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P R E F A C E 

i HERE is a pleasant story of two chi ldren w h o , asked 
what they talked about on their wa lks , repl ied, " W e looks, 
and w e talks about what w e sees " . I n the essays r e p u b 
lished in this book I have in general endeavoured to follow 
the example of these two y o u n g practit ioners of the in
ductive method. 

T h e three earl iest-written essays — " Banking Pol icy 
and the Balance of International P a y m e n t s " , " Forecast ing 
Fore ign T r a d e " , and " C a u s e s of C h a n g e s in G o l d S u p p l y " 
— derive mainly from the experience obtained dur ing m y 
service wi th the S tandard Bank of S o u t h Afr ica , L t d . , in 
C a p e T o w n , especial ly dur ing the years 1 9 2 9 to 1 9 3 2 . 
T h e first two of these essays are closely based on a paper , 
read to the Associat ion of Univers i ty T e a c h e r s of E c o 
nomics at Oxford in J a n u a r y 1 9 3 6 , which must have been 
written in the later months of 1 9 3 5 . T h e concept of 
marginal propensi ty to import was deve loped f rom direct 
observat ion of the effects on the S o u t h Afr ican economy 
first of a heavy fall in export prices and later of a flight 
of capital , though the actual term " p r o p e n s i t y " was 
borrowed from K e y n e s ' The General Theory of Employ
ment, Interest and Money, first publ i shed in F e b r u a r y 1 9 3 6 . 

T h e next t w o essays, " T w e n t y Y e a r s of the F loat ing 
D e b t " and " B r i t i s h F loat ing D e b t P o l i c y " , arose from 
a close study of the F loat ing D e b t figures m a d e for the p u r 
pose of estimating from time to t ime the changes in the 
gold holdings of the E x c h a n g e Equal isat ion Account . A t 
the t ime, this attempt to read a meaning into the week to 
week fluctuations in the T r e a s u r y bill figures had something 
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of the e x c i t e m e n t of a detect ive s tory ; but on re - read ing at 
any rate the ear l ier of these t w o essays , I f ind the p r o l o n g e d 
examinat ion of m i n u t i a e rather w e a r i s o m e , t h o u g h it m a y 
p r o v e useful to a n y o n e w i s h i n g to m a k e a detai led s t u d y 
of the financial h istory of the p e r i o d . 

E x c e p t for the short note on " Cap i ta l V a l u e a n d 
I n c o m e w h i c h arose out of a d iscuss ion w i t h a research 
s t u d e n t o f m i n e , the late D r . G . B . S a n d e r s o n , the only 
other essay wr i t ten before m y t e m p o r a r y w i t h d r a w a l f rom 
a c a d e m i c life in 1 9 4 1 is " E c o n o m i c I n c e n t i v e in W a r 
t i m e " . T h i s is in the m a i n d e v o t e d to a n ear ly s tatement 
of the n o w u n i v e r s a l l y r e c o g n i s e d re lat ionship b e t w e e n 
h i g h l y p r o g r e s s i v e taxat ion a n d a d iminut ion of the i n c e n - . 
t ive to w o r k . 

T h e five p o s t - w a r essays , w h i c h f o r m the first sect ion 
of th i s book , al l dea l w i t h dif ferent aspects of t h e i m p e r 
fectly contro l led p o s t - w a r inflation in Br i ta in . T h e first, 
w h i c h g i v e s its t it le to the book , o w e s a great deal to the 
cr i t ic i sms a n d sugges t ions of m y col leagues on the E d i t o r i a l 
C o m m i t t e e of t h e L o n d o n a n d C a m b r i d g e E c o n o m i c 
S e r v i c e . I t w a s a n a t tempt , I th ink the first, to es t imate , 
w i t h the w h o l l y i n a d e q u a t e data avai lable in J a n u a r y 1 9 4 7 , 
w h a t d e m a n d s on the s y s t e m w e r e l ikely to be m a d e b y 
the p o s t - w a r i n v e s t m e n t p r o g r a m m e a n d h o w far they c o u l d 
be met out of v o l u n t a r y sav ing . I t is interest ing to note 
that , w h i l e m a n y of the i n d i v i d u a l i t e m s w e r e w i l d l y 
w r o n g (the expor t of capita l , in par t i cu lar , b e i n g hopeless ly 
u n d e r - e s t i m a t e d ) , the est imates of total net i n v e s t m e n t 
h a v e p r o v e d r e m a r k a b l y n e a r the mark , and the n e e d for 
a substant ia l B u d g e t s u r p l u s to s u p p l e m e n t pr iva te sav ings 
w a s in no w a y exaggera ted . T h e second essay , based on 
a lecture de l i ve red in the ear ly s p r i n g of 1 9 4 9 , dealt w i th 
the dangers of the then cur rent " C h e a p M o n e y P o l i c y " , 
a n d prov ides a sequel to the e a r h e r articles on the F l o a t i n g 
D e b t . A l s o p u b l i s h e d in A u g u s t 1 9 4 7 w a s the essay on 
" P l a n n i n g a n d the Pr i ce S y s t e m T h i s is a p lea for 
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the use o f the p r i c e s y s t e m for c a r r y i n g i n t o effect 
w h a t e v e r pol ic ies a G o v e r n m e n t m a y h a v e , a n d of all 
the essays in th is book is the o n e w h i c h reflects m o s t 
c lear ly m y o w n pre jud ices a n d bel ie fs . T h e four th essay , 
on " S a v i n g s a n d I n v e s t m e n t r e t u r n s to the t h e m e o f 
the first, a n d carr ies t h e s tory d o w n to a b o u t O c t o b e r 
1 9 4 8 . I n p a r t i c u l a r , it a t tempts to a n s w e r the quest ion 
(on the w h o l e fa ir ly cor rec t l y ) of w h y the m a r k e d d i s 
inflation p o r t e n d e d b y t h e N o v e m b e r 1 9 4 7 B u d g e t a n d the 
c o n t e m p o r a n e o u s cuts in the capita l p r o g r a m m e h a d b e e n 
so m u c h less m a r k e d than m i g h t h a v e been e x p e c t e d . 
T h e last essay of the five, on " T h e E c o n o m i c s of R e n t 
R e s t r i c t i o n e n d e a v o u r s to s u g g e s t a w a y o u t of the 
i m p a s s e c reated b y a p a r t i c u l a r l y v i c i o u s e x a m p l e of the 
m a n y a t t e m p t s m a d e t o restra in inflation b y i m p o s i n g 
m a x i m u m p r i c e s for p a r t i c u l a r g o o d s a n d serv ices . 

T h e next chapter in the s tory cannot yet be wr i t ten . 
T h e r i s i n g leve l of G o v e r n m e n t e x p e n d i t u r e a n d the 
difficulty of a d d i n g still fur ther to the b u r d e n of taxat ion 
h a v e caused the G o v e r n m e n t par t ia l ly to a b a n d o n the u s e 
of the B u d g e t as the m a i n equ i l ib ra t ing i n s t r u m e n t , a n d 
to t u r n instead to the a t tempt to inflate b u s i n e s s s a v i n g s b y 
p e g g i n g both w a g e rates a n d d i v i d e n d s at a t i m e w h e n 
e x p o r t s h a v e b e e n m a d e m o r e prof i table t h r o u g h d e v a l u a 
t ion. W h e t h e r the strain i m p o s e d u p o n the T r a d e s U n i o n s 
by th is pol icy wi l l p r o v e e x c e s s i v e , a n d h o w far the pol icy , 
e v e n if success fu l , wi l l be at the e x p e n s e of incent ive a n d 
m o b i l i t y , it is stil l too soon to say . B u t if this latest a t tempt 
to e x p a n d s a v i n g s fai ls , t h e o n l y choice r e m a i n i n g wi l l be 
b e t w e e n the restorat ion of drast ic controls on c o n s u m p t i o n 
a n d an equa l ly drast ic cut in the capital p r o g r a m m e , e i ther 
by d e c r e e o r t h r o u g h the m e c h a n i s m of a r i s ing rate of 
interest . 

F. W . P A I S H 
May 1950 
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rp 
1 H E cost of the recent war was covered in three ways. 

Part of it was paid for out of current income ; either, that 
is to say, by an increase in output, or by a reduction in 
consumption. A second part was covered by consumption 
of capital; and a third by contributions from overseas, 
notably Lend-Lease from the United States and gifts and 
mutual aid from Canada. T h e consumption of capital 
contributed to the cost of waging war in two ways ; by the 
postponement of normal maintenance and replacement of 
buildings and equipment, and by drafts on overseas capital, 
whether by the sale of assets or by an increase in liabilities. 
In addition, the war destroyed physical capital, by enemy 
action; and the process of reconstruction is normally 
regarded as covering both the replacement of destroyed 
capital and the overtaking of arrears of normal maintenance 
and replacement. T h e rebuilding of overseas capital and 
the repayment of foreign debts are a separate and altogether 
longer-term problem. 

T h e problem of reconstructing our internal capital 
losses cannot be considered in isolation from the creation 
of new capital. In many cases this is as urgent as the 
replacement of losses, and in some probably has priority. 
In considering how reconstruction can be financed, we must 
therefore take account of the whole range of capital ex
penditure contemplated during the reconstruction period. 
In the following discussion this period is taken arbitrarily 

' O r i g i n a l l y p u b l i s h e d u n d e r the title of " T h e F i n a n c e of R e c o n 
s t r u c t i o n " in the Quarterly Bulletin of the London and Cambridge Economic 
Service, F e b r u a r y 1947 . 

1 
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as ten years f rom t h e end o f 1 9 4 5 . ft is to be h o p e d that 
b y t h e e n d of the y e a r 1 9 5 5 the great b u l k , at least , of o u r 
internal capital losses wi l l h a v e been m a d e g o o d . 

I n t h e fo l lowing d iscuss ion n o a t tempt has b e e n m a d e 
to compi le a c o m p l e t e list of the m a n y p lans for capita l 
d e v e l o p m e n t w h i c h h a v e been put forward on g r e a t e r o r 
less authori ty . I n s t e a d , t w o f igures h a v e been ca lculated 
for the capital needs of the t e n - y e a r per iod : one p u t s each 
i t e m at a b a r e m i n i m u m level , a n d there fore a lmost cer 
ta inly under -es t imates the t o t a l ; the other is a fair g u e s s , 
low rather than h i g h , at t h e n e e d s w h i c h are l ikely to 
deve lop . I t is a s s u m e d in both cases ( i ) that w a r - t i m e 
losses wi l l b e m a d e g o o d , (2) that 3 mil l ion houses will b e 
bui l t d u r i n g the ten years , ( 3 ) that i n d u s t r y as a w h o l e 
( including nat ional i sed c o n c e r n s ) w i l l m a k e no d e m a n d s 
for n e w m o n e y capita l , b u t w i l l m e e t capita l ex tens ions o u t 
of u n d i s t r i b u t e d profits , in a c c o r d a n c e w i t h the pract ice 
of recent years . T h e " b a r e m i n i m u m " f igure a n d the 
" l ikely " f igures are both the m e r e s t est imates , a n d both 
are l ikely to b e l o w e r than the s u m o f all the p lans u n d e r 
ser ious cons iderat ion at the p r e s e n t t i m e . 

A n es t imate o f internal p h y s i c a l destruct ion is g i v e n in 
T a b l e 1 2 of t h e Stat ist ica l M a t e r i a l p r e s e n t e d d u r i n g t h e 
W a s h i n g t o n N e g o t i a t i o n s ( C m d . 6 7 0 7 ) . T h i s p u t s total 
d a m a g e to p r o p e r t y at ,£860 mi l l ions , equa l to ^£1450 
mi l l ions at cur rent (end 1 9 4 5 ) r e p l a c e m e n t costs . T h i s 
s e e m s to b e a gross f igure, that is to say , it does not a l l o w 
for w a r - t i m e r e p l a c e m e n t s . T h e W h i t e P a p e r on N a t i o n a l 
I n c o m e and E x p e n d i t u r e of the U n i t e d K i n g d o m , 1 9 3 8 - 4 5 
( C m d . 6784) p u t s the v a l u e of w a r - t i m e restorat ion of 
bu i ld ings at ^ 3 0 0 mi l l ions ( T a b l e 2 0 , i tem 1 2 ) . A s w e 
shal l a l low, in s u b s e q u e n t est imates , fo r other w a r d a m a g e 
m a d e g o o d , this is all w e need d e d u c t f rom the est imate of 
g r o s s internal des t ruct ion , g i v ing u s a net f i gure of £ 1 1 5 0 
miUions. 

T h e other i t em in w a r dest ruct ion is o u r net loss of 
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s h i p p i n g . B e t w e e n 1 9 3 9 a n d t h e e n d of 1 9 4 5 , t h e s i z e of 
o u r m e r c h a n t fleet fell b y 4 mi l l ion gross t o n s . T a k i n g 
an a v e r a g e r e p l a c e m e n t cost of j^75 p e r gross t o n , the cost 
of b u i l d i n g u p o u r m e r c h a n t fleet to its 1 9 3 9 level w o u l d 
b e about £300 mi l l ions . 

S o m e es t imate of the arrears of m a i n t e n a n c e a n d r e 
p l a c e m e n t w h i c h h a v e to b e m a d e g o o d can b e d e r i v e d 
f r o m informat ion g i v e n in the W h i t e P a p e r on N a t i o n a l 
I n c o m e a n d E x p e n d i t u r e of the U n i t e d K i n g d o m , 1 9 3 8 - 4 5 
(f igures in brackets denote the n u m b e r of the i t em in 
T a b l e s 2 0 , 2 2 , a n d 2 3 of t h a t p u b l i c a t i o n ) . F o r t h e s i x 
y e a r s 1 9 4 0 - 4 5 the total s u m s a l l o w e d for deprec ia t ion a n d 
m a i n t e n a n c e a g g r e g a t e ^ 3 ^ 0 0 mi l l ions ( 8 5 ) . G r o s s p r i v a t e 
capita l format ion in t h e s a m e y e a r s is p u t at £12^0 mi l l ions 
(88) and gross capita l format ion b y p u b l i c author i t ies for 
c ivi l p u r p o s e s at ^ 5 7 4 mi l l ions (90) , g i v i n g a total g ross 
c iv i l capita l fo rmat ion , p u b l i c a n d p r i v a t e , of j(]i824 mi l l ions . 
T h i s , h o w e v e r , i n c l u d e s t h e ^^315 mi l l ions res torat ion of 
w a r d a m a g e to b u i l d i n g s ( 1 2 ) a l ready a l l o w e d for ; the net 
figure is there fore ^£1509 mi l l ions . D e d u c t i n g this f r o m 
j( J3 ioo mi l l ions , w e obta in an u n u s e d ba lance of deprec ia 
t ion and m a i n t e n a n c e a l lowances of £ 1 5 9 1 mi l l ions . W e 
are also to ld that the net deplet ion of n o n - w a r capita l assets 
of p u b l i c author i t ies w a s £68 mi l l ions ( 7 3 ) , so that w e are 
left w i t h a figure of over £1^00 mi l l ions as the u n u s e d 
deprec iat ion funds of p r i v a t e bus iness . B u t these d e 
prec iat ion a l lowances wi l l h a v e b e e n m a d e m a i n l y on the 
or ig inal cost of t h e assets , a n d it i s r e a s o n a b l e t o a s s u m e 
that the u n s p e n t ba lance wi l l b e qu i te i n a d e q u a t e to cover 
r e p l a c e m e n t and de fer red m a i n t e n a n c e at p o s t - w a r pr ices . 
I f w e a d d 50 p e r cent to a l low for increased p r i c e s w e shal l 
certainly be still m u c h too l o w (the " Stat is t ica l M a t e r i a l " 
a d d s near ly 7 0 p e r cent to t h e 1 9 3 8 cost of w a r d a m a g e to 
p r o p e r t y to b r i n g t h e r e p l a c e m e n t cost u p to 1 9 4 5 p r i c e s ) . 
T h i s g i v e s u s ^2250-^(12500 mi l l ions as t h e cost of m a k i n g 
g o o d w a r - t i m e deprec iat ion of d u r a b l e b u s i n e s s assets a n d 
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£ i o o - j ( ] i 2 0 mi l l ions for t h a t o f n o n - w a r assets of p u b l i c 
authori t ies . I t does not , h o w e v e r , i n c l u d e any a l lowance 
for the cost of b u i l d i n g u p bus iness stocks of r a w mater ia l s , 
g o o d s in p r o g r e s s , a n d finished g o o d s awa i t ing sa le . T h i s 
can hard ly be put at less than ^^250 mi l l ions , a n d m a y wel l 
b e at least £ 5 0 0 mi l l ions . W e thus get a figure of £ 2 5 0 0 -
£ 3 0 0 0 mi l l ions for the total cost of res tor ing bus iness assets 
to their p r e - w a r level . 

