when confined to the London
market only.

Their well known connection also with other

Seuth African enterprizes would seem to give them

a kind of personal interest in the credit of the

coleony which would be wanting in the eminently

respectable Bank of England . . ." (64)
Mills took issue with Merriman. He recommended that given the calls the
Cape was due to make on the market a change in domicile would be harmful
to Cape credit, It would come to be resented by the London and Westminster
Bank and se reduce support for future loan operations. Mills argued that
such changes of which the Cape had already made two in ten years were
"o « o more of less unacceptable and annoying to the Steck Exchange and to
the public and therefore to be avoided . . .'" Mills repeated his
argument for a move to the Bank of England when good opportunity presented
itself

", ¢ o Whenever it so happens that the Bank eof England

is too embarrased to make advances on any but high

terms to its own customers (and it is noteriously

more generous to them than to outsiders) all eother

banking institutiems, public:and private, will have

ceased lending money on any terms . . ." (65)
Despite these arguments the Cape like many other colomies including New
South Wales, Victoria, Western Australia, Tasmania and Natal stayed with

the Londen and Westminster. The London and Westminster later merged with

the County and Westminster Bank and as the London, County and Westminster



acted as banker for the Umioern of South Africa.

Irn his study of the Lordon bamks, Goodhart irdicates that the
Londorn and Westminster oftem felt ebliged to suppert the market

in issued stock it had helped organise, He remarks that the
committee book of the Lomdon County and Westmimster im the 3rd June
1910 included the item ", . . the bank had agreed to take any West
Australiam stock offered in tke market up te £100,000" A later
item in the bamk records cited by Goodhart refers to the bank
covering a tender for Union of Seuth Africa nine momths Treasury
Bills and that the bamk had been obliged to take up £375,000 of the

£2,000,000 oan offer, There iz also a referemce te the bamk having

taken up all of an issue of £600,000 for Mauritius(GG).

These examples do not as Goodhart suggests necessarily reflect the
bank assuming the rele of a cemtral bank te the colonmnies but may
simply indicate the bamkls imvolvement as umderwriter. It does

however indiecate the large scale on which the bank operated in the

market and the market power that Merriman and others were so

sensitive about,

Merriman ir his memorandum to Rhodes referred to fhe advantages of
a tap issue of colonial stock rather tham by way of the tender

arrangement

"As a rule a considerable portiomn if not the bulk
ef loans so raised (by teander) fall inte the

hands of speculators . . . who take up large
parcels with a view to reselling to the bona fide
investors at a profit - of course this is perfectly
legitimate and if we BAre obliged to raise large
sums at once, which we have to do if we are under
advances to our bamker it is probably the ornly way
of getting such relief, But if we anticipate our
firancial wants, we do mot regquire large sums at
eace and in faet im a low money market which does
not admit of their profitable employmeat they may
be a pesitive embarrassment. What we really
require is a moderate influx sufficient te enable
us to meet our monthly requiremerts. It is

worth consideration whether we could not effest
this and bring ourselvew into comtact with the
actual investor without the intervention of the
middle man by offering a loan for subscription at

a minimum either at par or mearly at par . . ." (67)



Mills did mot thimk Merriman's idea very practical or find sympathy
for it at the London and Westminster, Nevertheless he soon after
reported that British Columbia had successfully floated a loan on
this basis., The practice of umderwritimg loams at a fixed price

(68)

came to be used on occasiom by the Cape

The Balance of Payments Adjustment Processs

The availability amd ready use of short term borrowing facilities
from the Lordon banks by the Cape and other governmerts lends
further support to the view that the cycles of ecomomic activity inm
the ecomomies dependent om British capital were led by developments

(69)

in the borrowing rather thamn the lending country Given a
satisfactory credit rating the confidemce im the future of private,
or in the case of railways mostly government, entrepremeurs was

the erucial factor determimimg capital flows, not the temperary
state of the long term capital market, The temporary borrowing
facilities imply that governments resporsible for railway and other
developments could igmore the state of the capital market as a
factor im the timimg of their developments, If the long term
capital market became difficult short term borrowing could easily
and mot very expensively tide them over, There is no indication

in the Mills - Merrimam correspondemce that the state of the leng
term market actually imhibited the pacé of railway development, even
when fimancial circumstances were at their hoest difficult fer the
Capm, Some of the Australianm states faced much graver fimancial
problems im 1890-1892 and a muchk sharper fall im the prices of

their securities, Nevertheless they seemed to press on with
expansion even to the extent of public issues of short term Treasury
Bills, a practice which, as has been mentioned, the Economist

