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      Abstract 
The myth that central banks under the gold standard abided strictly by the “rules of the game” has 
long been debunked. The gold points and temporary use of capital controls gave central banks 
some breathing room to sterilize gold inflows and cushion the deflationary effects of gold outflows. 
However, many countries outside Europe did not have central banks. There, adjustments were 
processed in a decentralized way, by commercial banks, which, according to Ford (1989), “had 
less discretion than central banks and, indeed, were more wholehearted followers of the rules of 
the game, as popularly interpreted”. This paper sheds doubt on Ford’s assertion, through the study 
of Uruguay, which adhered to the gold standard from 1876 to 1914 (the country outside of Europe 
and her colonies, with the longest record of adherence). For most of this period Uruguay had no 
central bank; it operated a free banking system until 1907, when note issue was centralized in the 
hands of a state bank. However, the claim of this paper is that two private banks, -the Banco 
Comercial and the Uruguayan Branch of the London and River Plate Bank (LRP)-, consistently 
broke the rules of the game, changing their volume of credit in the opposite direction as gold 
reserves. Two types of evidence are provided. First, the balance sheets of several banks are 
examined, showing that the reserve management with respect to credit of the Comerical and LRP 
was heavily countercyclical before 1907. In other words, during the free banking period, these two 
banks did not play by the rules of the game, in contradiction to what the literature predicts. Second, 
a VAR model and impulse response analysis is used to test the reaction of the domestic discount 
rate to shocks in international interest rates. The degree to which international shocks were 
incorporated into local discount rates is low, similar to rates found in gold standard countries with 
central banks that actively practiced volatility smoothing. 
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1. Introduction 

The Mundell-Fleming policy trilemma suggests that a country can have two, but not all three, of 

the following: fixed exchange rates, free movement of capital and an independent monetary policy. 

Under the classical gold standard, which was defined by the practice of linking paper currency to 

gold at a fixed exchange rate and by the relative lack of restrictions on international capital 

movements, independent monetary policy should have been severely limited (Triffin, 1947: 54). 

Changes in the money supply would have to move in the same direction as gold flows, which in 

turn were dictated by the balance of payments, lest convertibility of paper notes into gold be put 

at risk. Indeed, the first models of the operation of the gold standard, the price-specie-flow 

mechanism laid out by Hume, and later modifications, predicted just that. The money supply would 

move in proportion to changes in the gold stock, helped along by central banks which would have 

to follow the “rules of the game”, adjusting credit and interest rates in a way that would cause 

changes in the money supply to move in the required direction (Bordo, 1999: 31-32; Eichengreen, 

2008: 27).1  

However, one of the main findings of the literature of the last decades regarding the classical gold 

standard has been to dispel the myth that the central banks abided strictly by the “rules of the 

game”. It was already argued by Bloomfield (1959) that central banks in many countries shielded 

their economies from international shocks by sterilizing gold inflows and by expanding domestic 

credit when facing gold drains. The costs of shipping gold overseas, as well as the occasional 

application of institutional impediments to gold movements, created a band within which 

exchanges could fluctuate without triggering gold exports or imports. This gave Central banks 

room to apply limited countercyclical monetary policies, sterilizing gold inflows or cushioning the 

deflationary effects of gold outflows. These institutions were able to do this due to their central 

position in the banking market and their monopoly on paper currency emission, which allowed 

them to manipulate the discount rate and affect the volume of credit (Bloomfield, 1959: 27). 

Numerous country case studies, as well as cross cross-country analyses, have confirmed this 

intuition.2 Morys (2013) and Bazot et al. (2022) provide multi-country statistical analyses that 

                                                      
1 See Eichengreen (2008: 27-28) for a discussion of the different factors, apart from the balance of payments, which 
influenced central bank credit and interest rates.  
2 The collection edited by Bordo and Schwartz (1984) contains individual country case studies for England (Dutton 
and Pippenger), Germany (McGouldrick), Sweden (Jonung) and Italy (Gratianni and Spinelli). Other case studies 
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support the idea that central banks in gold standard countries practiced volatility smoothing. In 

countries without central banks, however, adjustments were processed in a decentralized way, by 

commercial banks. It is believed these banks adhered more strictly to the rules of the game, in part 

because competitive pressures would have given them less room to maneuver (Ford, 1989: 209; 

Eichengreen, 2008: 38). This paper sheds doubt on this last assertion, through the study of 

Uruguay, a small, peripheral country that adhered to the gold standard almost continuously from 

1876 to 1914, with no central bank before 1907.  

One important aspect of the gold standard world was that peripheral countries had certain 

disadvantages in maintaining fixed exchange rates, which explains why so many of these countries 

struggled to stay on the gold standard (Ford, 1962; Triffin, 1947; Eichengreen, 2008: 37-41). For 

core countries, long-term capital outflows tended to generate demand for exports, relieving 

pressure on the balance of payments, while short-term capital flowed in during critical moments, 

under the expectation that the monetary authorities would do everything necessary to maintain 

gold parity and preserve their reputation. In the periphery, there were no such equilibrating forces. 

A fall in exports often coincided with a reduction of capital inflows, and being primary goods 

producers, these countries faced fixed international prices for their exports and for imports of 

manufactures and capital goods, meaning there was little scope for internal price changes and 

adjustments had to occur through changes in income, with consequent pressures for changes in 

policy (Ford, 1962).  

Furthermore, core countries tended to have large, long-established institutions -central banks- that 

helped manage monetary affairs and maintain the fixed exchange rate. These institutions were less 

common in peripheral countries. Some areas in the European periphery, such as the Scandinavian 

countries, also had large banks with privileged relationships with the state that took on central 

banking functions. These countries had a certain degree of success in adhering to the gold standard.  

In Latin America, central banks were generally not established until the 20th century (Goodhart, 

1988; Marichal and Fuentes, 1999).  

                                                      
include Reis (2007) for Portugal, Ogren (2012) for Sweden, Oksendal (2012) for Norway and Bazot et al. (2016) for 
France.  
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This view of the asymmetries between core and peripheral countries, and the role of central banks, 

in regard to the gold standard predicts that a small, peripheral country like Uruguay, with no central 

bank, should have had a difficult time maintaining a fixed exchange rate. Uruguay was particularly 

exposed to external shocks due to its trade openness3 and dependence on capital inflows. However, 

the country managed to link its currency to gold at a fixed rate from 1876 until 1913, with only a 

brief suspension during the 1890 crisis, after which it returned to gold backed currency at its 

previous par value. In fact, it was the only Latin American country to maintain the gold standard 

for more than a short period of time.4 Uruguay did not have anything like a central bank for most 

of this period. Multiple currency emitting banks operated until 1907, the year when the state-

owned Banco de la República (BROU) acquired a monopoly on currency emission. Adhering to 

the Gold standard under these conditions should have implied great sacrifice in terms of internal 

stability. The country was self-sufficient in food, but imported most manufactures and capital 

goods. Without a flexible exchange rate, external shocks would have been processed through 

changes in incomes and non-traded goods prices (Ford, 1962). Under these conditions, temptation 

to leave the gold standard would have been strong. How did Uruguay maintain a fixed exchange 

rate for so long? 

The claim of this paper is that two private banks, -the Banco Comercial and the Uruguayan Branch 

of the London and River Plate Bank (LRP)-, consistently broke the rules of the game, changing 

their volume of credit in the opposite direction as metallic reserves. The intention may have been 

to smooth fluctuations in credit and the money supply for their clients, mostly businessmen 

involved in international trade, but their actions had an economy-wide effect, reducing volatility 

that otherwise would have been imported through the balance of payments. In this sense, these 

banks appear to have played a role similar to that of central banks in other gold standard countries, 

and this can partially explain Uruguay’s success in maintaining a fixed exchange rate for so many 

years.  