T h e t rea tment of the w a r - t i m e deprec iat ion of p e r s o n 
ally o w n e d g o o d s and chattels p r e s e n t s s o m e difficulty. A t 
first g l a n c e it is c o m p a r a b l e to the deprec iat ion of bus iness 
p r o p e r t y , and s h o u l d b e a l l o w e d for in the s a m e w a y . B u t 
it is not o b v i o u s that a m a n w h o has m a d e a su i t last s ix 
years instead of three wi l l rep lace it w i t h t w o s u i t s ; the 
p o s t - w a r d e m a n d is not increased b y the s u m of all p u r 
chases foregone d u r i n g t h e w a r . ( T h e s a m e p o i n t ar ises 
wi th bus iness assets , s u c h as l o o m s , w h i c h h a v e cont inued 
in u s e w h e n all their or ig inal v a l u e has been wr i t ten off; 
but it is of greater i m p o r t a n c e in dea l ing wi th p e r s o n a l 
goods . ) A m o r e ser ious point , h o w e v e r , is that de fer red 
c o n s u m p t i o n e x p e n d i t u r e is ind i s t ingu i shab le f rom cur rent 
c o n s u m p t i o n , a n d wil l a p p e a r in t h e national accounts as 
" c o n s u m p t i o n " and not as " s av ing I f w e w i s h o u r 
est imates of s a v i n g s r e q u i r e d to b e of the s a m e n a t u r e as 
" s av ing " in the N a t i o n a l I n c o m e W h i t e P a p e r , w e m u s t 
omit this de fer red c o n s u m p t i o n a l together , b e a r i n g in m i n d 
that , over the ten years , there wi l l b e a des i re to increase 
c o n s u m p t i o n (and r e d u c e sav ings ) b y anyth ing f rom 3^750 
mi l l ions to ; ^ i 5 0 o mi l l ions . 

N o w w e m u s t turn to the quest ion of n e w capital c o n 
struct ion. A t the head of the list c o m e the G o v e r n m e n t ' s 
h o u s i n g p lans . T h e s e are sa id to env i sage the const ruct ion 
of h o u s e s at a m a x i m u m rate of 500 ,000 a y e a r a n d of 
4 miUions in ten years f r o m V . E . - d a y . E v e n i f w e d i s 
c o u n t this figure s o m e w h a t , a n d env i sage h o u s e con
s t ruct ion o n l y at an average rate equal to that of the 
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immediate pre-war years, we get an average of 300,000 a 
year (in addition to the replacement of destroyed houses 
included above) and a total of 3 millions for the period 
from January 1946. T h e present cost of building seems 
to average about £^^300 a house for the minimum size per
mitted. Since the total to be built before 1955 will pre
sumably include some larger houses, I think that £iioo 

per house is a minimum figure for the average cost for the 
whole period ; and the cost might well be as high as ^£1500. 
These estimates include cost of site preparation and of 
connection to existing services, but not the provision of 
new public utilities, which is included in the next para
graph. Both figures are slightly reduced by repayments of 
capital costs out of rent— i .e. out of increased consumption 
expenditure. This effect is ignored. This gives us figures 
of ^3300 millions or ^^4500 millions. 

Next we have other new capital creation by public 
authorities. In view of the need for new schools, and the 
public works which will be required for the new housing 
estates, I think that a total estimate of jOiooo-;f.i25o 
millions for the period is modest. 

It is equally difficult to estimate the total requirements 
for new capital construction by industry, including national
ised industries. All one can say is that the White Paper 
puts non-personal private saving at £210 millions in 1945 
(43), and explains that this consists of the undistributed 
net profits of companies. If this figure continues to rise 
slowly during the coming years, it would be conservative 
to estimate an average of £220 millions a year for the next 
ten years, or a total of £2200 millions for the period. If 
we further assume that on balance industry makes no 
demands on outside money but restricts its capital expendi
ture to its own savings, we can put its creation of new 
capital down at the same figure. Whatever figure is chosen 
will balance with the corresponding saving on the other side 
of the account. 
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T h e r e remains a small group of other capital require
ments by the Government . A l though we cannot hope to 
go far towards rebuilding our foreign investments dur ing 
the next ten years , w e m a y be obliged to export some capital 
on balance, leaving out of account our drafts on the 
Amer ican loans. I n the last five years of the period capital 
repayments on the U n i t e d States and Canadian loans wi l l 
require near ly ^zo mil l ions a year ; we are to begin pay ing 
£ 5 mill ions a year off the Argent ine debt i m m e d i a t e l y ; 
and capital repayments on our other sterl ing debts must 
sooner or later begin at a fairly substantial rate. I t must 
be remembered , of course, that at present these debts are 
still increasing. On the other hand, w e have already 
found it impossible to conduct our international trade 
without granting some foreign credits, largely on G o v e r n 
ment account. A l l in all, the net export of capital, before 
taking into account the U . S . and Canadian loans, may be 
anything from zero to £c,oo mil l ions. I n addition, there 
may be fairly substantial s u m s for compensation for war 
damage in M a l a y a , B u r m a , M a l t a , and other parts of the 
E m p i r e which may have to be found by the Brit ish G o v e r n 
ment . T h e estimate here ranges from 5^50 mill ions to 
j^200 mill ions. F inal ly , there is the cost of deficits on the 
ordinary B u d g e t for the per iod. F o r the first quarter of 
1946 this was about £ 8 5 mill ions. F o r the year 1 9 4 6 - 4 7 
the estimated deficit is rather over £ 7 0 0 mil l ions, after 
taking credit for ^£150 mill ions for the sale of surplus w a r 
stores. I f for convenience w e omit these in order to show 
t h e m as a contra i tem, th is g ives u s an est imated deficit of 
over 3^850 mil l ions for the year , or about ^ 9 5 0 mill ions for 
the period from the beginning of 1946 to M a r c h 1947 . It 
now seems likely that the deficit realised will be appreciably 
less than this, but it w o u l d almost certainly be to err on 
the side of opt imism to put the fifteen months ' deficit, 
apart from the sale of w a r stores, at ^^$0 mil l ions, and 
perhaps equally optimistic to assume that the ordinary 
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B u d g e t wi l l be balanced, wi thout the aid of sales of war 
stores, in 1 9 4 7 - 4 8 and subsequent years . £ 8 0 0 mil l ions 
w o u l d b e m o r e likely. T h i s gives a m i n i m u m capital re
quirement of £11,050 mill ions, and a " likely " requirement 
of quite j£ i4 ,020 mil l ions — say X^J^.o^o mil l ions and 
j£ i4 ,ooo mil l ions in round figures. (See T a b l e I.) 

T h e r e are certain resources available to help towards 
the meeting of these claims. W e have excluded the proceeds 
of sales of surplus w a r stores from the Budget , so w e m u s t 
allow for them here. T h e y ie ld for 1 9 4 6 - 4 7 was shown in 
the B u d g e t estimates at ^^150 mill ions. N o doubt this 
covers a large proport ion of the most easily realised of the 
assets, b u t there must be large additional amounts w h i c h 
will still be he ld at the end of the year , including the G o v e r n 
ment ' s half of the remaining old stocks of E m p i r e wool and a 
good many large assets, such as factories, w h i c h will be sold 
off in due course. L e t us put the total to be sold or re
leased for peace-t ime purposes at 50-5^500 mill ions in all . 

N e x t w e have the U n i t e d States and Canadian loans. W e 
have already al lowed for some capital repayments on these 
loans, so that w e can count their full va lue as a net addition to 
resources dur ing the period. T h i s gives us j^i 100 mil l ions for 
the U . S . loan and credit and £ 3 0 0 mill ions for the Canadian 
credit. T h u s w e have in all some j^ i750- j^ i900 mil l ions of 
real resources to put against our gross capital requirements . 

Of the balance w e can probably rely on a part to b e 
saved b y publ ic authorities other than the Central G o v e r n 
ment . T h e r e m a y be a substantial surplus on the working 
of these extra-budgetary funds, and especially on the u n e m 
ployment insurance fund. I n 1 9 4 5 this fund alone increased 
its reserves by £6() mil l ions, and, provided that u n e m p l o y 
m e n t continues t o b e at a low level , this surp lus is l ikely to 
increase w h e n the n e w rates c o m e into force. On the other 
hand, the other insurance funds m a y show a deficit dur ing 
the ear ly years o f the n e w Insurance Act . I t w o u l d p r o b 
ably be optimistic to put the national savings through the 

B 
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c h a n n e l o f the e x t r a - b u d g e t a r y funds at £120 mi l l ions a 

year , o r £ 1 2 0 0 mi l l ions for the ten y e a r s ; a " l i k e l y " 

f igure w o u l d be £ 4 0 0 mi l l ions . A further £,2Zoo mi l l ions 

w e h a v e a l ready es t imated as the sav ings t h r o u g h addi t ions 

to c o m p a n y reserves . 

T h e ba lance still o u t s t a n d i n g is anyth ing f rom £ 5 7 5 0 

mi l l ions to 3^9670 mi l l ions . I f nat ional i n c o m e is m a i n 

tained at the 1 9 4 5 level of £ 8 5 0 0 mi l l ions , the p r o p o r t i o n 

of net p e r s o n a l sav ing r e q u i r e d to nat ional i n c o m e is at 

least 6 | p e r cent , a n d p e r h a p s 1 1 ^ p e r cent. I n 1 9 3 8 , out 

of a nat ional i n c o m e of ^£4600 mi l l ions , the W h i t e P a p e r 

p u t s p e r s o n a l n e t s a v i n g s at £ 1 4 0 mi l l ions , o r j u s t o v e r 

3 p e r cent . W h e n w e bear in m i n d the des i re to m a k e u p 

for deferred c o n s u m p t i o n , m e n t i o n e d a b o v e , this l o w p e r 

centage m a y p e r h a p s b e taken as " n o r m a l " for the pos t 

w a r years . W e s h o u l d t h u s n e e d an increase of 1 2 0 - 2 7 0 

p e r cent in the rate of persona l sav ing as c o m p a r e d w i t h th is 

n o r m . Saving must certainly be nearly more than doubled, 

and probably quadrupled. 

W h i l e e v e n t h e h i g h e r f igure is m u c h less than t h e rate 

of net p e r s o n a l sav ing a c h i e v e d d u r i n g the last years of 

t h e w a r , its m a i n t e n a n c e d u r i n g peace wi l l be n o easy 

matter . M o s t c h a n g e s s ince be fore the w a r are ca lcu lated 

t o r e d u c e t h e ra te o f v o l u n t a r y sav ing . T h e m o r e equa l 

d is tr ibut ion of net i n c o m e s , l a rge ly as a result of taxat ion 

for social s e r v i c e s ; t h e losses of internal and overseas 

capital and the c o n s e q u e n t , if t e m p o r a r y , reduct ion in 

national real i n c o m e ; the w i d e s p r e a d possess ion of u n s p e n t 

pas t sav ings , represent ing not i n v e s t m e n t s but m e r e l y p o s t 

p o n e d c o n s u m p t i o n ; p e r h a p s , a lso, the l o w rate of interest , 

caus ing an increased t e n d e n c y a m o n g the g r o w i n g n u m b e r 

of the e lder ly to c o n s u m e the i r capital — all these w i l l t e n d 

to d iminish s a v i n g or to increase capital c o n s u m p t i o n . On 

the other s ide s tand the d e v o t e d w o r k e r s of the N a t i o n a l 

S a v i n g s m o v e m e n t a n d the h o p e t h a t i n s o m e at least of 

those w h o h a v e s a v e d for the first t i m e d u r i n g t h e w a r 
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the habit will persist; and the effect of the gain to national 
income from full employment. H e would be an optimist 
who would expect these to do more than balance the factors 
on the other side, and maintain voluntary net personal 
saving at the pre-war proportion of national income, giving 
a post-war rate of about £z(iO millions a year. T h e r e thus 
remains a gap to be filled of £2>'^S'Ll^'l millions a year. 
T h e position is summarised in the following table: 

TABLE I 

T H E F I N A N C E O F R E C O N S T R U C T I O N — 1 9 4 6 - 5 5 

ESTIMATED AGGREGATE POSITION 

{£ Mn.) 

Requirements for Capital 

Mini
mum Likely Maxi

mum Likely 

Restoration of War Damage: Public Authorities: 
O n land . 1 , 1 5 0 1 , 1 5 0 S u r p l u s w a r 
S h i p p i n g 3 0 0 3 0 0 stocks 500 3 5 0 

Deferred Maintenance and U . S . loan and 
Replacement : credi t 1 , 1 0 0 1 , 1 0 0 

P u b l i c authorit ies C a n a d i a n 
(non- industr ia l ) 1 0 0 1 2 0 credi t 3 0 0 3 0 0 

Bus iness 2 ,500 3 ,000 Extra-budgetary 
Nevj Capital : Funds 1 , 2 0 0 400 

H o u s i n g . 3 . 3 0 0 4 , 5 0 0 Business Savings : 
Other pub l i c author i  U n d i s t r i b u t e d 

ties (non- industr ia l ) 1 , 000 1 , 2 5 0 profits 
" Normal" Per

2 ,200 2 ,200 
B u s i n e s s 2 ,200 2 ,200 

profits 
" Normal" Per

Overseas: sonal Savings 
Colonia l w a r d a m a g e 50 200 (3 p e r cent) 2 ,600 z ,6oo 
E x p o r t s and repay

ments of capital 0 500 E x t r a sav ings 
Budget Deficit 800 n e e d e d 3 . 1 5 0 

as a mi n. 

7 , 0 7 0 
likely 

TOTAL 1 1 , 0 5 0 1 4 , 0 2 0 TOTAL 1 1 , 0 5 0 1 4 , 0 2 0 

Sources of Capital 

Before discussing w a y s of filling this gap, it will help 
to make the position clearer if w e examine separately the 
requirements and resources of each of the three sectors of 
the system ~ the personal sector, the business sector, and 
the public authorities sector. T h i s will involve a some-
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Requirements for Capital: 
War damage . . . 600 
N e w houses bought . rooo 
Surplus , . , , 2250 

TOTAL . 3850 

tion . . . 5 0 0 
Post-war credits . , 750 
" Normal " savings . . 2600 

TOTAL . . 3850 

w h a t a r b i t r a r y d i v i s i o n of u n r e p a i r e d w a r d a m a g e a n d of 
w a r d a m a g e c o m p e n s a t i o n , b u t i t i s n o t t h o u g h t t h a t t h e 

e r r o r s w i l l b e so s e r i o u s as m a t e r i a l l y t o affect t h e g e n e r a l 

p i c t u r e . T h e e s t i m a t e s a r e b a s e d on t h e " likely " c o l u m n s 

of t h e p r e v i o u s t a b l e . N o a t t e m p t is m a d e to s e p a r a t e w a r 

d a m a g e c o m p e n s a t i o n r e c e i v e d b u t u n s p e n t f r o m c o m 

p e n s a t i o n sti l l to b e r e c e i v e d . T h i s m a k e s n o d i f f e r e n c e to 

t h e g e n e r a l p o s i t i o n , f o r n e i t h e r t h e c o m p e n s a t i o n r e c e i v e d 

a l r e a d y n o r that st i l l t o b e r e c e i v e d c a n b e s p e n t u n l e s s a n d 

u n t i l i t i s s a v e d b y o t h e r p a r t s o f t h e c o m m u n i t y . N o r , s o 

l o n g a s its c h e a p m o n e y p o l i c y o b l i g e s t h e G o v e r n m e n t t o 

s u p p o r t t h e l o n g - t e r m cap i ta l m a r k e t , d o e s t h e fact t h a t 

s o m e of t h e m o n e y r e c e i v e d h a s b e e n i n v e s t e d in l o n g 

d a t e d s e c u r i t i e s a b s o l v e t h e G o v e r n m e n t f r o m t h e o b l i g a 

t i o n o f finding t h e m e a n s of t a k i n g t h e s e s e c u r i t i e s u p 

w h e n t h e i r o w n e r s w i s h to se l l t h e m in o r d e r t o finance 

cap i ta l r e - c r e a t i o n . T h i s a l so h o l d s t r u e of t h e u n s p e n t d e 

p r e c i a t i o n a n d r e s e r v e f u n d s w h i c h t h e i r o w n e r s m a y w i s h 

to u s e for r e c o n s t r u c t i o n . I f t h e r e a r e insuf f ic ient n e w 

s a v i n g s t o t a k e t h e m u p at e x i s t i n g p r i c e s , t h e G o v e r n m e n t 

m u s t e i t h e r t a k e t h e m u p i tsel f o r c r e a t e a d d i t i o n a l m o n e y 

f o r o t h e r s t o t a k e t h e m u p w i t h , i f i t w i s h e s t o p r e v e n t t h e 

ra te of in te res t f r o m r i s ing . T h u s t h e c h e a p m o n e y p o l i c y 

t h r o w s t h e w h o l e r e s p o n s i b i l i t y o f finding t h e n e c e s s a r y 

r e s o u r c e s u p o n t h e G o v e r n m e n t . 

