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PREFACE

HAvVING undertaken to give a series of three Alfred Marshall
Lectures at Cambridge in November, 1937, on A Century
of Bank Rate, 1 was confronted with the fact that, though
there is a profusion of statistical material available, this
material had never been systematically analysed in the
manner which appeared to me requisite for the elucidation
of the subject. It seemed essential to do something to-
wards filling the gap, and in pursuing that object I found
that I had gone a long way beyond my primary purpose of
supplying a statistical background for the lectures. In the
lectures no more than a brief summary of the results that
emerged from my statistical investigations was possible.
In the present volume the statistical material, which is set
out in detail in the Appendices, provides the basis for a
historical survey of the period from 1858 to 1914, the
Antonine age of Bank rate. For both the earlier and the
later history of the subject the interpretation of the
statistical evidence is assisted by the pronouncements of
the Bank of England made in the course of official inquiries,
the Parliamentary Committees of 1832, 1840-1, 1848 and
1857-8, and the Macmillan Committee’' of 1929-31. But
for the all-important middle period very few such pro-
nouncements are to be found.

I have to thank Sir Cecil Kisch for very valuable help in.
preparing a portion of the statistical material, and the Bank
of England for kindly confirming some of the data employed.
But the sole responsibility for the facts as well as for the
opinions remains mine. i

I have written this book in a private and personal
capacity, and nothing in it is to be associated with my
official position at the Treasury.

R. G. Hawtrfy.

September, 1938.
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CHAPTER 1
THE ORIGINS OF THE TRADITION

INTRODUCTION

In the years preceding the outbreak of war in 1914 the
reliance of the Bank of England on its discount rate or
“ Bank Rate ” as the means of regulating its reserve had
come to be universally accepted. The Bank was responsible
for the currency of the country, and its responsibility was
centred in the reserve of the Banking Department. Under
the Bank Charter Act of 1844 the fiduciary issue of Bank of
England notes was a fixed quantity, and the reserve repre-
sented the margin of surplus carrency which the Bank was
free to pay out without transgressing the limit so imposed
vpon it. If the reserve showed signs of falling to a danger-
ously low level, the Bank would raise the Bank rate till
the reserve was restored. If the reserve rose unneces-
sarily high, the Bank rate was rednced.

This procedure had become a firmly established tradition—
so firmnly established that the reasoning on which it had been
founded bad been dean forgotten. When it was dug up in
the comrse of the inquiries of the Conlifie Committee in
1918 and the Macmillan Committee in 1930-1, it was regarded
rather as an academic exercise than as a serions practical
doctrine.

In recest years the traditional Bank rate policy has been
froquently challenged. It has beem challenged oo the
groaad that it is njurions to trade and industry and sacrifices
their mterests to a pedantic monetary correctitude. 1t has
been chalicnged on the comtradictory groend that its sup-
posed efacacy is a fiction based on fallacious reasoning.

The object of the present wark is to show how the Bank
tate tradinos grew wp, what was in the minds of those who
arigmated i, to what extent their mtrutions were realized
» z
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in the experience which followed, and what is its virtue in
the circumstances of the present day and the future.

The opening chapter deals with the period in which the
policy was enunciated and took form. The century covering
the history of Bank rate begins with the amendment of the
usury laws in 1833, but a preliminary account of the pro-
posals and of the experience that gradually led up to that
measure is necessary to make the story complete.

This first period covers the Parliamentary inquiries of
1832, 1840-1, 1848 and 1857-8. Here we have the authori-
tative representatives of the Bank of England first explain-
ing why they desired power to raise their discount rate
without the restraints imposed by the usury laws, and then
. at subsequent inquiries subjected to examination and
criticism in regard to the manner in which this power,
when it had been granted, was used.

It becomes clear that the policy was throughout regarded
as a device for regulating the currency ; it was a monetary
application of a form of credit control. It is also revealed
that the authorities of the Bank of England embarked on
the policy with their eyes open to its dangers and draw-
backs. They were aware of the injurious consequences of
deflation, but they believed them to be unavoidable if the
paramount object of a currency unit fixed beyond all doubt
in terms of gold was to be gained.

In Chapters IT and IIT we pass to the history of Bank
rate in the period from 1858 to 1914. We no longer have
the assistance of Parliamentary Committees as a guide to
the interpretation of policy. That of 1875 on Banks of
Issue hardly touched the subject. The Royal Commission
on the Depression of Trade in 1885-6 and that on Gold and
Silver in 18868 elicited no significant pronouncements
from the Bank of England, though the evidence received
by the latter is noteworthy for the formulation of the
theory of credit regulation by Marshall.

Consequently in these chapters we have to go straight to
the facts, and to interpret them in the light of the pro-
nouncements of policy recorded up to 1858. Chapter III
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sets out the statistical material in chronological sequence.
Chapter II serves as an introduction ‘to Chapter III,
indicating the principles illustrated by the statistical data,
so as to supply a theoretical basis for the interpretations
suggested in the latter chapter. These chapters are
-mainly concerned with the movements of gold, exports
and imports and interior demand, which are set out in
detail in Appendices I and II.

Chapter IV carries on the story from 1914 to 1932.

Chapter. V passes to the statistical investigation of
another aspect of the subject, the relation of the long-term
rate of interest to Bank rate. Appendix I records the
price of Consols {(or, from 1879 to 1888, the price of 2}
per cent. annuities) on the day preceding every change in
Bank rate from 1844 to 1932. Chapter V analyses the data
thus presented, and Chapter VI supplies a theoretical
discussion of this part of the subject and generally of the
relations between the long-term and short-term rates of
interest. Chapter VII is concerned with the relations of
the rate of interest to movements of the price level and to
monetary conditions, with special reference to events since
the War.

Chapter VIII is devoted to a number of pronouncements
throwing light on the Bank rate tradition from Bagehot
in 1873 to the Macmillan Committee in 193r.

Finally, Chapter IX contains a general survey of the
subject with reference to the future as well as to the past.

HENRY TRORNTON

The practice of using the Bank of England’s discount
rate as an instrument of monetary regulation may be said
to start from the Bank Charter Act of 1833. The exemp-
tion of the discount on bills up to three months from the
operation of the usury laws by Section 7 of that Act per-
mitted the Bank for the first time to raise its discount rate
above § per cent.

The idea was thirty years older. It was originated, I
believe, by Henry Thornton, who, when giving evidence
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before the House of Lords Committee on the Bank Restric-
tion in 1797, remarked on * the unnaturally low rate of
interest resulting from the usury laws, which confine the
rate of discounting at the Bank to 5 per cent.” “ There
might be,” he said, “ 2 much greater disposition to borrow
of the Bank at 5 per cent, than it might become the Bank to
comply with.,” He recurred to the subject in his Enguiry
tnto the Nature and Effects of the Paper Credit of Great Britain,
which appeared in 1802. * The Bank,” he wrote, *' is pro-
hibited by the state of the law from demanding, even in time
of war, an interest of more than 5 per cent., which is the same
rate at which it discounts in a period of profound peace.”
The demand for loans from the Bank depends, he said,

‘ on-a comparison of the rate of interest taken at the Bank
with the current rate of mercantile profit.” * At some
seasons an interest of 6 per cent. per annum, at others of
5 or even of 4 per cent., may afford that degree of advantage
to borrowers which sha]l be about sufficient to limit, in the
due measure, the demand upon the Bank for discounts.”

.Only by limiting discounts was it possible to limit the
Bank’s note issue, and so to prevent inflation.

TrE CREDIT SYSTEM OF THE EARLY NINETEENTH CENTURY

To make clear the commercial and financial organisation
which’ elicited Thornton’s comments, it will be necessary
first to enter into a brief description of the credit system
of the early nineteenth century, and especially to show the
part played in it by bills of exchange.

A bill of exchange is an instrument for assigning the
rights in a debt from one creditor to another. It is an
order to the debtor to pay to the new creditor. * It is
written or ““ drawn ” ‘by the old creditor, and, to become
binding, must be acknowledged or in technical language
* accepted " by the debtor.

Under medieval conditions, as soon as the trade between
any two distant places (even within the boundaries of one
country) developed beyond casual and occasional adven-
tures, and assumed some degree of regularity, the merchants



THE ORIGINS OF THE TRADITION 5

in one such place would have agents to tranmsact their
business in the other. The agent would sell his principal’s
goods and hold the money received at the latter’s disposal.
The merchant would direct his agent whether to use the
money to buy more goods or to apply it to any other
purpose. The earliest commercial bills of exchange were
drawn by merchants on their agents, and were simply
directions for the disposal of money in the agents' hands.
But by the eighteenth century the agent was beginning to
drop out. The merchant sending goods to a distant place
would draw a bill on the purchaser himself, instead of on an
agent. That necessitated a prior agreement by the latter
both to purchase the goods and to accept the bill, but, as
communications improved, such agreements became more
practicable. Nevertheless the functions of the agent could
not be wholly dispensed with. The bill, when accepted by
the purchaser on whom it was drawn, became the vital
evidence of his debt to the seller, and someone had to take
charge of it on behalf of the latter. It was to render these
services in respect of the bills drawn for the internal
trade of the country that the English banking system of the
eighteenth century had grown up. The country banks of
that time were primarily an organisation for dealing with
bills, not only for discounting them, but for presenting them
for acceptance, holding them in safe keeping, and collecting
payment on maturity. Their note issues and deposits
were originally incidental to these functions; traders
made their bills payable to the banks, and were willing to
leave the proceeds of discount or collection on deposit,
or to draw them out in the convenient form of bank notes.

The merchant in any part of England would usually pay
for his purchases by accepting bills drawn upon him by the
sellers, and would receive payment by drawing bills on his
customers. Payment might also be ‘made by means of
bills already in the possession of the purchaser and endorsed
by him to the seller, or it might of course be made in cash.
When a bill was drawn, the foundation of the bargain-was
that the purchaser should make payment at an agreed
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future date. The bill was merely an instrument for assign-
ing the debt so created to another creditor.

If a merchant’s purchases and sales were paid for exclu-
sively by the drawing of three months bills, his payments
and receipts would be a perfect trace of his purchases and
sales three months in arrear. He would at any time be
paying for what he bought three months before, and receiv-
ing payment for what he sold three months before. There
would be an excess of payments over receipts equal to the
value of the goods bought and not yet sold up to three
months before. This excess (along with the expenses
incurred in his business) might be met out of his own
capital. But it would be a widely fluctuating amount, and
if his capital was sufficient to cover the maximum excess of
Payments over receipts, then at times when the excess was
below the maximum he would hold a balance of idle cash.
Idle cash is a loss. And this loss could be avoided if the
merchant so limited the capital employed in his business
that it was just enough when the excess of his payments
over his receipts was at a minimum, and relied on getting
some of his bills discounted whenever the excess rose above
the minimum. In effect he might be increasing his busi-
ness and supplementing his capital to the requisite extent
by the discounting of -bills; or, if his business did not
expand to this extent, he might build up a private fortune
in securities or property outside the business. The private
fortune being withdrawn, the capital remaining in the
business would be no more than the essential minimum ;
so equally in this case the usual practice would be to provide
for the fluctnating excess of payments over receipts beyond
the minimum by getting bills discounted before maturity.

A wholesale dealer selling to retail dealers would probably
draw bills on them, but many of the bills would be small
and local, and he would not rely on getting them dis-
counted. He would assume the burden of financing the
retailers from his own capital. The retailers would need
the credit accorded to them by the bills in some instances
to enable them to give credit to customers and in others to
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allow for the time taken to sell off each consignment of
goods bought. - i

Manufacturers, like merchants, would be financed by
bills, A manufacturer who drew bills for the goods he
sold, and accepted bills drawn on him for the materials he
bought, would have to pay wages and other expenses of
production in cash. But that did not necessarily mean
that he would depend to a greater extent than the merchant
on getting bills discounted, for he might meet this cash
outlay from his own capital. Like the merchant he would
cover the variable margin in excess of his minimum
working capital by getting bills discounted. For the
manufacturer the variable margin would include the
goods he has produced but not yet delivered and those he
has delivered but bas not been paid for.

BiLrs oN LoNDON

Bills might be drawn on traders in any part of the
country, but from the early days of the credit system there
was a marked tendency for bills drawn on London to pre-
dominate. The more substantial merchants, those whose
transactions were not merely local in character, would
nearly always have either a head office or an important
agency in London, and to all such the centralisation of
receipts and payments was a great convenience. Even
traders who had no London establishment tended in
course of time to arrange with their bankers to have the
bills drawn on them made payable in London.?

In consequence of the monopoly of joint-stock banking
enjoyed by the Bank of England till 1826, the banking
system was in the hands of numerous banks most of which
were small and none could have a capital exceeding the
fortunes of six partners. Few banks had any branches,
and none had an extensive branch system. One of the
principal functions of the banks in any locality was to act

! That arrangement, rolating merely to the place at which the trader

undertakes to make payment, must be distinguished from the case whate
the banker himaself accepts the bill on behalf of the trader,
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as correspondents of banks in other places for the purpose
of presenting bills drawn on that locality for acceptance
and payment. A bank would need to have correspondents
in all the places with which its customers ordinarily did
‘business, and above all it would need a London corres-
pondent. Every country bank would hold a reserve of
London funds composed partly of a balance with its
correspondent bank and partly of accepted bills payable in
London,

The accepted bills might be left in London with the
correspondent bank to be presented for payment on matu-
rity, or sold in the discount market should funds be needed
earlier, or they might be returned to the country bank to
be available in local dealings, The country bank would
employ these London funds to meet the needs of customers
arising from liabilities for the purchase of goods or invest-
ments or for maturing bills in London. The reserve would
be fed by the London receipts of country customers, by
maturities of bills, and by the sale of bills in the London
discount market. One country bank would acquire Lon-
don funds from another in exchange for local bills or in
settlement of balances. Any country bank would possess
a considerable amount of local assets, not only local bills,
but also advances to customers. Even in those days
advances were a substantial item.

London was also the principal centre for foreign trade.
The system of merchants’ agencies persisted longer in
international trade than in domestic trade. In the early
nineteenth century the great merchants had not yet been
~ transformed into merchant bankers, but most of the

foreign exchange business was already concentrated in
their hands. Any merchant who had an agency in a
foreign centre was in a position to arrange for the accept-
ance and payment of other merchants’ bills on that centre,
or to buy such bills outright.

In proportion as the export and import trade of the
country came into the hands of British merchants, the
financing of the trade was centralised in London. Not

-
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only did the merchants accept bills payable in London
when they bought imports, but British manufacturers for
export sold their goods to the British merchants and drew
bills on them likewise payable in London. The smaller
merchants would draw bills on the country to which the
exports were sent for sale and would sell the bills to the
greater merchants, The greater merchants might get the
bills discounted in the country of destination, but alter-
natively they might hold the bills to maturity and depend
on their own capital to cover the cost of the goods in the
interval. There were also foreign merchants dealing in
British imports and exports and financing them in the
corresponding manner, but by the end of the eighteenth
century the predominance of the British merchant and
therefore of the bill on London was becoming established.
Thus it was usual for any trader, whether merchant,
wholesale dealer or manufacturer, at all times to be both
debtor and creditor on bills, debtor on those he had
accepted, and creditor on those in his own hands. And
he would probably from time to time sell a portion of the
bills coming into his hands to meet current liabilities.

- TagE LoNDON DiscounT MARKET

A country bank discounted bills for its customers, but
the extent of its lending was limited by the amount of its
note issue and deposits and the need of a cash reserve. By
lending it created deposits which its customers could draw
upon, and, if it lent too much, their payments to customers
of other banks would exhayst its cash reserves. Even if
the payments were made in the Bank's own notes, these
would be presented for payment as soon as they had been
deposited in another bank.

If some banks received more bills from their customers
than they could safely discount, others received less. The
bills drawn on local traders, which a country bank received
in the course of its business, would not be readily market-
able, and would probably be held till maturity. But bills
on London were a suitable asset for any bank, whether in
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London or in the country. Any bank with an excess of
bills on its hands became a seller of bills on London, and it
was to provide facilities for the sale of such bills that the
London discount market came into existence. Bills were
offered for sale direct by the traders themselves as well as
by banks. The buyers of bills were those banks which did
not receive enough bills from their customers to employ
their funds.

.The banks in the manufacturing districts were sellers
of bills. The greater part of the output of such a district
was for sale elsewhere, either in another part of the country
or abroad, and bills would be drawn on the purchasers. An
agricultural district would be more nearly self-contained
and would draw relatively few bills ; its banks would be
regular buyers of bills in the London market. The banks
in the City of London received the bills drawn in the course
of foreign trade, while those in the West End received no
bills from their customers, and were buyers of bills in the
market.

That there were considerable areas of England in which
the country banks seem to have been almost indifferent
to conditions in the London discount market and went
on year after year paying interest on deposits, charging
interest on advances, and even discounting trade bills at
unchanging conventional rates, is to be explained I think
by the fact that in such districts the local demand for bills
happened to be approximately equalled by local deposits.

At first the bill market was composed of mere brokers,
who found buyers of bills to suit the sellers, and were paid
by commission. About 1827 the practice began of lending
money at call or short notice to bill brokers on the security
of bills, and it scon grew.! It was impossible for a bank to
select bills with maturities to suit its future uncertain
needs for cash, and it was inconvenient either to be per-
petually buying and selling bills or to hold a large enough
cash reserve to cover all contingencies. A loan at call to
the bill-broker, earning a rate of interest a fraction less

1Sec W. T. C. King, History of the London Discount Market, p. 67.
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than the market rate of discount on bills, was a simple
solution of the problem. And it suitéd the bill-brokers too,
for the needs of the banks for cash were mostly for pay-
ments to one another, so that loans called up would be
balanced by new money lent,

But that was not always so. There might be an excess
of bills created in the country as a whole, If for any reason
there was increased activity of business, more bills would be
drawn for the sale of more goods. Manufacturers, receiving
increased orders, had to discount bills to provide cash to
pay wages and other expenses of production. Additional
currency would thus be created to pay additional incomes,
and the additional incomes would generate increased
demand. A vicious circle of expansion would be joined.
Eventually the additional purchasing power would attract
additional imports from abroad. There would be a twofold
drain of gold, an internal drain to meet increased demands
for currency and an external drain to pay for the excess
imports. ‘

THE BANK OF ENGLAND AND THE GOLD RESERVE

The demand for gold was concentrated upon the reserve
of the Bank of England. The country banks drew what
they needed from the London banks, and the London
banks proceeded to sell bills in the discount market. But
if there was a general shortage of cash, so that the sellers
of bills in the market predominated over the buyers, there
was no way of providing for the unsold residue of bills
unless the Bank of England would take them. The prac-
tice had grown up of the Bank of England acting as the
lender of last resort!; it was expected to discount all eligible
bills offered, whether by merchants or by bankers, and any
bill on London maturing within ninety-five days and bearing
two good English names (one being theacceptor) waseligible.

It was found, however, occasionally, under conditions
of extreme pressure on the reserve, that the Bank could
not afford to assume this responsibility. Thornton referred

1 Ses my Avi of Conival Banking, pp. 116—26 -
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to “‘ a determination, adopted some time since by the bank
directors, to limit the total weekly amount of loans furnished
by them to the merchants. The adoption of a regulation
for this purpose seems to have been rendered necessary by
that impossibility of otherwise limiting at all times the
Bank of England paper. The regulation in question I
consider as intended to confine within a specific, though in
some degree fluctuating, sum the loans of the bank, for the
sake of restricting the paper.”

When the Bank of England placed a limit on its dis-
counts and absolutely refused bills, the whole credit
system was endangered. Merchants who had relied on
the bills they held as the means of raising cash would find
themselves compelled to default on their own acceptances
unless they could realise some other marketable assets.
The prices of goods and of securities would be depressed by
forced sales, and doubts of the solvency of the merchants
whose names appeared on bills would lead to discredit of
the bills.

No doubt Thornton, when he wrote, had in mind the
attempt made by the Bank of England in December, 1795,
to ration discounts. The attempt to limit its note issues
by this method failed, for it did not avert the suspension of
gold payments fourteen months later. Under the Bank
Restriction that began in 1797 the Bank was no longer
restrained by any consideration of its gold reserve; it
became free to discount eligible bills without limit. And
as notes down to one pound had been put into circulation
concurrently with the suspension of gold payments, gold
was 1no longer needed for internal circulation at all.

THE BULLION COMMITTEE

It was this state of things that led to the appointment of
the Committee on the High Price of Bullion in 1810, in
the proceedings of which Henry Thornton took a prominent
part. In its Report the Committee found fault with the
reliance of the Bank of England on the soundness of the
bills it discounted as the sole safeguard against inflation,
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without regard to their quantity, and recurred to the
question of the wsury laws (p. 51). “ The law, which in
this country limits the rate of interest and of course the
rate at which the Bank can legally discount, exposes the
Bank to still more extensive demands for commercial
discounts. While the rate of commercial profit is very
considerably higher than 5 per cent., as it has lately been
in many branches of our foreign trade, there is in fact no
limit to the demands which merchants of perfectly good
capital and of the most prudent spirit of enterprise may be
tempted to make upon the Bank for accommodation and
facilities by discount.”

The implication here is the same as in Henry Thornton'’s
work ; the increase in the bills held by the Bank of Eng-
land tends to bring about a corresponding increase in its
note issue, and the latter increase can best be prevented by
a rate of interest which is a deterrent on the former increase.
To be a deterrent, the rate must offset the prospect of
profit from the transactions intended by the borrowers,
and, if the anticipated profit rises, the rate of discount
ought to be free to rise without regard to any statutory
limit.

BANE RATE IN 1822 AND 1825

As it tumed out, the first occasion on which a change in
the discount rate became a practical issue involved not a
rise but a fall. In the early part of the eighteenth century
the Bank of England’s discount rate had for twenty years
been no more than 4 per cent. From 1742 to 1773 the rate
of 4 per cent. had continued for foreign bills (except for an
interval at § per cent. from rath December, 1745, to 1st
May, 1746) though inland bills had been charged 5 per cent.
Thereafter the rate had been § per cent. for both classes of
bills, and still was when the pound was restored to gold
parity in 1819, and when convertibility into gold coin was
resumed in 1821,

But whereas § per cent. had been an unduly low rate
during the Napoleomc Wars, now under condmons of
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deflation that had since supervened it had become an
unduly high rate. The Government was faithfully carrying
out the recommendation of the Resumption Committee of
1819 to repay the Bank’s advances, and the resulting gap
in the Bank'’s assets could only be filled by discounts or by
gold. But the Bank’s discount rate of 5 per cent. was so
far above the market rate that no bills were offered for
discount, and the note issue could only be maintained in so
far as gold could be attracted. The scarcity of currency
thus occasioned by the Bank’s policy led to open dis-
agreement between the Bank and Government.

The Prime Minister, Lord Liverpool, speaking in the
House of Lords in 1822, described as extraordinary.and
injurious the refusal of the Bank of England to discount at
a lower rate than 5 per cent., when the market rate of
interest was not more than four. ° Finding it impos-
sible,” he said, “ to induce the Bank to lower the rate of
interest on their discounts, conformably with the expecta-
tions held out in 1819, His Majesty’s Government resolved
on borrowing four million pounds on Exchequer Bills from
the Bank with a view to applying that sum in some
manner to the relief of the country.” (Quoted in W. M.
Acworth’s Financial Reconstruction in England, 1815-22,
p- 106.)

The Bank yielded, and on the 2oth June, 1822, reduced
its discount rate to 4 per cent. How far this step con-
tributed to the state of expansion and activity which
started in 1824 and culminated in the crisis of 1825 it would
be difficult to say with confidence. It is remarkable that
when the crisis broke out, with its accompaniment of
failures and panic, in the autumn of 1825, the rate was not
at first altered. It was only on the 13th December, when
the Bank adopted the policy of lending freely, that the rate
was put up to the permissible maximum of 5 per cent.

The deterrent effect of that rate under crisis conditions
was nil, There were other devices than the discounting of
bills for raising short loans, and these show the intensity
of the pressure; for example in the proceedings of the
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Committee of 21832 on the Bank of England Charter it was
stated that early in December, 1825, * Consols were 75}
for money and about 8o} for the account, which account
day was within twenty-five days of the day mentioned.”
That works out at 6 per cent. for twenty-five days, and the
calculation made by a member of the Committee that it
was 72 per cent, per annum was an under-statement.

It can hardly be said that at this time Bank rate was
being used as an instrument of credit regulation. The
foreign exchanges bad already been made favourable and
the external drain of gold stopped in October, as a result
of the deflationary power of the crisis itself, and the last
spasms of the internal drain were met by the re-issue of
£1,000,000 of one-pound notes, which had been put aside
when notes below five pounds had been withdrawn, and
had not been destroyed or cancelled.

After the crisis of 1825 an Act was passed prohibiting
the issue of notes below five pounds from April, 1829.
This applied to the Bank of England and to the private
banks in England and Wales (but not in Scotland or Ire-
land, where one-pound notes had been in vogue even before
1797). The change was an important one, for it made gold
coin indispensable for use as a hand-to-hand currency.
So long as there was no gap between the smallest bank note
and the largest sum that could conveniently be paid in
silver coin, it was possible to meet a demand for currency
in any district where the banks of issue were trusted without
any absorption of gold at all. Even the reserves of the
banks might take the form mainly of London funds. In
practice, no doubt, there was some demand for sovereigns
everywhere as soon as the resumption of gold payments
(1821) made them available. But the suppression of all
notes below five pounds meant that thenceforward a de-
mand far currency would be expressed more immediately
and insistently in a demand for gold coin. And the Bank
of England could not again meet an internal drain by open-
ing a forgotten chest of one-pound notes. It must depend
exclusively on its metallic reserve.
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THE COMMITTEE OF 1832

In 1832, when a Parliamentary Committee was con-
stituted to consider the conditions on which the Bank of
England’s Charter should be renewed, the Directorate of
the Bank of England came forward with a positive recom-
mendation for the repeal of the laws against usury, or at
any rate for such amendment as would give them a free
hand to charge a deterrent rate of discount.

As George Warde Norman, one of the most influential
directors, put the case, * if the rate of interest should rise
much above 5 per cent., the Bank must either over-issue
or be obliged to resort to measures to contract its discounts,
which might lead to very serious effects, such as rejecting
private paper capriciously for no other reason than because
enough had been discounted already.” (Qn. 2430.)
Horsley Palmer, the Governor of the Bank, put forward
the same argument, and expressly linked up the over-issue
of currency with the price level and the foreign exchanges.
“ Over-issue,” he said, * means excess of prices having
relation to the prices of other countries.” (Qn. 371.)
Asked, “ by what test would you generally measure an
over-issue,” he replied, ““ by the foreign exchange.”

The argument put forward by Norman and Horsley
Palmer differed in one respect from Thornton’s. Thorn-~
ton’s argument was based on ““ a comparison of the rate
of interest taken at the Bank with the current rate of
mercantile profit *’ ; his supposition was that the merchant
who thought he could make a profit in excess of the rate
of interest would be tempted to extend his borrowing.
Norman compared the Bank’s discount rate not with the
current rate of mercantile profit but with the current rate
of interest.

Neither statement of the case is satisfactory. Thorn-
ton’s comparison of the rate of interest with the rate of
profit is vitiated by the fact that while interest is calculated
per unit of time, profit is a margin between the buying and
the selling price and is independent of time; the relation
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between the two depends on the time for which interest
has to be paid.

Norman’s comparison of the Bank’s rate-of discount
with the market rate presupposes that the market rate
could rise above the statutory. maximum. Possibly it
could ; there might be an illicit market, and there were
various legal or at any rate colourable evasions open to the
ingenious lender. But so long as the Bank of England was
willing to lend an indefinite amount at 5 per cent., the
market rate for bills classed by it as eligible could not rise
higher, What Norman really meant was that the rate of
interest might rise virtually or potentially above 5 per cent.,
in the sense that if the market were allowed to work freely
at that rate a disequilibrium would be caused in the form
of over-issue,’

And this virtual rise of the rate of interest might be
attributable to just such an expansion of profits as Thorn-
ton had in mind. It would not arise from a direct compari-
son of the rate of interest with the rate of profit, but the
expansion of profits would be a sign of increased demand
for commodities, and demands for credit from traders who
wished to increase their working capital would result.

If the rate of interest were free, this pressure to borrow
would cause the rate to rise. But if the rate of interest
were limited then as soon as the limit was reached and the
private banks found themselves unable to deter borrowers,
further demands for credit would all be concentrated on
the Bank of England. Thus the power to raise the rate
of discount was required to deter borrowers. That did
not mean that the trader would abandon an enterprise
altogether on the ground that the charge for interest on
his temporary borrowing would eat up the whole of his
profit ; he could usually reduce the charge for interest by
shortening the interval between purchase and sale, that is
to say, by postponing purchases of goods. (Hastening’
. sales is not so easy ; it involves a sacrifice of price.)

. The recommendation of the Bank was adopted, and the
' usury laws were so amended by the Act of 1833 as not to

c



18 A CENTURY OF BANK RATE

apply to the rate of discount on bills of exchange maturing
within three months.

BANK RATE FROM 1825 TO 1844

The market rate of discount had fallen from 5 per cent.
at the end of 1825 to 44 and 4 per cent. in the summer of
1826 and 3 per cent. in June, 1827. Bank rate had been
reduced from 5 to 4 per cent. on the 5th July, 1827, and
remained at that level (though the market rate occasionally
fell as low as 24) till July, 1836. By that time the severe
depression which had followed the crisis of 1825, and had
lasted with little relief till 1832, had made way not merely
for revival but for a state of activity which caused some
anxiety. There was a drain of gold to the United States,
where the reduction of the gold contents of the dollar in
1834 had raised the coinage ratio of gold to 'silver from
15 to 1 to 16 to 1, and practically involved a transition
from a silver to a gold standard. At the same time un-
sound credit conditions had been developing in the United
States, and early in 1837 failures occurred among English
merchants with American interests.

Bank rate had been raised to 4} per cent. on the 21st
July, 1836, and to 5 on the 1st September. From Novem-
ber, 1836, to April, 1837, a market rate of discount pre-
vailed of 5% per cent., a rate which would have been illegal
before the amendment of the usury laws. The Bank of
England’s rate, however, remained at 5 per cent. Credit
expansion was checked in England by the failures, but it
continued on the Continent, and there resuited an inflow of
gold from the Continent to England. Bank rate was
reduced to 4 per cent. on the 15th February, 1838, and the
market rate even fell in May to 2} per cent.

At the end of 1838, however, crisis conditions developed
in France and Belgium, and there soon followed an outflow
of gold from England, which was intensified by payment
for imports of corn to supplement deficient crops. On the
16th May, 1839, Bank rate was raised to 5 per cent., on the
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2oth June to 5%, and on the 1st of August to 6. The
market rate rose to 63. _

This was the first occasion on which the Bank rate policy
was seriously relied on. The Directors of the Bank, how-
ever, were unwilling to go beyond 6 per cent., and they had
to call other measures in aid. They obtained credits of
£2,000,000 in Paris and £g900,000 in Hamburg, which
relieved the strain on the bullion reserve. And they also
reduced the limit of maturities discounted by the Bank
from the customary ninety-five days to Sixty. That meant
applying an absolute refusal to those who brought longer
bills to be discounted, but it caused far less embarrassment
than a more general refusal, because most people who had
any bills probably had some shorter ones, and even those
who had none but long bills might get accommodation
from those who had short ones, so long as these latter could
get money from the Bank. In fact the discount market
as a whole held enough short bills to raise the money it
required from the Bank,

Bank rate was reduced to5 per cent, on the 23rd ]a.nua:y,
1840, but the Bank’s gold reserve continued at an incon-
- veniently low level for some time. The market rate of
discount rose to 6 per cent. in November, 1840, and again
to 54 in November, 1841. It was only in April, 1842, that
Bank rate was reduced to 4 per cent., and there then fol-
lowed a period of very cheap money, the market rate
actually falling below 2 per cent. in May, 1844.

THE BANK CHARTER ACT, 1844

The next stage is marked by the passage of the Bank
Charter Act in 1844. The separation of the Issue Depart-
ment and the Banking Department of the Bank by that
Act was intended to make the business of note issue purely
mechanical. There was a fixed issue against securities,
initially £14,000,000, but to be increased as the note issues
of the country banks were surrendered or ceased from any
cause, and any additional issue could be made only against
an equal addition to the metallic reserve. It was intended
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by this device to relieve the Banking Department, which
held the deposits, from the exceptional responsibilities
devolving on a bank of issue, and to enable it to carry on
business on the same footing as any other, bank.?
. Pushed to its logical conclusion that meant that the Bank
would no longer undertake to be the lender of last resort.
It would be free, on the one hand, to refuse to discount
bills beyond such limit as seemed convenient, and, on the
other, to get its share of the discounting business of the
market, and for that purpose to offer to discount bills at a
competitive rate. 'When the Act came into operation at
the beginning of September, 1844, the market rate of dis-
count was 2 per cent., and the Bank rate was reduced forth-
with from 4 to 2}.

The Bank found itself in the midst of one of those long
spells of cheap money which have become the familiar
sequel of a financial crisis or a period of great credit pres-
sure. The bullion reserve was at the very high level of
£15,209,000. The Bank in regulating credit was intended
to have regard to the reserve in the Banking Department.
The notes in the Banking Department were simply the
excess of the Bank’s legally permissible note issue over the
actual circulation. In other words the reserve was the
amount of currency which the Bank could pay out without
infringing the limit imposed by the Act of 1844 on its
fiduciary issme. At the start in September, 1844, when
the bullion was £15,209,000 the reserve was £9,033,000.
In the autumn of 1845 there was some loss of gold, and the
reserve fell to £5,937,000. The rate was put up to 3} per
cent., and by the end of Auvgust, 1846, the bullion had
reached £16,366,000 and the reserve £9,940,000 and the
rate was lowered to 3 per cent,

Tue Crisis OF 1847

Trade révival had been in progress for several years, and
the credit situation was not free from special complications.

1 See¢ Parliamentary Committes of 1848 on Commercial Distress, answers
of the Governor of the Bank to Questions 2652~3.
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The speculation in railway development, which had been
interrupted by financial stringency ten years before, had
been resumed and was in full swing. And a deficient
harvest in 1846 involved exceptionally heavy importations
of foreign corn. To counteract the adverse effect on the
balance of payments would have required a substantial
credit contraction. No steps were taken in the direction
of contraction till January, 1847. On the 14th January
Bank rate was put up to 3} per cent., and on the 21st to
4.} By that time £3,000,000 of bullion had been lost since
August, 1846, and even 4 per cent. was a low rate. It was
only on the 8th April, when a further £3,500,000 of bullion
had gone and the reserve was reduced to {£4,391,000 that
Bank rate was raised to 5 per cent. And the Bank,
counting itself free tq behave " like any other bank,” at the
same time resorted to a partial refusal to lend.

For the moment this procedure was successful; the
reserve had fallen on the 17th April, 1847, to £3,087,000
but by the 1gth June had recovered to £6,544,000. But the
new Act had been placed in a sinister light. It had been
interpreted to mean that if the reserve fell to zero, the
Bank would refuse to lend at all. There would be no
lender of last resort, and the discount market would dry up
altogether. The prospect held out to those accustomed to
finance all transactions in commodities with bills of
exchange was nothing less than a complete breakdown.
Any solvent trader might find himself committing an act of
bankruptey simply . because the usual channel for rais-
ing the means of payment was closed to him, Each
failure would destroy the guarantees for the bills
on which the defaulting trader's name appeared,
and would plunge the holders of those bills deeper into
embarrassment,

Gold began to ebb away again. Early in August, 1847,
the reserve had shrunk to f4} millions. Bank rate was

1 It was on the 15th January, 1847, that the Bank of France departed
from a long-established practice of maintaining an unvarying discount
rate, and raised its rate from ¢ par cent. {at which level it had been since
February, 1820) to 3. )
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put up to 54 per cent., the first time since 1839 that it had
been above 5.

In September the elements of unsoundness in the credit
situation began to become manifest. The bad harvest of
1846 had led to very high prices of cereals, and a sudden
collapse of prices in the summer of 1847 precipitated a
number of failures among traders who had been speculating
in wheat. Tension passed into panic. That of itself
stopped the external drain of gold, but a general reinforce-
ment of cash resources in coin and notes all over the country
gave rise to an internal drain. Nothing less than legal
tender would serve the purposes of country banks which
had no current accounts at the Bank of England, and even
the London banks felt the need of an ample supply of
currency on the premises. In virtue of the Act of 1844,
the withdrawal of notes from the Bank of England de-
pleted the banking reserve just as much as the withdrawal
of coin. The reserve fell to £3,071,000 on the 16th October
and to £1,994,000 on the 23rd October,

The Bank did not refuse to lend or even restrict its lend-
ing. It displayed a livelier recognition of the responsi-
bilities of the lender of last resort than under the pressure
of the preceding April. Nevertheless it seemed to be
rapidly approaching the abyss. The withdrawal of
£2,000,000 more of currency would leave the Bank unable
legally to meet its liabilities to its depositors in any form
of currency, including its own notes.

It was in these circumstances that the Government of
the day wrote a letter to the Bank recommending the
Directors “ to enlarge the amount of their discounts and
advances on approved security,” and promising an act of
indemnity should this course involve an infringement of the
law limiting the fiduciary issue. And the letter stipulated
that * in order to retain this operation within reasonable
limits,"” a rate of interest not less than 8 per cent. should be
charged. Bank rate was raised accordingly to 8 per cent.
on the z5th October, 1847.

Thus Bank rate was assigned a leadmg part in the drama.
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The primary purpose of the Act of 1844 had been to secure
the convertibility of the Bank of England note by a limita-
tion of the issue. If the system relied on for that purpose
was to be suspended, some other safeguard was essential.
The desired alternative was found in a high Bank rate,
the deterrent effect of which, as we have seen, had been
gaining recognition for a number of years. But 6 per cent.
had been found insufficiently deterrent in 1839, and the
Bank was already charging rates far above its nominal
5% per cent. Bank rate for the longer or less eligible bills,
The Government therefore required the rather sensational
rate of 8 per cent. to be charged as a condition of the
breaking of the law.

BANKk RATE FrROM 1847 TO 1857

The fear of a rigid refusal of discounts once dispelled,
the drain of currency ceased. The reserve touched a
minimum of £1,606,000 at the end of October, and then
began to recover. The law was not broken. On the 2oth
\November, 1847, the reserve was {4,719,000 and steadily
rising, and on the 22nd (a Monday) the Bank rate was
reduced to 7 per cent.! By the 27th of January, 1848, or
within ten weeks, it had fallen to 4 per cent. There was
some hesitation in reducing it lower. But the cheap money
policy of 1844 to 1846 had not been condemned. So long
as the Bank did not set the pace towards lower discount
rates, there was no reason why it should not continue the
practice of following the market downwards. With
bullion at £14 millions and the reserve at {10§ millions, the
rate was reduced in June, 1848, to 3} per cent. In Novem-
ber, 1848, it fell to 3 and a year later, in November, 1849,
the reserve having topped £12,000,000, it was reduced to
2}. For three and a half years more the rate remained
low, varying only between 2 and 3. Two per cent., which
has ever since been the accepted minimum, was in operatjon

U It was then, as it still is, the practice of the Bank Directors to meet on
Thursdays to decide whethar any change should be made in Bank mate.
A change on any other day of the week was made on the individual res-
ponsibility of the Governor, and was exceptional.
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for nine months of 1852, It was only in June, 1853, that
the rate was raised to 3}, the reserve having dropped
below £49,000,000. From then till the beginning of October,
1853, the reserve gradually fell to £6,800,000 and Bank
rate was raised by stages to 5 per cent. In 1847 a reserve
. of £6,800,000 had only brought the rate to 4 per cent., and
5 per cent. had been imposed when the reserve had fallen to
£3,500,000. The Bank remembered, no doubt, that it had
been blamed for its tardiness on that occasion.

At the end of March, 1854, England was involved in the
Crimean War. Bank rate was 'still at 5 per cent., but at
the beginning of May the reserve fell to £4,600,000 and
the rate was raised to 54. War did not bring inflation, and
if there was any inflationary tendency it did not prevail.
Presently the reserve began to recover, and Bank rate was
reduced step by step till in June, 1855, it was 3% per cent.,
and the reserve exceeded £12,000,000.

That however was only a transitory phase. The reserve
melted away and in October, 1855, fell below £5,000,000.
Bank rate was raised to 6 per cent. for bills with not more
than sixty days to run and 7 per cent. for longer bills, and
there followed two years of pressure during which (except
for‘one interval of three months at 4} per cent. in the
summer of 1856) the rate oscillated between 5 per cent.
and 7.

It was at this time that the Bank of France began to
rely on relatively frequent alterations of its discount rate
in imitation of the practice of the Bank of England. The
rate of 5 per cent. put in force at the beginning of 1847
had remained unchanged through all the varying fortunes
of that year till the 17th December, when the rate reverted
once more to 4 per cent. It was then left undisturbed (even
by the Revolution of 1848 and the suspension of specie
payments) till it was reduced to 3 per cent. on the 3rd
March, 1852.

In 1853 the approach of the conflict with Russia brought
advances of the discount rate to 4 per cent. in October and

to 5 in January, 1854,
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A usury law still existed in France and limited the rate
of discount to 6 per cent. Under the influence of growing
activity it was raised to that level on the 25th September,
1856. The Bank of France was relieved from the operation
of the usury law by the law of gth Jurne, 1857, and from
that time had the same freedom as the Bank of England to
vary its discount rate.

Revival had reached a high level of activity in England
in 1853 before the outbreak of war, On the restoration of
peace at the beginning of 1856, business resumed where it
had left off, perhaps with some added impetus. By then
the flow of gold from the newly discovered mines in Cali-
fornia and Australia into Europe was beginning to give a
further stimulus. Sauerbeck’s price index, having dropped
from g5 in 1847 to 74 in 1849, rose to x02 in 1854 and 105
in 1857. An excessive credit expansion was developing,
and the increased monetary circulation of the world was
straining the gold supply.

THE Crisis oF 1857

It was in the United States that an unsound credit
position broke out into a crisis at the end of August, 1857.
News in those days took a fortnight to cross the Atlantic.
The first stages of the American crisis became known in
England early in September. As news of its successive
phases arrived, the crisis was revealed to be one of extreme
severity, and its repercussions on the British financial
system were profound. The exchange on the United
States became violently unfavourable, and gold was with-
drawn for export thither in considerable quantities. The
credit of merchants and banks with American connections
was shaken, and big failures occurred. . Distrust grew into
panic, and the Bank of England had once again to meet a
formidable demand for currency. Bank rate had been at
5% per cent. since July, and was raised by successive stages
between the 8th October and the gth November to 10 per
cent, The Bank had placed no restriction on the granting
of discounts, and had relied only on the high Bank rate
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as a deterrent, But it had become manifest that the
deterrent was insufficient. On the 12th November the
bullion had fallen to £6,524,000 and the reserve was no
more than £581,000. On that day came a letter from the
Government, following the precedent of 1847, and promising
indemnifying legislation if the Bank should find it neces-
sary to break the law limiting the fiduciary issue. A high
rate of discount was again made a condition, but this time
Bank rate had already reached 10 per cent., and the letter
merely stipulated that it should remain at that rate.

On this occasion the law was actually broken. The
fiduciary issue was temporarily increased by £2,000,000,
notes to that amount being handed over by the Issue
Department to the Banking Department in exchange for
securities. The actual excess issue at its greatest was
below a million. Asin 1847, the external drain of gold had
already ceased before the letter was written. But the inter-
nal drain of gold continued. The London banks were quite
content to hold their reserves in the form of deposits at the
Bapk of England, and, so long as that was so, the accom-
modation granted to them did not diminish the reserve.
The difficulty arose from the needs of the country banks
and' the Scotch and Irish banks, which required actual
currency on the spot to meet the demands of distrustful
depositors, In the particular case of Scotland the notes
of the issuing banks retained the confidence of the public
(even those of the Western Bank and City of Glasgow Bank,
which suspended payment, were guaranteed by the other
banks). But under an Act of 1845 any additional note
issue had to be backed by an equal amount of coin, and
there resulted a large demand on the Bank of England for
gold to be hastily transmitted to Scotland.

It was perhaps hardly sufficiently realised at the time
that these demands for currency for the banks at a distance
irom London could not be stopped or even greatly reduced
even if the Bank of England absolutely refused to discount
bills or to lend. These banks already held deposits with
the London banks, and the London banks held deposits
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with the Bank of England. If notes and gold were drawn
out against existing deposits, an excess over the fiduciary
limit might be unavoidable except by an actual suspension
of payment by the Banking Department.

HoRSLEY PALMER ON DEFLATION

The crises of 1847 and 1857 both formed the subject of
Parliamentary inquiries, which tell us much of the con-
siderations of policy involved. Horsley Palmer, who as
Governor of the Bank had advocated the amendment of
the usury laws in 1832, was examined by the Committee
of 1848. In 1832 he had explained how a rise in Bank rate
would make the foreign exchanges favourable by causing
a fall of prices; it would " tend to limit transactions and
to the reduction of prices.” In 1848 he had not abandoned
his view that the discount rate was the right instrument
with which to regulate the foreign exchanges, but he was
most emphatic in limiting the use of it to cases in which
the foreign exchanges were unfavourable. Asked if he
thought it was a protection to the Bank of England in a
time of pressure and panic to be able to raise the rate of
interest to a great extent, say, to 8 or g per cent., he re-
plied, “ I think that it is extremely prejudicial to com-
merce, and that it is totally uncalled for when the exchanges
are in favour of this country, which they must be at those
times of commercial pressure.” (Commons Committee,
1848, On. 2005.) In reply to Thomas Baring, who asked
in what way he thought it prejudicial to raise the rate of
interest, Palmer explained : ' it presses upon all branches
of commerce in a way that is most prejudicial to them ;
the raising of the rate of interest, I am given to understand,
stopped very largely the mercantile transactions of the
country—exports as well as imports.” (Qn. 2007.)

Presently Baring recurred to the subject and the following
series of questions and answers ensued :

** It is by producing a fall in the value of all commodities
in this country that you would correct the exchange ? "—

*“ Yes; not merely in that way, but you would bring
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capital to this country; by the high rate of interest you
stop credit ; many persons trading with America or with
India and China have found money so extremely scarce
in this country that they have been forced to stop their
operatlons

“ It is by interference with trade that it acts,” he asked,

‘“ and not merely by the inconvenience that it occasions to
holders of bills ? "—'* It causes the stoppage of trade,”
was the answer. (Question 2113.)

At that point James Spooner, a banker of Birmingham
and a champion of the inflationists, intervened and asked :
“ What would be the effect on the manufacturers and
labourers in the country during such an operation?
Palmer replied : “ It destroys the labour of the country ;
at the present moment in the neighbourhood of London
and in the manufacturing districts you can hardly move in
any direction without hearing universal complaints of the
want of employment of the labourers of the country.”
Spooner went on: * That you ascribe to the measures
which it was necessary to adopt in order to preserve the
convertibility of the note? ” * I think,” was the reply,
““that the present depressed state of labour is entirely
owing to that circumstance.”

From one of the most influential representatives of the
Bank of England so outspoken a recognition of the price
paid in the form of trade depression and unemployment
for the maintenance of the gold standard is noteworthy.

JaMes Morris’s VIEws

And at the same inquiry the Governor of the Bank,
James Morris, took a similar position, though not quite so
willingly. He explained that, when gold has been exported,
the means of getting back the gold is by making money
dear* and causing a fall generally in the prices of com-
modities. (Question 3278-9.) Cayley, a member of the
Committee, who, like Spooner, was an inflationist, put to

1 By a long-established convuntlon tho rate of discount or the |hort—tarm
mteoimterut:saﬂedthe price ”’ of mouney, so that ** dear money ’
means & high rate, *‘ cheap money *’ a low rate, .
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him that “ the price of the convertibility of the note under
that state of things is the disemployment of labour and the
ruin of the merchants of this country.” ‘ The pressure
which the export of the precious metals causes,” replied
Morris, *“ naturally will cause failures of parties who may
have been overtrading, and will also cause a fall in the price
of goods.,” Morris had been maintaining that, in raising
its rate of discount, the Bank of England was not exercising
its own volition, but was only doing what all banks were
compelled to do in face of a shortage of currency. (Ques-
tions 3275-6—see below, p. 66.) Cayley was not satisfied,
and he returned to the charge: * and it will lead,” he
urged, “ to a disemployment of labour ? * ‘ Probably for
a time,” admitted the Governor, * it may lead toa disem-
ployment of labour.” (Questions 3321~2.}

Neither Morris nor Palmer was prepared to say explicitly
that if the rate of discount was not raised, and the converti-
bility of the note was sacrificed, the * disemployment
of labour” could be avoided, but it is the inevitable
inference,

A little later Cayley turned to the effects of cheap money.
(Questions 3412-8) :

“ Did not the cheapening of money in 1844 and 1845
lead to a rise of prices ? "’—* Yes.”

“Did not that lead to an increased comsumption of
commodities ? “—"* No; the cheapening of money will
create a higher pnce of commodmes and will naturally
check consumption.”

* Does not the cheapening of money lead to an increase
of production ? "—*" Yes."”

* Does not that increase of production lead to an in-
creased employment of labour ? * * Yes,” replied Morris,
but he went on to protest that he was not prepared to
enter upon a thecretical discussion. He wound up,
however, with, “ If I am asked whether cheap money has a
tendency to encourage imports into this country, I answer,
yes; an abundance of money creates a rise of price and
encourages importations into the country.”
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“ You say that the cheapening of money, by which I
mean a lower rate of discount, would tend to increase
importation ? ”— A cheapness of money, by which I
mean a large circulation, tends to raise the prices of goods,
and the high prices of goods naturally cause an importation
into the country.”

* Does not that under the present system tend to create
an adverse balance of trade and to diminish exports ? "—
* Undoubtedly it does.”

“ Under the present state of things, the system is safest
under a comparatively small amount of imports? ”—
‘“ No, I do not mean to say that ; we are speaking of a year
[1847] in which there has been a sudden and an enormous
import of food.”

“ But when there is a great increase of consumption,
which has been produced by an increase of employment of
labour, that endangers the condition of the circulation ? "—
" If there has been a very greatly increased consumption,
necessitating a very large importation of foreign commo-
dities, unless we have manufactures or securities to export
in payment, the balance must be paid for in the precious
metals. The importation of 1847 has been very much
larger than the exportation of goods, and therefore the
balance has been paid in bullion.”

* A diminished power of consumption on the part of the
public would have been rather advantageous than other-
wise to the system of circulation? "—" A diminished
consumption would have checked importation.”

*“ Then the more privation the public was subjected to,

-the safer the system of circulation ? ”

James Morris was silent ; but the Deputy Governor, H. J.
Prescott, intervened to answer : “‘ It is necessary sometimes
for the public to deny themselves; or for the country to
deny itself, the consumption of certain foreign conmmodi-
ties, in order to restore the circulation to a proper state.”

Inflationists such as Cayley and Spooner did not carry
much weight in the political or economic world of 1848.
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But their questions and the answers they elicited threw
light on the assumptions of the Governor of the Bank and
his colleagues. The kind of productive activity which
prevailed in 1845 and 1846 was associated with an infla-
tionary tendency; the resulting expansion of the con-
sumers’ income attracted an excess of imports; to main-
tain the gold standard, the *‘ convertibility of the note,”
it was essential to correct that excess; and the Bank of
England relied on a high Bank rate to accomplish that
result by compressing the consumers’ income. Therefrom
resulted the * privation” and the * disemployment of
labour " which Cayley’s questions led up to.

THE ATTRACTION OF FOREIGN MONEY

But since 1832 another theory of the operation of a high
Bank rate had come into vogue. Tooke explained it as
causing an “ influx of foreign capital into this country for
investment.” As Bagehot put it at a later date, ** Loan-
able capital, like every other commodity, comes where
there is most to be made of it. Continental bankers and
others instantly send great sums here as soon as the rate of
interest shows that it can be done profitably.” (Lombard
Streel, p. 46.) But in the eyes of the Bank of England this
was & tendency of secondary importance. Weguelin, the
Governor of the Bank in 1857, stated to the Committee of
that year: (Qn. 1212) “ the raising of the rate of interest
by the Bank of England so as to affect the profit of the
exchange transaction has not, in my view, any very material
effect as regards the righting of the exchange.” Goschen
pointed out a few years later, in his Foreign Exchanges
(x861) how small was the gain from even a substantial
difference of interest on a three-months’ bill in comparison
with an exchange risk. )

If however Bank rate were put up to stop an outflow of
gold, the exchange on the places to which the gold was going
would already be at the export gold point, and could ot
become more adverse so long as the gold standard was
effectively maintained. Subject to that condition there
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was no exchange risk, and a high Bank rate would attract
foreign balances and diminish or even stop the outflow of
gold. And in any country which was a large and regular
producer of gold, since the exchange on London might be
expected to remain at the gold export point, the exporters
of gold would never count on an exchange gain and might
be induced to hasten the despatch of the gold to take
advantage of a high rate of discount even for a few weeks.?
It may undoubtedly be assumed that the Bank of Eng-
“land was glad to take advantage of this effect of Bank rate
for what it was worth. But the recurrent insistence of
Governors and Directors on the effect of Bank rate on the
price level shows that their main reliance was on that and
not on the attraction of foreign money. And it is signifj-
cant that at the times of crisis when the Government
intervened and made a high Bank rate a condition of the
suspension of the fiduciary limit, the foreign exchanges had
on both occasions already become favourable, and the
attraction of foreign money was hardly thought of.

EFFecT oF BANK RATE ON THE TRADER

Bank rate was regarded as essentially a monetary instru-
ment. It was raised to prevent an over-issue of notes.
Formerly the Bank had been accustomed to contract its
note-issue by selling securities, But, if there was any
pressure in the money market, the sales of securities were
immediately offset by increased discounts, and theassetsand
therefore the liabilities of the Bank remained undiminished.
After the experience of ‘April, 1847, the Bank definitely
abandoned the expedient of refusing to lend. The use of
Bank rate as a deterrent on borrowers was then the only
policy available,

In the years 1853~ the Bank endeavoured to apply this
deterrent to keep the expansive tendency during the active
phase of a trade cycle within bounds. In the two years
from October, 1855, to October, 1857, Bank rate averaged no

1 For an analytical examination of the international migration of funds
seeking temporary investment see my Ari of Ceniral Banking, pp. 181-5 and
400~25.
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less than 57 per cent., but the Teserve remained persis-
tently low. Only once did it touch £8,000,000 and on
numerous occasions it fell below £5,000,000. When the
crisis came, and Bank rate was advanced on the xgth
October, 1857, to 8 per cent., the Governor, Neave, ex-
plained that this bad less effect than in 1847 because people
had become accustomed to 6 or 7 per cent.

Every one took for granted that a high Bank rate was an
effective deterrent on borrowing, but it is remarkable how
little consideration was given to the precise manner in
which the deterrent worked. Horsley Palmer said in
1832 that it tended to diminish transactions, and in 1848
that it caused a stoppage of trade. G. W. Norman went
to the root of the matter when he told the Committee of
1840 that a rise in the rate of discount ** makes merchants
less disposed to buy or more disposed to sell.” (Question
1918.)

When Charles Turner, a Liverpool merchant, was ex-
amined by the Committee of 1848, Spooner tried to induce
him to admit that a high rate of discount was directly
injurious to the small manufacturers,

1 think,” replied Turner, *if they can get money
" the rate of interest is not a consideration.”

“ Not a consideration to meet their existing engage-
ments ; but do you believe that they would enter into new
engagements and employ their men to work for them, if
they were aware that they could not get their bills dis-
counted without paying the rate of 8 per cent. ? """ There
is great difficulty in a man stopping his works and throwing
his men out of employment ; if they supposed that the rate
of interest would continue for any length of time, I do not
think they would go on; but we naturally supposed that
that rate of interest would not continue for any period.”

** Have you any idea what the average rate of profit of
small manufacturers is ? *—** No.”

' Suppose it should turn out that the average rate of
profit which the small manufacturer gets is from 8 to 10
per cent., should you not think that raising the discount
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of those bills to 8 per cent. would stop him entering into
new engagements ? ”"—" It would depend upon how long
he thought it would continue ; if he thought it was only to
continue for a short time, he would go on, because if he
discharged his workmen he would have fresh workmen to
hire, and the interest of his machinery, whatever it might
be, would be going on and depreciating in value.”

““ If it turns out to be the fact that a great many manu-
facturers did stop in consequence of their knowing tl‘l‘e high
rate of interest fixed, should you then say there was no
mischief done by fixing the rate of interest at 8 per cent. ? ”
—*“ I never meant to say that it occasioned no inconveni-
ence, but I consider that the benefit was greater than the
inconvenience.”

Neither Turner nor anyone else would deny the fact of a
great decline in manufacturing activity and consequent
unemployment. But Turner’s answer to Spooner’s argu-
ment was nevertheless sound. The direct increase in a
manufacturer’s costs on account of a rise in the rate of
discount was trifling. If he had to calculate the price he
would ask when offered an order, the difference between 8
per cent. and 4 per cent. on a portion of his working capital
during the currency of a three months’ bill would be only
I per cent. on that portion and much less than 1 per cent.
either on his turn-over or on his total capital. The item is
negligible in comparison with the loss involved in leaving
his works idle.

On the other hand the merchant can regard each purchase
of goods as a separate venture; practically the whole
capital involved is working capital, the cost of the goods
themselves. And by postpomsmg his purchases he can
reduce the amount of capital employed without curtailing
the scale of his operations at all. The additional charge
imposed upon him by a rise in the rate of discount affects

“him like a tax on the holding of goods. The tax may be a
light one, but the subject of the tax, the amount of goods
held in stock, can be varied so easily that it will be respon-
sive even to a light tax, And when the merchants post-
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pone purchases, the effect is felt"by the manufacturers in
reduced orders. The action so lightly taken by the
former involves the latter in tribulation.

We must not forget that trade in those days was financed
by bills. It was the seller of goods who drew the bill, and,
if the bill was discounted before maturity, it was to supply
him with cash. When a trader decided to curtail or
postpone his purchases of goods his immediate cash position
was not affected ; he merely avoided giving an acceptance,
and eased his cash position only three months later. . When
the rate of discount rose, the loss fell on those traders who
found it necessary at the time to replenish their cash by
selling bills, either the new bills representing new transac-
tions or old bills representing sales of goods some time
before. A trader in that position could not escape the loss.
He might seek to do so by selling goods for cash. But then
the purchaser would be equally unwilling to raise cash by
himself selling bills, and the cash price of goods would
fall.

The trader selling goods in the ordinary course of
business would find the effective price of the goods dimin-
ished by the increased discount on the bills drawn. Even
if the difference were something less than 1 per cent., it
would make a transaction with a narrow margin of antici-
pated profit perceptibly less attractive. But to postpone
a sale on that ground would be to speculate on the pressure
being relieved by the time the goods came to be sold. It
is in the motives of the purchasers of goods rather than of
the sellers that we must look for the effect. For the pur-
chaser who becomes the acceptor of a three-months
bill commits himself to finding the cash at maturity, and
the cautious trader will postpone the purchase and so avoid
burdening his position three months hence. Ewven if his
commitments are relatively light, and he can look forward
to a surplus of cash, the realisation of that expectation will
depend on the bills he holds for his sales of goods being mét at
maturity. Under the bill system traders were termbly
dependent on one another’s solvency. A * shock to credit ”
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would result in a general reluctance to purchase goods by the
acceptance of bills. A decline of orders to manufacturers
would follow, and so general depression and unemploy-
ment and a fall of prices.

THE BANK OF ENGLAND AND THE Di1scOUNT MARKET

The Parliamentary Committee of 1858 described the
Bank of England as * the bank of last resort in a panic.”
(Sec. 17 of Report.) One of the documents placed before
them was a letter from the Governor, Weguelin, written to
the Chancellor of the Exchequer in November, 1856, in
which he said : * the Bank is expected to open its doors to
all comers, and make advances to any amount, provided
only good banking security, such as unexceptionable bills
of exchange, are tendered to it.”” When the Bank was
called on to render this service, as it commonly was at
times of pressure, without any suggestion of panic, it was
not usually to other banks. In fact the London bankers
from 1825 onwards made a point of never offering bills for
rediscount.

While the banks both in London and the country re-
ceived the bills on the more obscure acceptors from their
customers, the first class bills, those for example drawn on
the great merchants (and later the merchant bankers) to
finance foreign trade, were to a great extent disposed of in
the discount market and either sold to banks by the dis-
count houses or held by the discount houses themselves.
The banks were thus ordinarily buyers of bills and could
strengthen their cash by ceasing to buy ; if that was too
tardy an expedient, they called up the money they lent to
the discount houses,

Thus the discount market supplied the banks with the
essential rediscounting facilities. When the banks were
strengthening their cash, the discount houses found them-
selves with more bills and less money. In those circum-
stances the market rate of discount rose and, as soon as it
was higher than Bank rate, either the traders would them-
selves bring new bills direct to the Bank of England or the
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discount houses would get some of the bills they already
held rediscounted. )

In 1858 the Bank of England preferred the former sys-
tem, and it announced that for the future it would not dis-
count bills for the discount houses, and would only grant
them advances (outside the quarterly periods of pressure)
by special arrangement. This course was not ultimately
compatible with the call money system, which for the
banks was a substitute for rediscounting. Instead of
sending bills to the Bank of England the banks would call
up money from the discount houses. But if the money
called exceeded the amount of bills falling due, the discount .
houses could not find the total except by selling or pledging
some of their bills. And there was no source from which |
they could raise money except the Bank of England. But
it was not till 18go that the Bank definitely accepted the
discount houses as the principal channel through which
bills came for rediscount.

Bank RATE AND THE QUANTITY THEORY

The monetary policy underlying the proposals put for-
ward in 1832 by the Bank of England for the use of Bank
rate was based on the quantity theory of money. The
intention was, by varying the discount rate, to regulate the
amount of bills brought to the Bank of England, and so to
control the volume of currency against which those bills
were held, But the policy was by no means dependent on
the quantity theory. In fact the discount rate modified
the quantity of currency by modifying activity ; the latter
was cause and the former was effect. The link between the
quantity of currency and the price level existed (though
not in so rigid a form as was then supposed). But the
variations in the quantity of money and the price level
were effects of a common cause, the variations in the
consumers’ income, and it was these latter that were
influenced by the discount rate.

A rise in the discount rate diminished productive
activity and with it the consumers’ income because it
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made traders less disposed to buy and the orders given to
producers fell off. And when a reduction in the discount
rate relieved the pressure on buyers, the resulting increase
of orders stimulated productive activity and enlarged the
consumers’ income. Those reactions were not dependent
on the associated changes in the quantity of currency.

By the consumers’ income I mean simply the total of
incomes expressed in monetary units.! It is much more
fundamental in monetary theory than the quantity of
money. The consumers’ income is the source of general
demand, composed of consumption demand and of the
demand for capital goods.s For though it is traders, not
consumers, who buy capital goods for use in production, the
funds used by the traders are ultimately derived, through
the investment market, from the consumers’ income.

And while the consumers’ income is the source of demand,
demand in turn is the source of the consumers’ income,
That is to say, the money spent on the purchase of goods is
the source of the incomes of those who produce and deal in
the goods. So long as an unchanging stream of money
continues to flow through the consumers’ income to demand
and back through demand to the consumers’ income,
activity will be maintained. If at any stage a part of the
stream of money is intercepted and absorbed, the stream
is diminished and activity falls off ; if at any stage money
is released and the stream is enlarged, activity is increased.
In the former case the receipts of some group of people
exceed their disbursements and they absorb cash; in
the latter the disbursements of some group exceed their
receipts and they release cash. The absorption or release
of cash may occur among consumers, in the investment
market, in industry. Wherever it occurs, an absorption
of cash causes a shortage of demand and compresses the
consumers’ income ; a release of cash causes an expansion
of demand and enlarges the consumers’ income.?

A rise or fall of Bank rate may be regarded as a device

1 See my Art of Central Banking, Chapter II1.
4 See my Capital and Employment, pp. 66—9.
3 See my Capital and Employment, pp 64-6, 145-6 and 154-161.
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for causing an absorption or release of cash on the part of
dealers in commodities. In the case of a rise of the rate,
they buy less than they sell. The diminution in the con-
sumers’ income is caused directly as the orders to producers
are reduced. In the case of a fall of Bank rate, dealers
buy more than they sell and the consumers’ income is
enlarged in consequence of increased orders to producers.

There will also be some effect on the investment market,
a matter which we shall consider in Chapters V and VI.
And there may be some effect on consumers, but consumers
as such buy little with borrowed money except investments.
Hire purchase agreements are more analogous to borrowing
for investment than to borrowing for working capital.
The stocks of goods held by consumers not for enjoyment
but as ** working capital *’ are small, '



CHAPTER II
BANK RATE AND GOLD, 1858-1914

GoLD RESERVES AND INTERIOR DEMAND

THE Parliamentary Committee of 1858 marks the end of
the period in which we have the motives and policies of
credit regulation discussed in all their aspects and laid bare
for all to see. Thereafter it becomes necessary to infer
motives and policies from the action taken, though a certain
amount of guidance is to be derived from unofficial com-
ment, some of which was no doubt more or less in touch
with the Bank of England Directorate and reflected some-
thing of their views.

The broad conclusion to which an examination of the
facts leads us is that the policy followed in the use of Bank
rate from 1858 to 1914 continued on the whole to be guided
by the principles enunciated in the earlier period. Since
the aim of the Bank of England was to keep its banking
operations within the limits appropriate to its reserve, the
resérve is always the governing factor. Any change in
Bank rate is usually associated in an obvious manner
with the state of the reserve, and, even where this is not so,
that is because causes were believed to be at work to affect
the reserve in the near future, such as the existence of gold
in transit.

The changes in the reserve were due to two sets of caunses,
exterior and interior. The exterior causes took effect
through the net exports or imports of gold; the interior
included both the increase or decrease of currency in cir-
culation, and the industrial demand for gold as a material.
An increase or decrease of currency in circulation affected
the reserve in the same manner whether it was gold coin
or Bank of England notes, since under the Act of 1844
every note in excess of the fixed fiduciary issue had to be
covered by its value in gold.

40



BANK RATE'AND GOLD 1858-x914 41

If for any interval of time we calculate the difference
between the net import or export of gold and the net
increase or decrease of the reserve in the Banking Depart-
ment of the Bank of England, we arrive at the interior
movement. We “have weekly statistics of imports and
exports of gold made up, like the Bank of England return,
to every Wednesday. But we have no direct statistical
information to enable us to separate this interior movement
of gold into the industrial demand on the one side and the
increase or decrease in the currency in circulation on the
other. Nor are the statistics of exports and imports com-
plete, for when gold coin was in active circulation consider-
able quantities were carried in and out of the country by
travellers. On balance there was probably a net outflow
from this cause, and an abatement has to be made from the
apparent interior demand on that account, as well as on
account of the industrial demand, to arrive at the true
increase (or decrease) in the monetary circulation. Another
unknown quantity is the amount of gold in the bands of
bullion dealers, Imported gold would sometimes be with-
held for a time from sale to the Bank of England in the
hope of an export demand or an industrial demand at a
price above the Bank’s buying price. It would only be a
matter of a few days, but that might on occasion be enough
to introduce a material error into the estimate of interior
demand.

Gold reserves in the nineteenth century were small
relatively to the amount of gold coin in circulation, at any
rate up to about 18g0. Jevons estimated the monetary
gold in the United ngdom in March, 1868, at £95,000,000,
composed of {80.000.000 in sovereigns and ha]f-soverelgns
and £15,000,000 in the form of bullion or foreign coin in the
Bank of England. Therefore the coin and bullion in the
Bank of England, varying as it did in the 'sixties between
£12,000,000 and £24,000,000, never exceeded a third of-the
gold in circulation and was sometimes less than a sixth.

In the case of France we find that at the end of 1861,
after net imports of gold amounting since 1843 to more than
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three milliards and a quarter, the gold in the Bank of
France was no more than 229 millions of francs or £9,000,000.
That does not mean that the gold coin in circulation had
increased by three milliards or £120,000,000, but after all
deductions for the industrial demand and wundisclosed
exports, the addition to the circulation must still have
been very large in comparison with the reserve. .

In the years 1874-8, when France was in process of
returning to gold payments after the suspension of 1870,
French net imports of gold exceeded two milliards. The
gold in the Bank of France rose from 611 millions of francs
at the end of 1873 to 1530 millions at the end of 1876, but
by the end of 1878 had fallen to ¢83 millions. Only 372
millions of the two milliards remained there, the rest having
gone for the most part into circulation.

It was only with the big growth in the output of gold
that occurred after 1890 that the gold reserves of the great
central banks began to absorb a substantial proportion of
the world’s monetary gold.

So long as the reserves of the Banks of England and
France were the only considerable concentrated gold
holdings in the world, and were small fractions of the gold
in active circulation in the two countries, the dominant
influence in monetary regulation was bound to be the issue
of currency into circulation and its withdrawal.

It was these movements that had to be influenced if the
work of Bank rate as a monetary instrument was to be
done. When gold was attracted from abroad or let go, it
was ultimately the monetary circulation in foreign coun-
tries that had to be modified, for otherwise the gold move-
ment would soon be reversed.