                                                      
3 Uruguay had the highest ratio of exports to GDP, in 1870-74 and in 1910-1914, of the eight largest Latin American 
economies in those years (Bértola and Ocampo, 2010).  
4 Argentina has the second longest record, maintaining the gold standard from 1882 to 1884 and from 1899 to 1913 
(Della Paolera and Taylor, 2001). Other countries were on gold for less time, with many Latin American economies 
joining only in the early 20th century.  
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To this end, two types of evidence are provided. First, the balance sheets of several banks are 

examined, showing that the reserve management with respect to credit and bank created money of 

the Comerical and LRP was heavily countercyclical before 1907. In other words, during the free 

banking period, these two banks did not play by the rules of the game, in contradiction to what the 

literature predicts. Second, a VAR model is used to test the reaction function of the domestic 

discount rate to shocks in international interest rates. The degree to which international shocks 

were incorporated into local discount rates is low, similar to rates found in gold standard countries 

with central banks that actively practiced volatility smoothing.  

The traditional answer to how the country stayed on the gold standard found in the Uruguayan 

historiography has been that the banking sector was dominated by forces that staunchly defended 

currency convertibility, at the expense of the credit needs of the domestic economy (Barrán and 

Nahum, 1971: 444-52; Barrán and Nahum, 1987; Visca, 1967). Specifically, for most of the period, 

the main banks would have directed their resources primarily towards short-term commercial 

transactions, shying away from longer-term, higher risk loans and mortgages that could have aided 

the rural sector, especially smaller scale establishments. The authors that defend this position tend 

to see the country’s development during the period in a negative light; they say modernization was 

slow and that this retarded agricultural and industrial development. They lay part of the blame for 

this on the class of men engaged in international commerce and the banks they controlled. The 

main culprits of this narrative are the Banco Comercial and the LRP, mentioned above. They were 

the two oldest banks in operation during the period, and historically had been defenders of gold 

backed currency, resisting attempts by the government to ease credit or found state banks which 

may abuse their position and put the gold standard at risk (Barrán and Nahum, 1971).  

The hypothesis put forward in this paper regarding these two banks and the rules of the game is 

not necessarily at odds with the view detailed in the preceding paragraph. These banks may well 

have restricted credit to certain sectors that were deemed too risky and focused resources on short-

term trade finance, but they also behaved in a way that smoothed volatility for their clients that 

otherwise would have been imported through the balance of payments. The point is that these two 

banks did not behave in a single-mindedly competitive way. They appear to have taken a long-

term view, perhaps sacrificing a degree of short-term profitability, in order to maintain stability of 

financial resources for their clients.  
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The rest of this paper is organized as follows. Section 2 offers a brief description of the evolution 

of the monetary and banking system in Uruguay from its founding in the 1850s up to 1913. Section 

3 analyzes the balance sheets of Uruguayan banks, showing that the Comercial and the LRP 

engaged in countercyclical behavior with regard to gold reserves and credit, different from what 

other banks were doing. In addition, the effect of this policy on bank liabilities is examined, 

showing that fluctuations in note circulation and deposits were lower for these banks than for 

others. Section 4 develops a VAR model which examines the relationship between domestic and 

international interest rates. Section 5 discusses the specific conditions which may have allowed 

these banks to escape the need to play by the rules of the game. The final section offers some 

concluding remarks.  

2. The evolution of the monetary and banking system in Uruguay 

The general outlines of Uruguay’s monetary system were established in the 1862 Monetary Law, 

which fixed the gold value of the Uruguayan peso, and the 1865 Banking Law which, among other 

things, officially instituted gold convertibility, thus putting Uruguay on the Gold standard 

(Acevedo, 1903: 287).5 Silver and other metals were still allowed to be used in payments, but only 

in small fractions of the total amount owed, thus serving as a way to augment the supply of small 

denomination coins.6 Although minting of gold coins was provided for in the law, it never occurred 

in Uruguay during the period. The economy relied on the circulation of foreign coins and bills, as 

well as the emission of gold-backed paper currency by local banks.  

                                                      
5 Throughout the 19th century, several laws upheld a bimetallist standard; an 1854 Law permitted the circulation of 
French, Spanish and Latin American gold and silver coins, as well as the minting of domestic pieces (Devoto, 1976: 
79-80). The 1862 Law updated the system, redefining the metal content of the peso and establishing the exact exchange 
rates with different foreign coins based on their weight and metallic content, this time including US, British and other 
European currencies (Acevedo, 1903: 268-290). The Uruguayan peso was defined as 25.48 milligrams of silver at 917 
fine, while the Uruguayan gold doubloon (valued at 10 pesos) was to contain 16.97 grams of gold at 917 fine. This 
implied the following exchange rates: 

Currency Value in Uruguayan 
pesos 

Currency Value in 
Uruguayan pesos 

Ounce of gold 15.12 Spanish doubloon (100 reales) 4.82 
British pound 4.7 20 marks 4.6 
Argentine gold peso 0.93 20 francs 3.73 

Source: Acevedo 1934 (volume IV): 73 
6 For example, for payments of over 5,000 pesos (about 1,064 pounds), only 2% of the total could be paid in silver 
coins. Copper coins could also be used in small amounts, replaced by nickel in 1900 (Acevedo, 1903: 287).  
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The 1865 Banking Law limited note emission to three times the level of capital for all banks. Gold 

convertibility was strictly imposed; the inability to convert paper currency on sight would mean 

the immediate closure of the bank, with note holders having first claim on the bank’s assets. 

Charters were to be given for twenty years at a time, and the government was prohibited from 

forcing banks to offer it credit or from offering privileges to specific banks (Acevedo, 1903: 307-

08). No other restrictions were placed on bank balances; in particular, minimum ratios of metallic 

reserves in relation to note emissions or deposits were not required.  

Thus, from the founding of the first banks in 1857, the country operated a system of multiple 

private currency issuing banks, which faced almost no regulation or government interference. 

However, in general, banks maintained high reserve ratios. Those that didn’t were punished by 

gold withdrawals on the part of clients or other banks presenting their notes for conversion. 

Moments of crises were generally associated with some banks behaving imprudently, increasing 

liabilities and credit beyond what their reserves merited.  

While these aspects of the monetary regime remained relatively unchanged over the period, the 

banking system evolved significantly over time. 1857 saw the founding of Montevideo’s first 

banks: the Banco de Mauá, named after the Brazilian financier who promoted it, and the Banco 

Comercial, established by local merchants. The Mauá bank would be the main actor in the sector 

until its collapse and liquidation in 1876. A third bank, a branch of the London and River Plate, of 

British origin, began operating in 1863. Along with the Comercial, it was one of the major players 

in the banking sector throughout the period. All were headquartered in the capital, Montevideo, 

with some opening branches in the port cities of Mercedes, Paysandú and Salto, on the Uruguay 

river (BROU, 1918: 15).  

However, in this early period, civil war threatened periodically, and external shocks, such as the 

1866 Overand Gurney crisis in England, upset local markets. Between 1865 and 1868, in order to 

save overextended banks (primarily the Mauá bank), the government decreed the inconvertibility 

of paper currency no less than four times.7 In March of 1875, due to another crisis, convertibility 

                                                      
7 In 1865 it was as a result of the blockade and bombardment of Montevideo by rebel forces. In 1866, inconvertibility 
was declared due the bank run caused by news of the Overand Gurney crisis in England. In December of 1867, cholera 
outbreaks, trouble in the livestock and agriculture markets and commercial shocks due to Argentina’s insistence that 
goods shipped from Uruguayan ports to the war zone in Paraguay pay duties in the Argentine river port of Corrientes, 
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was suspended once again (Acevedo, 1903: 240). This act was resisted by most banks, in particular 

the Comercial and the LRP, as well as most of the other financial and commercial houses, a pact 

being signed not to accept the inconvertible bills in circulation and to operate only in gold.  

1876 was a key year. A military government which had taken control the previous year reversed 

the inconvertibility decree and instituted a policy of purchasing and burning all the old 

inconvertible bills (Acevedo, 1903: 456-57).8 It also reintroduced the gold standard, guaranteeing 

convertibility of paper currency to gold, and reducing the use of silver coins in payments to 

minimal amounts. The liquidation of the Mauá that year left only two banks in operation: the 

Comercial and the LRP. These banks tended to act conservatively, refusing to lend to the 

government and shying away from other risky ventures, concentrating on financing commerce 

through short term lending and discounting of bills, and operating in the foreign exchange market 

(Joslin, 1963: 54; Banco Comercial, 1957). Throughout the period under study, these two banks 

continued to operate and remained important players in the banking sector. 