TABLE I I 

T H E F I N A N C E O F R E C O N S T R U C T I O N — 1946-55 
ESTIMATED POSITION OF DIFFERENT SECTORS 

( £ M n . ) 

PERSONAL SECTOR 
Sources of Capital: 

War damage compensa-
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BUSINESS SECTOR 

I I 

500 
3 0 0 

and 

Requirements for Capital: 
W a r d a m a g e — 

O n land 
At sea 

D e f e r r e d ma intenance 
rep lacement 

N e w capital creat ion 

TOTAL . 

PUBLIC AUTHORITIES SECTOR 
Requirements for Capital: 

W a r d a m a g e . . 50 
D e f e r r e d m a i n t e n a n c e 

and rep lacement . 1 2 0 
N e w houses . 3 5 0 0 
O t h e r non- industr ia l 

capital . 1 2 5 0 
F o r e i g n d e b t ret ire

m e n t . 

Sources of Capital: 
W a r d a m a g e compensat ion 500 
E . P T . refunds 1 7 5 
U n u s e d w a r - t i m e reserves 1 2 0 0 

800 U n u s e d depreciat ion and 
maintenance funds * i 8 o o 

3 0 0 0 N e w addit ions to reserve . 2 2 0 0 
2 2 0 0 Defic i t . , . . 

6000 TOTAL . 6000 

W a r d a m a g e p a y m e n t s -
H o m e . 
A b r o a d . 

E . P . T . re funds 
P o s t - w a r credits 

B u d g e t deficits 
Sa les of securit ies b y 

bus iness s e c t o r — 
U n u s e d w a r - t i m e r e 

serves 
U n u s e d deprec iat ion 

and maintenance 
funds . 

TOTAL 

500 

1 0 0 0 
200 

1 7 5 
7 3 0 

1 2 0 0 

5 .420 

1 , 2 0 0 

925 
800 

Sources of Capital: 
S u r p l u s w a r stocks . 
U . S . and Canad ian loans . 
E x t r a - b u d g e t a r y funds 
S u r p l u s from Personal 

S e c t o r 
Addi t iona l savings n e e d e d 

3 5 0 
1 , 4 0 0 

400 

2 ,250 

6,945 

1 8 0 0 
- 3 .000 

. 1 1 . 3 4 5 TOTAL " 1 . 3 4 5 

* Including ^£300 tnillions for the unused proceeds of net sales of stock?. 

If the estimates given in T a b l e I I are even approxi
mately correct, it would appear that, assuming a continua
tion of the cheap money policy and the continued right of 
holders to sell securities in the market, the private sector, 
taken as a whole, will have more than enough, and the 
business sector very nearly enough, liquid resources to 
finance their own needs for capital. T h i s does not mean, 
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of course, that all individual persons or companies will be 
able to finance their capital requirements out of their o w n 
resources, for within each group there must obviously be 
great disparities between the possession of l iquid resources 
and the need for additional capital a s se t s ; still less does 
it mean that there wil l be little demand for making new 
capital issues on the market , for a large proport ion of these 
in any case consists of the re-sale of securities already issued 
by companies . B u t it does mean that to attempt to enforce 
priorities merely by means of the control of capital issues 
under the Borrowing (Control and Guarantees) Act w o u l d 
be quite unsuccessful , and might well enable businesses 
with l iquid assets to obtain priority over more essential 
though less l iquid concerns. 

W e are now in a position to commence consideration 
of the possible ways In which the gap between the country ' s 
requirements of capital for reconstruction and its probable 
level of vo luntary saving can b e closed. A possible w a y 
would be for the G o v e r n m e n t to cease to g i v e direct or 
indirect support to the long-term capital market , and for 
the supply of and demand for long-term capital to b e 
equated through the mechanism of a r ise in interest rates . 
On the one side this would check the diversion of savings 
into the purchase of durable consumers ' goods, and on the 
other it would discourage the demand for capital, especially 
for the creation of highly durable assets w h e r e the interest 
charge is a high proportion of annual cost, and probably 
in particular the demand for capital to finance housing. 
Priority w o u l d thus go automatically to those uses able to 
bear the highest rate of interest, which are, f rom one point 
of v iew, those th ings w h i c h the community most wants 
quickly. O n e effect would almost certainly b e a sharp 
reduction in the rate of long-term capital creation and a 
corresponding increase in the flow of goods and services 
for early consumption. 

It is, of course, extremely unlikely that the G o v e r n -
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ment w o u l d adopt this method of equating the supply and 
demand for capital . T o do so w o u l d not only substitute 
priorities fixed b y the wishes of indiv iduals for those con
sidered desirable by the G o v e r n m e n t , b u t w o u l d great ly 
raise the cost of servic ing the Nat ional D e b t and compl i 
cate the budgetary prob lem. B u t it is important that the 
G o v e r n m e n t , in deciding its o w n priorities, should not be 
itself deceived by the artificially low rate of interest w h i c h 
it has created. Rea l capital , as dist inguished f rom m o n e y 
capital, is extremely scarce — so scarce that it is doubtful 
if a long-term interest rate of, say, 6 p e r cent w o u l d be 
h igh enough t o equate the scarcity of m o n e y capital wi th 
that of real capital. W h e n taking its decisions about 
priorities for capital creation, the G o v e r n m e n t should act 
as if the m o n e y rate of interest was extremely high, and 
embark immediately only u p o n those schemes w h i c h it 
would still embark u p o n wi th a 6 per cent, or h igher , rate 
of interest. I n part icular , it seems very probable from this 
criterion that the housing p r o g r a m m e is over-ambit ious . 
T h e country needs perhaps a mill ion houses v e r y urgently ; 
thereafter m a n y of the additional new houses w o u l d merely 
replace older houses which , whi le less convenient , are still 
usable. I t m a y be doubted if the country w o u l d really 
wish to bu i ld these additional houses at the rate contem
plated if it realised what it was being asked to g i v e u p , 
either in the shape of additional product ive capacity or of 
additional goods for immediate consumption, in order to 
obtain houses so rapidly . 

A second possible course of action is to cont inue to 
keep interest rates low, whi le enforcing additional saving 
by means of the direct control of consumption, and invest
ment priorit ies by the physical control of the creation and 
purchase of product ive assets. H o w far, in the absence 
of any direct control on w a g e rates or the distribution of 
labour , and wi th a v e r y partial control o n the creation a n d 
distribution of p roducers ' goods other than bui ldings , it 
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will be possible to continue this policy indefinitely is a 
matter of opinion. B u t there can be little doubt that its 
indefinite continuation will involve a waste of man-power , 
both in G o v e r n m e n t service and still m o r e in the service 
of the concerns which have to comply with G o v e r n m e n t 
Instructions. T h e waste is especially serious in the case of 
higher executives, w h o have to spend so m u c h of their t ime 
in obtaining licences and allocations, instead of thinking 
how to make more things better and cheaper. I n addition, 
there is a lways the risk that the G o v e r n m e n t itself wil l not 
a lways make the wisest selection of priorities, even w h e r e 
It can enforce them. H a v e w e then only a choice between 
a v e r y sharp rise in interest rates and the indefinite continua
tion of controls, wi th the risk of open inflation should they 
break down ? 

T h e r e is, I bel ieve, a third w a y which would permit 
the removal of the controls within a measurable t ime w i t h 
out a very great rise in interest rates, or, conversely, the 
maintenance of existing interest rates, together with a great 
l ightening of the controls. T h e country is faced with the 
prob lem of having to save, dur ing the period of recon
struction, some j^soo-j^yoo mil l ions a year more than it 
wants to. T h e simplest and most straightforward way of 
enforcing saving is for the G o v e r n m e n t to do the saving 
on behalf of the community b y means of an excess of 
B u d g e t income over B u d g e t expenditure. T h i s method has 
the advantage that once it is started its effect is to some 
extent cumulat ive ; for if an initial B u d g e t surplus permits 
some withdrawal of control, the resulting reduction in the 
n u m b e r of G o v e r n m e n t employees would br ing a fall 
in G o v e r n m e n t expenditure and a larger surplus in the 
following year . T h e surplus w o u l d in the main be used to 
finance the capital requirements of the G o v e r n m e n t and 
local authori t ies ; but some part of it might have to be 
employed in buy ing u p or redeeming securities sold b y the 
business sector to finance its share of reconstruction. T h i s 
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would enable the supply and demand for long-term securi
ties to be equated without a further increase in the quantity 
of money. If, at the same time, the programme of capital 
creation were pruned of non-essentials, and especially if 
the housing programme were reduced to, say, two million 
houses over ten years, the Budget surplus would not need 
to be enormous; an average of £2^0 millions a year might 
well be sufficient to secure many of the advantages sug
gested. Even this would raise problems of the maintenance 
of incentive to work, but it may be doubtful if the dis
incentive of high taxation, especially if much of it is indirect, 
is as serious as that of continued strict rationing; while the 
release of man-power by the lightening of controls would 
reinforce the labour supply available for production. 
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I N its simplest terms, a cheap money policy is a policy of 
driving down, or prevent ing a rise in, interest rates b y 
increasing the quantity of money . T h e effects of an increase 
in the quantity of money are not always the same. T h e y 
depend mainly on two things : first, the point in the system 
w h e r e the m o n e y is i n j e c t e d ; a n d second, the state of 
business confidence rul ing at the t ime. M o n e y is parted 
wi th mainly for two purposes — spending and lending 
(under lending is included the purchase of variable d iv idend 
securities), and we can classify money held into two cate
gories according to the use to which it is intended to 
put it — money- to-spend and money-to-Iend. N o w if w e 
increase money- to-spend — if, for instance, each of us one 
morning found an official envelope on our breakfast plates 
containing ten one-pound notes, with a polite letter from 
the G o v e r n m e n t asking us to b u y ourselves a present with 
it — the result wil l b e a rapid increase in demand for goods 
and services. I f there is widespread unemployment of 
resources at the t ime, this wi l l normal ly lead to an increase 
in output with little or no rise in prices, and probably to 
an increased demand for capital to finance the increase in 
output and a tendency for interest rates to r ise. Only if 
business confidence is at a very low ebb indeed will the 
shopkeepers or others whose stocks are depleted by the 
increase in demand use their extra receipts for repaying 
debts instead of buying new supplies, so that their creditors, 
in seeking new channels for investing the money repaid, 
wi l l t end to force down the rate of interest. If, on the 

' Originally published in Economica, August 1947. 
I6 
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Other h a n d , resources are a l ready fully e m p l o y e d , the 
increased d e m a n d w i l l m e r e l y cause a rise in p r i c e s a n d , 
un less interest rates are ra i sed s h a r p l y o r other m e a s u r e s 
are taken to check it , wi l l start or intensi fy a m o n e t a r y 
inflation. 

I n contrast to this , w h e n m o n e y - t o - l e n d is in jected into 
the s y s t e m its i m m e d i a t e effect wi l l b e to r e d u c e interest 
rates. W h e r e bus iness conf idence is l o w , it m a y be a long 
t i m e be fore t h e l o w e r rates o f interest e n c o u r a g e increased 
b o r r o w i n g for e x p e n d i t u r e on addit ional capita l goods , and 
interest rates can b e fo rced d o w n a l o n g w a y before any 
large par t of the n e w m o n e y b e c o m e s m o n e y - t o - s p e n d . 
W h e n , h o w e v e r , bus iness conf idence is h i g h , the n e w m o n e y 
wil l b e qu ick ly b o r r o w e d a n d s p e n t , w i t h a resul tant i n 
crease in o u t p u t if there are m a n y u n e m p l o y e d resources , 
a n d an increase in p r i c e s if there are not . I n condi t ions 
of v e r y h igh bus iness conf idence , it is poss ib le that an 
increase in the s u p p l y of m o n e y - t o - l e n d m a y v e r y q u i c k l y 
i n d u c e a m o r e than p r o p o r t i o n a t e increase in the d e m a n d 
for it , and , if full e m p l o y m e n t has b e e n r e a c h e d , m a y 
genera te a r u n - a w a y inflation j u s t as cer ta in ly a n d a lmost 
as q u i c k l y as a n increase in m o n e y - t o - s p e n d . I f , there fore , 
the increase in the quant i ty of m o n e y is d e s i g n e d to force 
interest rates d o w n to a low level , the m o s t favourab le t i m e 
is w h e n u n e m p l o y m e n t is h i g h a n d b u s i n e s s conf idence l o w . 

I n a d e v e l o p e d m o n e t a r y a n d b a n k i n g s y s t e m , the usua l 
point for the initial inject ion of addit ional m o n e y is the 
centra l bank . B y increas ing the centra l b a n k ' s ho ld ings of 
G o v e r n m e n t S e c u r i t i e s or o t h e r assets it is poss ib le to 
increase the total of b a n k e r s ' depos i t s w i t h the centra l 
b a n k a n d therefore the c a s h reserves of the c o m m e r c i a l 
b a n k s . S i n c e b a n k s do not n o r m a l l y u s e excess cash r e 
serves to finance the i r o w n e x p e n d i t u r e s , these are a lmost 
invar iab ly m o n e y - t o - l e n d , a n d t h e b a n k s ' e n d e a v o u r s to 
find a prof i table i n v e s t m e n t for t h e m t e n d to r e d u c e interest 
rates. N o t all interest rates , h o w e v e r , wi l l be affected 
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equally. E v e n apart from those rates which are subject t o 
a greater or smaller risk of default, there is an almost 
infinite series of interest rates vary ing with the contractual 
duration of the loan, from a few hours to the infinitely long. 
F o r our purposes it wil l suffice if w e examine the effects of 
an increase in banks ' cash reserves on three rates only — 
the T r e a s u r y bill rate, the rate for long-term gi l t-edged 
securities, and the rate for overdrafts. 

L e t us take the bill rate first. T h e market for bills is 
a very l imited one. T h e demand for them is almost entirely 
from banks and from discount houses financed on short-
term bank loans. I n L o n d o n the banks, whether Br i t i sh 
banks or the L o n d o n offices of overseas banks, a lways like 
to keep at least 20 per cent of their assets in bil ls and 
short loans against bills, whatever the rate of interest earned 
on them, and also find them the easiest and safest asset to 
expand quickly whenever they have a surplus of cash to 
invest. W e thus find not only that bil l rates are the first 
to fall as a result of an increase in banks ' cash reserves, but 
that a large part of the demand will continue even if bill 
rates fall to a very low level . On the supply side, the 
available supply of commercia l bi l ls has in recent years 
been relatively small and insensitive to changes in the rate 
of interest, and though v e r y recently there have been some 
signs of borrowers switching from overdrafts to L o n d o n 
acceptances, the additional v o l u m e of finance bil ls so 
created is still absolutely small . T h e main variations in 
the vo lume of bills on the market are in T r e a s u r y bil ls , 
and by increasing the quantity of the banks ' cash reserves 
and at the same time l imiting supplies of T r e a s u r y bills, 
the G o v e r n m e n t can easily force the bill rate down to a 
level which barely covers the cost of carrying them. U p 
to 1 9 3 1 the presence of foreign money on the L o n d o n 
market made the demand for bills m u c h more elastic, for 
if short-term interest rates fell in L o n d o n relatively to 
overseas , overseas banks w o u l d wi thdraw part of their 
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b a l a n c e s t o seek m o r e p r o f i t a b l e e m p l o y m e n t e l s e w h e r e . 

B u t a f ter 1 9 3 1 i n t e r n a t i o n a l m o v e m e n t s o f s h o r t - t e r m f u n d s 

l a r g e l y c e a s e d t o b e i n f l u e n c e d b y d i f f e rences i n i n t e r e s t 

r a t e s a n d w e r e m o t i v a t e d a l m o s t e n t i r e l y e i t h e r b y p o l i t i c a l 

f e a r s o r b y h o p e s o r f ears o f c h a n g e s i n r a t e s of e x c h a n g e ; 

w h i l e s i n c e 1 9 3 9 m o v e m e n t s o f c a p i t a l h a v e , of c o u r s e , 

b e e n s u b j e c t t o c o n t r o l . 