INTERNATIONAL INFLUENCE OF LONDON

Even by the middle of the nineteenth century the inter-
national influence of the Bank of England over credit had
become great. The predominance of the British merchant
in international trade had been growing. Soon after 1830
we find traces, at first in the American trade, of the
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London acceptance business. But long before that busi-
ness, as ultimately practised by the accepting houses, came
into vogue, the bill on London was making its way. Whena
British merchant acted as intermediary between an importer
of goods in a foreign country and an exporter either in
Great Britain or in another foreign country, the exporter
would draw bills not on the ultimate importer but on the
British merchant. The British merchant might draw bills
on the foreign importer, but these bills would probably not
be readily negotiable; he would treat them as a mere
record of debts and hold them till maturity. The onginal
bills drawn by the exporter on the merchant would very
likely extend over the time required to sell the goods in the
importing country and to remit the proceeds to England.
Any further credit to be given to the importer the merchant
could readily provide for out of his own resources, supple-
mented if need be by the sale of bills drawn by him on
British purchasers of goods in connection with other trans-
actions. Thus the imports into a foreign country with in-
adequate credit facilities might be financed in large part
by bills on London.

And it was found that the system could be extended. It
was not at all essential for the British merchant to be an
intermediary in the actual purchase and sale of the goods ;
his intervention might be limited to accepting the bills.
The foreign importer would buy the goods direct from the
exporter, and the exporter would be told to draw bills
upon the British merchant, who would charge a commission
for the service so rendered. The British merchant, who
thus transformed his business into that of a merchant
banker or accepting house, relied on the foreign importer
remitting the amount of the bill to London in time for its
maturity. The system depended on the merchant banker’s
knowledge of the probity and solvency of the foreign
merchants he accommodated. Inits early days the system
was not free from abuses. The American crisis of 1837
led to three important failures of British mercantile houses
which had been accepting bills for a commission. In
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1857 there were some failures of houses which had embarked
upon the accepting business imprudently with inadequate
capital. But by that time the system was firmly estab-
lished in the hands of the great merchant bankers, who
knew how to guard against its dangers and abuses, and
thenceforward it contributed greatly to the international
influence of the London money market.

When Bank rate rose, the cost of carrying stocks of goods
was increased not only in Great Britain but all over the
world, wherever the buyers of goods were accustomed to
tell the sellers to draw on London. The tendency to slow
down purchases of goods was thus spread abroad, and that
limitation of transactions involving the * disemployment
of labour,” which Horsley Palmer explained to be the
purpose of raising Bank rate, took on an international
character.

When British merchants, and foreign merchants financed
by bills on London, alike became reluctant to bay, the sales
of goods not replaced by equivalent purchases yielded a
balance of money which came to London to pay off the
corresponding indebtedness. This tendency, like that of
surplus funds available for temporary investment to be
attracted from abroad by the high rates obtainable in the
London money market, was an unmedlate and transitory
effect of dear money.

EFFecTs oF BANE RATE oN MONETARY
CIRCULATION

But at the same time there were the more permanent
effects in limiting transactions or compressing the con-
sumers’ income, not only at home but abroad. If this
deflationary process went faster at home than abroad, it
made the foreign exchanges favourable and occasioned an
inflow of gold. But it sometimes went faster in some
foreign country (particularly in case of a financial crisis
there) and caused an outflow. But in any case the progress
of deflation gradually released currency from circulation
both at home and abroad, and there appeared an accumula-
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tion of redundant gold coin in the Bank of England and
the Bank of France, or, in later years, in central banks
generally.

It was this release of gold from circulation that was the
real purpose of a high Bank rate. So long as the Bank of
England and the Bank of France were both short of gold,
any measure adopted by either fo attract gold would be
sure to evoke a counteracting measure from the other.
Only when a surplus of gold began to appear in the gold-
using world as a whole could either relax the pfessure.
And, as soon as one did so, the other could do the same.

Thus the working of & high Bank rate to restore the
foreign exchange position under nineteenth-century con-
ditions can be put in three stages. There was the first
impact when foreign funds were attracted to London, for
temporary investment, to gain a higher short-term rate of
interest, and when merchants were liquidating capital
employed in international trade. There followed a second
stage in which activity in British industry was abated, and
the resulting decline of purchasing power resulted in a
reduction of imports visible and invisible. Finally the
deflationary process was felt abroad, partly from the direct
effect of dear money in London on international trade,
partly from the measures taken by the Bank of France and
other foreign credit systems in view of their loss of gold to
Great Britain,

It was only the last stage that really accomplished the
object of the rise of Bank rate. So long as it had only
attracted gold through a differential effect as between
Great Britain and other countries, the position was pre-
carious ; the pull of London would inevitably provoke a
contrary pull from other centres. But when deflation
spread to foreign countries, and the expansion in their
monetary circulation was successfully checked {or if need
were reversed), the supply of gold in the gold-using world
became adequate, and, as matters were actually managed,
probably redundant,

Similarly the working of a low Bank rate has the same
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three stages, first, the immediate transfer of money abroad,
then a monetary expansion at home relative to monetary
conditions abroad, and finally a monetary expansion
abroad, and only the last stage completes the operation.

The history of Bank rate is made up of alternating
periods of stringency and ease, each usually extending over
some years. In a period of stringency recurrent applica-
tions of dear money are needed to correct a persistent
tendency of the reserve to fall below the prudent limit.
There are intervals when in response to dear money the
reserve has filled up and the pressure is relieved, but the
reserve soon ebbs away and dear money has to be re-
imposed.

At last the corner is turned, possibly at the cost of a
financial crisis. There follows a period of ease, when the
reserve grows bigger and bigger in spite of cheap money.
Presently currency begins to pass into circulation again,
but cheap money continues with little interruption so
long as the reserve, though falling, remains above the
prudent level. Eventually, however, the demand for
currency becomes so insistent that the pressure of dear
money has to be administered to maintain the reserve, and
ease once again gives place to stringency.

THE GoLDp PosITION, 1858-1014

We may regard the manipulation of Bank rate in the
period from 1858 to 1914 as a method of regulating the flow
of new gold into circulation not only in the United King-
dom but in the rest of the world. At the outset the annual
output of gold had been enormously increased by the dis-
covery of the Californian goldfield in 1849 and of the
Australian in 1851. At a time when the world’s monetary
stock of gold (apart from hoards in the East) was estimated
at little more than £200,000,000, the annual output sud-
denly rose in 1853 to £31,000,000, and from 1860 to 18g0
settled down at something well over £20,000,000 with a
slight tendency to fall off in the latter part of the period.
Then began the South African production which, along
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with the application of improved methods to other gold-
fields, gradually raised the annual output to £90,000,000
in 1908 and £97,000,000 in 1913.

Up to 1871 there was little monetary demand for gold
outside Great Britain and France, especially after the sus-
pension of the gold standard in the United States in 1862,
and the output, being far in excess of the requirements of
natural growth, caused a monetary expansion in both
countries. The expansion was restrained in some degree
by the existence of bimetallism in France. Part of the
gold displaced silver, which found its way to the silver-
using countries in Europe and the East. But still the
monetary expansion was considerable. From the begin-
ning of 1858 to the end of July 1871 the net imports of gold
into the United Kingdom were about £74,500,000, and as
the Bank of England’'s reserve rose from £6,614,000 to
£17,410,000 and the fiduciary issue was increased by
£525,000 {in 1861 and 1866), the interior demand was
£64,000,000,

From August, 1871, to the end of 1888, the net imports
of gold were only £4,700,000. The reserve fell on balance
by some £6 millions, and the fiduciary issue had been
increased by £1,450,000 so that the interior demand in
seventeen years had been only £12 millions, or under
£700,000 a year, contrasting with £4,700,000 a year in the
preceding 13§ years. The reason for the diffierence was not
the slight falling off that occurred in the world’s output of
gold, but a great extension of demand. In July, 1871,
Germany adopted the gold standard, and in two years
imported £50,000,000. The immediate effect on the gold
position was mitigated by the release of gold from France,
. where the gold standard had been suspended in 1870.
But in 1874 began an accumulation of gold by France
preparatory to resumption, an accumulation destined to
exceed £80,000,000 by 1878 ; and before this was over thege
began an equal absorption by the United States, which in
the course of seven years retained the whole of its own gaold
output and imported £38,000,000. Thereafter up to 1890,
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though such spectacular movements were not repeated,
there was a steady extension of the gold-using world and of
the demand for monetary gold.

After 18go the spread of the gold standard continued
and was indeed accelerated, but owing to the enormous
-increase in output there was, as before 1871, a superfluity
of gold. British imports of gold in the 25 years from the
beginning of 1889 to June, 1914, amounted to no less than
£I54 millions. The reserve increased by £17§ millions and
the fiduciary issue was increased by £2,000,000. The
interior demand was therefore £138 millions or an annual
average of nearly £54 millions.

For the whole 564 years from January, 1858, to June,
1914, the interior demand was £214 millions. The increase
in the monetary circulation (gold coin and Bank of England
notes} probably did not exceed £80,000,000. The balance
was mainly the industrial demand, but a part was ac-
counted for by wastage and undisclosed exports.

It is the monetary demand that Bank rate aims at
regulating. We need therefore some independent statis-
tical measure of the monetary demand. For this purpose
probably a wage index corrected for unemployment will
‘be a tolerable approximation. For the years 1850 to 1910
we have Mr. G. H. Wood's index of wages, and from the
year 1880 this overlaps with Professor Bowley’s index
which goes down to 1914. For unemployment we have the
percentage unemployed in trade unions.

The long-period movements of the interior demand for
gold correspond satisfactorily with these indices. The big
absorption of gold from 1858 to 1871 was accompanied by
a rise of the wage index (starting at xoo in 1850) from 110
in 1858 to 155 in 1873. Unemployment fluctuated, and
fell to an exceptionally low level at the end of the period,
being below I per cent. in 1872.

In the following period the wage index fell from 156 in
1874 to 146 in 1879 and did not reach the former figure again
till 1889. And unemployment (though it was only 49
per cent. in 1888) had been severe in the interval.
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From 1889 to 1614 the rise in the wage index was
resumed, and it reached 187 in 1910, and 198 (calculated
from Professor Bowley's index) in 1914, while the spells of
unemployment were shorter and less severe.

But when we turn to the fluctuations in shorter periods,
we find that the effects of movements in wages and em-
ployment were interfered with by other tendencies, and in
the earlier years the correlation is almost obliterated.

DeMAND FOR CURRENCY IN PaNiIcs

One interfering cause, which was only operative on rare
occasions, was the sudden accumulation of currency by the
country banks under the influence of panic. Kirkman
Hodgson of the Bank of England gave the Committee of
1875 on Banks of Issue a lively account of * all the issuing
banks coming in 1866 almost in a run and pouring in their
bills and their Consols to the Bank of England and saying,
' we must have this and we must take the Bank of England
notes down with us to-night, because we shall have a run on
us to-morrow *.”" (Question 7947.) In 1857 and 1866 this
occurred at the culmination of periods of activity, and had
the appearance of merely intensifying the interior demand
and the ensuing reflux of currency into the reserve. Butin
1878, on the occasion of the failure of the City of Glasgow
Bank, there was an interior demand of nearly £6,500,000
in three months at a time of severe depression.

In 1857 and 1878 the panic-stricken absorption of
currtncy by the country banks was followed by a rapid
reflux. In the ten weeks from 38th November, 1857, to 27th
January, 1858, {3} millions returned to the Bank from
interior circulation. In the eight weeks from 15th
January to 1ath March, 1879, there.was a reflux of
£6} millions.

In 1866 on the other hand the reflux was very much less.
In the nine weeks up to and including that in which
Overend, Gurney and Company failed the interior demand
exceeded {8} millions, and before the reduction of Bank rate
from 10 to 8 per cent. three months later a further {800,000
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had been absorbed. Yet in the ensuing four months the
reflux was only £2,645,000.

AccUMULATION OF CURRENCY AT TIMES OF CHEAP
. MoNEY

Panics are exceptional. But a scrutiny of the statistics
of gold movements, especially in the period up to 1873,
reveals a more persistent interference with the correlation
that theoretically ought to hold between the interior
demand for currency and the state of wages and employ-
ment. And this interference is intimately related to the
working of Bank rate.

We find repeatedly that at times of depression there is a
big interior demand, and at times of rising wages and active
employment interior demand falls off and even becomes a
negative quantity.

The interior demand was not exclusively monetary, for
it included the demand for gold as a material of industry.
But this latter demand would itself tend to be greater at a
time of activity and less at a time of depression. Whatever
weight we give to the non-monetary demand for gold
increases the discrepancy to be explained. It is in the
monetary sphere that we must look for the explanation.

The clue is to be found in the fluctuations of the discount
rate. Cheap money prevailed at those times of depression
at which interior demand was at a high level ; dear money
prevailed at those times of activity at which interior de-
mand was at a low level, or gave place to a reflux of
currency. Dear money hastened the transmission of
surplus gold coin from the country districts to London.

At this period branch banking had hardly begun to
develop. And modern communications were still in a
very imperfect condition. In 1867 little more than half
the ultimate mileage of the British railway system had been
constructed. The telegraph was a novelty. Even when
the telegraph system was taken over by the Post Office in
1870, people feared it would be impossible to enforce
secrecy. My relative, the late Sir Charles Hawirey,
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remarked in his reminiscences that in consequence of this
misgiving many people were very chary of submitting any
private matter to the perusal of the post-office clerks.t
He proceeded to give examples of reputed " milking of
‘the wires  or leakages of the contents of telegrams about
race-horses. Whether such leakages were in fact at all
common I do not know, but, if the fear of them prevailed,
a country banker might be very chary of relying on the
telegraph to send for gold in an emergency.

Under these conditions every country bank had to have
an independent reserve of notes and coin, its funds on
deposit or at call in London being too remote to be relied
on for unexpected demands.

Some country banks would habitvally pay out more
currency than they received; others received more than
they paid out. The former would keep up their reserves
by procuring notes and coin from London in exchange for
bills, while the latter would from time to time send their
superfluous currency thither, The currency sent to Lon-
don by the country banks would be credited to their
balances with their London agent banks, and then
placed by them in bills or lent at call'in the discount
market,

At a time of slack business traders liquidate their stocks
of goods. Under the bill of exchange system anyone
whose purchases fall short of his sales finds after the appro-
priate interval that what he receives on maturing bills
exceeds what he pays on his own acceptances falling due.
The bills he has to get discounted to maintain his cash are
a diminishing- quantity., They may fall to zero, and he
may accumulate an idle cash balance.

The country banks would thus find themselves receiving
more in currency from their customers and less in bills.
If they continued to send all their superfluous currency to
London, the discount market would find itself short_of
bills. The rate of discount would fall, and, as the market
would be experiencing a plethora of cash, Bank rate would

1 The Truth at Last, p. 63.
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become ineffective. So would begin a period of cheap
money, in which ultimately Bank rate would fall to its
minimum of 2 per cent., and the market rate of discount
lower still, sometimes below I per cent.

If discount rates fell very low, it might be hardly worth
while to send gold coin to London. Sooner or later the
demand for currency in the provinces might be expected
to revive, and it would then become necessary to bring the
gold back ; to cover the freight and insurance of the double
journey out of a discount rate of, say, 2 per cent. per annum,
perhaps even I per cent. or less, the gold would have to
stay in London a long time,

What has to be explained is, it is true, not the mere
retention of idle money in the country districts but the
actual continued flow of currency thither. But the accumu-
lation of idle money would not go on to an equal extent
in all districts at the same time. Even in the depths of
depression there would be some places that would be
obtaining currency from London, and with the beginning
of revival these demands would increase. At the same
time there would be other districts accumulating gold coin
and retaining it.

Not less paradoxical than a swollen interior demand at a
time of depression, is the reduced interior demand, or
even reflux of currency from interior circulation, at a time
of activity. And, just as the former phenomenon was due
to cheap money, so the latter was due to the dear money
that accompanied activity. At times of dear money the
banks would cut their cash reserves as fine as prudence
would allow. Those accumulating currency in the pro-
vinces would hasten to send whatever could be spared to
London in order to buy bills yielding 6 or 8 per cent. or
more, while those needing currency would keep their
requirements down to a minimum when raising funds
meant discounting bilis at such onerous rates. If a phase
of dear money supervened immediately upon one of cheap
money marked by a great accumulation of redundant
currency in the country districts, a very large reflux of
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currency might ensue before the redundant currency was
dispersed. .

This tendency of ¢urrency to accumulate in the provinces
at times of cheap money, and to be attracted to London by
‘dear money, was referred to in the evidence taken by the
Gold and Silver Commission in 1886. Robert Giffen
indicated it very tentatively: “ I think I have observed
that the raising of the rate attracts money out of the pro-
vinces and seems to bring money into the banks in some
way.” (Question 625.)

J. W. Birch, who had been Governor of the Bank of
England in 1880, was in a position to be more definite :
** With regard to what Mr, Giffen said about attracting the
hoards, what I suppose he has not seen quite clearly is
this, that at times money is absolutely unlendable by the
brokers in London. You cannot get even { per cent. per
ennum for your money. Then the bankers, I imagine,
would leave their money in the country, not to have the
expense of sending to London. A considerable sum might
thus accumulate. Another § per cent, or 1 per cent. makes
money lendable to the brokers, and then the bankers of the
country send it up to employ it.” (Question r366.)

* Naturally,” he added, * an exceedingly high rate
[8, 9 or 10 per cent.] might induce country bankers to send
up all they could lay hands on. The flow, when it gets to
anything like that, is not so much from the country as
from abroad.”

That was said in 1886, when the effect of Bank rate on
interior demand was already much less marked. From
1873 onwards it is often difficult to disentangle from sea-
sonal fluctuations.

SEASONAL MOVEMENTS OF INTERIOR DEMAND

In view of the magnitude of disturbing causes we cannot
arrive at an exact statistical measure of the allowance to
be made for seasonal fluctuations, but we can readily obtain
a broad general idea of them. It is convenient to take
quarterly periods, but those ending with the calendar year
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and its quarterly divisions are to be avoided, because the
big displacements of currency round about the 31st Decem-
ber may involve in a few days sums comparable to an entire
year’s net interior demand, and fortuitous circumstances
such as the proximity of that day to the Wednesday of the
Bank return may vitiate all comparisons. I therefore take
the year beginning on the first Wednesday in December and
its quarterly divisions at the first Wednesdays in March,
June and September.

The first quarter, comprising the months of December,
January and February, tends to be one of reflux. Evenin
the years of big gold imports up to 1871 this was so on
balance, though there were many occasions when there was
a moderate interior demand.

But in every year from 1872 to 1913 there wasa reflux,
with the single exception of 1875. The average reflux in
the quarter during those forty-two years was £2,669,000.

The months of March, April and May which make up the
second quarter, always include Easter. In that quarter
there was invariably a positive interior demand, and it was
usually large. For the forty-two years 1872 to 1913 it
averaged £3,770,000. The other two quarters both showed
a pasitive average, £1,626,000 for June, July and Auvgust,
and £576,000 for September, October and November, but
on occasions there was a reflux in these quarters.

CHANGES DUE To BRANCH BANKING

There were profound changes after 1873. By about
1880 the nineteenth-century system of communications
had been practically completed. And branch- ing was
being steadily extended.

It was the growth of joint-stock banking that made
branch-banking possible on a large scale, for the capital of a
private partnership was never sufficient for anything more
than a local organisation. But in 1870, though the dis-
placement of private banks by joint-stock banks had made
great progress (partly by amalgamation and absorption),
branches had not been extended far beyond purely local
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systems. If a bank in a provincial town had half-a-dozen
or a dozen branches in its immediate neighbourhood, the
head office and branches were likely either all to need
currency or to accumulate currency at the same time. It
was only when the branches extended into places of different
economic type that the currency movements would be
more or less complementary. A banker would not fetch
gold from London if he had a superfluous accumulation of
currency at a branch of his own bank fifty or a hundred
miles away.

As the railway system and the branch banking system
grew, the farmers and country traders who had to keep
hoards of currency because there were no banking facilities
within convenient reach became less and less numerous.
Redundant currency throughout the country passed more
quickly into the hands of the banks, and was more readily
redistributed by them in response to local needs. The
continued interior demand for gold at a time of depression
and cheap money was no longer called for.,

The substitution of a relatively small number of large
banks with extensive systems of branches for the numerous
independent country banks, each with no more than local
connections, brought another change. The inequalities in
the amount of accommodation required by the customers
of different banks were diminished. When some banks
found a difficulty in lending locally the resources they
received from their depositors, and others found their
deposits insufficient to meet the needs of borrowers, it was
almost necessary for traders to obtain credit in marketable
form. Banks could get bills rediscounted or the traders
themselves, when their bankers could not afford to lend
more, could leave the banks out and sell bills in the discount
market.! When branch banking developed so far as to
link together districts where there was an excess of depaosits
. and districts where there was a deficiency, it was no longer
necessary to embody credit in a negotiable instrument.

'Thomjomdmowu"m&ym"minmt i

provin-
cial cantres their customers included important industrialists and
traders known to Lombard Street.
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The banker could allow his customer a simple loan or
overdraft, possibly with collateral security, but without any
idea of ever assigning the debt to another creditor.

Traders learnt to prefer the simplicity and privacy of
this system. The acceptor of a bill is the debtor of an
unknown creditor against whom default is an act of
bankruptcy. For a trader who obtains an advance from his
banker, and pays cash instead of accepting a bill, the only
outstanding liability is a purely private matter between him
and the banker.

In international trade the convenience of bills of ex-
change was great enough for them to survive. But the
internal bill began to die out after 1880 and by 1900 was
of greatly diminished importance. Statistical evidence
of the process is to be found in the yield of the stamp duty
on bills of exchange, which has remained unchanged since
1862. In x86g9 when bank clearings were £3,626 millions
the duty yielded f731,000. We may estimate (after
allowing for bills payable abroad) that nearly one-third of
the clearings represented the payment of maturing bills.
In 1904, when clearings were {10,564 millions, the duty
yielded £700,000. A threefold increase in clearings was
accompanied by an actual decrease in the yield of the duty
on bills.

It was estimated that £285,000, or more than 40 per cent.
of the duty in 1904 came from * inland bills,”” But inland
bills are defined for this purpose as those both drawn and
payable in the United Kingdom, ard include all those
drawn by British exporters on British banks and accepting
houses. The proportion of bills that were drawn to finance
external trade was therefore much more than three-fifths.
These bills were quite enough to provide the discount
market with more business than ever. A considerable
proportion of the home trade bills that had dropped out had
never been regularly marketable.

THE RATE OF INTEREST ON LOANS AND OVERDRAFTS
What was the effect of this change upon Bank rate?
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Bank rate was a discount rate ; it-had no direct relation to
bank loans and overdrafts. Nevertheless the practice
grew up of linking the rate for loans and overdrafts directly
to Bank rate; a bank would stipulate for a rate § per
cent. or 1 per cent. above Bank rate.

As the late Walter Leaf wrote in 1926 (Banking, p. 177),
‘ the rate, for bank loans is, with very few exceptions;
based upon bank rate, The most usual rate for loans which
may be regarded as fair banking risks, the average rate, in
fact, for advances on what may be called average security,
is generally ‘ one per cent. over bank rate varying.' In
addition to the rate for the loan, the banks almost always
protect themselves by charging a minimum below which
bank rate will not be followed.” And Leaf indicated a
minimum of § per cent. as normal.

By the time that was written the progress of bank amal-
gamation had tended to standardise practice to some
extent. But the variations that survived even among the
branches of a single big bank were many. Further back
in the past the variety of practice was such that it would be
difficult to formulate general rules at all. In the nine-
teenth century there were parts of England which were
quite detached from the influence of the London discount
market and Bank rate. The banks sought to attract
depositors by offering to pay, say, 24 per cent. on deposits.
When money was dear in London, the depositors never
thought of asking for more ; but when money was cheap,
they did not expect to receive less. The banker had to
keep an adequate margin between the interest he paid and
the interest he received, and consequently would not reduce
the former below 5 per cent. In a district which was, for
banking purposes, approximately self-contained, so that
the banks did not often have either to-buy or to sell bills
in the London discount market, these fixed rates might
g0 on year after year and decade after decade, till at last
the local banks were amalgamated or absorbed by big
joint-stock banks with head offices in London. Even
mergers of this kind did not necessarily and immediately
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alter the practice, but the tendency was for relations with
the London discount market to become closer and closer,
and for the fluctuations in the rates there prevailing to be
reflected in the deposit and overdraft rates in the country.

On the other hand, before the days of amalgamations,
any banker who found himseH a regular or frequent seller
of bills in the London market was bound to charge his own
customers a commensurate rate. He could not afford to
accommeodate them at a lower rate than he would bave to
pay for raising cash in London. Districts in which more
bills were regularly drawn than the banks could hold would
thus be closely associated with the London market and the
rates prevailing there.

The association was perhaps a little looser in the case of
districts with an insufficiency of bills drawn locally, which
would be regular buyers of bills in London.

Even if in some districts the minimum rate mentioned
by Walter Leaf was a survival of a former fixed rate, a
minimum had no doubt also prevailed in the other districts
where the London rate had always been more or less closely
followed. It must be remembered that before the amend-
ment of the usury laws in 1833 the London rate itself had
for long periods been practically fixed at 5 per cent., and
Bank rate had never fallen below 4.

But the minimum has never applied to all advances
without exception. Bankers have always been willing
to make a special bargain with any customer who pressed
for it, provided his account was sufficiently valuable to
justify it. )

To many customers the interest charged on an over-
draft is a trifling matter. One who derives his income
from a salary or from professional fees would probably not
overdraw more than a few hundreds at a time, and would
not waste a bank manager’s time by bargaining about a
matter of I per cent. on such a sum for a few months, It
is to the trader, whose requirements in the matter of
advances arise not out of the disbursement of his income,
but out of his turnover, on which his income is a small
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percentage, that the rate charged is a material considera-
tion. And the trader would usually be an important enough
customer to be able to stipulate for an advantageous
rate.

Moreover the minimum rate did not necessarily apply to
the customer who could put up gilt-edged or even readily
marketable securities as collateral. One who could do so
was not dependent for his credit on the banker’s know-
ledge of his affairs, and, if dissatisfied, could go forthwith
to another bank. He could therefore insist on a competitive
rate on advances if he cared to ask for it.

The rule, as enunciated by Leaf, applied to advances
' on what may be called average security,”” and that may
be interpreted to mean on security arising out of the busi-
ness for which the advances were granted, such as a lien on
the commodities bought by a merchant, or a deposit of
debentures on a producer’s own concern.

Thus the late Sir Felix Schuster, when interviewed by
the American Monetary Commission in 1908 (Bank rate
being then 2} per cent.) said, “ at the present moment I
would say a three months bill is worth 1§ and a three months
loan would be worth perhaps 3}."” (Interviews, page 45.)
He was referring to loans with collateral in the form of
marketable securities (not necessarily gilt-edged). He
had previously mentioned that such collateral was almost
invariably required in London, so it is clear that his answer
had no special reference to Stock Exchange loans.

The Macmillan Committee. stated in paragraph 70
of their Report that ** the rate of interest charged on loans
and overdrafts is } per cent. to 1 per cent. above bank rate,
with an agreed minimum of commonly 4 to 5 per cent.”
That statement was much too unqualified. When Mr.
John Rae of the Westminster Bank was giving evidence,
Professor Gregory asked him, ** do you make your loans at
1 per cent. over Bank rate, with a minimum of § per cent ?
His reply was, " we have a great many of them.” -

* So,"” said Professor Gregory,  if Bank rate goes down
from 4} to 4, no difference is made in those loans ? *
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“ Well,” answered Mr. Rae, * you would get your cus-
tomer coming in. He does not last very long on a I per
cent. difference.” (Questions 2438-g.) -

When I myself appeared before the Committee, Mr.
McKenna asked me (Question 4331),  are you aware that
below a certain point cheap money, as you know it, has
little or no effect upon trade, because banks do not lend
below that point ? " But he tells me that his question was
not intended to apply to advances made on gilt-edged
collateral.

Sir Ernest Harvey, ‘the Deputy Governor of the Bank of
England, did, it is true, remark : “ We have always under-
stood that there are minimum rates at which money is lent
to trade, and that the minimum in most cases would not be
below, if indeed as low as, 44 per cent.” (Question 7597.)
But this statement does not purport to be of universal
application, and it was only introduced incidentally in
order to explain the view which he attributed to the Bank
of England, that a reduction of Bank rate below 4} per cent.
in 1928 would not have made any difference. In any case
it was not an adequate explanation, for, when Bank rate -
was 4} per cent., loans and overdrafts would be granted at
5 or 54 ; they would not reach a minimum of 4} till Bank
rate was reduced to 4, and in some instances to 3}.

It is, I think, quite evident that the exceptions to the
practice of making a minimum charge-are numerous and
important. Almost any customer of good credit who
thinks the matter worth pressing can get the minimum
waived. And it must be remembered that very many
joint-stock companies maintain a reserve of Government
securities that can be pledged, while in the nineteenth
century, before joint-stock companies became common, the
assets of a firm were legally indistinguishable from the
private fortunes of the partners, who would often possess
considerable holdings of marketable securities.

Undoubtedly the application of the minimum in a pro-
portion of cases does in some degree impair the effect of a
reduction of Bank rate below, say, 4 per cent. But even in
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these cases the effect of such reductions is not altogether
excluded. For the banker who is receiving no more than
2 or 3 per cent. on most of his short-term investments is
naturally particularly glad to lend to a customer whom he
can legitimately charge § per cent., and such a customer will
find the obstacles to an overdraft surprisingly easy to
surmount,

Loans and overdrafts may be expected to be more
sensitive than bills to the rate of interest. The drawer of
a bill is the seller of goods, to whom the discount appears
in the shape simply of an abatement from the price. In
the case of a loan or overdraft the borrower is the buyer, and
the interest is to him a charge for holding goods in stock.
Under the loan and overdraft system a trader can imme-
diately diminish the amount to be paid for interest by
postponing his purchases, or, with given purchases, by
arranging for deliveries to be deferred. Under the bill of
exchange system such postponement only relieves his
position after, say, three months, when the bills fall due,
and does nothing for him in the interval.

There is statistical evidence that business became more
sensitive to Bank rate after 1873. In the thirty years
from 1844 to 1873 there were eleven occasions on which
Bank rate was raised to or above 6 per cent., their total
duration being 200 weeks. In the forty years 1874 to 1913
there were only eight such occasions with an aggregate
duration of fifty-five weeks. Probably this growing sensi-
tiveness was partly due to traders having learnt what to-
expect. If, when Bank rate rose to 6 per cent.,, they all
expected one another to become reluctant buyers, they
would become reluctant buyers, and business would decline
without the rate being raised any higher.

THE Vicious CIRCLE OF EXPANSION OR CONTRACTION

But why, it may be asked, was there ever any want of
sensitiveness? Why did not a rise or fall of Bank rate have
its due effect promptly and certainly ? The explanation
is to be found in the principle of the vicious circle, the
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inherent instability of credit. Economic activity generates
incomes, incomes generate demand and demand generates
activity. 'When activity falls off, incomes fall off, demand
falls off, and there results a further falling off of activity ;
and when activity is stimulated, incomes expand, demand
is increased and activity is further stimulated. In virtue
of this cumulative effect, any tendency towards either
Increased or decreased activity is amplified and gets a
firmer and firmer hold till something happens to break the
vicious circle. For whatever cause may bave originated
the increase or decrease of activity, the resulting increase
or decrease of demand is a new fact accentuating the
tendency.

Now a rise of Bank rate is expressly intended to restrain
activity, It does so by making traders less willing to hold
stocks of goods with borrowed money. When, as G. W.
Norman put it, traders become less disposed to buy and
more disposed to sell, manufacturers receive less orders,
pay less wages and make less profits. There is a shrinkage
of incomes which is reflected in a shrinkage of demand.
Sales fall off, and the retail and wholesale dealers find that
after all their stocks resist reduction. The decrease of
their purchases has failed to attain its full effect in that
direction because it has been followed by a decrease of
sales. But just because their sales have fallen off they will
aim at a greater reduction of stocks than before. They will
cut down their orders to manufacturers still more.

Similarly a reduction of Bank rate makes traders more
willing to hold stocks of goods with borrowed money, and
more disposed to buy. Manufacturers receive more orders,
pay more wages and make more profits. The consequent
expansion of incomes and of demand results in increased
sales, and dealers find that their increased orders have
failed to produce the desired increase in stocks. And
because of the increased sales they aim at a greater increase
in stocks than before.

When activity has taken hold, an appa.rently high Bank
rate may fail to check it. To be successful, the rate must
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be high enough to counteract this intensified desire to
increase stocks.

And when demand outstrips productive capacity, there
will be an actumulation of forward orders, which will keep
producers busy even after the demand has begun to fall
off. When the demand. for the product of a particular
industry increases to such an extent that the industry’s
productive capacity is strained, the first symptom of strain
is delay in the delivery of the goods ordered. When
producers find that they cannot keep pace with orders,
they raise their prices, and, if they are satisfied that the
increase in demand is not merely temporary, they take
steps to extend the capacity of the industry.

At a time of expansion of general demand all industries,
or nearly all, find themselves in this position. They cannot
all extend capacity at the same time except to the very
limited extent that the productive resources of the pro-
ducers of capital goods will allow. Therefore they have to
rely on raising their prices to keep demand within limits,
but the rise of prices always lags some time behind demand.
When the expansion of demand is progressive, so that a
succession of price rises is called for, the majority of indus-
tries are likely at any given time to be working through
an accumulation of past orders. If pressure is then applied
through a rise in Bank rate, and traders wish to hold
smaller stocks of commodities, the effect will be felt first
only in a reduced volume of forward orders, and the activity
of producers will be little if at all diminished. The
consumers’ income will be sustained and with it general
demand. There may therefore be a considerable interval
before the corner is really turned and the vicious circle of
inflation broken.

INTERMITTENT ACTION oF BANK RATE

There were reasons also why the application of dear
money was apt to be intermittent. The purpose of-a
high Bank rate was to limit transactions or to compress
the consumers’ income, but the action taken by the Bank
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was guided not primarily by evidence of the state of
business but by the state of the reserve. As we have seen,
a high Bank rate had certain superficial short-period effects
in the direction of increasing the reserve. It would attract
foreign balances, it would induce merchants to postpone
their purchases of goods abroad, and it would lead the
country banks to send their superfluous currency to Lon-
don. The reserve might thus be very rapidly raised from
a dangerously low level to an apparently ample amount,
and the Bank would reduce the rate before the under-
lying tendency to increased activity was reversed. Soon
the reserve would fall away again, and the same treatment
would be repeated. It is like a mechanical lighter that
over and over again fails to ignite. In the period 18714
we find this well exemplified.? There are half-a-dozen
successive spells of dear money, each occasioned by a big
drop in the reserve, and in the intervals the Bank rate
drops to 3} or 3 per cent. After 1874 this is less notice-
able, and later on the alternations of interior demand for
gold and its reversal became very much less. Nevertheless
the oscillations between dear and cheap money were still
noticeable in the years 1888—91. In 189g-190I there was
_ one drop to 3 per cent. between rises to 6 and 5 per cent.
In‘the period of dear money in 19o6—7, however, the rate
did not fall below 4 per cent., and the reaction in business
had already been started before the American crisis caused
a renewed rise in October, 1907.

In the course of revival from the depression of 1908,
there were oscillations between 5 and 3 per cent. in 1909
and 1g9r0, but, once activity was established, the rate was
kept at 4% to 5 per cent. from October, 1912, to January,
1914, a period of fifteen months.

This last time of activity immediately before the war
differs from all previous applications of dear money both
in the narrow range of rates and in the limitation of the
maxirnum rate to 5 per cent. On no other occasion had
an expansive movement been checked without a resort at

3 Seo below, pp. 90-6.
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least to 6 per cent. The reserve, apart from seasonal
fluctuations, was remarkably steady during these years.
The seasonal fluctuations had become much more marked
than twenty or thirty years before, but their character
was 80 well understood that they did not involve any big
changes in Bank rate. Perhaps this steadiness of the
reserve was due to the final elimination of the accumulations
of currency in the country districts which had been so
perplexing an influence in 1872 and 1873.

It was at times of dear money that the dispersal of these
accumulations produced its disturbing effect. But there
were times when the policy of cheap money was also inter-
rupted, for example when there was a scarcity of gold
between 1875 and 1888. During those years the Bank was
repeatedly led by a decline in its reserve to raise its rate to
§ per cent. or more, at times when, far from there being any
danger of excessive expansion, the vicious circle of contrac-
tion was already at work. That happened at the beginning
of 1876, in the autumn of 1877 and in the summer of 1878.
And when a renewed depression set in after 1882, there
were spells of 5 per cent. in 1884 and 1886.! In the periods
of depression either before or after the years 1875 to 1888,
when there were long spells of cheap money with no serious
interruption, revival would begin at an earlier stage.

It was the aggravated depression of these years that led
to the appointment of the Royal Commission on the
Depression of Trade in 1885. According to their final
report, dated 1886, the Commission found general agree-
ment that depression, in the form of *“ a diminution and in
some cases an absence of profit, with a corresponding
diminution of employment for the labouring classes,” had
existed, with the exception of a short period of prosperity
enjoyed by certain branches of trade in the years 1880-3,
ever since 1875.

For this state of things the Commission adduced a variety
of causes; but among them was one, the appreciation of
the standard of value, gold, which appeared to them so

1 See below, pp. 96-9 and 103-4.

F
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important as to call for a separate inquiry. It was on their
recommendation that the Gold and Silver Com.tmss:on was
appointed in 1886.

THE BANK’S POWER OVER THE MARKET

In both 1848 and 1857-8 the representatives of the Bank
of England maintained in their evidence before the Par-
liamentary Committee that the Bank had no independent
power over the rate of discount. It had to conform to
market conditions like any other bank. Asked why, when
there is an export of gold, the Bank raises the rate of
interest, the Governor, James Morris, replied: * if the
amount of circulation in the country is diminished by an
export of bullion, the value of money rises ; and if the Bank,
in common with all other bankers, did not take steps for
the purpose of protecting their reserves, it would be acted
upon in consequence of the addltlonal demand arising from
the greater value of money.” And in answer to a further
question : “‘ as far as the export of gold goes, we consider
it merely as an indication that money will be dearer; I
can only repeat what I stated previously, that the effect of
an export of bullion is to contract the general state of the
circulation, and the value of money rises ; and unless the
Bank and all other bankers took steps to raise the rate at
which they employed their money, there would be an
increased demand upon their reserves.” (Committee of
1848, Questions 3275~6.)

In 1857 the then Governor, T. M. Weguelin, fook a
similar position but with some qualification. Asked, * do
you believe that the rate of discount is fixed by the com-
petition in the market, and that in fixing a certain amount
for their own discounts the Bank follow and do not lead ?
he replied : * they invariably follow in a decline of the rate
of discount ; and I should say also they practically follow
in a rise ; but there is no doubt that the Bank, when there
is a rise in the rate of discount, has a greater power over the
money market of fixing the rate of interest for a short
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period, than it has in the case of a decline-in the rate.”
(Committee of 1857, Question 476.)

Bagehot held that “a bank with a monopoly of note
issue has great sudden power in the money market, but no
permanent power ; it can affect the rate of discount at any
particular moment, but it cannot affect the average rate.”
(Lombard Street, p. 1x1.) His argument was that if such a
bank lends at a low rate, the resulting increase of trade and
increase of prices lead to a further increase-of borrowing.
‘** Any artificial reduction in the value of money causes a
new augmentation of the demand for money and thus
restores that value to its natural level.”

To him it was an axiom that there must not be an
indefinite expansion of the currency. If, however, the
central bank has not merely a monopoly of note issue, but
power to expand or contract the currency indefinitely
without regard to convertibility or reserve proportions,
it can dictate the short-term rate of interest to the market.

It can keep the rate low by issuing whatever amount of
currency may be necessary to enable the market to satisfy
the demand for advances at that low rate, or it can keep the
rate high by keeping down the currency issued. The
consequences of so using its power may in either case be
disastrous, but that does not mean that the power itself
is limited.

Bagehot of course left these possibilities out of account.
He was assuming the supply of currency to be limited by a
metallic standard and a convertible note issue with a
rigid reserve law. With those assumptions the power of
the central bank would be restricted in both directions.
I it fixed the rate of interest too low, the expansive process
that Bagehot describes would give rise to a demand for
more and more currency, which would ultimately exhaust
the reserve. If the central bank fixed the rate of interest
too high, credit would contract, the demand for currency
would fall off, and the reflux of currency would fill up the
bank to the entire exclusion of any earning assets.

Bagehot compared the position of the Bank of England -
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to that of a single large holder of a commodity who  may,
for a time, vitally affect its value if he lay down the mini-
mum price which he will take, and obstinately adhere to
it.” (Lombard Sireel, p. 110) But this understates the
Bank’s power. It is not merely that the Bank “ used to
be a predominant and is still a most important dealer in
money.” The Bank of England is the bankers’ bank, and
in that capacity the lender of last resort. It is'ratherin the
position of a single wholesale dealer supplying a number of
retailers. Its notes and deposits form the cash reserves
of the other banks, and it can, by regulating the amount of
its own advances, discounts and investments, modify the
amount of these cash reserves at its discretion. Under the
operation of the nineteenth-century gold standard the Bank
of England’s power in this respect was limited by its
obligation to buy and sell gold in unlimited quantities
within a fraction of the mint price. But that only meant
that the Bank was placed under statutory directions as to
the manner in which its power should be used, not that its
power was in itself any the less.

The practical effect, however, was that the Bank's
freedom was limited by market conditions very much in
the manner that Morris and Weguelin said. At any rate
up to 18go the adjustment of Bank rate was very nearly
automatic. When the Bank lost gold or the active circu-
lation of notes increased, there was an equivalent decline
in its deposits. The money available for the commercial
banks was diminished, and the gap was made good by the
sale of bills to the Bank of England. Thus the loss of gold
or the increase of active circulation itself made Bank rate
effective. In raising Bank rate under such conditions the
Bank appeared to be merely following the market.

Only exceptionally did the Bank take the initiative in
making the rate effective, if, for example, the commercial
banks were expanding credit on a basis of redundant cash
reserves at a time when a loss of gold and consequent
stringency were to be expected in the near future. To
- make Bank rate effective, it was necessary to reduce the
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cash reserves of the commercial banks, so that they would
become unwilling to buy bills, and the bills would be brought
either by traders or by discount houses to the Bank of
England. The Bank could effect this result by itself
simply borrowing like the discount houses from the com-
- mercial banks or other lenders of call money, or it could sell
bills or other securities. Up to about 18go the Bank
abstained from entering the market as a borrower, partly
because that course would have brought it more obviously
into competition with the discount houses, partly because
the transaction would have been legally indistinguishable
from a deposit and inconsistent with the Bank's avowed
practice never to pay interest on deposits.

At this period therefore the Bank had to rely on selling -
securities. But here a difficulty arose. At a time when
Bank rate was not effective it presumably had no bills to
sell, and in any case it never sold bills. It therefore had to
sell investment securities such as Consols, and buying and
selling Consols involved a risk of a capital loss—a very
real risk if they were sold when Bank rate rose and bought
back when it fell. To avoid this risk, the Bank resorted to
the ingenious plan of selling Consols for cash and buying
them back for the next Stock Exchange account, just as if
it were arranging a carry over from account to account.
It received money for the Consols sold, and paid the money
out again at the account when they were bought back,
and in the interval it had withdrawn the money from the
commercial banks just as if it had carried out a simple
borrowing operation. It could of course carry the tran-
saction over at successive accounts so long as the state of
the market might require. -

This device, commonly called * borrowmg on Conso
was all that the Bank allowed itself from 1844 till about
1890 in the way of what is now called an open market policy.

When the Bank of England gained gold, or the active
circulation of notes fell off, its deposits were increased, the
cash reserves of the commercial banks were in excess of
requirements, bills ceased to come to the Bank and the
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market rate of discount fell appreciably below Bank rate.
If there was no prospective danger of stringency, the Bank
would acquiesce in this condition of things. That would
occur not only when Bank rate was in course of being re-
duced step by step, but also during those prolonged phases
of cheap money which I have already had occasion to notice.
Bagehot wrote in 1873 (Lombard Street, pp. 110-1): “ at
all ordinary moments there is not money enough in
Lombard Street to discount all the bills in Lombard Street
without taking some money from the Bank of England,”
and drew the inference that Bank rate must always be
effective. But the “ ordinary moments” to which he
referred excluded all these periods of superfluous gold.

The effect of the system followed was eventually to
disperse any redundant gold and to reduce the reserve tiil
bills came to the Bank, but thereupon Bank rate would be
raised by steps till it became sufficiently deterrent to restore
the reserve. The oscillations of the reserve were about a
normal level at which the market just did not have to bring
bills to the Bank. That did not mean that the Bank did
no discounting at all. For it had regular commercial and
private customners for whom the Bank of England was their
sole or principal banker and who relied on it for advances
and .discounts in the course of their business. In 1878
the Bank adopted the practice of accommodating these
customers at market rates without reference to Bank rate.
The state of quiescence was reached when the reserve just
filled the gap between the deposit liabilities of the Bank and
its normal assets composed of its holding of Government
securities and the advances and discounts provided for
customers.

After 1890 the Bank began to aim at a higher standard
of reserve. To prevent a growing reserve from making
Bank rate prematurely ineffective, it was led to adopt more
energetic measures than the old device of borrowing on
Consols. The former objections to borrowing were waived,
and the Bank took to borrowing directly from discount
houses or banks or from large-scale lenders who would
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otherwise have placed their money in the discount market.!
Apparently it was ruled that the liabilities incurred through
these borrowing operations were not legally deposits, for
instead of being included among the deposits in the
Return they were deducted from the securities.

Much interesting light is thrown on the day-to-day
operations of the Bank of England in performing its task
of regulating credit by contemporary comments in the
financial columns of the newspapers, and particularly of
the weekly Ecomomist and Siafsst and of the monthly
Bankers’ Magazine. Extensive use has been made of
these sources in some recent works. Mr. W. T. C. King's
History of the London Discount Market and Mr. R. S.
Sayers' Bank of England Operations, 1890-1914, have pro-
duced most valuable and interesting results from such
investigations,

I have not attempted anything of the kind. For my
present purposes Bank rate is itself at any given moment a
sufficient indication of credit policy ; I have been content
to note the movements of the fleet without entering into
those of the fleet auxiliaries.

THE STATISTICAL MATERIAL

The statistical material on which the next three chapters
are based is set out in the Appendices. The statistics
available for the study of the money market are voluminous.
There are daily quotations of discount rates and of prices
of securities, and there are weekly Bank of England returns.
From November, 1857, there are weekly statements of
imports and exports of gold. These statements are for the
week ending on Wednesday, the day on which the Bank of
England return is made up. In Appendices I and II the
interior demand for any period is assumed to be equal to
the difference between the net imports of gold and the
increase in the Bank of England's reserve (negative signs
being attributed to net exports, a decrease or a reflux).
In making use of these calculations we must not forget

! Soe R. 5. Sayers, Bank of England Operntions, 1590-1914, PP. 34-43.
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that the day on which the arrival or departure of gold is
recorded in the returns of imports and exports may not be
the same as the day on which it enters or leaves the Bank
of England. In other words gold in the hands of bullion
dealers is counted as if it were in circulation. The amount
may be considerable. One of the difficulties in handling
statistics of gold movements is that the imports or exports
on one day or even in one ship may be far from negligible,
relatively to the net movement of many months. On only
half-a-dozen occasions in the period from 1858 to 1913
did the net imports or exports of gold in a calendar year
exceed £10,000,000. But the exports or imports in one
week would often exceed £500,000 in theé earlier years or
£1,000,000 in the later.

And the statistics are by no means free from error.
It is possible to check the weekly statistics of gold move-
ments against the monthly, which appear in the regular
trade returns, by comparing them in any period at the
beginning and end of which a month ended on a Wednes-
day. That comparison is made in Appendix VI. In many
cases the totals coincide exactly. In many others there
are ftrifling discrepancies, representing no doubt minor
corrections made subsequently to the pecessarily hasty
entries from which the weekly returns were compiled.
But here and there we find very large errors. Some-
times the discrepancy is evidently due to the date of
an item having been revised. Thus according to the
weekly returns the exports of gold from 1st July, 1880,
to 31st August, 1881, were £17,507,900 and according to
the monthly returns £18,203,700. But for the following
period 1st September to the 3oth November, 1881, the
respective figures were £5,869,500 and £5,151,800. It
may safely be inferred that an export of about {700,000
was found, when the returns were revised in preparing the
monthly statements, to have been erroneously attributed to
September instead of August.

In the period from 1st October, 1874, to 31st March,
1875, the exports of gold according to the weekly returns
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were £6,563,500 and according to the monthly £7,606,600.
What the explanation of this very large correction may
have been I do not know, A detailed examiration shows
that at any rate the greater part of it belongs to February,
1875. In the year 1874 the weekly and monthly figures
agree quite well, but there was a very large correction in the
imports of gold for the calendar year, when the annual
statement of trade came to be made up. The imports were
given in the annual statement as £18,081,000, whereas the
total of the monthly figures was only £16,743,000.

Seyd in his Bullion and Foreign Exchanges, which was
written in 1868, questions the accuracy of the Customs
statistics on the ground of “ the well-known practice of
some shippers of bullion to omit declaring the value of the
gold shipped by them ; the gold is frequently packed with
and declared as silver in order to save freight."”

Gold was conventionally subject to higher freight charges.
How prevalent this misrepresentation was we have no
means of knowing. But presumably, if the amount of
gold involved was anything more than trifling, it was cer-
tain to be insured, and the shipper would surely hesitate
to endanger his reputation for honesty in the eyes of the
underwriters for the sake of the small gain to be made on
the charge for freight.

In the years 1885 and 1886 errors appear to have been
discovered long after even the annual statements of trade
had been issued, and the totals of imports of gold were
altered in the Siatsstical Absiract for 1889 from £13,376,000
and £13,392,000 to £13,576,000 and f£12,05I,000 res-
pectively. The alterations were in the imports from the
United States, and for the year 188j it is possible to identify
the particular week in which a consignment of {800,000
from the United States was recorded as that ended the
z2oth May. I have therefore been able to correct the
weekly statistics. But for the year 1886 that has not been
possible. :

The daily statements of gold received from abfoad
by the Bank of England and withdrawn from the Bank
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for export give an alternative means of calculating the
movements of interior demand. But the results-so ob-
tained are incomplete, in that they omit all gold passing
into or out of interior demand by other channels than the
Bank of England. The amount of sovereigns so passing
might sometimes be considerable, and imported bullion
-might be sold direct by dealers to industrial users. Pos-
sibly these daily statements from the Bank of England
would provide a check on the weekly returns of the Cus-
toms by affording evidence in certain cases that the week in
which a gold movement appeared in the reserve was not the
same as the week in which it appeared in the Customs
returns. But the particulars supplied are not in general
sufficiently detailed to link up the two series of returns
and T have not attempted any investigation on these lines.

In calculating the interior demand allowance has to be
made for certain changes affecting the reserve :

The inclusion of silver bullion in the reserve in 1860-1 ;

Additions to the fiduciary issue either at a time of crisis
(1857} or in place of lapsed country bank issues ;

The issue of Currency Notes in 1914.

Allowance also has to be made for gold set a51de or
released on account of the Indian Government. Gold
set aside was excluded both from the reserve and from
circulation, and is the equivalent of an export. Gold
released is the equivalent of an import.

I have dlsregarded the note issues of the country banks.
The gain in accuracy and completeness from taking them
into account would have been very slight.

The weekly statistics of gold imports and exports are
not available before November, 1857. After 1914, though
they continue to be available, they are of little statistical
value owing to the growing practice of earmarking gold,
and also to the cessation of the use of gold coin in active
circulation. Accordingly for the years 1915-32 the
Appendix omits the statistics of net imports.

Appendix I records all the changes of Bank rate from
1844 to 1932 and the number of weeks each rate lasted,
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along with the price of Consols on the day before the change
(from 1879 to 1888 the price of 2} per cent. annmtxes)

and the reserve in the Banking Department in the last
return of the Bank of England before the change. For the
years 1858-1914 it includes also the increase (or decrease)
in the reserve up to the next change of Bank rate, the net
imports (or exports) of gold and the interior demand (or
reflux) in the same interval.

In some places the reserve position is shown at an inter-.
mediate date, when there was no change in Bank rate. That
is usually to mark the beginning or the end of a period of
net gold export, but sometimes it is to show the state of the
reserve at a time of crisis or disturbance. 'When Bank rate
was changed on any day other than a Thursday the reserve
position is shown on the following Wednesday as well as on
the preceding Wednesday. Up to November, 1857, the
Bank Return showed the position on Saturday. Since
then it has shown the position on Wednesday.

For the years up to 1914 I have included coin in the
Banking Department in the reserve. So long as gold coin
was used in active circulation this was an effective part of
the reserve. For subsequent years the reserve has little
significance. It is omitted, and in its place we have the
gold in the Issue Department and the active note circula-
tion, including currency notes and excluding Bank of
England notes in the Currency Notes reserve. The varia-
tions in the former show the gain or loss of gold for monetary
purposes, while the latter shows the amount of currency of
unlimited legal tender in the hands of the public.

In using the price of Consols in any comparison allowance
should be made for the accrued dividend. Till x838 divi-
dends on 3 per cent. Consols were paid half-yearly on the
sth January and the 5th July. Thereafter on the 2§ and
2¢ per cent. Consols they were paid quarterly. On the 2}
per cent. annuities, they were paid half-yearly till 1884
and then quarterly. Prices were quoted ex disvidend about
a month before the dividend date. -

Appendix II shows the change in the reserve, the net
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imports of gold and the interior demand quarter by quarter.
The quarters are those beginning on the first Wednesday in
March, June, September and December. The Appendix
also shows the interior demand for each period of twelve
months beginning with successive quarterly dates.

Appendix III contains the percentage of unemployed in
Trade Unions and Mr. G. H. Wood's wage index for the
years 1858 to 1913. The wage index for the last three years,

. IQIT-I3, not being available in Mr. Wood's series, has been
calculated from Professor Bowley’s index.

Appendix IV gives every change in the discount rate of
the Bank of France from 1820 to 1931.

Appendix V supplies particulars of the principal periods
of gold exports from 1858 to 1g14. In most instances it
merely summarises the details already given in Appendix I,

Appendix VI compares the weekly and monthly returns
of gold imports and exports, wherever they can be totalled
for coterminous periods between Wednesdays which happen
to end months. The comparison is to be regarded merely
as a check on the accuracy of the statistics. The discre-
pancies revealed are those which have survived after a careful
scrutiny directed to discovering errors either of copying or
of arithmetic. Numerous discrepancies of a unit or two are
attributable merely to the vagaries of rounding up or down.
More substantial differences are presumably due to correc-
tions introduced when the monthly returns were compiled.
The more remarkable of these are referred to above.



CHAPTER III
BANK RATE AND GOLD, 1858-1914 (continued)
CreaP MoNEY 'AND INTERIOR DEMAND, 1858-60

AFTER the crisis of 1857, as after that of 1847, the relief of
tension came quickly. On the 18th November, 1857, the
first Bank return after the rise of Bank rate to 10 per cent.
and the suspension of the fiduciary limit showed a reserve
of £1,553,000. Since the securities in the Issue Depart-
ment had been increased by £2,000,000, the limit had in
reality been exceeded by £447,000. By the 23rd December,
the reserve had risen to £7,971,000 and the fiduciary issue
was reduced within its statutory limits. Bank rate was
reduced from 1o per cent. to 8, and thereby, under the terms
laid down by the Government, the right to exceed the limit
was surrendered.

Net imports of gold in the five weeks had been £3,747.,000,
and £2,671,000 had therefore returned to the Bank from
interior circulation.

Panic had resulted in the hasty withdrawal of enormous
amounts of currency from London by the country banks,
and much of this was now coming back.

Imports of gold continued, and, as the reserve rose,
Bank rate was reduced by rapid steps, till on the xoth
February, 1858, the reserve reached £11,446,000 and the
rate was reduced to 3 per cent. In December, 1858, with
a reserve of £13,357,000 the rate was reduced to 2{.

The spell of cheap money that ensued was not so long as
that which followed the crisis of 1847. It lasted nearly
two years, with one short break in May, 1859, when the
rate was at 4} per cent. for four weeks. "That wasdue toa
Stock Exchange crisis, provoked by the imminence of war
between France and Austria over the Italian question.
There was a long list of Stock Exchange failures, but the
pressure passed away, and the liquidation was effected

n
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without any serious disturbance of the credit situation.
By July, 1859, Bank rate was back at 2} per cent.

Meanwhile recovery was making good progress. The
depression in 1858 had been severe. Unemployment had
risen to I1-g per cent., and the wage index had fallen from
116 in 1856 to 1T0 in 1858. In 1860 the wage-index was
114 and unemployment was only 1.9 per cent.

The period of cheap money was brought to an end by the
advance of Bank rate from 3 to 4 per cent. on the 31st
January, 1860 (a Tuesday). Since the roth February,
1858, there had been an interior demand of no less than
£13% millions. Much of this must have been due to the
accumulation of idle currency by the country banks
(see above, pp. 50-5). In 1860, notwithstanding the
increased activity, the interior demand slackened off;
from the 1st February to the 7th November, Bank rate
remaining at 4 per cent. with a short period at 5 in April,
the net interior demand was only £1,117,0600.

AMERICAN ABSORPTION OF GoOLD 1860-1

A new phase then began. The imminence of civil war
started an absorption of gold in the United States. The
election of Lincoln as President at the beginning of Novem-
ber, 1860, quickly precipitated the movement towards
secession in the slave-owning States of the South.

New York bad long been the financial centre of the
country, through which the exports of the South were in
great part financed. It had become a creditor centre, in a
position to claim payment as the exports it had financed
came to be sold off in Europe. The South on the other
hand was a debtor country, discounting its exports and
importing on credit. Tke sudden approach of secession
and war caused a serious banking crisis in the South, and
the North began to absorb gold.

The United States and Australia were the two great gold-
preducing countries of the world, and a great part of the
stream of gold that flowed through London normally came
from the former. When the United States suddenly
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>ecame an importer of gold, the monetary situation in
sreat Britain and Europe was violently disturbed.

This occurred at a time when London had already been
osing gold. The bimetallic system in France had not been
working quite smoothly. Owing to the big world output
>f gold which had been in progress for the preceding ten
years, silver was at a premium. The Bank of France was
therefore unwilling to pay its depositors and note-holders
in silver coin, for which it could only ask the face value,
and its gold holding was for the time being its only working
reserve. Monetary expansion and business revival were
giving rise to demands for currency. When silver had been
the predominant medium, people had preferred notes to
the bulky five-franc pieces, but the handy gold coin that
was now being paid out suited them better still. The
Bank of France, with an adequate metallic reserve on the
whole, found itself faced with an inconvenient shortage of
gold, and proceeded to procure gold from London through
the medium of sterling bills in the hands of the Comptoir
d’Escompte. At the beginning of November, 1860, Great
Britain had, in this way, just suffered a net loss of gold by
export amounting to £1,548,000 in seven weeks, and the
reserve had been reduced to £7,166,000.

It was then that the exports of gold to America began.
Yhree advances of Bank rate in a week (8th-z5th Novem-
ber, 1860) brought it up from 4 to 6 percent. A substantial
reflux from interior circulation for the moment restored
the reserve. And an arrangement was made to meet the
French need for gold. The Bank of England had the
power under the Act of 1844 of including silver bullion in
the metallic backing of the note issue (up to one-fifth of the
whole), and it took over 50,000,000 frants of silver from
the Bank of France in exchange for gold. As the exchange
was effected at the market price, the Bank of France did
not have to sacrifice the premium on silver. -

|t See Gabriet Ramon, Histoire ds la Banqwe de France, pp. 184—5. The
‘exchange of gold for silver was carried out gradually, and the maximum
silver holding of the Bank of England at any ane time was £1,644,000 om
:the snd January, 1861,
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- On the 29th November, 1860, the reserve being then
£8.435,000, Bank rate was reduced to 5 per cent. But
at the turn of the year seasonal demands for currency
brought the reserve down almost to £6,000,000, and Bank
rate was raised to 7 per cent. (7th January, 186x). Exports
of gold continued, and a further advance to 8 per cent.
followed on the 14th February. Once again there was a
reflux of currency from interior circulation, which by the
2oth March had restored the reserve to £8,325,000. From
the #th November, 1860, to the 20th March, 1861, there
had been a reflux of £4,595,000 in all. But the absorption
of gold by the United States persisted. In the first nine
months of 1861 the met imports of that country were
£7,000,000. The Bank of England’s rate remained at
5 or 6 per cent. till the 15th August. By that time the
Civil War in America was in full swing. Though the actual
suspension of specie payments did not come till December,
1861, and the first Greenbacks were authorised by a Legal
Tender Act in February, 1862, the issue of Government
demand notes in a form to serve as currency was already
beginning in the preceding summer. Under the influence
of inflation the absorption of gold stopped.

“Dear money in England had produced a deflationary
effect. From January, 1860, to August, 1861, money had
usually been dearer in London than-in Paris. Now the
reserve of the Bank of France began to decline, and the
French Bank rate rose on the 26th September, 1861, to
5% per cent., and on the 1st October to 6, whereas the Bank
of England’s rate was only 3}. Even this difference failed
~ to bring relief to the French reserves, and in October the
Bank of France had recourse to the same device as the Bank
of England in 1839; it arranged with Rothschilds and
other leading financial houses of Paris for London credits
to a total amount of £2,000,000 on which the Bank of
France drew sterling bills, By November, 1861, the
pressure had passed, and the French Bank rate was reduced
to 5 per cent. But throughout 1862 the French Bank rate
remained higher than the English,
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The year 1862 was one of cheap money, Bank rate never
rising above 3 per cent. from the 7th November, 1861, to
the middle of January, 1863. In fact a renewed depression
had set in, The unemployment percentage rose from 1°g
in 1860 to 5-2 in 1861 and 8-4 in 1862. A serious dislocation
was caused by the blockade of the Southern States of
America and the * cotton famine *’ in Lancashire, but this
did not begin till 1862, In 1861 the blockade was not
effective and the cotton industry was not interfered with.
Before the end of the year the price of raw cotton began to
rise, but manufacturers had large stocks in hand and were
glad to realise a profit on the corresponding rise in the
manufactured products. The cause of the depression
must be sought elsewhere, and we may conclude that the
monetary stringency which accompanied the American
crisis had interrupted the normal progress of the trade cycle,
and interposed a premature depression.

TrE Crisis oF 1866

The depression was short. The year 1863, in spite of the
cotton famine, was one of recovery, and 1864 was one of
great activity. At the beginning of 1863 the reserve fell
to 8,161,000 (28th January, 1863) and Bank rate was
raised to 5 per cent. for three weeks. The reserve recovered
to £10,000,000 but soon fell away again, and in the autumn
it dropped below £7,000,000 (November, 1863). The
rate moved up by rapid steps from 4 per cent. at the
beginning of November to 8 on the 3rd December, 1863.
That was the beginning of more than twelve months of
dear money. The rate varied between 6 and ¢ per cent.,
and did not drop below 6 till the 12th January, 1865.
The average from the 5th November, 3863, to that date
had been 7}.

Interior demand in the year 1863 (twelve months ending
the first Wednesday in December) had amounted to the
considerable total of £6,716,000; in 1864 under the pres-
sure of dear money it was only £2,106,000.

G
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In the autumn of 1864 the stringency culminated in a
spell of nine weeks at g per cent. The trade activity came
to an end on the Continent. In England, however, it
suffered no interruption, though there was a long tale
of failures. The unemployment percentage fell from 2-7
in 1864 to 2-x in 1865. On the 10th November, 1864,
Bank rate was reduced from g per cent. to 8, and it fell
step by step till it reached 3 per cent. on the 15th June,
1865. In the seven months interior demand had been
only £828,000, and imports of gold had sufficed to raise the
reserve from £7,907,000 to £9,966,000. But there followed
a sudden revival of interior demand, which by the 4th
October, 1865, had carried the reserve down to £5,106,000
in spite of imports amounting to £1,504,000. In nine days
(28th September to 7th October, 1865) Bank rate was
raised from 4 to 7 per cent., and at the turn of the year to
8 per cent. The reserve recovered to £8,804,000 on the
14th March, 1866, and Bank rate was reduced to 6 per cent.
But by that time the financial community had been worked
into a state of extreme apprehension. Great Britain had
shared with Europe the high state of industrial activity
that had prevailed in 1863 and 1864, but had not shared in
thé set-back which the Continent had suffered from the
end of the latter year. Recent British legislation had
facilitated the flotation of joint stock companies, and had
thereby given a spurt to capital enterprise. One-eighth
of the entire ultimate mileage of the British railway system
was opened in the years 1861-6. The commitments entered
into for capital outlay in this and other forms prolonged the
activity into 1865 after it had been suspended on the
Continent, and the concentration on capital outlay at home
for a time prevented the expanded purchasing power
from attracting an excess of imports. Unfortunately the
stimulation of enterprise had been associated with some
financial operations of a very undesirable character. A
dangerous situation had developed. Great pressure was
necessary to bring monetary conditions in Great Britain
into due relation with deflation on the Continent, and this
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pressure was being applied to a credit system weakened
by flagrant departures from sound practice.

I have already referred to the lending of money at call
to bill-brokers or' discount houses. It was adopted by
bankers as an advantageous substitute for the holding of
bills, avoiding the need for so selecting the bills they
acquired as to mature at convenient dates. The call
money took the place of a stock of short bills suitable for
immediate realisation. Instead of selling bills the banks
would call money from the discount market. This process
took the place of direct rediscounting with the Bank of
England, and it was essential that the money should be
really available on demand. Any good bill complying
with the customary conditions could be turned into cash
at a moment’s notice at the Bank of England, and the call
money, if it was to serve its purpose, must be not less
liquid.

Most of the call money was directly secured on bills of
exchange, which guaranteed liquidity as well as safety.
But, in dealing with the greater discount houses, the prac-
tice had grown up of leaving some of the call money with-
out specific security. That allowed a fatal freedom in
the selection of so much of the discount houses’ assets as
corresponded to the unsecured liabilities. A discount
house that deposited unsound bills as security for its call
loans would immediately incur discredit. If all its liabili-
ties were secured, it could not hold any unpresentable bills
except with its own capital. But in so far as it had
unsecured liabilities, it could conceal the character of the
corresponding assets.

Unfortunately the undesirable flotations of the years
preceding 1866 had involved not only various finance
companies and investment companies, the collapse of
which would concern chiefly their own shareholders, but
certain discount houses which had been perverted to
improper uses.

The lamentable story of the failure of Overend, Gurney
and Company has been told with admirable force and
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insight in Mr. W. T. C. King's History of the London .
Discount Market. The firm had achieved an undisputed
primacy in the discount market ; in fact half the business
of the market was in its hands. Of the two partners who
had built up the firm, Samuel Gurney died in 1856 and
D. B. Chapman retired in 185%, and the business passed into
younger and less experienced hands. A rogue insinuated
himself into the confidence of one of the partners, and
proceeded to exploit the credit of the firm in favour of
various speculative or worthless concerns. So long as a
liability could be expressed in the form of a bill, it could be
placed among the firm’s assets. If the worthlessness of the
other names on it were not too evident, the endorsement of
Overend, Gurney and Company would make it marketable,
or alternatively it could remain unseen in the firm’s port-
folio. When Overend, Gurney and Company became a
limited company in July, 1865, their deposit or call loan
liabilities amounted to £14,400,000. Included in this fotal
was a sum of £5,400,000 unsecured, under cover of which
bad assets to an amount of £4,200,000 had been accumu-
lated. By a special arrangement segregating the bad
assets in a separate account, for which the partners who
were transferring the business to the Company gave the
guarantee of their private fortunes, any real knowledge of
the state of the firm was withheld from the shareholders.

By the beginning of 1866 some suspicion of the embar-
rassments of the concern began to arise. The former part-
ners were selling securities. There were some important
failures which were believed to involve Overend, Gurney
and Company in losses, At the end of January, 1866,
the failure of the Joint Stock Discount Company (which
had been formed in 1863) gave a severe shock to credit, and
offered an ominous parallel on a smaller scale to what was
in fact destined to happen to Overend, Gurney and Com-
pany. Deposits were by that time being withdrawn from
the company in great volume.

The statistics of gold movements give evidence of a
growing state of panic. In the seven wecks from 14th
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March to the 2nd May, notwithstanding net imports of
gold amounting to £8go,000, the reserve fell from
£8,804,000 to £5,636,000; there had thus been an interior
demand of £4,058,000. Matters came to a head early in
May. Bank rate was raised to 7 per cent. on the 3rd of
May and to 8 on the 8th (a Tuesday). Late on the 1oth
the suspension of Overend, Gurney and Co. was announced.
On Friday, the 11th, panic was let loose. Bank rate was
raised to g per cent., and that evening the Bank of England
laid a statement of the situation before the Government,
and received a letter, modelled on the precedents of 1847
and 1857, permitting the fiduciary limit to be exceeded,
provided Bank rate was not less than 10 per cent. On .
Saturday, the r2th May, accordingly Bank rate was raised
to that level.

The panic of 1866 has remained famous in the financial
history of London. A discount house discharges some of
the functions of a bankers’ bank ; its call loans are part of
the reserve system of the banks. The failure of Sanderson
and Co. at the height of the crisis of 1857 had contributed
materially to its intemsity, but that firm had quite a
secondary position as a discount house in comparison with
Overend’s. The failure of the latter threatened the entire
credit structure. :

The letter of the 11th May by no means assuaged the
panic. The urgent demands for currency in provincial
centres continued. On the 16th May the reserve fell to
£1,203,000, the interior demand having amounted to
£4,805,000 in one week,

TeN PER CENT.

The fiduciary limit was not exceeded, the lowest point
touched by the reserve (in the published accounts) having
been {860,000 on the 3oth May. But the recovery of the
reserve was slow. The 10 per cent. Bank rate remained in
force for three months, and when it was reduced to 8 on
the 16th August, 1866, the reserve was still low at
£4,611,000. Since the 30th May net imports of gold had
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amounted to £4,185,000, but no net reflux of currency from
the country had occurred ; there had in fact been a further
interior demand of £434,000.