They were joined by several more banks beginning in the early 1880s, the total number of 

establishments reaching seven by 1887. An economic boom began in this year, fueled by foreign 

investment, in which at least 25 new banks were founded, as well as dozens of utilities, land, 

investment, and other companies, with a total capital estimated at 400 million pesos (about 85 

million pounds) (Acevedo, 1903: 261-63).9  

The boom created demand for credit. It was argued that the Comercial and LRP, too conservative 

in their business strategies, were monopolizing the country’s metallic reserves in order to maintain 

their profits, at the cost of rural producers, the urban middle class and entrepreneurs, who would 

build new enterprises if only they could access credit on easier terms. The demand for a “national” 

bank, with a large amount of capital, special privileges and government support, could no longer 

be resisted by the more conservative forces (Barrán and Nahum, 1971: 460-62). Several proposals 

were studied by the government, including some which tried to limit the negative impacts of a 

“national” bank and restrict its ties to the state. These proposals lost out, however, to the less 

                                                      
combined with over emissions by certain banks, prompted the government to declare inconvertibility for six months, 
and in June of 1868 again, this time for twenty months. (Acevedo, 1903: 217-18).  
8 There were around 2,580,000 pounds worth of these notes in circulation in 1876. They were slowly amortized over 
the following years, with around 35,000 pounds still in circulation in 1890 (Acevedo, 1934a: 559).  
9 Many of these companies were purely speculative ventures, and likely never operated.  
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conservative sectors, who were not necessarily opposed to remaining on the gold standard, but did 

hope to eliminate the traditional banks’ stranglehold on credit, if necessary, by expansion of paper 

currency beyond customary limits.  

Thus, in 1887, the Banco Nacional was founded, brainchild of the Spanish entrepreneur Emilio 

Reus and a cadre of Anglo-Argentine capitalists (Barrán and Nahum, 1971: 464).10 The project 

was supported by industrialists, the urban middle class and owners of small and medium sized 

rural landholdings (Barrán and Nahum, 1971: 453-56). The main purpose of this bank was to 

extend credit to customers that had thus far been shut out, and at rates that would promote the 

productive use of the country’s resources.  

The traditional banks reacted apprehensively to the Banco Nacional’s entrance and expansion in 

the banking market. Indeed, the Comercial, whose paper currency had circulated uninterrupted for 

30 years, gave up its right to emission in 1887, so as not to expose itself to what it considered the 

imprudence of the new bank and the risks this involved for the entire sector (Barrán and Nahum, 

1971: 475). It was supplanted by the Banco Italiano, founded that year, which took the Comercial’s 

place as a note issuing bank. The Comercial and the LRP also carried out a policy of presenting 

the Banco Nacional’s notes for conversion on a daily basis,11 forcing that bank to maintain 

sufficient specie reserves and limiting their exposure in case disaster struck (Barrán and Nahum, 

1971: 474).12  

The boom of the late 1880s turned to bust towards the end of 1889. The stock market collapsed, 

in part due to knock on effects from the crisis in Argentina that same year. In July of 1890, the 

overextended Nacional was not able to convert 400,000 pesos presented by the LRP, and the bank 

was forced to suspend convertibility and was in liquidation by the following year (Bertino and 

                                                      
10 The bank was to have a capital of 10 million pesos and would venture into activities which until that moment had 
been underserved by the banking community. It could emit paper currency up to two times its capital and was obligated 
to maintain a 25% specie reserve. It also would have a monopoly on the emission of small bills, with a limit of 40% 
of its capital. It would be divided into a commercial department and a mortgage department, the latter being able to 
make secured loans for up to 30 years and to emit “cédulas”, a financial instrument designed to facilitate land 
investments. A network of branches in every department was to be established. The Director of the bank was to be 
appointed by the government. In addition, the bank would run a current account for the government of up to 1.5 million 
pesos and handle public debt service at home and abroad (Barrán and Nahum, 1971: 465). 
11 This, despite the government’s request for a pact to only convert bills once a week (Barrán and Nahum, 1971: 475).  
12 Barrán and Nahúm (1971) suggest that this strategy was designed to bring down the Banco Nacional. However, this 
could have been merely a defensive strategy, so as not to be left holding inconvertible bills when the bank inevitably 
collapsed, rather than an attack on their competitor.   
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Millot, 1996: 448). As a result of the crisis, the government was forced to suspend debt service in 

the second semester of 1891 (Bertino and Millot, 1996: 414). In 1892 a deal was reached in which 

a 20-million-pound loan would be made available to refinance the Uruguayan government’s debts, 

allowing it to resume debt payments (Nahum, 1991: 41-43).  

The only currency emitting banks to make it through the crisis were the LRP, the Banco Italiano 

and the Banco de España y Rio de la Plata (founded in 1887, during the boom years). The 

Comercial, which had given up its role as a note emitting bank, still offered other banking services, 

such as deposits, short term loans and discounting of commercial bills. Of these banks, the LRP 

quickly became the most important, occupying the vacuum left by the Nacional and English Bank 

of the River Plate, which were liquidated after the crisis (Joslin, 1963: 137). A return to the 

conservative banking strategies of the late 1870s and early 1880s meant a restricted money supply 

and limited credit.  

However, by the mid-1890s, attitudes of landowners had changed (Barrán and Nahum, 1971: 523; 

Barrán and Nahum, 1987: 86-87), and calls for a more flexible monetary system were answered 

by the founding of a new bank: the Banco de la República (BROU). It had some similarities with 

the Banco Nacional: it would operate as the state’s bank, handling the government’s accounts, debt 

payments and operating a current account for the government of up to 5 million pesos. However, 

it was to be a mixed bank, with half of the initial capital of 10 million pesos to be paid by the 

government, while the other half was to be raised through the sale of shares to private investors.13 

It could emit paper currency up to twice its capital. However, once the charters of the LRP and the 

Banco Italiano expired, they would not be renewed as emissions banks, and the BROU would have 

a monopoly on paper currency emissions. The restrictions on emissions were somewhat tighter 

than they had been for the Banco Nacional; a specie reserve of 40% of bills in circulation plus 

                                                      
13 The board of directors was to be made up of a President, appointed by the government, and six members, also 
appointed by the government until the private shares were sold, at which time only two would be government 
appointees, while the rest elected by the shareholders. However, local investors were skeptical about the venture, and 
never purchased the shares which were to make up the other half of the bank’s capital. This meant that, in effect, the 
BROU was a state-owned bank, and in 1911 the bank’s charter was changed to institutionalize this fact, eliminating 
the possibility of private investment and increasing the bank’s capital through reinvestment of profits and through 
state funds (BROU, 1918: 93). 
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deposits was to be kept at all times.14 Furthermore, it was prohibited from investing in company 

shares or in speculative activities.  

The LRP’s charter ran out in 1904, while that of the Banco Italiano expired in 1907. Both were 

renewed, but their right to issue banknotes was not. Thus, in 1907, the BROU, as the sole note 

issuer left in the market, gained a monopoly on note issue, ending the era of free banking in 

Uruguay.15 It was charged with defending the exchange rate and promoting development of 

agriculture and industry. It had legal permission to rediscount bills from other banks, although this 

was never put into use before 1914, and then only in small amounts during the First World War. 

From the time of the BROU’s founding up to 1913, it grew in importance as a commercial bank, 

extending credit to the countryside and to the middle classes. By the time it assumed its role as 

sole note issuer in 1907, it had about 40% of the metallic reserves of the banking sector and 33% 

of the credit market. By 1913, these proportions were closer to 60% and 45%, respectively. 

Beginning in the early 20th, new banks joined the market, reaching a total of 24 in 1913, more than 

double the number of institutions in existence immediately after the 1890 crisis. The number of 

banks in operation in Uruguay in each year from 1857 to 1913 ca be seen in figure 1.  