T h e p o w e r to f o r c e d o w n r a t e s o f l o n g - d a t e d s e c u r i t i e s 

i s m u c h m o r e l i m i t e d . W h i l e t h e s e c u r i t y h o l d i n g s o f t h e 

b a n k s a re a b s o l u t e l y l a r g e , t h e y c o n s t i t u t e o n l y a s m a l l 

f r a c t i o n of t h o s e h e l d b y o t h e r i n s t i t u t i o n s a n d t h e g e n e r a l 

p u b l i c . A n y g i v e n e x p a n s i o n in t h e b a n k s ' h o l d i n g s w i l l 

t h e r e f o r e h a v e a m u c h s m a l l e r ef fect o n l o n g - t e r m r a t e s 

t h a n it h a s on bi l l r a tes . F u r t h e r , a fall in g i l t - e d g e d r a t e s 

w i l l c a u s e s o m e h o l d e r s t o se l l t h e m in o r d e r t o o b t a i n a 

l a r g e r y i e l d in i n d u s t r i a l d e b e n t u r e s , p r e f e r e n c e s h a r e s , o r 

p o s s i b l y o r d i n a r y s h a r e s , w h i l e e v e n in p e r i o d s o f i n a c t i v e 

t r a d e , l o w l o n g - t e r m r a t e s w i l l b r i n g a n i n c r e a s e d w i l l i n g 

n e s s to finance t h e p u r c h a s e o r c o n s t r u c t i o n o f h i g h l y 

d u r a b l e a s s e t s , s u c h a s h o u s e s , w i t h b o r r o w e d m o n e y o r 

o u t o f t h e p r o c e e d s o f s a l e s o f s e c u r i t i e s . E v e n a f t e r 1931 

t h e l o n g - t e r m c a p i t a l m a r k e t w a s p r o b a b l y less i n s u l a t e d 

f r o m r a t e s a b r o a d t h a n w a s t h e s h o r t - t e r m m a r k e t , a n d 

v e r y l o w l o n g - t e r m r a t e s w e r e l i k e l y t o i n c r e a s e t h e d e m a n d 

b y s o m e of t h e r e m a i n i n g c r e d i t - w o r t h y o v e r s e a s b o r r o w e r s 

f o r n e w l o a n s . A l l in a l l , w h i l e it is q u i t e p o s s i b l e to f o r c e 

l o n g - t e r m r a t e s d o w n a c o n s i d e r a b l e w a y , it w o u l d b e e x 

t r e m e l y di f f icult , i f n o t i m p o s s i b l e , t o d e p r e s s t h e m , e v e n 

in t h e m o s t f a v o u r a b l e c i r c u m s t a n c e s , t o t h e l e v e l s r e a c h e d 

b y s h o r t - t e r m ra tes . 

T h e r e i s o n e f u r t h e r f a c t o r t o b e c o n s i d e r e d , w h i c h m a y 

w o r k i n e i t h e r d i r e c t i o n . T h i s is t h e ef fect o f s p e c u l a t i o n . 

S o l o n g a s i n t e r e s t r a t e s a re f a l l i n g a n d p r i c e s o f s e c u r i t i e s 

a re r i s i n g , t h e m o v e m e n t w i l l b e a s s i s t e d b y t h o s e w h o 

h o p e for cap i ta l pro f i t s f r o m its c o n t i n u a t i o n . T h e i n 

c e n t i v e t o look t o c a p i t a l pro f i t s r a t h e r t h a n t o I n c o m e is 
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increased b y h i g h rates of taxat ion on i n c o m e s w i t h o u t 
c o r r e s p o n d i n g taxes on capita l profits . T h i s incent ive 
reaches a lmost a b s u r d leve l s in the case of the v e r y r ich 
m a n p a y i n g sur tax at m a x i m u m rate , for w h o m s i x p e n n y -
w o r t h o f capi ta l apprec iat ion i s w o r t h a p o u n d of g r o s s 
i n c o m e . B u t as soon as the r ise is c h e c k e d , a n d secur i ty 
pr ices look as if t h e y are m o r e l ikely to fall than to r ise 
fur ther , speculat ion w o r k s in the oppos i te d i rect ion. W h e n 
interest rates are low, it takes severa l y e a r s even o f g r o s s 
i n c o m e to m a k e u p for the capi ta l Joss d u e to a smal l r ise 
in interest rates, w h i l e wi th h i g h rates of tax the n u m b e r 
of y e a r s of net i n c o m e lost b y capita l deprec iat ion wi l l be 
v e r y m u c h larger . I f w e take a 2 ^ p e r cent ra te for i r re 
d e e m a b l e securi t ies , a n d ^ p e r cent as the g r o s s rate obta in
ab le on deposit account at a bank , the dif ference in a n n u a l 
net y i e l d , w i t h i n c o m e tax at 9s. in the p o u n d , is on ly 

: 2S. T h e capital loss f rom a r ise of on ly ^ p e r cent in 
t h e rate of interest , f r o m 2^ p e r cent to 2 | p e r cent , is j u s t 
o v e r T h u s even this smal l r ise in the rate of interest 
w o u l d w i p e out the w h o l e of the net y i e l d on the secur i t ies 
for o v e r e ight y e a r s , a n d if an investor e x p e c t e d a r i se in 
interest rates o f e v e n th is m a g n i t u d e w i t h i n t h e n e x t e i g h t 
y e a r s it w o u l d p a y h i m better to keep his m o n e y on depos i t 
at a bank . F o r a v e r y wea l thy m a n , p a y i n g the m a x i m u m 
rate of surtax on p a r t o f his i n c o m e , the net y i e ld is on ly 
i s . 3 d . p e r £ 1 0 0 , o r i s . p e r £100 m o r e than on bank 
depos i t . A t this rate it w o u l d take h i m o v e r 1 8 0 years to 
m a k e g o o d the capital loss d u e to a r ise of ^ p e r cent in the 
rate of interest . T h u s a surtax p a y e r cannot afford to take 
the risk of capita l deprec iat ion unless it is ba lanced b y an 
at least equa l chance of apprec iat ion . T h e result of this is 
that as soon as a further fall in interest rates b e c o m e s 
unl ike ly , sur tax p a y e r s and , to a s o m e w h a t smal ler extent , 
i n c o m e tax p a y e r s , m u s t take the i r prof its , even if it m e a n s 
get t ing o n l y \ p e r cent interest on b a n k depos i t fo r y e a r s 
together . T h u s a h i g h level of secur i ty pr ices , reached 
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with the help of speculative purchases , may prove very 
diflficult to consolidate once the rise ceases. 

T h e third type of interest rate to be considered is the 
overdraft rate. Overdrafts , a lthough repayable technically 
on demand, are rarely called in unless there is a serious 
change for the worse in the financial position of the bor 
rower . T h e y constitute a v e r y convenient and economical 
form of borrowing , and, for a borrower with fluctuating 
requirements , m a y well prove cheaper than a loan for a 
fixed per iod at a m u c h lower rate of interest. T h u s the 
d e m a n d for overdrafts is not v e r y m u c h affected by m o d e r 
ate changes in the rate of interest, a n d is v e r y m u c h m o r e 
dependent on the level of business activity. Overdraft 
rates have indeed fallen be low their former m i n i m u m of 
5 p e r cent as a result of competition between banks, but 
their level is s imilar to that of rates on industrial debentures 
rather than to bill rates. I n the early stages of a cheap 
money policy a good deal of the money created comes 
back to the banks in repayment of overdrafts, and only 
when business activity has shown pronounced signs o f 
recovery do overdrafts begin to expand . W h e n they do , 
their expansion involves a m o r e rapid conversion of the 
banks ' money-to- lend into industry ' s money-to-spend, and 
is a sign that the credit expansion is now being converted 
into an expansion of money incomes. 

Before leaving this general survey of the question, 
there are two other matters that must be ment ioned. T h e 
first of these is not strictly relevant to the subject of this 
article, but since it has been widely discussed in the 
journals in the same connection it must be given some 
ment ion h e r e . T h i s is the question of changes in the 
holdings of securities by G o v e r n m e n t departments. T h e r e 
are n o w various large G o v e r n m e n t and s e m i - G o v e r n m e n t 
funds whose investment policy is presumably decided in 
accordance wi th the v i e w s of the T r e a s u r y . Of these, the 
most important are the I ssue Department of the Bank of 
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England , the E x c h a n g e Equal isat ion Account , and the U n 
employment Insurance F u n d . What G o v e r n m e n t Securit ies 
are he ld in these funds is in itself purely a matter of inter
departmental finance. If, for instance, the I ssue D e p a r t 
ment of the Bank of E n g l a n d , on which all profits have 
since 1928 gone to the T r e a s u r y , holds 2^ per cent T r e a s u r y 
Stock instead of ^ per cent T r e a s u r y bills, it only means 
that the T r e a s u r y pays out more interest dur ing the year 
a n d gets back m o r e profits o n the note issue at the end of 
it. B u t while the actual composition of the assets in these 
funds is immaterial , changes in their composition can 
prov ide a convenient addition to the T r e a s u r y ' s technique 
for issuing and repaying loans, whi le at the same time 
making it difficult for observers to realise what it is doing. 
T h u s if the departments surrender T r e a s u r y bil ls to the 
T r e a s u r y in exchange for long-dated securities, it looks 
like a funding loan, whereas nothing of any real importance 
has o c c u r r e d ; conversely, if the departments sell long
dated securities to the publ ic and buy T r e a s u r y bills with 
the proceeds, thus enabling the T r e a s u r y to borrow less 
on short t e r m f rom the banks , a funding operation has 
occurred, though the total of the T r e a s u r y ' s F loat ing D e b t 
wil l be unchanged. S imilar ly , if the departments ' holdings 
of long-dated securities are converted into T r e a s u r y bills 
issued for that purpose, it looks as if an expansion of the 
Float ing D e b t had occurred, whereas nothing real has h a p 
pened ; while if the departments sell their T r e a s u r y bills 
to the banks (or, more realistically, have them paid off 
out of the proceeds of additional T r e a s u r y Depos i t R e 
ceipts )̂ and b u y long-dated securities from the publ ic with 
the proceeds, an unfunding operation has taken place 
although the T r e a s u r y returns show the Float ing Debt as 
unchanged. 

T h e T r e a s u r y seems habitually to use the departmental 
funds both to support the market for long-dated securities 

* See below, p. 27. 
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and to faci l itate the m a k i n g of n e w l o n g - d a t e d i ssues a n d 
especia l ly c o n v e r s i o n operat ions . I n the case o f a n e w 
i s sue , the d e p a r t m e n t s act as u n d e r w r i t e r s , tak ing u p any 
a m o u n t s not a b s o r b e d b y the p u b l i c and sel l ing t h e m aga in 
gradua l ly over a longer p e r i o d . I n a c o n v e r s i o n operat ion 
the i r role is even m o r e i m p o r t a n t . A s the o ld loan 
a p p r o a c h e s m a t u r i t y it b e c o m e s e q u i v a l e n t to a b i l l , a n d , 
in v i e w of its re lat ively h i g h y i e l d , b e c o m e s an attract ive 
m o n e y m a r k e t i n v e s t m e n t . I t s y i e l d for t h e r e m a i n d e r o f 
its l i fe , there fore , falls b e l o w t h e l o n g - t e r m rate , a n d all 
inte l l igent l o n g - t e r m inves tors sell it be fore m a t u r i t y . B u t 
i ts n e w o w n e r s d o not w i s h to h o l d l o n g - t e r m secur i t ies , 
a n d wi l l there fore tend to take the cash opt ion instead o f 
c o n v e r t i n g into the n e w loan. T h u s the T r e a s u r y wi l l b e 
faced w i t h a poor response to its c o n v e r s i o n offer, a n d wi l l 
be o b l i g e d to f ind the cash to p a y off a large p a r t of the 
m a t u r i n g loan. T o p r e v e n t this , the G o v e r n m e n t d e p a r t 
m e n t s b u y u p a large p r o p o r t i o n of the m a t u r i n g loan in 
the m o n t h s be fore the c o n v e r s i o n operat ion is d u e , c o n v e r t 
the i r h o l d i n g s into the n e w loan, a n d then (if t h e y can) 
sell o u t the n e w loan g r a d u a l l y to the p u b l i c , rep lac ing it 
w i t h T r e a s u r y bi l ls in p r e p a r a t i o n for t h e next o p e r a t i o n . 

W h i l e it is interest ing , and for s o m e p u r p o s e s i m p o r t a n t , 
to t ry to ascerta in w h a t the T r e a s u r y is rea l ly do ing , as 
o p p o s e d to w h a t it a p p e a r s to b e do ing , it s h o u l d be e m 
p h a s i s e d that all this is rea l ly on ly t e c h n i q u e . W h a t real ly 
mat ter s f r o m o u r p o i n t of v i e w is w h a t the effect of any 
s u c h operat ions is on t h e v o l u m e of b a n k depos i ts , a n d 
th is cannot b e concea led b y a n y s u c h l e g e r d e m a i n . W h e n 
the T r e a s u r y has to b o r r o w m o r e on shor t t e r m f r o m the 
b a n k s i n o r d e r t o p r o v i d e t h e d e p a r t m e n t s w i t h funds to 
s u p p o r t the long- te rm m a r k e t , the effect w i l l s h o w in the 
b a n k f igures , a n d if w e confine o u r attention to these w e 
shal l not be mis led . 

T h e r e is o n e further cons iderat ion w h i c h m u s t b e t a k e n 
into account in interpret ing the effects of a r i se in b a n k s ' 
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deposits , and that is the variations in the size of foreign 
short-term balances in L o n d o n . I n so far as these are 
held in T r e a s u r y bills there is little difficulty, for the 
E x c h a n g e Equal isat ion Account releases, or the T r e a s u r y 
issues, T r e a s u r y bills in return for the foreign exchange . 
B u t when the foreign balances are held in the form of 
bank deposits, the cash reserves and other assets of the 
banks must be allowed to increase sufficiently to create the 
necessary balances for the foreigner to h o l d ; otherwise 
they wil l take balances away from residents and tend to 
reduce the quantity of money available for other purposes . 
T h e creation of additional bank deposits equal to the 
increase in foreign balances held in that form is therefore 
not inflationary but anti-deflationary. 

T h o u g h there have been var ious periods of cheap money 
in this country, notably in the middle nineties of the last 
century, I do not think that we can trace the history of 
cheap money policy, in the sense of a forced expansion of 
credit designed to reduce rates of interest, back earlier 
than 1 9 3 2 . Unti l Britain 's departure from the gold stan
dard, banking policy had to be directed to safeguarding 
the gold reserve, whi le dur ing the per iod between 1 9 1 9 
and 1925 policy was in general directed towards a return 
to the gold standard at par . B u t after 1 9 3 1 the Bank was 
released from its preoccupation wi th foreign exchange 
rates and its gold stock, and was able to direct its pol icy 
in the light of purely internal considerations. On looking 
back from the standpoint of 1947 , w e can now see that the 
cheap money policy, so publ ic ised at the time, was carried 
out, by present-day standards, with remarkable modera
tion. T h e conditions were exactly suitable for it — a low 
level of business confidence, a high level of unemployment , 
and virtual insulation from considerations of the effects of 
the pol icy on international movements of short-term 
capital. Y e t the policy was enforced for less than a year, 
f rom the spring of 1 9 3 2 to the beginning of 1 9 3 3 . D u r i n g 
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this p e r i o d , the bank ing figures p r e s e n t a c lass ical e x a m p l e 

of t h e s e q u e n c e of events — the r ise in Bankers* D e p o s i t s 

at the B a n k o f E n g l a n d , t h e r i se in t h e c a s h r e s e r v e s a n d 

c a s h rat ios of the c lear ing b a n k s , the r a p i d r i se in d i s c o u n t s , 

the rather later a n d s lower r ise in i n v e s t m e n t s , par t ly offset 

b y a fall in a d v a n c e s , and the net r i se in depos i t s . B e t w e e n 

M a r c h 1 9 3 2 a n d M a r c h 1 9 3 3 t h e totaJ o f depos i ts rose b y 

near ly £2^0 mi l l ions , w h i l e the rat io of a v e r a g e b a n k 

deposi ts t o nat ional i n c o m e rose f r o m 5 0 p e r cent in 1 9 3 1 

to 5 4 p e r cent in 1 9 3 2 a n d 1 9 3 3 . A s a result of this r e 

i n f o r c e m e n t of the natural t e n d e n c y t o w a r d s l o w e r interest 

rates , together wi th an in tens ive p r o p a g a n d a c a m p a i g n a n d 

a t e m p o r a r y s u s p e n s i o n of n e w capital i s sues , s o m e £2000 

mil l ions of 5 p e r cent W a r L o a n was success fu l ly c o n 

v e r t e d to a 3 ^ p e r cent bas is . B u t thereafter , in a s i tuat ion 

in w h i c h it m a y b e d o u b t e d if t h e present C h a n c e l l o r o f 

the E x c h e q u e r w o u l d h a v e b e e n content to h o l d his h a n d 

at any level a b o v e 2 p e r cent for l o n g - d a t e d secur i t ies , the 

G o v e r n m e n t of the day w a s content to fo l low a v e r y c o n 

servat ive po l i cy . A l t h o u g h b e t w e e n 1 9 3 2 and the s p r i n g 

of 1 9 3 8 the author i t ies increased the i r g o l d h o l d i n g s b y 

s o m e 90 mi l l ion ounces , w o r t h , at 1 9 3 8 pr ices , we l l o v e r 

3^600 mi l l ions , the greater p a r t of the ga in was s ter i l i sed 

in the E x c h a n g e E q u a l i s a t i o n A c c o u n t , a n d the assets of 

the B a n k o f E n g l a n d w e r e a l l o w e d to r ise b y only a b o u t 

£ 1 7 0 miUions . T h e greater p a r t of th i s w e n t t o e x p a n d 

the note c i rculat ion, in r e s p o n s e to the d e m a n d s of an e x 

p a n d i n g nat ional i n c o m e , a n d after the e n d of 1 9 3 2 B a n k e r s ' 

D e p o s i t s at the B a n k of E n g l a n d r o s e h a r d l y a t a l l . C l e a r i n g 

bank deposi ts rose less in the five y e a r s to 1 9 3 8 than t h e y 

h a d in t h e p r e c e d i n g t w e l v e m o n t h s , and it m a y be d o u b t e d 

if s u c h increase as d id o c c u r was m o r e than a d e q u a t e to 

p r o v i d e for the increase in f o r e i g n - o w n e d depos i ts . L o n g -

t e r m interest rates cont inued to fall s l o w l y unt i l 1 9 3 5 , b u t 

the dec l ine w a s p r o b a b l y n o greater than can be a s c r i b e d 

to the natura l consequences of the depress ion , a n d n o 
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effort seems to ha\'e been made to check the subsequent 
rise in rates in J 93 6-38. T h e go ld purchases of the E x 
change Account were mainly financed by long-term loans, 
with the result that, when gold flowed out in 1 9 3 4 and 
1 9 3 8 and the E x c h a n g e Account took u p bills with the 
proceeds , there were acute bill famines in the market in 
the spr ings of 1 9 3 5 and 1 9 3 9 , to the great discomfort of 
the banks and the discount market . 