A circumstance that aroused much comment at the time
was that though the discount rate of the Bank of France
was only 4 and then from the 26th July, 34 per cent., the
Io per cent. rate in London failed to attract gold from
France. The gold that did come was largely from the
producing countries, Australia and the United States, and
some actually continued to go from England to France.
The difference between the discount rates of London
and Paris was sufficient to cover an exchange risk of § per
cent. on any bill or loan with more thana month to run.
And indeed as the exchange was at times s unfavourable to
London as it could be consistently with the maintenance of
the gold standard, there was no exchange risk except
through the contingency of a suspension of gold payments.
Yet money apparently was not attracted.

At the time it was contended that this was due to
foreign financial centres not appreciating the difference
between a suspension of the fiduciary limit and a suspen-
sion of gold payments, or at any rate to their thinking that
the former was likely to be the prelude to the latter.

A distrust of the currency may well have been a con-
tributory cause of the reluctance to place-money in London.
The sudden narrowing of the discount market may also
have contributed. Some of the most important channels
through which foreign money could seek temporary
investment had been suddenly severed.

But in any case the funds available for such inter-
national operations are not unlimited, and they may bave
been nearly exhausted during the preceding seven months
of dear money. Seyd refers to an estimate of £40,000,000
to £60,000,000 of foreign money placed in first-class bills
at the time,!

In the last three months of 1865 the French Bank rate
had been 2 per cent. lower than the English, and then

1 Bullion and Foreign Exchange, p. 569.
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till the crisis of May, 1866, 3 or 2} per cent. lower. That
difference may well have been enough to attract very nearly
all the available funds that were likely to move at all,

Cuear MoNEY, 186770

From the middle of August, 1866, the restoration of the
reserve and the reduction of Bank rate made rapid progress.
In six weeks the reserve rose from £4,611,000 to £8,680,000
{26th September) and Bank rate fell from 10 per cent. to
4}. By the 19th December, the reserve was £11,715,000
and Bank rate (on the 2oth) 34 per cent, But imports of gold
were flowing in, and in the four months amounted to
£4,459,000, so that the reflux of currency even then was no
more than £2,645,000. In the ensuing two years the impor-
tation of gold continued in large volume. From the 1gth
December, 1866, to the 2nd December, 1868, the net imports
were no less than £13,061,000. Yet at the end of the period
the reserve was only £9,577,000, or £2,138,000 less than that
at the beginning. Interior demand had thus absorbed
over £15,000,000. Occurring at a time of severe depres-
sion, when the percentage of unemployed rose from 3-3
in 1866 to 7'4 in 1867 and 7'g in 1868, while the wage
index fell from 132 to 130, this was a repetition of the
experience of 1858 and 1859.

The interior demand is to be explained as an absorption
of currency by country banks at a time when discount
rates were so low that it was not worth while to transmit it
to London to be placed in bills.

That does not mean that there was no other contributory
cause. After the activity of 1863-6, and the rise of the
wage index from 117 to 133, there may well have been
some continued absorption of currency by the wage-earning
classes. Working-class earnings probably began to fall off
soon after the crisis of May, 1866, but when earnings grow
the adjustment of the wage-earners’ cash balances takes
time. The moment of maximum earnings is not the mo-
ment of maximum balances ; rather it is the moment of the
maximum rate of growth of balances. If earnings reached
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a maximum and then became stabilised, cash balances
would be gradually adjusted to them; after an interval
they would be stabilised likewise. If earnings first reached
a maximum and then began to decline, balances would for
a time continue increasing after earnings had started to
decrease. They would not begin to decrease till earnings so
diminished that the reduction of balances by the losers more
than offset the accumulation of balances by those who
continued to gain.

The gain in rates of wages from 1863 to 1866 had been
substantial, and nearly all of it was retained throughout the
subsequent depression, so there may well have been a
latent demand for currency among the working classes for
some time after the crisis. But this could only account for
a moderate part of the enormous interior demand in the
years x867 and 1868. And it must be remembered that
the crisis itself had occasioned an interior demand of
£9,000,000 in 2} months, of which only £2,645,000 returned
in the subsequent reflux.

Substantially the swollen interior demand of those two
years must be attributed to the prevalence of cheap
money. The yield of discounts and of call money was so
low that the country banks did not send their redundant
currency to London. Bank rate was actually lower than
in 1858 and 1859. It was reduced to 2 per cent, in July,
1867, and so remained for sixteen months. It was this
state of things that formed the subject of Goschen's essay,
Two per cent. Bank rate did not rise above 3 per cent. till
the 1st April, 1869.

Up to the end of October, 1868, the reserve was sustained,
in spite of the big interior demand, by huge imports of
gold. But there then came a reversal of the movement and
on the 1gth November, after a net export of £1,293,000
in three weeks, Bank rate was raised to 2§ per cent., and a
fortnight later to 3. From then till the end of March,
1869, exports and imports of gold practically balanced,
but the interior demand continued. The actual amount,
£560,000 in nearly four months, was small, but it was at a
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season when there should normally be a reflux. The
reserve fell below £9,000,000, and on the 1st April Bank
rate was put up from 3 to 4 per cent. The response being
insufficient, it was advanced to 4§ on the 6th May, and in the
the next seven weeks there was a reflux of £2,760,000,
most of which probably came from banks which were
roused from slumber by the prospect of obtaining bills at
4% per cent. With net imports of £1,579,000, that raised
the reserve from £7,577,000 on the 5th May to £11,916,000
on the 23rd June, 1869, and cheap money once again be-
came possible. The rate did not fall quite so low as in 1867
and 1868, but from 14th July, 1869, to 13th July, 1870,
it remained at 3 or 2} per cent. and there was an interior
demand of {4,280,000. This was not quite on the previous
scale, and by this time business was reviving. Unemploy-
ment fell from 4°g per cent. in 3868 to 3-9 in 1870 and the
wage index rose from 130 to 133. We may infer that the
accumulation of idle money in the country banks had
practically come to an end, and that renewed activity was
making itself felt in a demand for currency.

THE FRANCO-GERMAN WAR

Imports of gold continued on a high level, and sufficed
not only to meet the interior demand but to raise the
reserve from £10,857,000 on the 14th July, 1869, to
£12,100,000 on the 13th July, 1870. At that point a new
phase began. Very suddenly there appeared the threat of
war between France and Germany, quickly to be realised
in actual hostilities. By the 3rd August the reserve had
fallen to £9,331,000, practically the whole loss being due to
interior demand. This sudden absorption of {2} millions
of currency occurred in face of a rapid rise of Bank rate to
6 per cent., and is to be regarded as a sign of loss of con-
fidence, a repetition on a small scale of the effects of the
great panics. But this time it was very transitory. Big
imports of gold, amounting in eight weeks to £6,100,000,
raised the reserve to £14,083,000 (28th September, 1870),
and in addition met a further interior demand of {x,348,000.



g0 A CENTURY OF BANK RATE

By that time Bank rate had been reduced to 2} per cent. ;
the reduction from 6 per cent. had taken only seven weeks.
Bank rate in Paris remained at 6 per cent. (the level to
which it had been raised on the gth August, 1870) but with
an inconvertible currency, involving an indefinitely in-
creased exchange risk, the disparity of rates did not attract
gold to Paris.

For the next five months the flood of imports of gold
abated, but it set in again in March, 1871, and from the
1st March to the 26th July amounted to £7,438,000,
raising the reserve from £13,310,000 to £17,410,000, or
£2,000,000 above the highest figure ever reached before.
Interior demand in five months was £3,338,000.

These imports of gold were due to the suspension of
specie payments in France on account of the war. The
actual amount of gold displaced from France by the incon-
vertible paper currency was not very great, but up to then
France had regularly absorbed a great part of the world’s
output of gold. In the ten years x860—9 the average net
exports of gold from Great Britain to France had exceeded
£5,000,000. This outlet was now closed, The resulting
superfluity of gold permitted the continuance of cheap
money, though the growing activity of business might well
have been regarded as a ground for caution.

THE GOLD STANDARD IN GERMANY

A new demand was now to descend upon the gold
market. The war was over, and one of the first steps taken
by the newly formed German Empire was to adopt a gold
standard and 2 gold coinage. The free coinage of silver
was suspended, on the 3rd July, 1871, and almost
immediately Germany began to acquire gold.

This demand for gold was at once felt by the London
market, Net exports of gold from the United Kingdom
from the 26th July to the 1xth October amounted to
£4,974,000 and combined with an interior demand of
£4.371,000 to reduce the reserve from f£17,410,000 to
£8,065,000. Bank rate was hastily raised from 2 per cent.
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to 5 in seventeen days (zist September to 7th October).
The effect was surprising. By the x5th November despite
a further net export of gold to the amount of £1,270,000
the reserve had risen to £14,126,008. There had been a
reflux of currency from the interior of £7,331,000. And the
reflux continued till on the 13th December the reserve was
£15,649,000, and on the r4th Bank rate was reduced to
3 per cent.

Exports of gold had abated during November, but were
quickly resumed, and from the 6th December, 1871, to the
15th May, 1872, amounted to f£4,298,000. And at the
same time interior demand revived. In April Bank rate
began to go up, and on the gth May, the reserve then being
£9,920,000, reached 5 per cent. In six weeks a reflux of
currency of 2,234,000, and net imports of £1,430,000
raised the reserve to £13,593,000 and Bank rate was back at
3 per cent. (20th June, 1872).

Once again there was an immediate revival of interior
demand, and in July renewed exports of gold began to be
felt, though only on a very modest scale. It was the
interior demand of £4,896,000 that had reduced the reserve
to £8.922,000 by the 2nd October, 1872, Bank rate had been
gradually rising, and on the 3rd October was put up to 5
per cent. Further advances to 6 per cent. on the roth
October and 2 on the gth November, proved effective ;
the reserve rose to £13,063,000 on the 27th November, and
successive reductions brought Bank rate down to 3} per
cent. on the 3oth January, 1873, with the reserve at
£15,125,000. Practically the whole gain was due to a
reflux of currency amounting to £6,051,000, net imports
having been insignificant.

The very large reflux on this occasion and also that at the
end of 1871 may possibly have been swollen by transactions
incidental to the German purchases of gold. The German
authorities certainly kept the monetary conditions in Lon-
don under close observation, and might well think it
prudent, when pressure developed, to release gold they
were in course of acquiring, and to make it available to the
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Bank of Engl3nd. But that would not account for the
appearance of a net reflux over any considerable period.
The acquisition of gold in advance of actual export by the
German purchasers or by bullion dealers acting as their
agents would for the moment increase the apparent interior
demand. But from the commencement of the German
purchases of gold in July, 1871, to the reduction of Bank
rate at the end of January, 1873, there was on balance a
reflux of several millions, which can, I think, only be
explained as the attraction of currency from the country
banks by dear money.

THE CRISES OF 1873

In February, 1873, an outflow of gold by export began
again, and Easter, which fell on the 13th April, brought a
seasonal interior demand, On the 7th May, the reserve was
£10,278,000 and Bank rate was raised from 4 to 4} per cent.
on that day (being a Wednesday). Two days later an
acute financial crisis broke out in Germany, where the
process of receiving payment of the war indemnity of five
milliards from France had induced a state of inflated
credit, Vienna, in virtue of its close commercial relations
with Germany, was also involved.

On Saturday, the 1oth May, 1873, Bank rate was raised
to 5 per cent., on the 17th to 6 and on the 4th June to 7.
The German absorption of gold was for the time being
suspended, and it was net imports of gold that raised the
reserve from £9,814,000 on the 4th June to £13,287,000
on the zoth August. Such reflux of currency as occurred
was moderate and transitory, and on balance it was insig-
nificant. Since her suspension of the free coinage of silver
in July, 1871, Germany had imported £50,000,000 of gold.
of which nearly half had come from England

The year 1873, which is conspicuous on account of
twenty-four changes of Bank rate, the greatest number
ever recorded in one year, was to see yet another major
disturbance. On the xgth September there broke out a
violent crisis in the United States. That country was still
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under a regime of inconvertible paper, th& United States
notes or Greenbacks first issued during the Civil War, and
the reaction of the crisis on Great Britain and other
countries with metallic currencies was not so direct as
under the conditions of 1857. But still there were some of
the symptoms of panic. The Bank of England’s reserve
fell from £13,239,000 on the 24th September to £9,954,000
on the 1st October, mainly on account of an interior demand
of {2,801,000. A fortnight later it was only £7,861,000.
In the three weeks, the pet loss of gold by export had been
£1,109,000, and therefore the interior demand had been
£4,269,000.

Bank rate, having gone up to 4 and 5 per cent., was
advanced to 6 on the 14th October and # on the 18th.
Still the reserve flagged. On the 5th November it was only
£8,071,000, The rate was raised to 8 per cent. (1st
November) and then to g {(7th November). On the 20th
November, a reflux of currency having raised the reserve
to £9,702,000, the rate was reduced again to 8 per cent.
[he reflux was then reinforced by a moderate importation
of gold, and further reductions brought the rate down to 44
»n the 1xth December, the reserve then being at the com-
fortable level of {12,462,000. The total net reflux of
surrency from the 15th October to the roth December had
been £3,707,000. But though dear money had once again
irawn currency from the country, it must be remembered
tha¢ the amount was less than the panic demand which
had occurred immediately before.

INTERIOR DEMAND AND REFLUX 1871-5

It can, I think, be inferred that the first application of
5 per cent. in 1871 had swept up much of the loose cur-
rency from the country banks, that the advance to 7 per
cent. in 1872 had brought in most of the rest, and that there
was relatively little to be attracted even by g per cent. in
1873. The following table summarises the alternations
of interior demand with reflux in the three years.
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Interior Refiux
Demand
1rth October-13th December,
871 ... —_ £8,768,000
x4th December, 1871—8th May,
1872 ... .. £2,145,000 —_
gth May, 1872—19th June, 1872 — £2,234,000

2oth June-2nd October, 1872 ... £4,896,000 —
3rd October, 1872-29th January,

1873 ... es — £6,051,000
3oth January—7th May, 1873 .« £2,347,000 —
8th May—gth July, 1873... " — £1,454,000

Toth July-z4th September, 1873 £1,394,000
25th September-xsth October,

1873 ... .. £4,269,000 —_
16th October—zoth December,

1873 ... - £3,707,000

In the whole period of two years and two months there
was a net reflux of £7,180,000. Yet it was a time of quite
exceptional economic activity. Unemployment fell from
1°6 per cent. in 1871 to 0'g in 1872 and was still only 1-2
per cent. in 1873. The wage index rose from 138 in 1871
to 155 in 1873 (and was still rising, for it was 156 in 1874).

We have here a much more striking example of the power
of dear money to attract a reflux of currency than in 1860-1.
On that occasion Bank rate rose to 8 per cent., and there
was a reflux of £4,595,000 in 4} months. But 1860 was
a year of much more moderate activity and this spell of
dear money was accompanied by a decisive reaction.

The reflux of the years 1871-3 had beenr preceded by a
more persistent interior demand. The enormous absorp-
tion of currency at the time of the crisis of 1866 had only
been very partially offset by the reflux in the latter part of
that year. The country banks had apparently adopted a
more ample standard of reserves and stocked themselves
with currency accordingly.

From the 1g9th December, 1866, to the 11th October,
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1871, interior demand had amounted to the enormous total
of £32,808,000. Therefore, when Bank rate was rapidly
advanced from 2 to 5 per cent. just before the latter date,
there must have been a vast quantity of idle currency
ready to come to London as soon as a remunerative yield
could be obtained from the discount market.

Even in 1873, when the disposable currency had nearly
all already been drawn to London, the net interior demand
was surprisingly small. And we have evidence that even
at that stage dear mnney had a great power of retaining
currency in London, for as soon as the pressure was re-
leased there was a very large interior demand. From
the 8th January, 1874, to the 11th November, 1874,
Bank rate did not exceed 4 per cent., and there was a net
interior demand, calculated from the weekly returns of
imports and exports of gold, of £7,324,000. But this is an
understatement. TFor the final trade rcturns for the year
contained a correction, the total imports of gold being
shown as £1,338,000 higher than in the monthly returns
{with which the weekly returns corresponded). The true
interior demand was something like £82 millions.

And the interior demand continued high till the autumn
of 1875. From the 1rth November, 1874, to the z3th
January, 1875, Bank rate being 5 and 6 per cent., it
slackened, amounting in the two months to only £603,000.
But from then to the 6th October, 1875, according to the
weekly returns, it was £7,785,000. Here again a correction
has to be made. An export of approximately {1,000,000
in the monthly returns for February 1875, seems to have
been omitted from the weekly returms,! so that the true
interior demand was £64 millions.

The trade activity continued into 1874 and even into
1875 with little abatement. The wage index reached its
maximum of 156 in 1874, and was still as high as 154 in
1875. Unemployment rose to 1'% per cent. in 1874 and
2’4 in 1875, but even the latter figure was very low. Only

1 In the six months from October, 1874, to March, 1875, the monthly
returns show exports of £7,606,000, whereas the weekly returns which
exactly coincide for that period, show £6,561,000 only.
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the wholesale price level presaged a serious depression,
falling from 111 in 1873 to g6 in 1875.

It was not a time of extremely cheap money. There were
occasional descents of Bank rate to 3, 24 and at one time
even to 2 per cent., but the average was fairly high at 3}
per cent. The high interior demand evidently had nothing
in common with that which had prevailed in 1858-9 or
1867-8. The net imports of gold were large, amounting
between 7th January, 1874, and the 6th October, 1875, to
£16,000,000, notwithstanding the commencement of a
French absorption of gold with a view to a resumption of
convertibility. The German demand for gold, however,
was also reviving, and in the last three months of 1875
Great Britain sustained a net loss by export of £4,900,000.

THE DEMAND FOR GoLD 1876-8

On the 6th January, 1876, the reserve had fallen to.
£8,132,000, and Bank rate was raised to 5 per cent. There
immediately followed a reflux of currency, which by the
23rd March, in conjunction with imports of £933,000, had
raised the reserve to £13,487,000. On this occasion the
response of the gold imports was more noteworthy than
the reversal of the interior demand. For the latter was
mainly seasonal. It was not exclusively so, for the reflux
in the quarter ending the 1st March, 1876, was £3,180,000
and was somewhat above the average.-

In April, 1876, the reserve remaining high, Bank rate
was reduced to 3 and then to 2 per cent.

Gold imports continued to flow in, and the net gain in the
six months to the 2oth September amounted to no less than
£11,800,000. On the other hand interior demand remained
low, and the reserve rose to the unprecedented figure of
£22,244,000.

From September, 1876, however, the gold position under-
went a change. Several countries had in principle adopted
the gold standard since 1871, but, except Germany, they
had not been in a position to acquire much gold. They had
a “ limping * standard, the old standard silver coin re-
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maining in circulation as tokens, and, under conditions of
declining trade activity, they needed little or no addition to
their supplies of currency. The result was that the French
accumulation of gold which started in 1874 was met at
first without drawing gold from Great Britain. The pet
imports into France were as follows :

1874 ... £17,325,000

1875 ...  £18,835,000

1876 ...  £20,119,000

1877 ... £17,431,000

878 ... £9.,449,000 ‘

The total was no less than £83,000,000, the net exports
from the United Kingdom to France in the five years being
£14,500,000. By no means the whole of the world’s cutput
of gold passed through the London market, and there were
large movements from one European country to another.

The maximum French demand for gold occurred in
1876, and it was from the middle of 1876 that the United
States began also to accumulate gold. In the first instance

«they absorbed little more than the output of their own
mines. But even that was an important change, for the
yearly output had been averaging some [7,000,000, and
was rising. The monetary gold stock of the United States
rose from $130,000,000 on the 1st July, 1876, to
$256,000,000 on the xst July, 1879, an increase of over
£25,000,000. The German demand also, having recom-
menced in 1875, absorbed some £20,000,000 from that year
up to 1879. . ,

From September, 1876, the Bank of England’s reserve
began to be reduced by net exports of gold. Bank rate
however remained at 2 per cent. till May, 1877. By that
time the net exports of gold had amounted to £9,611,000
and the reserve had fallen to £10,927,000. Bank rate had
been at 2 per cent. for fifty-four weeks, and interior
demand over the whole period had been £3,054.000. The
growing trade depression was still on a very moderate scale.
The wage index in 1877 at 151 was still actually higher than
in 1872 and unemployment was only 47 per cent. An

H
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interior demand of £3,000,000 in a year would correspond
sufficiently closely with these conditions, without assuming
any considerable accumulation of idle currency retained in
the country in consequence of the unremunerative discount
rate.

Bank rate was put up on the 3rd May, 1877, but only to
3 per cent. Whether in consequence of that moderate rise
or by chance, there followed an importation of gold and a
reflux of currency, and on the 12th July, the reserve having
recovered to £13,911,000, Bank rate returned to 2 per cent.
But the recovery was delusive. Renewed exports of gold
and interior demand brought the reserve down to £9,431,000
on the roth October. Bank rate went up to 3 per cent. on
the 28th August, 4 per cent. on the 4th October and 5 per
cent. on the 1xth. At the end of January, 1878, it was back
at 2 per cent. The reserve was then [12,982,000. The
exports of gold had barely been checked, but there had been
a reflux of currency amounting to £3,713,000.

Of this reflux £1,630,000 occurred in January, and may
be regarded as seasonal. The rest was, no doubt, a true
manifestation of the power of dear money to attract idle
currency to London. This effect, however, had become
noticeably less marked than in x871.

Continued gold exports diminished the reserve, and
presently there was a seasonal reappearance of an interior
demand. In July, 1878, the reserve fell to £9,000,000 and
Bank rate was raised to 3} and then to 4 per cent. (1st
August).

When that failed to reverse the adverse tendency, it was
put up to 5 per cent. on the rzth August (a Monday).
The tide of exports was effectively turmed. By the 4th
September, 1878, the reserve had risen to £10,301,000.
Nevertheless Bank rate remained at 5 per cent.

THE C1TY OF GLASGOW BANK FAILURE, 1878
There was an underlying weakness in the situation. The
depression that began in 1875 had at first been very mild.
And the eighteen months of uninterrupted cheap money
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which began in April, 1876, might have been expected to
promote a return to activity without any serious trouble
at all. But cheap money had come to an end with the
imposition of the 5 per cent. Bank rate in October, 1877,
and, after an uneasy interval, 5 per cent had returned.
The business situation had deteriorated, and unsound
positions which had been successfully concealed were
threatened with exposure. On the 2nd October, 1878, the
gathering storm burst. The City of Glasgow Bank sus-
pended payment. An investigation of its affairs disclosed
a lamentable tale of extravagant lending and falsified
balance sheets. The direct losses ran to several millions
and unlimited liability involved the shareholders in calls
which ultimately amounted to £2,750 for every froo of
paid-up capital. The full extent of the losses was only
made known gradually, but the immediate shock to credit
was severe, There were several large consequential
failures. As in previous crises there was a sudden interior
demand for currency. In the week following the failure
the interior demand amounted to £953,000, and in the
following week, that ending on the 16th October, to
£2,669,000, making £3,622,000 in a fortnight. On the
oth October, the reserve was still as high as £10,215,000 and
Bank rate remained at 5 per cent. But on the 14th Octo-
ber, the following Monday, in view of the rapid loss of
currency, it was raised to 6. Imports of gold had been
pouring in ever since the rise of Bank rate to 5 per cent. in
August, and they were accelerated by the further rise. On
the 215t November, the reserve being £12,311,000, the rate
was reduced to § per cent. During the continuance of the
6 per cent. rate there had been some reflux of currency, but
when it was reduced there was a recrudescence of the
interior demand. From the 2oth November, 1878, to the
1st January, 1879, it amounted to {4,193,000, and from the
and October, 1878, to the 1st January, 1879, to £6,465,000.
A part of this was due to seasonal requirements (a little
exaggerated owing to the Bank return being made up to the
Ist January), but far the great part was due to panic.
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The City of Glasgow Bank was a big and important
institution, but the failure of a bank is by no means so
far-reaching in its effects as the failure of a discount
house. Early in the new year the currency withdrawn from
the Bank of England began to flow back. From the 1st
January to the 1zth March, 1879, the reflux amounted to
no less than £6,731,000. The excess over the normal
seasonal reflux may be estimated at about £4,000,000.

GOLD AND THE DEPRESSION OF 1875-9

On the 12th March the reserve was £19,302,000. Bank
rate had already come down to 3 per cent., and was re-
duced to 24. On the gth April, immediately before Easter,
in spite of the seasonal demand for currency, the reserve
was still as high as £18,662,000 and the rate fell to 2 per
cent.

For a time the imports of gold continued, though since
the reduction of the Bank rate in the new year they had
come in reduced volume. The reserve reached a maximum
of £21,372,000 on the 3oth July. But then began a net
export of gold on a great scale. That was due to an in-
crease of the American demand. Up to the middle of 1879
the United States had absorbed little gold beyond the
output of the American mines. But in the twelve months
beginning 1st July, 1879, their net imports were no less than
$77.000,000 and in the following twelve months
$97,500,000. At this time France was exporting gold and
German imports were on a moderate scale. Nevertheless
the American demand was heavy enough to involve the
Bank of England in large losses of gold by export. In 7
months (3oth July, 1879, to 3rd March, 1880) net exports
were £10,343,000. But there was a reflux of currency of no
less than £5,542,000. The fall in the reserve was therefore
£4,800,000 and left it at the relatively high level, accarding
to the standards then accepted, of £16,561,000.

The depression had been greatly aggravated by the
crisis and dear money of 1878. In 1879 the unemploy-
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ment percentage rose to 11-4, the wage index fell to 146,
and the wholesale price index to 83. The reflux may have
been swollen by a belated return of some of the currency
absorbed at the end of 1878. But even so it is remarkable
that though Bank rate did not rise above 3 per cent. there
was no evidence of an accumulation of idle currency in the
country banks.

It was the reflux that permitted the continunance of
cheap money. And now at last came the long deferred
signs of revival of business, which had been deteriorating
ever since 1874. Since the 9 per cent. Bank rate of
November 1873 there had been four successive spells of
5 or 6 per cent., 6 per cent. in November, 1874, 5 per
cent. in January, 1876, 5 per ceant. in October, 1877, and 6
per cent. in October, 1878. This was a striking departure
from the practice adopted in earlier depressions. The four
weeks at 4} per cent. in May, 1859, made a very slight inter-
ruption of cheap money at a time when recovery was
already well under way. The same is true of the five weeks
at 44 per cent. in May, 1869.

In January, 1876, 5 per cent. was imposed for only three
weeks, and there followed eighteen months of cheap money.
Whether revival was really beginning before the reintro-
duction of dear money in October, 1877, the statistical
material does not enable us to say. But in any case the
longer spell of seven weeks at § per cent. spoilt the prospect,
and the five months’ spell at 5 and 6 per cent. that was soon
to follow was the prelude to the worst year since 1858.
In fact gold could only be set free to meet the demands of
France, Germany and the United States by compressing
the consumers’ income. Of that process the fall in the
wage index and the price level and the rise in unemploy-
ment were evidence. So long as it continued, and produced
the requisite reflax of currency, the exports of gold could
go on. Whenever the reflux of currency was insufficient,
Bank rate had to be raised. The rise gave momentary
relief by attracting foreign money, but, unless the depres-
sion was sufficiently intensified, a renewed loss of gold was
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bound to follow. It was the stringency and crisis of 1878
that at last brought British industry to a sufficient state of
prostration to free the Bank of England from anxiety in
regard to the reserve. The Bank cheerfully watched its
reserve fall from £21,372,000 in July, 1879, to £12,578,000
in January, 1881, before raising the rate to 34 per cent.

TrRADE REVIVAL AND REREWED DEPRESSION, 1880-6

A recovery of the reserve to £16,580,000 on the 16th
February, 1881, which permitted a return to 3 and then 2}
per cent., was mainly seasonal. Inthe summer the reserve
fell away again. The exports of gold had abated in the
earlier part of the year, but set in‘again in August, and Bank
rate was raised to 4 per cent. On the 6th October it was
put up to 5 per cent. and on the 3oth January, 1882, to 6.
The reserve on the 1st February, 1882, had sunk
to £9,175,000. The reduction since the 16th February,
1881, was due to net exports of £7,856,000. There had on
balance been a trifling interior demand.

The exports of gold had been accentuated in consequence
of the crisis in Paris in January, 1882, resulting from the
failure of the Union Générale. The loss of gold by export
stopped almost immediately after the rise to 6 per cent. In
fact the importation into the United States was ceasing,
in consequence partly of the silver legislation which went
far to satisfy the need for currency with silver certificates.

By this time revival had blossomed out into real activity.
There was nothing like the inflation of 1872-3. In fact
the wage index remained at 147 for the three years
1880~2. Unemployment having dropped from 11-4 per
cent. in 1879 to 5-5in 1880, fell further to 2-3 in 1882.
This improvement soon made itself felt in a revived interior
demand. At first there was a rapid increase in the reserve
from £9,175,000 on the 1st February, 1882, to £15,113,000
on the 22nd March. Imports of gold accounted for
£2,654,000, and a reflux of currency for the balance of
£3,284,000. The reflux, however, like that of a year be-
fore, was mainly seasonal. And in the next five months
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(to 16th August, 1882) there was an interior demand of
£5,805,000. The reserve fell to £10,691,000 and Bank rate
was advanced to 4 per cent. and on the 14th September
tos.

In 1883 business began to fall off, but at first only very
slightly. There was a small net import of gold on the year,
and a small net reflux of currency. Bank rate oscillated
between 3 and 4 per cent.

In 1884 the set-back to trade became more marked.
The wage index was, it is true, a little higher at 150, but
the percentage of unemployed rose to 8-1. In the first half
of the year the reserve was improved by- the arrival of
imports of gold from the United States, and by the 19th
June Bank rate had come down to 2 per cent., the reserve
being £15,867,000.

At this period the extension of the gold standard had
made a large number of countries potential absorbers of
gold, and the international market did not depend so
much as formerly on the action of two or three principal
countries. In the second half of 1884 the United States
imported a small amount of gold, but it was chiefly due to
miscellaneous demands that there was a net loss of gold.
From the 18th June to the 5th November, 1884, there was
a fall of £6,350,000 in the reserve (to £9,517,000) com-
posed of net exports, £3,086,000 and interior demand,
£3,264,000. The interior demand had not been purely
seasonal, and the greater part of it had occurred during
sixteen weeks of 2 per cent. Bank rate. In view of the state
of growing depression, we can infer that the tendency of
currency to accumulate in the country banks when dis-
count rates were very low, though undoubtedly much
diminished, had by no means entirely.ceased to operate.
The experience that followed goes to confirm this view.
For, when Bank rate rose to 5 per cent. on the 6th Novem-
ber, 1884, there began at once a refiux of currency that
eventually amounted to £7,754,000. From the 5th Novem-
ber, 1884, to the 18th March, 1885, the reserve rose from
£9.517,000 to £18,270,000, net imports being only £1,000,000.
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A reflux on such a scale was far in excess of any seasonal
movement. Moreover, it was followed by an almost
equally striking revival of interior demand as soon as cheap
-money was restored. From the 18th March to the 1xth
November, 1885, the reserve fell by £6,497,000, and, as
net exports were only £237,000, interior demand was no
less than £6,260,000.

These two big movements did, it is true, correspond
fairly closely in time with normal seasonal fluctuations,
but they were far greater in amount.

Dear money had again been applied at a time of growing
depression. Arnd it was a fairly stiff dose; for the 5 per
cent. rate remained in force for twelve weeks. Unem-
ployment rose to -3 per cent. in 1885 and x0-2 in 1886.
The wage index fell to 148, the price index to 69.

AcTIviTYy OF BUSINESS AND ZIGZAGS OF BANE RATE

Once more Bank rate went up to 5 per cent. in December,
1886, and remained there for seven weeks. But in the
course of the following year a real improvement began to be
felt. Unemployment in 1887 averaged 7-6 per cent. From
that point recovery made steady progress till in 1889
unémployment had fallen to 21 per cent. and in 1890 the
wage index had risen to 163. The interior demand also
rose. If we average the interior demand over the whole
period from 1876 to 1887 (taking the year ending on the
first Wednesday in December to eliminate the cash dis-
turbances at the turn of the year), we find that it is a minus
quantity. There was in fact a net reflux in the twelve
years df £4,211,000, or an annual average of £351,000.
For 1888 there was an interior demand of £1,809,000, the
highest since 1882. 1In 1891 it had rise to £7,980,000, the
highest since 1874.

In this period of active trade Bank rate performed
oscillations which are reminiscent of the years 1871-3,
though the zigzags were much less violent, After being at
4 per cent. all through the autumn of 1887, the rate fell
between January and March, 1888, to 2 per cent. This
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was the background of cheap money for Goschen's conver-
sion of the 3 per cents. into new Consols yielding 2} and
then 2} per cent. There followed a rise of Bank rate to 5
per cent. in the autumn of 1888, and a fall to 24 per cent. in
April, 1889 ; a rise to 6 per cent. at the end of x88g9 and a
fall to 3 per cent. in April 1890; a renewed rise to 6 in
November, 1890 {(on the occasion of the Baring crisis), and
a fall to 3 in Januvary, x8g1.

There were still occasional traces of a reflux attracted by-
dear money. In the nine weeks following the rise to
5 per cent. on the 3rd October, 1888, there was a reflux of
£1,965,000. On the other hand from the rise to 5 per cent.
on the 26th September, 1889, to the 1st January, 18go,
interior demand took £2,134,000. The rise to 6 per cent.
(30th December, 188g) was followed by a big reflux
amounting to £4,678,000 in seven weeks, but this was
mainly seasonal. Aad the dear money at the end of 1890
was sccompanied by an interior demand of [2,251,000.

On the other hand with the returm to cheap money at
the beginning of 1892 there began a swollen interior demand
which persisted up to the middle of 1893. In the twelve
months ending with the first Wednesday in June, 1893,
the interior demand amounted to £7,340,000. By that
time the recession in trade had become severe. The
unemployment percentage for 1893 was 7'5, the worst
during this depression. The wage index remained prac-
tically stationary at the high level of 162, and the lag of
wage earners’ cash balances, referred toabove in connection
with the interior demand in 1867 and 18745, may have
contributed to it. But it is probable that there still sur-
vived some tendency to accumulate idle currency in the
provincial banking system under the influence of unremu-
nerative discount rates,

Tae BariNGg Crisrs, 18go

The Baring crisis of 1890 has been referred to above.
What is really noteworthy about that event is that there

was no crisis. . Everything had been arranged before any
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public announcement of the embarrassments of the historic
firm was made. -

The trouble arose from the discredit into which Argentine
securities had fallen. Barings, like the other leading
merchant bankers, combined the functions of an accepting
house and an issuing house. In the latter capacity they
had launched a number of Argentine loans. An issuing
house does not necessarily or ordinarily participate in its
own flotations or even underwrite them. But Barings
had entered into commitments appropriate to underwriters
in connection with some of their loans, and, when the market
for Argentine securities suddenly dried up altogether, they
found that they had undertaken more than they could
perform.

Since January, 1885, the Argentine Republic had had an
inconvertible paper currency and gold had been at a pre-
mium. For some years vast borrowings in Europe,
Federal, Provincial and others, artificially sustained the
balance of payments and kept down the premium. The
total indebtedness showed signs of exceeding all reasonable
bounds, and by 1889 European investors, becoming aware
of the precariousness of this situation, displayed a growing
unwillingness to take any more Argentine securities. The
gold premium rose, and that increased the discredit. In
the course of 1890, after civil disturbances, a change of
Government and an abortive attempt toarrange a mora-
torium, matters came to a head. Argentine securities
were unsaleable. On Saturday the 8th November, 1890,
the Bank of England received from Barings a confidential
intimation that they were about to suspend payment.

Had Barings been merely an issuing house, concerned
with the flotation of loans, the repercussions would have
been limited. But they were also responsible for a very
large accepting business. That is to say, they accepted
bills on behalf of traders who were thus enabled to get their
purchases of goods financed by bills drawn on what was
reputed to be a first-class name. Barings, like other mer-
chant bankers, did most of their acceptance business on
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behalf of foreign merchants, so- that goods purchased
for importation into foreign countries were financed by
bills on London, the purchasers undertaking to supply
money to the acceptors in London in time for the maturity
of the bills. The trade bill, accepted by the trader who
purchased goods himself, had for long been the prevailing
instrument of credit in British. trade both domestic and
foreign, but it was gradually falling into disuse. In domes-
tic trade the purchasers of goods were tending more and
more to obtain bank advances and pay cash. In foreign
trade the practice of arranging for bills to be drawn on
accepting houses or banks instead of on the importing
merchants was growing. The discount market therefore
bhandled a great volume of the acceptances of a limited
number of first-class names of world-wide repute. The
failure of one of these names would strike at the foundation
of the credit system. The crisis of 1866 had shown how
great a shock would be caused by the failure of a discount
house. The failure of Barings would have worked havoc
among the discount houses, It was fortunate that the
Governor of the Bank of England, William Lidderdale,
was a man of wisdom and decision. A preliminary inves-
tigation satisfied hiin that there was a reasonable expecta-
tion that the firm, if given time to realise its assets without
forced sales, would prove to be solvent.

He made up his mind that what was wanted was a
guarantee of Barings' liabilities sufficiently solid to satisfy
the money market while the firm’s assets were being real-
ised. But whatever his opinion of the ultimate adequacy
of the assets might be, there was undeniably a risk of a
heavy loss. The total liabilities exceeded £20,000,000.
The capital of the Bank of England, though large, is limited,
and its shareholders could not afford to throw millions
away. Here was a case where a privately-owned institu-
tion could not assume unaided the full responsibilities of
the lender of last resort. Lidderdale approached the
Chancellor of the Exchequer, Goschen, and asked for a
Government guarantee. That Goschen could not give.
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He promised in case of need to authorise the suspension of
the fiduciary limit, but the prospect of asking the House of
Commons to vote a supplementary estimate to meet the
losses of a private firm he would not face! Lidderdale was
driven back on the resources of the City to supplement
those of the Bank of England, and by the 15th November,
a week after he had first learned of the threatened disaster,
he had formed a syndicate of the principal banks and

financial houses to share the burden of the guarantee. :

He also took steps to safeguard the Bank’s reserve
position against a possible panic. The reserve was at the
respectable figure of £11,000,000, but he borrowed
£3,000,000 of gold from the Bank of France and £1,500,000
from the Imperial Bank of Russia. The arrival of the
French gold, along with other mevements, raised the
reserve to £14,552,000 on the 1gth November. Bank rate
had been raised to 6 per cent. on the 7th November. By
the 3rd December the reserve was £16,673,000 and the
rate was put down again to 5 per cent.

The assistance thus given by foreign central banks
marks an epoch. International co-operation in dealing
with a financial crisis was no new thing. The credits of
£2,000,000 opened in Paris and of £9oo,000 in Hamburg,
gave opportune assistance to the Bank of England in 1839.
But in 1890 what was given was in the form not of credits
but actual gold. It was the growth of gold reserves that
had made that possible. The gold in the Bank of France
had risen to 1} milliards or £50,000,000 in 1889, and at the
end of 18qo, after the loan of gold to the Bank of England,
was £44,800,000. A reserve on such a scale was no longer
a mere working balance, but was a hoard from which
considerable sums could be drawn without any appreciable
loss of safety.

The hoard was not easily drawn upon by the ordinary
mechanism of the market. Though the free coinage of
silver had ceased in France, five-franc pieces remained
unlimited legal tender. The Bank of France was legally

1See Lifs of Goschen by Arthur Ellict, Vol. II, pp. 169-74-
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entitled to pay its notes in these coins, which had been
reduced by the depreciation of silver to the standing of
token coins worth much less as bullion than their face
value. It was therefore possible for gold to rise to a
premium, vup to the limit at which it became profitable to
collect gold coin from circulation for export. The limit was
not very high. But the prospect of a premium even of
something less than X per cent. was sufficient to give rise
to an exchange risk which would counterbalance a large
difference in discount rates between London and Paris.
And in fact the Paris Bank rate remained unaltered at 3
per cent. from the 7th February, 1889, to the xgth May,
1892, through all the zigzags in which the London Bank
rate indulged.

If Lidderdale’s measures in November, 1890, were open
to criticism it was perhaps as going unnecessarily far.
But the fault, if it was one, was on the right side. And it
was impossible to say & priors how far it was necessary to
go to prevent a panic. As it turned out, Barings paid all
their liabilities in full, and were left with a handsome
balance to restart business with as a private limited com-
pany a few years later.. But the public could not know
this beforehand, and for all they knew the guarantors
might have suffered serious loss.

It is interesting to compare the Baring crisis with that of
1866. Overend, Gurney and Company asked for assist-
ance from the Bank of England, and after an examination
of their position it was refused. The Bank can hardly be
blamed. The formation of a guarantee syndicate, had it
been thought of, would hardly have been possible among the
crowd of banks and financial institutions, much more numer-
ous and smaller than in 1890, and lessinclined to co-operate.

Nevertheless it is worth recording that Overend, Gurney
and Company did eventually pay all their creditors in full ;
the loss fell entirely on the shareholders. If assistance had
been forthcoming in May, 1866, the business might have
been preserved as a going concern, and the shareholders,
even though they would certainly have had to pay up heavy
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calls on the shares, would at any rate have maintained in
being an extremely valuable goodwill. On the other hand,
quite apart from Overend, Gurney and Company, there was
so much unsound business in being in 1866 that something
like a crisis was probably in any case inevitable; the
trouble could hardly have been got over with such smooth-
ness as that of 18go.

The Baring crisis did not play a decisive part in the
trade cycle. The following year, 189x, was still one of
activity, though the unemployment percentage rose to 3.5.
Nor was it one of cheap money, for Bank rate rose to 5 per
cent. for three weeks in May. It was in 1892 that depres-
sion definitely took hold. Bank rate was reduced to 3 per
cent. in January and 2 in April, 1892, and did not rise above
3 till May, 1893. But in spite of cheap money unemploy-
ment rose to 6°3 per cent., and the wholesale price index,
which had still been at 72 in 1891, fell to 68.

AMERICAN EXPORTS OF GOLD AND CHEAP MONEY,
1893-6

The year 1893 was one of intensified depression and
crises. Unemployment rose to 7°5 per cent. In the early
part of the year crises broke out in Australia and Italy,
and in August, 1893, came the great American crisis.

The circumstances of the American crisis were such that
it did not greatly aggravate the trade depression in Great
Britain and Europe. The crisis arose out of the silver
policy. - Since 1878, though the free coinage of silver had
not been restored, a prescribed annual amount of coinage
of standard silver dollars had been required by statute.
For a time room had been found for this additional cur-
rency by the redemption of a part of the national bank
notes, but from 1890 onwards this compensating process
ceased. And as trade recession began in Europe a corres-
ponding contraction became necessary in the United States.
There were heavy exports of gold from the Uniled States,
and then for a short time the need for further exports was
postponed by the chance coincidence of an abundant
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harvest in the United States with scarcity in Europe,
Before the end of 1892, however, the exports of gold began
again, and in the year ending June, 1893, the net outflow
amounted to $874 millions (£18 millions). For a time the
deflationary effect of the crisis reversed the flow, but it was
soon resumed and continued till 1896. In fact in the eight
years from July, 1888, to June, 1896, the net exports of
gold from the United States amounted to $323 millions
(£66 millions). At the same time the output of gold from
the world’s mines was increasing. In 1892 for the first time
since 1853 the year’s output exceeded £30,000,000. In
1895 it passed {40,000,000, and in 1899, when, the further
increase was interrupted for a time by the outbreak of the
South Africa War, it reached £63,000,000.

"It was this flood of gold that permitted an uninterrupted
spell of cheap money of unusual length in London. Bank
rate fell to 3 per cent. on the 5th October, 1893, and did not
rise above 3 again till the 22nd October, 18g6. And from
the 22nd February, 1894, to the roth September, 1896,
more than two years and a half, the rate remained un-
changed at 2 per cent.

During this period the wholesale price index continued to
fall. In 1893 it was still 68, and in the three following
years was 63, 62 and 61. But it would be a mistake to
infer that they were years of deepening depression. On
the contrary the unemployment percentage fell steadily,
and the wage index, after having been stationary since
1892, showed signs of moving upwards in 18g6. And it
may be mentioned that the fall of prices was entirely in
the category of foodstufis. The index for materials of
industry remained unchanged at 6o.

When Bank rate was reduced from 2} to 2 per £ cent. on
the 22nd February, 1894, the reserve was £22,602,000 and
just exceeded the figure reached in September, 1876, which
till then had been the highest recorded. Two years later
it was £40,997,000 (26th February, 1896). Bank rate was
ineffective, and for the greater part of the time the market
rate of discount was below 1 per cent.
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And it is noteworthy that, far from making Bank rate
effective by sales of securities in the open market, the Bank
of England actually s$ncreased its holding of securities,
which had fallen to £31,000,000 in the second quarter of
1894, to £44,000,000 in 1896. This was partly for the
purpose of offsetting an exceptional deposit held idle at the
Bank for a considerable period by the Japanese Govern-
ment out of the war indemnity received from China. But
such an exceptional deposit, if not offset by a purchase of
securities, would itself have tended to make Bank rate
effective.

BaNk RATE AND GOLD 1896-I904

In 1896 the United States began to import gold, and
Great Britain lost on balance £5,655,000 in that year. By
the gth September, 1896, the Bank of England’s reserve
had fallen to £32,380,000. By all earlier standards that
was a fantastically high figure ; nevertheless Bank rate was
raised to 2} per cent. and a fortnight later to 3. On the
21st October,. 1896, the reserve had fallen to £25,920,000
and Bank rate was raised to 4 per cent.

Bank rate had once more regained its significance. In
1897 the reserve rose to £28,000,000 and brought fourteen
months more of cheap money (2 to 3 per cent.). But
there were still no net imports of gold, and as business
improved, the demands for currency for internal circula-
tion grew. In April, 1898, the reserve had fallen to
£18,351,000, and Bank rate went up to 4 per cent.

A new standard of reserve requirements had come into
vogue. Up to 18go a fall of the reserve to £10,000,000
or thereabouts had been the normal signal for a high Bank
rate. After 1896 the critical point was somewhere about
£20,000,000. Even so Bank rate remained relatively lower.
In the years 1896 o 1900 trade activity was at a high level.
By 1899 the unelmployment percentage had fallen to 2,
and the price level was rising rapidly. Yet the Bank rate
did not rise above 4 per cent. till the eve of the South
African War in October, 1899. At the end of November,
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1899, the reserve fell to £19,336,000 and the rate was
raised to 6 per cent, for the first time since 1890. But that
was as much the result of unfavourable prospects in Scuth
Africa as of monetary exigencies, and early in the new year
the rate came down by steps to 4 per cent.

There are still traces in this period of the short-period
effects of cheap and dear money on interior demand.
In the 2} years of 2z per cent. from 1894 to 1896 interior
demand amounted to £17,812,000. That might with some
plausibility be attributed to the gradual recovery of
economic activity, but when at last in October 1896 Bank
rate went up to 4 percent., there was a reflux of £2,809,000
in six weeks, which cannot be interpreted as seasonal.

In the years of growing activity that followed there is
no definite evidence of a recurrence of this effect. Interior
demand expanded, reaching (10,361,000 in 18g9 and
£10,072,000 in 19o0. The unemployment percentage fell
to 2 per cent. in the former year, and the wage index rose
to 179 in the latter. In xgox, though the wage index
remained at 179, there were signs of reaction. The unem-
ployment percentage rose to 3-3, and the wholesale price
index, from 75 in 1900, fell to 70. Interior demand de-
clined to £2,975,000. On this occasion the transition from
activity to depression was not accompanied by any acute
financial crisis. But in Germany, where the activity had
been greater than elsewhere, a series of failures both of
banks and of industrial concerns began at the end of June,
1901, with the suspension of the Leipziger Bank.

The prosperity which then reached its turning point had
been, so far as British industry was concerned, unusually
prolonged, and solidly founded .Bank rate was only put up
to 5 per cent. or more on two occasions, first from October,
1899, to January, 1900, and then in January, 1gox. The
violent zigzags, which had been a striking feature of the
years 1871-4, and in a less degree of the years 1888—gx,
were almost absent. Between the two spells of dear money
Bank rate did fall, it is true, to 3 per cent., but only for a
short time. In fact except for eight weeks at 3 or 3} per
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cent. it was at 4 per cent. or more from the 3rd October,
1899, to the 6th June, 1gox. The pressure was more
sustained, and so had not to be either so intensified or so
often repeated.

Of the attraction of currency to London from the pro-
vinces there is little trace. From the 4th October, 1899,
when Bank rate was raised to 5 per cent., to the 6th Decem-
ber there was a reflux of £220,000. But the reflux in the
quarter from the 6th December to the 7th March, 1900,
was only £665,000, and was the least recorded among
corresponding quarters since 1875, though Bank rate was
at the high average of 4-88 per cent.

The rise to 5 per cent. on the 3rd January, 1gox, was
followed, it is true, by a heavy reflux amounting by the
zoth February to £7,152,000. But a great part of this was
seasonal. The interior demand in the four weeks from the
5th December to the 2nd January reached the unusually
high figure of £2,917,000, and this, being mainly due to the
cash movements at the turn of the year at a time of ex-
ceptional trade activity, was naturally followed by a bigger
reflux than usval. (The Bank return happened to come
close to the 1st of January.) There was probably a residue
of reflux due to dear money, but how great it was it is
impossible to say. It may be remarked that from the 20th
February, 1gox, when the reflux ended, to the sth June
interior demand reached tlte high total of £5,497,000
though Bank rate remained up at 4 per cent. the whole
time.

For the whole year (5th December, 1900, to 4th Decem-
ber, 1901) interior demand was, as we have seen, at the
relatively low level of £2,975,000. On the other hand in
the following year (to 3rd December, 1902) it rose to
£7.920,000. This is hardly to be explained as a result of
cheap money, for Bank rate averaged 3-33 per cent. The
second half of the year, with an average Bank rate a frac-
tion higher than in the second half of the preceding year,
yet experienced an interior demand of f5,821,000 as
compared with £1,714,000.
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Whatever the causes of this rather anomalous increase
of interior demand may have been, it did not last. The
total for 1903 was f2,559,000, and for rgo4 it became a
negative quantity, there being a net reflux of £2,126,000.
That was the first time there had been a net reflux in any
complete twelve months since 1887.

The year 1go4 corresponded to the worst point of the
depression. The unemployment percentage for the year
however was only 6, and, if that is to be taken as the cri-
terion, it was the mildest depression that had occurred
since the statistics began. On the other hand the wage
index fell from 179 in 1goo and rg9o1 to 176 in 1904.

BANK RATE AND GOLD, 1905-8

The reflux of currency in rgo4 combined with substantial
imports of gold to raise the reserve to £30,856,000 on the
8th March, 1905, and Bank rate, having been 3 per cent.
since April, 1904, was reduced to 2}. In fact it did not rise
above 3 per cent. till the 28th September, 1905, when there
had been seventeen months of uninterrupted cheap money.
The year 1go5 was marked by the first evidences of re-
covery, the unemployment percentage falling to 5, and the
wholesale price index showing a slight upward tendency.
Interior demand was £4,332,000.

The next year, 1906, was one of activity. For the first
nine months Bank rate was at 3} or 4 per cent. The
seasonal interior demand in the sammer months reached a
high figure, but it was covered by substantial imports of
gold. In September, 1906, however, there arose an intense
demand for gold for exportation to the United States,
the exports thither in the months of September and October

~being £7,171,000. In four weeks the reserve fell from
£24,762,000 to £18,290,000 (12th September to xoth Octo-
ber), and Bank rate was raised to § and then to 6 per cent.
{xgth October). Large imports of gold followed, and in
the early months of 1907 Bank rate was gradually reduced,
reaching 4 per cent. on the 25th April, 1907, the reserve
then being £25.905,000.
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As in 1906, the seasonal interior demand in the summer
months of 1907 was met by imports of gold and, as in that
year, the equilibrium was eventually disturbed by exports
of gold ; in the four weeks to the 16th October, 1907, the
net exports were £2,042,000. But meanwhile a change had
begun to be felt in the state of business. The wholesale
price index had risen almost continuously from #z in the
middle of 1905 to 82-4 in May, 1g07. But that was the
turning point ; it started to fall and in Qctober 1907, was
#8'8. The unemployment percentage gave the same warn-
ing. Having fallen to 2-8 in May, 1907, it began to rise.
In July it was a shade higher than it had been twelve
months before, and in October it had risen to 4-2, compared
with 3-9 in October, 1906. The tendency, though it was
not very pronounced was unmistakable.

Business in Great Britain, though active, was in a
sufficiently sound condition. But that was not so in the
United States. Inflated speculative positions had grown
up in that country, and the fall in commodity prices
found out their weaknesses.

On the 22nd October came the failure of the Knicker-~
bocker Trust in New York, which heralded one of the
greatest of American crises. Then quickly followed not
only other important failures, but a general suspension of
cash payments by the entire American banking system.
There appeared a premium on gold, which at times rose as
high as 4 per cent. And, in consequence of the peculiarly
rigid system of statutory reserve proportions then obtain-
ing in the United States, there was an insistent demand for
gold even at the price so augmented. In fact the exchange
quoted in New York on London in ferms of gold fell to
478, whereas the normal gold import point may be put at
484 or a little less.

Enormous exports of gold from England to the United
States followed. The net exports in the week ending the
6th November were £6,265,000. Bank rate was put up to
54 per cent. on the 31st October, 6 on the 4th November and
7 on the 7th November, That was the first time it had
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risen above 6 per cent. since 1873. The reserve on the 6th
November was £17,695,000. In that critical week there
had been a reflux of no less than £3,126,000 to set against
the loss of gold by export. At first sight that might be
‘thought to be a renewed experience of the power of dear
money to attract money from the country. But there was
no preceding period of cheap money, for Bank rate had
been at 44 per cent. since the middle of August, 1907, and
had not been below 4 since September, xg06. It is more
likely that this reflux was the result of deliberate action by
the joint-stock banks, and sprang from a desire to enable
the Bank of England to avoid a further rise of Bank rate.
If so, it was evidence of the growing spirit of solidarity
and co-operation in the English banking world. The
division of any London bank’s cash between cash in hand
and cash at the Bank of England is largely a matter of
custom, and the latter portion can be strengthened sub-
stantially at the expense of the latter without any serious
risk of inconvenience. It would not be difficult in the
conditions of 1907 for the principal banks between them to
transfer £3,000,000 from their own vaults to the Bank of
England, and, if an advance of Bank rate was thereby
avoided, it would be well worth while. Even in 1866 the
London banks had co-operated in this way to enable the
Bank of England to avoid exceeding the fiduciary limit.
The 4 per cent. Bank rate was the signal for an inflow of
gold from all quarters. The Governor of the Bank, when
giving evidence before the American Monetary Commission
in 1908, said that gold was attracted from twenty-four
different countries (including Brtish possessions). An
analysis of the gold imports of November and December,
1907, shows however that the number of countries which
made any considerable contribution was really very limited.
Of £19,000,000 imported {6} millions came from the gold
producing countries in Australia and Africa, £7 millions
from Germany and £3} millions from France. All the
others together only contributed £2,000,000, though it
must not be forgotten that gold to the amount of
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£2,500,000 released by India was equivalent to a further
import. _

Germany, France and India were the principal sources
from which the gold came. Germany had a higher Bank
rate than England, but a state of things approximating
to a flight from the currency developed there. The
exchange on London rose at one moment to 20-60, being
well above the gold export point. That implied a reluct-
ance to part with gold, though it was stated that the
Reichsbank placed no obstacles in the way, and the reluct-
ance was on the part of the commercial banks. However
that may be, enough gold was allowed to be taken for
" export to bring down the exchange to 20-53 by the begin-
ning of December, 1907.

In the case of France the discount rate of the Bank of
France was kept down to 4 per cent., and the high Bank
rate in London might reasonably have been expected to
attract French funds. But the Bank of France did not
leave the matter to the free play of the market; it pro-
ceeded to buy bills on London on its own account to an
amount which at one time reached 81 millions of francs
(£3,200,000) thereby in effect releasing an equivalent
amount of gold.

The release of gold by India was occasioned rather by the
need for contracting the Indian currency in sympathy
with the deflationary tendency in England than by any
flow of funds from India to England. The American crisis
itself, giving rise to extensive forced sales of goods and
securities, was a powerful deflationary influence.

By the 1st January, 1908, the Bank of Ehgland’s reserve
had risen to £21,473,000, and Bank rate was reduced to
6 per cent. In eleven weeks successive reéductions had
brought it down to 3 per cent. (1gth March), and the re-
serve was £31,279,000.

BANK RATE AND GOLD 1go8-14

There followed eighteen months of cheap money. There
were wide variations in the reserve, which fell at one time
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below £20,000,000 in consequence of heavy exports of
gold, but rose again to nearly £31,000,000 in March, 1909,
without Bank rate rising above 3 per cent. A renewed
fall of the reserve to £22,950,000 (13th October, x909)
was due mainly to interior demand. Bank rate was raised
to 4 and 5 per cent. (21st October), and the reserve was
restored by net imports of £3,591,000 in the succeeding
seven weeks,

This rise of Bank rate to 5 per cent. in 1909 is by no
means to be compared with the spells of dear money im-
posed in the years 1876-8 or 1884-6. Recovery had
already begun. The unemployment percentage fell from
7-9 in July, 1909, to71in October, whereasin October, 108,
it had been ¢g°5. The wholesale price index was rising and
was 752 in October, 1909, comparing with 72-2 in October,
1908. Seven weeks of dear money might slow down the
revival a little, but would not check it. And the experi-
ence of the succeeding years suggests that on the whole it
had a salutary efiect.

In 1910 the improvement was accelerated. Till October
Bank rate oscillated between 3 and 4 per cent. In August,
1910, however exports of gold began on a large scale. By
the end of October the outflow had reached £g9} millions,
and the reserve had sunk to £22,018,000. Bank rate was
raised to 4 per cent. (29th September) and 5 (20th October),
and as in the previous autumn an inflow of gold followed.
Unemployment in 1910 averaged no more than 4-7 per cent,,
the percentage in October being 4°4.

Interior demand was noticeably less in the years from
1903 to 1913 than it had been from 1889 to 19oz. In
1907 it was only £4,517,000 and in the three years 19057
averaged only £3,956,000. In 1908 it fell to nothing, and
in the years of recovery, 19o9-11, it averaged only
£5.,270,000. Unemployment did not fall as low in 1906 or
1907 as in 1898-1900, and in 1908 and 1g0g it was higher
than in 1893. The rise in wages from 1890 to 1900 was 10
per cent., whereas from 1900 to 1907 it was only 6 per cent.
Professor Bowley has estimated the national wage-bill
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year by year from 1880 to 1914, and shows the followmg
results for years of maxima :

£ millions,
1883 ... 486
1890 ... 586
1900 ... 726

1907 .. e 779

Thus the increase from 1890 to 1900 was £140 millions
or 23-9 per cent., while from 1900 to 1907 it was only £53
millions or 7-3 per cent. His estimate for 1913 was £857
millions, showing an increase of 10 per cent., and for 1913
we have the big interior demand of £9,246,000. The wage
index had risen to 197 and unemployment had fallen to
21 per cent.

After the brief rise to 5 per cent. in October, 1910, Bank
rate reverted to 4 per cent. (26th January, 1911} and
remained at 3 to 4 per cent. till October, 1912. By that
time activity had reached its full extent. Unemployment
was 2 per cent., and the wholesale price index was 85-8.
Though the reserve was high, £27,388,000, Bank rate was
raised to 5 per cent. on the 17th October, 1912. That was
due perhaps rather to the outbreak of the Balkan War
than to a far-sighted intention to prevent the expansion of
- business from going too far. But, whatever the motive,
the results were highly beneficial. There followed a period
of steady and solidly founded activity free from any
inflationary tendency, and Bank rate remained at 4} or 5
per cent. for fifteen months. For the first time since 1825
a period of active trade was kept in control without a rise
of Bank rate above 5 per cent.

The reserve continued to show wide fluctuations. Sea-
sonal movements had become very great, the difference
between the maximum reserve and the minimum in a year
sometimes exceeding £10,000,000. Not only did the big
seasonal reflux of currency in Januwary and February
regularly recur, but from about 1890 a marked seasonal
fluctuation in the exports of gold becomes distinguishable,
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There was a regular tendency towards increased exports
in the autumn, the months September to November
usually showing a substantial net loss by export, though a
net loss on the whole year was very exceptional. There
was a corresponding tendency towards a seasonal rise in
Bank rate. This may seem rather irrational, for if the
decline in the reserve was merely seasonal a recovery would
follow and there was no need to correctit. But the seasonal
movements might become so great as hardly to be manage-
able consistently with the system of a fixed fiduciary issue,
and, if there was a danger of that, an adjustment of Bank
rate to counteract them would be a prudent measure,
From 1849 onwards an autumnal rise of Bank rate (occa-
sionally as late as the early winter) becomes a regularinstitu-
tion. Only in the two years of depression, 1904 and 1908, did
no such rise occur, Both in 1912 and 1913 the rate rose to 5
per cent. in October, but in between the rate only fell to 4}.

These seasonal applications of dear money could only
take effect by attracting foreign money, for the attraction
of currency from the country to London had ceased to have
any importance. The seasonal drain of currency was an
international matter; it was partly attributable to crop-
moving and partly to the turn of the year. In so far as the
demand for gold in London was associated with a demand
in foreign centres the rise in the Bank of England’s rate
would be met by a corresponding rise in foreign rates. But
that did not mean that the rise was of no effect at all.
There would usually be some foreign centres that could
spare gold, and would acquiesce in exports or (more
probably) in a suspension of imports. For it was a time of
superabunda.nt gold, when many countries were accumulat-
ing reserves, and gold might be temporarily diverted from
some of them with very little strain.’

And it would be possible to justify the seasonal variations
of Bank rate on broader grounds. The whole basis of credit
regulation was empirical ; it was determined by the yold
position. Now it was difficult to judge of the gold posi-
tion in the midst of a big seasonal movement. A mere
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comparison with previous years at the same time of year
would throw little light on the problem, for the rate of pro-
gress of seasonal movements may vary greatly from year to
year. Itis when a seasonal movement has exhausted itself
that the situation becomes comparatively clear. Apart
from the cash movements concentrated at the actual tum
of the year, the main part of interior demand was usually
about completed early in the autumn. So it was possible
to judge towards the end of September or the beginning of
October whether the state of the reserve was such as to
require a turn of the screw. The interior demand at the end
of December always had to be allowed for, but it was limited
and compressed into a short period. Though the reserve
usually fell lower at the turn of the year than in October
or November, this did not necessitate a further rise of Bank
rate because it had already been taken into consideration.

When the seasonal reflux in January and February
seemed satisfactorily large and rapid, Bank rate would be
reduced. The seasonal maximum of the reserve was usually
reached about the beginning of March, but the time of
seasonally lowest Bank rate varied much more than that
of the seasonally highest. The reflux in the early months of
the 'year was rather in the nature of a reaction from the
interior demand in the preceding year than an indicator of
conditions in the future. Consequently the reductions of
Bank rate were more tentative and less guided by policy
than the subsequent rises.

The year 1914 opened with a big seasonal reflux of
currency, which with substantial net imports raised the
reserve to £33,884,000 (28th January). Bank rate, which
had stood at 5 per cent. since the znd October, 1913, was
brought down in the space of three weeks to 3. This
reversion to cheap money was a sign of slackening business.
Unemployment was still at a low figure, but a little higher
than in 19x3. By June, 1914, the last complete month
before the crisis which accompanied the outbreak of war,
the setback to business had made but slight progress,
unemployment in that month being only 2-4 per cent.



CHAPTER IV
BANK RATE AND DEFLATION, 1g14-32

THE WaR Crisis, 1914

BANK rate had been at 3 per cent. for six months, when the
Austro-Hungarian ultimatum to Serbia began to disturb
markets at the end of July, 1914. As the crisis developed,
the source of trouble turned out to be the position of Great
Britain as an international short-term creditor, in virtue
of the London acceptance business. Bills on London had
been accepted on behalf of traders all over the world, who
had assumed the obligation to remit funds to the accepting
houses or banks in London in time to meet the bills. The
approach of war caused a sudden fear that the delicate
exchange mechanism on which these remittances depended
might be interrupted. There was a rush to acquire funds
in London, and on the 28th July, the day whea hostilities
actually began between Austria-Hungary and Serbia, the
demand for sterling exchange, especially from the United
States, attained such a magnitude that the foreign exchange
market broke down. An important contributory cause of
the breakdown was the danger of transporting gold by sea
under war conditions and the impossibility of arranging
insurance against war risks, which had become imminent.

This failure of the foreign exchanges hit the London
credit system in a vital part. The great merchant bankers
depended on punctual remittances from their oversea clients
for the means of meeting their acceptances. Their
capital was ample to provide a guarantee fund against any
occasional default, but was quite inadequate to cope with a
complete breakdown. The City was suddealy confronted
with the prospect of a general suspension among the very
names which were regarded by the discount market as the
most unexceptionable.

The pick of the bills on which the call money, the

13
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second line reserve of the joint-stock banks, was secured,
were suddenly brought under suspicion. The banks began
to safeguard themselves against loss by calling in their
loans, and the discount houses were driven to the Bank of
England. The Bank continued to discount the bills with-
out demur, and at first, on Thursday, the 3oth July, merely
raised its rate from 3 to 4 per cent. It was the next day,
Friday, the 31st July, that saw crisis grow into panic.
The urgent need for sterling had led to a flood of sales on the
Stock Exchange at a time when the jobbers, bewildered by
the imminence of war, had no idea how far to mark down
prices, and were unwilling to buy anything on any terms.
On the Friday morning it was hastily decided that the
Stock Exchange should be closed. The two markets in
which the banks lent money at call or for short periods and
on which they depended for raising cash, the discount
market and the Stock Exchange, were thus both in a state
of prostration.

So long as the Bank of England would discount bills, it
was still possible to call money from the discount houses.
The pressure on the Bank for discounts suddenly became
overwhelming. On the Friday afternoon Bank rate was
raised from 4 to 8 per cent. The next day, Saturday the
1st August, the Bank received a letter from the Govern-
ment promising indemnifying legislation if the fiduciary
limit was exceeded, and requiring as a condition a 10 per
cent. Bank rate. No public announcement of the existence
of the letter was made at the time, but Bank rate was
raised to 1o per cent.

But something more than the traditional crisis letter
was needed. The greatest names known to Lombard
Street were threatened with default and failure. The
breakdown of the foreign exchange market was a temporary
difficuity, but, even when that market was revived, who
could say what the effect of war on the accepting houses
would be, or how many of their clients in countries with
which Great Britain might soon be at war would be eitherable
or willing to remit money in discharge of their obligations ?
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For such an emergency there was no precedent. The
whole body of accepting houses could not be relegated to
insolvency like Overend, Gurney and Company in 1866.
The entire resources of the City would have been inade-
quate to give a collective guarantee such as was accorded
to Barings in 18go. Special measures by Government and
Parliament were unavoidable,

The first step was the declaration of a moratorium for
acceptors of bills of exchange on Sunday the 2nd August.
It took the form of an Order-in-Council, which had no legal
validity, but it was of course assumed that validating
legislation would follow immediately, and it was in fact
passed on Monday, the 3rd. Next three extra bank holi-
days were declared. Legally a bank holiday is simply a
day on which bills do not mature. The 3rd August, being
the first Monday in August, was an ordinary bank holiday,
and the Government, having standing power under statute
to declare any day a bank holiday at its discretion, declared
the 4th, 5th and 6th to be bank holidays. The suspension
of all banking business for these four days gave a breathing
space to devise measures of relief.

The banks were in a state of panic. Acutely aware of
their own insecure position, they expected their depositors
to be equally panic-stricken, and they thought they must
be prepared for a universal demand for currency. This
danger could be guarded against either by extending the
moratorium which had already been announced for bills
of exchange to cover bank deposits, or alternatively by
placing a sufficient supply of additional currency at the
banks' disposal.

It was decided to do doth. A general moratorium was
instituted, which covered bank deposits (except savings
bank deposits). And a special issue of currency notes by
the Government was authorised.

The issue of currency notes was provided for by the
Currency and Bank Notes Act, which became law on the
6th Avugust, 1914. The Act included a section (with
retrospective effect) empowering the Government to
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authorise the issue of Bank notes in excess of any limit pre-
scribed by law, thereby giving covering authority to the
letter addressed to the Bank of England on the 1st August.
It might have been supposed that the power thus given to
the Bank of England to issue its notes without regard to
the fiduciary limit ought to have sufficed for all purposes.
But the kind of emergency imagined by the bankers would
have required a drastic change in the practices of the Bank
of England. They conceived of demands for cash that
would exceed their own holdings of bills and securities,
which the Bank would regard as eligible. The banks
would have to depart from their long-established practice
of never borrowing or selling bills, and would have to
borrow direct from the Bank of England. Moreover
there might be a demand for currency such as notes for
denominations of five pounds and upwards would not
satisfy. On the 31st July and the 1st August there had
been enormous demands for gold coin, a crowd attending
,at the Bank of England to turn notes into sovereigns.
This demand was mainly due to the action of the banks
themselves in paying depositors in Bank of England notes
when currency was genuinely needed for the payment of
wages or holiday travelling, but it was interpreted as an
indication of the character of the panic demand that was
feared. .

Account had also to be taken of the position in Scotland
and Ireland, where the banks of issue were unwilling to
see Bank of England notes of small denomination, with the
advantage of being legal tender, put in circulation in
competition with their own one-pound notes. They were
more easily reconciled to the issue of Treasury notes.