Figure 1: Number of banks in operation in Uruguay, 1857-1913 

 
Source: Díaz (2019) 

                                                      
14 Reserve requirements were not established for private banks until 1938 (Díaz and Moreira, 2015).  
15 Whether or not the BROU became a central bank at this moment can be debated, and depends on one’s definition 
of a central bank. Many of the functions which we normally ascribe to a central bank were non-existent in Uruguay at 
this time, such as a clearing house, supervision of private banks and an active rediscount facility. These were developed 
over the course of the first half of the 20th century, but were not necessarily under the control of the BROU. See Jacob 
(2000) for a view of the changing role of the BROU over its life and Díaz and Moreira (2016) for a discussion of the 
evolution of central banking functions in Uruguay before the founding of the Banco Central del Uruguay in 1967.  
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3. Bank credit and reserve management in Uruguay under the Gold standard 

Under Hume’s price-specie-flow model of the gold standard, changes in gold reserves act on prices 

in such a way as to return external balance to the economy after balance of payments shocks. For 

example, a fall in exports, which causes a balance of payments deficit would lead to a gold outflow, 

decreasing the money supply and thereby lowering the domestic price level. Falling prices would 

then move the balance of payments back into equilibrium as domestic goods became cheaper vis-

a-vis imports. The same is true for models that include banks and paper notes backed by reserves. 

Banks would have adjusted money creation and credit in the same direction as changes in their 

reserves in order to ensure sufficient gold backing for their notes, and external balance would be 

achieved through the impact of the changing money supply on prices (Eichengreen, 2008: 24-25). 

In the case of a gold inflow, the opposite would occur; the money supply would expand, pushing 

up domestic prices, shifting spending to imported goods and returning the balance of payments to 

equilibrium.  

Where central banks existed, the gold standard would require them to play by the same “rules of 

the game”, meaning they had to adjust the money supply in the same direction as gold flows, thus 

guaranteeing paper currency was always backed by sufficient gold. They could do this by changing 

interest rates or in other ways adjusting the quantity of credit (Ford, 1989: 208-09). In fact, through 

these measures, a central bank could accelerate the adjustment process, inducing rapid price 

changes, meaning that little gold had to be shipped across borders in order for equilibrium to be 

achieved (Eichengreen, 2008: 27).  

However, as argued by Nurske (1944), and later by Bloomfield (1959), central banks in many 

countries appear to have shielded their economies from the vagaries of international shocks by 

expanding domestic credit when facing gold drains, and reducing holdings of domestic assets when 

capital flowed in. That is, they did the opposite of what the rules of the game prescribed. 

Bloomfield presented evidence for 11 countries during the classical Gold standard period, showing 

that, overall, central bank domestic and international assets (that is, credit and reserves) moved in 

opposite directions in 60 percent of years between 1880 and 1913. Bloomfield (1959: 50) admitted 

that, from this evidence, it could not be inferred that this was necessarily by design, but concluded 

that “the results are so striking as to cast some measure of legitimate doubt upon the common view 
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that central bank action under the pre-1914 gold standard had the effect of tending to reinforce the 

effects of gold flows on the domestic credit base”.  

Scholarship over the last several decades has confirmed Bloomfield’s intuition, showing that 

countries with central banks rarely played by these “rules of the game”. Numerous country case 

studies confirm this result. Bazot et al. (2022) show for a sample of 20 countries with central banks, 

both core and peripheral countries consistently cushioned their domestic money supply from 

international shocks. These central banks used a variety of strategies, sterilizing gold inflows that 

may otherwise have adversely affected prices and ensuring credit availability for agriculture, 

industry and commerce, even during episodes of gold outflows. In practice, they balanced the 

objective of maintaining exchange rate stability with smoothing economic fluctuations 

(Bloomfield, 1959; Eichengreen, 2008).  

According to Ford (1989: 209), in countries with no central bank, commercial banks “had less 

discretion than central banks and, indeed, were more wholehearted followers of the rules of the 

game, as popularly interpreted”. Indeed, faced with a gold drain, they “could react in similar ways 

[to central banks following the rules of the game] by raising their lending and borrowing interest 

rates, by increasing their desired cash-deposit ratios, and by reducing their willingness to lend.” 

Eichengreen (2008: 38) also takes for granted that countries without central banks would follow 

the rules of the game: “Banking systems at the periphery were fragile and vulnerable to 

disturbances that could bring a country’s foreign as well as domestic financial arrangements 

crashing down, all the more so in the absence of a lender of last resort. A loss of gold and foreign-

exchange reserves led to a matching decline in the money supply, since there was no central bank 

to sterilize the outflow or even a bond or discount market on which to conduct sterilization 

operations.” Neither author explains how commercial banks react during times of gold inflows, 

but it can be assumed that competition between banks would naturally lead them to increase credit 

and note issues when metallic reserves entered their vaults, since failure to do so would imply a 

loss of market share and profits.  

This was undoubtedly true for some countries with no central bank. Bazot et al. (2022: 23-26) 

show that, between 1891 and 1913, the US money supply was less shielded from international 

shocks than gold standard countries with central banks. However, the US banking system was 
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highly regulated, with note emissions on the part of commercial banks required to be strictly 

backed by government bonds. A reserve fund for deposits was also required by law (Timberlake, 

1993). The Treasury also emitted notes, but with a strict cap, limiting the scope for monetary policy 

(Ugolini, 2017: 197-98).  

In Uruguay, note issue was capped at three times capital, but other than that, banks faced virtually 

no regulation of their balance sheets. Balance sheet management was limited only by the need to 

preserve convertibility of notes and by the profit motive. The main claim of this section is to show 

that in Uruguay some banks consistently broke the rules of the game, and managed their balance 

sheets in a countercyclical manner.  

Table 1 reproduces Bloomfield’s approach, but for several banks operating in Uruguay between 

1885 and 1913. It shows, in the last column, the percentage of years for which metallic reserves 

and credit moved in opposite directions.  For most banks, this figure is significantly less than 50%, 

meaning that in most years these banks adjusted credit in a way consistent with the rules of the 

game. There are two banks (the Banco Nacional and the English Bank of the River Plate) for which 

the figure is exactly 50%. However, these banks were in operation for only a short period of time, 

and there is data for only four year-to-year changes for both of them, making it difficult to detect 

any particular pattern. However, for two banks -the Comercial and the LRP- international and 

domestic assets moved in opposite directions in 61% of years.  

Table 1: metallic reserves and credit co-movement for Uruguayan banks, 1885-1913 

Bank 

Years for which data is 
available 

(number of year-to-year 
changes) 

Percent of years for which 
reserves and assets move in 

different directions 

Banco Comercial 1885-1913 (28) 61% 

London and River Plate Bank 1885-1913 (28) 61% 

Banco Italiano 1887-1913 (25) 31% 

English Bank of the River Plate 1886-1890 (4) 50% 

Bank of Spain and the River Plate 1888-1892, 1898-1903 (10) 33% 

Banco Nacional 1887-1891 (4) 50% 

BROU 1896-1913 (17) 41% 

Banco Popular 1904-1913 (9) 22% 

Source: USY and BROU 1918.  
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The annual data present some limitations. First, there are few data points. Second, there were intra-

annual fluctuations in these variables that are not captured by the annual data. Bi-annual balance 

sheet data are available for three of these banks: the Comercial, the LRP and the Banco Italiano, 

beginning in the late 1880s. Figure 2 shows the bi-annual data on metallic reserves and credit for 

these three banks from 1888 to 1913.16 The countercyclical nature of the series can be clearly seen 

for the Comercial and the LRP. Semesters where reserves rise generally coincide with falls in 

credit, and vice versa. The same cannot be said for the Italiano, where reserves and credit appear 

to change in the same direction in most years. The correlation coefficients of the two series are as 

follows: -0.30 for the Comercial, -0.14 for the LRP and 0.67 for the Italiano. 

Figure 2: Metallic reserves and credit for the Comercial, LRP and Italiano, semester data, 
1888-1907

 

 
Source: USY, 1919. 

                                                      
16 For the Banco Comercial, bi annual data on reserves is available from 1865, while credit data is available beginning 
in the second semester of 1889. The data are for March and September. For the LRP, bi annual data on reserves and 
credit are available beginning in the first semester of 1894, while for the Italiano, data for these variables are available 
beginning in the first semester of 1888. For these last two banks, the data are for June and December.  
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Table 2 summarizes this data, for each bank from the year data is first available up to 1913, 

showing the percentage of semesters where the level of credit moved in the opposite direction of 

the level of metallic reserves. In addition, three sub-periods are shown for each bank: from the 

initial year up to 1896 (year of the founding of the BROU), from 1897 up to 1907 (the year the 

BROU became the sole note emitter), and from 1908 to 1913.  