T h e cheap money policy again became important during 
the w a r of 1 9 3 9 - 4 5 — the first w a r on record financed 
without a rise in interest rates. T h i s was part ly because 
a m u c h larger proportion of the cost was paid for out of 
taxation than in 1 9 1 4 - 1 8 — over 50 per cent as compared 
with under 30 per cent — and part ly as a result of the help 
received f rom overseas in the form of L e n d - L e a s e and the 
accumulation of sterling balances ; but even after al lowing 
for these forms of finance, it is clear that the G o v e r n m e n t 
was able to reconcile a position of v e r y high employment 
with low interest rates only by means of the development 
of a very elaborate system of controls over the transfer and 
expenditure of money . I t w a s t h u s able to prevent a 
potentially inflationary situation from getting out of hand, 
and to prevent prices from rising as much as in 1 9 1 4 - 1 8 , 
when the interest rate was so m u c h higher. 

T h e system of controls comprised both financial re
strictions on the export and borrowing of capital, and 
physical controls on the sale and purchase of goods and 
services, including price controls, rationing, the allocation 
of materials , the licensing of n e w construction or repairs, 
the control of engagements, and the direction of labour. 
B y means of these controls money was robbed of m u c h 
of its function, and people were prevented from spending 
more than a part of the money they received as income. 
T h e y were encouraged to lend the balance back to the 
Government , but if they preferred to hoard it, it d id not 
really matter, for then the G o v e r n m e n t could create addi-
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t ional money by borrowing f rom the banks without caus ing 
inflation. On the side of technique, the G o v e r n m e n t 
facilitated the business of borrowing from the banks by 
introducing T r e a s u r y Depos i t Receipts , which were , to all 
intents a n d purposes , compulsory loans from the banks 
at v e r y low rates of interest and in a form a good deal less 
l iquid than T r e a s u r y bills. B y these means the G o v e r n 
ment was able to keep the long-term rate of interest, 
throughout all but a few months early in the w a r , at a level 
well be low that of 1 9 3 7 - 3 8 , and only sl ightly above that 
of 1 9 3 4 - 3 6 . 

I n apply ing this technique of keeping interest rates low 
by paying people in m o n e y of which they can spend only 
a part there are two important difficulties. One of these is 
the danger of evasion, either b y breaking the law by buy ing 
and sell ing at levels above the official pr ice — in other 
words , the prob lem of the black market — or by extending 
activities outside its scope. T h e other is the danger that 
people wil l get t i red of working to earn money they are 
unable to spend on buy ing what they want — that is to 
say, the problem of incentive. I n war - t ime the urgency 
of the common danger and the patriotic incentive both to 
work and to honesty help to keep these dangers in c h e c k ; 
and in war- t ime the publ ic wil l put u p with many r e 
strictions on their l iberty that they wil l not tolerate in 
peace-t ime. With the coming of peace these conditions 
cease to apply , a n d the difficulties of reconcil ing a v e r y 
low rate of interest both with full employment and with 
an absence of inflation are greatly increased. 

I n spite of the greatly increased difficulties, however , 
the Chancel lor of the E x c h e q u e r resolutely pursued a policy 
of still cheaper money. H e used two principal methods , 
the monetary and the psychological . O n the monetary 
side, between J a n u a r y 1946 and J a n u a r y 1947 the deposits 
of the eleven clearing banks were m a d e to rise by almost 
exactly £ 9 0 0 mil l ions, Tfrom ;C4729 mill ions to ls^2<) 
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mil l ions , o r at m o r e than twice the average w a r - t i m e rate 
of e x p a n s i o n . T h a t this expans ion w a s forced on the 
c o u n t r y , in excess of the requ i rements even of the rap id ly 
e x p a n d i n g nat ional m o n e y i n c o m e , is sugges ted b y the 
r ise in the ratio of depos i t s of n ine c lear ing banks to the 
nat ional i n c o m e to o v e r 60 p e r cent in 1 9 4 6 and p r o b a b l y 
65 p e r cent in 1 9 4 7 — o r far a b o v e the level r e a c h e d in the 
e x p a n s i o n of 1 9 3 2 u n d e r v e r y different condit ions of t r a d e 
act iv i ty . 

On the psycho log ica l s ide , the m e a s u r e s taken cons is ted 
m a i n l y of p r o m i s e s (or threats) of a fur ther fall in interest 
rates in the near future , t h u s s t a m p e d i n g specu la tors , 
a n x i o u s for q u i c k capital ga ins , into further p u r c h a s e s of 
ex i s t ing secur i t ies . T h e r ise in the p r i c e of these w a s 
q u i c k l y fo l lowed b y a n i ssue of n e w secur i t ies c a r r y i n g 
(except for one misca lculat ion in M a y 1 9 4 6 ) a rate of interest 
low e n o u g h to consol idate the p r e c e d i n g r i se in secur i ty 
pr ices . I n th i s w a y t h e y i e l d on i r r e d e e m a b l e C o n s o l s 
w a s b r o u g h t d o w n f r o m a b o u t 2 ^ p e r cent in A u g u s t 1 9 4 5 
to j u s t o v e r 2 ^ p e r cent in J a n u a r y 1 9 4 7 . S o long as t h e 
C h a n c e l l o r w a s p r e p a r e d to b o r r o w f r o m the b a n k s at 
^ p e r cent o r f p e r c e n t any m o n e y h e c o u l d not b o r r o w 
f r o m t h e p u b l i c o n t h e t e r m s h e offered, h e c o u l d c o n t i n u e 
to force the p a c e . B u t it took a credit expans ion of £goo 
mil l ions to b r i n g the rate d o w n by u n d e r ^ p e r cent, to 
2 ^ p e r cent. W h a t d e g r e e of further expans ion m i g h t it 
not h a v e r e q u i r e d to b r i n g it d o w n f rom 2 ^ p e r cent to 
2^ p e r cent ? 

M e a n w h i l e w e m u s t take stock of the ga ins and d i s 
advantages of th is po l icy . I n the first p lace , it has , of 
course , saved the T r e a s u r y a certain a m o u n t of m o n e y for 
interest . B u t the sav ings on the cost of l o n g - t e r m loans 
in t h e first y e a r s of l o w e r interest rates a r e c o m p a r a t i v e l y 
s m a l l , un less , as in 1 9 3 2 , there is a convers ion operat ion 
of u n u s u a l m a g n i t u d e . I t is stated that the sav ing on 
interest on l o n g - t e r m loans in 1 9 4 5 a n d 1 9 4 6 w a s £6-^ 
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millions gross, or, say, ^ 3 mill ions after payment of income 
tax and surtax. I f w e compare this saving wi th the profits 
made from capital appreciation dur ing the year by holders 
of securit ies wi th m a n y years still t o run , I think w e shall 
agree that if D r . Dal ton was the rentier 's enemy, he was 
much m o r e the speculator 's fr iend. A second advantage, 
at least from the point of v i e w of the present G o v e r n m e n t , 
is that a permanent excess of d e m a n d over supply , he ld 
at bay by rationing and price control , is a considerable 
guarantee against any future outbreak of u n e m p l o y m e n t 
due to lack of demand, for any temporary falHng-off in 
d e m a n d can b e quickly restored b y a relaxation of the 
controls. A n d a third advantage, again especially from the 
point of v i e w of the present G o v e r n m e n t , is that the present 
system incidentally provides for a much more equal distri
bution of real income than is easily obtained under a price 
system ; for the m a x i m u m allowable consumption of many 
commodit ies is within the reach of most money incomes, 
and the additional m o n e y incomes of the better-oflt section 
of the population have only a l imited use. 

Against these advantages we must set the difficulties 
caused b y the fact that, there is too m u c h money in the 
system and w e have the phenomenon of too much m o n e y 
chasing too few goods. T h e ideal solution w o u l d be a 
large and rapid increase in the supply of consumer goods 
without a corresponding further increase in money incomes. 
Unfortunately this solution is rendered impossible by the 
fact that w e must devote a much larger proport ion of our 
available resources than before the w a r to providing goods 
for export and to internal capital construction and recon
struction. Alternatively we can continue indefinitely the 
present system of holding the potential inflation in check 
b y means of controls. B u t it is becoming increasingly 
clear that the present controls are inadequate for their 
task. T h e y can probably continue to prevent a danger
ously rapid rise in prices, but now that direction of labour 
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has been almost entirely abandoned they are incapable of 
directing resources into the industries where they are most 
wanted. S ince prices of nearly everything are held below 
the point which \vould equate demand with supply , nearly 
anything can be sold, and consumers have no longer the 
power they had under the pr ice system of directing re
sources into the production of the things they want rela
tively most b y making those industries relatively the most 
profitable. T h u s there is to-day no incentive to produce 
the things the publ ic want more rather than those they 
want less — to produce sheets rather than lamp-shades . 
T o rely on appeals to industrialists and workers to produce 
those things which are most needed rather than those 
which, in our present system of partial controls, pay t h e m 
best to p r o d u c e , is like appealing to the better nature of 
water to make it run uphil l . Indeed, as m o r e and m o r e 
channels of uncontrol led expenditure are opened u p by the 
pressure of the excess money seeking an outlet w e m a y 
expect to find the maldistr ibution of resources becoming 
worse rather than better. 

W h a t are the possible cures for this unfortunate state 
of affairs ? O n e remedy w o u l d b e the imposition of w i d e r 
and m o r e effective controls. I f the G o v e r n m e n t had the 
legal powers and the political authority, it could direct 
resources into those channels which it considered most 
socially desirable, in the same w a y as w e are still directing 
young men into the armed forces. T h i s method would 
require a still larger n u m b e r of civil servants to run the 
additional controls, thereby reducing still further the 
n u m b e r of workers engaged on actual product ion, a n d 
would create a permanent threat to those persona! liberties 
which this country is supposed traditionally to cherish. I t 
m a y be doubted whether, except for a l imited per iod of 
the greatest emergency, the country w o u l d tolerate in 
peace-t ime the str ingency of the restrictions which would 
be required. 

file:///vould
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T h e only other poss ib le r e m e d y appears to b e the 
restorat ion, at least in par t , of t h e funct ions of the p r i c e 
s y s t e m in d i s t r ibut ing r e s o u r c e s in a c c o r d a n c e wi th the 
d e m a n d s of c o n s u m e r s , i n c l u d i n g , of c o u r s e , t h e G o v e r n 
m e n t . B u t to r e m o v e o r re lax t h e controls w h i l e the p u b l i c 
h a s m o r e m o n e y than it can be a l lowed to s p e n d in c o m 
pet i t ion w i t h the G o v e r n m e n t ' s r econs t ruc t ion p r o g r a m m e 
w o u l d m e a n o p e n i n g the ga tes to inflation. I n this country 
w e c a n n o t h o p e for s u c h a r a p i d r i se in t h e s u p p l y o f g o o d s 
as o c c u r r e d in the U n i t e d S ta tes , a n d even there the w i t h 
d r a w a l of controls resu l ted in an u n d e s i r a b l y rap id r i se in 
p r i c e s of m a n y c o m m o d i t i e s . T h i s m e a n s that , in p r e p a r a 
t ion for s u c h a re laxat ion o f contro ls , s o m e m e a n s m u s t 
be f o u n d for cur ta i l ing the p u b l i c ' s excess of p u r c h a s i n g 
p o w e r . 

O n e w a y of do ing this w o u l d be to rever se the process 
of credit expans ion — to r e d u c e the assets of the B a n k of 
E n g l a n d , cu t d o w n the c a s h reserves of the c lear ing banks , 
c o m p e l these b a n k s to sell i n v e s t m e n t s a n d re fuse o v e r 
drafts , a n d so r e d u c e the swo l l en total o f bank depos i ts . 
S u c h a po l i cy w o u l d force a s h a r p r i se in rates of interest 
w h i c h , if car r ied far e n o u g h , w o u l d c o m p e l t h e p o s t p o n e 
m e n t of m a n y s c h e m e s of capita l cons t ruct ion a n d release 
resources for an increase in the o u t p u t of c o n s u m e r g o o d s . 
I t m i g h t v e r y we l l a lso lead to a financial cr is is , a w i d e 
s p r e a d loss of b u s i n e s s conf idence , a n d a severe , if t e m 
p o r a r y , t rade depress ion . A t best it w o u l d i n v o l v e de lay 
in the restorat ion of the c o u n t r y ' s capita l , a n d at w o r s t a 
per iod of ser ious u n e m p l o y m e n t . N e v e r t h e l e s s , i f there 
w e r e no other a l ternat ive to t h e c o n v e r s i o n of E n g l a n d into 
a s lave state, it m i g h t b e bet ter to choose an o ld - fa sh ioned 
deflation wi th all its t e m p o r a r y d i scomfor t . 

B u t it s e e m s poss ib le that there is another w a y out of 
o u r difficulties — unpleasant indeed , b u t p re fe rab le to 
e i ther o f t h e c o u r s e s w e h a v e s o far c o n s i d e r e d . A s has 
been po inted o u t , o u r diff iculty at the m o m e n t is to find 
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the necessar>' resources both to satisfy the pubHc's demand 
for consumption goods and to fulfil the G o v e r n m e n t ' s pro
g r a m m e for reconstruction. L e t us suppose, for argument ' s 
sake, that everyone in this country w a s suddenly smitten 
with a desire to save every penny he possibly could ~ to 
restrict expenditure to the absolutely essential and resolutely 
to cut out every non-essential comfort or luxury — and to 
lend the money so saved to the G o v e r n m e n t for rebuilding 
the country 's depleted capital. W e should then see a great 
fall in the demand for the products of the less essential 
consumption goods industries and a release of the resources 
employed therein for employment either in the more 
essential consumption goods industries or in the industries 
making capital goods or goods for export . S u c h a rise in 
voluntary savings, despite the heroic efforts of the National 
Sav ings movement , is unfortunately in the highest degree 
unlikely. B u t a v e r y similar result might be obtained if 
the G o v e r n m e n t took more of our money away and saved 
it for us, by investing it in the production of the extra 
capital goods w e need to rebuild the country 's product ive 
capacity. Of course, at the same t ime the G o v e r n m e n t 
should also cut its own luxury expenditure , and limit its 
own payments to those essential to national safety and r e 
covery, however unpopular some of its cuts might be . If 
by means of increased taxation and reduced expenditure 
the G o v e r n m e n t could achieve a B u d g e t surplus of, say, 
£^00 millions a year , it would go a long w a y towards bring
ing the net incomes of the publ ic into l ine with the available 
supply of consumption goods and simultaneously supply a 
large part of the capital needed to finance the country ' s 
reconstruction. At the same time, by relaxing the pressure 
of excess purchasing power , it w o u l d permit a substantial 
diminution of controls, thus setting free for useful work 
those, both in G o v e r n m e n t employment and in industry, 
w h o now have to administer t h e m . 

A n y increase in the present level of taxation, or even its 
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maintenance at its present height, will inevitably raise 
serious difficulties on the side of incentive. Our present 
system of progressive direct taxation, which taxes income 
much more heavily at the margin than in the aggregate, 
can hardly avoid exercising a discouraging effect on the 
willingness to undertake extra work, though it is open to 
argument whether to tax away a large part of the extra 
earnings of extra work is more discouraging than a strict 
system of rationing, which prevents a man spending his 
extra earnings on what he wants. Perhaps something might 
be done to reduce the disincentive effect of direct taxation 
by a modification of our present system of P .A.Y.E. , but 
a more hopeful line of approach is through indirect taxa
tion. Where, as is frequently the case, the supply of 
non-essential goods is inadequate to meet the demand at 
the existing level of prices, the whole of the existing supply 
would find buyers even if prices were higher. But it would 
be undesirable to allow the extra price to be passed on to 
the producers, for this would encourage them to expand 
the output of non-essentials. If, however, the extra price 
were taken by the Government by way of purchase tax, 
demand would be equated with supply, and the Govern
ment would be provided with funds to meet its programme 
of capital construction. For instance, the fact that a new 
car can be resold at a price well above its original cost 
shows that all the available supply of new cars could be 
sold even if purchase tax on them were considerably 
heavier. It seems likely that the effect on incentive of 
heavy indirect taxation is much less than that of heavy 
progressive direct taxation — a man won't work overtime 
if half the extra he earns is taken from him in income tax, 
but he will work to earn money to buy tobacco although 
three-quarters of what he pays for it goes to the Govern
ment. 