Accordingly the Currencyand Bank Notes Act authorised
the issue by the Treasury of legal-tender currency notes of
one pound and ten shillings. The issue was made at first
by way of advances to any bank to an amount not exceeding
‘one-fifth of the bank’s deposit liabilities. The banks were
to be direct borrowers, but from the Treasury, not from the
Bank of England.
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What rate of interest was to be charged on these ad-
vances ? Bank rate had been raised to 10 per cent. on the
1st August. It was a principle generally accepted that the
provision of any emergency currency in addition to that
permissible under the Bank Charter Act should be subject
to a deterrent rate of interest as a safeguard against infla-
tion. The advances of currency notes were in substitution
for the advances that would otherwise have been made by
the Bank of England, and there was no reason why they
should not be made at the same rate. It was decided that
they should be made at Bank rate.

But at the same time the imposition of so high a rate
as T0 per cent. was questioned. The letter of 1st August
had simply followed precedent. But the policy and the
reasoning which had gone to make the precedents of 1857
and 1866 had faded from memory. It was decided to
reduce Bank rate to 6 per cent. on the 7th August when
the banks re-opened, and then on the next day to 5 per cent.
The 10 per cent. rate had been in operation only for one
working day.

As it turned out, there never was a time when safeguards
against inflation were more urgently needed. But it by
no means follows that the continuance of a 10 per cent.
Bank rate would have been the right measure to rely on.
The danger of inflation arose at that stage not from the
issue of currency notes but from certain other financial
operations. Of these the most important were those for
dealing with the bills of exchange out of which the crisis
had arisen, the pre-moratorium bills. The moratorium
which gave the acceptors of these bills a temporary relief
was the cause of great dislocation of business and could not
be indefinitely prolonged. Something had to be done to
provide for the bills before the moratorium could be
withdrawn. It became clear that nothing less than a
Government guarantee could meet the situation. This
was given at first in the form of a guarantee of the bills
when discounted by the Bank of England.  That com-
mitted the Government to ensuring that the bills would be
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met on maturity, and there followed an arrangement by
which the Bank of England was to advance to acceptors
the funds for paying off the bills on maturity, and the
Government guaranteed these advances. The acceptors
were to pay interest on the advances but the principal was
only to become due a year after the end of the war. The
effect was to extinguish the bills with all the contingent
liabilities attaching to drawers and endorsers, and leave
outstanding only the liabilities of the acceptors to the Bank
of England, and the Government guarantee of those
liabilities. As a measure for relieving business from an
intolerable embarrassment this was effective, but it had the
incidental effect of swelling the assets and therefore the
liabilities of the Bank of England to an unprecedented
volume, From 33,600,000 on the 22nd July securities,
other than Government, held by the Bank rose to
£121,800,000 on the 2nd September. The Government was
borrowing from the Bank for the initial expenses of the
war, and the total of private deposits at the Bank rose
from 42,200,000 to £133,800,000. Securities and deposits
both continued at a high level and the 5 per cent. Bank
rate became completely ineffective. In the early months of
1915 the market rate of discount even fell below 2 per cent.
As mentioned above (pp. 57-60), it is the practice of the
joint-stock banks to base their charges for loans and over-
drafts on Bank rate, but had Bank rate remained at 10 per
cent in 1914 it is hardly conceivable that they would have
charged 10} or 1I per cent. to their customers when they
were flooded with redundant cash; a penal Bank rate at
such a level would soon have become inoperative.

On the other hand if inflationary financial expedients
had been avoided, and the 10 per cent. Bank rate had been
effective, it would not have been needed long. Even as it
was there was a big inflow of gold. Up to the outbreak of
war business had been tending towards depression, and
dear money would have accentuated that tendency.
Eventually, even if the loading up of the Bank of England
with pre-moratorium bills had been avoided, the strain of
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Government borrowing would probably have given rise to
some degree of inflation, but at a later stage.

There was no trace of panic among bank depositors,
but the interior demand for currency in the first two or three
weeks of the war was enormous. That was partly due to
the precautions of the banks themselves, and partly to real
additional needs for currency arising out of mobilisation
and warlike preparations.  The reserve fell from
£26,875,000 on the 2g9th July to £9,967,000 on the xst
August (the last working day when the return was issued
on Thursday, the 6th August), and practically the whole of
" this reduction of £16,908,000 may be attributed to interior
demand. On the 7th and 8th of August the fiduciary limit
was exceeded by an amount at the maximum of £3,043,000.
Currency notes to an amount exceeding £4,000,000 were
already available, and big imports of gold were arriving,
so that at that time the interior demand since the 2gth
July must have been nearer £40,000,000 than £30,000,000,
By the xgth August, when the first formal return of
currency notes disclosed a net issue of £16,696,000, the
interior demand since the 2gth July had been £33,797,000,
and had fallen a little,

Currency notes had already begun to come back from
circulation. But it was not reasonable to insist that the
advances by which the currency notes had been issued to
the banks should only be repaid in currency notes, Re-
payment could hardly be refused from a bank which had a
credit balance available at the Bank of England, but which
might find it exceedingly difficult to collect an adequate
sum of currency notes from circulation among the public.
Repayment in such circumstances was accepted, and as
the rediscounting of pre-moratorium bills was placing
enormous sums of superfluous cash at the disposal of the
banks, the original advances were soon extinguished, and
the currency notes left ocutstanding in circulation.

In April, 1915, steps were taken by the Government and
the Bank of England to make Bank rate effective, The
Government was borrowing enormous sums which, in the
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intervals between the great War Loans, were raised by
additions to the floating debt. The Bank proceeded to
berrow at call in the discount market (like a bill-broker)
all sums offering at a fixed rate of interest and relent the
money so raised to the Government. At the same time the
Government, instead of putting Treasury bills up to com-
petitive tender offered them without any limit of total
amount to the market at a fixed rate of discount. The
effect was to prevent therates quoted in the discount market
for call money and bills falling below these fixed rates.
If the rates offered failed to attract as much money as the
Government needed, the deficiency was made good by
advances from the Bank of England (Ways and Means
advances) which injected a fresh supply of money into the
market and made it more disposed to lend. Thus the
market was really governed by the Treasury bill rate, and
Bank rate was practically superseded by it. This system
continued (with one er two short interruptions) throughout
the war and till April, 1921,

At first the Treasury bill rate was low, 2} per cent., but
after the big 4} per cent. War Loan of July, 1915, the
Treasury bill rate was raised to 4} per cent.

But while the war lasted the short-term rate of interest
had but little significance. Other forces were at work on
the one hand aggravating and on the other limiting infla-
tion. The industries supplying war needs and financed by
the Government eventually formed a large proportion of
the entire economic activity of the country. They
generated a volume of demand which would have kept the
other industries busy even if they had been absolutely
precluded from supplementing their working capital by
borrowing at all. Bank rate remained at 5 per cent.
except for one experimental advance to 6 per cent. in

1916—7.
THE PosT-WAR INFLATION

The transition of the money market to peace conditions
may be placed at the end of March, 1919, when the advances
A
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from the United States Treasury ceased, and with them
the pegging of the exchange on New York at 4-76}. The
prohibition of the export of gold on the 1st April, 1919,
marked the formal abandonment of the gold standard and
opened the way to renewed inflation. Bank rate was still
5 per cent., but the market was governed by the Treasury
bill rate which was 3} per cent. In June, 1919, with the
idea of floating the Victory and Funding loans in a tide of
cheap money, the sale of Treasury bills was suspended, and
for the time being the day to day.financial requirements of
the Government were met with money borrowed at call
through the Bank of England at 3 per cent.

Nothing was being done to stem the flood of inflation.
It was becoming clear that inflation was not due exclu-
sively to the embarrassments of Government finance.
There was an enormous expansion of bank advances.
Here was the same problem that had led Horsley Palmer
to prescribe a rise in Bank rate in 1832, but with a differ-
ence, in that the disorder had gone past the stage of a
mere loss of gold and shortage of reserves, and had
taken the form of a depreciating currency and a rising
price level,

Somehow or other the too lavish creation of the means of
payment had to be stopped. The Cunliffe Committee had
recommended a limitation of the issue of currency notes.
But currency notes were drawn out by the banks against
their balances at the Bank of England, and, so long as
those balances could be replenished by credit operations,
there was no way of preventing the issue of whatever
amount of currency notes the banks chose to take.

The banks did not even have to call money from the
discount market to replenish their balances ; -all they had
to do was to buy less Treasury bills. It was not the dis-
count houses but the Government that was then driven to
borrow from the Bank of England. It was the advances
from the Bank to the Government on Ways and Means
that supplied the cash foundation on which the inflationary
superstructure of bank credit was being built up. Here
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the rationing of credit, which had formerly been the alter-
-native to a rise in Bank rate, and had béen superseded by it
after 1847, was inapplicable.

It became clear that after all Bank rate was still the clue
to the problem. That did not mean that the banks could
be induced to take more Treasury bills by the offer of a
higher rate of discount and so to diminish the need of Ways
and Means advances. However attractive Treasury bills
might be, the banks would still have to keep up their cash
reserves, and would not apply for more bills than would be
consistent with that essential condition. But if Treasury
bills were made more attractive relatively to advances to
traders, the banks would raise their charges for loans and
overdrafts as well as for discounts, and so discourage trade
borrowing.

In October, 1919, the Treasury bill rate was raised from
3% to 4} per cent., Bank rate remaining at 5 per cent.;
on the 6th November it was raised to 54 and Bank rate to 6
per cent. In December, 1919, a Treasury Minute appeared
limiting the fiduciary issue of currency notes.

DEFLATION, 1920-2

There was perhaps a pause in the progress of inflation,
but no more than a pause.- In March, 1920, the pace was as -
great as ever. In April Bank rate was raised to 7 per cent.
and the Treasury bill rate to 64. And then at last the
corner was turned. The inflated prices of commodities
began to subside, and presently the feverish activity of
industry began to abate. By November, 1920, the symp-
toms of trade depression became clearly visible, Horsley
Palmer’s corrective had been applied, and the appropriate
sequence of events occurred, the limitation of transactions,
the fall of prices, the disemployment of labour—but not
the recovery of the foreign exchanges, at any rate of the
exchange on the one remaining gold currency, the American
dollar. For the United States had simultaneounsly had
recourse to Horsley Palmer’s remedy, and the rediscount
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rate of the Federal Reserve Banks had been raised to 6 and
# per cent., close in the wake of the Bank of England’s
rate. The compression of the consumers’ income in Great
Britain failed to raise the dollar value of the pound, because
the compression of the consumers’ income in the United
States was proceeding even faster. Each country seemed
to be waiting for the other to reduce its rate first. The
2 per cent. rate remained in force in London till April,
1921, and in New York till the following month. So high
a rate for an uninterrupted period of twelve months was a
departure from all precedent. On all previous occasions,
as soon as dear money had clearly done its work, the rate
had been rapidly reduced. Often, it is true, the rate had
been reduced prematurely, when a reflux of currency to the
reserve had been too easily brought about, and on such
occasions a further dose of dear money had been found
necessary, as in 1873. In 1920 it was justifiable to keep up
Bank rate so long as there was any uncertainty whether
inflation had been successfully checked. But even in the
late summer of 1920 there was no real doubt that this was
so, and by November, 1920, it was abundantly clear that
the danger was in the opposite direction, and was that
of excessive deflation. :

Even when the rate was lowered from 7 per cent,, it was
only by slow and cautious steps of § per cent. at a time at
considerable intervals, and the 3 per cent. level, which may
be regarded as the upper limit of cheap money, was not
reached till the 13th July, xg922.

This tremendous measure of deflation was imposed at a
time when wages were more or less fluid, being based in
many industries on a cost of living index. The compres-
sion of the consumers’ income took effect in reductions of
wages to an extent that had never before been practicable.
The average reduction of wages was eventually 36 per cent.
Nevertheless the percentage of unemployment among
trade unions far outstripped all previous records, rising to
152 per cent. in 1922. The percentage among work
people insured against unemployment (which becomes
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available at the end of 1921) rose in January 1922 to 17-7.
In the summer of 1922 revival became perceptible, and by
March, 1924, the unemployment percentage among insured
work people had fallen below 10 per cent.

L .
THE GOLD STANDARD AND DEAR MONEY

But meanwhile cheap money had come to an end. Bank
rate had been raised to 4 per cent. in July, 1923. It had
not been made effective, and revival, though it had slowed
down, had not stopped. In July, 1924, however, the 4 per
cent. Bank rate was made effective, and what was perhapsa
graver threat to revival, the prospect of a return of the
pound to gold parity came clearly into sight. The ex-
pectation of this happening was itself a deflationary in-
fluence. Revival stopped. At the beginning of March,
1925, Bank rate was raised to 5 per cent. With an
unemployment percentage of eleven this imposition of
dear money was another startling departure from earlier
practice. A 5 per cent. rate had ordinarily been imposed
only at times of high activity. An exception, and not an
encouraging one, is to be found in the years of gold scarcity
from 1875 to 1886, when the rate was several times raised
to 5 per cent. under conditions of depression, and when
the depression became all the more protracted and intense.
The rise of Bank rate to § per cent. in 1925 was the begin-
ning of a continuous regime of dear money lasting with little
relief for five years. There was an interval of nine weeks
at 4 per cent. in the autumn of 1925, but otherwise the rate
remained at either 4} or 5 per cent. till still higher rates
were imposed in 1929.

The gold standard was re-established at the end of April,
1925, by the removal of the prohibition on the export of
gold, that had been in force since 1919. Credits had been
arranged in favour of the Bank of England in New York
to guard against a possibly excessive outflow of gold. Asit
turned out, there was in the first instance no considerable
outflow, and soon there was an inflow which raised the
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gold in the Bank of England from £154,000,000 on the 2gth
April to £162,600,000 on the 5th August.

Bank rate ceased to be effective, the market rate of dis-
count on three-month bills falling gradually from 4§ per
cent. in May to under 4 per cent., and Bank rate was
reduced to 44 (6th August). In spite of some loss of gold
the market rate slipped down further, and on the 1st Octo-
ber, 1925, Bank rate was reduced to 4 per cent.

Sir Ernest Harvey had something to say as to the
course of events in November, 1925, in the evidence he
gave before the Macmillan Committee. (Question 7590.)
" The market,” he said, * decided, so it appeared, to leave
the Treasury bills rather severely alone. We had difficulty
for a week or two, the Bank had to come to the rescue to
cover the amounts required, efforts were made to reassure
the market, but without success, and eventually at the end
of the month, the last week, the amount which the Bank
had to provide in order to cover the required amount of
tenders was very substantial. . . .

“Finally we were compelled, simply in order to get the
bills taken up, and to avoid our being driven into a very
difficult position by reason of the large additions of credit
that we were having to create, to raise the rate from 4
per cent. to 5 per cent.”

The only explanation that Sir Emnest Harvey gave of the |
reluctance of the market to take Treasury bills was that
gold had been lost, and “ there were apprehensions of a
rise in the New York rate.” The implication is, no doubt,
that the market expected on these grounds that the dis-
count rate in London would rise, and bills could then be
obtained on better terms.

But the Bank of England had not been leaving the market
alone. It reduced its holding of Government securities
to an unusually low level in October, 1925 ({288 millions
on the 14th) and the market was compelled to borrow from

it. The efiect is seen in the weekly returns of Treasury
bill tenders : )
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TREASURY BirL TENDERS, 1925

Applied.
Offered for Average

£ millions £ millions Rate
znd October .es 45 65-9 336
gth October o 40 66-4 332
16th October - 35 419 363
z3rd October o 40 48-4 374
3oth October ... 40 49-2 3-81
6th November ... 45 479 391
13th November ... 40 448 387
2oth November ... 40 431 392
27th November ... 45 47°4 395

The Bank in fact had been- following the traditional
procedure in reinforcing the tendency of an outflow of gold
to make Bank rate effective by reducing its holding of
securities. This procedure was always interpreted by the
market as the prelude to a rise of Bank rate. But in any
case, when the Bank succeeded during October in forcing
the market to borrow from it, it was most natural that the
discount houses should ‘‘leave Treasury bills severely
alone " rather than borrow at a half per cent. above Bank
rate (the rate charged for advances) in order to take them.

The return to the gold standard, with the attendant
reimposition of dear money, had interrupted the progress
of recovery from the severe depression of 192z. It may well
have been the case that a continued relaxation of credit
at the end of 1925 would have meant continued exports of
gold. And the banks and the money market had the
power of maintaining their cash in spite of the losses of
gold by abstaining from buying Treasury bills.

But it is not to be inferred that deflationary measures
were unavoidable. We explored above (Chapter II) the difi-
erent ways in which a rise of Bank rate may strengthen the
reserve position. One of these, the attraction of currency
from the provinces, had ceased to be relevant ; even had it
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occurred, it would only have strengthened. the reserve in
the Banking Department, whereas in 1925 attention was
concentrated on the gold holding. The attraction of
funds from abroad for temporary investment was still
operative, and indeed the Bank appear to have placed too
much reliance on this result. Over short periods the
movements induced may well be considerable, and it
is not unlikely that the inflow of gold up to August, 1925,
was caused in this way. But the relief so obtained is
delusive, because as soon as Bank rate is reduced the foreign
funds will be withdrawn, and that, no doubt, was the
explanation of the loss of gold that troubled the Bank
in October and November, 1925.

The true efficacy of dear money as a support to the gold
position was to be found first in the deflationary effect on
this country, which made the balance of payments favour-
able by compressing the consumers’ income, and eventu-
ally, when the deflationary tendency sprea.d to other
countries, in the general reflux of gold coin from active
circulation. But this second process no longer worked
when the active circulation of gold coin had been almost
everywhere abandoned. London’s power as an inter-
national centre was not quite so unchallenged as in the
nineteenth century, for New York had gained in import-
ance 8s a rival centre. Yet the power of London re-
mained great, and when the Bank of England restricted
credit and adopted dear money, deflation still tended to
spread to other countries. But deflation abroad no longer
brought additional supplies of gold to the surface ; instead
it would simply reduce the note circulation and improve a
reserve ratio to which in most countries very little signifi-
ance was attached.

In fact deflation on an international scale, instead of
bringing a general relief of tension, counteracted the favour-
able effect of deflationin Great Britain on the British balance
of payments.

The advance of Bank rate to 5 per ‘cent. in March, 1925,
supervened on & condition of things which promised to
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bring the pound sterling gently and smoothly to par with
the dollar without any effort at all. Credit was expanding
and the price level in the United States, which may be
taken as indicating the price level in terms of gold, was
rising. This expansive tendency came abruptly to an end.
The rediscount rate, it is true, was raised in New York,
but only to 3} per cent., and till 1928 the American
Federal  Reserve Bank adhered to moderate rediscount
rates and a policy of credit relaxation. The deflationary
tendency in the gold standard world was due to the con-
tinuance of dear money in London. In British industry
unemployment remained practically undiminished, fluc-
tuating about a mean of 10 or 11 per cent.

In 1927 two new developments opened up some prospect
of relief. In the first place the acquisition of an enormous
volume of bills on London and New York by the Bank of
France in connection with the stabilisation of the franc
tended to ‘make Bank rate ineffective, and secondly the
American Federal Reserve Banks intensified their policy
of credit relaxation, reinforcing a low rediscount rate by
open market purchases of securities. In April, 1927, the
market rate of discount fell to 4 per cent. and Bank rate
was reduced to 44 (having been at 5 for sixteen months).

Iy that month the Bank of France repaid to the Bank of
England the balance, amounting to £33,000,000, of the
advance that had been made by the latter to it during the
war, The sudden extinction of securities to that amount in
the Bank of England’s balance sheet enabled the Bank to
gain control of the market, and for the remainder of the
year 1927 the 4% per cent. Bank rate was made effective,
the market rate of discount varying between 4-29 and 4-38
per cent.

In the early part of 1928 the effect of accentuated
credit relaxation in the United States began to be felt.
The Bank of England’s gold increased from £149} millions
in December, 1927, to £172 millions in July, 1928, and the
market rate dropped to 3-8 per cent. (June, 1928).

But by that time there had already been a change of
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policy in the United States. The rediscount rate in New
York was raised to § per cent. {13th July, 1928). There
was an end of easy credit. And soon there followed a
change in the policy of the Bank of France. Having
accumulated foreign exchange to an amount of no less than
£260 millions. in the years 1927 and 1928, the Bank of
France early in 1929 transformed {50 millions of this into
gold, and thereafter ceased to accumulate foreign exchange
and accumulated gold instead.*

By the beginning of February, 1929, the gold in the
Bank of England had fallen below £150 millions. Bank
rate rose to 5§ per cent. ‘‘ We were forced to go up,” said
Sir Ernest Harvey to the Macmillan Committee. (Question
7597.) ' We were partly actuated by the need for pro-
tecting our own immediate position, and I will not say that
there was not a hope in our minds that possibly our action
might have some effect on sentiment in Wall Street.” *I
think,” he added, * that the action which the Bank
took then in making it evident to everybody that they were
prepared to go to whatever rate was necessary to protect
this market was certainly a contributory factor in breaking
the speculative boom which was doing so much damage,
not only to us but to all other European countries.”

This sounds as if it meant co-operation in the policy of
stopping speculation by stopping prosperity. And, what-
ever the motive may have been, the effect of dear money
could not fail to be in that direction. For a deflationary
policy in the United States there was at the time every
justification. An orgy of speculation, such as had been
raging in Wall Street ever since 1926 was only too apt to
cause inflation. There was a speculative supplement to
the resources of the investment market, involving a release
of cash, and the credit restriction imposed by the Federal
Reserve Banks in 1928 was really needed to prevent a
dangerous vicious circle of inflation developing.

Throughout these years the existence of depression in
England had been a moderating influence in America. And

1 Ses my Art of Conival Banking, pp. 3040 and 213-20,
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after February, 1929, the intensification of that depression
reinforced the moderating influence.

But British industry could ill afford to undergo this
further ordeal.

John and Sam kept house together. John was in bed
with pneumonia ; Sam had a slight head-ache after a
- debauch, John volunteered to go out in a snow-storm
to the druggist to get some aspirins for Sam.

But in view of the attitude of the Bank of England’s
representatives before the Macmillan Committee, when
they regarded the deflationary effect of dear money as a
very secondary matter, Sir Ernest Harvey's statement
must rather be interpreted fo mean that the high Bank
rate in London was intended to attract away funds that
would otherwise have been used for speculation in New
York. Indeed in the course of the statement from which
the foregoing quotations come Sir Ernest Harvey said:
* We were contending not with an official rate normally
below our own, but with a real effective rate in New York
which was always higher, and sometimes very much higher,
than our own rate.”

As a matter of fact the idea, so prevalent at the time,
that the high rates on call money and time money lent to
the New York Stock Exchange were attracting large sums
from Europe for temporary investment was as baseless as
the idea that the speculation was resulting in a vast
inflow of funds from European speculators and investors
for the purchase of American shares. Whatever the
magnitude of these operations may have been, the available
statistics show that both in 1928 and in 1929 the United
States was on balance an exporter of capital, ahke for long-
term and for short-term investment.

The United States did nevertheless absorb gold in 1929
on a considerable scale. But the principal strain on the
gold position was attributable to France. France absorbed
no less than £75,000,000 in the year. The French absorp-
tion, being due to the re-stocking of the country with
currency after the inflation which culminated in 1926,
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was quite insensitive to credit conditions in London.
The American absorption was due to the measures of credit
restriction resorted to by the Federal Reserve Banks. By
July, 1929, their * open market assets” (Government
securities and acceptances) had been reduced to $222
millions in comparison with $702 in the preceding January,
and the amount of rediscounts had been high ever since
the rate was raised to 5§ per cent. in July, 1928. This
restrictive policy was taking effect on American industry,
which showed a slackening tendency from July, 1929,
onwards. There was little hope of making any appreciable
impression on the American absorption of gold in these
circumstances,

The conclusion to be drawn is that the Bank of England
ought to have been willing #o let gold go. It ought in fact
to have been willing to do so at any time since the return
to the gold standard. If it could only retain its gold by a
recourse to deflationary measures, and could not otherwise
maintain the gold standard, then either the return to the
gold standard was premature or the restoration of the
former parity was a mistake. It is, I think, not unreason-
able to hold that a policy of cheap money and credit
relaxation from the beginning would have had a favourable
effect on economic activity throughout the world in 1925,
and would have made the task of retaining the Bank of
England’s gold quite easy. But even if that had not been
so, and credit relaxation had been found to involve a serious
outflow of gold, an acquiescence in that outflow would have
afforded the best prospect of maintaining the gold standard.*

Even in 1929 it was not too late. Though the revival
of activity that had been interrupted in 1924 had never
been really resumed, British industry in the years 1927-9
had been in state of uneasy equilibrium. It was free from
the devastating effects of a vicious circle of deflation, and
would probably have been as amenable to measures of
relaxation as it proved to be to those of restriction.

I Ses my evidence before the Macmillan Committes (Questions 416670,
: 4:01-—;'5,. 424988 and 4355-68), and my At of Ceniral Banking (pp.
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The decisive part played by gold at- that time was
recognised by the Bank of England. The Governor of the
-Bank, in giving evidence before the Macmillan Committee
(Questions 3490-3), advocated international co-operation “to
pursue a common monétary policy and do away with the
struggle for gold.” Asked by Lord Macmillan how that
would help our internal position, he explained that ““ had
it not been for the struggle for gold over the last few years
. we would not have had anything like the difficulties in
maintaining the exchange that there have been,” and ““1
think the internal situation would have been much easier
over the last few years if the rate had been x per cent.
instead of y per cent., say 4 per cent. instead of 6 per cent.”
“ You mean there would have been less unemployment ? ”
—"“1 think there would.”

Like James Morris in 1848 Mr. Norman found himself
agreeing that the disemployment of labour might be the
price paid for the convertibility of the currency.

For a time after the advance of Bank rate to 5} per cent.
in February, 1929, there was an inflow of gold. The
gold in the Bank reached £163 millions in June, but there
followed a remewed and rapid outflow which brought it
down to £129 millions at the beginning of October, 1929.

.As in November, 1925, the loss of gold made Bank rate
effective. ‘' The market,” said Sir Ermest Harvey, * which
often displays not unnaturally a rather nervous disposition
at such times, applied very sparingly for new [Treasury]
bills. In three successive weeks we were faced with the
necessity of taking up substantial amounts of bills because
the tenders were deficient. . . . At the same time in order to
hold the position, and in order to withdraw again some of
the credit that we had been forced to create, we had been
under the necessity of selling other assets very heavily.”

And sp the rate went up to 64 per cent. (26th September,
1929).

The seeds of disaster had already been sown. As I have
said, a reaction from the industrial activity which had
prevailed in the United States had already become per-
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ceptible in July, 1g29. The Wall Street crisis in October,
1929, at once accelerated the movement towards depression.
In England, where industry had been persistently imper-
" vious to the contagion of American activity in the preceding
years, the prospect of a depression redoubled by the
contagion of depression in America was ominous in the
extreme.

Yet it was only by slow steps that Bank rate was re-
duced. It was lowered, as in 1921 and 1922, by # per cent.
at a time, and the transition from 64§ to 3 per cent. took six
months, Three per cent. is cheap money, and perhaps the
difference between 2, 24 and 3 per cent. is not very material.
But at a time of depression and unemployment and falling
prices far transcending all previous experience, Bank rate
was held for a year at 3 per cent. or 1 per cent. above the
rate that had been thought suitable for long periods in
18946, 1876—7 or 1867-8.

THE CRISIS OF 1031

On the 14th May, 1931, Bank rate was reduced to 2}
per cent. By that time the strain was near breaking point.
Unemployment in Great Britain was 20 per cent. Shrink-
ing demand and falling prices had undermined the solvency
of Continental industry. In the same month of May, 1931,
occurred the failure of the Austrian Creditanstaldt, the
beginning of the financial crisis which brought down the
German banking system in July, and culminated in the
suspension of the gold standard by Great Britain in
September.

In the middle of July, 1931, the gold holding of the Bank
of England, which had been rising for six months and was
at a high level, suddenly began to fall. Bank rate was
raised to 3} per cent. on the 23rd July and to 44 on the 3oth.
To raise the rate when unemployment among insured work
people had risen to 22 per cent. was surely to gild the lily.
If, in the language of 1848, the price of the convertibility
of the note was to be & further dnsemployment of labour,
the position had become untenable. And in fact it had.



144 A CENTURY OF BANK RATE

But it was not mainly this dilemma that was the proxi-
mate cause of the flight from the pound and of the collapse
of the gold standard ; it was rather the financial embar-
rassments of the Government. There was a section of
opinion in Europe which held that the right course for the
Bank of England would have been a more drastic advance
of Bank rate. But the advocates of that view were think-
ing of a high Bank rate rather as a device for attracting
foreign money than as one for compressing the consumers’
income. And in face of the utter inadequacy of even the
highest rate of interest that could be contemplated, reck-
oned over a period of a few months, to counteract the
exchange risk involved in the fear of a depreciation of the
pound, that could hardly be anything but a secondary
influence.

The equilibrium of the budget had been destroyed by
the combined effects of a growing expenditure on unem-
ployment relief and a shrinking national income. The
source of the trouble was the rise in the purchasing power
of gold in world markets, or in other words the fall in the
prices of commodities in terms of gold. When the pur-
chasing power of gold rose by a half, the purchasing power
of every currency unit that was convertible into gold had
tp be raised in that proportion.

"A given volume of economic activity would therefore
represent one-third less in money. A compression of the
consumers’ income on this scale was more than Great
Britain, starting from a state of depression in 1929, could
compass. Unemployment and the decline of taxable
capacity were merely the two most conspicuous symptoms
of a condition of things that was bringing the whole
economic system to the verge of a breakdown.

The National Government which came into office at the
end of August, 1931, made strenuous efforts to balance the
budget, but it was too late to stem the flight from the
pound. On the 21st September the convertibility of the
currency into gold was suspended. On that day Bank rate
was raised to 6 per cent. Once the gold standard was
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suspended, there could be no doubt of the purpose of that
step. In face of the exchange risk the high rate could not
possibly attract foreign money. Jt could only be intended
as a safeguard against inflation. Fantastic fears of infla-
tion were expressed. That was to cry, Fire, Fire, in Noah’s
Flood. It is after depression and unemployment have
subsided that inflation becomes dangerous.

The 6 per cent. Bank rate did not altogether prevent
the rebound of industry when released from the gold
standard. But the depreciation of the pound was so
restricted that the net gain was no more than to relieve the
British economic system from the further deflation arising
from the continued appreciation of gold in terms of com-
modities after September, 1931,

The 6 per cent. rate was kept in force for five, months,
When it was reduced in February, 1932, the return to
cheap money was effected quickly. The slow gradations
of 1921~2 and 1929-30 were not repeated. Three per cent.
was reached in nine weeks. At the end of June the rate
was reduced to 2 per cent., where it has now remained for
six years,

But it was too late ; cheap money by itself was insuffi-
cient to start revival. The vicious circle of deflation,
broken for a moment by the suspension of the gold standard,
bad been joined again.



CHAPTER V
BANK RATE AND CONSOLS

LoONG-TERM AND SHORT-TERM RATES oF INTEREST

IN the foregoing chapters there has been no reference to
the long-term rate of interest. In view of some recent
theories, which regard Bank rate as producing its effect
mainly or even exclusively through the long-term rate of
interest and investment in fixed capital, this side of the
subject calls for examination, and the present chapter will
be devoted to an investigation of some of the statistical
material bearing upon it.

It may be taken as axiomatic that the short-term rate of
interest has some reaction on the long-term rate. Long-
term and short-term loans sometimes present themselves
as alternatives both to borrowers and to lenders. Banks
Place part of their resources in long-dated or funded securi-
ties. Traders who extend their fixed capital often have
the choice of providing the funds either on the one hand
through the long-term investment market, whether by an
issue of shares or debentures in the capital market, or by
selling securities, or by contracting a mortgage, or on the
other hand through a bank advance. Banks also advance
money to stock jobbers, investors, and speculators for the
purchase of securities, and the sums advanced become
available through the stock-market for capital purposes on
the same footing as savings.

When the short-term rate of interest rises, the tendency
is to deter people from resorting to bank advances for these
purposes, and to induce those who have to raise funds to
have recourse to selling securities or to long-term borrowing
instead. But when we come to measure the inducement,
we find that it is very slight. When Samuel Gurney was
being examined before the Parliamentary Committee of

146
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1848, James Wilson pressed him in regard to this matter.

‘ Are not the prices of public funds,” he asked, * both
foreign funds and home funds, in a great degree regulated
by the rate of interest ? ”

' Much less thay is supposed,” was the answer.

 As money becomes scarce and dear,” pursued Wilson,
** does not the price of Consols and of Dutch stock and
other foreign stock fall? *

“ It has its effect,” conceded Gurney, “ but it is by no
means the only ground for variations in this matter;
for instance we have had periods when money on Consols
has been worth 10 per cent. What is the effect of that ?
It amounts for six weeks perhaps to 25s.* only in the £ro0.
If the value of money becomes permanently high in the
country it affects the value of Consols heavily ; but if it
is only for a particular period it does not affect it much.”

Still Wilson was not satisfied : * Last spring had not the
raising of the rate of interest and the scarcity of money an
immediate effect in reducing the price of all public stocks ?"”

‘* A very slight effect,” was the reply; “if the Bank
raises the rate of interest from 3 per cent. to 4 per cent,, it
does not affect the price of Consols many shillings in the
£100, but if the value of money permanently increases,
it affects prices very materially.”

What Gurney meant was that the effect depended on
the ime for which the dear money was expected to last.

Suppose that at a centre where the normal short-term
rate is 3 per cent. it rises to 7 per cent. If it could be
foreseen that the rate would remain at 7 per cent. for three
months and then drop to 3 per cent. again, the extra cost
of holding a long-dated security with borrowed money
would be offset by a fall of price equal to x per cent. (the
equivalent of 4 per cent. per annum for a quarter of a year).
A trader who had intended to raise a bank advance to
cover some expenditure might be led by a rise of the inter-
est on the advance from 3 to 7 per ceat. to sell Government

1 Questions 1867-9.
iss. in the printed repert of evidence hob\mnslyamnspnntim' 258,
The intereat at 1o per cont. for 6} weeks would be 253,
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securities instead. But if the price of the Government
securities fell from 100 to g9, he would not gain by
doing so. A similar calculation would apply to anyone
who has to choose either between long-term and short-term
borrowing or between long-term and short-term lending.

In practice many uncertainties have to be allowed for.
A speculative element enters into the price of a security,
and when the price falls some people may interpret that
as a presage of 4 further fall rather than as a temporary
movement to be recovered in the course of a few weeks or
months, Nor does any one know how long a high short-
term rate is going to last.

THREE-MONTHS AND SIX-MONTHS BILLS

With regard to this last matter, however, the discount
market itself gives some guidance, for it quotes different
rates for three-months and six-months bills. Under
conditions of normal quiescence six-months bills would
command a higher rate than three-months bills. To
all holders of bills, especially to banks and discount houses,
liquidity is a valuable quality. When a bank’s deposits
are payable on demand, that does not merely mean that
sums to an unpredictable amount may be drawn out in
currency across the counter, but that sums which are
equally unpredictable and are in practice very much larger
have to be met day by day through the clearing house.
To meet these irregular outgoings, banks find it advisable
to hold assets which turn into cash at short intervals,
Short bills meet this need. Call loans to the discount
market have the same function, and their liquidity depends
on that of the discount houses. Six months bills are,
therefore, distinctly less desirable as assets either of banks
or of discount houses than three months bills, Moreover,
over and above the natural disadvantages of six months
bills was the circumstance that the Bank of England did
not take them.

Consequently there was usually an appreciably higher
rate of discount on six months bills than on three months
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bills, the difference ordinarily being from-} to 4. But
when Bank rate was high and both rates went up in
sympathy with it, the three-months rate was often much
more affected than the six-months rate. It was quite
common for the latter rate actually to be the lower at
such times. Evidently that meant that the high rate was
not expected to last long. We find an extreme example
of this in November, 1873, when at one time the three-
months rate was 8} per cent. and the six-months rate 6§.
That might be interpreted to mean that the market ex-
pected the rate to be 44 per cent. in the second half of the six
months, and so, with 8} for the first half, to make an
average of 6§. Bank rate was then g per cent., and the
circumstances were exceptional. But a margin of § per
cent. was not uncommon. It was close to 1 per cent. in
the autumn of 1906, and again in the autumn of 1g07.
On both these occasions the variations in the price of
Consols were remarkably slight. In 1873 for example,
when Bank rate was reduced from 3§ to 3 per cent. on the
21st August, the price of 3 per cent. Consols were 92§ ; on
the 7th November, when Bank rate was raised from 8 to g
per cent., Consols were at g2}, and on the 20th November
when the rate was reduced again to 8 they were at g2§.

CoMMON CAUSES AFFECTING LONG-TERM AND SHORT-
TERM RATES

We shall find a number of instances in which the long-
term and short-term rate do move together, but we cannot
invariably infer that this is the result of the short-term rate
influencing the long-term rate. For often both rates are
affected by the same cause. War or the threat of war
would bring about both a rise of Bank rate and a fall of
Consols. Trade activity stimulates the demand both for
working capital and for fixed capital, in order that output
may be extended to meet a growing consumption demand.
Bank rate is put up to prevent the demand for working
capital causing an undue expansion of credit. At the
same time the prices of fixed-interest securities fall, not
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only or principally as a direct effect of the rise of the short-
term rate of interest, but because traders sell securities
held in reserve in order to raise capital, investors and
speculators are attracted by the good prospects of indus-
trial shares, and banks sell securities to make room for
increased advances and discounts. To describe the ten-
dency more broadly, we may say that the expansion of
demand raises the level of profits on commercial and
industrial investments and makes them more attractive
competitors with fixed-interest bearing securities. At a
time of depression profits decline, and there is a diminished
demand for working capital, and both long-term and
short-term rates of interest fall. There is, it is true, a
falling off of savings, which would tend to raise the rate of
interest with a given demand for long-term capital. But
at a time of depression the resources of the long-term
investment market are reinforced by the proceeds of
liquidation of a mass of redundant working capital (above,
P- 5I). That is partly because traders who find themselves
encumbered with idle cash balances invest their surplus
funds, and partly because banks, finding their advances and
discounts shrink more than their deposit liabilities, buy
securities to fill the gap. These matters are considered in
greater detail below (pp. 159 and 203-5).

ConsoLs AND BANK RATE, 1844-65

We turn next to a survey of the actual movements of the
long-term and short-term rates of interest since 1844.
(See Appendix 1.) We take as a measure of the former the
yield of Government securities, Consols being quoted for the
purpose except in the period from 1879 to 1888 when their
price was tied close to parity by the Government’s option of
repayment. In those years the 2} per cent. annuities take
the place of Consols.

The year 1844, when the Bank Charter Act was passed,
was still under the shadow of depression. The 3 per cents.
rose above par, and the 3} per cents. were successfully
converted to a 3 per cent. stock (yielding 3} for a prelimi-
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nary period of years). Inthe years 1845 and- 1846, though
Bank rate did not rise above 3} per cent., growing activity,
manifested especially in railway construction, had a
depressing effect on Consols. When Bank rate rose in
January, 1847, from 3 to 3} per cent., Consols stood at
934 With the rise to 5 per cent. in April, 1847, they fell
to 87§, and the crisis of October brought them down to a
low point of 484 (xgth October, 1847).

This was a very heavy fall, and may, I think, be attri-
buted mainly to forced sales. That would be particularly
so in April, 1847, when the Bank of England restricted its
lending. And in October, though the Bank did not stint
its discounting facilities, there must have been many
traders who could not raise cash on discounts, either
because the bills they held were of too long maturity to
be eligible at the Bank of England, or because the names
of acceptors and endorsers had lost credit. In those days,
when joint-stock companies were few, there was legally no
boundary line between the resources of a trading concern
and the private fortunes of the partners who owned it.
If the concern got into difficulties in raising cash, securities
would be sold from the private fortunes.

As the strain of the crisis passed away, Consols rose, and
by January, 1848, when Bank rate was reduced from 5 per
cent. to 4 they were at 89. Political troubles, particularly
the revolutionary outbreaks on the Continent, depressed
Consols during 3848 in spite of further reductions of Bank
rate. The price even fell to 8o (6th April, 1848). But
in the years of cheap money 1849-53 the price steadily
recovered and actually rose above par.

The year 1853 saw increased trade activity, dear money,
and the beginning of war between Russia and Turkey.
Even before Great Britain became involved in the war,
Consols had fallen from 98} {22nd July) to 9x (4th Septem-
ber, 1853), and in the spring of 1854, when this actually
occurred, they dropped to 85} (30th March). The return
of peace in 1856 brought Consols to g6} (2nd July), “but
renewed trade activity and credit pressure caused a
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reaction. In July, 1857, when Bank rate was reduced from
6 per cent. to 5%, Consols were at gx}. On the 8th October
when Bank rate was put up to 6 per cent. and the financial
crisis was rapidly developing, the price had fallen to go.
The strain was not so great as in 1847, and the lowest price
touched was 864. On the 24th December, 1857, when the
pressure was over, and Bank rate was reduced from 10
per cent. to 8, Consols had already risen to 93§. In the
course of 1858 they touched g8% (8th October) and re-
mained high till the spring of 1859 once again brought a
threat of war. This was the war between France and
Austria, which was destined to gain Lombardy for Pied-
mont. Great Britain was not involved, but it happened
at a time when the London stock market was in a somewhat
unsound condition, and the sudden fall in securities caused
a long string of failures. Consols fell in a week from g5}
to 88} (28th April, 1859) and Bank rate rose from 2} to
4% per cent. On this occasion it was the pressurein the
stock market that caused the rise of Bank rate, and, when
the pressure passed, Consols rose to 954 and the rate was
lowered again to 2} per cent. (14th July).

The year 1858 had been one of intense depression, but
in 1859 revival was already making itself felt. In 1860
came an end of cheap money, Bank rate being between
4 and 5 per cent. from February till November, but
Consols kept up and varied little. The end of the Franco-
Austrian war was a favourable factor, and outweighed the
growing activity of business.

In the autumn of 1860, however, came the approach
of civil war in the United States, with the resulting drain
of gold and dear money. Early in 1861 the civil war
actually began; Consols fell at one time to 89} (25th
June, 1861). But under such conditions it is remarkable
that the fall was no greater. Even when the * Trent
affair, which occurred on the 8th November, 1861, threat-
ened to involve Great Britain in war with the Northern
States, the lowest price touched was 89§ (6th December).

The year, 1862, was one of cheap money. Bank rate was
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at 2 to 3 per cent. from the #th November, 1861, to the 15th
January, 1863. Yet Consols varied little, the highest and
lowest prices of the year 1862 being 94} and g1} (the latter
ex-dividend). There followed a period of dear money,
Bank rate being from 5 to g per cent. from the 2nd Novem-
ber, 1863, to the 2nd March, 1865. Yet Consols kept up
above go, till the late summer of 1864, when the pressure of
a number of big mercantile failures, along with a Bank rate
of 8 and 9 per cent., depressed the price for a time to 87.
When we examine the movements in more detail, the
reactions of Bank rate on Consols during these years seem
to be extremely slight. When Bank rate rose from 2 to 3
per cent. at the end of October, 1862, Consols were at
938 The rise to 5 per cent. at the end of January found
them at 92}, and when 3 per cent. was reached again in
April, 1863, they were at g3}. In May, 1863, the rate rose
to 4 per cent. and Consols were still at 93}, and on the 2nd
November, when an advance to 5 per cent. came, at 93{.
On 3rd December, 1863, Bank rate was raised from 7 to
8 per cent. and Consols fell to gog. That was ex-dividend,
and as the interest in those days was paid half-yearly the
real drop since November was very small. There followed
oscillations of Bank rate, which were accompanied by very
slight movements of Consols till there came the drop from
gof on 1s5th July, 1864, to 87} on the 8th September, a
period in which Bank rate rose from 6 to g per cent. .

ConsoLs AND BaNk RaTE, 186578

The year 1865, was one of moderate rates till October,
and Consols varied from a little above go to a little below.
From the s5th October, 1865, when Bank rate rose to 6
per cent,, till the failure of Overend, Gurney and Company in
May, 1866, the rate was high. With the growing tension
Consols fell. When Bank rate was raised from 6 to 7
per cent. on the 3rd May, 1866, they were at 864. The
lowest point touched during the crisis was 84 (correspond-
ing to an ex-dividend price of about 83). When Bank-
rate was reduced from 10 per cent. to 8 on the 16th August,
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1866, the price had recovered to 883. The further rise was
slow. When Bank rate came down to 3 per cent. on the #th
February, 1867, the price was still no more than goi.
There was then a rapid rise, the maximum price of the year
1867 being g6} on the 1st June (immediately before the
deduction of the July dividend). When the long-spell of
sixteen months at 2 per cent. came to an end in the autumn
of 1868, Consols weakened a little, and on the 13th July,
1870, just before the Franco-German war crisis, the price
was 923. The outbreak of war brought Bank rate up to
6 per cent. and Consols down to 88%, but both effects were
transitory, and, when Bank rate was reduced to 3 per cent.
on the x5th September, 1870, Consols were at 9z}. Cheap
money. then prevailed for a year, and the price of Consols
showed very little change. Nor did the rises to 5 per cent,
first in October, 1871, and again in May, 1872, have any
visible effect; the price remained persistently between
91} and 93%, and, if the dividend be allowed for, the range
was even less.

As we have already seen (above, p. 94), trade and
industry were becoming eytremely active and prosperous,
and in November, 1872, Bank rate was for a short time at
7 per cent. Yet Consols never fell below g1} (3rd Decem-
ber, ‘ex dividend). And the same state of things continued
through 1873 and 1874, the range of variation in the former
year being 94} and g1}, and in the latter.g3§ and 91}.

Probably the steadiness of the long-term rate of interest
in the years 1871-4 was the resultant of two conflicting
forces. On the one hand the activity of trade and the high
level of profits tended to raise the long-term rate, because
shares became attractive competitors of fixed-interest
securities in the eyes of investors. On the other hand the
political situation had passed through the stormy period
which ended with the Franco-German war, and had
reached a state of tranquillity which favoured a rise of
fixed-interest securities. But whatever the underlying
causes may have been, the violent oscillations of Bank rate
between 3 or 34 per cent. and 5, 7 or g per cent. left the
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market in long-term investments completely undisturbed.

'In the years of growing depression 1875-8 Consols rose,
reaching ¢8 on the 3rd June, 1878. Cheap money on the
whole predominated, but its continuance was interrupted
on several occasions by advances of Bank rate to 5 per cent.
or more, without interfering with the progress of Consols,
When the rate rose from 4 to 5 per cent. on the 6th January,
1876, Consols were at 93§, and three weeks later when the
rate fell again to 4 Consols had risen to 9g4}. The rate
was reduced by steps to 2 per cent. (2zoth April) and Consols
rose further to g4f. There followed a year at 2 per cent.
in the course of which Consols rose to g7} (21st July, 1876)
and fell again to g4, when Bank rate at last rose to 3 per
cent. (3rd May, 1877). Another spell of dear money began
with a rise to 4 per cent. on the 4th October, 1877, and 5
on the 1rth. Consols on the former date were at 95§ and
by the 29th November, when the rate was lowered again to
4, had risen to g6}. Seven months later, when Bank rate
passed above the 3 per cent., which may be regarded as the
upper limit of cheap money, Consols were at 95§ (4th July,
1878), which was just about equivalent to the price on the
29th November, 1877, if accrued dividend be deducted
from the latter. Thus perversely enough a considerable
proportion of the rise in Consols had taken Jplace in the
short periods of dear money.

The dear money that began in the summer of 1878 led
up to the crisis associated with the failure of the City of
Glasgow Bank on the 2nd October. It is an astonishing
fact that Consols never fell below g31, and in the period
from 14th October to the 21st November, when Bank rate
was 6 per cent., actually rose from g4} to 96}.

BANE RATE AND THE 2} PER CENTS., 1879-88

From the end of January, 1879, when Bank rate was
once more 3 per cent., to the 13th January, 1881, cheap
money reigned. Consols rose to 100} (December, 1880).
From this time till the conversion of 1888 Consols, being
repayable at par at the option of the Government, ceased
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to give a reliable guide to the long-term rate of interest, for
when the rate fell below 3 Consols could never rise far above
100. A suitable measure is supplied however by the 2}
per cent. annuities created in 1855. The amount in exist-
ence up to x884 was, it is true, so small as not to constitute
anything like a free and active market. Nevertheless the
quoted price was adjusted at sufficiently frequent intervals
so as to correspond with the prices of more active securities,
and is a reasonably trustworthy guide. In 1884 the
amount was increased by Childers’ conversion from
£3,750,000 to £32,810,000, and the market in the annuities
became itself relatively active.

The 2} per cents. rose from 78 in January, 1879, to 81}
in January, 1881, and in May, 1881, jumped up to go.
So violent a rise was a vagary, and can have had little to
do with the return to cheap money. Bank rate had only
risen to 34 per cent., and fell to 3 per cent. on 17th Febru-
ary and 24 on the 28th April, 1881. A reaction followed,
bringing the price down to 87% in August, when Bank rate
rose to 4 per cent., and to 86 in October, when Bank rate
rose to 5. But though Bank rate rose to 6 per cent. in
January, 1882, and reacted to 3 in March, the 2} per cents.
remained almost without alteration at 85} to 8. And
then twenty.one weeks of 3 per cent. (March to August,
1882) saw the price drop to 834, the result, no doubt, of
political complications particularly the campaign in Egypt.
The battle of Tel-el-Kebir in September, 1882, settled the
trouble for the time being, and to that event can be
attributed the rise from 83} to 86} in spite of a 5 per cent.
Bank rate (September, 1882, to January, 1883).

The year 1883 and the first three months of 1884 were
a time of moderate Bank rate (3 to 4 per cent.), and the 2}
per cent. annuities rose once more to gof {3rd April, 1884).
Depression and cheap money brought the price to 93}
in September, 1884. But then twelve weeks at 5 per cent.
interrupted the rise, and in the early part of 1885 political
complications once again depressed the price. At the end
of March, 1885, it fell to 85 as a consequence of the danger
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of war with Russia over the Penjdeh incident on the Afghan
frontier. The Army Reserve was called up, and a vote of
£11,000,000 taken for naval and military preparations.
But in May the dispute was settled, and the 2§ per cents.
recovered to 88. Bank rate fell to 2 per cent., and cheap
money, 2 to 3 per cent., continued, except for five weeks at
4 at the turn of the year, till August, 1886. When Bank
rate was raised from 2} to 3} per cent. on the 26th August,
1886, the 2} per cent. annuities were at 89}, and they varied
little while Bank rate rose to.5 per cent. (16th December,
1886) and fell again to 3 (24th March, 1887). On the latter
date the price was 8g.

There followed a very pronounced rise which brought
the price up to g7} in March, 1888. This was not a time
of exceptionally cheap money. In fact Bank rate was at
4 per cent. for 4§ months. And it was a period of reviving
activity, the unemployment percentage falling from 8:3
in August, 1887, to 5.7 in March, 1888,

It was this rise in the prices of Government securities
that afforded the opportunity for Goschen’s conversion of
the 3 per cents. The new Consols into which the old were
converted yielded 3 per cent. for one year, then 2} per cent.
for fourteen years (to April, 1903), and thereafter 2§.
The present value of the interest in excess of 24 was about
3%, so if the 2} per cents. were worth g7} the conversion
yielded a capital gain of § per cent. to the holder.

ConsoLs AND BANK RaTr, 188899

The conversion was a great success, but as soon as it was
was completed the 24 per cents. fell, and the new Consols
were below par. By October, 1888, the latter had fallen to
g7, and though there was some recovery in 1889, the Baring
crisis brought the price down to 93} (14th November,
x890). This fall in Consols, so far as not due to forced sales
when the crisis was pending, must be attributed mainly to
the activity of business, and the favourable opportunity for
investment in industry that resulted. In the years 1888
to 1890 there were three successive doses of dear money, but
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it was not under their influence that the fall in Consols
mostly took place. There was some recovery in 1891,
then a relapse to 944, and a somewhat more consistent rise
in 1892 and 1893, which were definitely years of depression.
When Bank rate was reduced from 2} to 2 per cent. on the
22nd February, 1894, Consols were at g9}. There ensued
a period of 24 years memorable alike for the continnance of
Bank rate unchanged at 2z per cent., and for the rise of
Consols to prices far above all previous records. When
Bank rate was at last raised to 2} per cent. on the roth
September, 1896, Consols were at 1123, and shortly before
had actually touched 114 (1st July, 1896). If allowance
be made for the fall of interest to 2} per cent. in 1903, and
for the Government’s option to redeem at par in 1923, the
yield was barely 2 per cent. _
Was this a manifestation of the power of the short-term
rate of interest over the lIong-term rate ? I should say that
that is certainly not an adequate account of the matter.
There had been a persistent fall in the yield of Government
securities ever since 1874, interrupted by periods of active
business, of financial crisis or of political disturbance, and
this fall had by no means been confined to times of cheap
money. The rise in Consols in the years 18g4-6 may be
regarded as a continuance of this tendency, and, even if it
was favoured by the exceptionally low discount rates, we

- must seek for a cause for the entire movement.

Now the years 1874—96 are remarkable for the heavy fall
in the prices of commeodities. Sauerbeck’s wholesale price
index, after reaching 1xx in ¥873, only reached 88 in the
active years 18802 and 75 in the active years 1889-9I1.
In 1896 it fell to 61. This fall in prices was undoubtedly a
monetary movement. It may be directly traced to the
scarcity of gold resulting from the adoption or restoration
of the gold standard by a number of countries. A fall of
prices arising from such a cause would be felt in a shrinkage
of profits, which would make investments in industrial

! Discounted at 2z per cent. the extra } per cent. of interest up to April,
1903. was worth 1}, and the extra § per cent. up to April, 1923, was worth
10}. So the price on a 2 per cent. basis would have been 111§.
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enterprises less attractive in comparison with. gilt-edged
securities, Estimates of prospective profits are largely
empirical, the future being expected to resemble the past,
and, when realised profits have been low, the standard of
yield anticipated from industrial investments tends to be
correspondmgly low.

That is why any trade depression is likely to result in a
rise of the prices of fixed-interest-bearing securities. And
when there is super-imposed on the cyclical alternations of
activity and depression a protracted tendency towards
dechmng demand and falling prices of commodities, this
rise in securities becomes more persistent. Here we have a
tendency which goes far to explain the fall in the long-term
rate of interest as measured by a yield of Consols of 3} per
cent. in 1873 and of 2 per cent. in 1896.

But there were circumstances in the years 1894-6 which
may well have reinforced the tendency. At a time of
depression there is, as we saw above (pp. 51 and 150), an ex-
tensive liquidation of working capital; goodsaresold offand
replaced by cash. This cash is received from consumers,
for the transfer of goods from one trader to another does
not diminish working capital. The cash received is ap-
plied partly to extinguish bank advances or bills, partly to
swell traders’ cash balances and partly to the purchase of
securities. The banks find their deposits and advances
shrinking, while their cash is swollen by the currency
extracted from the consumers; they seek to restore the
normal proportion between their earning assets and their
cash reserves by inducing their customers to borrow. But
it may be difficult to stimulate borrowing to the extent
desired, and, when discount rates have fallen very low,
the banks will have recourse to buying securities. Thus,
either through the traders themselves or through the banks,
the proceeds of liquidation of working capital come into
the investment market and constitute an additional
demand for long-term or funded secun‘tia. over and above
the demand emanating from sa

Now one of the underlymg causes of this demand fot

e
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securities is the disturbance of the normal proportion of
cash to deposits in the banks. And in the years 1894-6
this , disturbance was accentuated by the exceptionally
large influx of gold, aggregating from the 1st January,
1894, to the 3oth June, 1896, £30,792,000. This was due
partly to the increased output from the mines, which
exceeded £40,000,000 in 1895, and partly to the outflow
of gold from the United States. Interior demand for
currency could only absorb a small part of the gold, and
the rest accumulated in the Bank of England, where the
deposits were swollen far beyond any former amount.
These deposits represented to a great extent idle reserves
in the hands of the commercial banks. The growth of dis-
counts and advances could not possibly be rapid enough to
maintain the customary proportion of earning assets, and
so the banks were driven to buy securities.

The effect was much more pronounced than when a
somewhat similar situation occurred in 1867-8, partly
perhaps because the credit structure had become bigger in
proportion to the currency foundation, and partly because
the available amount of Government securities had dimi-
nished. In fact the shortage of trustee investments was
acutely {felt, and the Colonial Stock Act, 1900, was devised
to relieve it, It isa remarkable fact that in the three years
from the end of 1893 to the end of 1896, the banks which
published balance sheets increased their investments by
£30,000,000, but entirely other than Government securities.

The fact that the prices of gilt-edged securities had been
pushed up to an unduly high level was recognised at the
time. The fixed debt charge was reduced by £z,000,000
in the budget of 1899 on the ground that it was a waste of
public money to buy Consols at 111.

ConsoLs AND BANK RATE, 1899-1914

It was in that year however that this abnormal situation
was brought to an end. The threat of war in South Africa
culminated in the actual outbreak of hostilities in October,
1899, and by the end of the year Consols had fallen to ¢8
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(2xst December, 18gg). But it would be a mistake to
attribute the whole of this fall to the war. For the revival
of business had been making steady progress, and a state
of full employment and activity had been attained. Prices
and wages were rising, and interior demand for currency
had reached unprecedented dimensions. The causes to
which the abnormal rise of Consols had been due had
thus been removed. Not only had the demand for
securities on the part of the banks to make good an insuffi-
ciency of discounts and advances come to an end, but the
long ordeal of deficient profits to which industry bad been
subjected was likewise a thing of the past. Consols fell to
9I in November, 1901, rose to 97§ in June, rgo2, after the
restoration of peace in South Africa, but fell again, and
even dropped below go in the autumn of 1go3.

The Russo-Japanese war brought the price down to 85}
in March, 1904, and seventeen months of cheap money
(April, 1904, to September, 1905) failed to raise the price
above 9r§. When Bank rate rose to 4 per cent. in Septem-
ber, 1905, Consols were at 8g§}. By that time the revival
of business was well started, and on the 1rth October,
1906, when the first spell of dear money began, Consols
were at 86§. The price varied little up to the spring of
1907, but between the 25th April, when Bank rate was
reduced from 4} to 4 per cent., and the 15th August when
it was raised again from 4 to 44, Consols fell from 85§ to
81{}. On the 1oth August, the price fell to 8o¢.

It is curious that in the period of increasing temsion
that culminated in the American crisis at the end of
October, 1907, and the rise of Bank rate to 7 per cent.
{(7th November) there was no appreciable further fall of
Consols. The lowest price quoted was 81} on the gth
November. The crisis over, Consols rose as Bank rate fell,
reaching 87% when Bank rate was reduced to 3 per cent.
on the 19th March, 1g08. Eighteen months of cheap money
followed. Consols remained up at a little above 87 for
some months, and were at 884 in the middle of July, 1908,
but in August they began to fall away, and by the end of

M o
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the year were at 834. When cheap money came to an end
with the advance of Bank rate to 4 per cent. (x4th October,
1909) Consols had fallen to 82§. While the rate rose to 5
per cent. and fell again to 3 (roth February, 1910) the price
of Consols varied little,

In interpreting these movements we must not forget that
the Stock market may put the price of Consols up or down
in anticipation of a fall or rise of Bank rate. It is the
essential function of the jobber to anticipate events, and
a change in Bank rate is usually foreshadowed by move-
ments of gold or of the foreign exchanges. But after every
allowance has been made for that, the relation between
Bank rate and the price of Consols in the years 1900 to
1910 seems to have been very slight and capricious.

In the autumn of 1910 there was a spell of dear money and
Consols fell to 78§ (15th November), and then as Bank rate
came down step by step Consols recovered to 81. In 1911
notwithstanding six months at 3 per cent. they fell to 763
(21 September) and after recovering to 784 (8th November,
1911) had fallen again to 73 when Bank rate rose to 5 per cent.
{17th October, 1912). After some recovery in 1913 they
fell to 71 (19th December, 1913), and on the 8th January,
1914, when Bank rate was reduced from 5 to 4} per cent.
the price was 71§. The combined effect of a slackening of
business and further reductions, which brought Bank rate
down to 3 per cent. (2gth January, 1914), raised Consols to
77% (4th February). .

A reaction followed, and on the zznd July, 1914, the
day before the presentation of the Austro-Hungarian
nltimatum to Serbia, the price was 754. Thereupon the
development of the war crisis brought a rapid fall, and the
last price of Consols before the Stock Exchange closed was

70 (30th July).

CoNsoLs AND BANE RATE, 1914-32

We need hardly look for any relation between Bank rate
and the long-term rate of interest under war conditions.
Under the pressure of war-time borrowing and unfavourable
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developments in the progress of the war Consols fell below
52 (February, 1917) and the big war loan of that time was
brought out on a 5} per cent. basis.

The approach of peace brought Consols momentarily
above 63 a few weeks before the Armistice. After a
reaction the price rose to 61} at the actual date of the
Armistice, only to fall away again. At the end of May, 1919,
Consols being then at 55, it was decided to issue the Fund-
ing and Victory loans, in order to effect some reduction in
the floating debt, the rapid growth of which was bound
to cause inflation. Too ready a reliance was placed on the
conventional City view that cheap money favours gilt-
edged securities. It was decided to suspend altogether the
sale of Treasury bills (which had been on offer at a fixed
rate of 3} per cent.), and to supply the deficiency with
money borrowed at call through the Bank of England at
3 per cent. or less. The result was to accentuate the
tendency to inflation, and to strengthen the competitive
power of industrial investments with the new loans. The

loans produced very modest results, and Consols fell below
" 81 (September, 1919).

Even when Bank rate was raised to 6 per cent. (6th
November, x919) the progress of inflation was hardly
retarded, and when at last the rate became 7 per cent. on
the 15th April, 1920, Consols had fallen to 45§. At the
end of 1920 they fell to 431.

Probably in this period the most powerful influence
aflecting the price of Consols was the depreciation of the
pound, as measured by the exchange on the United States.
In fact dear money itself was intended to induce a recovery
of the pound, and, if it raised hopes of this object being
attained, would actually cause a rise in Government
securities. A favourable movement of the exchange in the
early months of 192x was associated with a rise of Consals
to 48% at the beginning of April. Bank rate began to be
reduced by slow gradations, but there was a setback in the
exchange in the summer, and Consols fell below 46 in June.
From September, 1921, there followed a steady improvement

¥
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in the exchange, and Consols ended the year at 50%.
In 1922 there was again a concurrent improvement in the
exchange and in Consols up to April, Consols reaching 503
on the 22nd April. For a long time that was the high-
water mark., Bank rate fell, and in July, 1922, was down to
3 per cent. But the revival of economic activity was
beginning to be felt. The exchange moreover was within
I0 per cent. of parity with the dollar, and there was much
less room for any reaction of the prospect of a return to
parity upon the prices of securities. Early in 1923, when
the exchange was within 3 per cent. of parity, Consols rose
above 59 again, but there followed a setback both to the
pound and to Consols, and when the gold standard was
actually re-established in May, 1925, Bank rate had gone
up to 5 per cent., and Consols were no more than 56. In
the years of dear money and depression that followed Con-
sols fluctuated but little, varying between 54 and 57 till the
end of 1929, when, under the influence of still dearer
money and of the pressure and unsettlement resulting from
the Wall Street crisis, they fell below 53.

In the course of 1930 there supervened conditions of
depression and cheap money such as had not been ex-
perienced since 1922, and in June, 1931, in spite of the
financial crisis in Austria and Germany, Consols rose above
60 for the first time since 1918.

The suspenswn of the gold standard in September, 1931,
once again linked both the long-term and the short-term
rates of interest with the depreciation of the pound. Bank
rate rose to 6 per cent. and Consols fell heavily, touching
49} on the 25th September. But in the first half of 1932
Bank rate was rapidly reduced, and Consols rose. De-
pression had reached an unparalleled intensity, and the
possibility of a further depreciation of the pound had lost
its terrors. It was in the countries that were making
desperate efforts to adhere to the old gold parities that
distrust of currency units was rife. Great Britain and
others which had accepted depreciation were in relatively
calm water. The effect on the market in gilt-edged securi-
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ties was about to receive a sensational and dramatic illus-
tration. By June, 1932, Consols had risen to 633. The 3}
per cent. Conversion loan stood at go. For the first time
since 1914 Government securities of the funded type were
yielding less than 4 per cent. The 5 per cent. War Loan,
amounting to £2,085,000,000, was due to be repaid in 1947,
but had become redeemable at the option of the Govern-
ment at any time since 1929. The fall in the yield of
Government securities afforded an opportunity, through
the exercise of this option, for a great conversion operation.
And on the 30th June, Consols being then at 674, and 3}
per cent. Conversion Loan at g4, this was announced.

A notable and courageous feature of the proposal was
that the new security to be offered to the holders of the
war loan stock was to yield only 3} per cent. The holders
were to get a substantially lower yield than they could
have obtained by buying Government securities in the open
market immediately before the announcement was made.
Even for a few days afterwards this was still possible.
But the prospect of a demand for the reinvestment of
£2,000,000,000 to be liberated by the repayment of the loan
soon forced up the prices of other securities, and within a
few days Consols stood at 73 and the 3§ per cent. Conversion
Loan at g9.* The conversion was a great success, an uncon-
verted residue of £164,000,000 being redeemed without
difficulty along with some maturing Treasury bonds by the
issue of the 3 per cent. and 2} per cent. Conversion loans.

The success attained was due partly to the sheer magni-
tude of the operation. The amount of money seeking
reinvestment was so great as to overwhelln the market.
It could not find anything like a sufficient outlet, and the
prices of all eligible securities were forced up so violently
as to drive the money back into the new War Loan stock
offered by way of conversion. But the success was also
greatly assisted by the trend of the market. The rise in
Government securities, which had been in progress for

1 As there was a bonus of 1 per cent. paid to holders who signified their
t to convert bafore the end of July, the 3} per cent. at 99 coased
0 be more attractive than the pow War stock,
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some months before the conversion, was the beginning of
a movement which was soon to carry their yield far below
33 per cent. In fact 2% per cent. Consols actually touched
94 in January, 1935. The rise from 494 in September, 1931,
to 94 in January, 1935, far surpasses that recorded in the
years up to 18g6. On that occasion the lowest price
touched since the conversion of 1888 had been 934 in Novem-
ber, 1890, and the rise to 114 in July, 1896, was thus 22
per cent. The rise from September, 1931, to January,
1935, was go per cent.



CHAPTER VI
LOI\‘TG-TERM AND SHORT-TERM RATES OF INTEREST

CycLiCAL FLUCTUATIONS AND THE LONG-TERM RATE
OF INTEREST

WHAT inferences can we draw from this statistical
material ? Since we are looking for the effect of Bank rate,
we are concerned with short-period tendencies.

There is quite clearly a cyclical movement, Consols
rise in times of depression. They rose to par in 1852, to
984 in 1858, to g6 in 1868, to 98 in 1878, whereas in the
intervals of active business {even apart from the special
pressure of crises) they were much lower. In the period
from 1879 to the conversion of 1888, when the 2} per cents.
rose from 78 to g7}, the association of the rise with depres-
sion is not so certain. The advance from 814 to go in
1881 and that from 8g to 97} in 18878 both accurred at
times of growing activity, though in both cases, as the
activity gathered way and approached its maximum, the
price fell again.

After 1888 the association once more becomes evident.
The active period, 1889—91, brings Consols down from g9 to
94, and the depression from 1892 onwards starts a rise
which carries the price up to 114. Even on this occasion,
however, the rise continued after the depression was over.
Before the end of 1895, when Consols were still at about 107,
revival was well started and making visible progress. At
the beginning of 1899, when revival was complete and
activity had achieved its limit, Consols had fallen very
little below their highest quotation and were at IxIx.
There was then a heavy fall, but the approach of the South
African War makes any apportionment of causes of the
tall impossible.

The period from 1899 to 1914 was marked by a persistent
fall in Consols, and the effect of the mild depression which

167
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prevailed from 190z to 1904 was rather to retard, the fall
than to cause an actual rise. But both the depression of
1908 and the recession that was beginning in the early
months of 1914 were accompanied by noticeable rises in
Consols. ‘

In the post-war period we find a marked recovery of
Consols first in the depression of 19212, and later in the
period from the end of 1929 to June, 1931, and then comes
the sensational rise in 1932-5.

Now depression is also associated with a low Bank rate,
and in many of the instances referred to the rise in Consols
and the low Bank rate synchronised. But it cannot
be inferred that the rise in Consols was caused by the low
Bank rate., For as has been pointed out above, there is
good reason to believe that they were the effects of a com-
mon cause. Depression diminishes the demand both for
working capital and for fixed capital. |

When, as is usual, cheap money and depression go
together, we cannot distinguish their relative effects.
But, as we have seen, there have been periods of depression
in which the general tendency to cheap money has been
interrupted by spells of dear money, and during which
there has been no consistent response of the long-term rate
of interest. Indeed on several occasions Consols rose while
Bapk rate was high (see above, pp. 155 and 157).

Dear Money AND CoONsOLS

If we turn to periods of activity, we find a predominant
tendency to dear money, but sometimes wide fluctuations
between high and low short-term rates. And the price of
Consols is curiously insensitive to these changes. When
there is a drop of more than a point or two in the price,
that is because there is some special cause, such as a war or
a financial crisis, at work. In the years 1871-4 such
slight movements as occurred in Consols seem hardly to
have been affected at all by the violent movements of Bank
‘rate. In 1881-z, it is true, we find a big rise of the 2§ per
cents. from 81} to 9o concurrent with cheap money, and a
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reaction to 85} when Bank rate rises to 6 per cent. But the
price had already fallen to 87} before Bank rate rose above
2§ per cent., so the real extent of the reaction was not very
great.