This limited evidence shows two very different behaviors. The Comercial and LRP appear to 

systematically break the rules of the game by moving credit in the opposite direction to gold 

reserves. The percentage of semesters in which reserves and credit moved in opposite directions 

was high, around 80% for the first bank and 70% for the second. For both banks, the percentage 

of semesters in which the two variables moved in opposite directions is higher in earlier years. For 

example, for the Comercial, before 1896, reserves and credit moved in opposite directions in 

86.7% of semesters. From the founding of the BROU to 1907, these variables moved in opposite 

directions in 86.4% of semesters. After the BROU gained a monopoly on note emissions, this 

figure dropped to 58.3%. A similar pattern can be seen for the LRP. In other words, the 

countercyclical behavior on the part of private banks was more prevalent in the years before 

Uruguay acquired an institution resembling an actual central bank. The Banco Italiano, on the 

other hand, behaved more in line with the rules of the game: domestic and foreign assets moved 

in the opposite directions in only 35% of semesters.  

 

Table 2: metallic reserves and credit co-movement for the Comercial, LRP and Italiano, 
1885-1913 

Bank 
Period 

(number of semester-
to-semester changes) 

Percent of semesters in which 
reserves and credit moved in 

opposite directions 

Banco Comercial 

1889-1913 (49) 79.6 
1889-1896 (15) 86.7 
1897-1907 (21) 86.4 
1908-1913 (11) 58.3 

London and River 
Plate 

1894-1913 (39) 70.0 
1894-1896 (5) 80.0 

1897-1907 (21) 77.3 
1908-1913 (11) 58.3 

Banco Italiano 

1888-1913 (51) 34.6 
1888-1896 (17) 22.2 
1897-1907 (21) 31.8 
1908-1913 (11) 58.3 
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Sources: Own calculation based on USY (1919) 

If the Comercial and the LRP systematically broke the “rules of the game” in terms of credit and 

reserve management, it should be reflected in the liabilities side of their balance sheets as lower 

volatility of note issue and deposits. Table 3 shows the coefficient of variation of liabilities, that is 

bills in circulation plus deposits, for several Uruguayan banks from 1885 to 1913. For most of this 

period, the only banks to circulate banknotes were the LRP, the Italiano and the BROU (other 

banks circulated notes only for a few years before 1892). The Comercial and the LRP have the 

lowest coefficient of variation of liabilities (0.39 and 0.20, respectively). For the other banks, the 

level of this indicator is between 0.40 and 0.75.  

Table 3: Coefficient of variation of liabilities for several Uruguayan banks, 1885-1913 

Bank 
Years for which data are 

available 
Coefficient of variation of 

liabilities 
Banco Comercial 1885-1913  0.39 

London and River Plate Bank 1885-1913  0.20 

Banco Italiano 1887-1913  0.75 

English Bank of the River Plate 1886-1890  0.40 

Bank of Spain and the River Plate 1888-1892, 1898-1903  0.44 

Banco Nacional 1887-1891  0.52 

BROU 1896-1913  0.71 

Banco Popular 1904-1913  0.63 

Sources: Own calculation based on USY (1919) 

The annual data on liabilities suffers from the same problem as the information on reserves and 

credit; there are few data points and there were intra-annual fluctuations that are not captured by 

the annual data. Fortunately, we also have bi annual data for the Comercial, the LRP and the Banco 

Italiano for notes in circulation and total liabilities. We can examine this data in comparison to 

reserves data we used in our earlier analysis. To start with, for the Banco Comercial, there is bi 

annual data on metallic reserves and notes in circulation (but not for deposits) from 1865 to 1888 

(shown in figure 3).17  

                                                      
17 Although the country was permanently on the gold standard beginning only in 1876, the date of first adoption was 
1865, and the Comercial (along with the LRP) resisted all attempts to deviate from strict convertibility from at least 
this date, including rejecting adherence to various suspensions of banknote convertibility decreed during these years 
(Acevedo, 1933b). Thus, it is instructive to examine this bank's behavior from before 1876.  
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Figure 3: Metallic reserves and notes in circulation of the Banco Comercial, 1865-1888 

 
Source: USY (1919) 

It appears note circulation for this bank did not adjust in direct relation to changes in reserves. 

Reserves fluctuated greatly, in some semesters by over 50%, while notes in circulation remained 

remarkably stable. For example, the return of prosperity after the 1869 crisis led the bank to 

increase note circulation beginning in the second half of 1871, while reserves did not begin to rise 

until the following year. Both reserves and note circulation fell in 1873, coinciding with a bank 

run due to the collapse of a small competitor, the Banco Oriental, that year. The reserves of the 

Banco Comercial experienced increasingly wild swings from the mid 1870s onwards, while note 

circulation remained stable through the 1875 crisis and subsequent depression. Notes began rising 

in 1880, when prosperity returned to the country, trending upwards until the bank gave up its right 

to currency emission in 1887, but always remained much more stable than the erratic movements 

seen in reserves.  

For 1888 to 1907, there is information on all three banks.18 In general, for the three banks, notes 

in circulation and total liabilities tended to move in the same direction as reserves, although much 

less so for the Comerical and the LRP than for the Italiano. For example, from the late 1880s to 

1913, the percentage of semesters for which reserves and total liabilities moved in different 

directions were 43%, 43% and 14% for each bank, respectively. In addition, although these 

variables tended to move in the same direction in most semesters, fluctuations in banknote 

circulation and total liabilities were smaller than changes in reserves for the Comercial and the 

LRP (figure 4).  

                                                      
18 Recall that the Comercial ceased note emissions in 1887, the LRP in 1894 and the Banco Italiano in 1907. Note 
issue dropped off for each bank in these respective years, and is not shown for the Comercial 
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Figure 4: Metallic reserves, notes in circulation and liabilities of the Banco Comercial, 
London and River Plate Bank and Banco Italiano, 1888-1907 

 

 

 
Source: USY, 1919. 

Table 4 summarizes the bi annual data by presenting the coefficient of variation for metallic 

reserves, note circulation and liabilities for the three banks, from 1865 to the first half of 1907 (the 

free banking period), depending on when data is available. The coefficient for note circulation is 

only for the years in which the banks engaged in this activity, and is compared to coefficients of 

reserves over the same time periods.  

Table 4: Coefficient of variation of metallic reserves, notes in circulation and total liabilities 
of the Banco Comercial, LRP and Banco Italiano, 1865-1913 

Bank Period 
Metallic 
reserves 

Notes in 
circulation 

Total liabilities 

Banco Comercial 1865-1887 0.39 0.33 - 
1889-1907 0.43 - 0.32 

London and River Plate 1893-1904 0.13 0.06 0.10 
1893-1907 0.21 - 0.11 

Banco Italiano 1888-1907 0.72 0.70 0.82 
Source: Own calculation based on figures from USY, 1919. 
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The coefficients of variation for notes in circulation and liabilities for the LRP and the Comercial 

were substantially lower than those for reserves. It appears that not only did the note emissions of 

these banks change less than would have been warranted by a strict rules-of-the-game approach, 

but deposits also adjusted to a lesser degree. The same cannot be said for the Banco Italiano, which 

has a coefficient of variation for note circulation (1888-1907) only slightly lower than that for 

metallic reserves, while the coefficients of variation for liabilities are far higher for both the 1888-

1907 and 1888-1913 periods. In addition, the fluctuations in the note circulation and liabilities of 

the Comercial and LRP were much lower than the fluctuations of those of the Banco Italiano.  

In addition to the bi annual data, monthly data on reserves and notes in circulation is available for 

the Banco Comercial and the LRP from May, 1879, to April, 1881 (figure 5), and shows the same 

pattern observed with the bi annual data. Reserves vary much more than notes in circulation. For 

the first bank, the coefficients of variation are 0.25 for reserves and 0.10 for notes, while for the 

second they are 0.33 and 0.16, respectively.  

Figure 5: Metallic reserves and notes in circulation for the Banco Comercial and the LRP, 
monthly figures, May, 1879 – April, 1881 

  
Source: Berra et al (1882: 252). 

The evidence presented in these sections suggests that the Banco Comercial and the LRP did not 

manage assets and liabilities in a way consistent with the “rules of the game”. Changes in domestic 

assets moved in the opposite direction of changes in international assets more often than not. 