It seems possible that indirect taxation could also be 
used directly to influence the distribution of resources into 



3 4 C H E A P M O N E Y P O L I C Y 

channels the Government considers desirable. If high 
enough purchase taxes were imposed on the products of 
industries which are thought to be using more than their 
due share of resources, the resultant rise in selling prices 
would ultimately check the demand for the product and 
compel producers to reduce output, thus releasing factors 
of production for more urgent work. There may be some 
cases where there are technical difficulties in taxing the 
product, especially in certain service industries. For such 
industries the suggestion is made that it might prove easier 
to tax, not the product, but the resources employed. Thus 
a firm might be required to pay to the Treasury a certain 
proportion of its wage bill. This would be a very difficult 
tax to evade, and since its main object would not be the 
raising of revenue but the release of resources for more 
urgent work, the levying of the tax upon the amount paid 
for the scarce resources employed would be particularly 
appropriate. Such a form of taxation might be suitable 
for the football pools and the betting industry. 

T o sum up, we have four possible ways in which the 
present situation may develop —• open inflation, increased 
controls, monetary deflation plus higher interest rates, and 
a reduction in Government expenditure coupled with 
increased or maintained indirect taxation, leading to a 
Budget surplus. In the recent Budget there is some 
indication that the Government is beginning to move in 
the direction of the last of these courses. Whether It will 
move fast enough or far enough remains to be seen. 
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1936 227 432 96 217 10-3 3 1 2 — 825 598 2104 4150 49 o'6 73 
1937 320 479 97 224 1 0 3 276 — 910 607 2172 4350 

4671 
50 
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0 6 78 

1938 141 485 104 229 1 0 6 274 — 930 593 2161 4350 4671 50 46 0 6 79 
1939 507 103 232 1 0 9 246 — 943 564 2129 5037 42 I ' 2 86 
1940 — 574 ro7 254 i o ' 7 357 — 906 621 2377 5980 40 1 0 82 
J941 — 652 1 1 8 293 i o ' 4 220 474 815 837 2818 6941 41 I ' O 77 
1942 — 807 131 326 10-5 223 614 758 1006 3104 7664 41 1 0 74 
1943 — 966 148 365 10-5 173 961 7 1 1 1072 3484 8171 43 1 0 75 
1944 — " 3 5 176 415 10-5 164 1338 715 1082 3953 8366 47 l O 75 
1945 — 1284 207 468 10-5 181 1747 753 1072 4461 8340 53 0-9 74 
1946 -— 1358 242 499 10-3 443 1436 847 1251 4846 7974 61 o'5 72 
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I 

T H E INSTRUMENTS OF PLANNING 

I T is the function of every G o v e r n m e n t to endeavour to 
arrange its affairs so that its citizens will co-operate with 
each other to promote the good of the country as defined 
b y the policy of that part icular G o v e r n m e n t . I n its efforts 
to control the actions of its citizens, a G o v e r n m e n t can 
proceed in one of two w a y s : it can use actual force, or it 
can place before each citizen such alternatives that he wil l 
choose to act in the w a y the G o v e r n m e n t w o u l d wish. 
T h e scope of the use of actual force is very l imited. I t 
may be possible to prevent a man from committ ing an 
undesirable act by imprisoning or executing him ; but it is 
rarely possible physical ly to compel h i m to perform a de
sirable action. I n the vast majority of cases it is necessary 
to allow the citizen to choose for himself between alterna
t ives , whi le weight ing those alternatives in such a w a y as 
to induce h im to choose the course which is in conformity 
with Government policy. 

T h i s weighting of alternatives can be done in three ways . 
I t can b e done directly b y making some courses of action 
less desirable by attaching punishments to them. W e say, 
in effect, that a man is free to choose whether he wil l knock 
down his ne ighbour or not, but that in making his choice 
he must reflect that, if he chooses the assault, he is very 
probably choosing prison as well . 

Secondly, choice can be greatly affected by the climate 

• Originaiiy published in the Westmmster Bank Review, August 1947. 
36 
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of publ ic o p i n i o n ; and , as has been increasingly realised 
in recent years , pub l i c opinion can be greatly influenced, 
in favourable c i rcumstances , by G o v e r n m e n t action. M o s t 
citizens obey not only the laws but also m a n y conventions 
of conduct , because to break t h e m w o u l d involve a loss 
of self-respect and of respect from family and fr iends. 
Espec ia l ly in t imes of heightened social consciousness, 
such as dur ing a w a r , and w h e r e the choices to be m a d e 
are s imple , such considerations m a y well be for m a n y 
people among the strongest determinants of choice. 

B u t there are m a n y choices in life for the making of 
which neither the law nor pub l i c opinion offers normal ly 
a convenient or appropriate guide — the choice of the 
trade a man shall work in, what kinds of goods and how 
m u c h of each shall be produced , and how they shall be 
distr ibuted among consumers . F o r gu idance in answer ing 
such questions w e normal ly depend upon the third of 
the three mechanisms for influencing choice — the price 
system. 

W h e n it is working perfectly, the price system is not 
only a means of sharing the products of industry in such 
a w a y that, at any given distribution of income, consumers 
derive the largest possible benefit from what is actually 
p r o d u c e d ; it also exercises a continual pressure on every
one to produce those things w h i c h the community wants 
more , rather than those things which it wants less. I f a 
y o u n g m a n insists on earning £ 3 a w e e k paint ing pictures 
instead of ,^6 a week making boots, the price system not 
only shows that the communi ty wants his boots twice as 
m u c h as it wants his pictures, but also charges h i m ^^3 
for every week that he persists in asserting his own wishes 
against those of the rest of the wor ld . U n d e r an ideally 
functioning price system it w o u l d be difficult, at least when 
he was engaged in earning his l iv ing , to tell the difference 
between an egotist and a phi lanthropist , for the egotist 
would find that he could serve his o w n interests only b y 
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serving those of the community , while the philanthropist 
would find that he could serve the ends of the communi ty 
best by maximis ing his own income. S u c h a system would 
achieve that complete identity of pr ivate with social o b 
ject ives which it is the principal function of G o v e r n m e n t 
to promote. I f it is said of a country that its inhabitants 
are honest because they find honesty the best pol icy , it is 
less a criticism of their morals than a compl iment to their 
laws and institutions. 

A price system which w o u l d conform even approx i 
mately to this ideal is not a spontaneous or accidental growth. 
E v e n the imperfect system as w e know it, or knew it before 
the war , is the result of an age-long process of human trial 
and error ; and it seems overwhelmingly probable that 
work and thought devoted to restoring it and reducing its 
remaining imperfections are likely to be more rewarding 
than if used in trying to extend and improve the infinitely 
clumsier mechanism of direct control , backed b y the threats 
of legal punishment . 

N o price system can work satisfactorily without the 
continual care and support of the State. T o begin with, 
for the price system to w o r k at all a certain framework of 
law and order is necessary ; for only if a man can be pun
ished if he endeavours to obtain what he wants by violence 
or fraud is there any certainty that he will be prepared to 
submit himself to the guidance of the market. N e x t in 
importance, perhaps, comes the provision of a form of 
money which can retain publ ic confidence, for without 
suitable money a price system works with difficulty. 

E v e n when these initial conditions are fulfilled, there 
are several ways in which the emergent price system needs 
to be modified by Government action if the objective of 
making private interests coincident with the publ ic good is 
to be achieved. Perhaps the most important defect, at 
least in the public mind, of the price system as w e have 
known it in recent years is its liability to suffer from those 
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m a j o r fluctuations in genera l d e m a n d w h i c h w e cal l t h e 
t r a d e c y c l e ; for these g i v e r ise to c i r c u m s t a n c e s in w h i c h 
a m a n , in tak ing w h a t a p p e a r to h i m to be r e a s o n a b l e s teps 
to s a f e g u a r d his o w n interests , m a y u n w i t t i n g l y h e l p to 
s p r e a d a rising flood of b a n k r u p t c y a n d panic . U p to a 
f ew years ago the chief w e a p o n looked to for c o m b a t i n g 
these fluctuations in d e m a n d w a s the rate of interest . 
M a n y economis t s n o w think that this w e a p o n n e e d s to be 
s u p p l e m e n t e d , if not rep laced , b y a p p r o p r i a t e var ia t ions in 
G o v e r n m e n t taxat ion a n d e x p e n d i t u r e , p r o b a b l y u n d e r 
taken b y a n u m b e r of G o v e r n m e n t s w o r k i n g in c o - o p e r a 
t ion. T h e pract icabi l i ty a n d ef fect iveness of s u c h pol ic ies 
h a v e not yet b e e n fully t e s t e d ; but in the i r d e v e l o p m e n t 
a n d appl icat ion there is a m p l e s c o p e for s t u d y b y those 
w h o w o u l d w e l c o m e an o p p o r t u n i t y for e x t e n d i n g the 
funct ions o f the S t a t e , 

A s e c o n d difficulty l ikely to e m e r g e in a free p r i c e 
s y s t e m is the d e v e l o p m e n t of m o n o p o l i e s . S o long as a n 
adequate d e g r e e of compet i t ion exists , a p r o d u c e r can 
increase h i s i n c o m e o n l y b y increas ing h i s effort or effi
c iency , a n d s o m a k i n g avai lable for the c o m m u n i t y m o r e 
o r better g o o d s a n d serv ices . B u t s o soon as h e , a lone o r 
as a m e m b e r of a g r o u p , is able a p p r e c i a b l y to affect the 
pr ice at w h i c h h e sel ls his p r o d u c t b y a l ter ing the a m o u n t 
of his o u t p u t , h e can increase his i n c o m e , not b y p r o d u c i n g 
m o r e , b u t b y p r o d u c i n g less. T h i s m e a n s that he can 
m a k e h i m s e l f better off by m a k i n g the rest of the c o m 
m u n i t y w o r s e off, a n d his p e r s o n a l interests there fore 
d i v e r g e f r o m those of society. S i n c e th is is exact ly the 
sort of d e v e l o p m e n t w h i c h G o v e r n m e n t s , by definit ion, 
exist to p r e v e n t , it is c lear that here is a further sub jec t for 
S t a t e in tervent ion . I n s o m e cases it m a y be sufficient 
m e r e l y to rev ise or repea l s u c h ex is t ing l aws as t e n d to 
p r o m o t e m o n o p o l y ; in others it m a y be poss ib le to e n 
c o u r a g e a l ternat ive s o u r c e s of s u p p l y , o r even for the 
G o v e r n m e n t itself to under take c o m p e t i t i o n ; there are 

D 
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cases w h e r e it m a y b e necessar)^ t o p a s s n e w l a w s , o r t o 
re-establ ish o ld ones , in order to m a k e i l legal certa in p r a c 
t ices in restraint of t rade , o r to p e r m i t those w h o h a v e 
suffered f rom the effects of m o n o p o l i e s to rece ive legal 
redress . T h e difficulties are m a n y , b u t there can b e l ittle 
d o u b t that t ime d e v o t e d to the p r o b l e m s of their so lut ion 
w o u l d be wel l spent . 

A th i rd m a j o r cr i t ic i sm f r e q u e n t l y m a d e of the pr ice 
s y s t e m concerns its effect on the dis tr ibut ion o f i n c o m e s . 
S i n c e services are r e w a r d e d , a n d the p r o d u c t s of i n d u s t r y 
pa id for , in accordance wi th the i r v a l u e to the c o m m u n i t y , 
it is c lear that r e m u n e r a t i o n s m u s t v a r y v e r y w i d e l y . I t 
has long been the pract ice of G o v e r n m e n t s , b y the relief 
of dest i tut ion, to modi fy th is i n c o m e distr ibut ion in s u c h 
a w a y as to mit igate the p o v e r t y of those w h o s e se rv ices 
are of little o r n o v a l u e t o the c o m m u n i t y , a n d in recent 
y e a r s the pol icy o f re l iev ing p o v e r t y by the red is t r ibut ion 
of i n c o m e s has been carr ied to v e r y cons iderab le lengths . 
A g a i n s t s u c h a pol icy no cr i t ic i sm can be ra ised on p u r e l y 
e c o n o m i c g r o u n d s , p r o v i d e d that t w o condit ions are o b 
s e r v e d . T h e first is that it does not substant ia l ly r e d u c e 
the incent ive to s e r v e the c o m m u n i t y e i ther of those f r o m 
w h o m i n c o m e is taken or of those to w h o m it is g i v e n ; 
o therwise the total s ize of the national i n c o m e m a y be 
ser ious ly d imin i shed , a n d the po l i cy m a y finally result 
m e r e l y in the r ich — a n d e v e n , in the long run, the p o o r 
— b e i n g m a d e p o o r e r , ra ther than the p o o r be ing m a d e 
r icher . T h e second condi t ion is that , sub ject to the r e s e r v a 
t ions to b e m a d e hereafter , the addit ions to the incomes of 
the benef ic iar ies are m a d e in m o n e y a n d not in k i n d ; for 
o t h e r w i s e the rec ip ient s w i l l b e p r e v e n t e d f r o m d i s t r ibut ing 
the i r total incomes over the i r var ious w a n t s in the w a y w h i c h 
wil l g i v e t h e m w h a t they cons ider to b e the greatest benefit . 

E v e n w i t h a stable e c o n o m y , an a b s e n c e of m o n o p o l y , 
a n d an o p t i m u m dis t r ibut ion of i n c o m e , act ion is st i l l 
n e e d e d if a pr ice sys tem is to be m a d e to b r i n g a perfect 
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equat ion of i n d i v i d u a l benefit w i t h social a d v a n t a g e . O n e 
reason for this is that s o m e acts m a y i n v o l v e costs to t h e 
c o m m u n i t y w h i c h are not b o r n e b y the i n d i v i d u a l p e r 
f o r m i n g t h e m . I t does not , of course , g i v e g r o u n d s for 
c o n d e m n i n g an act ion to s h o w that it wi l l i n v o l v e a loss to 
s o m e p e r s o n w h o i s not a p a r t y to i t ; a l m o s t e v e r y act ion, 
fo r ins tance , w h i c h h a s t h e resu l t of r e d u c i n g a scarc i ty , 
tends to r e d u c e the i n c o m e of s o m e o n e w h o stands to 
benefit f r o m that scarc i ty . B u t s o m e act ions c lear ly inflict 
a cost o n t h e rest of t h e c o m m u n i t y a s a w h o l e , a n d t h e s e 
the G o v e r n m e n t is jus t i f ied in restr ict ing o r p r e v e n t i n g , 
w h e t h e r , for e x a m p l e , it b e the pol lut ion of a r i v e r , the 
spoi l ing of a v i e w , o r t h e s p r e a d i n g of an infect ious d i s e a s e , 
p r o v i d e d that intervent ion does not entail the sacrif ice of 
a benefit to the c o m m u n i t y greater than the cost w h i c h 
w o u l d h a v e been infl icted. 

A n o t h e r reason for G o v e r n m e n t in tervent ion is that 
s o m e d e m a n d s are col lect ive a n d not ind iv idua l , a n d these 
a s y s t e m based ent i re ly on ind iv idua l d e m a n d s cannot 
adequate ly satisfy. T h e most i m p o r t a n t of these col lect ive 
d e m a n d s — the r e q u i r e m e n t s for law a n d o r d e r , i n c l u d i n g 
nat ional de fence — m u s t be satisfied if an o r d e r l y pr ice 
s y s t e m is to ex is t at al l . O t h e r d e m a n d s u s u a l l y i n c l u d e d 
u n d e r this h e a d i n g are for facil it ies u s e d in c o m m o n , s u c h 
as roads a n d l ighthouses , a n d the list m a y b e c o n s i d e r a b l y 
e x t e n d e d into m o r e debatab le t y p e s of d e m a n d a c c o r d i n g 
to the pol icy of the G o v e r n m e n t c o n c e r n e d . S u c h d e m a n d s 
the G o v e r n m e n t has the p o w e r to satisfy w i t h o u t direct 
c h a r g e b y m a k i n g use of its r ight to levy taxat ion a n d to 
s p e n d the p r o c e e d s in w h a t it cons iders to be the genera l 
interest . If, h o w e v e r , the process is car r ied o v e r into the 
s u p p l y of g o o d s a n d serv ices w h i c h c o u l d b e a d e q u a t e l y 
s u p p l i e d in r e s p o n s e to ind iv idua l d e m a n d s e x p r e s s e d 
t h r o u g h the pr ice s y s t e m , the c o m m u n i t y m a y lose in two 
w a y s . O n t h e o n e h a n d , t h e G o v e r n m e n t ' s dec is ions , l ike 
those of any g r o u p , h a v e to b e taken on b r o a d l ines in 
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response to the w i s h e s of the major i ty , and cannot cater 
as the market can for ind iv idua l var ia t ions in w a n t s ; and , 
on the other h a n d , if a v e r y h igh propor t ion of the national 
i n c o m e is taken in taxat ion and spent b y the G o v e r n m e n t , 
it is difficult to dev ise forms of taxes w h i c h are at the s a m e 
t i m e fair as between ind iv idua l s wi th different incomes a n d 
yet do not r e d u c e the incent ive to w o r k or to take bus iness 
r isks and thus i m p a i r the national i n c o m e as a^whole. 