The long spell of 2 per cent. from 1894 to 1896 was
followed by several years of growing activity, with Bank
rate oscillating between 2 and 4 per cent. A rate of 4
per cent, at that time, when Consols hardly yielded 2
per cent., might be regarded as dear money. Yet, when 4
per cent. was in operation, Consols tended rather to rise
than to fall.

The big drop in Consols came with the South African
crisis in 1899, before the actual outbreak of war and before
the rise of Bank rate. Consols fell from 111§ in January,
1899, to 102} in October with Bank rate at 3 to 3§ per cent.,
and when Bank rate, after going up to 6 per cent. was
reduced to 4 in January, 1900, Consols were still as high as
ro1} in spite of the unfavourable course of the war.

The next period of activity was in 1go6—y. Consols fell
from 9o} in April, 1906, to 8o in August, 1go7. But the
fall was not especially associated with dear money. The
price had already fallen to 86} when Bank rate was raised
from 4 to 5 per cent. in October, 1906, and was 85} when,
after having been as high as 6, it was reduced to 4 per cent,
again in April, 1go7. The lowest price, 80}, was reached
while Bank rate was still 4 per cent., and it had recovered
to 831 when the 7 per cent. rate that followed the American
crisis was reduced to 6 in January, 1908.

In the years 1912-3 Consols fell from 78 to7x. Yetin the
six months of § per cent. Bank rate from October, 1912, to
April, 1913, they actually rose from 73 to 75. Too much
stress should not be laid on that, for the time was one of
great political unsettlement on account not only of the
Balkan wars but of the Irish question. But nowhere in these
successive phases of activity do we find evidence of any
considerable effect of Bank rate on the long-term rate of
interest,

It might be that a fall of the short-term rate of interest
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below the average would have a more noticeable effect on
the long-term rate than a rise above the average. For
a high Bank rate is not usually expected to last more than
a few weeks, whereas in conditions of depression a low rate
might conceivably be expected to last for years. But even
if cheap money (with a market rate down to, say, I per
cent.) were expected to last for as long as two years, the
effect on the price of 3 per cent. stock would not exceed
4 points. And that is an extreme assumption.

In the case of dear money, even though it is not expected
to last long, the effect may be reinforced by a direct restric-
tion of credit, a refusal on the part of the banks to lend for
the purchase and holding of Stock Exchange securities.
Even if the refusal applied only to speculative shares, it
would affect the resources of the investment market as a
whole, and would so react on the long-term rate of interest.
But whatever effect there may have been is ailready
reflected in the statistics of the price of Consols which we
have been using.

PROMOTIONS AND THE RATE OF INTEREST

On the whole I think we may infer that Bank rate and
measures of credit restriction taken together rarely, if ever,
affected the price of Consols by more than two or three
points, whereas a variation of } per cent. in the long-term
rate of interest would correspond to abont 4 points in the
price of a 3 per cent. stock.

Now a variation even of less than } per cent. in the long-
term rate of interest ought, theoretically and in the long
run, to have a definite effect for what it is worth on the
volume of capital outlay. That is to say, if the rate of
interest operates as a criterion of all projects for capital
outlay, separating those which promise a sufficient yield to
be remunerative from those which do not, then any rise,
however small, in the rate ought to transfer a corresponding
slice of projects from the remunerative to the unremunera-
tive class. But there is in reality no close adjustment of
prospective yield to the rate of interest. Most of the
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industrial projects offered for exploitation™ at any time
promise yields ever so far above the rate of interest. But
they have to wait till promoters combining the necessary
qualifications of technical, commercial and industrial ability
and knowledge, with access to money, become avail-
able. The limited number of people composing this inner
ring of specialised promoters will want to be satisfied that
the projects they take up will yield them a commensurate
profit, and the rate of interest calculated on money raised
will probably be no more than a very moderate deduction
from this profit. It is not even true that the most profitable
projects are dealt with first. It is a matter of chance
which project a promoter will select from among those
which are becoming ripe for exploitation within the sphere
of his competence. It may easily happen that an excep-
tionally profitable project has to wait a long time, while
money is being spent by those qualified to take it up on
much less remunerative openings, or even wasted on enter-
prises that turn out complete failures.

The idea of the possible openings for investment forming
a series in order of remunerativeness, so that all promising
a yield in excess of the rate of interest prevailing at the
moment have already been filled, and a fall in the rate will
bring into exploitation a nicely calculated segment of the
remainder, as a slice is cut off a sausage, is an academic
fiction. The boundary between the eligible and the in-
eligible projects is not a mathematical line ; it may rather
be compared, say, to the northern limit of tropical vegeta-
tion than to the tropic itself. A small change in the long-
term rate of interest, though it may be assumed ultimately
to give a bias to the calculations of some at any rate of the
promoters, could not be expected to have any quick or
measurable effect. i

Where the project takes the form not of a new enterprise
but of an extension of the capacity of an existing concern,
the procedure is simpler. The difficult task of establishing
the business and creating a goodwill has already been
acoomplished, and presumably the extension is needed
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because the selling power which constitutes this goodwill is
outstripping the concern’s productive capacity. Some-
times such an extension can be financed out of accumulated
reserves, in the form of marketable securities, which are
sold ; sometimes bank advances are obtained ih anticipa-
tion of future reinvested profits ; or, if these resources are
insufficient, additional permanent capital may be raised
either privately or by a public issue.

It is true of these extensions, as much as of the new enter-
prises, that they are undertaken in the expectation of a
profit in comparison with which any variation in the long-
term rate of interest is small, Selling power and expecta-
tion of profit are really the same thing, for selling power
means power to sell without an undue sacrifice of price and
therefore at a reasonable profit.

Transport and public utility undertakings differ some-
what from industrial enterprises in the methods of raising
capital. The individual undertaking is usually on a large
scale. Ifs prospects of profit depend op local conditions,
amounting often to a local monopoly, and the rate of profit
is probably subject to some public control or limitation.
The profit is more moderate and at the same time more
assured, and a preliminary period of trial under the aus-
pices of specialised promoters is not so mecessary. The
goodwill of the concern is almost ready made, for it is
required to meet the needs of a growing population or of a
population with a growing standard of living. The capital
is therefore probably raised by a direct public appeal in the
first instance.

In consequence of the amount of capital being large in
proportion to the value of the services produced, interest
forms a relatively considerable proportion of the charge to
the consumer. But in view of the special character of the
demand and the tendency to local monopoly, the charge
to the consumer has but little influence on the rate of
development.

In fact the charges for transport and public utilities
affect the consumer to some extent as incidental to the cost
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of housing. In the case of house rent likewise a consider-
able proportion of the charge to the consumer arises from
the long-term rate of interest. A large rise or fall in the
long-term rate of interest should materially retard or hasten
the progress of housing development and with it the pro-
gress of public utilities and transport undertakings.

But even house rent has to provide a margin of profit.
The rents the occupiers of residential property are prepared
to pay form part of consumption demand, and the property
owners and builders, like any other traders who set out to
satisfy a portion of consumption demand, are secking profit.
The difference between residential property and capital
installation in industrial enterprises is one of degree and
not of kind. The effect upon house building of such changes
in the long-term rate of interest as were traceable to the
direct influence of the short-term rate in the nineteenth
century and up to 1914, changes which rarely amounted
to as much as } per cent., can bardly have been other than

trifling.
POSTPONEMENT OF CAPITAL ENTERPRISES

Now, as we have seen, the reason why the effect of the
short-term rate on the long-term rate was so small was that
the market could never foresee the continuance of the
former for more than a very limited time. But within that
limited time the short-term rate might affect the action of
the promoters of capital enterprises very materially, for a
high short-term rate might afford grounds for posiponemens.
It is not merely that promoters will probably raise a part of
the necessary funds by way of short-term bank advances.
But even the apparently small effect of the high short-term
rate on the prices of securities acquires importance when it
is a question of choosing a favourable moment for an
issue or sale of securities,

If the charge for bank advances rises from 3 to 7 per cent.,
& promoter might be led to avoid such advances, and to
raise all the funds required for a project by a sale of securities.
But if the rise in the short-term rate has had its due effect
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on the prices of securities, he will lose just as much by sell-
ing or issuing securities as by obtaining a bank advance,
If the high short-term rate is expected to last six months,
and the prices of securities have thereby been depressed
by 2 per cent., he will in effect have to pay the equivalent
of 7 per cent. per annum for the use of the money for the
first six months, For that is what he would save by
deferring the sale of the securities till the return of cheap
money.

Consequently the promoter would really be paying the
equivalent of 7 per cent. per annum for six- months on the
whole of the capital raised. If he postpones the project
for six months, he presumably postpones for that time the
moment at which the full ultimate yield of the project will
accrue to him. That yield, including as it does profit,
may be much more than 7 per cent. on the capital ; he may
expect 10 per cent. or even 2o per cent. But whereas the
7 per cent. is a definite and immediate loss, the anticipated
yield has to be heavily discounted for uncertainty and risk.

In the case of transport and public utility undertakings,
promoted to meet the growing needs of the communities
they are destined to serve, postponement for a period at any
rate of a few weeks or months is usually possible. The
precise time at which the needs have to be met is not
definitely marked, and, unless there has already been such
delay as to make the undertaking overdue, it is probably
possible to choose the moment for raising capital within
fairly wide limits. That is so whether the undertaking is
in the hands of a concessionary company or of a public
authority. =~ Undertakings of this kind, offering a more
moderate profit on a relatively large capital, should be
more susceptible to the motives for postponement than
ordinary industrial enterprises.

THE EQUALISING FUNCTION OF THE INVESTMENT

MARKET

The postponement of promotions and flotations relieves
the demands on the investment market. Dealers in the
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market find themselves buying a smaller amount of securi-
ties. .But to measure the true effect of dear money on
capital outlay, we must take account of the behaviour of
the investment market as a whole,

The function of the market is to equalise the demand for
capital funds with the supply. The demand consists of the
capital outlay represented by the promotions and flotations,
The supply of capital funds will in the long run simply
consist of the savings of the community. But over any
short period the savings may be supplemented by a release
of cash either from balances or from bank advances, or
may be diminished by an absorption of cash either into
balances or into the repayment of advances.

This release or absorption of cash may be effected by
various groups of people. As we have seen, the promoters
themselves may raise money by bank advances. The
jobbers and dealers? in the stock market will be regular
borrowers, as the securities in the hands of each will be a
very fluctuating quantity. And then outside the market
is a crowd of speculators and speculative investors, who
are ready to buy securities with borrowed money whenever
they see a favourable opportunity, but lapse into quies-
cence when no such opportunity is in sight. Banks also
may release cash by buying securities or absorb cash by
selling them,

The equalising function devolves primarily upon the
stockjobbers, They aim in general at keeping their holdings
as near as may be to a normal constant, They therefore
react quickly to any excess of purchases or sales by the
public. They make it their business as far as possible to
anticipate any such excess. Any occurrence which is
likely to stimulate purchases of securities by the public is
the signal for a marking up of quotations before the pur-
chases begin, and any occurrence of a kind to cause sales
will be accompanied by an immediate marking down of

1 To the stock-jobbers, whose practics it is to be ready to buy and sell
the securities thoy deal in, and to make & price whenever , must be
added a number of regular dealers, investment companies and others, who

| are practically stock and share morchants.
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-quotations. The stock-jobbers, assuming as they do the
responstbility of making prices, muost in fact act as pro-
fessional speculators. And they will sometimes depart
from the normal practice of counteracting the fluctuations
of their holdings, and become speculators in a more positive
sense. When they take a favourable view of prospects,
they will deliberately acquire an additional supply of
securities with borrowed money ; or alternatively, when
prospects seem unfavourable, they may reduce their hold-
ings, and even go short, effecting forward sales of the securi-
ties they distrost in excess of their existing holdings. In
such cases the investment market itself is in the position of
releasing cash through an increase of its indebtedness to
the banks or absorbing cash throngh a decrease.

This procedure applies to transactions in securities
which are already dealt im and quoted in the market.
But the demand for capital funds which the market has to
meet, includes the new flotations by which securities not
previously dealt in or quoted are placed on the market.
New flotations are of course influenced by the existing
level of prices of securities. A fall of prices in the market
makes the prospect of an issue of given yield less favourable,
Of requires a concession on the price to make it equally
acceptable. And we have just seen how this may lead to
postponement where the fall of prices is traceable to some
temporary cauose such as a rise of Bank rate.

But the price level of securities (the inverse, that is, of
the long-term rate of interest) is not found to give the
market adequate control over the volume of new flotations.
Postponement is not easily practicable for projects for
which the preparations are far advanced, and for those in
an early stage the market cannot foresee how soon or to
what extent the effect of postponement will be felt in its
operations. The persuasive effect of an adjustment of price
is not enough. In practice the equalising function of the
imvestment market depends on its power to refuse to supply
funds in excess of its resources.

When a new issue of a security is brought out, it is offered
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on terms which it is hoped will attract enough subscriptions.
Tf there is a deficiency, either the issue must be curtailed
or withdrawn, or the deficiency must be made good from
some other source. It is to provide for the contingency of
a deficiency that the practice of getting an issue of securi-
ties underwritten has grown up. Every issuing house is
in touch with a number of individuals and concerns, who
are willing to undertake this service for a commission. The
underwriters bind themselves to take whatever portion
of the issue is not subscribed for by the public.

That means that a deficiency of subscriptions does not
prevent the issue. But it does not mean that new flota-
tions escape from the limitation imposed by the capacity of

" the market. For the resources of the available under-
writers are themselves limited, If flotations outrun the
capacity of the market, those in a position to act as under-
writers become loaded up with securities which they can
only sell, if at all, at a sacrifice of price, and which they
probably have to carry with borrowed money. Under
such conditions flotations begin to be completely held up ;
promoters are forced to acquiesce in a postponement or
abandonment of their projects.

When the investment market thus resists an excess of
new flotations, it accomplishes its equalising task with a
smaller rise in the long-term rate of interest than would
otherwise be necessary. And it accomplishes it more
promptly and certainly than would be possible by means of
the long-term rate of interest.

The power of the investment market to limit new
flotations in this way facilitates its equalising task only in
one direction. It can guard against an excess of new
flotations, but not against a deficiency. The modern
economic system, as the world has hitherto known it, has
required for its smooth working a continuous pressure of
projects for capital outlay upon the resources of the
investment market. Only occasionally at times of depres-
sion, when there has been a falling off of consumption de-
mand, has this pressure been relaxed. Even at such times

N
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it would probably be going too far to say that there has
been an actual deficiency of projects, involving an involun-
tary absorption of cash by the investment tharket. Asis
explained below (pp. 202-6) the apparent excess of
unemployed savings during a depression is at any rate
partly due to the liquidation of working capital.

BANE ADVANCES TO SPECULATORS

The bank advances to stock-jobbers and to under-
writers of new capital issues may be regarded as within the
investment market itself. They are incidental to profes-
sional dealings in securities, and are parallel to the bank
advances to traders in commodities., The advances to
speculators and speculative investors on the other hand,
even though they aré often made through stockbrokers,
are outside the confines of the market; they increase
the resources with which the market has to equalise the
demands upon it.

The speculator buys shares with a view to resellmg them
after a short interval and making a capital gain; the
speculative investor buys shares at what he regards as a
low price with a view to holding them and enjoying a high
yield on his money in the form of income. The speculator
borrows money in order to buy, and repays it when he
resells ; the speculative investor borrows money in antici-
pation of his future savings or other receipts. The
speculator is usually attracted by existing securities with
an active market; the speculative investor more often,
though by no means exclusively, turns to new issues.

Now the prospects of shares in any concern depend above
all on the demand for the goods and services which the
concern produces. What provides the speculator with his
opportunity is the expectation of an increase in the demand
for the product of some company of which the shares are
dealt in in the market. Increased demand will mean
increased sales or higher prices or both, and the consequent
prospect of higher profits and dividends will mean a rise
in the price of the shares.
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Both speculators and speculative investors hope to be
more far-seeing than the market; if they are not mere
gamblers, they will proceed on some special knowledge of
the shares they buy. In tranquil times, free from any
considerable fluctuations of general demand, the volume
of speculation will, no doubt, vary from time to time, but
there is no reason why its movements should have any
pronounced trend. They are fortuitous, depending on the
prospects of particular industries or of particular companies.

But an expansion of general demand will make the pros-
pects of every industry better than before. As soon as a
knowledge of the increased sales and growing activity of
particular industries spreads among the public, there will
be an intensified motive for the speculative purchase of
shares, and the proceeds of bank advances obtained for the
purpose will form a supplement to the resources of the
investment market. When the prices of shares have been
fully adjusted to the state of demand, the speculation will
die away, and the resources of the investment market will
be diminished by the repayment of the bank advances.
Thus when speculation is increasing, it adds a supplement
to the resources of the investment market, and, when it is
falling off, the supplement gives place to a deplement.!
It should not be overlooked that when the amount of
advances to speculators remains unchanged, a condition
consistent with a high degree of speculative activity, there
is no supplement.

The speculative supplement involves a release of cash,
and enlarges the demand for capital outlay beyond the
amount of current savings. And the deplement involves
an absorption of cash, and reduces the demand for capital
outlay below the amount of current savings. The former
is a source of inflation, the latter of deflation.

Speculators are not directly sensitive to changes in the
short-term rate of interest. They hope for relatively big
capital gains in a short space of time, compared with which

! No apology is necessary for introducing this word to ll & in the
language, the contrary of ™ supplement.” e
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the burden even of a very high rate of interest for a few
weeks is negligible. If therefore we suppose the short-
term rate of interest to be raised at a time of expanding
demand for commodities, when the resources of the invest-
ment market are being supplemented by bank advances to
speculators, the rise of the rate will not directly cause any
appreciable reduction in the speculative supplement, or in
the aggregate resources of the investment market. And-so
long as the investment market discharges its function of
equalising the inflow- and outflow of investible funds, the
amount of capital outlay will continue to be adjusted to the
resources of the market. Even if the rise in the short-
term rate of interest causes the postponement of flotations,
that will not be allowed to interfere with the equalising pro-
cess, - The postponement depends not on the short-term rate
of interest alone, but on the fall in the prices of securities in
sympathy with the rise in the short-term rate. If the
market, having undiminished resources, does not reguire
any postponement of capital outlay, the fall in the prices
of securities will not occur, and there will be little post-
ponement or even none.

There would then, it is true, be some tendency for pro-
moters to avoid temporary borrowing, and to resort to
increased sales of securities instead. Bank advances to
promoters, like bank advances to speculators, are outside
the market, and any reduction in them is a reduction in the
resources of the market, But the temporary borrowings
of promoters are likely to be governed rather by considera-
tions of prudence than by the charge for interest, and a
rise in that charge, when not associated with a fall in the
prices of securities, is a very minor item of expense.

For the promoter, as for the speculator, the principal
incentive to strain his resources by temporary borrowing is
in the prospect of profit. When general demand is high
and growing, there will be an inflationary supplement to
the resources of the investment market. If the growth of
this supplement is to be checked by a high Bank rate it will
not be through the deterrent effect upon the borrowings of
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speculators or promoters, but through the efiect on more
amenable forms of temporary borrowing, and the consequent
check to demand.

The amount of capital outlay depends partly upon the
amount of current savings, partly upon any absorption or
release of cash arising in the course of the flow of current
savings through the investment market into the hands of
those undertaking the capital outlay. The amount of
savings will be determined by the resources and the motives
of the recipients of incomes, and of those who have the
responsibility of distributing or reinvesting the profits of
business. The volume of savings may be affected by many
different causes, but over short periods the most powerful
cause is the state of profits. Most of the large and variable
or precarious incomes are derived from profits, and it is
from those incomes that the power and the motive for
saving are both greatest.

Thus an expansion of general demand enlarges the
resources of the investment market both by expanding
profits and savings and by holding out inducements to
promoters and speculators.

CAPITAL OUTLAY AND THE ACCELERATION PRINCIPLE

A considerable part of capital outlay is ordinarily under-
taken for the * widening ' of capital,? that is to say, for
extending the capacity of industries in response to a growth
of the demand for their products. If a contraction of
consumption demand as & whole is super-imposed on the
normal growth of demand for the product of each particular
industry, the result is to diminish the extensions of capacity
and very likely in some industries to suspend them
altogether.

Capital outlay is also incurred for what may be called
the " deepening *’ of capital, that is, an increase in the
amount of capital employed for a given output. The
deepening of capital is less dependent on the growth of

1 For a further discussion of the distinction betwoen the widening and

Pparticularly

the deopening of ital sos my Capilal and Employment,
cupmmwv.up y
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demand than the widening, for its purpose is a reduction
of costs which may still be advantageous when no increase
of output is called for, or even in an industry of which
the output is diminishing.

‘Nevertheless the practical application of the deepening
process does often involve a concurrent increase of output,
or at any rate is often most conveniently carried out along
with some extension of capacity. Consequently the fluc-
tuations of consumption demand do affect the deepening
as well as the widening of capital.*

The reaction of consumption demand upon capital
outlay has recently attracted attention among economists
under the name of the ‘“ acceleration principle,” as playing
an important part in the theory of the trade cycle.

For example, as I wrote many years ago, * it may be that
in a particular industry the output increases, taken over a
long period, at an average rate of 1 per cent. per annum,
and that the fixed capital requires renewal after twenty
years’ use. Then 5 per cent. of the capital requires renewal
each year, and the demand for new plant will be 6 per cent.
of the total amount of plant when the increase of 1 per cent.
is allowed for. But if there is an expansion of trade which
increases the output of this particular industry in a par-
ticular year by 4 per cent. instead of 1 per cent., the new
plant needed will be g per cent. of the existing plant or no
less than 50 per cent. more than the average; while if
during a depression the output falls off by 2 per cent.
instead of increasing by 1 per cent. the new plant needed
will be only 3 per cent. of the existing plant or half the
average.”?

The excess of capital outlay over replacements in any
industry thus tends to be proportional to the rafe of sncrease
of demang for the product of the industry. And when there
is a monetary expansion causing a substantial increase in
consumptiondemand all round, then, as soon as the existing
capital is fully employed, there will naturally be great

1See Professor G. Haberler's Prosperity and Depression, PP- 30 and

8o—g8.
'Goodaud Bad Trade, 1913, p. 207.
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pressure on the investment market to provide the means of
extending the capacity of all industries at the same time.
The same principle applies to the demand for new houses
and other durable instruments of consumption.

But it is not to be inferred that the expansion of capacity
will take place to the full extent desired. The equalising
function of the investment market will come into play to
limit the amount of capital outlay to the available resources.
And those resources will be composed of current savings
together with any inflationary supplement derived from
bank advances.

It is through the inflationary supplement that the
amount of capital outlay is expanded in response to the
acceleration principle. And that occurs because the
expansion of consumption demand offers, in the prospects
of increased profits, an inducement to speculators and
speculative investors as well as to promoters to
make a special effort to extend their operations. They
supplement their available cash with bank advances.

The inflationary supplement thus added to savings
becomes a source of additional income and so of additional
consumption demand. But it is not an originaling
cause of activity. It is a consequence of an increase of
activity which has already occurred and is in fact one
aspect of the vicious circle of inflation.

And the banks will not acquiesce in an unlimited expan-
sion of credit for this purpose. They may intervene in
two ways. In the first place they may directly discourage
borrowing for speculative purposes. They may be more
exacting in regard to the character of the security or in
the amount of margin required, and they may refuse to
lend altogether in some cases. So long as all the banks are
equally restrictive, no one bank will lose custom by this
attitude, and in face of a credit stringency the banks are
likely to take common if not concerted action.

Secondly, in the circumstances assumed the danger of
inflation would be met by a rise of Bank rate and so of
short-term rates of interest on advances generally.
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Though this would make no impression on the speculative
borrowers, the deterrent effect would be felt on commercial
borrowing ; the expansion of general demand would be
checked, and with it the source of the speculation would be
stopped.

General demand for all products is composed of consump-
tion demand, and the demand for capital goods. If the
demand for capital goods is determined by the prospective
profits in the industries in which the capital goods are to
be used, it follows that the fundamental factor is simply
consumption demand. It is an expansion of consumption
demand that gives rise to increased profits from the indus-
tries satisfying that demand; and thereby it stimulates
both those industries themselves and also the instrumental
industries which supply them with capital goods.

It may perhaps be said that the relation between the
consumption industries and the instrumental industries is
reciprocal. The demand for the products of either group
can be supplemented by the proceeds of bank advances or
by cash released from balances. Increased activity in
either group will induce increased activity in the other, for
the additional incomes generated by such activity will be
devoted partly to consumption and partly to savings
which will become available, through the medium of the
investment market, for capital outlay.

But, over and above these symmetrical relations, there
is a special characteristic of the instrumental industries in
that, as their ultimate purpose is to be the means of supply-
ing consumable goods, they are stimulated by an increased
demand for the latter. And if capital outlay is swollen
beyond current savings by an inflationary supplement,
that is usually the cause.

LONG-TERM AKD SHORT-TERM RATES OF INTEREST

In the foregoing pages I have been proceeding on the
assumption that the effect of the short-term rate of interest
on the prices of securities is limited to the gain or loss from
holding securities with borrowed money for the relatively
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short period for which the market would forecast the con-
tinuance of the existing short-term rate. From that
assumption follows the inference that the prices of securities
are only affected to the extent at most of two or three
points, and that the effect on the long-term rate of interest
is limited to a small fraction. That inference the statistical
material from 1844 to 1914 supports.

Mr. Keynes in Chapter 37 of his Treatise on Money
(pp. 352-63) contests any such calculation: ‘' One might
suppose,” he says, * that whilst it is reasonable that
long-term rates of interest should bear a definite relation
to the prospective short-term rates, quarter by quarter,
over the years to come, the contribution of the current
three-monthly period to this aggregate expectation should
be insignificant in amount. . . . It may, therefore, seem
illogical that the rate of interest fixed for a period of three
months should have any noticeable effect on.the terms
asked for loans of twenty years or more. In fact, however,
experience shows that, as a rule, the influence of the short-
term rate of interest on the long-term rate is much greater
than anyone who argued on the above lines would have
expected " (p. 353).

The experience he relies on is that of the years 1919-29
in England and America. But he is content to accept the
correlation disclosed between the long-term and short-term
rates, without ever considering whether it may be due
either to the long-term rate influencing the short-term rate,
or to both being influenced by a common cause. Espe-
cially must the latter possibility be taken into account in
a period which saw the reaction from the exceptionally
high rates of interest, both long-term and short-term,
which had been attained at the end of the war and during
the post-war inflation. We shall turn in the next chapter
to a further consideration of these years.

Meanwhile, so far as the years 1844-1914 are concerned,
Mr. Keynes explains that * for the period before {say)
1894 the extreme insensitiveness of Consols . . . disqualifies
it as an index of the price at which current long-term
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borrowing could be arranged.” * There was no year
between 1867 and 1894 in which the yield on the average
price of Consols varied more than 1s, 6d. per cent. from one
year to another.”

Of the years following the rise of Consols to par in 1880
it is undoubtedly true that the insensitiveness of the price
disqualifies it as an index, for the Government’s option of
repayment prevented the price from rising far above par.
But there is no reason for rejecting the price of Consols as
an index for earlier years, and statistics of railway deben-
tures show them to have been not less insensitive at that
time.® .

For the years 18808 the 2} per cent. annuities, to which
I have had recourse above, do not differ materially in their
fluctuations from the railway debentures.

Mz. Keynes deduces from the years 1919—29 the conclu-
sion that “ short-period fluctuations in Bank rate are four
times as wide as those in the yield on Consols (s.c. a 4 per
cent. fluctnation in the former corresponds to a 1 per cent.
fluctuation in the latter) ” (p. 355). And he produces the
following table for the years 1906-13 ** corrected for trend
and with the fluctuations of Bank rate damped down to a
quarter.”

Yield on

Bank rate Consols
1906 110 104
1907 113 .. 105
1908 100 100
1909 100 100
1910 104 102
1911 102 103
1912 103 104
1913 109 104

Here there are three years of high Bank rate, 1906, 1907
and 1913, showing respectively * damped down' per-
:lg;’p? t‘;ﬁ; el ded to read by Mr. R. A. Macdonald to
-] &8 a . . A
the Royal Shﬁsﬁmlpsp::iety Uoimpgr Mam‘l’xy 1912, pp. 376~9).
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centages of 10, 13 and g above the level of 1gog, while
for Consols they show percentages of 4, 5 and 4 only.
Since the former percentages before being damped down
would be 40, 52 and 36, one-tenth would give a better
correlation than a quarter.

The following is a similar calculation for Consols and
Bank rate in the years 191929, the period from which Mr, _
Keynes’s estimate of a ratio of one to four was derived :

Bank Rate
Actual Index Yield of
Index Damped Consols

down

1919 147'9 1120 1072
1920 1903 122-6 123-2
1921 1756 118-9 1209
1923 106-3 1016 1025
1923 100 100 100

1924 1150 103'7 101-9
1925 131-6 107°9 1030
1926 1437 110-9 1056
1927 1336 . 1084 1058
1928 129'3 1073 1037
1929 158-0 1145 1069

It looks as if the ratio of one to four was based on the years
immediately following the war, when both long-term and
short-term rates had been raised to exceptional levels, first
by the war and then by the post-war inflation. For the years
from 1924 to 1929 the ratio averages very nearly one to eight.
But in any case statistics of annual averages cannot
throw much light on the question. Conditions of activity,
with rising prices and high profits, send up both long-term
and short-term rates. To isolate the effects of changes in
Bank rate, it is necessary. to examine movements over
shorter periods, as has been done in the preceding chapter,
The upshot is to show that the effects of the short-term on
the long-term rate are very small, and to that extent to
confirm the theoretical calculation given above. -
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The Macmillan Committee stated that ‘‘ changes in the
level of bank rate affect the price and therefore the yield of
investment securities. In periods of low bank rate the
price of fixed-interest-bearing securities tends to rise and
their yield to fall. The supply of such securities is there-
‘fore gradually encouraged, because the cost of borrowing
is lower, whilst at the same time the demand for them is
increased once confidence has returned in any degree.
Long-term funds are thereby placed at the disposal of
Government and entrepreneurs and the process of real
capital formation is stimulated, with the result that a
general rise of prices is engendered.”* It is not clear on
. what grounds this statement is based. 1Is it anything more
than.a reflexion of the prevalent view of the average
stockbroker or City editor, who is accustomed to expect
an adjustment of 4 or } of a point in the price of Consols
whenever there is a change in Bank rate ? That is all that
our statistical investigations would support. The Com-
mittee seems to have made the assertion without consider-
ing the probable magnitude of the effect on the long-term
rate of interest, and unfortunately no Samuel Gumey
was there to correct their misconception (see above, pp.
146-7).

When it is argued that the effect of changes in the rate of
interest is much greater on the instrumental industries
than on the industries producing consumable goods, be-
cause the effect must be proportional to the time destined
to intervene between the operations of the industry and,
the sale to the consumer of the ultimate product to which
the operations contribute, there is again a confusion be-
tween long-term and short-term rates of interest. If the
change were n the long-term rate, the effect would be dis-
proportionately great on the instrumental industries, since
their ultimate consumable output is spread over the lives
of the instruments which are their immediate product.

If the rate interest were to rise from, say, 4 to 5 per cent.

1 Report of the Committee oa Finance and Industry, 193r. {Cmd,
3897), para. 48.
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for all terms, long and short, the additional cost to a trader
who holds goods in stock for three months would be }

per cent., whereas the present value of an instrument

with a life of thirty years, and rendering services worth
£10 a year, would be reduced from £173 to £154 or by II

per cent, But if the rise to 5 per cent. were only expected
to last for three months, the effect in the second case would

be precisely the same as in the first, } per cent. The time
for which some goods are expected to be held in stock may
be substantially less than the time for which the existing -
short-term rate of interest is expected to last. A rise in

the rate will not bear so heavily on such goods as on an

instrument. But in any case the pressure is slight, and if

we want to compare the relative effectiveness of Bank rate
operating through working capital and through instru-

mental capital, we must consider their responsiveness to

this slight pressure,

RELATIVE RESPONSIVENESS OF FIXED AND WORKING
CAPITAL TO BANK RATE

We have already seen how relatively subordinate is the
part played by the short-term rate of interest in the invest-
ment market. It has littie influence on the temporary
borrowing of speculators and promoters, or therefore on the
resources of the investment market. Ang as the market is
so organised as to adjust the volume of capital outlay to its
resources, the short-term rate of interest has but little
direct influence on capital outlay.

But even when great pressure is applied to the invest-
ment market, for example when the banks, finding it
insufficiently amenable to dear money, endeavour to cut
down advances to speculators and promoters by directly
restrictive decisions, the response of capital outlay is
bound to be tardy.

The promotion of an enterprise involving the raising and
installation of capital is a substantial undertaking and
involves much planning and preparation, first in the finan-
cial field, then in the technical. The preparatory stage,
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once it is in train, can only be suspended or prolonged at
some cost and inconvenience. If, on the other hand, the
preparatory stage has not started, the moment at which
the work of installation is to be entered upon, and financial
operations on a large scale become necessary, will still be
a long way ahead.

Moreover a capital installation usually involves a long
period of production, six months or a year or more. At any
moment a considerable proportion of the capital outlay
in progress is under contracts or commitments entered into
months or years before, and the part which has been
affected by a recent change in the conditions of the invest-
. ment market is correspondingly restricted.

It follows that even the effects of causes which do
predominantly determine the amount of capital outlay are
subject to a considerable time lag. The equalising function
of the investment market works tardily, and the adjust-
ment of capital outlay to the fluctuations in the resources
of the market over any short period is imperfect.

On the other hand when a trader borrows from his bank
in order to purchase goods, either for resale or for use in
manufacture, his outstanding indebtedness will depend on
the quantity he chooses to get delivered at a time. He will
not let his stock fall below the minimum which he judges
necessary to guard against its being depleted by unexpected
demands, but when the minimum is reached, and he has
to replenish the stock, he is free to buy a week’s supply ora
month’s or three months’. If he suddenly finds that he is
charged 8 per cent. for an overdraft instead of 4, he can
reduce the amount he has to pay in interest at very little
cost of inconvenience by obtaining the goods at shorter
intervals and in smaller quantities. That does not neces-
sarily mean buying smaller supplies; he can order the
goods far ahead, if he thinks the moment favourable for a
forward purchase, and can nevertheless stipulate for a
series of deliveries at short intervals, so that at no time
during the period over which his order extends will his
stock be inconveniently large.
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This is much the easiest way by which a trader can keep
down his floating indebtedness. He may have a reserve
of marketable securities, but if he sells them he must pay
commission, and must choose a favourable moment to sell.
In regulating his purchases of goods he is dealing with a
business in which he neither pays commission nor needs
outside advice, for he is himself an expert and a profes-
sional trader. In selling securities he needs the services
and the advice of a broker, and he must pay commission,
which, even though only a fraction of 1 per cent., is a
substantial offset to a saving of interest for a short pericd.

He may try to strengthen his cash out of current receipts,
restricting the distribution of profits and withholding the
surplus and any unappropriated depreciation allowance
from investment. But over a short period that is likely to
be a very limited amount, especially for a dealer in com-
modities with relatively little fixed capital.

A trader who happens to be on the point of undertaking
an extension of plant can postpone this, but that course
is subject to the disadvantages attaching to the postpone-
ment of any capital project. And when a trader has
obtained a bank advance for an extension of plant and has
gone too far for postponement, the most convenient way
of reducing that advance, at any subsequent moment
when it is still outstanding, is by postponing the acquisition
of goods for stock, even though that was not the original
purpose of the advance.

The effect of a rise in the interest charge for bank
advances on the purchase of goods by traders will be quick.
No preparatory period intervenes. From the very out-
set there will be some traders arranging purchases and
deciding the amount they will add to their stocks. The
effect begins at once, and, by the time the great majority
of traders have turned over their stocks at least once,
the effect will be completed.

Its operation may, it is true, be deferred for a time if
producers have an accumulation of orders already on hand.
They will be kept busy till the orders are worked through,
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and the traders who gave them will be bound by their
contracts to take delivery. This is an'important cause
retarding the restrictive effect of dear money at a time of -
great activity. But it affects the production of fixed
capital as well as that of consumable goods. The producers
of the former are quite as likely as those of the latter to find
their capacity strained at such a time.

And not only is capital outlay for these reasons less
sensitive to the changes in the short-term rate of interest,
but it offers a far narrower field for the influence of such
changes than the goods in various stages of manufacture
which are bought by traders. In any given interval of
time- the latter may be something like twenty times the
former, .

Thus many reasons combine to lead us to the conclusion
that the primary effect of Bank rate is not on capital outlay,
but on traders’ stocks of goods. A rise of Bank rate makes
traders * less disposed to buy and meore disposed to sell,”
and a fall has the contrary effect. In the latter case pro-
duction is stimulated, and the resulting increase in in-
comes generates an increase of demand; in the former
production declines, and income and demand are reduced.

‘This conclusion merely confirms the assumptions univer-
sally made in the early days of the Bank rate tradition,
when the working of Bank rate was thought of in terms of
bills, and bills were regarded as the means of financing
transactions in commodities. And it seems strange that
it is not invariably accepted at the present day. If it is
doubted and even rejected, the principal explanation seems
to be that the reasoning on which it was based has been
forgotten. Economists, called upon to explain why a
rise in Bank rate has deflationary efiects, have sometimes
supposed, like Wicksell, that the influence of Bank rate
must be looked for in its effect upon costs as a whole. On
discovering how minute that effect is, they have jumped to
the conclusion that the whole doctrine of the deterrent or
deflationary effect of Bank rate is a baseless superstition.
Others have penetrated further into the matter, and have
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at any rate considered the relation between temporary
borrowing and Stocks of commodities. Mr. Keynes dealt
with this aspect in his Trealtse on Money (Chapter 29, and
p. 363) and argued that the cost of interest on bank ad-
vances is so small in companson with carrying costs a.nd
with expectations of price changes, that it can be neglected.
Mr. Harrod (in The Trade Cycle, p. 122) and Mr. A. T. K,
Grant (in 4 Study of the Capital Market in Post-War
Britasn, pp, 26-30) take the same view. Mr. Grant even
perpetrates the surprising statement that “ the one thing
which is inflexible in the short run is the amount of working
capital required by the community.” As well might he
describe a cushion as inflexible, or the ink in a fountain pen
as unvarying, He regards the amount of working capital
as depending * on the rate at which goods are being taken
up by the final consumer in the case of consumption goods,
and by the final owner in the case of new capital goods,”
and has apparently forgotten that traders may delay re-
Plenishing their stocks?

Now there is no doubt that s» ceriain cases expectations
of price changes will far outweigh the influence of the rate
of interest. In fact whenever the price changes antici-
pated are so considerable as to provoke speculation, the
speculators in commodities are likely to be as indifferent
to the charge for interest on bank advances as speculators in
securities, :

But speculation in commeodities is confined to those the
supply of which cannot be readily adapted to fluctuations
in demand. It does not extend outside the range of
primary products except very occasionally, when a new
and unexpected demand springs up for some finished pro-
duct and for the time being surpasses the capacity of the
industry that supplies it. So far as primary products are
concerned, the same insensitiveness of supply to demand

11t i3 of course true that when traders restrict their purchases geveral
demand falls off, and owing to the decline of sales the reduction of stocis
of goods is lesy than they intond. But that coly makes the offect on
activity grealwr. It is in fact the principle of the vicious circle.
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that gives rise to big fluctuations of price makes productive
activity in any case unresponsive. ',

It may be mentioned that dealers in primary products
are not all speculators. The carrying of stocks of wheat or
cotton is itself a business. There tends in the most highly
organised markets to be a division of function between the
dealers who buy and sell forward, and those who actually hold
stocks of the commodity. The latter can eliminate the
risk of price changes by hedging, that is to say, by effecting
forward sales whenever they buy. They derive their profit
from the margin between spot and forward prices, and
from the turn between buying and selling prices, and this
bas to cover the cost of handling, transporting and storing
the commodity.

For some commodities the cost of storage is high. It
may be as much as 10 or even 15 per cent. per annum, of
their value, But even where the cost exceeds the charge
for interest, it is absurd to suppose that the latter is
negligible in comparison with the former. In any case
such high charges only apply to a few products, such as
wheat, cotton or hides, which are bulky in proportion to
value, or to perishable or fashionable goods which lose
value by keeping. The majority of finished products cost
relatively little to store, and, where accommodation does
not have to be hired, cost nothing.

Traders and industrialists when consulted as to their
practice in regard to holding and replenishing stocks of
commodities are apt to thrust the matter aside, and to say
that they never consider the charge for bank advances in
connection with it. But of course both aspects of the
business are in their eyes of very slight consequence and
make a very slight impression on their minds. If pressed,
they can usually be brought round to the admission that
what they have to pay in interest is not absolutely negligible.
Indeed in certain moods they are quite ready to make
vehement protests against a high charge on bank advances,
without any pressing or persuasion at all.

If it were a question not of interest but of a tax varying
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from 4 to 8 per cent. per annum on the holding of stocks of
goods, no economist would be put off for a moment by the
practical trader’s argument that it would have no effect on
business. And the practical traders’ argument itself
would probably be the direct contrary.

A high Bank rate is imposed as a deterrent upon short-
term borrowing. If a rate of, say, 6 per cent. were found to
be negligible, the rate could be raised indefinitely. No one
would regard a rate of 60 per cent. as negligible. Some rate
could undoubtedly be found far short of that which would
affect trading operations perceptibly. Few people would
deny the efficacy of 10 per cent. But whatever the critical
leyel is, as soon as the rate is high enough to call for the
trader’s consideration, the burden is bound to be felt in the
special region of working capital long before it is felt as an
item in costs as a whole. And with a little care and at very
slight inconvenience most traders can escape the greater part
or even the whole of the extra burden by keeping their
stocks of goods within narrower limits.

There is nothing to prevent Bank rate from being raised
to 10, 15 or 30 per cent., if business is insensitive to any
lower rate. The only reason why it has stopped short at

10 per cent. or less in the past is that business has in fact
responded.

MRr. KEYNES'S THEORY OF INTEREST

Mr. Keynes's theory of interest, in his General Theory of
Employmeni, Inlerest and Money, is a theory of the long-
term rate. Yet he makes the long-term rate depend on the
action of the monetary authorities. The theory is built
on the existence of idle balances, representing savings that
are withheld from active employment, that is to say, are
not devoted by the holders to any permanent income-
yielding use. The motive for so withholding them he
finds in uncertainty regarding the future long-term rate
of interest, and the consequent fear of a capital loss for
which even an actuarially equivalent hope of a capital gain
is insufficient compensation, He reasons that so long as the
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long-term rate of interest prevailing in the market is below:
what is regarded as a “ fairly safe rate,” this motive will
operate and there will be some idle balances of money in
addition to the active balances required for current transac-
tions.

Mr, Keynes concludes that the long-term rate of interest
and the amount of money available for the idle balances
are mutually related in such a way that either can be
regarded as a function of the other. The monetary authority
is in a position to determine the long-term rate of interest,
because it can decide what amount of money is to be
created, and therefore what surplus is to be available to
constitute the idle balances.

New money is issued ‘' by a relaxation of the conditions
of credit by the banking system, so as to induce someone to
sell the banks a debt or a bond in exchange for the new
cash;” (Gemeral Theory, p. 200.) He points out that,
even when currency is introduced in other ways, such as
the coining of gold or the printing of notes, this process of
credit relaxation will still become necessary to bring about
the requisite adjustments.

To employ the new cash in active balances, there must
be.an increase in incomes, and an increase in incomes must
be brought about by a fall in the long-term rate of interest,
to permit of which a part of the new cash must be placed
in idle balances. o

Mr. Keynes does not specifically say that the fall in the
rate of interest must be in the long-ferm rate. And more
than once he says that by the rate of interest he means the
complex of the various rates of interest current for debts
of different maturities (pp. 143 and 167). ““It is not
difficult,” he says, ** to re-state the argument so as to cover
this point " (p. 143). “ We can draw the line between
‘money’ and ‘debts’ at whatever point is most con-
venient for handling a particular problem.” A ** debt”
may be limited to money that cannot be recovered within
three months, * or we can substitute for ‘ three months ’
one month or three days or three hours or any other period ;
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or we can exclude from money whatever is not legal tender
on the spot ”* (p. 167).

But it is no# possible ‘' to restate the argument so as to
cover this point.” To explain the interest on a debt
maturing within three months or less as compensation for
the " risk of a loss being incurred in purchasing a long-
term debt " is self-contradictory. Mr. Keynes assumes
“as a rule . . . that money is co-extensive with bank
deposits,” and if, as we must surely suppose, the idle
balances are placed on time deposit, then money itself
earns interest, and at a rate depending on the short-term
rate,

When the banks “ induce someone to sell them a debt or
a bond,'" the debt may, it is true, be a short-term advance
and the inducement may be a low short-term rate of
interest. But this will not involve any increase in idle
balances ; in fact the fall in the short-term rate of interest
will actually make the holding of idle balances less
attractive.

Now the short-term rate of interest is determined by
the money market, which is entirely in the hands of the
banks. The central bank is in a position to dictate the
rate. On the other hand, the long-term rate is determined
by the investment market, in which the banks can only
intervene as competitors with the other buyers and sellers.
Their power of influencing the market is limited and
usually, though not invariably (see p. 265), slight.

It would be natural to infer that it is through their
power over the short-term rate that the banks would be
able to influence the creation of money. And that is the
way the Bank of England reasoned a hundred years ago.
Mr. Keynes, however, is precluded from following the
same path because he believes that borrowing for the hold-
ing of stocks of goods is wholly insensitive to the short-
term rate of interest. It follows that the short-term rate of

. interest can only affect activity through its influence-over
capital outlay, and that practically means through its
influence on the long-term rate.
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With his complete disbelief in the influence of the short-
term rate of interest on stocks of goods, Mr. Keynes com-
bines a naive faith in the influence of the long-term rate
on capital outlay. There is a determinate relation between
consumption and the consumers’ income as a whole, and
the consumers’ income can only expand so far as provision
exists for applying the excess over consumption to capital
outlay. If capital outlay is regulated by the long-term
rate of interest and the long-term rate of interest is deter-
mined by the amount of idle balances, then it is upon the
regulation of the idle balances that the consumers’ income
ultimately depends and with it the degree of economic
activity.

It follows that when the banks proceed to create money
by inducing people to sell debts or bonds, it is the effect
on the long-term rate of interest that matters. * If the
monetary authority were prepared to deal both ways on
specified terms in debts of all maturities, and even more so
if it were prepared to deal in debts of varying degrees of
risk, the relationship between the complex of rates of
interest and the quantity of money would be direct. The
complex of rates of interest would simply be an expression

. of the terms on which the banking system is prepared to
acquire or part with debts. . . . Perbaps a complex offer by
the central bank to buy and sell at stated prices gilt-edged
bonds of all maturities, in place of the single bank rate for
short-term bills, is the most important practical improve-
ment which can be made in the technique of monetary
management * (General Theory, pp. 205-6).

Mr. Keynes contemplates the central bank itself affecting
the rate of interest by buying and selling securities. But
according to his own theory that is not the way to do it.
The central bank by buying securities does, no doubt,
create new deposits, but they are deposits to the credit of
the commercial banks, not to the credit of individuals
with savings to dispose of. Unless the commercial banks
create new deposits to provide their customers with addi-
tional idle balances, the long-term rate of interest will not
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fall. Thus it is not the intervention of the central bank in
the investment market that raises the prices of securities,
but the further action taken by the commercial banks in
creating credit. It does not matter whether they buy
securities or make additional advances, provided the
additional idle balances come into existence. Nor does it
matter by what process the central bank creates credit ;
it need not buy securities, but might with equal effect
make additional advances or discounts or buy gold. = Simi-
larly, when activity has to be checked, the central bank
must contract its deposits and the commercial banks must
pass on the pressure to their customers by contracting their
deposits in turn. Neither need actually sell securities.

It may be said, perhaps, that if the banks increase or
decrease their advances instead of buying or selling
securities, there is no immediate effect on the prices of
securities, and the proceeds of the advances may go into
active balances and leave the idle balances unchanged.
But according to Mr. Keynes’s theory active balances will
only increase or decrease if the total of incomes increases or
decreases, and that will only occur if the long-term rate of
interest falls or rises.

What would be the function of Bank rate in this analysis?
The central bank has to induce the commercial banks to
expand or contract their deposits by itself expanding or
contracting their cash reserves. If it relies on purchases
or sales of securities to effect this object, it may find, as
the Bank of England found in 1839, that its operations are
counteracted by contrary movements of its discounts,
If it tries to force the commercial banks to contract credit
by selling securities, they may fill the gap in their cash by
getting bills rediscounted. In that case, if the central bank
is to fulfil its function as lender of last resort, it must have
recourse to some method of deterring borrowers. In other
words it must raise its discount rate.

The commercial banks can pass on the pressure to their
customers. So long as they can charge a sufficiently high
rate on their own advances and discounts, the high Bank
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. I
rate is no burden to them. The deterrent effect is felt,
if at all, by the customers who borrow from the banks.

The banks may sell securities. If so, that is simply a
part of the general tendency to sell securities under the
influence of dear money, a tendency which will depress the
prices of securities to the level at which the inducemerit to
sell is compensated, and will then stop. The rise in the
long-term rate of interest involved in this fall of the prices
of securities will not lead to any diminution of idle balances,
because the idle balances themselves will be earning a higher
rate of deposit interest.

The deflationary power of the rise of Bank rate will be
confined to the deterrent effect of the rise in the long-term
rate of interest on capital outlay. If the banks, by selling
securities, reduce active balances below the level corres-
ponding to the consumers’ income, their customers will
restore their active balances by obtaining additional
advances, ,

Surely the power of Bank rate so limited is negligible.
If this picture is a true one, the system of credit regulation
pursued for the past hundred years has been one long
practical joke. It has been founded on * psychological *
reactions which have had no basis in reality.

This presentation of the central bank’s regulation of
credit is based on two assumptions: that working capital
is insensitive to the short-term rate of interest, and that
capital outlay is sensitive to the long-term rate. Both
of these I have given reason to reject.

Mr. Keynes’s theory of the long-term rate is-based on the
principle that the growth of capital? will be pushed to the
point at which the “ marginal efficiency ” of capital is

~brought to approximate equality with the rate of interest.
The sausage theory of capital equates the marginal yield
of capital, in the sense of the cost-saving capacity of the
marginal or least remunerative instrument, to the rate of
interest ; it is an approximation to the truth, in that the

1 By the growth of capital I mean here what Mr. Keynes calls “ invest-
meat,” the aggregate increment of the equipment of entrepreneurs.
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.. . :

deepening of capital does have a tendency, vague and slow
though it be, to be adjusted to the limit of remunerativeness
set by the rate of interest. But Mr. Keynes’s marginal
efficiency is not the cost-saving capacity of the marginal
snstrument, but the expected profit-earning capacity of the
mdrginal emferprise, It is unnecessary to indicate the
theoretical objections to this usage,! but what we have to
take account of is the fact that, as marginal efficiency is
based on the expectation of profit-earning capacity, there
enters into it a psychological element, and a psychological
element which is essentially a forecast of the state of
demand.

Mr. Keynes's theory does not preclude these expectations
being modified by a credit policy which affects general
demand. His rejection of the influence of changes in the
short-term rate of interest on stocks of commodities is
expressly subject to the qualification: " unless these
changes create an expectation of changes in prices”
(Treatsss om Money, Vol. II, p. 363). In the language of
his later work, the General Theory, this might be described
as a modification of the marginal efficiency of capital.” Itis
to such changes of " current expectations as to the future
yield of capital goods  that Mr. Keynes attributes the
fluctuations of the trade cycle (Gemeral Theory, p. 315).
If we imagine a change in Bank rate to create an expecta-
tion of a change in prices, an increased or decreased demand
for stocks of commodities will also result, and so there will
be a corresponding increase or decrease of activity, inde-
pendent of the long-term rate of interest.

But this is not the only qualification to which Mr.
Keynes's scepticism of the sensitiveness of working capital
is subject, He also regards the '* fringe of unsatisfied
borrowers * as affording the banking system a means of
influencing investment in stocks of commodities indepen-
dently of mere changes in the short-term rate of interest
(Treatise on Money, Vol. II, p. 365). That is to say, the
banks can and do restrict credit by refusing to lend, instead

‘Seomyc‘opihl-dmpp. 18:1-6.
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of imposing a deterrent rate of interest, and they can induce
a creation of credit by relaxing their refusal.

Now I have suggested above (p. 61) that the reason
why a moderate Bank rate has often proved unexpectedly
effective as a deterrent is that it produces changes in
traders’ expectations, which reinforce its effects, and also
that a high Bank rate leads the commercial banks, not
merely to charge correspondingly high rates to their
customers, but to keep down the volume of - credit by
refusing to lend to the less eligible borrowers. If Bank
rate worked in no other way, these results would be
adequate by themselves to achieve the regulation of credit.

It seems to follow that Mr. Keynes’s rejection of the
traditional view of Bank rate is by no means so uncom-
promising as a superficial survey of the pronouncements on
the subject contained in his more recent works would
suggest. And I may add that his view of Bank rate does
not really depend on the theory of liquidity preference and
idle balances expounded in his General Theory of Employ-
ment, Interest and Money. All that that theory involves
is that the volume of credit should carry a load of idle
balances corresponding to the prevailing long-term rate of
interest. The quantity of currency and the quantity of
bank credit, to maintain full employment at a given level
of wages, must be adequate to provide the requisite active
balances after allowing for this load.

THE PROCEEDS OF L1QUIDATION OF WORKING CAPITAL

There still remains the question whether the idle balances
of Mr. Keynes's theory exist, or rather whether they exist
on a considerable enough scale to give significance to the
theory. .

We have referred above to the inflationary supplement
that may be added to the resources of the investment
market by bank advances to speculators and promoters.
But that does not exhaust the possibilities of an inflationary
supplement. People may contribute to the same result
by drawing on existing cash balances to buy securities,
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without obtaining any bank advances. And those who do
obtain bank advances will first use up their existing cash,
and will limit their borrowing to the remainder of what is
needed.

Idle balances in Mr. Keynes's sense will be a source of a
supplement when they decrease or of a deplement when
they increase. Like the speculator, the holder of an idle
balance is guided by a view as to the prices of securities ;
the view however is not as to the prices of any particular
securities but as to the long-term rate of interest, which
enters into the prices of all. He is not influenced by an
improvement in the prospect of profits and dividends as
such, but only by the rise in the long-term rate of interest
resulting from an increased marginal efficiency of capital
in which that improveiment of prospects would be reflected.

The idle balances are withheld from the purchase of
securities on account of the ' risk of a loss being incurred
in purchasing a long-term debt.” When I was writing
The Economic Problem in 1925, I took for granted that ' in
a community where there is social security, and where the
practice of investment is developed, nearly all the ?eople
who have a surplus of any considerable amount will invest
ell beyond a moderate working balance of money.”* In
doing so I was following the opinion then accepted both
among economists and among the public generally, and,
so far as I know, neither Mr. Keynes nor any one else has
furnished any evidence that the current savings in course of
being accumulated out ofdncome are to any considerable
extent held up in idle balances by the motive indicated.

Nevertheless there is a class of funds which would be
placed in securities in suitable conditions but would be
withheld if there were a serious risk of a loss through
capital depreciation, Reference has been made above
(p :59) to the proceeds of liquidation of working capital,
arising when demand is shrinking, and the goods traders
sell are replaced by smaller quantities at lower prices.
Money coming from that source is liable to be required

1Ths Economic Problem, p. 50.
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at short notick for an expansion of working capital as soon
as business revives, and the gain in interest from placing
it in securities for & short time may be easily wiped out by a
small capital depreciation.

The liquidation of working capital is one manifestation
of the vicious circle of deflation. It means that the orders
given to producers fall short of the amount of sales to
consumers, and that the shrinkage of economic activity is
greater than the shrinkage of demand. At the same time
the mere fact that for the moment demand is in excess of
the consumers’ income is an alleviation of the tendency
towards depression. If consumers maintained their cash -
balances unchanged, and rigidly limited their outlay to
their income, traders would find that they could not obtain
any cash resources from the liquidation of their working
capital. They could indeed get rid of redundant stocks by
selling them at lower retail prices, but they would not on
balance receive any additional cash. If some traders
received more cash, others would receive less. It is be-
cause consumers release cash that traders absorb cash.?

The release of cash by consumers is in fact an inflationary
supplement of general demand in mitigation of the assumed
predominant tendency to deflation. But the absorption
of cash by traders is a counteracting deflationary influence
or deplement. If traders, instead of absorbing the cash,
buy securities with it, so that it becomes available through
the investment market for capital outlay, they are no longer
undoing- the original release of cash by the consumers.
To that extent they are a channel for the release of cash
from the consumers to the investment market, a release
of cash which constitutes an inflationary supplement to
the resources of that market.

Thus, when at a time of depression the investment market
seems to be flooded with a superfluity of savings, it is not
to be inferred that current savings are in excess of capital
outlay, and that remunerative openings cannot be found

¥ It is of conrse possible, however, that one st of traders may accumu-
late idle cash by selling goods to another set of traders wha, failing to
resell the goods, have to incur increased bank advances,
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to employ them. Savings are supplemented by the proceeds
of liquidation of working capital, and it is the total thus
swollen that the investment market fails to employ. It
should be noted that Mr. Keynes, in expounding his doc-
trine, takes for granted that the market can always find a
use for whatever resources it may receive, so long as mar-
ginal efficiency does not fall (as it never has} to zero.
That is to say, subject to that condition, the investment
market never fails to apply to capital outlay any part of
the funds placed in it.

As at times of depression the liquidation of working
capital causes an accumulation of idle funds, so at times of
activity the need for increased working capital draws on
balances, and occasions an increase in bank advances.
And whereas in the former case a part of the idle funds will
be placed in the investment market either directly by
traders or by the banks which find their deposits growing
and their advances shrinking, so in the latter case there will
be sales of securities both by traders and by banks. At times
of depression the inflationary supplement derived by the
investment market from speculators shrinks and may turn
into a deplement, but this shrinkage is partly offset by the
entrance of a part of the proceeds of liquidation of working
capital into the market. At times of activity the infla-
tionary supplement derived from speculators is partly
offset by the sale of securities to provide increased working
capital. There is clear evidence that on the whole the
resources of the investment market are increased by
activity and diminished by depression. So far as British
statistics are concerned there is a tendency for external
investment to grow to a maximum at a time of activity
and to shrink again at a time of depression.

Mr. C. K. Hobson, in his Export of Capital, made esti-
mates of the net export of capital from the United Kingdom
year by year from 1870 to 1912. Maxima are revealed for
the years of activity 1872, 1881, 1890 and 1907. For xgo0
the figure is so far a maximum that it is higher than that
for any of the three preceding or four succeeding years.
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It is still low for a year of activity, but no doubt the
explanation is that the Government borrowing for the
South African War absorbed savings that would otherwise
have been available for external investment. Now
external investment is evidence of surplus resources in the
investment market. The need for investment at home is
likely to be met first, and only the residue to be placed
abroad. And the need for investment at home is likely to
be greater at a time of activity than at a time of depression.
Therefore we can infer that the resources entering the
investment market rise at times of activity and fall at
times of depression.

INFLUENCE OF THE LONG-TERM RATE OF INTEREST ON THE
SHORT-TERM RATE

Allusion has been made above (p. 185) to the long-term
rate influencing the short-term rate. That occurs because
the tworates are in competition with one another at vari-
ous points. The short-term lenders, mainly banks, invest
a part of their resources in long-term or funded securities,
and increase this part if they find difficulty in placing
short-ferm money at adequate rates. The short-term
borrowers have the alternative open to them of raising
additional capital on a long—term basis.

If the long-term rate is low relatively to the short-term
rate, and traders can get a favourable rate on time deposits,
they will tend to raise more permanent capital. They avoid
paying a high rate for bank advances, and suffer little loss
or actually make a gain on their idle cash. If the dis-
parity of rates is expected to last a long time, the effect
may be appreciable. But what the traders gain the banks
lose. They find their income from advances falling off,
their payments for interest on deposits increasing, and the
difference is made up by low-yielding investments. Sucha
state of things is unlikely to last ; the banks will reduce the
interest both on deposits and advances, snless the central
bank is enforcing a high rate. That it can do by restricting
its own advances and discounts and selling securities, so
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that it keeps the commercial banks short of cash. They
will then try to reduce their deposits, and will become sellers
of securities till deposits and advances are in due pro-
portion. A wide disparity of rates may still persist.

The substitution of the raising of permanent capital for
short-term borrowing is in any case likely to be so limited
and gradual that the effect on the creation of credit would
be small. But when the long-term rate of interest is high
relatively to the short-term rate, the contrary substitution
might be more considerable. It is easier to restrict or
postpone the raising of capital than to enlarge or hasten it.
Consequently there is likely to be an earlier and greater
pressure on the money market. Here again, however, the
central bank has the power to keep down the short-term
rate.

The reaction of the long-term on the short-term rate is
best understood as reinforcing the central bank’s efforts
to bring about either an expansion or a contraction of
credit. There is very little reason for regarding the long-
term rate as selismg a standard for the short-term rate, to
which on an average, after the elimination of fluctuations,
the latter must conform,



CHAPTER VII
THE RATE OF INTEREST AND THE PRICE LEVEL

THE “ ReEAL” RATE OF INTEREST

WE turn next to the experience of the post-war years.
It was suggested above (p. 163—4) that the main influence
affecting the price of Consols from the end of the war on-
wards was to be found in the prospects of the currency.
Even during the war that may have been a contributory
cause of the rising yield of Government securities, though
the imperative need to collect all available resources for
the war in any case required a yield that would look attrac-
tive in comparison with other openings for investment.
At the time of the Armistice Consols rose to a price which
made the yield only 4 per cent. But Consols still retained a
special prestige conferring an artificially high price in
comparison with other Government securities. The 5 per
cent. War Loan did not rise to par.

The pound was at that time still pegged to the dollar
at a rate of 4-76}, and the gold market was completely in
abeyance. Under those conditions the only visible form
inflation took was a rise of commodity prices.

But at the end of March, 1919, the pound ceased to be
pegged on the dollar, the rate of exchange became free
to vary, and the export of gold was prohibited. Depre-
ciation relative both to the dollar and to gold became
possible and measurable.

We have seen how the prices of fixed-interest securities
rise in times of depression and fall in times of activity.
In times of activity expanding demand and rising prices
of commodities offer more profitable opportunities for
the widening of capital, and the competition of these
opportunities withdraws money from fixed-interest securi-
ties and depresses their prices. In times of depression the
opportunities for the widening of capital are diminished.

208
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This tendency is by no means counteracted by the falling
off of current savings at a time of depression (even if we
leave out of account the appearance of the proceeds of
liquidation of working capital seeking investment). For
a shortage of savings only excludes from exploitation a
portion of the openings, and those that are left are subject
to the full influence of the depression.

And similarly at a time of activity the effect of expanding
demand and rising prices is to make the whole range of
investment projects more attractive. No possible increase
in savings could counteract this effect, unless an actnal
glut of capital were in any case imminent.

Professor Irving Fisher, elaborating Marshall's doctrine,
has expounded the relation which holds between the rate
of interest and changing purchasing power of the monetary
unit, or, in other words, a moving price level. If the
change in purchasing power is not foreseen, and the market
rate of interest consequently not affected by it, the true
gain to the creditor, the * real '’ rate of interest, as Pro-
fessor Fisher calls it, is compounded of the market rate
and a coefficient representing the rate of change of the
price level. If in a given interval of time the rate of
interest is » per unit, {(i.e. 100 r per cent.) and prices are
rising by a fraction $ per unit, the creditor receives X + ¢

I 73 in te.ms of goods.

- times his loan in money, but only

Or if prices fall at the rate of per umt the creditor receives
1 -l- r
I-p
than his interest. The "‘real™ rate of interest in the

former case is 'x_::andmthelatterx +p

If the change of purchasing power is foreseen, there will
be a tendency to correct this divergence from the intended
rate of interest, and to charge a rate of interest which will
]ust compensate the change in prices. If, when prices are
rising, the creditor is to receive I + r times his loan in
terms of goods, the rate of interest would have to be

times his loan in terms of goods and gains more
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(x+7) (1 + p) —10r7r + p + rp. Similarly when prices
are falling it would have tober — p — rp.

PrICES AND FORWARD QUOTATIONS

Now it is quite impossible for the market to foresee a
change in the price level even over a period of a few months
with any approach to exactitude. But conditions do arise
in which the expectation of such a change has a quite
definite and even measurable effect on the market.

In the case of any one commodity an expectation of a
change of price may be disclosed by quotations in a for-
ward market. But in the case of a commodity of which a
stock is held there is a limit to the divergence between the
present or spot price and the forward price. For people
will not sell on the spot at a price lower than the price for
forward sales by more than the margin which would cover
the cost of holding the goods in stock for the interval. If
the cost of storing wheat is equivalent to x0 per cent. of
its value per annum, and the short-term rate of interest is
5 per cent., the price three months forward cannot exceed
the price for immediate delivery by more than 3§ per cent.
(15, per cent. for a quarter of a year). An expected fall of
price is not so precisely limited. If for example big crops
are anticipated and a consequent fall of the price of wheat,
holders of the existing stocks will sell them off at the
prevailing relatively favourable price. If the stocks are
sufficient, these sales will depress the spot price, and may
even bring it down below the low future price, because the
sellers are escaping the cost of storage and interest. But
the available supply may not be adequate to anticipate
Plenty to this extent, and, if so, the spot price may remain
for a time substantially above the future price.

Wheat is a commodity which illustrates in a peculiar
manner the relations between spot and forward prices;
it is a seasonal product of which large stocks have to be
held ; its price is subject to large variations, depending on
crop conditions which can be to some extent foreseen ; and,
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as it is very bulky in proportion to its value, the cost of
storing it is high.

The behaviour of many other primary products is similar.
But that of manufactured products is in some important
respects different. A manufactured product is not sea-
sonal, but is produced continuously, as the market may
require. The conditions of supply being more or less fixed,
the variations of price are mainly attributed to variations
in demand. Manufactured goods are for the most part
much less bulky in proportion to value than primary
products, and are correspondingly less costly to store
(though some are subject to the risk of changes of fashion
or taste).

Variations in demand for finished products are difficult
to foresee. Sometimes some new circumstance likely to
affect demand for & product is definitely known before-
hand. More often an anticipation of a rise or fall of price
is due simply to the belief that an existing tendency for
demand to increase or decrease will continue.

Apart from any anticipation of a rise of price, an existing
expansion of demand brings about increased orders to
producers. Not only are traders’ stocks exhausted more
quickly, so that the orders for their replenishment are
hastened, but as greater sales require greater stocks, orders
are given for greater quantities. Increased orders lead
the producers to ask higher prices. If they have already
been fully employed, the demand is more than they can
supply ; if they have been under-employed, they have
probably for that reason been content with prices and
profits below normal. In either alternative increased
business means a rise of price.

If, as is very probable, the purchasing traders are led by
the growing activity of the producers to expect a rise of
price, they will give furiher orders, in excess of those re-
quired by their stocks on the basis of actual current sales,
in order to take advantage of the market while the priee is
still low. In effect the traders will be acquiring an addi-
tional stock by way of speculation. This will force up the
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present or spot price, and will continue to do so till the
speculative advantage has been eliminated. And that will
occur when the difference between the spot price and the
future price is no more than equal to the cost, for storage,
interest, etc., of holding the speculative stocks for the
~ interval of time that is expected to pass before the antici-
pated price is reached.

THE PosT-WAR INFLATION, 1919—20

In the post-war inflation that set in in 1919 it was the
demand not merely for one commodity but for all that was
expanding. And traders were aware not only of the fact
of expansion but of its cause. Owing to the strain of war
finance paper currency and bank credit were being manu-
factured and were swelling the purchasing power of the
public. In every trade people anticipated a further ex-
pansion of demand and a further rise of price. And traders
proceeded accordingly to order additional supplies of goods
with a view to adding to their stocks before the rise of price
materialised.

To pay for these additional supplies of goods, they had to
obtain bank advances. First the producers borrowed to
pay the costs of production, then the purchasers borrowed
to pay the price to the producers. Thus money in the form
of a bank credit was created, and additional demand was
generated. The vicious circle of inflation revolved merrily.
Prices were rising at the rate of 3 to 4 per cent. 2 month,
The forward buyer or the trader who bought commodities
with borrowed money made an extra profit at that rate.
It appeared to be worth while to borrow at any rate of
interest not exceeding the expected rate of the rise of prices.

Expectations were founded partly on a mere presumption
that the near future would resemble the immediate past,
partly on a reasoned calculation that the Government
could not avoid creating more and more money. But such
calculations had to be heavily discounted for the interven-
tion of chance and for the efforts the Government would
undoubtedly make to escape from its difficulties.
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Bank rate was put up to 6 per cent. in November, 1919,
and to 7in April, 1920. The predominant rate for advances
and overdrafts was perhaps I per cent. higher. Even
8 per cent. seems moderate in comparison with the rate at
which prices had been rising. But in combination with
unmistakable signs that the Government meant to emerge
from its financial embarrassments, and that the Govern-
ment and the Bank between them would insist on regaining
control of the monetary situation, the rise of Bank rate
sufficed to break the vicious circle That was because
there was a change in expectations. Up to that moment
the expected * real ” rate of interest in Professor Irving
Fisher’s sense had probably been below zero, that is to say
the anticipated rise of prices had been more than sufficient
to offset the cost of interest at the market rate. But it is

'not to be assumed that the anticipated rate of rise of prices

was equal at any stage to the actual rate, either to that
which had been experienced in the immediate past or to
that which was destined to follow in the near future. Any
expectation had to be liberally discounted for the uncer-
tainty of the situation.