Furthermore, liabilities remained rather stable with respect to the variations in metallic reserves, 

as well as with respect to the liabilities of other banks. These banks appear to have acted in a way 

which neutralized movements in their metallic reserves and smoothed fluctuations in their note 

circulation and deposits.  
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4. Economy-wide effects of countercyclical balance sheet management 

With well-integrated capital markets, for a country with banks playing by the rules of the game, 

shocks in world interest rates should be incorporated into domestic rates to a large degree. 

However, if central banks tried to smooth volatility by managing balance sheets countercyclically, 

domestic rates would have a low correlation with world rates. Bazot et al. (2022) show that for 

countries on the gold standard and with central banks, domestic interest rates were in fact highly 

independent from world rates, as proxied by the Bank of England (BoE) discount rate, the leader 

of global financial markets in the late 19th and early 20th centuries. They use panel data for 22 

countries, 21 of which had central banks, and show that the interest rate “pass through” was on 

average around 20% (i.e., after a rise of 100 basis points in the BoE rate, the domestic rate rose an 

average of 20 basis points). It was slightly higher in core countries (24%), which relied almost 

exclusively on countercyclical balance sheet management, than for peripheral countries (17%), 

which in addition used restrictions on capital movements in order to protect central bank gold 

reserves. However, for the US, the only country in their sample that did not have a central bank, 

the pass-through rate was much higher: 49%.  

In this section, we examine the pass through of shocks in the BoE rate for the Uruguayan economy, 

using a VAR model and impulse response analysis. Because of free capital movements and almost 

instantaneous information flows, external shocks caused rapid domestic reactions, and monthly 

data has been used in order to capture adjustments that could occur and dissipate well within a 

year’s time. This, of course, limits the variables that can be used, since monthly data for this period 

is scarce. Monthly data on the BoE rate is available from the Bank of England, while for the 

Uruguayan discount rate (uru) it is available from the Boletin de la Bolsa de Comercio de 

Montevideo and the Uruguayan financial press.19 Figure 6 shows the monthly Uruguayan market 

discount rate and the Bank of England discount rate from November of 1876 to December of 1913.  

                                                      
19 The Boletin de la Bolsa de Comercio de Montevideo is available monthly from April 1884 to August 1894 and from 
October 1899 to December 1913. For the rest of the period, data was drawn from the following newspapers: El Siglo, 
La Democracia, La Idea, La Nación, El Bién Público, El Hilo Eléctrico, La Tarde and Montevideo Noticioso. Figures 
are from the last day of the month, unless no figure was published this day (or it was unreadable), in which case the 
figure for the preceding day or the following day was used. The financial press quotes the figures published by the 
stock exchange (Bolsa de Comercio), so the underlying source for both is the same.  
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Figure 6: monthly BoE rate and Uruguayan discount rate, 1876-1913 

 
Sources: BoE rate, Jordà et al. (2017). Uruguayan discount rate, see text. 

Information on the exchange rate for 3-month bills on London is available from the same sources 

as the Uruguayan discount rate, and has been included in order to capture one of the main dynamics 

of interest rate adjustments. The exchange rate for three-month bills has been transformed into a 

spot rate (ex) using the London open market rate, available from Jordà et al. (2017).20  

Data on the BoE rate, the Uruguayan discount rate and the exchange rate are available for basically 

the entirety of the gold standard period in Uruguay: from November of 1876 to December of 1913. 

The VAR model has been applied for the whole period, as well as for several sub periods. For all 

periods tested, both the Schwarz and Hannan-Quinn information criterion indicate either one or 

two lags, while the Akaike criterion suggests between two and nine lags. We have chosen to report 

results for the two-lag model as our baseline results, although the general conclusions do not vary 

significantly with alternate specifications. We obtain impulse response functions with their 95% 

confidence interval using Kilian’s unbiased boostrap method.21 The pass-through rate is 

determined by calculating the response of the Uruguayan discount rate to a one standard deviation 

shock to the structural error of the BoE rate.22  

                                                      
20 The three-month bill rate tells us how many pesos one had to pay on the spot in order to receive one pound in 
London in three months’ time. It therefore contains the British interest rate, which must be stripped out in order to 
convert it to a pure spot rate. The spot exchange rate is given in pesos per pound sterling and was calculated the 
following way:  

S=E+OM/400 
Where S is the spot exchange rate, E is the exchange rate on three-month bills and OM is the London open market 
discount rate in percentage points. OM is an annual rate, and is therefore divided by four (x 100) to convert it to a 
three-month rate.  
21 Since only a shock to the BoE rate is modelled, the order of the other variables is not important.  
22 The rise in the impulse response function of the Uruguayan rate is taken as a percentage of the standard deviation 
of the residual of the BoE rate.  
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For the whole gold standard period (1876-1913), the pass-through rate is 30%. However, the nature 

of the monetary system changed over the period, as did the degree of competition in the banking 

sector. Table 5 shows pass through rates for several sub periods, which have been selected based 

on these changes in the banking and monetary system. For the first ten years of the gold standard 

period, the Comercial and the LRP were essentially the only two banks in operation and dominated 

the credit market. The period ends in August of 1887, the month when the Banco Nacional began 

operations and when the Comercial renounced its right to issue notes. The second sub-period 

begins at this date and includes the foreign investment and financial boom at the end of the 1880s, 

the 1890 crisis and the post-crisis depression. During the boom, several banks joined the market, 

three of which collapsed in the crisis: the Banco Nacional, the English Bank of the River Plate and 

the Banco Italo-Oriental. The sub period ends when the BROU, another state bank, opened its 

doors, in August of 1896. By this time, there were ten other banks in operation, and the BROU, 

along with two others, the LRP and the Banco Italiano, could all issue banknotes. This plurality of 

issue continued until July of 1907, when the private banks lost their right to issue notes. During 

the fourth sub-period, from 1907 to 1913, the BROU was the sole paper current y issuer, even as 

more banks joined the market.  

Table 5: pass-through rates for Uruguay, 1877-1913 and sub-periods 
Period Dates* Pass-through 

rate 
Number of banks 

in operation** 
Entire gold standard period 1877m01-1913m12 30.1% 2 to 19 

Oligopoly 1877m01-1887m08 19.7% 2 to 4 

New banks, boom and 1890 crisis 1887m09-1896m09 34.2% 6 to 10 

Competitive, multiple currency issuers 1896m10-1907m17 46.8% 11 to 15 

Competitive, sole currency issuers  1907m08-1913m12 41.0% 16 to 19 

Source: own estimation based on data from Bazot et al. (2022) online appendix. 
*The series underlying the estimates begin in November of 1876. Due to using two lags, the period of estimation 

begins in January of 1877. 
**The number of banks is counted as those in operation at the end of the first year of the period to the end of the last 

full year of the period. 

The pass-through rate is much lower, around 20%, in the first period than in the later periods. This 

is the period when the Comercial and LRP would have had the most market power, and when their 

management of credit and reserves would have had the greatest impact on the economy as a whole. 

The pass-through rate was around 34% in the boom and crisis years between 1887 and 1896, 47% 

in the competitive era with multiple currency issuers, and fell slightly to 41% after the BROU 

became the sole note issuer.  
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As mentioned earlier, Bazot et al. (2022) report baseline average pass-through rate for countries 

on the gold standard and with central banks, as well as for sub categories of ‘core’ and ‘periphery’. 

They also report the much higher pass-through rate for the US, which had no central bank. Their 

estimates draw on panel data with five variables for each country: the BoE rate, the local discount 

rate, the exchange rate, the international reserves of the central bank and the same bank’s domestic 

loans.23  

Our results for Uruguay are not directly comparable to the results reported in Bazot et al. (2022), 

because we do not have monthly balance sheet data, and are left with only three variables: the BoE 

rate, the local discount rate and the exchange rate. In addition, their baseline results use three lags, 

while for Uruguay we have used only two. In order to achieve comparable results, we have re-

estimated the pass-through rates for most countries in the Bazot et al. (2022) sample that were on 

the gold standard during their period of study, using only three variables and two lags. Despite the 

difference in the specification, the results do not vary greatly from those of the full five-variable 

model with three lags.24 Table 6 shows the simple average of the pass-through rates for most gold 

standard countries with central banks in their sample.  