deplored,

For the capital market the criterion of success and so the credit
rating of the borrower would be, as suggested, the rise in revenues

and the ability te finance ordimary mom capital expenditure. For
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the private entrepreneur success would be of course measured by the
profitability of the investment earned mostly by way of exports to
the develeped ecomomies, The role of govermments as short term
borrewers and lenders in this balance of payments cycle hasrpervhaps

beer neglected in the literature,

It has been clearly and convineingly explained(70)that the balance
of payments adjustment mechanism for regions attached to the late
nineteenth century gold standard was very largely an automatic ome
equivalent to adjustment process between different regioms of a
common curremncy area today. It has been pointed out that the gold
standard was esseatially a sterling standard, This is clearly true
for the Cape colomye. The Cape barking system was completely
integrated with the British banking system and the London capital
market, In most of the countries or colonies dependent on London
for capital as the Cape was there was no central bank and no
efficially held foreign exchange reserves, There was the éall
monéy kept by the Cape govermment in Lomdon but these represented

funds awaiting disbursement and not held as a precautiomary balance.

The precautionary foreign exchange reserves of the region were kept
in effect by the region's banks of whom the more important ones
usually had their head offices in Londoan. The first line of
reserves was gold and silver in the tills of the bank's branches,
The more substantial reserve of liquid assets would be earning
interest in the London money market, When the balance of payments
of the region were im surplus the bamks would buy more assets in
London in ome form or amether tham they would be selling. The
opposite movement would occur when the balance of payments of the
region in whick they bamked were in deficite. The banks would be
selling more drafts in Londom than they were buying. Correspond=-
ingly, their pertfolio of liquid assets would meed to be run dewn te

meet demands made upen them,



The banks might be very happy to meet extra demands for funds from
their customers im the colony for the purposes of fimanecing imports
by drawing dowa their balaaces in London, Usually the rate of
return would be more attractive on lending to private borrowers

than to other fimancial intermediaries in London. In effect
therefore the banks would be financing a balance of paymemts deficit
by accommodating reductioms in their own reserves, The further
important poimt about this precess was that the flow of funds was
demarnd led, as were most other capital flows, It was a response

to what were considered additiomal credit worthy demands inm the
borrowing regiom, The banks did not and could mot easily push funds
out to work im the colomy even if interest rates im Londonr on their

(71

liquid reserves were unattractively low

There was clearly a limit to which the banks would be prepared teo
reduce their liquid reserves. In the absence of compemsating long
term capital flows the banks could meet additional demands for funds
by rediscounting eligible bills of exbhamge and by other forms of
borrowing im London. Phere were however also limits to borrowing
facilities. Willjams has indicated that an abmormal supply of
bills from a bamk would be moticed inm ‘the bill market’2), A bamk
of course could contemplate raising additiomnal eguity capital to
help fimance more profitable business, but this would be very much
of an occasional event, If the balance of payments of the region
contirued in deficit im the final analysis a bank and a group of
banks operatimg within a region would have to cut back their
overseas lemding in the attempt to increase or maintain cash res-
erves. If so bank depesits would alse cemtraect still further anmd

a painful adjustment to a perhaps sharply allowed momey supply would
have to be undertaken, It iay be interesting to notice in

appendix how sharply the supply of bamk depesits in the Cape could

vary over short periods of time.



The branches of the overseas banks did mot always find it easy to
adapt their ownm lending and borrowing in response to the cash
reserve preferences of head office. The branches did not find it
easy to refuse demands for foreign exchange in the form of drafts
on head office, As head office was told if they did so them they

would lack bills suitable for rediscounting in the London market(73)

There were some active steps am individual bank might take to
influence its cash reserves position between head office and branches,
For example, on at least ome occasion the Standard Bank branches,
whose cash position was strong at the time, were urged to compete
more strongly for sterling bills, The reasom for one particular
London office request was that 'Randlard' J.B. Robinson had with-
drawa a £175,000 deposit with the bank in Lendon and so weakened

its position there(7h).

The Cape govermment's imnovation of‘issuing Treasury Bills by vag'ef
tenders called for in the colony proved helpful to the Standard Bank,
The G;neral Manager in South Africa asked London Office's authority
to tender for Treasury Bills as "opportunity offered and reserves
adequate . . ." and that ", . ., it was not always practicable to get
remittances on England at suitable rates . . . and . . , impertant

to find safe temporary investments of spare funds , . ."(75). These
remarks indicate the evolution of conditions mecessary for the
successful development of a short term money market, That is the
requirement for a supply as well as demand for short term finaneial
assets, Conditions incidentally that only come to be substantially
fulfilled in South Africa after 1949, when the authorities felt the

necessity for borrowing short(762

The general manager also made a case for competing for Treasury Bills

on the grounds that their issue deprived the bank of interest free

depoaits(77). This is somewhat suprising for as the government

bankers it could be expected that the bank would have experienced
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a return flow to the accounts of the govermment with it.