Professor Fisher in his Purchasing Power of Money held
that the fluctuations of the trade cycle were due to the
adjustment of the market rate of interest to the real rate
being incomplete. When prices were rising, the market
rate rose, but not high enough to make the real rate normal ;
when prices were falling, it fell, but not low enough The
book appeared in 1911, and the theory envisaged the trade
cycle as it had been experienced up to that time. Never-
theless the difference between the conditions of 1919 and
those of 1906 or 1899 was no more than one of degree,
except that in 1919 the expectation of a continued rise of
Pprices was reinforced by the palpable effects of an inflation-
ary monetary paolicy.

Professor Fisher, perhaps, laid too much stress on the
tendency to overlook the effect of rising or falling prices
when determining the rate of interest. For Bank rate was
settled by a method of trial and error, which allowed
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automatically for all the factors at work. The delay in
adjusting it, to which Professor Fisher quite rightly attri-
butes the fluctuations, was really due to the practice of
using the Bank of England’s reserve as a criterion. The
reserve responded very tardily to an expansive or contrac-
tive movement, so that there were long periods in which
the Bank acquiesced in such movements without attempt-
ing to counteract them. But when it did resort to the
rate of interest as a corrective, the Bank simply went on
raising or lowering the rate till the desired effect followed.
If in raising the rate it stopped short at # per cent. or ¢
per cent., that was because the market responded.

When the forward price of a commodity falls below the
spot price, that is because an increased supply is foreseen,
and the existing stocks are not sufficient to permit of the

‘increased supply being anticipated. -When a currency
is depreciating, an increased future supply is similarly
foreseen, and traders seek to anticipate the future increase
by borrowing from the banks. If the monetary authorities
refuse to allow the banks to have sufficient cash reserves to
enable them to satisfy the borrowers’ demands, the effect
is seen in a rise in the short-term rate of interest. The
additional interest is really simply the difference between
the spot and forward value of money in terms of commo-
dities. If the additional interest were not charged, enough
additional money would be created through bank advances
to anticipate the future supply and the corresponding
depreciation.

EFrFEcT OF CHANGING PRICE LEVEL ON THE LONG-TERM
RATE oF INTEREST

The effect of a rising or falling price level on the short-
term rate of interest is clear, The effect on the long-term
rate, though in some respects more obscure, is stillimportant.

We have already seen how an expansion of general
demand, even if accompanied by no actual rise of prices,
stimulates the widening and even also the deepening of
capital, and how the long-term rate of interest will be raised
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to maintain equilibrium in the investment market. It is
almost certain that such an expansion of general demand
will be accompanied by a rise of prices, which will accen-
tuate the tendency by making projects for extending capa-
city and increasing output still more profitable.

The rise of prices may however be temporary. If
consumption demand outstrips the capacity of the indus-
tries supplying it, the prices of consumable goods rise, and
the pressure for the supply of plant to extend the capacity
of the consumption industries at the same time causes a
rise in the prices of the products of the instrumental
industries. During this process, with a given level of
wages, full employment requires a relatively higher price
level, and, when the extension of capacity of the consump-
tion industries is completed, the transfer of productive
resources should be: associated with a fall 'in the price
level. For the increased output of consumable goods
permits a replenishment of stocks and a reduction of
prices to the consumer, And the instrumental industries
revert to the level of activity corresponding to the supply of
no more than normal growth and replacement of capital,
and so there also the high prices subside.

In practice this process was complicated by monetary
regulation. The original shortage of capacity in the con-
sumption industries was ordinarily the result of under-
employment in a period of depression. The expansion of
demand was the sign of revival. In the early stages of
revival there would still be surplus capacity in the con-
sumption industries, but a stage would be reached at
which the effects of the low level of capital outlay in the
preceding years would be feit, and there would be pressure
on the instrumental industries to overtake arrears. But
even after full employment was attained, there would be no
finality, so long as the monetary expansion continued.
Even if wages remained unchanged, demand would ga on
expanding. Profits are a source of demand as well® as
wages ; they are a source of consumption demand as well
as of savings. When a monetary expansion goes ahead
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of wages, there are excess profits, and savings absorb a
larger proportion than usual of the consumers’ income.
But under those conditions savings will not be held idle ;
an active investment market will apply them rapidly to
capital outlay. When arrears of widening are overtaken,
not only will technological progress provide new openings
for deepening, but new industries will be instituted and
developed. Moreover rising prices and excess profits soon
bring rising wages, tending to restore profits, savings and
consumption to their normal proportions.

What brings the-expansive process to an end is the
monetary limit. In the century up to 1914 it was the state
of the gold reserve. In 1919 the monetary system had
been cut loose from the gold reserve. The result was that
whereas in previous periods of activity the rise in the price
level, the excess profits and the pressure of capital outlay
were regarded as temporary, in 1919 people were contem-
plating the possibility of a permanent change in the price
level. Those who bought or sold Consols were compelled
to look forward to the price level not merely a few months
but many years ahead. There might be a loss of real
income which no change in the phases of industrial activity
"would rectify. It was that risk that brought Consols down
to 44 and the 5 per cent. War Loan to 82 at the end of 1920.

In xg92x1 deflation of the currency brought recovery in
securities, Vet the long-term rate of interest remained
far above the pre-war level. The yield on Consols did not
again fall to 4 per cent. till 1932 ; the yield on other Govern-
ment securities oscillated about 43 per cent.

That this should have been so despite the continuance of
trade depression and unemployment is surprising. It is
tempting to attribute it to the unprecedented association
of trade depression with dear money for the greater part of
the period. But at the outset in 1922-3, when money
was cheap and the revival from a state of acute depression
was beginning, Consols never rose above 60.

The explanation is, I think, that the enormous war
borrowings of the Government had upset the balance in
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the market between Government securities and all other
forms of investment. It had been necessary to attract into
Government securities the main body of savings. Up to
1914 Government securities had been sought mainly as a
reserve investment, readily marketable and well adapted
as collateral for bank advances, Once this essential
reserve had been provided, the investor turned to securities
of higher yield, relying on his own judgment or on expert
advice to select them without any serious sacrifice of
safety, though possibly at some sacrifice of marketability.

The exigencies of war led the Government to offer a
yield which obliterated all these nice distinctions. Any
one could obtain security, marketability and a high yield,
combined, without any expert advice or exercise of judg-
ment. And after the war, when securities with these
characteristics amounted to thousands of millions of
pounds, their scarcity value had been destroyed, and they
still had to meet rival investments on more nearly equal
terms in respect of yield.

Mr, Keynes has déscribed the rate of interest asa * highly
conventional phenomenon.” He meant that lenders do
not easily change their minds as to what is a reasonable or a
** fairly safe "’ rate. That the rate is highly conventional is
I think quite true, but the convention exists as much in the
minds of borrowers as in those of lenders. As has been
indicated above (p. 171), the sausage theory of capital, the
idea of a clear-cut marginal yield of capital corresponding
closely to the market long-term rate of interest, is a delusion.
The relation of yield to the market rate of interest is vague
and approximate. Industrialists accept the market rate
of interest as an external fact to be reckoned with in their
calculations of costs, but their expectation of profit is
subject to so wide a margin of uncertainty that consider-
able variations in the rate of interest make very little
impression upon it. The practical effect of a rise or fall in
the prices of securities is felt in the hastening or postpone-
ment of enterprises, and promoters’ judgment as to
whether the investment market is favourable or unfavour-
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able depends very much on whether the prevailing yield
of securities is below or above a rate which is for the time
being conventionally regarded as normal. So long as 4%
per cent, wasregarded as a normal yield, a fractionally lower
yield was favourable to flotations. The revival of economic
activity which took place between 1921 and the re-establish-
ment of the gold standard in 1925 does not seem to have
been hampered at all by the continuance of a rate near this
level. House building, which is especially susceptible to
the long-term rate of interest, was, it is true, assisted during
this period by Government subsidies, and it is possible that,
without those subsidies, the deterrent effect of 44 per cent.
might have been felt in a shrinkage of that form of capital
outlay. We cannot be sure that the other openings for
remunerative capital outlay would have been sufficient to
use up the available resources of the investment market.
If so, the pressure on the market would have brought about a
fall in the rate of interest notwithstanding any convention,
and we arrive at the paradoxical conclusion that the subsidy
kept the rate of interest up.

The aggravation of depression in 1930 brought cheap
money, and Government securities rose. But their yield
at its lowest still femained in the neighbourhood of 4}
per cent. Consols at 60} in June, 1931, counted as high.

There then supervened the financial crisis. Consols fell
to 564 at the beginning of September, 1931. The currency
had once more entered into people’s calculations. The
suspension of the gold standard brought Censols down to
49} and 5 per cent. War Loan to go}. After some fluctua-
tions Consols were still as low as 51 in December, 1931I.

In 1932 on the other hand people awoke to the fact that
the currency was no longer being maintained at a pre-
cariously high level. The pound sterling was being valued
in a free market, and the pressure which had been threaten-
ing to depreciate it was no longer to be feared.

At the same time the devastating effect of the depression
on industrial investment was acutely felt. The outlets for
enterprise had never been so dead. A flood of investment
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was turned towards Government securities and their yield
fell, The skilful and courageous conversion of the 5 per
cent. War Loan in the summer of 1932 anticipated an
adjustment of the yield to 34 per cent. The conversion
itself helped to realise the expectation. And soon the yield
fell lower still, In January, 1935, Consols actually touched
94, the highest price since the reduction of the interest to
2} per cent. in 1903.

A contributory cause of this rise was the liquidation of
working capital, resulting in an increase of bank deposits
and a decrease of bank advances, The banks filled the gap
by buying Government securities and the clearing banks’
holding of investments rose from £296 millions in Decem-
ber, 1931, to £594 millions in December, 1934.

But another cause of the rise is to be found in the
foreign money taking refuge from countries whose currency
units were still being maintained at an impossible gold
parity at the cost of intolerable efforts. Here again was
the monetary cause at work.

At the same time it is worthy of note that the subsidies for
house-building by private enterprise practically ceased after
1929. The transition to a very low long-term rate was
accompanied by a great expansion in the volume of house
building by private enterprise, without subsidy. The
course of events was not inconsistent with the supposition
that the subsidy had kept up the rate of interest.

A scrutiny of the prices of Government securities of
different maturities in January, 1935, discloses the fact
that the low yield was especially characteristic of those
maturing in a period of a few years. Thus 4} per cent.
Conversion stock which the Government had the option of
repaying in 1940 stood at xx33 and yielded less than 2 per
cent.; 5 per cent. Conversion Stock which could be repaid
in 1944 was at 124, and yielded less than 2} per cent. The
3 per cent. Conversion Stock which could not be repaid
before 1948 was at 107} and yielded nearly 2§ per cent.

At the same time the longer-dated stocks yielded 2}
per cent, or more. The 3} per cent. Conversion Stock,
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which could be repaid in 1961 was at 112§ (or nz& ex
dividend) and yielded 285 per cent.

If, taking the 5 per cent., Conversion Stock as a test,
we assume the appropriate yield for a nine-year sécurity
to have been 2} per cent., then for that period a 3} per
cent. stock would yield surplus interest to the amount of
1} per cent. The present value of the surplus interest for
nine years would very nearly account for the whole pre-
mium on the 3} per cent. Conversion stock. That is to
say, there was practically no more surplus interest to be
allowed for after nine years, and the market quotations
may be interpreted as implying that a 3} per cent. security
would be little above par at the end of that time. Such
a calculation cannot be regarded as exactly reliable, but
we need not hesitate to say that the high prices of Govern-
ment securities were mainly based upon an assumed low
yield for a moderate term of years, followed by a yield little
if at all below 3} per cent. thereafter. And that goes to
confirm the view that the high prices were due to a demand
for medium-term bonds, which were a suitable investment
for banks, for surplus working capital or for refugee
money. There were few medium-term gilt-edged bonds
in.the market at the time. But Treasury bills were being
discounted at } per cent,, and the 2} per cent. Treasury
bonds maturing in February, 1937, and therefore having
about two years to run, were quoted at 104} and yielded
less than 4 per cent.

In the contrary case where long-term securities are
quoted at low prices, because there is fear of loss through
depreciation of the currency, doubtless the effect is primarily
felt on the first few years of a security’s life. The fear of
depreciation however may extend over a relatively long
period. Professor Irving Fisher compares the relative
yields of rupee loans and sterling loans of the Government of
India in the period from 1865 to 1906 (Theory of Interest,
PP. 403-7). The former were (till 1893) regarded as silver
obligations and the latter as gold obligations, and people’s
views of the future value of silver in relation to gold might
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well take into account a cc‘ms:derable period of years.
Imphcxt in any such foreca.st is an opinion respecting the
price level. If in 1890 peoplé required a yield of 4 per cent.
on an Indian Government rupee obligation when they
were content with 3 per cent. on a sterling obligation of the
same Government, one or other of these rates, if not both,
must be regarded as allowing for the prospect of a change in
the relalive purchasing power of rupees and pounds,

Investors and traders, however, do not think in terms
of price index numbers ; they cannot be supposed to intro-
duce estimates of purchasing power in general into their
calculations. By what process then did they arrive at the
difference they made between rupee and sterling securities?

We may suppose that any one who sought an investment
in India would compare the yield of rupee securities with
the profits of trade and industry in India, whereas any one
who sought an investment in England would compare the
yield of sterling securities with the profits of trade and
industry in England, The discrepancy arose because at the
time trade and industry were relatively much less profitable
in England than in India, and this difference was directly
attributable to the depreciation of the rupee relative to the
pound which gave the Indian producers the prospect of
prices rising relatively to English prices.

This effect did not depend on the corresponding change in
wages lagging behind the change in prices. Even if wages
and prices both moved exactly with the rate of exchange,
there was still the prospect of the profit of an Indian busi-
ness reckoned in rupees rising relatively to the correspond-
ing profit of an English business reckoned in pounds.
The lag of wages would confer a further increase of profit
on the Indian producer and inflict a diminution of profit on
the English producer, and this effect might, in virtue of
the trader’s customary empiricism, accentuate the differ-
ence between rupee yields and sterling yields.

THE " NATURAL " RATE OF INTEREST -

Writing in 1913, in my Good end Bad ITrads (p. 66)
I made a distinction between the “ natural rate” of



222 A CENTURY OF BANK RATE

interest, representing ‘‘ the actual labour-saving value of
capital at the level of capitalisation reached by industry,”
and the “ profit rate,” which * diverges from the natural
rate according to the tendency of prices "’ and ‘‘ represents
the true profits of business prevailing for the time being.”
Though expressed on that occasion in terms of the sausage
theory of capital, and without regard to the difference
between profit and interest, the distinction is a real one.
But it requires gualification in that there is no determinate
“ natural rate ”’ of short-term interest.

Even in the case of the long-term rate the natural rate
is largely governed by conventicn, and only loosely related
to the wide range of yields among which the ‘* margin ” is
distributed. Baut in the case of the stocks of commodities,
which form the greater part and the readily variable part
of working capital, the only ‘“ labour saving value " is in
the gain of convenience in buying a suitable quantity at a
time. That is not determined by * the level of capitalisa-
tion reached by industry,” but can be varied within wide
limits in a short time without any considerable change in
the level of capitalisation generally, If the long-term rate
of interest 'were steady at 4 per cent. and the short-term
rate varied between 2 and 10, both might be in equilibsium
with the natural rate. The steady long-term rate might
represent (as nearly as may be) the labour-saving value of
the capital actually in use, and the buying convenience of
working capital might be rapidly adjusted to the variable
short-term rate. But though there is no natural short-term
rate of interest, it is still true that the short-term rate
reflects any expectation of a rise or fall of the price level.
And in estimating the effect of any given Bank rate, allow-
ance must be made for the existence of any such expecta-
tion. At a time of rising prices an apparently high rate
will count aslow. Then, when the rate has been raised high
enough, and the rise of prices has been stopped, as soon as
the expectation has been dispelled and has given place to
an expectation of falling prices, an apparently low Bank
rate will count as high.



CHAPTER VIII
LATER REFERENCES TO THE TRADITION

Bonamy PrICE AND HENRY GIBBS

THE original adoption of Bank rate as an instrument of
monetary regulation was founded on theoretical reasoning.
But the practical application of it evolved in the nine-
teenth century was empirical. Starting from the postulate
that a rise in the rate of discount must be a deterrent on
the creation of credit, the Bank raised the rate whenever its
reserve seemed insufficient, and went on raising it step by
step till the desired effect was produced. When the
reserve began to increase, the Bank lowered the rate step
by step, and, if the reserve continued to rise, brought it
down to the minimum of 2 per cent. and kept it there.

People did not ask why or how the effects of the discount
rate were transmitted through the complex credit machine
to the actual decisions of the traders, by which the amount
of borrowing was determined. The explanations offered
often implied an exaggerated idea of the effect of the charges
for temporary borrowing on the trader’s position. Wit-
nesses at the Parliamentary inquiries of 1848 and 1858
were found to say that a 10 per cent. rate of discount made
business impossible or would ruin the trader.

Professor Bonamy Price appended to his book, Praciscal
Political Ecomomy, a correspondence that had passed in
1877-8 between him and Heanry Gibbs (a former Governor
of the Bank of England, afterwards Lord Aldenham)
on the subject of the Bank’s policy and practice. * The
grand formula,” Price wrote, ““is this: gold has gone
away, up with the rate : gold has come in, down withit. I
repudiate that formula absolutely ; and I think its conse-
quences—not to the bankers who profit by it, but to the
whole trading community—to be very mlschxevous
(p. 505).

Gibbs retorted : ** What ruin can be produced by a rise
in the rate of discount ? If you should think it could, you

223
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'
would show that you mistook one of the effects for the cause.
Calculate the debit entry to a man’s Interest and Discount
account on a loan of £50,000 for-a month at 5 per cent.
beyond what he had calculated on, and then bring me the
man who has been ‘ ruined ’ by a loss (if one may call it a
loss) of £200 on a transaction of {50,000 "’ {p. 515).

Price stuck to his point, and quoted traders as saying
“with even passion, that these rises are acutely felt,
perplex traders, inflict severe losses by the largely increased
sums paid for accommodation necessary and reckoned
upon, and frequently turn legitimate enterprises into
positive losses ”’ (p. 526). Gibbs contended in reply that
the trader who failed ** fell a victim to the prevalent vice
of over-trading—his goods were unsaleable, both those
which he held on speculation and those he received on con-
signment ”* (p. 536). Price merely replied, ' You scoff
at loss,” but added : ** By the way, all admiration be given
to you for that magnificent expression ‘ holding goods.’
There you are in the very realities of banking.”

Unfortunately they did not carry their discussion of this
point further. Gibbs was undoubtedly right in main-
taining that the direct loss inflicted on the trader was very
slight. An unforeseen rise in the rate of discount might
wipe out the profit on a particular transaction, for the
margin of profit was sometimes very. narrow. But that
in itself could hardly be an embarrassment to the trader.

Why then did traders protest * with even passion”
against dear money ? The key to the puzzle was to be found
in * the magnificent expression ‘ holding goods . If the
banks raised their charges for ‘* holding goods,” traders
became, as G. W. Norman said in 1840, less disposed to
buy and more disposed to sell. It wasnot on the trader
who paid the increased charges that the trouble fell, but
on the trader from whom he would otherwise have bought
goods,

BAGEROT ON BANK RATE

Bagehot recognised the deflationary effect of 2 high Bank

rate. “ The rise in the rate of discount,” he wrote, echoing
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Horsley Palmer, ** acts immediately on the trade of this
country. Prices fall here; in consequence imports are
diminished, exports are increased, and therefore there is
more likelihood of a balance in bullion coming to this
country after the rise in the rate than there was before *
(Lombard Street, p. 47). In his chapter on * Why Lombard
Street is often very dull and sometimes extremely excited,”
he explained the operation of the vicious circle of depression
or activity. He then proceeded to quote Macaulay on the
South Sea Bubble, and to refer to the speculative manias
of 1825 and 1866, but pointed out that, ** so long as the
savings remain in possession of their owners, these hazar-
dous gamblings in speculative undertakings are almost the
whole effect of an excess of accumulation over tested
investment, Little effect is produced on the general trade
of the country.”

* But,"” he went on, “ when these savings come to be
lodged in the hands of bankers, a much wider result is
produced. Bankers are close to mercantile life ; they are
always ready to lend on good mercantile securities; they
wish to lend on such securities a large part of the money
entrusted to them. When therefore the money so en-
trusted is unusually large and when it long continues so,
the general trade of the country is, in the course of time,
changed. Bankers are daily more and more ready to
lend money to mercantile men ; more is lent to such men ;
more bargains are made in consequence ; commodities are
more sought after ; and in consequence prices rise more and
more.” So the vicious circle of inflation is joined.

* This is the meaning of the saying, ‘ John Bull can
stand many things but he cannot stand 2 per cent ',” for
in England * the excess of savings over investments is
deposited in banks; here and here only is it made use of
so as to affect trade at large ; here and here only are prices
gravely affected. In these circumstances a low rate of
interest, long protracted, is equivalent to a total depreeia-
tion of the precious metals " (pp. 132-9).

Bagehot's statement of the theory is open to criticism

Q
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in that he regards the bank deposits as being accumulated
out of “ savings,” instead of being mainly created by the
lending operations of the banks. But he appreciated
clearly enough the fact that Bank rate worked through
mercantile borrowing for the purchase of commodities.

Bagehot’s book was much more concerned with the
treatment of crises than with the operation of credit control
throungh Bank rate under normal conditions. The bill
of exchange system gave a special virulence to crises.
When a trader obtains an advance from his banker to pay
for goods, the payment is made in cash, and, so far as
buyer and seller are concerned, the matter is settled ; the
‘advance concerns no one but the banker and his customer.
But when the seller of goods draws a bill on the buyer, the
former remains responsible for the sum involved till the
bill itself is paid off. During the life of the bill he sustains
the liability of a guarantor. And any endorser who has
received payment for the bill is in the same position.

The buyers of bills have to cultivate a knowledge of the
names appearing on them. Such knowledge, unlike the
banker’s knowledge of his customers’ affairs, is founded
largely on hearsay and inference. The discount market of
Bagehot’s day had carried the discrimination of names to
the pitch of a fine art, but still the market was often mis-
taken. Firms which had established a thoroughly good
reputation on a sound foundation might yet at any time
plunge into hazardous business unknown to their neigh-
bours, and might keep going for years by exploiting the
credit attaching to their names. The longer the imposture
was kept up, the greater the crash when.it came.

It is this linking up of one trader’s credit with another’s
that Bagehot had in mind when he described the conse-
quences of a panic :

“ All men of experience try to ‘ strengthen themselves,’
as it is called, in the early stage of a panic; they borrow
money while they can ; they come to their banker and offer
bills for discount, which commonly they would not have
offered for days or weeks to come’” {pp. 49-50). In
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those days a panic really did .nean a race for liquidity.

It was in such conditions that the lending power of the
commercial banks would be exhausted, and the Bank of
England would be called on to fulfil its duty as the lender
of last resort, ‘ the last lending-house” (p. 53). And
Bagehot proceeded to formulate the appropriate treatment.
* Periods of internal panic and external demand com-
monly occur together. The foreign drain empties the Bank
till, and that emptiness and the resulting rise in the rate
of discount tend to frighten the market.” To treat * this
compound disease,” the Bank must raise the rate of interest
as high as may be necessary to stop the foreign drain of
gold, and at the rate of interest so raised it must lend freely
(p. 56). By lending freely Bagehot meant lending ** on all
good banking securities,” and not merely on the conven-
tionally eligible bills and on Government securities (pp.
195-7). As we have seen, the Bank actually found it
desirable to go further in dealing with the Baring crisis in
1890, and to participate in a guarantee where no specific
acceptable security was forthcoming at all.

Bagehot's prescription for a panic is in reality just a
re-statement of the policy of relying on a high Bank rate in
place of a refusal to lend or a rationing of discounts. It
takes for granted that the high Bank rate will have a
sufficiently deterrent power,

MARSHALL AND THE SPECULATOR

Marshall's evidence before the Gold and Silver Com-
mission in 1887-8 marks the entry of the Bank rate tradi-
tion into academic economics. He had already, in The
Economics of Indusiry (written in collaboration with Mrs,
Marshall in 1879), outlined a theory of the trade cycle in
terms of alternate expansions and contractions of credsi.
Like Bagehot, he regarded speculation as developing in
the later stages of expansion, but in that work he had little
to say as to the rate of interest, except that, when atdast
the turning point came, the cause was the misgivings of
lenders whose reluctance took concrete form in a very high
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rate of interest. He did not suggest that cheap money
might itself be a stimulus to the speculators.

Questioned by the Chairman of the Gold and Silver
Commission, Lord Herschell, as to the effect of an increase
in the amount of gold in the country Marshall replied: "I
should say it would act at once upon Lombard Street, and
make people inclined to lend more ; it would swell deposits
and book credits, and so enable people to increase their
speculation with borrowed capital; it would, therefore,
increase the demand for commodities and so raise prices.”
(Question g641.)

Lord Herschell objected that the discount rate had in the
preceding years fallen as low as it could go, without stimu-
lating speculation, and Marshall explained that he would
not put the rate of discount in the first place, but would
lay stress on the actual amount of money in the market to
be loaned. ‘* If there is an extra supply of bullion, bankers
and others are able to offer easy terms to people in business,
including the bill brokers, and consequently there is more
money on loan, and consequently people enter into the
market as buyers of things, as starting new businesses, new
factories, new railways, and so on.” (Question g676-7.)

(At a later stage of his examination, four weeks after-
wards, he put his explanation as follows (Question 998z ;
also Money Credit and Commerce, p. 75) :

“ In my view the rate of discount is determined by the
. average profitableness of different business ; that is, deter-
mined partly by the amount of capital that is seeking invest-
ment as compared with the openings for new docks, new
machinery, and so on; and the extent of these openings
is itself practically determined to a great extent by the
belief that people have that prices will rise or fall, other
things being equal, for people are unwilling to borrow if they
think that prices will fall. The supply of loans on theone
hand and the desire of people to obtain loans on the other
having fixed the rates of discount at anything, 8, 6, 5 or
2 per cent., then the influx of a little extra gold, going asit
does into the hands of those who deal in credit, causes the
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supply to rise relatively to the demand ; the rate of dis-
count falls below its equilibrium level, however low that
was, and therefore stimulates speculation.”

Here he was attributing to the speculators a high degree
of responsiveness to the rate of discount, and he added a
qualification that may perhaps be read as indicating some
doubts as to this responsiveness :

* There is, however,” he proceeded, * a side issne which
should not be overlooked and may be in some cases more
important than the main issue. It is this: when the gold
comes to the country, its arrival is known, and people
expect that prices will rise. Now if a person doubting
whether to borrow for speculative purposes has reason to
believe that prices will rise, he is willing to take a loan at
3 per cent. which before he would not have taken at 2}
per cent., and consequently the influx of gold into the
country, by making people believe that prices will rise,
increases the demand for capital and raises therefore, in
my opinion, the rate of discount.’”?

It was, I think, a mistake to try to explain the effect of
Bank rate by its direct influence on * speculators.” The
term, taken in its widest sense, does, it is true, include not
only the forward purchaser who intends either to resell
or to prolong his contract without ever taking delivery of
the goods, but any trader who borrows in order to buy
more than usual of & commodlty, whether for resale or for
use in manufacture, in anticipation of a rise of pnoe.
But it excludes the trader who does mof anticipate a fise
of price, and also excludes the trader who, when he buys or
produces, eliminates the chance of either a rise or a fall of-
price by a forward sale or “ hedge.”

Whatever the position or the anticipations of the trader
may be, he ought to be amenable to the influence of the
rate of interest. Even the pure speculator is not inde-
pendent of it, for though the forward purchaser borrows no
money, the possible premium of the forward price over the
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spot price is limited by the cost of carrying a stock, and
this cost includes interest. But where an expected rise of
price is the primary consideration, the cost of interest is
likely to be negligible. The margin of variation between
high and low rates of interest may be put at about 4 per
cent., only occasionally becoming as wide as, say, 6 per
cent. But a speculator who is content to wait a month for
a rise of price of } per cent. is not a speculator at all. A
trader who is inclined to allow for a moderate rise in the
price of some commodity he has to buy may be deterred
from hastening his purchases by a very small extra charge
for interest, because though the rise of price he has in
mind -may be 5 or 10 per cent. he must abate this very
liberally for the chance of no rise occurring or for such a
reversal of conditions as may lead to an actual fall. Heis
hardly a “ speculator.” And in so far as his purchases
have a speculative character, he is the less amenable to the
rate of interest. It is the trader who has no expectation of
a price movement at all who is most sensitive to it.

There is no evidence that considerations of this kind
were in Marshall’s mind. When he turned many years
later to deal with the subject of speculation in commodities
(Industry and Trade, pp. 250-68), he regarded the term
* speculative ” as ‘' almost confined to dealing in things
the future prices of which are eminently uncertain " (p.
252), to the exclusion of things of which the “ supply can
be varied by rapid and extensive changes in the rate of
production ; so that their price is prevented from fluctuat-
ing rapidly and remains always close to normal cost of
production.” But he never examined the relation of
speculation so defined to the short-term rate of interest.

When Marshall was giving evidence before the Gold and
Silver Commission, the Chairman’s questions repeatedly
recurred to the topic of speculation, which Marshall himself
had introduced at an early stage. But when Leonard
Courtney put a question in more general! terms, whether
there was any evidence that a rise in the rate of discount
does bring about forced sales of all commodities and so
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bring down all prices, Marshall answered, * it brings about
forced sales, or diminishes purchases.” (Question gg70.)

THE AMERICAN MoONETARY COMMISSION, 1908-12

The American National Monetary Commission, appointed
in 1908 to consider '* what changes are necessary or desir-
able in the monetary system of the United States or in the
laws relating to banking and currency,” issued their report
in January, 1912. They expressed themselves to have
been " struck by the paucity both in Europe and in America
of material dealing with other phases of the subject than
the history of the circulation privilege. It was practically
impossible to find, at least in English, any satisfactory
account of the operations of European banks other than
note-issuing banks, any penetrating examination of the
great credit institutions or of the organisation of credit in
other countries. ., . , It is a singular fact that most bankers,
economists and legislators who had written upon banking
had discussed banking questions in much the same lan-
guage and from much the same point of view as English
authorities who debated banking reform in England before
the Act of 1844." (Report, pp. 4-5.)

Accordingly the commission * enlisted the services of
the world's best experts in a fresh examination of banking
in the leading countries as it is conducted to-day.”

As a result of their investigations the Commission in-
cluded in their recommendations a rediscounting system
confined to " notes and bills of exchange arising out of
commercial transactions; that is, notes and bills of ex-
change issued or drawn for agricultural, industrial or
commercial purposes, and not including notes or bills
issued or drawn for the purpose of carrying stocks, bonds
or other investment securities ' (p. 60).

" We believe,” they said, “ that these provisions for
creating new classes of investment obligations by establish-
ing a standard of commercial bills to be used in moving
and caring for the agricultural and other products of the
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country, constitute very important features in our plan of
reorganisation ”’ (pp. 30-1).

This recommendation embodied the Bank rate tradition
as it existed up to 1914. The foundation of that tradition
was the influence of the short-term rate of interest upon the
“ moving and caring for *’ products. Short-term borrowing
for carrying investment securities was regarded as outside
the proper domain of rediscounting.

The Federal Reserve system as subsequently established
did, it is true, depart from this ideal in that the rediscount
of commercial paper secured by Government bonds was
permitted. And of course the Bank of England had
always made a practice both of holding Government
securities and of making advances upon them. But
the report of the Monetary Commission none the less affords
clear evidence that, according to the Bank rate tradition
at that time, the rediscounting system was based on short-
term borrowing for acquiring and holding commodities.

TeE CUNLIFFE AND MACMILLAN COMMITTEES

The Committee appointed in 1918, under the chairman-
ship of Lord Cunliffe, upon Currency and Foreign Exchanges
after the War, was faithful to the Bank rate tradition.
“ Whenever before the war the Bank’s reserves were being
depleted,” said the interim Report (par. 18), “ the rate of
discount was raised. This . .. by reacting upon the
rates for money generally, acted as a check which operated
in two ways. On the one hand, raised money rates tended
directly to attract gold to this country or to keep gold here
that might have left. On the other hand, by lessening
demands for loans for business purposes, they tended to
check expenditure and so to lower prices in this country,
with the result that imports were discouraged and exports
encouraged, and the exchanges thereby turned in our
favour.” This was a very fair summary of the views of the
Fathers and Prophets of a hundred years ago. In an
earlier passage the Report pointed out how precarious was
the relief given to the foreign exchange position by the
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attraction of foreign money. ‘' It would have resulted in
the creation of a volume of short-dated indebtedness to
foreign countries which would have been in the end disas-
trous to our credit '’ (par. 5). Thus all the weight was
attached to the other effect of a high Bank rate—deflation.
But very little stress was laid upon * the consequent
slackening of employment.”

The Committee on Finance and Industry, presided over
by Lord Macmillan, which was appointed in 1929 and
reported in 1931, was much more pre-occupied with this
last aspect of the matter. They failed, however, to extract
any definite admission of the tendency of a high Bank rate
to cause unemployment from the representatives of the
Bank of England.t

The examination of the Governor, Mr, Montagu Norman,
on the subject of Bank rate was started with the following
questions and answers :

* If that instrument [Bank rate] is used for the purpose
of preserving the stock of gold, is it effective for that
purpose P—It is effective,

** How far is the instrument with which you are equipped
effective for the purpose ? —It is effective.

* For that purpose P—It is effective in my opinion.”
{Questions 3324-6.)

No doubt, it was well to make sure,

Questioned next in regard to the effect of Bank rate on
the internal business of the country as distinguished from
the external or foreign exchange position, Mr. Norman
said: “1I should think its internal effect was as a rule
greatly exaggerated—that its actual ill effects were greatly
exaggerated and that they are much mare psychological
than real.” (Question 3328.)

* But even if it has psychological consequences, they
may be depressing consequences and may be serious ?—
Yes, but not soserious as they are usually made out to be.

*“. .. I think that the disadvantages to the internal

1 But sos Mr. Norman's remarks about * the struggie for gold,” quated
above (p. 142).
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position are relatively small compared with the advantages
to the external position.” (Questions 3331-2.)

Asked whether financial policy had not something to do
with the phenomenal fall in price levels that had occurred,
Mr. Norman replied : “ I believe practically nothing, in so
far as the most recent and heavy falls are concerned.”

Mr. Keynes, who was a member of the Committee, put 2
series of detailed questions leading up to an exposition of the
traditional doctrine of the working of Bank rate: * The
method of its operation on the internal situation is that the
higher Bank rate would mean curtailment of credit, that the
curtailment of credit would diminish enterprise and cause
unemployment, and that that unemployment would tend to
bring down wages and cost of production generally. . . .
The virtue of Bank Rate is that, while it would have a quick
effect on the international situation, it would also have a
slow and perhaps more important effect on the intemnal
position, by setting up tendencies to bring about a new level
of money costs of production so as to enable us to have more
nearly that level of exports which the international situation
requires of us. If the effect of Bank rate on the internal
situation were of a negligible character, all that would not
happen. Am I right,” he ended, “in thinking that you
would agree with that, what I call, perhaps wrongly, ortho-
dox theory of Bank rate ? ” Mr. Norman responded with a
grudging and unconvinced assent : ** I should imagine that,
as you have stated it, that is the orthodox theory, taking a
long view, and as such I should subscribe to it—I could not
dispute it with you.”

** If that is so,” Mr. Keynes went on, ** half the point of
Bank rate is that it should have an effect on the internal
situation ? ”

“ Well,” was the reply, ‘I do not think so necessarily
apart from the short money position.”” (Questions 3390-1.)

Presently Lord Macmillan intervened (Questions 3431-3):
“ when the international position requires, in your view,
a raising of the Bank rate, that in turn is made effective
by restriction of credit, is it not 2—May be.
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‘““ And may it not therefore have . . . a consequent
deterrent effect on enterprise in this country ¢ In your
view, I take it, that is inevitable and possibly salutary ?—I
think it may be inevitable.

 And again, speaking in the broadest terms, is it your
view that the consequences of that internal restriction of
credit, unfortunate as they may appear to be, are out-
weighed by the advantages of the maintenance of the
international position ?—Yes, there is very large benefit.”

There were two points which were not adequately
brought out in this examination : first, that the depressing
effect of a high Bank rate on industry is not merely inci-
dental to the process of making the foreign exchanges
favourable, but is the very substance and foundation of
that process; secondly, that the depressing effect is not.
dependent on the *‘ restriction of credit,” but is wrought
by the high charges for advances of all kinds, loans, over-
drafts and bills, throughout the credit system. The
restriction of credit, in the special sense of a reduction by
the Bank of England of its holding of bills and securities,
was merely a device for making Bank rate effective in the
discount market. It would seem that Mr. Norman's
doubts as to the importance of the internal influence of
Bank rate were due to the narrowness of the scope of the
discount market in which he supposed that influence to
operate. The Committee did not raise this point. Nor
did they refer to the essential unsoundness of a reliance on
the attraction of foreign money to redress the exchange
position.

Later in the inquiry the Deputy-Governor of the Bank,
Sir Ernest Harvey, gave a more formal exposition of the
attitude of the Bank to Bank rate in the following terms :

“If I were asked to state in a few words what the
Bank’s policy has been, I should say that it has been to
maintain a credit position which will afford reasonable
assurance of the convertibility of the currency into gold in
all circumstances, and, within the limits imposed by that
objective, to adjust the price and volume of credit to the



236 A CENTURY OF BANK RATE

requirements of industry and trade. I should say at this
stage that we regard the Bank rate as our priicipal weapon
for carrying that policy into effect. . . . Now what are the
guides which prompt the Bank to make use of the weapon
of the Bank rate ? I should say that they were the state of
the Bank’s reserves, the condition of the money market,
both as regards rates and also as regards the volume and
character of the funds, domestic and foreign in the market,
and, thirdly, the position and trend of the foreign exchanges.
I may be asked, I have been asked, do we not pay attention
to the condition of trade? I say that if the machine is
functioning properly the condition of trade should be
reflected in the factors to which I have referred. ” (Question
7512.)

" Presently Mr. Keynes took up the question of deflation :
* Everybody admits the efficiency of Bank rate in its effect
on the exchanges, but it is argued that against that you
have the possible detrimental effect on the home situation ?
—Certainly if industry is relying to too great an extent
upon accommodation from the bankers.

“If it is only relying to a normal extent, the results
would be the same, would they not ?—In kind but not in
degree.

" 1If you curtail the basis of credit you would, it seems
to me, partly get a further favourable effect on foreign
exchanges in that some part of the credit which you have
destroyed might have been employed in purchasing foreign
securities. But if you rule out that part, the rest, assuming
that people are keeping about the same amount of their
resources in the form of fixed deposits with the banks,
would sconer or later have to come off the weekly wages
bill, would it not ? Credit is partly employed for foreign
purposes. As regards home purposes it is partly employed
for financial transactions and partly for making the wheels
of business goround. Undoubtedly part of the curtailment
would affect that part of the credit which is used for trade
purposes, and you would expect some part to come off
what is used to make the wheels of industry go round ?—



LATER REFERENCES TO THE TRADITION 237

* Some part would, I imagine. As to the importance of
the part, I think it is possibly magnified at the present time
by reason of the fact that . . . industry has probably
‘borrowed more heavily from the bankers than is desirable,
in other words has obtained too large a proportion of its
credit in the form of bankers’ credit instead of in the form
of investment credit.” (Questions 7555-7.)

Thus Sir Ernest Harvey took refuge in the doctrine of
what used to be called “ overtrading ”’ ; Bank rate had to
be raised to reduce the volume of credit when it had been
imprudently extended. That would have been an appro-
priate defence for dear money from time to time in the
nineteenth century or in 1920, though even then it would
have been pertinent to ask why dear money could not be ap-
plied at an earlier stage when a very mild dose would
prevent the over-trading from developing.

But in 1930, when dear money had recently been ap-
plied, at a time of depression, unemployment and shrunken
profits, to preserve a gold parity that was becoming intoler-
able, the plea was quite out of place.

The Report of the Committee stated the traditional
doctrine :

*“ The nineteenth-century philosophy of the gold stan-
dard was based on the assumptions that (&) an increase or
decrease of gold in the vaults of Central Banks would
imply respectively a ‘ cheap’ or a ‘ dear ' money policy,
and (b) that a ° cheap’ or a * dear ' money policy would
affect the entire price structure and the level of money-
incomes in the country concerned.”

When they added that “ in the modern-post-war world
neither of these assumptions is invariably valid,” they
did not mean that Bank rate no longer worked as effica-
ciously as in the nineteenth century, but that, on the one
hand, central banks, nowadays, are apt to withhold the
treatment formerly judged appropriate and to offset gains
or losses of gold by sales or purchases of securities instead
of trying to correct them ; and that, on the other hand,
when a change in Bank rate is resorted to, there may
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result an adjustment of wholesale prices without any
corresponding adjustment of costs.?

‘ Bank rate policy,” pursues the Report at a later stage
(par. 221), ““ is quite a proper instrument, not only for the
correction of temporary disequilibrium in the international
loan market, but also for regulating the pace of expansion
and enterprise at home, and for putting pressure on costs
to accommodate themselves to changes in our relative
situation or in the international price level. But it is
only adequate by itself for such purposes within certain
limits. - When substantial changes in the level of our indus-
trial costs are necessary to correspond to substantial changes
in the value of money, changes in bank rate alone cannot
hope to achieve all that is necessary. . . .

“ For consider how bank rate policy works out in such
a case. Its efficacy depends in the first instance on reduc-
mg the profits of business men. When, in the effort to
minimise this result, output and employment are contracted,
it depends on decreasing the amount of business profits and
increasing unemployment up to whatever figure is necessary
to cause business men either to detrease their costs by
additional economies or to insist on, and their workers to
aceept, a reduction of wages.” Once more it is of James
Morris being questioned by Cayley that we are reminded :

“and it will lead to a disemployment of labour ?—
Probably for a time it may lead to a disemployment of
labour ”* (above p. 29).

The Macmillan Committee were impressed by the dangers
of a “rigid ”* economic structure and by the impractica-
bility and undesirability of reductions of wages. Bat
rigid wages were no new thing. We have seen how be-
tween 1857 and x914 there were periods of prolonged and
substantial rises of wages, but the reductions were rela-
tively slight and fleeting. In the time of gold scarcity from
1874 to 1886 the reduction of wages was small, and, if
unemployment was severe, that was just because wages
resisted reduction. (The reductions that actually occurred

* Report, paragraphs 43-4.
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were mainly due to the sliding scales in the coal and iron
industries.) The gold standard worked smoothly because
the supply of currency under it was ample enough to allow
wages to rise from 100 in 1850 to 198 in 1914. Even so
the recurrent spells of deflation were a source of trouble and
distress, because wages resisted reduction and unemploy-
ment resulted. .

But that was not a weakness in the Bank rate policy.
The weakness was in the monetary policy which required
deflation. If the Bank rate policy was a contributory cause
that was only because it was not applied judiciously.
Inflation was allowed to go too far before it was stopped,
and then stopping it was not enough ; it had to be reversed.



CHAPTER 1X
PAST AND FUTURE

FuNcTIONING OF CHANGES IN BANK RATE

SINCE Bank rate worked by deterring traders from holding
goods, it would be a rése in the rate rather than a high rate
that would be felt, and similarly it would be a fall in the
rate rather than a low rate that would encourage traders
to add to their stocks and so would stimulate business.
For so long as the rate, whether high or low, remained
unchanged, traders would adapt the size of their stocks to
it, and, the adaptation once completed, no further effect
was to be expected. But though the direct effect of the
rise or fall of the rate on stocks of goods would be exhausted,
the tendency once started, might be prolonged and am-
plified by the vicious circle of contraction or expansion.
Thus it was a matter of chance whether the effect was
anything more than transitory.

We have seen how there was apt to be a superficial
response to a rise in Bank rate, an attraction of foreign
maney, a liquidation of merchants’ stocks abroad, a reflux
of currency from banks at home. The restoration of the
reserve would lead to a reduction of the rate before the
underlying tendency to expansion had been really checked,
and the reduction of the rate would then undo the restric-
tive effect of the rise. That might occur several times,
even half-a-dozen times as in the years 18714, before a
rise in the rate was found to have established a definite
contractive tendency. That, when it did occur, meant
that the vicious circle of contraction was joined.

These tentative oscillations of Bank rate gradually became
less noticeable, and eventually in the years of activity
I911-13 were entirely absent.

A state of activity could not be stopped instantaneously
by a rise of Bank rate. The adaptation of traders’ stocks
would take a minimum period of some months. Theo-

240
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retically it would not be absolutely completed till every
trader had turned over his stock once, but in practice it
would be sufficient for the main body of traders to have done
so. But the process would be prolonged, and possibly
very greatly prolonged, by the execution of existing
~ contracts. So long as producers are fully employed
carrying out orders previously received, industry goes on
generating incomes, and therefore demand, in undiminished
volume,

Another circumstance which tends to delay the recession
of activity is the lag of retail prices. So long as retail
prices are low relatively to consumption demand, the
volume of sales exceeds output, and there is a growing
shortage of stocks. Only when the pressure on producers
is already being felt in a rise of wholesale prices and a delay
- in deliveries are retail prices raised, and by that time there
is a shortage of retailers’ stocks which causes the pressure
to continue. The rise in Bank rate, in order to achieve its
object, must be sufficient to counteract the tendency to
continued activity due to this shortage of stocks,

‘We must not imagine a continuing conflict of motives in
the mind of each retailer, The question what stocks of
any commodity he should hold only arises for any one
retailer at intervals, The shortage of stocks causes pres-
sure on producers in that orders for replenishment come at
shorter intervals. The high short-term rate of interest
counteracts this because the retailers give smaller orders
for a given volume of sales,

At a time when demand is high and stocks are short,
traders are likely to give increased forward orders in
anticipation of & rise of prices. But increased orders do
not necessarily mean increased stocks of goods. What
determines the stocks to be held and therefore the short-
term borrowing, is not the amount ordered but the amount
delivered. A trader buying six months’ requirements of a
commodity may take delivery of the whole amount on the
spot, or may stipulate for delivery at intervals of two
months, one month or even a week.
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In 191921 Bank rate was at 6 to 7 per cent. for over
twenty months, of which twelve months were at 7 without
a break. The policy of maintaining a high rate continu-
ously without intermission had become established.
There must be no wvacillation. The pressure on the
larynx must be maintained till all trace of inflation has
been suppressed. Desdemona must not be able to make
remarks several minutes after the act of strangulation.
~ That was quite in accordance with the evolution that had
been in progress up to 1914. What was a new departure
was the continuance of the high rate, not merely long after
the reaction in industry had become indubitably and
securely established, but after depression had been so
aggravated as to become a grave social problem. The
deepening depression was not so much due to the directly
deterrent effect of dear money on the holding of stocks, as
to the vicious circle of deflation. A reduction of the rate
before the end of 1920 or in January, 1921, especially a
reduction by three or four points in a few weeks, might
have broken the vicious circle and restored industry to
normal activity with no more than a slight and transitory
depression. As it was, the reduction of the rate did not
begin till April, 1921, and it proceeded by steps of } per
cent. at a time at long intervals so that the reduction from
7 per cent. to 3 took x4} months,

The departure from the gold standard was undoubtedly
a new fact of far-reaching importance. If the United
States had persisted in deflation in the grand style, it
might have been impossible to stabilise the pound above
$3.50 or thereabouts. Baut it is quite conceivable that the
Federal Reserve Banks might have modelled their discount
policy on that of the Bank of England, and saved American
industry from the acute depression of 1921. If so, little
or no depreciation of the pound might have eventuated.

When it came to the actual return to the gold standard
in 1925, the application of a 4} to 5 per cent. Bank rate
(except for one short spell at 4 per ¢ent.) for four years of
severe unemployment was a still greater breach with the
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traditional Bank rate policy. We have seen that at the
time of gold scarcity from 1875 to 1886 there were repeated
advances of Bank rate to 5 per cent. in times of depression
(and in 1878 to 6). Each such advance delayed revival,
but the subsequent reduction of the rate gave a renewed
stimulus, so that revival was resumed, and activity was
uitimately reached in 1881 or 1889 only after a somewhat
longer depression than usual,

In 1925 revival was interrupfed by the 5 per cent. Bank
rate, but up to 1929 there was no evidence of reversion to
the vicious circle of deflation. Rather there was a state
of uneasy equilibrium with an unemployment rate of about
o or Ix per cent. Traders’ stocks and short-term borrow-
ing must have been adjusted to the high Bank rate in the
first few months, so that thereafter there was little or no
positive deflationary effect. There were even some signs
in 1927-8 of a renewed improvement, which may be attri-
buted in part to the measures of credit expansion in the
United States, and in part to French purchases of bills in
London and New York and the consequent reduction of
Bank rate to 4} per cent. in April, 1927.

These favourable influences abroad were terminated
before revival had become anything but a mere flicker by
the adoption of dear money in New York in July, 1928,
and by the reduction of the foreign exchange holding of
the Bank of France and the resulting absorption of gold
by France at the beginning of 1929. Thus it came about
that Bank rate was put up to 54 and 64 per cent. in 1929
while depression still prevailed. That the vicious circle of
deflation would be rapidly and decisively joined was
inevitable. And it was at that juncture that occurred the
long delay in the transition from dear to cheap money,
which was spread over six months.

SteErs Ur AND Down

Those who followed the financial newspapers at the time
may recollect that appeal was frequently made to a rule
which the Bank of England was believed to follow, that,
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whereas when Bank rate was raised it was by steps of a
whole point at a time, when the rate was lowered it was by
steps of a half per cent. only. It may not be without
interest to trace the origin of this tradition. Walter
Bagehot in Lombard Street (p. 173) quoted a passage from
Goschen’s Foreign Exchange, calling attention to the
relatively wide difference in rates of interest requisite to
attract money from one centre to another in view of the
exchange risk. “ Accordingly,” wrote Bagehot, * Mr.
Goschen recommended that the Bank of England should as
a rule, raise their rate by steps of 1 per cent. at a time when
the object was to affect the foreign exchanges. And the
Bank of England, from 1860 onward, have acted upon that
principle.”

In 1899 Mr. Edward Johnstone, the Editor of the
Economist, who was entrusted with the preparation of the
eleventh edition of Bagehot’s book, added a footnote
saying : " occasionally the Bank now moves by steps of
4 per cent. ; but the rule that may be said to be broadly
observed is that while in lowering the rate it may be
expedient to move by steps of } per cent., in raising it the
advance should be by steps of 1 per cent.”

In reality there was very little foundation for any such
statement. Reductions from 4} per cent. or lower were
usually made by steps of } per cent., but so were advances
within that limit, though the jump from 3 to 4 was quite
commen. Advances above 4 per cent, were nearly always
by 1 per cent. at a time, but then so were reductions from 5
per cent. or above. In the period from 1899 to 1914 it
became usual to reduce from 5 to 4} instead of to 4, as if
the Bank had thought that they ought to take a step to-
wards conforming to Mr. Johnstone's rule, but they still
reduced by a whole point from 7 to 6 and 6 to 5.

In January, 1917, for the first time since 1870, Bank rate
was reduced from 6 per cent. to 5} and not te 5, and there-
after Mr. Johnstone's rule appears to have been applied
with the utmost rigour till 1g931. .

In the days when the ideals of chivalry still survived in
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war it used to be said that the artillery might advance at
a trot or a gallop, but retreated only at a foot's pace, a rule
quite reminiscent of Mr. Johnstone’s. Yet obviously the
rule could not be without exceptions. One of the most
brilliant passages in Napier's Pensnsular War describes what
happened when Captain Norman Ramsay's battery was cut
off by the French cavalry at Fuentes Onoro. * Suddenly the
multitude became violently agitated, an English shout
pealed high and clear, the mass was rent asunder, and
Norman burst forth at the head of his battery, his horses,
breathing fire, stretched like greyhounds along the plain,
the guns bounded behind them like things of no weight, and
the mounted gunners followed in close career.”” From 6
per cent. to 5 and 5 to 4 then to 3} and 3, the transition from
dear to cheap money in February and March, 1932, was
effected in nine weeks. '

This was a reversion to pre-Johnstone practice. But
when it occurred the opportunity had already been lost.
The battle was over, and the brilliant mancuvre was an

‘empty demonstration, signifying no more than the great
rhinocereeros what leaps from crag to crag and ‘owls ’orrid.

Moreover, there was very little to be said for Goschen’s
original recommendation. If it was desired to attract
foreign money by a rise in Bank rate, what was wanted
was not a rise by any specified amount but the creation of
a sufficient difference between the market rate in London
and in the other centres concerned to offset the exchange
risk, If gold was being exported to one of these other
centres, and the exchange upon it was at the export gold
point, there was no exchange risk, and a small gain of
interest might suffice. Or if gold was being imported from
one of the centres, so that the exchange risk was at its
maximum, & relatively large gain might be required. But
even then the existing difference in interest rates might
be so considerable that a small additional difference would
be enough. And Goschen never suggested that redugtions
of Bank rate ought to be by smaller steps than increases,

But Goschen's recommendation was in any case only
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applicablé to the case where ** the object was to affect the
foreign exchanges,” and he meant where the object was to
attract foreign money. The attraction of foreign money is
merely one of those superficial results which really inter-
fere with the smooth working of Bank rate, and like the
others has the disadvantage of being reversed as scon as
Bank rate is reduced. In view of the notoriously disturbing
effects of movements of funds seeking temporary invest-
ment from one country to another in recent years, it is
hardly necessary to labour the point. There may be
reasons for moving Bank rate either by big steps or by
small, but, whatever they are, the attraction of foreign
funds ought not to be among. them.

BANK RATE AND THE TRADE CYCLE

Bank rate has been revealed in the foregoing pages as an
instrument for effecting precisely those fluctuations which
constitute the trade cycle. The primary purpose of
manipulations of Bank rate is to increase or decrease
transactions, to raise or depress the price level, to enlarge
or compress the consumers’ income, to stimulate or restrain
the employment of labour, If we want to know how the
scenery gets shifted, here we see the scene-shifters actually
handling it. )

I do not mean to suggest that that of itself is enough to
dispose of all controversy on the subject. Indeed, one of
the aspects of Bank rate which call for explanation is the
tardy and uncertain response of economic activity to its
operation. We get periods of several years in which dear
money fails to check activity, alternating with equally
Iong periods in which cheap money only stimulates it very
gradually. It would not be inconsistent with the course
of events to suppose that there is a struggle against some
extraneous non-monetary force, and that the turning point
only comes when that force has spent itself. The contri-
bution of Bank rate might be quite secondary.

I have explained the alternating persistence of an excess
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or deficiency of activity as die to the vicious circle of
expansion or contraction. I think it is no exaggeration
to say that that principle, with its power of amplifying
“indefinitely any departure from monetary equilibrium,
even if initially slight, is essential to all the present-day
theories of the trade cycle. For example, the whole group
of theories which trace the cycle to some kind of dis-
equilibrium in the investment market must at some stage
invoke repercussions or a multiplier to account for a dis-
turbance in the capital goods industries infecting the whole
economic system, of which they form quite a small part.
The same applies to theories of over-production, or of
over-extension of important industries.

There is no difficulty in supposing that a similar amplify-
ing power exists in the case of Bank rate, though what has
to be amplified is not a tendency to activity or depression
arising in a restricted part of the economic system but a
slight pressure extending over almost the whole.

A state of growing activity, however started, means an
interior demand for currency. Under nineteenth-century
conditions it would invariably be international in character,
so that most countries, if not all, would be experiencing an
increasing interior demand. Evidently that could not go
on for ever; the cumulative tendency would be bound
eventually to outstrip the output of gold. When a world-
wide shortage of gold occurred, what was to happen?
Reliance was placed on the rate of discount as a means of
checking the expansion. In the early stages of revival
there would be plenty of gold, and Bank rate would be kept
low ; presently local shortages of gold would appear, and
some countries would put up their rates, At first every
rise in discount rates would readily attract gold both from
interior circulation and from abroad, and the rates would
soon be put down again. But, as activity increased, it
would become more and more difficult to replenish gold
reserves by this quick and ready method. If the Bahk of
England tried to attract gold from abroad, foreign central
banks would offer resistance by raising their discount rates.

/
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*Bank rate was adjusted by a method of trial and error. If

< a rise failed to restore the reserve, a further rise was resorted
to. When there was a general shortage of gold, there was
no limit to the rise of Bank rate ; it could be advanced to’
whatever level was found necessary.

Now the history of the period from 1857 to 1914 shows
quite definitely that somehow or other the demand for
currency was adjusted to the supply of gold, and the
demand for currency. followed closely the fluctuations in
economic activity. The conclusion that Bank rate, on
which the Bank of England invariably relied to regulate
the demand for currency through economic activity, was
an effective instrument for the purpose seems unassailable,
When there was a shortage of gold, the reserve was saved
not through chance, but because Bank rate was raised high
enough to be effectively deterrent. Even if non-monetary
causes were at work to affect economic activity, that
conclusion still holds. Those causes could be allowed free
play so long as the supply of gold was sufficient. But,
once the supply of gold fell short, the Bank of England
could not afford to remain inactive ; it was compelled to
intervene with its one effective weapon. All the Bank's
other expedients were auxiliaries to Bank rate.

It may be argued, perhaps, that in reality excessive
expansion was often ended not by dear money but by the
outbreak of a financial crisis either in London, as in 1847,
1857 and 1866, or somewhere else. Indeed, every trade
Tecession was accompanied by something that might be
called a crisis in some part of the world. But the crisis
did not start the recession. Some reaction from activity
had begun before the crisis broke out. That was so even
in 1857 and 1907, though in those years the interval was
very short. Something had already adversely affected the
demand for commodities, and it was the consequent fall
of prices and embarrassment of traders who held goods
with borrowed money, or had bought them forward, that
became the cause of the crisis. The embarrassments invari-
ably followed a time of dear money, which was expressly de-
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signed to cause them, and which, if the result intended hadt
not followed, would have been intensified.? v
PsyCHOLOGICAL REACTIONS

The pressure applied to traders by a moderate rise in the
short-term rate of interest, say, I per cent., is undeniably
very slight. Yet apparently the Bank of England always
counted on a rise of I per cent. or even of } per cent.
having a noticeable effect. The explanation is, I think,
twofold. In the first place, when the use of Bank rate
to restrict credit became an established practice, traders,
being aware of the intentions of the Bank, were inclined to
anticipate them. When Bank rate went up from 3 to 4
per cent., a trader would reason that this was intended to
have a restrictive effect on markets, and that, if the effect
was not brought about, the rate would simply go higher
and higher till it was (see above, pp. 61, 202 and 212-3).
Those who took that view would restrict their purchases and
demand would fall off, and so the 4 per cent. rate might be
found potent enough, even though, if unsupported by traders’
anticipations, @ 6 or 7 per cent. rate might have been
necessary. :

Secondly a rise in Bank rate was a signal to the banks,
as well as to the traders. Part of the Bank of England’s
programme would be a contraction in the amount of credit
granted by banks to traders. A banker would anticipate
a condition of monetary stringency by putting pressure on
his customers to borrow less. Every banker reserves to
himself an absolute discretion to refuse to lend. In prac-
tice no one bank can afford to exercise this pressure when
its competitors are not doing so. But when the Bank of
England puts its rate up, all the banks are likely to start
cutting down their lending together. In 1920, before the
final rise of Bank rate to 7 per cent. in April, an attempt was
made to ration credit through the concerted action of
the joint-stock banks. But it broke down, and such a

1 There ware one or two occasions on which crises broke out befire the
m«dmdemmmmmngm&oim.h the German and
American crises of 1373, and the Unmion crisia of January,
1882. But in these cases activity continued for same tiine afier the crises.
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procedure is really impracticable, for it is impossible to
arrive at a workable specification of the kind of transactions
toberestricted and the extent of the restriction to be applied
-to them. On the other hand a rise of Bank rate, as soon as
the banks believe the restrictive intention of the Bank of
England is to be taken seriously, probably leads to a spon-
taneous limitation of their lending. And when this be-
comes general no one bank can afford to lag behind the
rest, or its liberality will quickly be felt in a persistently
adverse balance at the clearing.

If the efficacy of Bank rate depended on these psycho-
logical reactions it would be precarious; for, if people
ceased to believe in it, the reactions would no longer occur.
But the psychological reactions are in reality no more than
a reinforcement of a tendency which in any case exists.
Were they absent, that would only mean that Bank rate
would have to be raised higher.

CHEAP MoONEY AND THE CREDIT DEADLOCK

Bank rate can always be used to contract credit if only
it be raised high enough. But there is a limit to the power
of stimulating an expansion of credit by lowering Bank
rate. Two per cent. is the customary minimum below
which Bank rate has never been reduced, but the market
rate of discount has frequently been below 1 per cent.
Once the rate is so low as to have practically no deterrent
effect on the borrowing of money for the purchase of goods,
traders will have adjusted their stocks of goods purely to
suit their convenience, and cannot be induced to add to
them by reducing the rate further. All that can be effected
by the instrumentality of Bank rate is to reduce it to the
minimum and leave it there, in the hope that the naturally
expansive tendency of credit will eventually prevail in the
absence of any deterrent influence. We find prolonged
periods of cheap money starting in conditions of depression
and gradually merging into revival, for example from 1858
to 1860, from 1867 to 1871, from 1879 to 1881, from 1893
to 1896, and from 1908 to xgog. Theoretically depression
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may get business into a state of deadlock, traders being so
unwilling to borrow that even very cheap money would
fail to start revival. But on all these occasions signs of
revival appeared early in the period of cheap money. In
the depressions from 1875 to 1879 and from 1883 to 1887
the beginning of revival was long deferred. But these
were the times of gold scarcity, when the spells of cheap
money were interrupted by repeated advances of Bank
rate to § per cent. (and in 1878 to 6).

It is only in recent years that the theoretical possibility
of a depression too deep and persistent to be cured by cheap
money has become a painful reality. The return to cheap
money starting in February, 1932, failed to overcome the
deadlock. Once Bank rate had been reduced to 2 per cent.,
it had shot its bolt. Revival might have been hastened
either by lavish open market purchases by the Bank of
England or by a further depreciation of the pound. Some
further depreciation did occur. Having recovered from
70 per cent. of gold parity in December, 1931, to 77 per
cent. in April, 1933, it fell after some fluctuations to 62
per cent. in the spring of 1934, and 60 in the latter part of
that year. But this depreciation did little more than
compensate the continuing rise in the purchasing power of
gold. The progress of revival was terribly slow. Since
June, 1935, there has been no considerable further deprecia-
tion of the pound sterling relative to the United States dollar
and the price of gold has not departed far from 140s. a
fine ounce. The recovery of business since then has
been dependent on a fall in the purchasing power of
gold. The index of prices in terms of gold, calculated by
the League of Nations from the indexes of volume of the
foreign trade of certain countries in comparison with its
value, having fallen from 100 in 1929 to 41} in 1935 rose
to 48 in the third quarter of 1937. A renewed appreciation
of gold, revealed in a slight fall of the index, has since been
accompanied by an interruption of recovery, and in America
by a serious reversal of it.

In so far as the ‘credit deadlock had been due to the
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intensity of the depression, it had been resolved probably
by 1934. But the revival from then till the middle of
1937 never gained such impetus as to justify a rise of Bank
rate. Consequently, when the setback came, Bank rate
was already so low that the traditional remedy of reducing
it was not available.

In fact, as I have already pointed out, it is the ckanges in
Bank rate that are effective in bringing about the desired
results of compressing or enlarging the consumers’ income.
If a state of activity exists at a time of dear money, and
traders’ stocks have already been fully adjusted to the
short-term rate of interest, the mere continuance of the
same level of dear money will have no further deterrent
effect. And similarly the mere continuance of cheap
money, when traders’ stocks are full, will not cure depres-
sion. That possibility has always been inherent in the
credit system.

In a wisely managed credit system any tendency to
depression or to undue activity will be discerned at an
early stage, and checked by a reduction or advance of
Bank rate before the vicious circle has been joined. If
action is taken before the incipient contraction or expansion
of demand has gone far enough to influence the attitude of
the majority of traders towards their stocks of goods or
their expectations of future prices, a change in the cost of
short-term borrowing will have a clear field in which to
work its effect, and will not have to meet the competition
of rival forces,

In an imperfect world the ideal of prompt and early
. action cannot always be attained. A situation will arise
from time to time in which the vicious circle of expansion or
contraction is joined, and it is a state of excessive activity
or depression that demands treatment. Excessive activity,
evidenced by rising prices and excess profits under condi-
tions of full employment, calls for a rapid advance of Bank
rate by perhaps two or three points, even if there is an
ample reserve. Depression, evidenced by falling prices,
vanishing profits and growing unemployment, calls for a
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rapid reduction of Bank rate, even in face of a low reserve.

Under nineteenth-century conditions there was no
recognition at all of the desirability of using Bank rate
as a corrective of fluctuations of activity in their early
stages. The vicious circle was always allowed to take hold,
and consequently these relatively drastic measures were
invariably called for at some stage. The state of the re-
serve was misleading, not only because the flow of currency
into active circulation among the public lagged behind
the growth of activity, but also because the reserve was too
easily replenished by transitory movements such as the
attraction of liquid funds from abroad and the transfer of
currency from the country banks to London. The
apparent strength of the reserve led to a premature relaxa-
tion of credit, and these proceedings would be repeated till
at last neither foreign countries nor country banks had any
surplus gold, and relaxation became impossible till the
corner was turned.

When the corner was turned and the danger of excessive
activity bad been successfully overcome, the invariable
practice up to 1914 was to reduce Bank rate by rapid steps.
After the crisis of 1847 the rate was reduced from 8 per
cent. to 4 in nine weeks and three days. After that of
1857 it was reduced from 10 per cent. to 3 in seven weeks,
and after that of 1866 from 1o per cent. to 4 in twelve weeks.
A similar practice was pursued till 1914 whenever Bank
rate had been raised to 6 per cent. or more, and the ten-
dency to excessive activity had been successfully reversed.!

That is why the danger of a credit deadlock, a failure of
cheap money to induce an expansion of credit, never
materialised in those days. Even when dear money was
imposed in the midst of a depression, as in the "seventies
and ‘eighties, its relaxation was rapid enough to set
revival going again after its interruption,

Tut GOLD STANDARD AND INTERRATIONAL CO-OPERATION

The practice of basing Bank rate policy on the reserve
was an inevitable corollary of the gold standard. But even

135ec sy At of Contral Banking, pp. 234-5-
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within the limits of the gold standard as practised in the
nineteenth century a more far-sighted procedure would
have been possible. The power of London as a financial
centre was such that an advance of Bank rate at an early
stage of a world-wide expansion might have kept the activity
within bounds. The cyclical fluctuations might thereby
have been reduced within relatively narrow limits.

That would sometimes have meant acquiescing in
considerable departures of the reserve from normal, dis-
regarding a deficiency if a latent tendency towards
diminished activity could be relied on to replenish it in time,
and disregarding a surplus if a latent tendency towards
increased activity would use it up.

But a credit policy so adjusted could only have smoothed
out short-period fluctuations. It could not counteract big
changes in the supply of gold or in the monetary demand
forit. The increased output of gold from 1850, and again
the further increase from 1890 could not have been pre-
vented from causing monetary expansion. Heroic mea-
sures for the sterilisation of gold were not thought of.
Nor could the demands arising from the spread of the gold

- standard from 1871 onwards have been met otherwise than
by imposing such a monetary contraction as would release
the gold required.

The demands for gold were themselves the results of
decisions taken by the countries comncerned, and those
decisions were sometimes deliberately modified in order to
relieve the strain on the London money market. Here we
have the beginnings of international co-operation in
monetary policy. Bat it was only the introduction of a
new monetary system, the transition to gold, which afforded
the opportunity in each case.

From about 1890 gold reserves began to be raised to
much more substantial amounts, and monetary measures
were no longer dictated so exclusively by the needs of
active circulation. Paris more than once relieved London
either by a direct loan of gold from the Bank of France to
the Bank of England, as in 18go, or by purchases of sterling
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bills which supported the exchange, as in 1906 and 1907.
But it is only since the war that the monetary demand for
gold has become an affair of reserves alone, and the active
circulation of gold coin has ceased to form part of it.

The reserve, which was formerly a working balance to
absorb the fluctuations in the stock of gold in so far as the
fluctuations in the monetary circulation did not correspond
with them, has become the main body of monetary gold.
Bank rate is still, as it was intended to be a hungred years
ago, an instrument for regulating the foreign exchanges.
But whereas at that time this function was itself a means of
adjusting the flow of currency into circulation to the
available supply of gold, the gold standard has now be¢ome
exclusively an affair of the foreign exchanges. The demand
for gold as a material of industry uses up no more than a
small fraction of the current output of gold, and gold
reserves may be regarded as destined solely to meet the
demand for export.

This change has brought the regulation of the purchasing
power of gold within the control of the monetary authori-
ties, provided they are in a position to vary their gold
holdings upwards and downwards to any required extent.
It makes an international gold standard possible, free from
those fluctuations in the purchasing power of gold which
have caused the breakdown of such a standard in recent
years. The purchasing power of gold can be adjusted to

the purchasing power of the currency units that are fixed
in terms of gold.

OrPEN MARKET OPERATIONS OF THE CENTRAL BANK

That presupposes some method of regulating the pur-
chasing power of the currency unit itself. And in the last
resort no other method than the use of Rank rate is
available. Even issues of paper money by the Govern-
ment are under present-day conditions no more than the
equivalent of open market purchases of securities by the
central bank. The Government pays out paper money to
its employees and its creditors, but they are not willing to
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hold any greater anjount of paper money than before. So
much as is in exgess of what they need as pocket money
they deposit in the banks, and the banks deposit it in the
central bank. The result is thus to increase not the cur-
rency in circulation but the deposits in the central bank to
the credit of the other banks. The inflationary effect
depends entirely on the action taken by the banks to
extend their lending on the strength of these increased
deposits. The enlargement of the reserves of the banks
leads to cheap money.