Table 6: pass-through rates for 3-variable VAR models based on Bazot et al. (2022) data 
Country type Pass-through rate 

All gold standard countries 27.9% 

Core 32.8% 

Periphery 24.9% 

US 55.7% 

Source: own estimation based on data from Bazot et al. (2022) online appendix. Core countries are: France, 
Germany, the Netherlands, Belgium and Austria. Peripheral countries are: Denmark, Italy, Sweden, Norway, 

Finland, Romania, Russia and Japan. For most countries, the estimation period is January 1891 to December 1913. 
For Italy it is January 1903 to September 1911, For Russia it is January 1897 to December 1913, For Romania it is 

January 1891 to November 1912, while for Japan it is October 1897 to December 1913. See appendix xx for 
individual country pass-through rates.  

                                                      
23 For the US, they use the market discount rate for commercial paper or the call money rate (in lieu of the central 
bank discount rate), foreign exchange held by the Treasury (in lieu of central bank reserves) and Treasury funds on 
deposit with commercial banks (in lieu of central bank domestic loans).  
24 Appendix xx reports individual country pass-through rates we have estimated for the Bazot et al. (2022) sample, 
for the three and five-variable models, with two and three lags, as well as averages for different categories of 
countries.  
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Estimated in this way, the average pass-through rate for gold standard countries in their sample is 

around 28%, while for only the core countries it is 33% and for peripheral countries it is 25%.25 

For the US, the only country without a central bank, it was 56%. The pass-through rate for the 

oligopoly period in Uruguay is lower than it is for the countries with central banks, while for the 

competitive banking periods, it falls somewhere between the central banking countries and that of 

the free-banking US. This indicates that during the early period, when few bank operated and the 

Comercial and LRP had greater market power, the domestic economy was shielded from external 

volatility.  

Figures 7 shows, for the entire gold standard period, the response of the Uruguayan economic 

variables to a one standard deviation shock in the BoE rate. This implies a rise in the BoE rate of 

0.59 percentage points. In this case, the Uruguayan discount rate rises by 0.18 percentage points, 

meaning the pass-through rate is 30%. The maximum is reached after four months and the effect 

quickly dissipates, reaching non statistically significant levels eight months after the original 

shock. The exchange rate rises about 0.1% of par, but quickly returns to normal levels. Both results 

are statistically significant as implied by the 95% confidence intervals.  

Figure 7: impulse response 1877m01 to 1913m12 

 
Sources: see text.  

Figures 8 and 9 show the same information, but for the first (oligopoly) and last (competitive with 

sole currency issuer) periods, respectively. For the first sub-period, the response of the discount 

                                                      
25 These averages are about 7% higher than those reported in Bazot et al. (2022). The difference may be due to their 
use of panel data methodology, while we have estimated VARs for individual countries and taken a simple average. 
In addition, they include Greece, which was on the gold standard from February of 1910 until the end of the period, 
Bulgaria, which was on gold from January of 1906 until November of 1912 and Serbia, which was on gold from July 
of 1909 to August of 1912. The first two countries had no change in their domestic discount rates while they were on 
the gold standard, while the third one changed it only twice. The pass-through rates for these countries would thus be 
extremely low, and likely drag down the averages reported by Bazot et al. (2022). 
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rate is not statistically significant, which might be due the lower number of observations in this 

period (128 in total) compared to the other sub samples. The effect on the exchange rate is low 

(0.06% depreciation), and also not statistically significant.  

Figure 8: impulse response 1877m01 to 1887m08 

 
Sources: see text.  

For the last sub-period, the pass-through rate is high (41%) and the effect is prolonged. The 

exchange rate depreciates by 0.18%, about three times that of the first period.  

Figure 9: impulse response 1907m09 to 1913m12 

 
Sources: see text.  

The point of this section has been to show that, in general, the results for Uruguay’s oligopoly 

banking period are more in line with countries that had volatility smoothing central banks than 

with the free banking US. Pass-through rates were higher later in the period, when the banking 

market was more crowded and the Comercial and LRP had less market power. In the competitive 

banking periods, pass through rates were 41% to 45%, much higher than those for countries with 

central banks. Even so, they were significantly lower than those for the US, the only country in the 

Bazot et al. (2022) that did not have a central bank. This could be due to the fact that despite 

Uruguay having between ten and twenty banks in the later periods, it was still way less competitive 

than the US market, which had hundreds of banks.  
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However, in order to affirm that the low pass-through rates for Uruguay were the result of volatility 

smoothing balance sheet management on the part of commercial banks, we must discard other 

possible explanations for our results. One explanation for the low response of the Uruguayan 

discount rate to shocks in the international rate could be that Uruguay was not well integrated into 

the global economy. However, the evidence points in the other direction. First of all, Uruguay 

received large waves of foreign investment over the period. These waves coincided with overall 

patterns of capital flows emanating from the core countries of Europe during the first globalization. 

In addition, Montevideo was connected to the rest of the world via undersea telegraph cable by 

1866 (Bertino and Millot, 1996: 358). Information thus flowed rapidly, with, for example, prices 

for Uruguayan public debt in overseas stock markets being quoted in the local financial press with 

no more than a few days delay (El Siglo). Furthermore, prices in Montevideo for international 

traded goods tracked those of foreign cities rather closely. Table 7 shows the correlation 

coefficients for monthly wheat prices between several cities, from 1879 to 1913. Price correlation 

between Montevideo and European capital was higher than that of Budapest and Oslo with those 

same capitals, indicating that the city was at least as integrated into world markets as these 

peripheral European capitals.  

Table 7: correlation coefficients for monthly wheat prices in several cities, January 1879 – 
December 1913 

 London Paris Berlin Budapest Oslo Montevideo 
London 1.00      

Paris 0.77 1.00     
Berlin 0.66 0.74 1.00    

Budapest 0.61 0.59 0.84 1.00   
Oslo 0.59 0.64 0.71 0.64 1.00  

Montevideo 0.68 0.66 0.62 0.44 0.44 1.00 
Sources: Wheat prices for Uruguay, from March 1884 to August 1894 and October 1900m to December 1913: 
Boletín de la Bolsa de Comercio de Montevideo; from May 1878 to October 1883 and September 1894 to 
November 1895: El Siglo. For other cities, Jacks (2005). For other cites: Jacks (2005).  

This result does not change much if we focus only on the oligopoly period. Table 7 shows a similar 

correlation matrix, but for the period January 1879 to August 1887. The correlation of wheat prices 

in Montevideo to those of London and Paris are in the range of other European capitals.  

 London Paris Budapest Oslo Toledo Montevideo 
London 1.00      
Paris 0.86 1.00     
Budapest  0.87 0.82 1.00    
Oslo  0.73 0.70 0.69 1.00   
Toledo  0.59 0.47 0.47 0.20 1.00  
Montevideo 0.69 0.65 0.70 0.52 0.50 1.00 
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Sources: Wheat prices for Uruguay, from March 1884 to August 1894 and October 1900m to December 1913: 
Boletín de la Bolsa de Comercio de Montevideo; from May 1878 to October 1883 and September 1894 to 
November 1895: El Siglo. For other cities, Jacks (2005). For other cites: Jacks (2005).  

5. The reputation and size of the Banco Comercial and the LRP  

Breaking the rules of the game would create two problems for a commercial bank. The first, 

endangering convertibility, was a problem faced also by central banks in other countries. The 

solution was generally to work within the gold points and rely on reputation to ensure reserve 

ratios never dipped too low. The second was a loss of market share and short-term profits. Central 

banks, if not state-owned, could compensate this loss with the income generated from note 

circulation and from other privileges they might have.26 However, the Banco Comercial and the 

LRP had no such privileges. Why then would they consistently break the rules of the game, when 

doing so could endanger convertibility, and, at least in the short term, put them at a competitive 

disadvantage relative to other banks? The answer may lie in their unquestioned commitment to the 

gold standard and their dominant position in the banking sector for much of the period.  