The swings in the flows of funds between Londom office and local
branches could be substantial relative to imperts or exports or

bank deposits over short periods of time, This is indicated in

the item "balances owed to head office" provided by the official
banking statistics amd is alse very clearly revealed in the Standard
Bank correspoendence, In his report for the first half of 1894 the
general manager remarked that the average amount of the capital
employed by the bank in South Africa was about £1 million as against
less tham £100,000 two years previously, This he took as ", ,
striking evidence of altered circumstances, of business in this

a(78)

country ., . In 1897 there is a report of a change from a
pesition of £3 million ewed by Lordon office to South Africa to one
of £673,542 owed by South Afriecam branches in Londom in the space of
eighteen months and a change of £900,000 in the final six months of

(79).

the period Similarly in mid 1902 bank funds in Londen aver-

aged over £5 milliom while wighteen months later branches were in

credit to the extent of £2,840,000(80).

The possibility of being able to rediscount bills was one very good
reason why the Stamdard Bank, amongst ofher banks preferred bills
to bank overdrafts as a form of lending, Bills in general have an
advantage for the bank over overdrafts because they represent in
principle a more liquid asset than bamk overdrafts. Nevertheless,
it is no easier for a bamk to refuse a line of bill fimance witheut
bankrupting its customer than it is te call in am overdraft.
Goodhart has explaimed that the Londom joint steck bank did not
regard their bills as an especially liquid part of thadr portfolios
and they did mot mermally require rediscounting facilities(81).
Nevertheless even im the absence of any need to rediscount, a bill
is perhaps better suited from the bank's point of view as a method
of financing internatiomal trade especially where the purchasing

party may mot be all that well known. If the bill can be attached



to a specific parcel of goods it clearly provides an additiomal

degree of security for the loam.

Despite the preferemce expressed on numerous occasions by the London
office of the Standard Bank for lending on bills rather tham over-
drafts the ratio of the Stamdard and other Cape banks overdrafts to

bills increases over the period 1891 - 1909(82).

It used to be widely held that the decline of the internal bill in
Britain was due mainly to the spread of the branch banking system(83).
In such a system lessrreliance meeds to be placed on the fagilities
of a short term money system market and bills teo transfer funds
between deposit regioms short of funds to finmance investment and
regions with surplus of a savings. With a widely spread network of
branches these flows may be transferred withim the books of the bank
and may not require further financial intermediation. This factor
is undoubtedly of impertamce though from the bamks peint of view
lending covered by bills would still seem to have advantages for the
banks, The relative decline of the bill may reveal the preference
the banks' customers were able to exercise for overdrafts in a com-
petitive banking system rather than the preference of the banks(SA).

This is clearly so for the Standard Bank.

The offices of the Standard Bank in South Africa offered this explan-
ation for the declime in bills, a development about which head
office had complained

"Referring to your frequent allusions to position
taken up by the Bank's auditors, we think their
attention should be drawn to the immenmse change
effected of late years in the character of South
African bmsiness, owing to the extension of
railway and telegraphic communication, Formerly
all rates of goods were a six months credit
whereas the bulk of such transactions is mow a
cash basis, and direct importations are the

rule rather tham the exception, Similarly,
produce sent to the coast from up ceuntry, and
which was at one time drawn against at from 60
to 120 days sight is now also sold for cash and
settled for by sight draft or telegraphic trans-
fer, The falling away in the banks purely
discount business has thus been unaveoidably and
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the requirements of the business community

are more and more having to be met by granting

new secured overdrafts repayable on demand,

We allude to the matter because such owerdrafts

repayable on demand were once rabte, and it may

possibly be thought that they are now unduly

eneouraged, whereas their growth is due to

causes beyond our contrel and comnected with the

changed conditions comnected with colonial

trade . . " (85)
The import-export houide cum wholesaler was probably the banks' major
source of bills good for rediscounting. As indicated im the letter
quoted above better communications both reduced the demand for
wholesaling services and also led to demand for differemt kinds of
finance, The producer in the interior of wool or ostrich feathers
or diamends et cetera did not meed funds to finance the time his
output took to get to market., He could instead demand and get cash
much sooner, Therefore, as suggested, ome source of useful bills
dried up, The preducer still presumably required funds to finance
his costs of goods in production if met im tramsit. A supplier's
credit could serve this need er a bank overdraft to either the
supplier or " te his customer. In both cases the producers
or the retailer's own bill would unlikely be-eligible for rediscounte-