The actual reduction in the short-term rate of interest
does not tell the whole story. Bankers always claim a
certain discretion in lending, and may put pressure on
customers to reduce or postpone their borrowing, or may
even refuse to lend in certain cases altogether. When
they find their cash reserves embarrassingly large, they
become the more willing to lend, and customers (who are
at least as much guided sometimes by the smiles or frowns
of the banker as by the rate of interest that he charges) are
likely to borrow more freely. A credit deadlock which is
impervious to cheap money may thus yield to treatment
through open market purchases of securities.

In the period 1922-8, when the policy of the Federal
Reserve Banks of the United States was greatly influenced
by the wise guidance of the late Benjamin Strong, the
Governor of the New York Federal Reserve Bank, fre-
quent and judicious use was made of open market opera-
tions. To regard this as an innovation in central bank
practice would be a mistake, Open market operations
preceded the use of Bank rate. Up to 1833, the Bank of
England had to rely entirely upon them, and it was their
inadequacy that led the Bank to turn to Bank rate to
complete its control over the currency. For the half-
century up to 1890 open market operations were confined
to an occastonal “ borrowing on Consols ” to make Bank
rate effective. But subsequently more systematic borrow-
ing from the discount market or from the joint-stock banks
was resorted to, and the purchase of securities in the cheap
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money period from 1894 to 1896 contrijbuted to the revival
of business. .

In one respect, however, the open-market operations of
the Federal Reserve Banks were more efficacious. The
member banks of the Federal Reserve system were reluc-
tant' to have recourse to the rediscounting facilities made
available to them. When therefore the Federal Reserve
Banks reduced the supply of cash by selling securities in
the market, the member banks tried to avoid sending bills
to be rediscounted, and resorted to measures of credit
contraction. The shortage of cash thus exerted a deterrent
influence even when it was not supported by a high
rediscount rate.

A similar though less forcible deterrent effect can be
traced in the London discount market. The banks do not
themselves get bills rediscounted, but when they find it
necessary to replenish their cash, whether because the
Bank of England has been selling securities or for any other
reason, they do so either by buying fewer bills or by calling
in loans from the discount houses, It is the discount
houses that have to come to the Bank of England. That
does not lead the discount houses to refuse to take bills;
they will always buy good bills at a price. But the know-
ledge that the discount market is *in the Bank ™ does
infivence the outlook of the banks,

BANK RATE AND TREASURY BILLS

There has, however, been a change in the conditions of
the money market since the war, which has deprived open
market sales of securities of any but an ephemeral effect
on credit. That change is the enormous expansion of the
floating debt of the Government. Treasury bills to an
amount of something like £40,000,000 have to be issued
every week to replace bills falling due. They are put up to
competitive tender, and are acquired partly by the discount
houses, partly by banks, partly by other agencies which
need short-term sterling securities. If the discount houses
are in debt to the Bank of England, they can simply refrain
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from tendering for’ Treasury bills. If, as is likely, the
result is an insufficiency of applications for the bills, the
Government has to borrow from the Bank of England, and
in effect the reduction made in the Bank’s assets by its
sales of securities is filled by its loans to the Government.

In the nineteenth century, when the Bank of England'’s
reserve was diminished to any considerable extent by a loss
of gold or an increase in the note circulation, there resulted
a stringency in the money market and Bank rate became
effective, But in recent years that has not been so.

In November, 1925, and again in September, 1929,
big losses of gold caused no corresponding stringency in
the money market because there were insufficient tenders
for Treasury bills, and the Bank had to take them to fill
the gap.

It should not be forgotten that in recent years the
American Treasury has likewise run uvp a huge floating
debt, and if, while the debt still exists, the Federal Reserve
Banks have occasion to repeat the expedient of contract-
ing credit through open market operations, they may
find that they can no longer do so.

The device recently adopted of varying the statutory
reserve proportions of the member banks of the Federal
Reserve system has the same weak point. The Federal
Reserve Act required every member bank to hold a reserve
not less than a prescribed proportion of its deposit liabili-
ties (7, 10 or 13 per cent. according to the district). The
power given to the Federal Reserve Board under recent
amending legislation to increase these proportions has been
used, and in 1937 they were raised to double the former
percentage. In 1938 they have been lowered again to
1§ times.

The raising of the reserve proportions works just like
open market sales by the Federal Reserve Banks. It
diminishes the surplus reserves of the member banks, and
may compel them to borrow from the Federal Reserve
Banks. In 19367 the raising of the proportions was
intended to counteract the effect of an excessive growth in
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the stock of gold which had swollen the surplus reserves to
an unprecedented level. But if at some future time the
same procedure is employed for the purpose of starting a
contraction of credit, the member banks can up to a point
maintain their reserves by abstaining from taking Treasury
bills. To get the bills taken it will be necessary to offer
them on more attractive terms and that will be equivalent
for practical purposes to a rise of the rediscount rate. For
no trader can expect to get short-term accommodation
on more favourable terms than the Government, and the
market will be adjusted accordingly.

Either the sale of securities by the central bank or the
increase of statutory reserve proportions for the commercial
banks is to be regarded as a device for making Bank rate
effective. And if it does so, banks and discount houses will
be willing to buy Treasury bills at a rate corresponding to
Bank rate. There should be no deficiency of tenders,

In the nineteenth century a rise in Bank rate came into
vogue as a milder alternative to the absolute refusal to
lend, to which the Bank of England had formerly had
recourse, The enlargement of the Government’s floating
debt has had the effect of making a refusal to lend im-
practicable. For the banks and discount houses would
counter such a refusal by simply abstaining from taking
Treasury bills, and the Government would be driven to
borrow from the Bank and so create cash.

Thus the growth of the Government’s floating debt has
made Bank rate more indispensable in the regulation of
credit than before.

BaNk RATE WITHOUT THE GOLD STANDARD

It is sometimes argued that the suspension of the gold
standard has stultified the use of Bank rate. The purpose
of Bank rate always used to be to regulate the amount of
the gold reserve, and, when it is no longer necessary to
attract gold, the Bank rate's occupation, it is said, is gone.
Since 1932 it has been possible to maintain the spell of
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cheap money unbroken. Is not that because the goid
standard has been in abeyance ?

That is a superficial view. The gold reserve was used
as an indicator of the monetary situation, and monetary
contraction or monetary expansion was applied according
as the reserve was below or above the prudent level
When the gold standard is suspended or abandoned, that
does not mean that monetary contraction or expansion
need no longer be applied. The alternative dangers of
inflation and deflation remain, and if the gold reserve is
not employed as an indicator, other symptoms must be
observed, such as the state of employment, the level of
profits or a rise or fall of the price level. And when the
threat of inflation or deflation is detected, it is in Bank rate
that the essential corrective is to be found.

The absence of any metallic or international monetary
standard actually facilitates the use of Bank rate as a
corrective, For if the currency unit is fixed in terms of
foreign units, any rise or fall of Bank rate is apt to be
accompanied by an inflow or outfiow of funds seeking
temporary investment, resulting in a delusive and pre-
carious restoration of the monetary position. If the central
bank has to allow for the effects of such an inflow or outflow
of funds, the extent of which is difficult to measure with
exactitude, particularly over short periods, its task is
made more difficalt. When the currency unit is free to
vary relatively to foreign units, a disparity of short-term
interest rates is reflected in a premium or discount on
forward exchange rates, which should counteract the
tendency of foreign balances to seek temporary investment
in the centre where rates are high.

The point was clearly put by Mr. Keynes in 1923 in his
Tract on Monetary Reform (p. 137) :

* Dear money—that is to say, high interest rates for
short-period loans—has two effects. The one is indirect
and gradual—namely in diminishing the volume of credit
quoted by the banks. The effect is much the same now as
it always was. It is desirable to produce it when prices
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are rising and business is trying to expand faster than the
supply of real capital and effective demand can permit in the
long run, It is undesirable when prices are falling and
trade is depressed.

‘“ The other effect of dear money, or rather of dearer
money in one centre than in another, used to be to draw
gold from the cheaper centre for temporary employment
in the dearer, But nowadays the only immediate effect
is to cause a new adjustment of the difference between the
spot and forward rates of exchange between the two
centres.”

In recent years the migration of balances from country
to country has, it is true, caused more trouble than ever
before. But that is attributable not to disparities of
interest rates but to distrust of currencies. When the
French franc was being maintained at so high a value in
terms of American dollars and English pounds that a
depreciation of the franc was anticipated, refugee money
from France was constantly being placed in London and
New York. The short-term rate of interest was far higher
in Paris than in London or New York, but the difference
was more than compensated by the enormous discount on
forward francs.

If at some future time the world reverts to an inter-
national monetary standard, a condition of its smooth
working will be that the relative values of the several
currency units be so far consistent with internal equilibrium
in each country that there will be no general expectation
ofachnngemthepantyoianyoneofthembecommg
necessary.

DIMINISHED UsSE oF BANK ADVANCES

For some years there has been a noticeable tendency for
some traders to dispense with bank advances, and to meet
their maximum requirements of working capital from their
own resources, They think it worth while to incyr the
not very heavy loss of interest involved in periodically
accumnulating an idle cash balance, in order to escape from
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a position of dependence on the banker. If this tendency
goes further, may it not impair the efficacy of Bank rate ?

If the temporary borrowing by traders were to shrink
within narrow limits, the banking system would be pro-
foundly modified. Neither advances for carrying securities
nor advances to consumers would be so sensitive to restric-
tive measures. Nevettheless Bank rate would probably
still be found the most reliable instrument for regulating
credit, even if higher rates became necessary than in the
past to evoke a given response.

And it must not be supposed that the trader who ab-
jures temporary borrowing is wholly impervious to the
influence of Bank rate. For, when his working capital is
at a low level, he will place his idle cash on deposit, and the
deposit rate (with ummportant exceptions) follows Bank
rate. If the deposit rate is a constant amount below
Bank rate, while the rate for bank advances is a constant
amount above Bank rate, a given rise or fall in Bank rate
will make as much difference to the former as to the latter.
There is vsually, it is true, a maximum imposed on the
deposit rate, but if the maximum is 5§ per cent. and the
deposit rate is 1} per cent. below Bank rate, the maximum
is not operatwe unless Bank rate rises to 7 per cent. If
Bank rate rises from 3 to 6§ per cent., and the rates for
advances and deposits rise from 4 and Ii per cent. respec-
tively to 7} and 5, the inducement to-delay purchases of
goods is precisely the same whether the purchase involves
temporary borrowing or ‘withdrawing a deposit. The
difference (and no doubt in practice an important one)
is that in the case of an advance the banker can add the
force of persuasion or of a refusal to lend to the directly
deterrent effect of the higher rate.

But anything like a general abandonment of the practice
of relying on temporary advances to finance working
capital is not at all likely to occur. To avoid the need of
such advances by issuing a larger amount of share capital
is to divide up the profit of the business among a larger
number of participants. To the established concern mak-
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ing a public issue that may not matter, but to a concern
that is being started by a limited syndicate of promoters,
an extension of the circle is a palpable disadvantage., Nor
is a debenture debt, where practicable, likely in all cases to
be more attractive than intermittent bank advances. And
for any expanding business the raising of new capital can
hardly be made always to anticipate needs, and there will
be intervals when recourse must be had to bank advances.

Sometimes the whole system of credit regulation through
Bank rate is assailed as being burdensome to industry.
Such attacks have their source, I think, in a confusion of
thought. As we have seen, the direct burden of short-
term interest on the trader who borrows is small. As
Henry Gibbs said, *“ bring me the man who has been ruined
by a loss of £200 on a transaction of £50,000.” What is
detrimental to industry is not the direct addition to costs
but the deflationary effect, the discouragement of the
purchase of goods. But deflation is implicit in any
monetary system which allows inflation to occur. Its
consequences are equally painful by whatever method it
may be brought about. A system of bank advances free
of interest could be evolved if an adequate method of
controlling the amount and purpose of the advances could
be devised, and if some source other than interest could be
provided for meeting the cost of banking services. But
the relief thereby granted to industry would be insignificant,
unless some means were found of preventing deflation from
occurring, either as a necessary corrective of an undesirable
inflation or as itself an undesirable departure from stable
conditions.

GOVERNMENT EXPENDITURE AS A MEANS OF CREDIT
REGULATION

As a result of a deplorably prevalent tendency to dis-
parage, distrust or ignore the Bank rate tradition, vayious
proposals have been put forward to do the work of credit
control by other means. All or nearly all these proposals
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are directed to attaining this object by regulating the dis-
bursements of the Government and public authorities.

It is necessary to distinguish the proposals that are
merely intended to afford relief during a depression by
giving employment from those which are designed to dispel
the depression itself by reacting on the monetary situation.
Even the proposals of the former kind, however, cannot be
dissociated from their monetary effects. If for example
we suppose that the monetary policy followed is such as to
keep the quantity of money fixed, and that the consumers’
income is rigidly related to the quantity of money, no
amount of Government expenditure will give any addi-
tional employment at all. So long as the consumers’
income cannot be enlarged, any employment given by the
Government is offset by an equal diminution of employ- .
ment given by private enterprise.

Undoubtedly the condition that the consumers’ income
is rigidly related to the quantity of money is certain not to
be fulfilled. The ratio between the two, the ‘‘income
velocity ” of money, is susceptible of wide variations. At
a time of depression income velocity is likely to be low, and
quite possibly the Government expenditure might increase
it. In fact it is upon this possibility that the whole pro-
pbsal, whether for relief expenditure or for dispelling the
depression, is really based. In either case an enlargement
of the consumers’ income is essential, and the difierence
between them is only one of degree.

But variable though income velocity may be, we cannot
take for granted that additional Government expenditure
will increase it. If it does not, then to ensure the enlarge-
ment of the consumers’ income there must be an increase
in the quantity of money. And on that assumption, it is
the increase in the quantity of money that is the effective
cause, and the Government expenditure is superfluous.

It is only when the Government expenditure does
increase the income velocity of money that it plays an

1 Not necessarily an exactly e‘i:;l diminution ; the same amount of

income may give either more or employment when passing throu
Government l;‘;nds P &
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active part in the expansion. In what cireumstances then
will this occur ? ‘

The essential condition is that there are idle balances
somewhere that will be drawn upon. Two cases may be
distinguished. The idle balances may already exist, or
the action of the banks in expanding credit may bring them
into existence.

We have seen (above, pp. 250—3) how, at a time of depres-
sion, a low short-term rate of interest may fail to induce
traders to borrow, and the banks, seeking to expand credit,
may have recourse to the investment market and buy securi-
ties. Thelong-term rate of interest will then be forced down,
but there may be a lag of a long interval between the fall
in the long-term rate and the stimulus to capital outlay.

It is under such conditions that Government expendi-
ture is called in to perform the function which bas come to
be called in America " priming the pump/’ The Govern-
ment by borrowing intervenes to collect the idle funds from
the investment market and to pay them away to those
whom, directly or indirectly, it employs.

To collect the idle funds, it must offer more favourable
terms to the holders than the existing investment market ;
in other words, the long-term rate of interest must rise,
The market will become less favourable to other borrowers,
and it may be that flotations and promotions are actually
postponed, especially if the unfavourable state of the market
is judged to be temporary. But that need not necessarily
defeat the purpose of the expenditure, for the Government
may increase its undertakings to a sufficient extent to
compensate any falling off of private enterprise and to
provide the requisite stimulus to activity in addition.

If the treatment is successful, the consumers’ income
will be enlarged, and, that process once begun, the principle
_ of the vicious circle should come into play to continue it
and accelerate it. That is the significance of * priming
thepump ; the phrase implies a process similar to the
surmountmg of a dead centre,

The idle funds to be drawn upon by the Government
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are not confined to those of dealers in the investment
market itself. They include the idle working capital in
the hands of traders, which can be tempted into securities.
They would also include idle balances in the hands of con-
sumers, representing savings withheld from the purchase
of securities, if, as Mr.- Keynes holds, such balances are
considerable enough to be taken into account.

The Government induces a release of cash, and, if its
operations are of sufficient magnitude the release of cash
will counteract the absorption of cash which is the under-
lying cause of the trade depression. If this condition is
fulfilled, the dead centre ought to be surmounted in
quite a short time. As soon as consumption demand begins
to increase, the vicious circle of expansion does the rest ;
the widening of capital is resumed, and the further inter-
vention of the Government in the investment market
becomes unn .

.But expenditure of sufficient magnilude is the essential
‘condition. Anything short of that will merely delay the
progress of depression without stopping it, and the menace
of the vicious circle of deflation will remain. This device of
starting revival by means of Government expenditure is
usually embodied in a programme of public works. The
Government is to incur debt, and, if the money raised is
applied to public works, there will be something to show
for it. That is on the assumption that the works are of
some real utility ; they need not be income-yielding, but
to rank as an asset they must be useful or must add to the
amenities of the community. Unfortunately works of this
character that can be entered upon at any given moment
are limited in amount. They involve much planning and
preparation, and the execution of any one work usually
occupies a considerable period of time, extending to many
months or several years. It is often suggested that the
necessary planning and preparation should be carried out
"in anticipation of future needs, so that at any time there
will be a programme of works ready to be put into operation
at short notice. But needs cannot usually be foreseen very
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long before they are actually felt and, even if they are,
the plans devised in advance to meet them are only too
apt to need modification after a short interval. It is in
fact quite impracticable to organise a sudden burst of
expenditure on public works at the moment at which a
monetary expansion is found to be desirable.

Moreover public works require specialised productive
resources, which are limited in amount. A programme
which suffices to employ these resources to the full may yet
be insufficient to break the vicious circle of deflation.
The specialised productive power may be expanded, but
that takes time, and it sows the seeds of new dislocations
to materialise when the emergency is over.

These limitations attach to a programme of public
works. But the policy of stimulating activity through a
deficit is not necessarily associated with public works.
They are only introduced to make the deficit respectable.
* It is not the Government expendityre that gives em-
ployment, but the Government borrowing. The borrow-
ing would have the same effect if it were to meet a deficit
due to a remission of taxation.”* For a simple deficit
there is nothing to show in the future. But public works,
if not wanted, are worse than nothing at all, for they
require expenditure on maintenance. The white elephant
has to be fed. .

There has recently been a noticeable tendency for
economists to make the transition from an advocacy of
public works to an advocacy of deficits, as may be seen for
example in recent works by Messrs. Durbin,* Harrod®
and Meade.t Mr, Meade would apply the deficit to sub-
sidising consumers. Mr. Keynes concedes (in a review of
Mr. Meade’s work, Ecomomsc Jowrnal, March, 1938, p. 71}
that ‘ consumers’ subsidies can be introduced without
preparation and on an easily adjustable scale, on occasions
" when, for one reason or another, an adequate increase in

! See my Trade end Cradil, pp. X12-3. -
3 The Problems of Credit P . PP- 2045 and 230-6.

% The Trads Cycls, pp. 200-6 and 213-28.

¢ Conssmers’ s and Unemployment,
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.investment is impracticable.” The same principle is to
be detected in the Alberta Social Credit Act, 1937, passed
under the lead of Mr. Aberhart’s Government, which
provides on the one hand for subsidies in the forms of a
* retail discount’ on retail sales and (if funds remain
available) of a consumers’ dividend; but on the other
hand, should inflation and rising prices supervene, for a
negative retail discount, or in other words a sales tax, to be
applied to redeeming the credit instruments which supply
the medium in which the subsidies are to be paid. The
Act was repealed in 1938 and a new Act setting up a2 Board
to introduce Social Credit was passed in place of it.
Whether the repeal implies a reconsideration of this par-
ticular feature I do not know.

Nevertheless even modifications of taxation or subsidies
to consumers, though more manageable than a programme
of public works, could hardly be applied with the same
delicacy of adjustment as Bank rate. Indeed they are not
really intended to do the work of Bank rate; they are
offered as a palliative in cases where a severe depression
already exists. They are not defended as an improvement
on Bank rate, but their advocates simply assume as
axiomatic that Bank rate does not work.

‘As we have seen, conjunctures do occur at which Bank
rate does not work. A depression may be so severe that
the reduction of Bank rate to a minimum fails to start
revival. And if through any concatenation of circumstances
depression prevails at a time when Bank rate is already at a
minimum, nothing further can be done through Bank
rate. In that event a policy of public works or deficits
may be a remedy. But there is no certainty that it will,
at any rate within the limits to which Governments and
Legislatures will be willing to proceed. In the past eight
years the national debt of the United States has been
doubled, and the greater part of the increase has been
deliberately incurred for the purpose of stimulating the
revival of activity. But the stage of * priming the
pump * has never been reached at all (except possibly in
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. the months April to July, 1933, immediately following the
suspension of the gold standard, and for a fleeting interval
in November, 1933, before the public works policy was
initiated). The lavish expenditure of the Government
must of course have contributed something to the revival’
that took place up to 1937, but at no time did revival gain
a firm hold.

And the device of adjusting Government expenditure
and taxation does not offer even a plausible prospect of
dealing with an undue expansion of credit. The contrary
of a deficit is a surplus. But no surplus is ever likely to
check a state of undue activity. For at a time of high
demand any funds applied to the redemption of debt will
be immediately employed through the investment market
in capital outlay. The surplus might, it is true, be applied
to extinguishing floating debt. But the reduction of
floating debt is quite a distinct measure from the budget
surplus itself ; it might for example be effected without any
surplus at all by a funding operation. Moreover the
reduction of floating debt, unless accompanied by a reduc-
tion of the cash reserves of the banking system, is likely to
be followed by an increase in advances to traders, which-at
a time of trade activity will promptly fill the gap.

In fact a budget surplus is completely ineffective as an
expedient for checking inflation, unless it is supported by
the whole deflationary apparatus, including an appro-
priately high Bank rate, and, if it is effective with that
support, that is because the deflationary apparatus would
be effective without the budget surplus.

Of course in the case where inflation is due to a deficit
being met by the creation of credit, it may be essential to
cover the deficit by a balanced budget, and, where there
are debt maturities that cannot be covered by genuine
loans, a surplus may be necessary to prevent them from
being a source of further inflation. That is because infla-
tionary borrowing by the Government is not amenable to
the same motives as inflationary borrowing by traders; and
requires special treatment, Itis, I think, the prominence
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of inflation attributable to Government borrowing in
many countries after the war, and the wild excesses reached
in some of them, that have led many people to look for the
means of regulating credit in the budget. But any plan
for the regulation of credit must be applicable to the case
where inflation arises from causes in the banking system,
as well as to the case of inflationary Government finance.

The plan based on budget deficits is in reality only
applicable to the case where a depression is already so
severe that there is an accumulation of idle balances
ready to be mobilised by Government borrowing, and its
efficacy even in that case is by no means certain.

In any depression, even if quite mild, there will probably
be some accumulation of idle funds, for there will be bal-
ances accumulated by traders out of the proceeds of liqui-
dation of working capital. But so long as the investment
market is functioning normally, and can find openings jn
capital outlay for all the resources it receives, these balances
will not materially affect the situation. It is only when
there is an excessive lag in the response of capital outlay,
and the long-term rate of interest is forced down to what is
regarded as an artificial level, that the flow of idle balances
into the investment market is held up.

This pressure on the investment market is due not only
to the accumulation of idle funds by traders, but also to the
repayment of bank advances and the need of the banks for
investments to fill the gap made thereby in their earning
assets, JIf the banks could induce short-term borrowers
to come forward, so as to increase their advances, the
trouble would solve itself, not only because the demand
for investment securities wounld be less, but because there
would be a revival of general demand. It is only when the
vicious circle of deflation has gained such a hold as to cause
a credit deadlock, that the banks find themselves unable to
expand credit.

That state of things is exceptional—so exceptional that
it probably mever occurred before 1930. Even in the pro-
tracted spells of cheap money that did occasionally occur
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in the nineteenth century there is evidence that the corner
was turned towards revival at an early stage, and that,
though progress was slow, there was never a complete
deadlock. The vogue gained among economists in recent
years by public works or budget deficits as a means of
stimulating activity may be explained by the fact that a
deadlock has actually occurred, Supporters of the policy do
not seem to have been in the least degree discouraged by its
failure even under the exceptional conditions in which
theoretically it might be expected to be of some use.

At the same time the international aspect of the question
must not be left out of consideration. The private enter-
prise displaced by Government borrowing may be an
export of capital. A very substantial relief may be secured
at a time of depression by a capital-exporting country in
this way, in so far, at any rate, as the Government expen-
diture is directed at home and neither to the acquisition of
imported products nor to the diversion of goods from
export (conditions which are not in general fulfilled, it
may be pointed out, by an armament programme). There
is a favourable eflect upon the balance of payments, which,
with a given foreign exchange value of the currency unit,
permits of an enlargement of the consumers’ income.?

That shows that Government expenditure may really
contribute to the relief of unemployment, but it affords only
a very equivocal recommendation for such a measure as a
means of regulating credit. For at a time of depression,
owing to the diminution of savings, the export of capital
from the wealthy financial centres falls off. Thereby the
depression is intensified in the countries which have
previously been importing capital. If the capital exporting
tountries take measures to reduce still further the amount
of capital they export, the depression in the latter countries
is still further aggravated.

In the nineteenth century the London discount market
regulated credit for the whole world. There have been
times since the war when its pre-eminence has not been so

1Ses my At of Contral Banking, pp. 4353
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evident and New York has taken an equally prominent
part. It is possible that in the future the credit system
of the world will be controlled from two or more centres.
But even so those centres will be in great creditor countries,
which are normally or potentially exporters of capital. If
they set out tg deal with a depression by diverting their
own stream of savings to meet Government expenditure
at home, so as to gain the advantages of a favourable
balance of payments, they would be increasing the strain
on the new countries and primary producers, which are in
any case the weakest part of the system. The result to
the world as a whole would be not credit regulation but
chaos.

MANAGED MONEY

Relief by deficit is, as we have seen, only appropriate
at all, even with all its drawbacks, when a depression
already exists. Now we bave also seen that it is the actual
purpose of credit regulation in certain conditions to cause
a depression. That is so whenever a monetary expansion
has gone further than the system adopted, whatever it
may be, will allow, and has to be corrected. Before
starting to devise palliatives for a depression, it will be
bétter first to see whether the monetary authorities can
avoid actually causing it. That that can be done has
been indicated above (pp. 252—5). Prompt action to check
an undue expansion at the outset followed by equally
prompt action to relieve the pressure when it has become
effective, would do what is required. But that procedure
will not be a complete remedy if the monetary system itself
is such as to involve deflation.

The gold standard has often been criticised on the
ground that it links up the monetary unit with the hazards
of gold discoveries and of the technical conditions of gold
production. These hazards do undoubtedly constitute a
serious defect in the gold standard. But they have not
been the cause of the most disastrous fluctuations in the
value of gold that have occurred in the past hundred years.
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Cyclical fluctuations apart, those have been due to big
changes in the monetary systems of individual countries.
The excessive rise of prices and wages in the period from
1850 to 1873 was not attributable exclusively to the en-
larged output of gold. It was contributed to by the sus-
pension of specie payments in the United States, France,
Austria-Hungary, Russia and Italy. The gold scarcity
that followed was due to the adoption of the gold standard
by Germany and other counfries, and its restoration in
France and the United States.

The precipitous drop in the purchasing power of gold
between 1914 and 1920 was due to the general abandon-
ment of the gold standard by European countries and the
concentration of redundant gold in the United States.
The rise in the purchasing power of gold associated with
the depression that began in 1930 was started by the sud-
den absorption of gold by France in 1929.

If severe depressions are to be avoided, it will be neces-
sary not only to institute a system of credit regulation
guided by a sensitive discernment of incipient movements
and directed to prompt corrective action, but also to avoid
those big discontinuities in monetary systems and prac-
tices which have caused such disastrous disturbances in the
past. Such a system is often disparaged as a * managed "
standard, with the implication that management is a task
beyond human capacity. But the problem is quite as
much that of avoiding mismanagement.

Once the monetary authorities of the world can bring
themselves to refrain from camssmg depressions, their task
will become relatively easy.

At the same time it is important to appreciate what an
extremely sensitive and delicate instrument Bank rate is.
Its successful use depends on unceasing attention to the
tendencies of economic activity, and to all the various
symptoms by which monetary policy and credit policy
have to be guided. As has been pointed out above, itis a
change in Bank rate, rather than the continuance either
of a high rate or of a low rate unchanged, which produces

T
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an effect. But the efiect produced may be either strictly
limited, a temporary retardation or modification of what-
ever movement is in progress at the time, or it may be the
starting point of a big new movement amplified by the
inherent instability of credit, the vicious circle of expansion
-or contraction. Whether the effect is to be large or small
depends often on a psychological response. The rise or
fall of Bank rate is required to counteract expectations.
Whenever any change is at work, there may be expectations
either of further changes in the same direction or of a
reversal of the changes already made. Expectations are
not measurable, and the extent of the rise or fall required
can only be discovered by trying.

The empiricism of Bank rate policy in the nineteenth
century was crude, because it did not take account of these
refinements. But in the nature of things the policy must
remain empirical ; the requirements could never be con-
fined within a formula, however elaborate.

The power of Bank rate is in a sense negative. A rise of
Bank rate acts like a brake applied to check an expansive
movement. A reduction frees the system from the action
of the brake, and opens the way to an expansive movement.
But, as we saw above (pp. 250-3), the mere release of
the system may not suffice to start an expansion and there
may be a deadlock. Bank rate may be compared to the
damper of a kitchen stove. To open the damper and
increase the draught of air will stimulate combustion,
provided the fuel is still alight. But if the last spark has
been extinguished, no amount of air will make any differ-
ence. The spread of a conflagration is a familiar example
of a vicious circle. Any stove, grate or furnace is simply a
contrivance for a * managed conflagration.”

The source of activity in the economic system, the
motive power, is profit. The outstanding importance of
monetary policy in the dynamics of the system is due to
the dependence of profit on the flow of money. So long
as there is a normal flow, sufficient to provide a normal
margin of profit over wages in conditions of full employ-

-
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ment, activity is sustained. This state of things once
secured, Bank rate can be held at a moderate level, corres-
ponding to the prevailing long-term rate of interest, and
any lapse towards depression can be quickly corrected by
lowering the rate. So long as that is possible, the regula-
tion of credit is effective both ways; for an incipient
expansion can always be checked by a rise in Bank rate,

If the adjustments of Bank rate are wisely and promptly
applied, quite small changes will suffice. That is well
illustrated by American experience during the late Benja-
min Strong’s Governorship of the New York Federal
Reserve Bank. From 1922 to 1928 very slight variations
of the rediscount rate, supported by judicious open market
operations, sufficed to keep approximately stable conditions
of activity, The vagaries of the Stock Market (due, as I
think, to the adjustment of share values to a fall of the
purchasing power of the dollar by one half since 1914Y)
did not detract from the soundness of the state of activity
prevailing in industry, The experience of the period of
revival and activity in Great Britain from xg09 to 1914
teaches the same lesson.

The adequacy of these small changes of Bank rate,
however, depends upon psychological reactions. The
vicious circle of expansion or contraction is itself partly,
but not exclusively, a psychological phenomenon. It is
the expectation of expanding demand that leads to a
creation of credit and so causes demand to expand ; and it
is the expectation of flagging demand that deters borrowers
and so causes demand to flag. But these expectations are
not purely psychological ; they are partly based on material
facts, such as the state of stocks of commodities. The
vicious circle may in either case have any degree of per-
sistence and force within wide limits ; it may be so mild
as to be easily counteracted, or it may be so violent as to
require beroic measures,

Even when activity has been successfully stabilised, and

‘Thopumhmngpowdthodolhrlahutcs&mnhdﬁmthemh
the index of wagea, and from the rise in the national income. The com-~

modity price lovel is affectad by the cheapening of production.
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.the credit system has proved amenable to slight variations
of Bank rate, some disturbance may arise, either economic
or political, which profoundly influences expectations.
Prompt and drastic treatment may be needed to maintain
or to restore stability.

Or a mere miscalculation may allow a considerable
departure from stable activity to arise, and a relatively big
change in Bank rate may be necessary to correct it. On
those occasions the necessary change ought to be brought
into operation in a short space of time, That pa.rticularly
applies to a reductxon of Bank rate when there is a danger
of depression.

The foregoing principles apply to any monetary system.
In the particular case of a gold standard the task of the
monetary authorities is complicated by their obligation to
maintain stability of the rates of exchange on other gold
standard countries. If a state of inflation or deflation de-
velops in the gold-using world as a whole, each country has
to conform to it and to sufier the consequences. In one
respect the task of the monetary authorities is facilitated ;
the state of the gold reserve and of the foreign exchanges
supplies them with a definite indicator of the position. But
the indicator is not in all respects reliable. The response
of the country’s credit system to a rise or fall of Bank rate
may be obscured by imports or exports of gold representing
movements of funds seeking temporary investment at the
highest available rate of interest.

Even a country which has suspended or abandoned the
gold standard cannot avoid being guided to some extent
by the state of the foreign exchanges, at any rate over
short periods. Rates of exchange are very semsitive to
speculative movements, and such movements are not
confined to speculation in the technical sense, but extend
to the operations of all those traders who acquire assets or
assume liabilities in more than one currency. Any such
trader can hasten or retard his operations in any currency,
and in doing so may be influenced by the same motives as

the speculator,
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Now speculation in foreign exchange, if left to a free
market, may materially raise or lower rates of exchange,
and any variation in the foreign exchange value of a
currency has immediate reactions on the prices of com-
modities. The whole range of foreign trade products (that
is to say, of importable or exportable products susceptible
to competition in international markets) is affected, and is
likely to be thrown out of relation to the prices of home-
trade products and wages.

Therefore the monetary authorities of a country which
has been cut loose from any metallic or intermational
standard find themselves compelled in some degree to
regulate the foreign exchanges, either by buying and selling
foreign currencies or gold, or (deplorable alternative) by
applying exchange control. Thus at any moment the
problem of monetary policy presents itself as a choice
between a modification of the rate of exchange and an
adjustment of the credit system through Bank rate. And
if the modification of the rate of exchange is such as to
favour stable activity, the need for a change in Bank rate
may be all the less, When a credit deadlock has thrown
Bank rate out of action, modifications of rates of exchange
may be found to be the most valuable and effective instru-
ment of monetary policy.t '

In Mr. Bernard Shaw’s play, The Doclor's Dilemma, the
genuinely scientific doctor, Sir Colenso Ridgeon, has
invented a cure for tuberculosis, of which the essence is
that the injection which is to stimulate the phagocytes
(tbe white blood corpuscles) to eat up the disease germs
must be made in the appropriate phase of the patient’s
system. “ Everything depends on your inoculating at the
right moment. Inoculate when the patient is in the nega-
tive phase and you kill ; inoculate when the patient is in
the positive phase and you cure.”

The number of patients for which the infinitely delicate
tests of the phase can be made at Ridgeon’s clinic is strictly
limited and the choice has to be made between two patients

1 See my Trade Depression and the Weay Out, pp. 1538 and 171-4.



278 A CENTURY OF BANK RATE

who need the treatment. The rejected patient is handed
over to the eminent and fashionable physician, Sir Ralph
Bloomfield Bonington, who, without a glimmer of compre-
hension of the niceties of the treatment, announces that he
is going to stimulate the phagocytes. * Having made 2
promise to your wife,”” he tells his victim, “* to stimulate
those phagocytes, I will stimulate them. And I take
no further responsibility.”” The patient dies, And
Ridgeon’s comment is : * it is not an indictable offence.to
callin B.B. Perhaps it ought to be ; but it isn’t.”

The adaptation of the injection to the phase in the case
of money is an equally delicate and even more intricate
operation. The behaviour of traders and bankers is less
predictable and more wayward than that of phagocytes.
The system has an indefinite number of degrees of freedom,
and its inherent instability is incessantly threatening to
get out of control.

“ There can be no doubt in our judgment,” said the
Macmillan Committee, ‘ that ‘bank rate policy ' is an
absolute necessity for the sound management of a monetary
system, and that it is a tost delicate and beautiful instru-
ment for the purpose ”’ (par. 218).

Bank rate is used, as we have seen, to induce an absorp-
tion or release of cash by dealers in commodities. A dealer
holds a working balance of money and a working balance
of the commodities he deals in. It is characteristic of a
working balance that it is constantly varying ; it exists to
bridge over the disparities between inflow and outflow,
whether of money or of commodities. Provided neither the
balance of money nor the balance of commodities ever falls
dangerously low, the precise amount of either is a matter of
very little consequence to the holder. Either may vary in
a very casual and arbitrary manner, and a very slight
inducement may cause these variations to be modified.
Bank rate has to work through this very volatile material.

But the same material remains to be dealt with under
any monetary system. In a completely collectivist com-
munity which uses money, traders’ balances become a
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mere matter of book-keeping. There being no independent
traders, but only Government agents engaged in managing
economic enterprises, money practically ceases to be in
circulation. as soon as it passes out of the control of con-
sumers, But consumers’ balances remain subject to
fortuitous variations.

A collectiyist community need not rely on the short-term
rate of interest to enlarge or compress the consumers’
income, The particular incomes which compose the
consumers’ income are paid by the State, and the State can-
alter them by an executive decision in any desired propor-
tion, And it can use this power simply to leave them
unaltered, so that the flow of purchasing power is stable,
But it will still be possible for people to accumulate balances
or to spend out of balances, causing demand to fall short
of the consumers’ income or to exceed it. If in the collec-
tivist system there is no provision for the investment of
-savings at interest, there may be a large accumulation of
savings in the form of cash balances constituting a potential
demand which it might be difficult to meet. Unless the
practice of using money as a store of value is to be pre-
vented (for example, by introducing some kind of perish-
able money embodying a negative rate of interest) the
danger of a flight from the currency would be a real one.

These possibilities are outside the scope of a work on
Bank rate, but they illustrate the far-reaching character of
the monetary problems which in one kind of economic
system Bank rate is used to solve.
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lAgg. 5 .. .- 00 81July 6580 845 49 —u08
il'iduchry lsaue tunponril inuuud by 000. Nov. to Dec. 1857,

Including the following amounn of silver

28 Nov. 1860  £337,000 827,000
20 Dec, ﬂiuuﬂo ISFab.hmAp:ﬂ §48
2 Jun. 1861 15 Hny

{Fiduciary Issue increased by 5175 080 on 10ih July, 1841
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APPENDIX I (continued)

i’

Nomber of sucks ot
45 B} 6 6 T B 9

11
g

2

2TEE
s-hl
53

2 .. ve an 14 Aug. 7194
e we se sa ws es e e P2 %QA‘;“: ey
Ll i a8 eiNov. soe?
ve ar wv wr es s ae a. BB BLE:. 10342
Wb 71 My 10116
s am as se ae se 4e ea y
18 June 9440
ve e ee se mn we e ae 9 July 9800
Ll e e ot msTuly 10508
v a4 me wm we er ba am 2 9152
ve we ae s sa ms =e aw 14 Jan.
.e as ss se wm wv  ws 28 Jan, 8161
e sa e e e ae es re 18 Feb. 0029
L Ll sk mmApril 0297
e aa me e es mm es ws ”ﬁpﬂl 2130
T LT 13 May
ve er e wt ar ex @ 20 May 8408
e s ex +s s aa 08 28 0ct. T218
s es as sa & Nov. G408
IR T 25 Nov. T618
va es e o ax B . %Dee. 4678
28
18
20
v e er ee wr B0 e 10 Feb. 7060
on e ws ve se e +. BR 24 Feb. BT84
er mE wa es e e «x 91 18 Aprll 6474
Vo BAE
cooonnn oy iy 5630
B T ) | 18 May 7098
ee 2e . B .. .. 01 £6 May  T47
PR - ﬁi giﬁn gﬁ
e | y
e ee e ' ve ae 27 July 6011

iz

I8 giesdt

5

ek zedbe Bhbedal bus

sééﬁf§sé§§é

I'ndarior
Demand

ekd

—1207



APPENDIX 1 (continued)

Price Increass

of Raserve in
Bank Rate Number of wesks al ; Consols Raserve
8 4 5 6 9 10 000 000
.! . “ .- * . D .. B9 8 Aug. rﬁﬁ% £'1218

1884— .2 2% 2 8 3
dAug. 8 . .. ' . .« B
8Sept. 9 .. .. e oee b er e ae s . .. 87 7 Sept. @811 1008
10 Nov. & .. .. . PR . e 200 L 9 Nov, 007 1809
BMNov. 7 .. .. .o o0 W e O O ) | 28 Nov. 0218 878
1BD8e. 8 oi vv vv an an wa er e en & ae en e .. B9 14 Dec. 9504  —1320
WWTan, B . o0 e wn e e e R L o e 80} 11 Jan, 8206 556
BJan. B .. .. L. 0l e e B dn he e s ke .. BO 26 Jan. 8821 807
TMarch 43 .. .. .0 .. . Lo 4 L a0 .0 a0 .e .0 .. BB 9518 540
WMarch & .. .. .. .. O ] 20 March 10068 —-2331
dMay 4§ .. .. . o0 0B oh el en e e e 90 3 May Ter 1360
HMay 4 .. .. .. .. o) L. [ . 24 May 491
TJuie BF .. . oo w0 B i ik o e ar e e . ool 81 May 9578 888
Wluoe 8 .. .. .. 8 .. 0 . . N . 90 14 June 0068 2884
o L 90 26 July 7082 ~—821
JAug. & .. .o .. .0 .. B L. e wr ae 90 2 Aug. 646 * 047
RWSepl. 4 .. v v i o B e e e e B9, 27 Sept. 7108 —2002
210et. b B ] e e s .. B9
BO0ct, 6 .. .. .. P T T & Oct. 5106
T0ct. 7 ©er o o e e ee oaa . OR . By 11 Qct. 5074 8457
88 Nov. & e s e en as an B .. .. « BY 22 Nov,  B5S1
£8 S e - 1/ 27 N 1 —1611
1800— .

4Jan. 8 . . e R e e o ae e T .. L B 3 Jao. 5980 2280
B Feb ¥ .. .. PR T T P 14 2] Feb, 8260 B4d
IbMarch 8 .. v ai sy an ae e ar e T e e o 87 14 March 8804 3168
L I T T . £ May 5638 176
SMay 8 .. .. .. . .. e ae o oee ose BoL0 L. BB 9 May 6818
MMy o .. . P T T T T S -
BWMay 30 .. «h .. vh ve an te we ae sn e e aa 134 BB 16 May 1208

. 30 May 9761
IBAOE. B .. v wh otk ae ar es se oes owe oae 1 L0 L. 8 15 Aug. 4011
. T T O T T:t 22 Aug. 8590 1344
80Aug. 8 .. .. ... ... e T 20 Aug
8Sepl. B .. . 0 wi s o ae e mn me en ae ue BBy 5 Sept. 6974 1708
R T T - S 28 Sept. 868D —i50
BNav. 4 .. & v v a0 8 Ltk wr dr e e as e 89 T Nov. 8330 3385
0 T T T 18Dec. 11716 —NB

* Fiduciary Issue increase by (350,000 £1st Fubruary, 1880,

1011
856
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APPENDIX I (continued)

- o - }:Iiu lna_-nlﬁd
wmber -II'I H Retores u llﬁﬂ"l
Comsals Roeve of Gald

4 435 S48 T B # 10

e e we as ae ee we e .. 90}  @Feb. 11000 for S5
O 1 Ma 12488 1281 160
LT s zJuy 1o 3100 D68k
ZHOct. 10600 —801 —120%
ve e e er en en e e e 18Nov. 0868 —301 o
PO, :‘zi 2 %77 ~—016 —88
B e et e e e e Ul March ~1384 —156
e b oL BMay 7577 i e
£ .., DJune 10788 1128 597
- e e L e BYme 118 1060 840
SR S 16 July 30867 1415 1844
S o3 18Aug. 12270 —2IM 300
oL o sNow.  ws1 s5ee 3310
18 July 12100 —024 243
e e ne e .. B9 July 1176 1100 —863

2eeRE2
[

L T Y

ve e ee e e 14 Sept. 600
ie se s se e BN 28 Sept. 14088 778 514
e sm ex e ae ae e se e W 1 March 18810 %87 1443
R 12 April 4186
we ss as sa ax e as se e Bl 14 June 17208 —B552 18560
e se ss se as se ws ae ax 12 July 10048 764 1843
26 July 17410 —3609 —2333
P S P 20 18711
W v se eo en aw ee ae as 27 Sept. 11077 ~2167 1635
P 4 Oct, —A56 —178
11 Oct. 608l —I270
$ .. et he e er e we e 15 Novw, 14128 1058 ~58
e wp ss us e as 4 as .e 98 20 Nov. 15179 470 148
e es =e s es ee ex an s 18 Dec.

I



APPENDIX I (continued)

Number of weeks at:
3 il 4 &4 5 8

i

i
T
. 2
+ ..
i
.. 8%

7

&

of '
Coniols

Price

03
0

28

g3 gz3s3% ® 528 $88% B8

Resarvs

3 April
10 April
8 May
156 May
20 May
12 June

Increass

Net
Im, Interior
of Demand
£000 000
—273 csu
—8 552
—a78  —407
847 —608
437 -= 10568
510 —111
1228 3329
—008 —1478
408 1128
—1038 136
. =310 1700
—178 17
—470 787
74 =121
266 —3558
—88 —858
980 1785
—621 —2020
72 —507
—1808 —1396
-1 738
8 2700
—414 302
—007 —813
—268 188
asl —120
159 .887
100 —1121
0 =102
303 260
714 324
8688 708
1238 371
708 205
—B50 —a1k
—484 2801
84 928
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" APPENDIX 1 (continued)

o H;c hwuur Nad i
Nowmber L X Resarve in is Interior
wecks Comois Rerss of Coid
2 203 H 4 4 5 6 7T B 9 £000 £000 £7000 £000
I T m 8 Oct, 0115 —1254 —700 545
L M T 15 Oct. 7861 £51 —529 —880
22 Oct. 8112 M3 —418 759
[ . T 20 Oct. 8455 —8s4
S ¢ | 5 Nov. 8071 1631 —79 —1710
T I . 18 Nov, 0702 1547 509
B . e ie ee e e ee e .- 9% 28 Nov. 11249 856 856
S . 9 3 Dec. 11449 1018 7w —u4
D N T TR 10 Dee. —816 560 1276
4 . . P S ] 7 }m. 11848 08 —100 212
s .. .. . er e s se e oae <. B2 14 Jan, 11949 —1556 —238 1322
S T 20 A 10394 505 931 838
| T N T LT 27 May 877 nr
I R 8 June 11349 1847 s —051
L S T BT TR 17 June —2228 1790
. .. .. P TR T 20 Inly 10773 —1546 —B15 3050
B e ae es e B e ae ae e e e 6 Aug. 1844 1421 —423
T T T L 19 Aug. 11052 408 207  -~—488
$ .o . T e s e se er ee e 28 Aug. 117456 —2830 2031 4370
"I EEE | ETEEr T e 14 Qct. —868 —08
11 Novw. 9038 —108 118
| I TR T T TR T m 18 Nov, 8818 473 -850 —533
O . 25 Nov. 201 —851 138 78T
2 . 8040 1825 2358 6528
] PR 2 8 Jan. 10445 479 182 —207e
& e e e 18 . 1 986 1188 147
s .. .. 8 27 jan, 11030 1730 -—1309, 331
8 .. o - 17 Heb. 10200 8000 8206 8106
3 .. .. B 93 7 July 15200 2175 2373 108
% .. . 28 Ioly 1 241 210
L 8 .. .. 11 Aug. 16415 —1827 871 2088
20 Sept, 13588 —i218 211 1006
a we ew er er ke sa wm as we Nf 6 Oct. 1297 —15a80 —100% £01
P T T T L 18 Oct. 10780 —630 —G504 20
4 [ T Mr 20 Oct. 10259 318 —42¢ —838
) [ T | 17 Nov. 10676 ~—~1308 —I1888 —487
L] sse se 1 o0 .0 ov oo .o 3 8 30 Dee, 0179 —1047 --888 350
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APPENDIX I (continued)

- Price Increase
Number of weeks af : of Reserve in
2F 8 3 4 4 5 & Consols £000 R{’“O‘:;
4
[ e 08 5 Jan, 8132 2348
v en ws B 28 Jan, 1 3007
. ae s we e aa o4 22 13487 —507
[ - S ) 5 April 12080 412
et ee e e e 10 April 18392 8852
20 Sept. %2244 —11517
L 944 SMay 10027 264
9May 11201 1883
1 o s se ah e e o 4 July 18174 737
e ss sd sw we e as 4 11 July 13011 -—1701
O I ) 22 Aug. 12120 9
Aug, 12120 --2408
“e e an P o5 8 Oct. 8721 -
. e T 95 10 Oect. 2116
PR | e 28 Now. 11547 365
O 05 9Jan. 11002 X
P . o B 25 20 Jan. —1088
- B . PR 11014 —1885
10 A 1028) 1107
4 . . ar as R otk 20 May 11388 ]
12 Juns 11240
T o5 26 June 10858 —1776
B Y 4 8 July 0088 —378
L | T o a Juy 8008 —300
[ T 7T Aug. B60S 816
14 Aug. 8018 1308
e e . o« B Mg - 80ct. 10216 —1608
18 Oct. 8617 8704
[ T o584 2O0Nov. 13811 2 —704
2 per cont.
Annuities

T e e hi] 16 Jan. 11517 1338
L I, kL) 20 Jan. 12850 8452
T T I TR T 73: 18 19508 -840
D | 0April 18668 2710

30 Jaly 20372 —4700
L - ™ B Nov. 160683 —103

-T2
—B5763

—1011
—410



APPENDIX 1 (continued)

Bank Rute Nuwbar of wasks o) 23 Rasaree ot
: Per cend, "
Ruarve
1880-= 2 2 38 4 4 5 & £7000 £000
§ March 16561 B33
17June 2§ .. B .. .. .. . . e ] uglm- 17894 —2285
# Nav. 15100 —1128
$De. & .. .. B .. .. s e s 1} 8 Dec, 13968 1406
B % .. .. .. b .. .. .. 81} 12 Jan. 238
19 Jan. 12914 3508
7P, 8 .. .. W .. .. .. .. .. B2 16Feb, 16580 250
2 March 16880 —2311
13 April 14510 1378
WApdl T .. 18 .. .. .. .o .. .. B 27 Apdl —£568
3 Aug. 13320 —id
1BAng. 8 T 57! 17 Aug. 18285 —380
BAug & .. .0 oo .. 6 .. .. .. BI} 2AAug 12025 —2803
8O0ct B .. ur ec a0 2x . 104 .. B8  BOct 10822 654
1862
BOJEn. 8 .. .. si . ee .. .o B3 BB ﬂ;tn. 10076 —I1801
1 Feb. o178 761
8 Feb, 2482
28Feb. & .. .. .. .- .. .- 2 .. 22 Feb, 12418 800
QMarchd .. .. .. .. 2 .. .o .. 8 March 1805
2gMarchb$ .. .. 2 .. .. .. .. .. B8 22March 15118  -4422
17Aug. 4 .. . oo oo & 0 ae .. a 16 Aug. 10681 486
48ept. B .. .. .o o .. . W . 13 Sept. 111587 1220
hfen. & .. .. .. o % .. . ziian. 12877 11
1B 8 .. .. .. 2 .. .. . B7 14 Feb. 18238 769
tMarch 8 .. .. 10 [ . 8§ 28PFeb. 14057 —B750
10May 4 .. .. .. 18 .. . 9 May I 4174
1Sept, Bf .. .. .. B e oo .o .. B7f 12Sept 34481 —3865
27Sept 8 .. .. 9 o .. .. .. BSd P4Sept 14636 --2e2s
7 Feb, 8§ e or B s wv e s 6 Feb, 2806
W March 3 .. .. e wn we me se 12 March 15100 489
SAprl 2} .. 1l .. .. se as e ae 80 2 April 15548 319
lﬂ&m 2 18 .. i e ae e +s B n&m 15867
] 8 .. o B i e e e e 8 Oct. 10478 41l
$800ct. & .. .. .. ar [ 20 Oct. L —545
GNov. § .. .. .. [P T & Nov. 9517 4421

’Phn;'y};mhmwawm.ﬂ April, 1881,

beghabouts tal

L Ll
23E8s

58

:

—T50
2545
—1716.
—48.
— 47

917

316
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20 Jan,
19
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7 May
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APPENDIX I (continued)

J\-l';mbw of weshs al :

5 4
g .
. i
“ .
ii -
¥ i

R R
* Fiduciary

28 22382

2

22

g

geegegs

-1 -1-]

-IG‘U'S

-1 -1
on Cn

[

Issue tncroased by

Raevs

11087
12401
13008
prt )

Getober, 1887.



1
¥

fresas

soxsss.e
L
LS LT Y.

a‘
-t

16T
; ¥
3

E

i

A

&

33

§

g%

E

B wEaRaEBEe
-

[
=]

shn

APPENDIX 1 {continsued)

Prics Tncremze
Namber of wesks of : of Roserve in
Consols Raoerve
2 3 4 5 & £000 £000
. l’t e .* .. 9 . e 17 April 180856 —2407
PO e e re as 7 Aug. 11578 723
e 2o se oo B 4n L. as 97 28 Aug. o1
e we bs se er e 18§ .. 7 25 Sept. 12392 —RH02
se sn ee we ws ee .. T§ 7 24 Dec. 9600 —281
I;:n. 6888
P 97§ 19 Feb. 16177 100
- s - . e 4 E 5 March 18387 538
v ee en ae B e e el i 12 March 16005 —1
e e o 1 a0 o0 el .. 88 9 April 15107
e e IO 4. a0 el e .. 16 April 156043 —2478
se ae se o B .. e 25 Juna 13187 1132
e [, 20 July 12085 2252
e as ae B aa e 96f 20 Aug. 14287 ~—68
o sopr  Imes o
4 st ss we se e» . t.
o4 8 Oct. 1050L 8168
e we we se we =s =« B} 94 BNov. 11207 —102
12 Nov. 11105 47
10 Nov, 14552 2121
e as se ws wa se B . 98 8 Dec. 16678 —-1141
e oo B o0 T Jan. 15532 1622
o 1 .. 97 21 Jan, 17054 546
m .. .. Wt £8 Jan. 17500
o 8 .. ] lﬁﬂﬂ —788
[ o5 6 May 12211
re an s 8 18 May 12445
e o 2 3 June 17881
P b 17 Juoe —1191
v se ee %4 1]juy ~—1139
12 Aug, 17106 847
T T i S3Sept. 10760 3512
e e se oo B 40 aa s 1) 28 Oct. 13247  —O47
4 Nov,
er s ev B ae or w4 .. B5E  9Dec. 15168 380
PR | B TR T 20 Jan, 14789
e we ev we me as as SApril 15440 —165
25 .. T 27 Apcil 15284

‘6 Puaciary Iens facreased by £250,000, 19 Feb., 1600,
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APPENDIX I (continued)

NMa!Mu:
2 2 8 3Bf & 4
] P {
§: S & pn
ot g
SRR
4 i hd e o B
. Z
gi.. ﬁ'l
T O
.. 3 .
?18!.. .
Y
4
E:.
a
H

.18
.

s

o

‘.l;kiuch.ry

1

Isaue increased by {350,000, 21 February, 1804,

Consols

50

ve ee

Price

of

96}‘

&l

97
90
o0

98
97
07

Reserve
: 000
21 Sept. 884
19 Oct. 16106
25 {:n. 17364
8 May 15012
10 May 14115
17 May 18328
7 June 17300
4 Juns 10507
2 Aug. 16813
B Aug 14618
28 Aug. 15016
18 Sept. 175685
Sept. 18331
4 Oct. 16864
81 Jan. 10730
21 Feb, 22602
5 Sept.  BOBO4
10 Dec. 24887
40097
ge122
31203
25920
24205
27450
28244
27681
25811
24560
24350
20024
28758
18351
26545
1 June 20048
29 June 27071
21 Sept. 234056
12 Ocb 20291

I o Trieri
8 porls or
of Gold Demand
£000 £000
586 3404
—I82 —2421
1806 T4
—T08 10%
—160 842
3490 —577
1874 —624
1871 4165
—a7G 1527
—1842 —2242
476 —2004
" 3t
218 1808
1 ——B858
01T —1694%
14536 0244
—~3021 2188
16400 2468
4340 9224
~—§780 —38
—1706 878
—3187 2238
—Le714  —1089
251 —2004
804 —400
117 1780
410 2338
1540 2052
—1368 ~—113¢
—1333 2003
—2207 —4120
1261 hoos
0524 —1870
1633 2188
407 —8158
—1778 1798
188 3300
40 —13i8
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APPENDIX I {continued)

[ 5
4 & &

et w= s
4a
.

e e se

Price Incroase
of Reserve [T
8 Comsals Erverse
gn £000
.. 111§ 18 Pn. 08 887
.- H1 1 Peb. 22070 2039
. X 12 July 20031 3303
A | 27 4 —2T78
. | 4 Oct. 20651 —1316
] 20 Nov. 10838 1528
18 Dee. 18008 8824
10 Jan, 21832 1281
17 Jan. 23118 809
24 jan, 23022 —17T08
23 May 214 —ilf1
12 June 21008 —2002
1B July 18011 8148
19 25068 —8841
. 2)m 16212 1072
0 Jan. 17884 8630
.. & Feb. 216514 2058
.. 20 Feb. 24467 220
. ] inne 24687 ols
. 12 Juns 256608 1454
21 Aug. 27057 --8175
.. 923 800ct 22389 8772
1 Jan. 20110 456580
.. 94 22 Jan. 24000 485
.. 04§ B Feb. 2565184 829
8 Sept. 26818 —2107
. 984 1 Oet, 234168
10 Dec. 21007 4174
! 20 May 25181 1642
< B1§ 17 Juoe —2417
29 July
. Wy £ 24442 —0778
28 Dec. 176489 6474
. 18 April 24143 718
. 20 April 248081 4144
21 Sept. 20005
21 Dec. 10741 11116
increased by £075,000, 21 March, 1900,
increased by g’m.ﬂm. 20 August, 1002,
increased by {275,000, 28 August, 1903,

LECLTEED T Ty §é§|é|§ glgmlat:?i

i

sBeBEL bali2

1oLLL
EEE&%@%& g

sshis

1211

10
—5146
—880
1014
~8074
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APPENDIX 1 (continued)
Prics Incrsass N Gold

Bank Rate Number of waehs at; of Rusarve n Imporis Set  Interior
. Conzols Raervs  ofGold  Awide Demand

1008— 3 St 8 8% ¢ &4 & 8 6 7 8 10 ‘000  £'000 i"ooo '000 '000
OMarch 24 .. 20 .. .. .. .0 . on e .. .. B1 8 March 0366 5695 19 000 0014

2 Aug. 25261 —B&68  —1080 400 —U24

L - . 4 Sept, 24005 —--887 —868 600 —b70
S8Sept. 4 .. .. . 0 2T L. .0 ok er e e .. BB 27 Sept, 23808 —B2135 —1085 1000 70

18 Qct. 21678 1408 2010 2000 —588
0 Dec. 28160  —B56 —2244 500 —R189

1908-— 24 Jan, 22014 8838 7424 1445 2148
B A - I T T Vg‘ 4ﬁpru £844T —4B55 —l084 —_ 2621
4 .. . e PRI | 2 May 21802 1205 2286 —1500 —208)

28 May 25187 8481 1964 045  -BEE

21 June B} .. .. .. 18 .. .. .0 oL .l ae e . 20 June 28068 —1008 6088  —260 8194

1IB3ept. 4 .0 . v v b oh a4 BB 12 Sept. 24702 —6472  —8224 — —1752

110ct, & . e s 14 86 10 Oct, 15200 572 -—11%0 — =1701

100ct. 6 .. .. .. , . e 124 . 17 Oet, 18862  —674 1482 — —808

. 24 Oct. 18188 408 8802 1000 —10648

17 Jan. & - 14 16 Jan. 22603 2542 4521 2300 —3821

11 Aprll 4} aoar ae es e 4. BB, 10 April 26135 70 1237 476 —8

25 April Ve en ae se 4e .. B 24 Aprid 25006  —d6 2380 —1820 5185

15 Aug. 4§ P 11 14 Aug. 24059 8708 — —190]

18 Sept. 287657 —7028 —R784 —_ 5139

8} gc!. g} IR TN ] i. . . gg 30 Oct. 20834 --8139 —6265 - —3126

ov, f . . . .

" 7 Nov. 7 e e T | ] 8 Nov, 17805 718 4828 --2500 3546

SJan. & .. f e b 2 . 88 1 Jan. 21478 4804 —T48 - =587

16 Jan. 8 .. T | v . 88 16 Jan, 253687 1866 344 — —1310

28 Jan. 4 .. . . 6 R . . . B 22 Jan 27523 10690, —_ 238

5 March 8§ .. O | e oo . B7 4 March 20518 1701 1821 —_ —440

WMsrchs .. ., 10 .. . Cwe e . 87 18 March 81279 2818 —_ 8402

5 May 27195 407  —254 — —T21

' BMay H .. 88 .. .. o oL o .. L. B 27 May 27602 —0040 —10814 —E2205 —1480
4Jan. 3 .. .. 11 0 o0 .0 o0 0w ae .. L. B8} 18 Jan. 21013 8087 —804 —_

\ 27 Jan. 24050 8704 8118 —_— 1414

lapedl 8} .. 87 .. .. .. .0 o0 . . .0 L L, 84 81 March 80754 —1826 4754 _ 8580

1 Sept. 28928 —5202 4750 — 543

TOct. 8 .. .. 1 .. .. .. .. veoes e .. B8 8 Oot. 23636 —as8 —1208 - —517

MOet, 4 .. o v 01 . . By 13 Oct. £2050 —627 1408 _ 778

o, b .. L. 7 v B8 20 Oct. 22588 —840 —B13 — —-104

27 Oct. 21074 4082 4104 — 72

Dec. 4 - v v oo o b 0 w0 G L L. 888 8 Dec. 20008 —2718 1068 -_ 3788
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APPENDIX I (continsed)

Price Incrasse Na Gold
Nomber of wecks &1 ¢ of Rasarve in Im Se  Inleior
Consols of Avide Damand
3 4 [ e 7 &8 10 {000 £000 £000 £000
.. 2 f‘ . ‘!, e e e s 01 8 Jan. 28  —804 _— —d227
T - 19 Jan. 28011 316 —232 — —548
ve uu we se as ae we s = B2 9 Feb, 27227 — 2284 —2020 750 —488
T T 1 | 16 March 24048 BoT4 10021 1915 3432
| T PN 1 June 20617 1424 616 [ —883
e ea se ar ae e wa aa 8 June 21041— —£768 121 — 4889
10 Aug. 20173 1334 =359 —_ —2125
U .. | 27830 —p0OB7 —4504 —_ 442
e e 0o B 4. . . . 80 10 Oct, —7m84 1410 _— —8268
£8 Oct, 22018 4789 -_— 101
Y I P .. T84 30 Nov. 25668 401 —076 - —R408
o 8 e e s . . m 25 Jan. '’ 1844 1268 goo —1078
s .. el ee e . 16 Feb, 828 1266 $00 140
e er e ee as . .. 8 8 20847 2726 11680 -—
.. 20 e as ee e +. 76§ 20 Sept. 32578 =112 — 2106
8 Nov, 24801 4643 887 —_
T 7 Peb. 20403 101 s [ 8353
i s aa se o e . . th & May 20212 1782 54038 -_— 3711
ee T i ae 4 e e s . 28 Aug. 30004 —8600 —4817 — ~1211
T e T . 78 16 Oct. 27388 bil 2020
P T . 7 16 April 7028 4308 1879 220 2N
8 Sept. 52287 5826 —4122 -_— 1708
R F I TR T T | | 1 Oct, 26412 —82) —B785 - —2005
16 Oct. 25692 926 1108 85632
e B e ue ee e s . T 7 Jan. 26517 5600 1618 700
O v se e T8 21 Jan, 22126 1768 1208 100 —8565
. P e se e T 28 Jan, 83884 —4587 8020 875 903
75 22 July 20007 --2422 bzo 250 2073
. [ TR i. . 713 20 July 20876 -—16908

LT X R N 4 me en
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APPENDIX 1 (continued)

Prics o Goldin  Note
Bank Rale Numbser of weeks at 2 Con Bank Tssue®

1916— 2 2 3 34 4 4 5 55 6 £000 £000
mis_luly 6 .. iu et as e e ae e- 2T .. .. G0} 12July 85808 100,670

1BJan. Bf .o .. .o er an 2o .. X1 .. .. .. 63§ 17Jan. 82085 184,140
BApdl & .. .. . .. .. .. 185 .. .. .. . 66 4Apdl 85,140 188,060

1 Nov.q 8 23 51f 6Nov. 114708 428
ov.. en he e ae ee we we as e s ov. %
19500 & A4S0
14 April 140,485 430,547
o7 April 155,086 444,949
2 jone 1 4380,
20 July 155057 430,178
2 Nov. 165102 417,518

8 ..

16Feh. & .. .. . .. .. B .. .. . . 15 Feb, 155420 408,017
apdl & 20 .0 0oL e LU Lo Ll 12 April 165,588 407018
15Jone BF .. vv .. ok ee e oan e en e lljllme 156,568 400,110
B8luy 8 .. o008 .. .. 0Dl nnnn 12 July 153570 400,842
1025—

4 July 152707 302,200

S5Jaly 4 .. .. .. .. BT .. .. li e ee e
925—

gAllm-.hs e ee e as
10 :
3 Dec.
1927—
21 Apeil

4 March 158,790 820,548
5 Aug. 162,
158,641 880,208

{

2 Dec. 143,868
20 April 152,244 378,188

?