I t is v e r y largely this difficulty of Impos ing e x t r e m e l y 
h e a v y taxat ion w i t h o u t des t roy ing the incent ives to w o r k 
a n d enterpr ise w h i c h m a k e s it necessary in a ma jor w a r to 
p u t less re l iance o n the p r i c e incent ive a n d m o r e o n legal 
compuls ion a n d on the appeal to patr iot i sm. I n s t e a d , 
therefore , of the G o v e r n m e n t col lect ing, b y taxat ion, all 
the m o n e y it needs to s p e n d , it Is ob l iged to find s o m e of 
it b y creat ing a n d s p e n d i n g m o n e y w h i c h t h e rec ip ients 
are not a l lowed to s p e n d freely. O t h e r reasons for part ia l ly 
s u s p e n d i n g the operat ion of the pr ice sys tem d u r i n g a w a r 
are that the v io lent changes in the direction of d e m a n d d u e 
to t h e w a r w o u l d o therwise b r i n g i m m e n s e windfa l l profits 
to p e o p l e w h o h a d done noth ing to earn t h e m ; a n d that 
the pressures exer ted b y the n o r m a l pr ice s y s t e m on the d i s 
t r ibut ion of l abour and other resources are both too g radua l 
and too p e r m a n e n t for s e c u r i n g the v io lent but essentia l ly 
t e m p o r a r y ad jus tments r e n d e r e d necessary b y w a r . B u t 
the v e r y reasons that m a k e the p r i c e s y s t e m unsui tab le in 
w a r make It des i rable In peace , w h e n the at tr ibutes of 
g radua lness and p e r m a n e n c e are of the greatest advantage . 

T h e r e r e m a i n s one further p r o b l e m . E v e n if w e 
a s s u m e that, by a p p r o p r i a t e p l a n n i n g of the pr ice s y s t e m , 
w e h a v e e n s u r e d in t imes of peace that no cit izen can 
benefit h imsel f w i t h o u t at the s a m e t i m e benefit ing the 
c o m m u n i t y , does there not remain the poss ib i l i ty that 
m a n y cit izens m a y b e u n a b l e to j u d g e w h a t is In their o w n 
bes t interests ? M u s t the S t a t e not therefore b e p r o t e c t e d 
against actions w h i c h s imul taneous ly Injure their authors 
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I I 

PLANNING IN BRITAIN T O - D A Y 

W e t h u s h a v e three t y p e s of incent ive t h r o u g h w h i c h 

the G o v e r n m e n t can operate in o r d e r to i n d u c e its c i t izens 

to act together for the c o m m o n g o o d : the incent ive o f the 

l a w , b a c k e d b y the sanct ion o f p u n i s h m e n t ; the incent ive 

of the social consc ience , b a c k e d b y the p r e s s u r e of p u b l i c 

opinion ; a n d the incent ive of the market , b a c k e d b y the 

and the c o m m u n i t y ? C e r t a i n restr ict ions on t h e l iber ty 

of the i n d i v i d u a l to s p e n d his post - tax i n c o m e as h e p leases 

m a y we l l be just i f ied as a m e a n s of protec t ing soc iety f r o m 

direct d a n g e r s — s u c h restr ict ions , fo r ins tance , as those 

on the p u r c h a s e of f i re -arms a n d poisons . F u r t h e r , the 

prov i s ions of free o r s u b s i d i s e d g o o d s a n d serv ices to 

c h i l d r e n — educat ion , s choo l mea l s , etc. — m a y b e j u s t i 

fied on the p leas that the chi ldren are not y e t o ld e n o u g h 

to d e c i d e for t h e m s e l v e s , a n d , m o r e ques t ionab ly , that the 

S t a t e is a better j u d g e of w h a t is g o o d for t h e m t h a n the i r 

parents a re . B u t to s u p p l e m e n t the i n c o m e s of the p o o r 

b y the prov i s ion free o r at s u b s i d i s e d pr ices of g o o d s a n d 

serv ices , ins tead of g i v i n g t h e m the e q u i v a l e n t addi t ions 

t o the i r i n c o m e s i n c a s h a n d a l l o w i n g t h e m t o s p e n d i t o n 

w h a t t h e y w a n t m o s t , is to treat the p o o r e r c i t izens of the 

c o u n t r y as c h i l d r e n , not y e t r e s p o n s i b l e for the i r o w n cho ice . 

I t m a y we l l b e that n o h u m a n be ing is fit to b e r e g a r d e d 

as comple te ly adul t . B u t the personne l of G o v e r n m e n t s 

a n d G o v e r n m e n t d e p a r t m e n t s are also h u m a n be ings ; a n d 

for s o m e to c l a i m that they are suff iciently adul t to dec ide 

w h a t i s g o o d not o n l y fo r themse lves b u t for others , w h i l e 

the p o o r e r m e m b e r s of the c o m m u n i t y are not p e r m i t t e d 

to dec ide w h a t is g o o d even for t h e m s e l v e s , s e e m s to 

const i tute a d e g r e e of intel lectual a r r o g a n c e for w h i c h it 

w o u l d b e difficult to find m o r a l just i f icat ion. 
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pressure of the price system. A l l three are dependent on 
the care and vigilance of the Government for their success
ful funct ioning ; and perhaps the most important single 
condition for their combined success is that they should 
all operate in the same direction. What is to the benefit 
of society (as envisaged b y G o v e r n m e n t pol icy) should b e 
at once legal, supported by publ ic opinion, and the most 
profitable course open to the individual . M u c h , perhaps 
most, of the friction and frustration in the present working 
of the economic system of this country is due to the fact 
that, whi le all three types of incentive continue to operate, 
they have been al lowed to get into a position where they 
are frequently pull ing in opposite directions. Profitable 
transactions, which before the w a r w o u l d have been both 
legal and generally regarded as socially desirable, are now 
often contrary to the law, and those taking part in them 
may be punished by fine or i m p r i s o n m e n t ; while many 
of those which are still al lowed can be carried out only 
after long and difficult negotiations, often with several 
separate and imperfectly co-ordinated G o v e r n m e n t depart
ments. T h e difficulty of carrying official policies into 
effect In the face of this conflict of incentives is Increas
ing as war- t ime powers of legal compuls ion, especially 
the power to direct labour, are abandoned In deference to 
public opinion. G r e a t efforts are therefore made to in
crease the moral sanctions, and Ministers of the C r o w n 
broadcast appeals to the publ ic not to do the work which 
offers them the highest remuneration but to undertake 
that which will render the greatest service to the com
munity . I n spite of such appeals. It is to be feared that 
the moral sanctions, which p layed so essential a part in 
achieving victory In war , are In peace weakening under 
pressure of the conflict of incentives, and that m u c h 
courage a n d initiative, faced with the blocking b o t h of its 
W 'ar-time and of its normal peace-t ime outlets, is either 
running to waste or is finding for Itself channels which 
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are outside the law. If ever the t ime comes when the in
centives both of the market and of publ ic opinion become 
united against the law, it is to be feared that there may-
ensue a collapse of the authority of the G o v e r n m e n t in the 
economic sphere such as has been seen in so many other 
countries. 

What is the reason for this self-confessed failure of the 
G o v e r n m e n t so to control the price system that it pul ls 
with G o v e r n m e n t policy instead of against it ? T h e main, 
and probably the only essential reason, is the condition of 
suppressed inflation which developed in this country 
dur ing the war , and w h i c h still, after nearly two years of 
peace, shows little or no sign of diminution. T h e necessity 
for keeping the potential inflation under control makes it 
impossible for the G o v e r n m e n t to allow the pr ice system 
to be used as an indication of social priorities, since if, at 
existing prices, the population were a l lowed to spend their 
money as they w o u l d wish , the v o l u m e of d e m a n d for 
many types of goods w o u l d be very greatly in excess of the 
supply available for domestic consumption, after meeting 
the needs of both the capital construction and export 
programmes . T h e plenitude of money is reconci led wi th 
the shortage of goods at existing prices only by a whole 
series of controls over the amount of goods which m a y be 
bought and over the prices at which they m a y be sold. 
B u t these controls, in the absence of the power to direct 
labour, cannot be m a d e effective over the whole economic 
field, so that there is a tendency for the shortage of those 
goods which can be effectively control led to be made 
permanent . T h i s v ic ious c irc le m a y b e i l lustrated b y a 
s imple example , taken from experience abroad : bread is in 
short s u p p l y ; it is therefore rationed and its pr ice is con
trolled. B u t the effective control does not extend to the 
prices of meat a n d dairy products . I t therefore p a y s farmers 
better to feed their wheat to animals than to sell it for bread, 
and the shortage of bread is maintained and intensified. 
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T h e corresponding process in this country is essentially 
s imilar , though m o r e compUcated. Because the publ ic 
gets its necessaries cheaply, it has more money to spare for 
expenditure on less essential requ i rements ; also, because 
prices of non-essentials are less effectively controlled than 
are those of necessaries, resources, especially labour, can 
easily be attracted into their production. T h u s the price 
system is falsified into making It appear that the publ ic 
wants , say, more lamp-shades or football pools rather than 
m o r e clothes, although u n d e r a free price system clothes 
might be the more profitable to produce. T h i s kind of 
economic waste wil l tend to increase more and more as 
the flood of surplus money tends to seep round the ends 
of the pr ice controls w h i c h have been erected to keep it in 
check. T h e r e are only two possible remedies. E i ther the 
controls must be greatly strengthened and extended, or 
the price system must be re-converted into a true indicator 
of the relative urgencies of the country 's needs. 

I n point of fact there is no real choice. N o really 
large-scale extension of controls is now practicable, both 
because a revival of labour control would be unacceptable 
to publ ic opinion, and because the recruitment of the great 
n e w G o v e r n m e n t staffs needed to administer them w o u l d 
still further reduce the already inadequate supply of labour 
available for production. T h e r e remains only the possi
bility of a restoration of the price system. 

T o permit the withdrawal of enough of the existing 
quantitative controls to permit price to resume its function 
as a guide to economic action, it will be necessary to bring 
the value of goods and services available for sale and the 
amount of money available for buy ing them into approx i 
mate equality with each other. T h e r e are a few people 
who w o u l d rate the loss of output due to the frustration 
of confficting incentives so high that they w o u l d be prepared 
to sweep away the controls and trust to the consequent rise 
in output to restore equi l ibr ium before the initial rise in 
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prices got out of hand. F o r most people the risk of 
generating a rising spiral of prices, profits, and wages, 
leading to open inflation, w o u l d forbid so bold a course. 
T h e r e is no doubt, however , that such a removal of controls 
w o u l d be possible without generating inflation if it were 
accompanied by a sufficiently large reduction in the 
quantity of money and bank deposits in circulation, 
initiated b y a reduction in the assets a n d liabilities of the 
Bank of E n g l a n d . B u t such a policy w o u l d result in a 
rise in interest rates to levels at least comparable with those 
reached after the w a r of 1 9 1 4 - 1 8 , w h e n the price of Consols 
fell to 4 2 ; it w o u l d acutely embarrass the G o v e r n m e n t ' s 
financial a r r a n g e m e n t s ; and it might easily lead to a 
ma jor financial crisis and severe, if temporary , unemploy
ment . Fur ther , it w o u l d almost certainly achieve the 
desired balance between demand and supply at existing 
prices only b y compel l ing the postponement of many of 
the plans w h i c h the G o v e r n m e n t holds necessary for the 
rehabilitation of the country ' s product ive efficiency. 

I f this were the only w a y in which the deadening effect 
of conflicting incentives could be removed, it would almost 
certainly be worth paying even this price for the relieL 
B u t there is another possible pol icy which , whi le unpleasant 
enough, seems to be far less objectionable. T h e ult imate 
purpose of monetary deflation is to prevent a rise in prices 
by means of a reduction in purchas ing power . B u t it is 
also possible to act on purchasing power directly — through 
taxation. I f direct taxation could b e increased sufficiently 
to reduce spendable incomes to the level of the va lue of the 
goods and services available, the controls could be removed 
without inflation. B u t v e r y high levels of extremely p r o 
gressive direct taxation, w h i c h tax the rewards of extra 
w o r k m u c h m o r e heavily than income as a whole , have a 
very adverse effect on output , an effect which might go far 
towards offsetting the benefits of the removal of the con
trols. T h e r e is, however , another way of achieving the 
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s a m e result . I f p r i ces , by a reduct ion of subs id ies and the 
impos i t ion of addit ional p u r c h a s e taxes , w e r e a l lowed to 
r ise to the point w h e r e s u p p l y a n d d e m a n d w e r e in e q u i 
l i b r i u m , there w o u l d b e addit ional p a y m e n t s b y c o n s u m e r s 
but no addit ional receipts by p r o d u c e r s , and therefore n o 
risk of a cumula t i ve inflation w h e n the controls w e r e 
r e m o v e d . T h e result ing B u d g e t s u r p l u s w o u l d enab le the 
G o v e r n m e n t to f inance m o s t of i ts o w n capi ta ! cons t ruct ion 
out of cur rent i n c o m e , and m i g h t even enable it to repay 
s o m e of its ex ist ing debt , thus keep ing interest rates low 
a n d p lac ing resources for capital reconst ruct ion at the 
s e r v i c e of pr iva te i n d u s t r y . 

T h e i m m e d i a t e effect of s u c h a po l i cy w o u l d be that , 
as m o r e m o n e y w o u l d b e n e e d e d to p a y for essentials , less 
w o u l d b e ava i lable to s p e n d on non-essent ia ls . A s the 
d e m a n d for t h e latter fell off, r e sources w o u l d b e re leased 
for the m o r e essential indust r ie s , i n c l u d i n g those e n g a g e d 
on exports and capital const ruct ion . A s p r o d u c t i o n in the 
m o r e essential c o n s u m e r g o o d s industr ies increased, the 
t a x o n t h e i r p r o d u c t s c o u l d b e p r o g r e s s i v e l y r e d u c e d to 
enab le the extra o u t p u t to b e taken u p , w h i l e the increase 
in genera l p r o d u c t i v i t y , both as a result of the release of 
m a n - p o w e r e m p l o y e d — inside and outs ide G o v e r n m e n t 
se rv ice — on w o r k i n g the contro ls , a n d of the increase in 
e n e r g y a n d init iat ive genera ted in a free s y s t e m , w o u l d 
in course of t ime a l low the w h o l e level of taxat ion to be 
progress ive ly reduced . I f at any t i m e it s e e m e d that d e m a n d 
in the s y s t e m as a w h o l e w a s fal l ing short of s u p p l y , it m i g h t 
b e poss ib le for the G o v e r n m e n t to check the threatened 
dec l ine in act iv ity s i m p l y b y reduc ing taxat ion a n d the 
size of its B u d g e t surp lus ; it is indeed poss ib le to i m a g i n e 
a s y s t e m k e p t in e q u i l i b r i u m not by a l ternat ing B u d g e t 
s u r p l u s e s a n d deficits, b u t b y v a r y i n g the size of a c o n 
t inu ing B u d g e t surp lus . 

S u c h a pol icy w o u l d go far t o w a r d s so lv ing not m e r e l y 
o u r internal p r o b l e m s , but also o u r press ing cur rent anx ie ty 
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a b o u t o u r a d v e r s e ba lance of internat ional p a y m e n t s . E v e n 
t h o u g h f ew c o n s u m p t i o n g o o d s n o w b e i n g i m p o r t e d fall 
into the non-essent ia l c lass , it is inev i tab le that s o m e 
i m p o r t e d r a w mater ia l s s h o u l d , direct ly or indirect ly , be 
g o i n g into less essent ia l u s e s , a n d the r e d u c e d d e m a n d for 
non-essent ia l s w o u l d therefore h a v e s o m e effect on i m p o r t s . 
P r o b a b l y a m o r e i m p o r t a n t resul t w o u l d be the r e d u c e d 
d e m a n d for the h o m e m a r k e t ' s share of the p r o d u c t s of 
certa in e x p o r t indust r ie s , a n d the re lease of r e s o u r c e s f r o m 
less essential p r o d u c t i o n for r e - e m p l o y m e n t on e x p o r t s . 
T h u s it w o u l d be both poss ib le and relat ively m o r e prof i t
ab le for e x p o r t s to be e x p a n d e d . I t w o u l d p r o b a b l y not 
be go ing too far to say that o u r ba lance of p a y m e n t s p r o 
b lem is in n o smal l degree a b y - p r o d u c t of o u r internal 
inflation, and w o u l d large ly d i s a p p e a r wi th it . 