ing and in the circumstamces the bank overdraft would naturally

replace the bill without great disadvartage te the bank,

A Brief @utline of Fiscal Developments after 1890

As has been argued previously the fortunes of Cape finance were
intimately linked to the success of the Cape railways., In 1891 the
Cape government came to an agreement with the impoverished Netherlands
South Afriea Company Railway, who had obtained meonopoly rights to
railway comstruction and management in South African Republic, In
terms of the agreememt the Cape was to finance the comstruction of a
line linking the Cape system with the Reef, The finance required

was approximately £900,000 and given the uncertainm state of the long
term Lordor capital market necessitated the extraordinary efforts

to raise the money loeally referred to previously. As may be
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noticed the De Beers Company umder the chairmanship of Prime
Minister Cecil Rhodes made an important contribution(SG). This
line gave the Cape system first access to the Reef and the absence
of active effective competition for the Johannesburg traffic

ushered in the halcyon days of the Cape railway system and the Cape

Treasury.

Two indications of the relieved state of the Cape Treasury werse
the Treasury's somewhat off-handed refusales of the bamks' requests
for more bills inm 1895 amd the permission granted to the Standard
Bank to substitate British Comsols for Cape securities im ful-

fillment of its obligations as govermment banker(87).

The Cape Treasurer ard Prime Minister, Sir Gordonm Sprigg, who was
both the immediate successor to and a predecessor of Merriman as
Cape Treasurer, took comsiderable pride in his budget speeches in
the achievement of the Cape railwayé and the high standing of Cape
secu?ities on the London market, Sprigg was under no illusioms
as to the efficiemcy of the Cape railways. He argued that any
private railway company would have beem prepared to pay £20 m, for
the system, which was roughly equivalent to the debt incurred on
the railways behalf, He did not however believe that the railvay
system should be expected to subsidise the gemeral revenue "He did
not think that they should look te thedr railway any mere tham they
did to their postal and telegraph se¥vices as sources of revenue

(88)

to aveid taxation , . M

Competition from the other railway systems made things more dif-
ficult for the Cape after 1898, These developments were resp-
onsible for attempts by Merrimam, omce again Treasurer, to retrench
and to attempt to raise amn income tax. Merriman's income tax
proposals were defeated by one vote im the upper house of the @ape
parliament, The war thek imtervened and by abrormally increasing
demands made for the servieces of the Cape railway served to disguise

the fundamentallv weaker state of Cane finance. Ars hams haean



indicated inereased taxation beecame inevitable and careful ecoron-
ising the gemeral character of Cape fiscal policy im the period

leading up to Union.

The income tax of 1904 was accompamied by the reintroduction of an
excise tax on loecally produced spirits, beer and wine, The excise
tax was last applied during the troubles of 1883 and was anethma

to the politically influent#dl wine farmers. The mining sector in
turn was strongly opposed to am income tax and especially of course
to any discriminatory tax on diamond mining. When the budget
proposals were made the Treasurer argued that to be fair to both

groups it was desirable to spread the burden of extra taxationm,

The Treasurer expressed great difficulty in estimating the revenue
from the income tax, He estimated a return for the first year of
application of some £275,000 including £145,000 from the De Beers

Company. His estimate proved remarkably accurate, the actual
,(89)

revenue collected in the first year amounted to some £292,25

(90).

In 1908 the rate of income tax was increased

The study can perhaps best be concluded om a ty?ically Merriman note,
Merriman, as Prime Minister and Treasurer, in 1908 wrote to the
Cape Agnet General, Sir Somerset PFremch

"I note what you say about loams but I am mot at
all anxious to go into the market, the fatal
facility of getting money has been our ruin -
and people always forget that each million
borrowed means an additdon of £40,000 to the
annual expenditure, with the result that we now
have £3800,000 more debt expemnditure than we had
two years ago and most of that momey gees over-
Beas . « . imprudent to borrow till we balance®

And fimally, a week later, with obvious relish he tells Fremck that

"I have about completed my financial programme
£600,000 retrenchment, £1m. taxation and finanmcial
expedient, I am looking forward to being the

best cursed mamn in South Africa when the cat

gets out of the bag in threes weeks time ., , " (91)
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The time may be approaching whem Victerian fiscal practice becomes
fashionable once more and whem the main task of goverament finance
is judged te be that of financing govermment expenditure in a non-
inflationary way and not that of attempting to compensate for

imbalances originatimg in other sectors of the economy.
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