7 Feb. S - T 6 Feb, 140,828 357,510
26 Sept. Y 25 Sept. 131,038 361,071
31 Oct. . e e LA T 80 Oct. 131,017 358,820
21 Nov. e T 20 Nov. 152,103 sms{:ns?
el 8 .. .. .. 11 Dec,

007 168
6 Feb. O T . 150,786 548,000
6 March . - 151,802 847,208
20 March e e 8 e oo 155,458 345,890
1 May PO T . 108,848 358,408

F'EEEE Y
SRS R Gpes TRogy & osg

pay 2%
L0

ot
EEFf7 afvst i
o
o1t
H

ssesds gop § PRer BEFUS E SEES  SEED £osh &

BEBE.0 BEBReoE BYpa

1BFeb. 5 .. .. .. . .. .. 08 .. .. .. .. 120,768 544,
0Marchs .. .. .. .. A .. .. .. a2 ol 120,802 354,475
17March3f .. .. .. B .. .. .. .. 0o 120,806 333,714
ZiAapal 8 D L, 08 .. 0 Lo 120815 854
12May 8 .. 7 . .. .. i ol T 120,518 356313
SjJume 2 .. .. . . . Lo June 138, 363,068

]
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APPENDIX II

uarisr Ineraase Imports
Baginning Rusrve i Rueros of Gold
"000 ﬁ)ﬁo 000
Deg. 1857 20 20
arch 68 12040 28 1470
une 12650 081 704
pt. 11060 978 £718
N 12042 808 1658
March 1850 18750
und 11147 —1368 1716
pt 407 1701
. 10261 ~1238 —1053
March 1860 0028 144 1878
unt 9170 46 831
Pt 9218 —1281
. 7084 +—408 —3460
March 1861 7242
une 8550 19 177
pt. 7400 2310 2161
Dec., 9770 14 178
March 1803 Q708 —507 1120
L,“m Y288 1680 1868
pt, 10068 —1060
Dec, 9008 442 480
March 1888 o484 —887 888
uns BayT 347 128
pt. 8054 19
Dec. %478 1788 .15
March 1864 8441 —026 1111
une 7m18 1005 843
pt. 0811 2097 1868
Dec., 8348 0970 838
arch 1668 Q518 —171 8080
une 0347 —2078 1265
Pt "nn 1008 2447
Deo., 8364 —48 -—877
arch 1888 8314 ~B400 052
une 1840 4148 4131
pt. 8974 2604
Deo, 10634 1888 1170
March 180 11877 B8 1708
une 13776 pa ) 4100
ot 15000 —2134 g
Doe, 13476 —334 BTT
March 1668 12543 200 206
une IRT4Y - 1804 1807
Bt 11539 1008 —35
Dut. W7 13 —308
March 1800 D454 —158 866
une 05y T
Pt 12378 —B038 493
Dea, 10340 2030 1100
arch 1870 12370 m 14
!\III 12481 49
125850 12n 1163
Dec. 14352 —1048 4
March 1871 13310 o ) 41258
¢ Sitear Iml\x:ed n H

e O (0 OB £3 ~T e i £ B RD 10 1
A eRinarasisoaneste

™~
-4

1133



APPENDIX II {continued)

Av
B,
Na Interior Rate
joud"  penand
Incranss Of £000 212
Quarter Raserve in Raoros 2785 408
Beginning £ 1438 304
£;009,0‘ —1341 —29033 —10569 &
1 27 —3256 3
7 Juse m —1291 b ] 1
) d 15001 —17 1 13 &
Dec. 13704 ] 71 441
oM 1872 11976 08 g4 ot e
5 June 11708 2378 — 2452 5901
rt éept- 12417 —4979 8578 1086 308
4 Dec. 1873 14708 2046 —276 —578 366
& March 0814 —1811 og mgg zfgg
une 13 21
slon 11449 —1328 1062 8160 vod
8 Dec. 1874 12877 —188 1248 1502 350
4 March 11840 —2628 2641 1885 288
8 June 11168 1139 2162 1888 2492
e i g2 m 1
3 Macch 1575 10076 —5048 -3 "‘l’ugg ]
une 1 1045 [t:) 4. 2
i 2 &2 & o
Des. 81 2
1Mern 1870 14587 5200 1654 245
7 June —2701 —842 388 28
H éq,'. 16787 —1808 —00 —806 800
8 Dec. 1817 —467 —1018 —2882 2-78
7 March 12100 —118 —2010 2617 860
6 Jone 11728 872 0wl vl [ )
5 gept. 11606 —1628 —459 3884 408
5 Dec. 1078 12477 5542 —1888 228
8 March 10851 1858 4434 801 200
5 June 1 68322 ase 2.51
4 gqn 11958 53] 900 "“g 300
Dec, 1879 —7186 —38 300
§ (i v S 1 s 350
une 500 2
H b 16144 —913 516 99 216
: m 15688 esg 476 963¢ gﬂ
1880 —18], —1
% Jome 10035 2107 e 741 ‘o
1 ggpq_ la728 —1828 —1746 —1162 &0
1 Dec. 18681 16880 —2486 —2404 —2101 354
2 March 14008 —1832% —878 25678 23
une 1. 2
R B B # B
; Desc, 1828 12516 ~1805 9317 2762 s
une 11007 2853 4 1]
T - B I
6 Dec. 1888 13816 2000 —501 —234 280
7 March 10044 —1448 —1808 3200
6 Juns 13043 1us1 3858 —100 831
B i[,ept. 12407 856 —~1586 —83 402
& m 1884 me _.lﬁ —1992 —4728 327
—1 560 863 200
2 ume 5205 2066 2958 223
8 gcpt- 11194 1408 —530 2010 523
8 Dec. 1885 16480 —2783 —938 1749 2-31
4 March ;ﬁg —2046 510 2617 262
8 Juns 2250 —1189
2 !!wpf- 17168 —3806 1069 e 464
% Dec, 1830 14422 1547 —847 —4438 2.00
8 March 10618 —700 —f02 2028 2-43
2 June 12168 036 1128 [
1 gqn. 11364 —2328 ~170¢
1 Dec. 1887 15800 —3010 700 1881
£ March 14207 1808 50 ooo 21 April, 1887,
1 gum 11878 :; {7 5 October,
7 * Fiduciary ]mul e Increxsed
t Fiduciary

298
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APPENDIX II (comtinsed)

Nab
Tucrease hnfnm Intavior
Resares in Rusorve of Gold Demand
000 £'000 £000
ﬁggg g;ﬂ 1016 —R2240
16088 3801 «—108 8286
12647 —228 T4 1002
12410 —1767 —2000 —233
10653 4165 1460 —&706
14817 —T7i8 3510 4222
14106 -P02Z1 104 2215
12084 —202 462
11888 8% 1068 ~=3183¢
16307 —-—3180 1189
13187 1038 2353 1321
14210 2454 8278 B29
16678 ~1802 —2671 —1268
15371 2200 5631
17061 —048 4834 . 1x1d
16718 —1025 —1764 131
1023 ~=1004
16418 3464 37564
18128 1074 8740 2078
17800 —2148 2801
16058 2073 130 —2833
18624 —1£28
17309 —847 T 1644
10488 254 104 —150
16308 a7 20681 —3870¢
W03 5008 8400 2600
o] 2008 Ba47 3442
—5158 —3201 1884
2078 nm 1603 —15814
28016 —1180 1435 2815
27738 4120 211 1001
31858 8408 4064 500
3060 31588 —1907
40353 —2107 1998 4108
38¢76 —4054 1708 6880
—7007 —10318 —3221
06 1550 780 —8750
20756 —=4500 nese [0
—aTT 538 1203
4500 —-—2736 3296 —560
N8 1 —863 —24305
assy 5o4T
RO040 —2258 —361 1804
19701 —Bueq [ d 3407
03 —hi —A79
Fnaresss Na Gold
Roorst  pme Wl Ak
Ragarve o Avids
e —421] 018 —_— 4240
105631 4818 80 —— 37584
T —3304 —808 S0 837
R 4044 | =] ™ —a0
B —Me 1074 ~-500 0853
410 3351 ~—1000 2149
F~pL 1] - 4334 -—1479 - 55T
19426 e 1157 -— —3746
BSART -—740 4268 —
24487 1148 N8 - 1020
--3187 —03 -— a4
3048 2650 ~—191 — —i 1
8 —_— 4540

saddaggasy

unuun:puunmuuug;gnqutpuo wiow
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Sugkt
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APPENDIX II (comisnued)

Todos
Incronse Na Gold Averags Moniks'
in Inm: fr Intevior Bank  [nisriov
Revatve Resarve of Asids Demand Rats  Demand
£000 £000 £000 £000 £000 £'000
24804 1000 4218 — 3607 300 8585
25818  —4481 —2217 — 2214 360 5676
. 21382 3700 1720 _ 2070 400 2560
1008 25172 —048 8836 _ 4784 92
24224 218 691 —_— T48¢ 8308 —1000
BL442 —B8345° —4248 — —903 400 -840
21007 4454 —081 —_ —5486 400 ~—3128
1004 25551 —208) 1629 —_— 4500 B8-80 208
4018 4017 —_ 501 300 1958
27508 —E5422 —- —880 800 5048
22466 7836 4876 _ —3011 300 4582
1005 —2526 8726 —_ 8250 2-54 4075
27927 —2882 067 2400 2180 250 2087
24005 —~1628 978 3600 —1098 377 4857
28169 4030 2045 —2008 400 8020
1906 27822 —4797 —1836 —1600 4562 §-88 2651
4842 6706 —1196 9550 3-58 8462
27367 — —2438 510 20
22042 407 2206 1776 —8087 540 4518
1007 26400 —2228 4825 1680 5378 448 4506
24181 2008 2485 —1500 1017 412 5170
27149 —5240 —~B5075 —1000 1166 6-38 2427
21900 7609 8059 —1500 —8050 53 —29
1008 20518 —2082 —1000 6038 504 —408
27488 —185 --£2011 —1000 —~1728 2-60 1219
£7301 —3216 —4711 —206 —1201 2:50 25651
24086 8519 2 —_ —B8427 277 4289
1009 27606 1441 6229 - T8 2-85 6811
26164 2764 8350 — 585 250 1600
28928 —8152 —8736 — —B83 381 30686
25778 860 —495 —_ —B68 388 4317
1010 26186 43381 9504 2086 2548 886 2201
80517 —829 1207 80 1066 204 5062
20088 —3808 ~3185 —_ 0808 27 7020
25385 8198 1025 800 —20nN [ 211 7256
1911 20081 —114 6195 —_ 0309 204 7009
28007 1184 6107 - 028 800 4611
30161 —8398 —_ —f 8-86
£6758 2517 —if (] —8218 385 4514
1012 20275 776 4687 — 3011 836 BO0%
80051 1817 4528 —_— 211 808 8060
31368 —5108 —2646 18560 610 454 10061
26262 15562 —1081 110 500 9248
1918 27814 ~—408 7820 170 7562 &78
27411 48268 9548 110 4012 450 8752
52237 —5068 —5078 180 * —-205 +86 40604
26284 5454 5882 2300 ~2421 +08
1914 81788 —08200 576 100 08760 3-00
25448 5487 150756 —1720 304041 +13
80085
# Fiducjary Issue increased 400,000, 20 August, 1902,
Fiduciary Issoe increased by fzm,ooo. 28 1908,

i Al t
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Unemploysd
o conl,
sn Trade Wage
Unions Indax
119 110
38 112
19 114
&2 114
84 110
[-3\] 17
7 124
el 126
83 132
T4 183
70 130
a7 130
1.3 158
18 138
00 148
19 188
17 160
4 4
87 162
«7 16l
88 148
114 146
&5 147
| 1] 147
3 147
28 e
81 180
8 48

APPENDIX III
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APPENDIX IV
DISCOUNT RATE OF THE BANK OF FRANCE
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APPENDIX V

PRINCIPAL PERIODS OF NET GOLD EXPORTS

Paris
(r—tor (= Interior Bank Bank
Pariod Beginning  decreass) Domand Rate Raty
000 £000 £'000 £:000
8 Nov. 1850-14 March 1560 B6OL ~—238 —16814 —1982 - ] 8;
10 Sept. 1860-17 July 1801 00T —4217 -=7482 —3205 4-0-0-8-5-8 8}-7-B
7 May 186E-18 Jund, 1808 10807 —1447 —2401 —1044 Btg 3*
4 Nav, -9 . 1868 8408 1068 —12056 —g£369 5~
28 Oot, -18 Nov. 1808 10066 —80 —1203 —ib2 ’_m 2}
26 July 1671-16 May 1872 17410 —Te4T —10108 —R660 566
17 July =30 Oct. 1878 11408 387 3-8 ]
a8 A ~21 May 1873 13038 2067 —d4124 —1187 5848 ]
10 Sept. -20 Oct. 1878 18178 —i728 2704 2019 87 &8
£0 Sept. 1875~ B Jan. 1878 18588 —B48 000 556 -5 4
4 Oct. 1876- D May 1877 20507 ~—0276 —1061T7 —1%41 2-3 -2
11 July -10 Qct. 1877 13011 —3217 %5 2
£ Jan. =10 April 1878 12068 —1888 —2804 —1072 23 2
1% June =31 July 1878 112468 —2848 =1054 2;:; 2
80 July 1870~ 8§ March 1880 £1378 —4811 —1036§ —Db642 -3
8 Nov. 1880-10 Jan. 1881 16100 —2195 3950 1755 24-3%
£ March 13 April 1881 16830 —£311 —2048 269 3 3
8 Aug. 1881- 8 Feb. 1888  133¢0 —3308 —7438 —4039 28 Srb
8 Oct, 1883- 8 Fob, 1884 12805 —3116 —§433 Ht
98 May -86 Nov, 1 15668  —4825 1 724 2
2 July - 6 Jun. lusg 17517 ~=0734 ~—8404 '] 3
~20 May 1886 19748 —2700 —1707 1053 3
25 Aug. 1888-1% Jan. 1887 1 -1330 89 —830 Sn )
15 Juns 1387-14 Sept, 1887 16443 —3808 —£420 1888 3
31 Oct. -10 Dec. 1888 11841 —O21 —~1034 L] &
87 Nov. 1880~ 1 Jan. 1800 12604 —1000 1650 -8 3
pt. -8 1880 14219 —3828 —%128 1502 -5 3
- & Nov. 180% 17106 --3050 647 3
16 Dec, 1891-84 1808 16704 1014 —2811 3
ug. 1503 18813 —1707 —2512 —Tb
6 Oot, -0 Dev. 1808 10009 ~—818 1851 ~—T38% 3
B Sept. =10 Do, 1894 —804' nss -]
8 Aug. =30 Deo. 18590 30128 —11887 —11308 431 2-4 2
1 Sept, 1807-20 Jan. 1808 £4009 —181 —4084 -7} -3 2
20 -2 Sopt. 1898 —3086 3243 ]
27 Sept. =13 DoG, 1800 23484 —5416 —2287 3129 Stg -3
10 Sept, 1000~ § Jan. 1001 A65053 ~7100 —3281 3838 3
1 Aug. 1001- 1 fan. 100% 08T —o0T —3T 3208 4 3
‘Il.. -10 . 1008 /13 —4808 —3058 1748 -4 )
™ July -33 Do, 1003 —a7r8y —5500 ns -4 3
/1 Sept. ~1l1 Dea. 1004 20006 —Qu64 —050R | 03 | S 3
% Aug. =18 Oot. 1008 el —3538 —30%% 4 )
8 Dec, 1008-%4 Jam, 1000 01 —688 —2244 —1038 4 3
4 Apeil =38 May 1008 26447 —X00 —27) &40 3
18 Sept. -3 Oct. 1008  Ra763 —O8874 —L0838 —d3al L
18 Sept. - 8 Nov. 1907 |57 —lloa2 2013 ] .!—‘
6 hley 1008-37 Jun. 10 06 —3145 —@057 8112 3
1 Se =37 Oct. 1009 o] ~8044 —TBTL -—g17 3
2 F ~16 March 1910 24058 — 2y —34 —IMml 3
10 Aug. ~38 Oct. 1910 W17 ~T188 —0483 —E2300 3
28 Dec. 1810-11 Jan. 1011 1108 5T 2183 —i0 @4 3
0 Sept. =15 Nov. 1011 878 —8538 8708 T4l -4
4 Sept, =43 Oct, 1912 11368 —3587 —8308 —1400 s
4 Deo,  1018-23 &n. 13 b o] 200 —2333 —S023 [ 3 4
3 m. 16 Oct, 1013 =0 —-8048 ~—TOO7 —1250 48 [
4 -0 May, 1014 33308 —T84b 3110 4535 2 - %



APPENDIX VI

WEEKLY AND MONTHLY RETURNS OF GOLD IMPORTS

COMPARISONS OF ‘CO-TERMINOUS PERIODS

i
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St Dkl e 9t e e ko ol et el ok 1 o B B ok S ol okt el e e e e el et Bk b

Lor. 155038 Nov.
=30 Nov.
Dec. 1881-81 May
Lien 155 o
-1 Oct,
Nov. 1883-80 April
5 R
an.
Oct,  1885-81 March
Apri) ~80 June
L, 1900 v,
~80 Nov,
Dec, 1887-20 Feb.
March =31 Oct.
Nov. 1888-31 July
Aug., 1880-80 A
May -8
gku:: —80 Sept.
1801-81 Aug.
Sept. -80 Nov,
Dec, 1802-81L May

5553

£

AND EXPORTS

”

Weekly Moviily
Imports Exporis Imports Exports
£000 "000 ) O £000
4575 saoq 4577 . 3868
26125 10556 26168 10674
5705 3428 5701
2314 2460 2314 8460
9133 8106 9139 8107
0258 14716 0268 14717
10320 4453 10828 4454
14165 18228 14456 13288
14709 10067 14475 10080
16079 * 13000 16070 18991
8084 1948 2084 1987
6033 1192 6634 4191
10689 7262 10888 7276
10802 11049 10802 11049
10057 4326 10057 4822
21742 18810 21782
4580 5433 4538
3364 1828 8364 1814
20502 10024 20540
[ 8057 5705 B8OS4
7L 5367 9760 6350
13080 17548 14057 17482
9120 10101 424 10101
18814 16028 13816 16902
14458 11718 U827 11218
12340 8318 12856 8828
9373 5504 0438 7608
7869 2438 7905 2884
18438 14895 18348 14004
15068 158682 15068 16064
12458 14674 12482 U7
10742 13308 20750 isze8
10008 8500 19020 6509
6788 14010 6750 e
1228 1884 . 1186 1884
1702 1702 1402
18572 17508 18488 15204
2560 2560 b162
7812 5460 7812 5400
7770 7706 7192 7706
6160 5081 6135 6122
[ 5139 0925 6129
4578 8365 4587 8379
9304 7076 9303 ez
8244 7514 24 7615
8445 4251 BB 4251
12071 18157 12156 13163
2701 1886 210 184t
2401 1881 2401 1882
11414 10340 11436 10279
14882 10035 1872 10088
11920 9488 11924 oo
17679 12182 17870 12162
24007 17867 2UNT 17807
21028 10012 0056 16013
4550 4847 4551 4347
9248 8200 248 oz

304



APPENDIX VI (continued)

W“h-lf ]
Imporis Exports
'000 000"
1 June 1808-28 Feb, 1804 9024 665
1 March -31 Oct. 1804 20710 B285
] Nov, 1804-31 July 1806 21256 17067
1 Auy. 1805-30 Sept. 1898 88485 202268
1 Oot, 1800-81 March 1507 10266 14104
1 April ~30 iunn 1807 10400 8980
1 July 1807-81 Aug. #7130 42181
1 Sept. =30 Nov. 1808 887 ki
1 Doo, 1B08-81 May 1880 14170 1420
1 Juna 1809-31 Jam. 1000 25873 18178
b, 1000 1748 958
1 March -~31 Oot. 1000 15483 11208
1 Nov, 1000-8) Julp:- 1001 - 17347 10019
1 Aug. 1001-30 1008 18208 12673
1 May 1 Doo. @00 16414 11632
1 - =80 Sept. 1003 10789
1 Oot, 1008-8) Aug. 1004 £9115° 27613
1 Sept. =30 Nov. 1004 BTd4* 13333
1Dec. 1004-81 May 1003  20107* 13008
-1 Lun. 190888 Fab, 1008 30ze1* 26830
1 March -8 Oot. 1008 £3378* 82200
1 Nov. 1908-81 gly 1007  36851¢ 25347
1 Aug. 1007-30 Sept, 1 856554 85020
3 Oat, 100941 March 1900 /088 25840
1 April =80 Juna 12044 9388
1 !]:l{ 1009-81 Aug. 1010 5078 87857
1 Sepl =80 Nov. 1010 135408 17001
1 Deo, IDIHI. Ihy ml 23730 0045
1 kﬂl 161}-81 Jan. 1018 33388 31877
1 Feb, =31 July 101% uT0T 163387
1 Aug. 1013-80 April 1913 40244 37756
1 May =81 Doa, 3 izses
*® In this pariod the 30 called monthly returns of
wooks. Whon & weekly period anded on l.hslutd.ny the moni
buted to the ing month, For comparison [ have treated
this table, only to Lnports, not to uwu.
305

. Monthly
Imporis Exporis
f10 o)
20718
21208 18315
59 20220
10258 14106
10480 8080
47188 42183
70 7368
14179 14204
25878 18177
1748 958
15488 11218
17528 10011
13800 126°
16408 11538
16780
20119 £76138
“ 13338
80107 13031
30261 25779
28878
86851 25107
85508 85920
26438 25340
12044 9388
85978 57858
18544 17001
£3730 16045
91878
24707 10329
40244 877684
42860 83438
related to of four and five
lt was lnelp“h’i.n the total attri~
returns io the same way in



INDEX

Aberhart, Mr., 268

Absorption of cash, 38-9, 175-81
and Bank rate, 389
by banks, 175
by consumers, 38
by dealers in commodities, 38—9
through deplement, 179
Effects of, on consumers’ income,

39
by investment market, 38 175,
176, 1
by speculators, 175
by traders, 19
Absorption of gold, ses Gold
Acceleration principle, 181—¢
Accepting business on behalf of
oreign merchants, 43, 106~7%,

123

Accepting houses, 43, 106~7, 123-5,
12

Active balances, 196, 199, 200, 202

Advances, Bank (s2¢ also Bank of

England)

for capital outlay, 146,
173—4, 173, 180-1, 184
minished use of, 2613

in early nineteenth century, 8

for extension of plant, 146, 172,
191

Expansion of, in 1919, 132

froa of intarest, :63

for holding nmmtlel. 146, 170,

17581, 189.
lol otgoodl 61-3,

190~5, 197, 201-3
Inflationary, 212

to inveators, 146, 175, 178-9
proferred to billa, 56, 107

to mmotan. 1734, 175 18o,

Secnrity for, 56, 59, 6o, 183, 217,

173,

?ocuhton 146, 175, 178-81,

189, 202
ntnck)obben. 145, 175-6, 178

to tndan. 56, 38-g, 61-3, 184,

A mﬁnntsc 1883,
Ag:a (see aiso Sough m). Im-
porta of gold from, in 907, 117

Agents, Bills drawn o, 5, 8

Agricultural districts, Banks in, 10

| Alberta Social Credit Act, 1937, 268

Alternations of stringency and eass,
46, 246-53

America, sss United States ,

American Monetary Commission,
59, 117, 231-2

Annuities, 2} per cent, 3, 75, 156~7

Argentina and the crigis, 106

Armament programme, 271

Armistice, 163, 208

Arrears of capital outlay, 215-6

ta

of Ba.nks of England, 14, 32, 70,
12

Earning, of banks, 67, 155-60,

Iaq;’nd 83-4, 148

Local, 8, 9, 55

Marketable 8(“' also Securities),
12, '

Open isl?;ﬁket‘u:

Attraction of curreacy from coun
banks to London, 50, 52-3, gz
915, 98, ro3—4, 105, 1I3—4,
121, 136-7. 240, 247, 253

Attraction of foreign money, 31-2,
45, 53, 64, 86—7, go, 101, 121,
137, 140, 144, 145, 2323, 235,
240, 244-6, 247, 253, 260-1, 276

Australia, Imports of gold from, 86,
117

crisis of 1893, 110

gold discoveries, 25. 46

gold production, 78
Austrian

Crisis of 1873, 92
war with France, 1859, 77, 152
Austro-H i ultimatum to
Serbia, 1914, 123, 162

Bagehot, Walter, 3, 31, 67-8, 224—7,

244
Balance of payments 21, 106, 137,
140, 271-2
Balance of trads, 30

-
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Balances
Active, 196, 199, 200, 202
Congumers’, 159, 204, 279
and earnings, 87-8
Idle, 150, 195-203, 265, 266, 270
Migration of, 276
a8 source of supplement or
deplement, zo2—3
Traders’, 159, 278-9
Wage-earners’, 87-8, 105
Balkan Wars, 1912-13, 120, 169
Bank advances, ses Advances
Bank amalgamations, 54, 57
Bank, Central, 198-9 :
creates deposits, 198, 256
Power of, over short-term rate of
interest, 67, 197
Purchase and sale of securities by,
198, 207, 237, 255-7
Charter Act,
1833, 3, 17
1844, 1, 1920, 21, 22, 23, 40, 79,
150
. Bank credit, Quantity of, 202
Bank of England (see also Bank
rate)
Advances by,
to discount houses, 37, 136-
to Government, 14, 128, 130,
131, 258
on Government securities, 227,
232
to pay off pre-moratorium bills
in 1914, 128
ajlows no interest on deposits, 69,

71
Asgets of, 14, 33, 70, 128
.. the bankers’ bank, 68, 117
Banking department of, 19, 75
Borrowing by, from the market,
69, 70-1, 130, 131, 256
Capital of, limited, 107
as competitor in discount market,
z0, 23, 69
Credits for, in Paris and Hamburg,
1839, 19, 8o
in New York, 1925, 134
Customers of, 70
Demand for credit from, 13, 17,
36—y, 66—yo0, 257
ts at, 20, 22, 26, 68, 69,
117, 128, 160
and discount houses, 37
and discount market, 36—y, 66, 70
Discounts and securities of, in
1839, 199

Bank of England (Conf.}—
Fiduciary issue of, 1, 19, 267, 32,
49, 47-8, 74. 77, B5-6, 108,
117, 121, 1247, 1329
following the market, zo, 23, 66,

68

Gold holding of, 11, 15, 41, 137

- Gold atatistics of, 73-4

International influence of, over
credit, 42, 137-8

Issue department of, 19

as lender of last resort, 11, 20, 22,
37, 107, 227

Limitation of discounts by, 4. 12,
16, 20, 21, 25-0, 32, 1312, 151,

227
Monopoly of joint-stock banking,

7
Monopoly of note issue, 67-8
Normal assets of, 70
Over-issue by, 16, 17, 32
Power of, over discount market,

1

Private ownership of, 107

Pronouncements of, z, 16, 2o,
31-2, 40, 66, 117, 197, 233-7

Purchase of securities by, 112,
251, 256

recommends repeal of usury laws,
16

Rediscounts at, 36

Refusal of, to lend, 12, 16, 19, 20,
21-3, 32, 227, 254

Repayment to, of advance made

Reserve of, 1, 20, 40, 42, 64, 70,
73, 112, 137, 223, 232, 236,

252~-3

Responsibility of, for the cur-
rency, 1

Restriction Act, 1797, 12

Retumn, 41, 71, 75

Sale of securities by, 3z, 69, 1112,
142, 199, 25

Silv:xr bullion geld by, in 1860-1,

74, 79

and Treasury bills, 135, 142

Bank of France -

acquires bills on London to draw
goid, 1860, 79

bu‘;n bills on London and New

ork, 1927, 138, 243

buys bills on London to release
goeld, 1906 and 1907, 117, 2545

Discount rate of, 21, 24, 80, 86-7,
9o, 117, 302
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Bank of France (Cont.)—
lends gold in 1890, 108, 254
repays advance from Bank of
ngland in 1927, 138
uells foreign exchange in 1929, 1390
sells silver for gold, 1860, 79
suspends specie payments in
1848, 24
Bank holidays, 1914, 125
Bank of last resott, 37
Bank loans and overdrafts (sse also
Advances), 56-61
Interest on, 10, §7-61, 128, 132,
190, 213, 235
Bank notes (sss also Bank of
England), s, 9, 15, 19, 26, 32,
74, 110, 126
nk rate
and absorption and release of
cash, 38-9
Changes in 2403, 252
and Conaols, 14670, 185-8
and ‘' condition of trade,"” 236
and costs, 19a, 237-8. 263
and credit regulation, 15, 120, 40,
131-3, 200, 262-3, 275
and crisis jotters, 22, 26, 85, 124,

127

and deflation, 2, ay-31, 336,
44-5%, 62, 8o, 101-2, 104, 1289,
132-48, 192, 200, 233-9, 260,
463, 269

Dalayed effect of, 63, I91-2,
240-1, 346

& delicate instrument of credit
regulation, 268, 373, 277-8

and depolit rate of interest, 200,
262

Deterrent, 33, 70, 180-1, 184, 192,
227, 140, 242, 148-50, 2512

Differential effects of, 45, 109,
245, 260-1

Effect of, on fixed interest securi-
tios, 184-8

Effect of, on foreign exchanges,
45. 163, 232, 2357, 253

Efiect of, on manufacturers, 33

Edect of, on prices, a-31, 33,
37. 63, 67, 133, aua, azs, 232,
235, 137-8. 246

Effect of, on stocks of goods, 44.
61-3, 134-6, 19035, 224, 240~}

Eﬂu:t?\'& 68, 70, 129, 134, 1306,
138, 143, 233, 256, 258

in sighteenth cantury, 13

as indicator of credit policy, 7t

Banker,

Bank rate (Cont.}=~

Ineffective, 51, 70, 111, 128, 135

and interest on loans and over-
drafts, 57, 59~61, 128, 213

Intermittent action of, 63-6

International effects of, 42-6,
121, 1378, 254

Limitation on the effect of
lowering, 2503

end long-term rates of interest
146, 184-8

Minimum, 23, 51, 223, 250, 252,
268

and monetary circulation, 3z,
379, 43, 446, 50-3, 137

Negiahve character of the power
o, 274

Psychological response to, 61,
302,212-3,233, 24950, 274, 275

Raé)id reductioa of, 133, 145, 253

and reserve, I, 20, 40, 64~5, 70,
112, 223, 232, 236, 2523

Rise of, unlimited, 195, 248, 249

Seasonal fluctuations of, 65, 121

Short-period or superficial effects
of, 45-6, 64—5. 137. 233, 235,
240, 246, 247-8, 253, 276

Slow reduction of, 133, 143, 2423

Statistics of, 18-27, 77166, 281—

300.
Steps of, up and down, 243-6
Sustained pressure of, 64, 132—4,
243, 275
‘Theories of, 27-34, 379, 195-202,
22339, 263; 268
tradition, 1, 192, 202, 2332, 234.
237, 242, 252, 263
ial and etror in fixing, 213—¢,
223, 248, 274
achanged has limited eflects,
240, 252, 273
without gold standarnd, 25961
Zigzags of, G4, 104, 109, 113, 154,
168, 240

o

Bank Restriction, 12

Committee on, ¢ '

ence on, 59, 261-2

Persuasion by, 183, 249, 256

Willingnesy of, to lend, 61, 183,
249, 256

Bankers, Merchant, 8, 36, 434, 106,
12
Banhnsg in Europe, Paucity of

information in 1908, 231.

Banka (sm also Advances, Bank)

Branch, 7, 50, 546
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Cash reserves of, 10, 15, 36, 52,
68—70, 132, 136, 159, 160, 199,
256, 269

Central, Co-operation of 108,
2535

Competition among, 59, 249

as competitors in the investment
market, 197

Co-operaticn of, 108, 109, 117

Correspondent, 7-8, 11, 26, 51

Country, accumulated currency at

times of cheap money, 502,
78, 87-8, 98, 104

Dems °fn 5 9, I0, 55

drew currency from London,
11, 22, 267, 49, 77

Growth of branches among, 55

Local assets of, 8, 9, 55

London funds of, 8, 26—7, 51

Note issues of, 5. 9, 15, 19, 74

originated to deal with bills, 5

Reserves of, 8, 9, 51, 94

sent curmrency to London at
times of dear money, 50,
52-3, 64, 89, 915, 98, 1034,
105, 113

Variety of practices among,

5
Customers of, 8, 9-10, 36, 51,
55.6 58-61, 183, 198-200, 226,
2

5
Earmning assets of, 67, 15960, 270
Influence of, on investment
' market, 197, 265
Investments of, 146, 50, 15960,
219
-I'nsh 15, 26, 126
ol s 7+ 544 57. 124, 249
London, 10, 22, 26, 36, ::8—»94, 1¥7
Pa\zest-end. Io
nic among, in 1914, 125
Private, 7, 54, 57
Purchase sale of securities by,
146, 150, 159-60, 175, 196~200,
205, 265
Refusal of, 'to lend, 55, 170, 183,
189, 2012, 24950, 256
Scotch, 15, 26, 126
Second line reserves of, 124
Baring, Brothers, 106, 109
Crisis, 105-10, 157, 227
guarantee, Y089, 125, 227
Thomas, 1848, 27-8
Belgiom, 18
Bill-brokers, 10, 11, 83, 228

INDEX

Bill of Exchange
Acceptance of, 4-5, 8, 43
assigns a debt, 46
Collection of, 5
Defauit oun, 12, 21, 35, 56, 835,
124,226
Disconnting of, 5, 6, 7. 9, 35. 51,
2

5

Drawing of, 4

Endorsement of, 5

guaranteed by drawer and en-
dorsers, 21, 35, 84, 128, 226

s?ste;l- 4-13. 3576, 556, 834,
22

on agents, 5, 8

on buyers of goods, 5, 10, 35, 107,
226

as collateral, 10, 37, 83—

drawn by seliers of goods, 35, 61,
226

Eligible, 11, 12, 17, 19, 36, 83,
126, 148, 151, 227, 231~2

', 9, 10, 43, 56

to finance internatiomal trade,
8-10, 13, 27-8, 16, 42-4, 56,
rob—7, 123

finance commodities, 192, 233

Foreig'n, 9, 43, 56 . .

increase when trade is active,
I1-13, 17

Internal, §, 6, 56

Local, 6, 8, 9, 10, 55

on London, 7, 8, 9, 43—4. 107, 123

on manufacturers, 7

on merchant bankers, 36, 434,
1067, 123

on merchants, 5~7, 8-9, 36, 43.

1oy
Pre-moratoriam, in 1914, 1279
Rediscounting of, 36-7. 55. 83,
199, 2312
Short, 19, 83, 148 .
Shortage of, 51, 161
Six-months, 1489
Statistics of, 56
Trade, 107
Treasury, s¢¢ Treasury bills
Bimetallism, 47, 79
Birch, ]. W., 53
Borrowers, Unsatisfied, 201

in anticipation of saviogs, 172,

178
by Bank of England, 69, 70-1,
130, 131, 256
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Borrowing (Cond.)—
on Consols, 69, 256
by consumers, 39, 262
Government,
for a deficit, 267-9
and export of capital, 206, 2712
for the Great War, 128-30,
1623, 208, 212
may mobilise idle balances,
268, 267, 270
for public works, 266, 268-9
for the South African War, 206
Inflationary, rag, 26g-70
Mercantile, 226
Temporary, sss Advances, Bank
for working capital ses Capital
Bowley, Professar A.-L.,, 48, 119-20
Bran, bn.nin 7. 50, 546
Building, subsidy for, 318, a19
Bullion Committee, 1810, 12—-13
Bullion
dealers, 41, 72, 73. 91
Freight charges on, 73
Insurance of, 53, 73, 123
Buying convenience, 190, 222, 250
1

Californian gold discovery, 1849,

thal {Cont.}—

Marginal efficiency ** of 200,
201, 203, 205

of merchants or dealers in com-

modities, 6, 13, 34: 43, 191

outlay

a.nd acceleration principle,
181—4

Arream of, 215

Bank advmces for, 146, 172,
173—4, 175, 180~1, 184

Commitments for, 82, 190, 192

and consumption demand, 149,
173, 177-8, 1814, 215, 266

Deficiency of projects for,
177-8, 265

Effect on, of short-term rate of
interest, 173~4, 180, 189-go0,
192, 197

Effect on, of long-tarm rate of
interest, 170, 197, 265

and resources of investment
market, 177-8, 179-81,
183~. 189-g90, 204-5, 265,

270
and savings, 175, 179, 181,

25, 46

Call money, 10, 36-7, 51, 6071,

83-9. 123~4, 131, 148, as57
ty,
xtension of, 63, 171-a3, 181-3,

1834
Raising of, 150, 172, 173, 189,
206, 2363
Replacement of, 215
Sausage theory of, 171, 200, 217,
222

as

Shortage of, 63, 218
Struining of, 19a, 193
Surplun, 215

Beapening of, 181-a, 201, 114,
216

Depreciation of, 34, 191

of discount company, 83

EI-‘;M of, 203, 271

and Bank rate, 146, 189-95
Demand for, 149-30, 168
g.il':nducsuon of, 193
m, 148, 179-80, 195
Gluat oi. 109

Demn.nd for, 38, 184, 218

industrias, 63, 184, 215, 347

Production of, 63, 134, a1§
g'nwtho( o0, 415

porting countriea, 171
Installation of, 189-g9o
logses, 195, 203

Widening of, 181, 208, 214, 216,
266
Working

Bank advances for, 6-7, 11,
34-5. 43~4. 61-3, 130, I100~5,
197, 201-2, 261-3

d for, diminished by de-
pression, 150, 168
for, increased by ac-
tivity, 149, 204, 205

and deposit interest, 262

not * inflexible,” 193

Liquidation of, 51, 150, I59,
178, 2026, 209, 219, 270

Minimum, 6, 7, 190

i costs and interest, 61,

189, 193, 194, 212, 230

Ahanrphon of, 38-g, 175-812

» 159, 204, 279

Idle, 6, 51-2, 78, 97, 150, 206,

sb1-2, 265-6, 270

mmmtsatﬂmtnmoftha

year, 8o, 99, 114, 122
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Cash {Cont.)—
position of traders, 12, 21, 35,
5%, 159
Proportlon of, to deposits, 116,
160, 258
Pa.yment in, for goads, 5, 35, 56.
107, 226
Wage-carners’, 87, 105
‘Wages paid in, 7
Cayley, 28, 31, 238
Central bank, 67, 197-9, 207, 237,
255-7
Central banks, Co-operation of, 108,
253-5
Chapman, D. B., 84
Cheap money
after credit stringency or crisis
xg—zo 46, 77-8, 879, 100, 115,

altema.tmg with dear money, ‘

456, 64—5, 906, 104-5, 113—4
and credit deadlock, 2503
in depression, 1g9-zo0, 46, 77-8,
81, 87-9, 97-8, 115, 121, 1334
143, 167-8, 246, 2501
due to inflow of gold, go, 96, 111
Effect of, on price of Consols,
151-70, 216, 218
followed by Bank of Engiand,
20, 23, 70
insufficient to start revival in
1032, 145
Interruption of, 101, 134, 136
leads to accamulation of currency
in country banks, 50-2, 78,
" 84-8, 98, 104
leads to a'rise of prices, 29, 225,
z28-9
Meaning of, 28 =.
and specunlation, 225, 228-30
would have been desirable in 1925
and following years, 141
Childers’ conversion, 1884, 156
Chinese war indemnity to Japan,
1895, 112
City of Glasgow Bank, 26, 49, 98-
100, 155
Civil War, American, 8o

INDEX

Coinage (Cont.)—
of silver in United States, 110
Collateral security, 10, 56, 59, 6o,
834, 183, 217, 227
Collectivist Community. 278-9
Colonial Stock Act, 1900, 160
Commercial profit, 13

Cominittee, Bank Restriction, 1797,

4

Bullion, 1810, 12-13

Cuplifie, 19189, 1, 131, 2323

Macmillan, 1926-3I, I, 3, 50.
xsg. 139, 140, 142, 187, 2339,

27
Resumption, 1819, 14
of 1832, 15, 16
of 1840, 33
of 1848, 27-31, 33—4, 66, 147
of 1857-8, 36, 6
of 1875, 2, 49
Commission, Royal, on Depression
of Trade, z, 65
Royal, on Gold and Silver, 2, 53,
66, 22731
American Monetary, 59, 2312
Commission,
Brokers', 10
Stockbrokers’, 191
Underwriters’, 38-9. 177
Communications, 5, 50, 54
Companies, Finance, 83
Investment, 83, 175
Joint-Stock, 82, 151
Securities held by, as reserves,
6o
Competition
among banks, 59, 249
in discount market, 66

mnﬂﬁe’. 150, 154, 159, 163
Complex of rates of interest, 196,
198
Consols
and Bank rate, 146—70, 185-8
Borrowing on, 69, 256

Conversion of, 105. 155, 157
in crisis of 1825, 15
Cychca.l price movemem: of,

Fnl.l of, at outbreak of South
African War, 167

Insensitiveness of, to dear money,
1689, 185-6

Clearing House, 148, 250
Clearings and bills, 56
Coin, Gold, 15, 40-2, 44-5, 48,
50-2, 55, 79, 99, 126, 137, 196,
255
'.!.'oken, 96_71 108—9
e,.
Free, of silver suspended, 90, 92,108
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Consols (Cont.}— :
Optg n of repayment of, 155-6,
186
Preatige of, 208
Rise of, in times of depression,
167
Statistica of, 3, 75, 146—66, 281-96
Yield of, in 18g6—9, 158, 159, 169
Yield of, 1931-32, 216
Yield of, and Bank rate, 186-7
Consumer, Final, 193
and public utilities, 172
Consugnm, Absorption of cash by,

3
Borro by, 39, 262
Relezas of cash by, 204
Subsidies to, 267-8
Consumers’ balances, 159, 204, 279
dividends, 268
income, 37-¢. 216
and active balances, 196, 199,

200
and gapiul outlay (multiplier),
19

in collectivist community, 279
Compression of, 31, 44, 6a.
63, 101, 133, 137, 144, 346,
252
Domand as source of, 38, 62
Enlargement of, 31, 62, 246,
252, 264-5, 371
and quantity of money, 37-9,
264
as source of demand, 11, 38,
6z, 63, 216, a4t
sustained by forward orders, 63
outlay, 204
stocks of goods, 39
Consumption demand, 38, 149, 173.
177. 181—y, 213, 241, 206
industriea, 184, 188
Instrurnents of, 183
Conminn
o it, 207, 227, 359
Vicious circle of, see Vicioun
circle
Convenience in buyi
Conventional rates
217, 232
version

of 1844, 150
of 1884, 156
of Consols, 1888, 105, 155, 157
of War Loan, 1932, 165, 219
Convertibility of the note, 13, 23,
28, 29, 31, 67, 142, 143, 144, 235

. 190, 322, 250
interest, 10,

313
Co-operation of central banks, 108,

~253—5
of English banks, 108, 110, 117
International, in monetary policy,
142, 255
Corn, Imports bf, 18, 21, 30
Correspondent banks, 7-8, 11, 26, 51
Cost of living index, 133
Cost-saving capacity, 200
Cost of storage, 194, 210-1, 213
Cost of transpart of gold, 52, 73
Costs,
Carrying, and interest, 61, 1Bg,
193, 104, 212
Effect of Bank rate on, 192,
237-8, 263
and interest, 17, 34, 171, 192, 217
and prices, 230, 237-8
Cotton
famine, 81
Cost of storing, 194
Country banks, ses Banks
Courtney, Leonard, 230
Creation of money, 9, 11, 131, 196-9,
212, 259
Credit
Abuse of, 25, 43—4. 82—¢, 92, 99,
106, 116, 326
Anticipated stringency of, 68, 70
contraction, 2I, 199, 207, 227,
249. 259
Creation of, 9, 135, 142, 1969,
202, 207, 212, 223, 226, 269
deadlock, 2503, 256, 265, 268,
a7o, 274, 277
Domand for, 17, 67, 124, 228,
236~7
expansion, 14, 68, 149, 183, 207,
a1a, 227, 236, 154
Inherent instability of, 82, 274
in marketable form, 4-6, 9-11, 55
policy or regulation, 15, 20, 40,
67-8, 71, 196-g02, 2329,
253-5, 262-3, 270, 271-2, 273,

275
Indicators of, 30, 63—, 214,
252~3. 260, 273, 276
Rationing of, 16, 131-a, 227, 349
restriction, 139, 170, 301, 234~7
by retailers to customers, 6, 39
to, 36. 84. 99. 226~y
system, 85, 107, 123, 223, 231,
235, 162
of ninetsenth century, 4.7. 12,
51, 160, 226, 247, 253, 258
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Creditanstaldt, Austrian, Failure of, | Currency : Demand for (Cont.)—
in crises, 15, 22, 25. 49, 77, 85,
Bg, 93, 94. 99, 129, 2267
for holidays, 126
for mobilisation, 129

143
Creditor countries, 272
Credits in New York, 1925, 134
in Paris and Hambnurg, 1839, 19,
108

Crises
Bagehot on, 226—7
Cause favourable foreign ex-
changes, 15, 32
Cheap money after, zo
Deflationary effect of, 15, 46, 111,
118, 248—9
Demand for currency in, 15, 22,
25, 49, 77, 85, 89, 93, 94, 99,
129, 2267
Crigis
American, of 1857, 25
of 1873, 92-3, 248 =.
of 1893, 1101
of 1907, 116-8, 161, 169
of 1929, 143, 164
Australian, of 1893, 110
Baring, of 1890, 10510, 157, 227
German, of 1873, 92, 248 n.
of 1931, 143
letters, 22, 26, 32, 77, 85, 124, 127
Stock Exchange, of 1859, 77, 152
Union Génévale, of 1882, 102,
248 0, :
War, of 1914, 1239
of 1825, 14, 120
of 1839, 18-g, 108, 199
of 1847, 201, 27, 151, 248
of 1857, 257, 33, 43—4.49, 152,248
of 1866, 49, 81-5, 94, 107, II0,
117, 153, 248
of 1878, 49, g8-102
of 1031, 143~5, 164, 218
, 18, 21, 121, 210
Cunliffe Committee, 1, 131, 232—3
Currency. {see aiso Coin, Interior
demand, Reflux)
Absorption of, by wage-earners,
87, 105
Accumulation of, by country
banks, 50~2, 78, 87-8, g8, 104
Attraction of, to London by dear
money, 50, 52-3, 64, 91-5,
103—4., 105, I113—4, 121, 1367,
247, 253
and Bank Notes Act, 1914, 125-6
Convertibility of, 13, 23, 28, 29,
31, 67, 142, 143, E44, 235
for, 11, 15, 52, 67, 88,
125, 148, 248, 253

for wages, 7, 11, 126
Depreciation of, 163~4, 214, 218,

220
Distrust of, 86, 117, 144, 164, 216,
219, 261, 279
Emergency, 127
Flight from, 117, 144, 279
French, 79, 108, 140
Hoards of, 55
notes, 74—5, 125, 126, 131-2
Paper, 196, 212, 2556
Purchasing power of, 209, 212—4,
216, zz::,,f 255_8
vantity of, 37-8, 40, z02
E‘?w.sonal demands for, 53—4, 8o,
99-100, 114, 120-1
Shortage of, 14, 29, 66, 68
Cycle, Trade, 159, 167-8, 213, 227,
2469, 254, 273
and Baring Crisis, 110
Professor Fisher's theory of,
2134

Mr. Keynes's view of, 201

Dead centre, 265-6
Deadlock, Credit, 250-3, 256, 265,
268, 270, 274, 277

in commodities, 6~7, 9, 39, 190-1

Retail, 6, 62, 241

in securities, 175, 266

Wholesale, 6, 9, 62

Dear Money

alternating with cheap money,
456, 64-5, 90~6, 104~5, 113~4

attracts currency from country
banks to London, 50, 52-3, 64,
91-5, 98, 103—4, 103, ¥I3—4,
121, 136—7, 240, 247, 253

attracts foreign funds, 31-2, 45,
53. 64, 86~7, go, 101, 121, 137,
140, 144, 145, 232-3, 235,
442. 2446, 247, 253, -260-1,

27
Deflationary effects of, 27-31,
33-6, 45, 62, Bo, 101-2, 104,
128, 133, 139, 140, 192, 224-5,
233—9, 260, 263
Duraton of, 33. 147-9, 179,
173—4. 180, 189
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Dear Money (Cont.)—
and foreign exchanges, 44-5,
163, 232, 2357, 260
and gold standard, 134-43, 1634
Intermittent, 63-6
Meaning of, 28 ».
in New York in 1928, 1309, 141,243
Prejudicial effects of, 27-8, 33-6,
136, 139, 223~4, 260, 263
resulting from outflow of gald, 66
at times of depression, 65-6,
119, 134, 168, 216, 242
Debenture debt, 263
Dol.l::igned by bill of exchange
. Y ox s 4: 6
charge, Fixed, 1899, 160
Floating (ses alse Treasury bills,
Ways and Means Advances),
130, 163, 257, 269
maturities, 269
redemption, 269
United States, 268
Debts and monsy, 196-8
Deepening of capital, 181-a, sor,
Defaclt: sso Bill f Exchange
ault, ses Bill o
Deficit, Relief by, 267-71, a72
Deflation (see also,
Doar monsy, Crises}
after Napolsonic Wars, 14
to attract gold, 45-6, 141
due to deplement of investible
Tesources, 179
on international acale, 44-8.
137-8, 276 .
raises prices of securities, 216
in United States, 139, 242
without gold standard, 260
Deflationary effect of prospective
return to parity, 1924, 134
Delay in deliveriea of goods, 63, 242
tranaition to cheap money,
133, I43. 1435, 242—3
Delaying purchases of goods, 17,
Delivorios of gooda. 7, 6
iveries . 63, 1912, 241
Demand ? *

for capital goods, 38, 184

Consumpticn, 38, 149, 173, 177,
1814, 21§, 241, 266

for credit, 17, 67, 124, 828, 2367

and credit palicy, so1, 270

for curru;cy. lal. 15, 52, 67, 88,
133, 148, 245, 253
An crises, 15, 22, 35, 49, 77. 85,
89, 93, 94. 99, 119, 3767

rate,
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Demand (Cont.}—-
déposits, 14 :
for discounts, 4, 13, 367, 68—7
in excess of capacity, 63
in excess of consumers’ incoms,

204 )

Expansion or contraction of,
62, 63, 159, 178, 180, 2034,
208, 209, 228, 249

Expected, 201, 212, 249, 275

for finished products, 21x

for fixed capital, 168

Fluctuations in, 193, 211

and forward orders, 63, 241

General, 38, 63, 179, 180, 181,
184, 193 »., 201, 214-5, 270

for houses, 173, 183

as incentive for . capital outlay,
181—4, 208, a14

and incomes, 11, 38, 62, 63, 216,

¢

24
and prices, 63, 215
and prospects of shares, 178-8o0
and speculation, 178-80, 193
for working capital, 149, 150,
168, 204, 205
Deplement, 179, 203, 204, 205

Deposits

at Bank of England, 20, 22, 26,
68, 69, 117, 128, 160

at country banks, 5, 9, 10, §5

Demand, 148

Interest on, 10, $7, 200, 206, 262
Maximum, 262

Proportion of cash to, 116, 160,258

Time, 197, 262

Depreciation allowances, 34, 191
Depimintion
of Argentine currency, 106
Fear of, 218, 220 ¥
of the pound, 131, 145, 163, 164,
208, 216, 218, 243, 251
of the rupes, aax
Depression (sss also Deflation, Un-
employment)
aggravated by dear money, 65-6.
237, 242, 251
and cheap money, 19-30. 46,
77-8, 8z, 829, 97-8, 115, 121,
3334, 143, 167-8, 246, 250-3
and credit deadlock, 2501
and decline of profits, 150
and decline of savings, 150, 709
diminithes demand for working
capital, 150, 168



316

Depression (Cont.}—
and fall in long-term - rate of
interest, 150, 159, 167
and interior demand, s50-2
and liguidation of working capital,
51, 150, 159, 178, 202~6, 209,
219, 270
makes foreign exchanges favour-
able, 235 ‘
Palliatives for, 265, 274
the price paid for maintaining
the -gold standard, 28, 141-2,
237
reduces external investment, 205
resulting from a shock to credit,
35~6
Desdemona, 242
Deterrent Bank rate, 33, 70, 180-1,
184, 192, 227, 240, 242, 248,
250, 253
rate of interest or discount, 13,
14, 16, 17, 23, 26, 34, 326, 132,
- 146, 149, 199-200, 202, 223,
230 .
long-term rate of interest, zoo,

217
Discounthouse as bankers' bank, 85
Discount houses

and Bank of England, 37
. Failures of, 85, 86, 100, 107
and Treasury bills, 131, 136,
142, 257-9
market, 8, o0-12, 19, 21, 36, 5I,
55. 56, 84, 86, 123, 130, 148,
235, 257, 272
Market rate of, 14, 18, 36, 50,
98, 105, 135, 138, 170, 250
Discounting of bills, 5, 6, 7, 9, 35,
51, 52
.D unts, ;
emand for, 4, 13, 36~7, 68—70
Liméi_taétion of, 4, 12, 16, :;,7 21,
25-6, 32, 1312, 151, 22
Discredit, 12, 83, 106, 151 7
- Disemployment of labour, 29, 31,
. 44,132, 142, 238
Distrust of currency, 86, 117, 144,
. 164, 216, a19, 261, 279
Dividends and profits, 178, z03
Doctor's Dilemma, 2778
Dollar, United States, 18, 208, 251
Durbin, Mr. E. F. M., 267
Dutch Stock, 147

Early action in regulating credit,
2523

INDEX

Effective Bank rate, 68, 70, 119,
134, 136, 138, 142, 235, 2560,
e gn, 1882, 156
Egyptian campaign, 1882, 15
Eligible bills, 11, 12, 17, 19, 36,
83, 126, 148, 151, 227, 2312
Empirical regulation of credit,
| 2T3—4, 223, 248, 274
Empiricism of traders, 159, 221
Employment (ssz also Unemploy-
ment)
Full, 202, 215, 252
increased by cheap monely, 29
as indicator of credit policy, 252,
260
Endorsement of bills, 5, 21, 84, 151
Enterprise, Marginal, zo1
Enterprise, Private, 264-5, 271
Enterprises, New (sse aiso
tions, Promotions), 171--8, 228
Equalizing function, ss¢ Investment
Market
Equilibrium, Monetary, 261
Errors, Statistical, 41, 723, 76, 95
Excess of imports, 11, 29, 3z
Excess profits, 216, 252
Exchange,
Bill of, sz¢ Bill of Exchang:
control, 277 ‘

on gold producing country, 32
"i’kl 31_21 861 90, 109, '“""’l
2445
on United States, 25, 116, 130-1,
132-3, 163, 208, 242
Expectations
of change of parity, 219, 261
of demand, 201, 212, 249, 275
of long-term rate of interest,
148, 195, 197, 203
of price changes, 193, 201, 210,
211, 212, 216, 221, 222
of profit, 172, zo1, 217
Expenditure, Government, 263-72
Relief, 264
Export of capital, 205-6
Export gold point, 31, 245
Exporters’ bills, 9, 10, 43, 56
Extensions of capacity, 63, 171-2,
1813, 215 ;
investment, 2056

Failure of
City of Glasgow Bank, 1878,
49, 98-100, 155
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Failure of (Coni.l!)—
Joint Stock Discount Company,
1866, 84
Knickerbocker Trust, 1907, 116
Overend, Gurney and Company,
1866. 49 83-5l 109, 125, 153
Sanderson and Co., 1857, 85
Umnion Géndrals, 1882, 102
Failures
of accepting houses, 1837 and
1857, 43—4
of banks, 100
caused by overtrading, 29, 234
of discount houses, 85, 86, 100,

ro7
in Germany in 1901, 113
of induatrial projects, 171
of merchants with American
business, 18, 25, 43
of ?mulam in wheat in 1847, 22
on Stock Exchenge, 1859, 77
in 1825, 14
in 1837, 18, 43
in 1857, 25, 44
in 1864, 82, 153
in 1866, 84—5
in 1878, 99
in 1907, 116
Faghion, Changee in, tgt:n
Foderal Reserve Banks, 132-3,
138, 139, 141, 232, 256
Fiduciary issue, ss¢ Bank of England
Final consumer and final owner, 193
Finance compaunies, 83
Finuncial centre, London as, 7-11,
43, 123, 137, 254, 2712
New York as, 78, 137,272
Financial crises, se¢ Crises
Finished goods, 193, 912
Fisher, Professor Irving, 209, 313,
za0
Fixed capital, 146, 149-50, 108,
89-9

1 5

Fixed debt charge, 1899, 160

Fixed interest securitios (see also
Consols, Governmeant Securi-
tion), 149, 154, 159

Flight from the currency, 117, 144.

*

Flonha debt (see also Treasu
bills, and Ways and Moans ad-
vances), 130, 163,257, 267

Flotations, or capital issues, 106,

146, 173, 1738, 180
FQ“J sales, 12, 107, 118, I5L, IS,
230
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Foreign exchange _ -

and Bank rate, 45, 162, 163, 232,
2357, 258

business in hands of London

merchants, 8
and dear money, 445, 163, 232,
235~7, 260
market, Breakdown of, in 1914,
1234
and prices, 16, 27, 29, 221
Foreign money
Attraction of, sss Attraction of
Foreign money
in London in 1860, 86
Foreign trade products, 277
Forward

exchange, 260
orders, 63, 191-2, 241
price, 194, 210, 214
jum on, over spot, 194,
210, 213, 229-30
purchases and sales, 190, 194, 212,
220, 348
sales of securities, 176
and spot value of money, 214
Frang, French, 138, 261
France (ses also Bank of France)
Absorption of gold by, 43, 47. 90,
96, 101, 140, 243
Bimetallism in, 47,
Criais of 1838 in,
Cgruncy of, 47, 79, 108, 138, 140,
261
Premium on gold in, 109
Suspension of specie payments in,
24, 90, 273
Usury laws in, 35
Franco-Austrian War, 1859, 77, 152
Franco-German War, 1870-1, 8¢~

Fuentes Onoro, 245

Full employment, 202, 215, 252
Punding, 163, 269

Fundiog Loan, 1919, 131, 163

General demand, 38, 63, 179, 180,
181, 184, 193 »., 201, 214-5, 270

¥y

Absorption of gold by, 47, 91-2,

96~7, 101
Bank rate in, in 1907, 117
Crisis in, in 1873, 932, 348 »

in 1931, :ﬂh

on, in 1907, 117

Failures in, in 1901, 1137
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Germany (Cont.)—
Gold standard adopted by, in
1871, 47, 90, 96, 273
sends gold to London in 1907, 117

suspends free coinage of silver,
Qo, 92
Gibbs, Henry 2234, 263
53

Glﬁm Robert, 5
Gilt-edged securities (szz also
Consocls, Annuities, ities,

Govemmmt) 5960, 198
Glut of capital, 209
Gold (se¢ also Bank of England,
Bullion, Interior Demand)
Absorption of
by France, 1848-61, 42
18609, go
18748, 42, 47, 96,
101, 273
1929, 140, 243, 273
by Germany, 18713, 47, 912,
273
1875-9, 96-7, 101
by United States, 18347, 18
18601, 8o
1876—9 47. 97, 101,

1879—81, 1001
1906, 115
1907, 116-8
191420, 273
Appreciation of, 144, 251
attracted by falling prices, 289,
224-5, 232
in circulation, 12, 41-2, 46, 137,
" 255
coin, 15, 40-2, 44-5. 48, 50-2, 55,
79. 90, 126, 137, 196, 255
d;soovmesm us‘l:mln 25, 46
in California, 25, 4
Hazards of, 272
in South Africa, 46-7
External drain of, 11, 15, 22, 25,
F 261129. 30, 31—2, 227
reight charges on, 52,73
holding of Bank of England, 11,
15. 41, 137
Industrial demand for, 40, 48, 50
74. 255 of
» 52, 73, 123
Internal drain of, 11, 15, 22, 26,

227
lent by Bank of France in 18g0,
108, 254
and Lombard Street, 70, 2289
market, 91-2, 97, 208

Gold (Cont.)—

Mint price of, 68

Monetary demand for {ses also
Interior Demand, Reflux), 11,
15, 18, 25, 47-8, 2545, 273

obligations of Indian Govern-

ment, 220

output, 42, 46, 79. 111, 160, 254

parity, 164, 219, 261
of the pound, 13, 134, 138, 141,
237

Premium omn,
in Argentina, xo6
in France, 109
in United States, 116

Price of, 251

Prohibition of export of, 131, 134,

- 208 °

Purchasing power of, 144, 199,
251, 255, 2723
Redundant, 45, 70, 121, 259, 273
reserve as working balance, 255
reserves and circulation, 41-2, 255
Growth of, 108, 254
scarcity, 65, 134, 158, 238, 243,
247, 251, 273
set aside and released, 74
standard, 28, 31, 65, 68, 86, 239,
272, 276
Breakdown of, 144, 255
and credit policy, 28-31, 67-8,
232~-9, 2535, 259-61, 272-3
and dear mmey 134-43, 163—4
the price of,
2831, 141—4, 2339
and foreign exchanges, 255
in Germany, 47, 90-2, 96, 273
and international co-operation,

2535, 273
Restoration of, in 1925, I34,
136, 141, 164
Spread of, 103, 158, 254, 373
Suspension of, 47, 86, 137, 143,
164, 242
Transition to, 967, 103, 254
in United States, 18, 269, 273
and rigidity of wages, 238—9
Statistics of, 412, 40-8, 71-145,
281~300, 303~5
Sterilisation of, 254
Struggle for, 142
Supply of, 42, 456, 248
in transit, 40, 162
Undisclosed exports of, 41, 42, 48
Wastage of, 48
Goodwill, 110, 171, 172
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Goods, Deliveries of, 7, 63, 191-2,

241
Holding, 61, 224
Stocks of, ses Stocks
Goschen, G. J., 31, 88, 107, 157, 244.

Government
borrowing, ses Borrowing
expenditure, 263-72
guarantee of pre-moratorium
bills, 1914, 127-8
National, 1931, 144
securities, ses Securitios
Grant, Mr. A, T. K., 193
Greenbacks, 8o, 92
Gregory, Professor T, E., 59
Growing needs, 172, 174
Growth of capital, zoo, 215
Guarantee
of Barings' liabilities in 1890,
to8—g, 125, 227
of bill of exchange by drawer and
endorsers, 21, 35, 84, 128, 226
of pre-momtorium bills in 1914,

127-8
Gurney, Samuel, 84, 188

Haberler, Professor G., 182 »,
Harrod, Mr. R. F,, 193. 267
Huvey. Sir Erneat, 6o, 135, 139,
140, u: 135-7
o8, 17
of pmrl:‘ilsea. 62-3, 190, 230, 241
i-lawtrey. Sir Charles, so-1
Hedging, 194, 229
H erachell, Lord, 228
gurchase ggmaments 39
of currenc
Hobaon, Mr. C. so_s
Hodgson, Kirkmln. 49
Holding goods, 61, 224
Home trade products, 277
House-building, 173, 218, arg
House rent, 173
Houses, Demand for, 173, 183*
Hougsing subsidies, 218, 219

idle
balances, 130,
266, 270
and short-term rate of intereat,
197
cash, 6, 51-2, 130, 206, 261-2,
265-6, 270

195—-ro3, a6,

currency in country banks, so-g,

78, §2-3, 98, 104
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Idle: currencymepuntrybanks
{Gont.)—
attracted to London by dear
money, 50, 52-3, 64, 9I-5,

103—4, 105, 1I13—4, 121,
136-7, 247, 253
funds mobilised by Government

borrowing, 265, 267, 270
imparm.l Bank of Russia, 108
I
of corn, 18, 21, 30
Excess of, 11, 29, 31
Reductmn of, 30, 45, 232
Income, mers’, sss Consu-
mers’ Income -
Income velocity of money, 264
Inconvertible paper currency, 92,
260, 2
India, 74, 117-8, 220-1
Industrial demand for gold, 40, 48,
50, 74, 255
Ineffective Bank rate, sse Bank rate
Inflation
avoided during Crimean War, 24
Debt maturities as canse of, 269
due to speculative supplemant
179, 183
Fears of, 1n 1031, 145
in gold-ua'ng world, 276
in the Great War, 127-9, 208
loads to subsequent deflation,
239, 263
Need ‘::d i:ddicntors og. 260
oot gu against by soundness
of bills, 12 y

Post-war, 1j0-2, 163, 185, 187,

2134
to be prevented by limitation of
note issue, 4
Sales tax as remedy for, 268
in United States dnnng Civil
ar, 8o
Vicious circle of, 11, 61-3, 139,
183, 212-3, 225, 240, 247, 253,
265-6, 274, 275
Inflationists of 1848, 28, 30
Inberent instability o! credit, 62,
274, 278
Instaliation of capital, x8g-g0
Instrumental industries, 184, 188,
215
Instruments of consamption, 183
Insurance of bullion, 52, 73, 123
Interest (sss also Bank rate, Cheap
money, Discount,
uymbnr) money,
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Interest (Cont,}—

and costs, 17, 34, 17X, 102, 217

and house-bmldmg. 173, 218, 219

Mr, Keynes's theory of, 195-403,
205

Negative, 279

and carrying costs, 61, 189, 193,
194, 212, 230

as a tax on holding goeds, 34, 195

Rate of,

andcbangingprioelevel,zog—

a.nd charge to consumer, 172-3
Conventional, 10, 217, 222
on deposxts 1o, 57, 200, 2006,

Maxunum, 262
Effect of, on instrumental
indusiries, 188
* Fairly safe,” 196, 217
on loans and overdrafts, ro,
57-61, 128, 132, 190, 213,
235
Long-term (s¢¢ also Consols,
Securities), 3, 158, 163, 203,
206~7, 265, 270
Market, and the usury laws, 17
Natural, 221-2
Proifit, 222
mg promotions, 170~-3
and prospective yield, 170, 21
Real, 2z08-10, 213 70. 217
Short-term,
Duratim of, 33. 1479, 170,
173-4. 180, 189
Effect of, on prices of com-
modities, 16, 27-30, 32, 37,
63, 67, 132, 222, 225, 232,
235, 2378, 246
Effect of, on prices of securi-
ties, 146-9, 1 . 18o,
1840 4 734

and idle balances, 197
Influence of long-term rate

on, 206~7
and pressure to borrow, 214

and promoters, 173 .
Specuiators not sengitive to,

17980
Virtual riee in, 17

Interior demand for carremcy, 3,

41, 47.33—6 r29 64, 78
maney, 502, »

87-8, 98, 104
in crises, 1§, zz 25. 49, 77, 85, 89,

93. 94, 99, 129,

INDEX

Interior demand for currency
(Comt.)—
in depression, 50-2
and gold reserves, 402
in relation to wages and employ-
ment, 50
Seasonal movement of, 53-4, 93,
114, 115
Statistics of, 46-8, 71, 77-145,
281—300
Intermittent action of Bank rate,

63-6
Internal drain of gold, 11, 13, 22,
26, 227
International
co-operation in monetary policy,
de;‘:‘:;:; 5{3-5 247
or currency,
influence of London, 8, 42-4, 123,
137, 254, 2712
monetary contraction, 45
monetary expansion, 45-6
monetary standard, 261, 276

movements of fands, 276
trading and use of bills, 8-10,
13, 27-8, 36, 42—4, 56, 106~7,
123
Investment companies, 83, 175 %.

Investment

defined by Mr. Keynes, 200 ».
ol 2

short-term loans, 146, 206
applies savings to capital outlay,
175. 179, 181, 1834
Banks as oompehm in, 197
Capaclty of, 177
Dealera in, 175, 266
Disequilibrivm of, 247
ualiging function of, 1748,
180, 183, 18q9, 190, 203,
215-6, 270
Favourable or unfavourable,
176, 217, 265
tervention of central bank

in, 199
and liquidation of working
capital, 150, 159, 202-6, 209,
219, 270
on, 177, 183, 189
of, 150, 170, 176,
178, 180, 181, 190, 204, 205,
2006, 216
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Investment: market (Coni}—
n.ndsshort-term rate of interest,
189
Speculative supplement or de-
plement to, 139, 146, 179,
:80. 183, 184, 202, 203, 204,

205

Investors, 150, 173, 178, 21

Irish question, 169 7 ?

Iasue departmant, see Bank of
England

Isaue, blic, of securities, 146,
172, 173, 178, 263

Issuing houss, 106, 177

Japan, Chiness war indemnity to,
:89%112

evons, W. S,, 41

obben 124, 162, 175-6

‘ John Bull cannot etand 2 per
cent.’”’, 225

ohnstone,- Edward, 244-3%

oint-atock banks, 7, 54, 57. I24.

oint-st:ock Discount Com ,
I Failure of, in 1866, 84 pasy

Keynoes, Mr. J. M., 193, 195203,

305. ar7. 234, 236, 160, 266,

King Mr W.T.C., to, 71,
Knickerbocker 'Dnut. ual: of, in
1907, 116

Labour-saving value of capital, 222

of demand for currency behind

a.cti\n . 25
t{dnnd demand, 63

rosponu of capital outlay,
159"90
of retail

ces, 241
of wages

prices, 221, 238,

a7
Last lending house, s27
Leat, Walter, 57-9
Legnlmder. a1, 73, 8o, 126, 197
ure of, 113
I.mcler of lut nmrt 11, 20, 31, 82,
107, 199, 237
ttars, Crisis, az, 26, 32, 77, 83,
t24, la&v
Lidderdale, William, r07-9
Limitation

of discounts, 4,16, 10, 21,23, 26,32
of note issue, 4. 23

k 4
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Limping standard, 96-7
Lincoln, Abraham, 78
Liquidation of merchants’ stocks
abroad, 45, 64, 240
Liquidation of working capital, see
Capital king cxp
quu:dxty, 83, 148, 2267
of discount house, 148
preference, 202
Liverpool, Loxd, 14
Loans :
Call, ro, 36—, 51, 69-7I, 834,
123~4, 131, 148, 257
Long-term and short-term as
alternatives, 146, z06
and overdrafts, 56-61
Victory and Fundmg 131, 163
War, 130, 163, 208, 316
Local assets, 8
Local bills, 6 8,9, 10
Local monopoly, x72
Lombard Street, 70, 124, 225, 228
London
acceptance business, 4z, T06-7,

123
banks, 10,722, 26, 36, 108-9, 117
Billson, 7, 8, 9, 434, 107, 123
correspondents, 8, 11, 26,.51
discount market, ses Discount
market
establishments of merchants, 7
Foreign money in, in 1866, 86
funds, 8, 15, 51
gold mn.rket 912, 97, 208
as international ceatre, 8,
123, 137, 254, 2712
‘ast end , 10
Long-term rate of interest (sse also
Consols, Securities), 3. 158,
163, 303, 206~7, 265, 270
Loss, Risk of, 174, 195~7, 2034

43

from rise in unt rate, 35.
2234, 263
LousuH
of sharehalders, 83, 99, 100
of traders, 224
Macaulay, 225

McKenna, Mr. R,,
Macmillan, Lord, 234-5
Macmillan Onmmttm 1, 3. 59, 135,

139. 140, 142, 187, 233-9, 278
Maintenance of public worlks, 267
Making 124, 175

tion, 274
money, 198, 2729
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Manufacturers
and bills of exchange, 7
Effect of discount rate on, 33-5
Orders to, 11, 35, 36, 37, 39, 62,
63. 191, 204, 211, 212, 241
Profits of, 33
Man districts, 10
Margin of coliateral security, 183
Marginal efficiency of capital, 200,
201, 203, 205
enmprise, 201
instrument, 200-1
“yield, 171, 200-1, 217, 222

Market rate of interest or discount,,

Is. 18, 36, 59, 98, 105, 135,
138, 170, 250
Marketable assets, 60, 84, 150, 172
Marketability, 9, 12, 56, 34, 217
Marshall, Alfred, 2, 209, 227-31
Marghalt, Mrs., 227
Maximum depos:.t rate, 262
Meade, Mr. J. E., 267
Medieval trade, 4
Medinm-term secunhes, 21920
Mercantile borrowing, 226
profit, 4
Merchant baniers, 8,
t €18, 6, s 12,
- Merchants 36 4374. 123
Engshsh with American interests,
18,25
Fore!gn and London acceptan-
ees. 43, 106—7, 123
th London establishments, 7,
55m.
Magefs of banks, 5
etaillhcm sh.nd:;rd (ssc also Bimetal-
Gold 2
Minimam 67. 277
Bags rate, 23, 51, 223, 250, 252,

rate of interest on bank advances,
5760
Ms-t«m:.lm of goods, 6, 7, 190

onetary

anthority ax:;i6 long-term rate of
interest, 195, 198-200

Commission, Amma.n, 59, 231~2

contraction, 254, 2
Inturnahma.l 5

demand for gold, i1, 15, 18, 25,
47-8, 254~5. 273

equilibrinm, 261

expansion, 182, 215, 260, 272
Limit o, 216
l’.ntunahona.l. 456

INDEX

Monetary (Coni.}—
policy, 37, 213, 254, 264, 273
regulation, 3, 42, 215
standard, International, 261, 277

systems, Changea in, 273

at call, ro, 36—7, 51, 69-71, 83—4,
123~4, 131, 148, 257

Cheap, see Cheap money

Creation of, 9, 11, 131, 156-9,
2112, 259

Dear, ses Dear money

and debts, 1967 .

Idle, 6, 502, 78, 87-8, 98, 104,
150, 195-203, 206, 261-2, 2656,

270 .
Managed, 198, 2729 -
market {sz¢ aiso Discount mar-
ket}, 197, 236
, 256
Cuantity of, 198, 202, 264
Refugee, 21920, 261
Unlendable, 53
Monopoly
of joint-stock banking, 7
Local, 172
of note issue, 67-8
Monthly returns of gold imports and
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