The Comercial and the LRP were two of the oldest banks in the country, founded in 1857 and 

1863, respectively. The Comercial was founded by foreign merchants, mostly of British origin, 

operating in Uruguay, and this group was heavily represented on the bank’s board throughout the 

period. The LRP was a branch of the British bank of the same name, and also served foreign 

commercial interests (Barrán and Nahum, 1971: 448-52). They were traditionally defenders of 

monetary orthodoxy, resisting attempts by the government to found a state bank (Barrán and 

Nahum, 1971: 470). For example, they strongly opposed the establishment of the Banco Nacional 

in 1887, fearing it would lead to overissue of notes and inconvertibility. From the moment it 

opened its doors, these two banks cleared their holdings of the Nacional’s notes on a daily basis, 

so as not to be caught holding the bag when default occurred (Joslin, 1963: 135; Barrán and 

Nahum, 1971: 474).  

These banks had been founded during the tumultuous 1850s and 1860s. They both served the 

merchant class involved in international trade, especially the import of European goods (Barrán 

and Nahum, 1971: 448-451). This group of merchants was highly committed to the gold standard 

                                                      
26 These could include the handling of government accounts, lending to the government and having a monopoly on 
certain types of transactions, for example, the sale of cédulas.  
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because of the nature of their business. Their costs for imports were in gold, while their revenue 

was in pesos, and it behooved them to receive their income in a gold-linked currency. In addition, 

the LRP also served many of the British companies that built and operated the country’s transport 

and urban infrastructures, such as railways, tramways and waterworks. The Central Uruguay 

Railway, for example, had its account with the LRP, and received occasional large loans from the 

bank (Díaz, 2014: 82). Not only that, but often the same men served on the board of directors of 

these banks and those of their client companies. For example, the director of the Uruguayan branch 

of the LRP, George Drabble, was also director of the Central Uruguay Railway Company (Winn, 

2010: 21). These companies also faced many costs in gold27 and received income in local currency, 

and thus benefitted by adherence to the gold standard. 

Their commitment to the gold standard was unquestioned, and, despite their countercyclical 

balance sheet management, they never allowed reserve ratios to fall dangerously low. As can be 

seen in table 7, the Comercial and the LRP had the highest ratios of reserves to notes in circulation 

of any bank, maintaining reserves of over 150% of notes. These ratios never fell below 100% in 

any one year. Other banks generally also maintained reserve ratios of at least 100%, with the 

exception of the Banco Nacional. The ratio of reserves to liabilities were also high for the 

Comercial and LRP, at the higher end of banks in the sector, around 50%. This figure occasionally 

fell to as low as 20% for these two banks, although it quickly recovered.  

Table 7: Average reserve ratios for Uruguayan banks, 1885-1907 

Bank 
Reserves/Notes in 

circulation 
Reserves/Liabilities 

Banco Comercial 154% 55% 

London and River Plate 160% 44% 

Banco Italiano 134% 46% 

Banco Nacional 51% 22% 

English Bank of the River Plate 145% 25% 

Spanish Bank of the River Plate 145% 43% 

Banco de la República 100% 63% 

Banco Popular - 27% 

Source: Own calculation based on figures from USY. 

                                                      
27 In Uruguay, railway companies imported much of the materials for building and operating the line: rails, 
locomotives, wagons, metallic structures for bridges and even the sleepers upon which the rails were laid. Coal was 
also a major imported input (Díaz, 2014).  
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For example, the LRP and the Comercial raised their reserve ratios during the boom years at the 

end of the 1880s. For the LRP, reserves went from 170% of notes in 1888 to 235% in 1890. In 

relation to liabilities, reserves rose from 40% to 55% for the LRP, while for the Comercial they 

went from 21% to 89% in the same years. This was at a time when ratios for most other banks fell, 

or rose only slightly. For example, reserves to notes for the Banco Italiano were 109%, 88% and 

136% for 1888, 1889 and 1890, while reserves to liabilities were 48%, 42% and 41%. For the 

Banco Nacional, the reserves to notes were 74%, 48% and 7%, while reserves to liabilities were 

25%, 14% and 1%. The reason for rising reserve ratios on the part of the Comercial and LRP is 

clear. They were protecting themselves and their clients from the coming crisis. Joslin (1963: 135) 

notes that the LRP’s branch director, Robert Thurburn,  

“began to reduce his loans in gold and to strengthen the bank’s gold reserve, as in a crisis the branch 

would be subject to a dual strain. Merchants would be withdrawing gold for export, and notes would 

be cashed in a domestic banking panic. The London Bank’s position resembled that of the Bank of 

England in the first half of the nineteenth century rather than that of an ordinary commercial 

concern. Long before the crash came Thurburn told Head Office that he was ‘well prepared’”.  

The Comercial, in 1887, went so far as to renounce its right to emit banknotes, for the same reason. 

It saw what the founding of the Banco Nacional would bring, and preferred to sacrifice the 

profitability of banknote emission rather than be exposed to an inevitable run once the crisis hit 

(Banco Comercial, 1957).  

The Comercial and the LRP were the only two banks to survive the crisis of 1876, and from this 

year, until the end of the century, they dominated the banking sector. Figure 10 shows the percent 

of total metallic reserves, notes in circulation, liabilities and credit in the hands of these two banks. 

In the late 1870s and early 1880s, these two banks held over 90% of the metallic reserves, liabilities 

and credit of the banking sector, and 100% of the currency in circulation. The market share of 

these banks dropped precipitously through the boom years of the late 1880s, as several banks 

joined the market, but recovered after the crisis, when several large banks went bust. In 1895, 

before the founding of the Banco de la República, when there were already 11 banks operating in 

the country, these two banks held over 50% of reserves, liabilities and assets of the sector and 

around 80% of notes in circulation. These proportions fell gradually over the rest of the period, 
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reaching about 20% by 1913, while their note circulation disappeared after the LRP lost its right 

to emit paper currency in 1904.  

Figure 10: percent of total metallic reserves, currency in circulation, liabilities and credit in 
the hands of the Comercial and LRP 

 
Source: see text 

The reputation of the Comercial and the LRP as stalwart defenders of the gold standard and their 

dominant position in the banking sector likely gave these banks some leeway in regard to balance 

sheet management. They maintained high reserve ratios on average, although they could allow 

reserve ratios to fall on occasion, because the public knew that they were committed to note 

convertibility. They also had close extra-commercial ties with their client base; the men directing 

both banks also ran several of the companies that they did business with. This, coupled with their 

dominant position in the market, meant that they did not have to behave in a single-mindedly 

competitive way. When gold flowed into their vaults, they did not feel compelled to expand credit, 

seeking short-term profits. Rather, they could hold off, allowing reserves to accumulate, putting 

them in a better position for when economic conditions reversed.  

6. Conclusions 

This paper presents evidence on the operation of the gold standard in Uruguay from its adoption 

in the 1870s up to 1913. The results are suggestive in light of Uruguay’s performance in adhering 
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a fixed exchange rate for almost 40 years without a central bank. Under its free banking system, 

two banks, - the Comercial and the LRP-, appear to have consistently broken the rules of the game 

by expanding domestic assets in the face of reserve losses, as well as sterilizing gold inflows. 

Furthermore, currency in circulation and total liabilities of these two banks appear to have 

fluctuated far less than did metallic reserves, and less than those of other banks. This indicates that 

they acted to smooth volatility in gold reserves and shield their clients from changes in gold 

reserves.  

Could this action, intended to shield their clients from volatility in gold movements, have helped 

ease the burdens imposed by the gold standard on the economy as a whole, in a way similar to 

what occurred in countries with central banks? In addition to the micro level evidence regarding 

the Comercial and the LRP, a macro level analysis of the reaction of the domestic interest rate to 

shocks in world interest rates suggests that these banks’ efforts at volatility smoothing may have 

had economy-wide impacts. The local interest rate was relatively insensitive to shocks in the BoE 

rate, with interest rate pass through being quite low during the free banking period before 1907. 

That is, shocks in international interest rates were not fully absorbed into domestic rates.  

The Comercial and the LRP, the oldest banks in operation in the country, were stalwart defenders 

of the gold standard and were the dominant banks in the sector before 1900. This may have put 

them in a position where they had some leeway in terms of balance sheet management, allowing 

them to provide liquidity to their clients even when gold reserves fell. They did this by 

accumulating reserves in good times, even though it meant sacrificing short term profits.  
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