I t s h o u l d be e m p h a s i s e d that s u c h a po l i cy of r e d u c t i o n s 
in subs id ie s , increased indirect taxat ion, a n d B u d g e t s u r 
p l u s e s w o u l d d o noth ing to increase the absolute scarci t ies 
in this c o u n t r y — rather w o u l d it , in course of t i m e , v e r y 
great ly he lp to re l ieve t h e m . T h e only logical ob ject ion 
to it is that it w o u l d t e n d to redis t r ibute real i n c o m e in 
favour of those w h o h a v e at p r e s e n t a l a r g e m a r g i n o f 
u n s p e n t i n c o m e , or , m o r e p r o b a b l y , of capita l t h e y are 
p r e p a r e d to s p e n d . I t is cer ta in ly t r u e that , to the section 
of the c o m m u n i t y w h i c h even at subs id i sed pr ices can 
afford o n l y the bare necess i t ies of l ife, a r ise in the pr ice 
of necessar ies , even i f only temporary, w o u l d m e a n v e r y 
real h a r d s h i p . I t is h a r d l y l ikely , h o w e v e r , that this sect ion 
is v e r y large , for m o s t w a g e s h a v e r isen s ince be fore the 
w a r b y a g o o d deal m o r e than the cost of l iv ing. I t w o u l d 
there fore b e poss ib le t o a d d t o t h e m o n e y i n c o m e s of the 
poorest c lass sufficient to mainta in the i r s tandard of l i v ing 
at its ex is t ing level at a cost to the E x c h e q u e r of o n l y a 
fraction of the s a v i n g in subs id ies a n d the y ie ld of the n e w 
taxes . A n extens ion of the p r e s e n t ch i ldren s a l l o w a n c e 
to the first ch i ld ( together p e r h a p s w i t h t e m p o r a r y increases 



50 P L A N N I N G A N D T H E P R I C E S Y S T E M 

in tlie general level of the children's al lowance, and of old 
age and some other pensions) might be a suitable way of 
augmenting the incomes of those w h o would feel the rise 
in prices of necessaries most severely. 

A t the other end of the scale, the fact that the increased 
purchase taxes w o u l d be progressively reduced, and that 
prices could therefore be expected to fall after the initial 
rise, might deter people from spending capital, at any rate 
on durable goods. I t must also be borne in m i n d that the 
G o v e r n m e n t , rendered largely independent of the capital 
market by its Budget surplus, might be prepared to see 
some fall in the prices of securities if the owners attempted 
to sell them on any substantial scale in order to consume 
the proceeds. S u c h a fall in values would probably consti
tute a considerable deterrent to capital consumption, for it 
is one thing to spend the proceeds of capital appreciation 
while interest rates are falling, and quite another to force 
sales of securities on a falling market in order to spend 
more of an already dwindl ing capital va lue. T h e r e remains 
to be considered the possibility of some form of capital tax 
as a deterrent. S u c h a tax w o u l d be difficult to devise so 
that it would achieve its object of discouraging capital con
sumption whi le being equitable in its operation. But if 
some such measure were the political price to be paid for 
restoring the price system to its rightful position as the 
principal mechanism for br inging private interest into 
conformity with publ ic good, it w o u l d be a price which 
even to those most affected by it w o u l d be v e r y well worth 
paying. 

If the foregoing analysis has any validity, it would 
appear that the popular antithesis between planning and 
the absence of planning is essentially unreal . T h e true 
choice is not between plan and no plan, but between 
planning through the price system and planning against it. 
I t is contended that a continuation of the present system of 
reciprocally conflicting incentives is necessarily wasteful of 
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effort and destructive of initiative ; and that only by making 
the effort necessary to overcome the difficulties which 
hinder us from bringing the price system back into con
formity both with the law and with the social conscience, 
can the country be saved from frustration, poverty, and 
perhaps disaster. 
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I N recent d i scuss ions about the appropr ia te level of i n 
v e s t m e n t in this c o u n t r y , the case for the v i e w that o u r 
i n v e s t m e n t p r o g r a m m e s d u r i n g t h e pas t t w o y e a r s h a v e 
b e e n e x c e s s i v e is b a s e d m a i n l y on t w o a r g u m e n t s . T h e 
first of these is that , by a t t e m p t i n g to do m o r e than o u r 
ava i lab le resources p e r m i t t e d , w e h a v e both w a s t e d m u c h 
of o u r effort a n d d iver ted resources a w a y f r o m the exports 
w h i c h w e m u s t m a k e if w e are to p a y o u r w a y ; a n d the 
second is that m a n y of the inves tments w h i c h w e h a v e 
m a d e and are m a k i n g are of a t y p e w h i c h is not essential 
for nat ional recovery and w h i c h c o u l d we l l wa i t for less 
difficult t imes . B u t these a r g u m e n t s , w h i l e conta in ing 
m u c h t ruth , fall short of p r o v i n g that by any abso lute 
s tandard o u r i n v e s t m e n t s h a v e b e e n excess ive . T h e r e 
sources ava i lable for inves tment are not i m m u t a b l y fixed, 
b u t d e p e n d in t h e shor t r u n large ly , a n d in the l o n g r u n 
w h o l l y , u p o n the proport ion of o u r total resources w h i c h 
w e are p r e p a r e d to spare f rom the prov i s ion of c o n s u m p t i o n 
g o o d s a n d serv ices . I t i s not e x c e s s i v e i n v e s t m e n t a lone 
w h i c h causes f rustrat ion of effort and checks expor t s , b u t 
an excess ive total of inves tment p lus c o n s u m p t i o n . A 
l a r g e i n v e s t m e n t p r o g r a m m e cannot b y itself lead u s into 
ser ious difficulties un less w e fail to m a t c h it b y c o r r e s p o n d 
ing ly large sav ings . 

N o r does the fact that our resources ava i lable for inves t 
m e n t a r e b e i n g d i s t r ibuted a m o n g the v a r i o u s needs w i t h 
less than the o p t i m u m of w i s d o m p r o v e that i n v e s t m e n t is 
too large in aggregate ; for w h i l e m a n y less u r g e n t needs 

' Originally published in the Weslmimter Bank Review, November 1948, 
52 
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are no d o u b t b e i n g g i v e n an u n d e s e r v e d pr ior i ty , th is 
is p o s s i b l e m e r e l y b e c a u s e m o r e u r g e n t needs are b e i n g 
neg lec ted . T h e case for a redistr ibut ion of o u r i n v e s t m e n t s 
is qu i te separate f rom the case for curta i l ing the i r total 
a m o u n t . 

W h e r e then can w e look for s o m e o b j e c t i v e cr i ter ion of 
the a m o u n t of i n v e s t m e n t w e shou ld a t tempt , p r o v i d e d 
that w e can see o u r w a y to a c c o m p a n y i n g it w i t h a c o r r e 
s p o n d i n g a m o u n t of s a v i n g } I think w e can find it in the 
m a g n i t u d e of the task w h i c h faces u s in m a k i n g g o o d t h e 
loss of cap i ta l w e suf fered d u r i n g the w a r . E v e n b e f o r e 
the w a r o u r rate of nat ional sav ing , at Httle o v e r 5 p e r cent 
of the nat ional i n c o m e , w a s not h igh , and of this p r o b a b l y 
we l l o v e r ha l f w a s b e i n g u s e d d u r i n g t h e 1 9 3 0 ' s to finance 
the b u i l d i n g of n e w d w e l l i n g - h o u s e s . T h u s the rate at 
w h i c h o u r industr ia l e q u i p m e n t w a s b e i n g i m p r o v e d a n d 
e x t e n d e d w a s low, a n d a l ready in 1 9 3 9 m a n y firms w e r e 
less a d e q u a t e l y e q u i p p e d than their compet i tor s a b r o a d . 
T h i s d i s a d v a n t a g e has b e e n great ly increased b y o u r w a r 
losses . A f t e r a l l o w i n g for t h e p e a c e - t i m e v a l u e of s tores 
or ig inal ly created for w a r p u r p o s e s , I s h o u l d p u t o u r loss 
of capita l b e t w e e n 1 9 3 9 a n d 1 9 4 5 at not less than £ 9 0 0 0 
mi l l ions at 1 9 4 8 pr ices , o r perhaps a fifth of the capita l 
w e o w n e d in 1 9 3 9 . O f th is loss , s o m e j^20oo mi l l ions was 
d u e to unrepa i red d a m a g e caused by e n e m y act ion ; ^ 3 0 0 0 
mi l l ions to w e a r a n d tear of fixed capital not m a d e g o o d , 
p lus any d i m i n u t i o n in stocks of mater ia ls a n d finished 
g o o d s ; a n d £ 4 0 0 0 mi l l ions to the reduct ion in o u r fore ign 
assets a n d the increase i n o u r foreign l iabi l i t ies . N o d o u b t 
the b u l k of o u r losses a b r o a d , a n d s o m e par t of o u r losses 
at h o m e , w h i l e r e d u c i n g our s tandard of l iv ing , h a v e h a d 
no direct effect on o u r industr ia l efficiency. B u t a v e r y 
large part of our losses at h o m e is d u e to d a m a g e to , o r the 
inadequate m a i n t e n a n c e of, o u r industr ia l a n d c o m m e r c i a l 
assets , a n d , unt i l at least these losses are m a d e g o o d , w e 
shall inev i tably be at a great d i sadvantage in compet i t ion 
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with other countr ies w h i c h w e r e able not only to mainta in 
b u t to increase their capital d u r i n g the w a r . 

A n attempt to est imate h o w m u c h of o u r loss of capital 
w e h a v e m a d e g o o d s ince the w a r m u s t start f r o m the 
official est imates of gross capital creat ion at h o m e m a d e in 
t h e W h i t e P a p e r on Nat iona l I n c o m e a n d E x p e n d i t u r e in 
1 9 4 7 ( C m d , 7 3 7 1 ) . T h e s e est imates are obta ined b y differ
ence, a n d a r e thus e x c e e d i n g l y r o u g h ; but they are all 
that are ava i lab le , a n d w e m u s t d o o u r best wi th their 
ass istance. T o obta in f rom t h e m est imates of h o w m u c h 
of o u r capita l losses w e h a v e real ly m a d e g o o d w e h a v e to 
m a k e three ad jus tments . F i r s t , w e m u s t d e d u c t the cost 
of m a k i n g g o o d cur rent w e a r and tear on f ixed assets . I n 
the official es t imates of net capital creat ion, a l lowance for 
this cost is b a s e d on the amounts a l lowed for deprec iat ion 
by the I n l a n d R e v e n u e authori t ies . T h e s e are ca lculated 
w i t h reference to the a m o u n t s needed to rep lace the or ig inal 
m o n e y cost of the fixed assets c o n c e r n e d , a n d m a k e n o 
pre tence at a n y close c o r r e s p o n d e n c e w i t h the actual cost 
i n c u r r e d in m a k i n g g o o d current w e a r a n d tear . I n t i m e s 
of r is ing pr ices , the deprec iat ion a l lowances so ca lcu lated 
wi l l fall shor t of the cost of rep lac ing the fixed assets as 
t h e y w e a r out . F r o m the aggregate nat ional p o i n t of v i e w 
( though not necessar i ly f rom that of the ind iv idua l firm) 
the official a l lowance is m a d e m o r e a d e q u a t e b y the p r o 
v i s ion in t h e 1 9 4 5 B u d g e t w h i c h a l lows n e w e q u i p m e n t 
to b e deprec iated b y 2 0 p e r cent in the first y e a r of its 
l i fe. B u t , even wi th this concess ion, the total a l lowance of 
£ 7 2 5 mi l l ions in 1946 and ^£775 mi l l ions in 1 9 4 7 is c lear ly 
inadequate . T h e E c o n o m i c S u r v e y for 1 9 4 8 p l a c e d t h e 
t r u e figure at the e n d of 1 9 4 7 at about ,£900 mi l l ions , in 
w h i c h case w e cannot put t h e t r u e cost of m a k i n g g o o d 
cur rent w e a r a n d tear of fixed assets at less than £ 8 0 0 
mi l l ions in 1 9 4 6 a n d £ 8 7 5 mi l l ions in 1 9 4 7 . S o m e o b 
servers w o u l d cons ider these figures to be u n d e r - e s t i m a t e s . 

T h e s e c o n d deduct ion w h i c h w e h a v e to m a k e f rom 
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gross capital creation is one which does not appear in the 
official estimates at all, and of which, indeed, the import
ance seems hitherto to have been largely overlooked. The 
total of gross capital creation contains the whole of the 
increase in the values of stocks of goods and of work in 
progress as shown in the books of business firms — in fact, 
of what in the United States are termed " inventories " . 
An increase in the book values of these can be divided into 
two parts, of which one is due to an increase in quantity 
and the other to an increase in price of an unchanged 
quantity. As we are here concerned with estimating how 
far our physical loss of capital has been made good, we 
must exclude any part of gross capital creation which does 
not represent an increase in the physical quantity of capital, 
and we must therefore exclude any increase in the money 
value of stocks which merely represents part of the cost 
of keeping existing stocks physically intact. Unfortunately 
it is not easy to make any estimate of how much we should 
deduct from gross capital formation under this head, 
largely because there seems to be no estimate for any recent 
year of the magnitude of total British inventories. Any 
guess made here must therefore be of the roughest kind. 
But on any reasonable assumptions about rates of turnover, 
the total value of inventories in this country can hardly 
have been less than £1000 millions at the end of 1945, 
j£i200 millions at the end of 1946, and 1^1500 millions at 
the end of 1947. Now the Board of Trade's index of prices 
of industrial materials and manufactures rose by about 
8 per cent during 1946 and by 15 per cent during 1947. 
If we apply these price increases to the totals of the inven
tories held, with appropriate time-lags, we find that the 
increase in their values due solely to rising prices must 
have been nearly ^100 millions in 1946 and nearly £200 

millions in 1947. If we add this cost of maintaining circu
lating capital intact to the cost of maintaining fixed capital 
intact, we get total deductions from gross capital creation 

E 
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of £900 millions in 1946 and £1075 millions in 1947. This 
gives us an estimate of net capital creation at home. 

To obtain an estimate of total net capital creation, 
both at home and abroad, we now have to make a third 
deduction. In addition to our capital at home, we have 
both assets and liabilities abroad. Any decrease in our 
foreign assets, or increase in our foreign liabilities, reduces 
our total national capital. The size of the net fall in our 
capital abroad is measured by our adverse net balance of 
international payments on income account for the period. 
In 1946 our adverse balance was £370 millions and in 1947 
£630 millions, and these amounts have also to be deducted 
from our gross capital creation at home. Thus the total 
deductions from gross capital creation, which have to be 
made in order to arrive at estimates of our net total capital 
creation, amount to £1270 millions for 1946 and £1705 
millions for 1947. These are minimum figures. Further 
investigation might put them considerably higher. 

We are now in a position to begin to assess our achieve
ments since the war in the way of restoring our lost capital. 
The gross amounts invested, the deductions which must 
be made from these to obtain estimates of net investment, 
and the savings by means of which the net investment was 
financed, are set out in the table on page 58. Reference 
should be made to this throughout the remainder of the 
article. 

Gross capital creation is officially estimated at £ 1 2 5 5 
millions in 1946 and £2020 millions in 1947, or about 
16 per cent and 24 per cent of the national income re
spectively. Since the corresponding proportion in 1938 
was only just over 16 per cent, these totals could in them
selves be regarded as reasonably satisfactory. Even after 
making the necessary deductions to obtain estimates of true 
net capital creation at home, the results are still reasonably 
commensurate with the needs of our situation — £355 
millions (or 4^ per cent of the national income) in 1946 
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[TABLE 

and £<)4-5 millions (or 1 1 per cent) in 1947, as compared 
with ^ 3 2 0 millions (or 7 per cent) in 1938. But when we 
look at the estimates of total net capital creation, at home 
and abroad, we find that the progress made has been almost 
disastrously small; for in 1946 the whole of our net increase 
of capital at home was more than offset by the increase in 
our foreign liabilities, while in 1947 two-thirds of the larger 
gain at home was lost abroad. T h e overall net increase in 
the national capital for the two years together was thus only 
5^300 millions, or one-thirtieth of our war-time losses. In 
the light of these figures, it seems difficult to maintain the 
view that the country's investments in these years were in 
total too great for the needs of our position. If we have 
relied too much on help from abroad, the blame must surely 
lie, not with the amount of our investments, but with our 
unwillingness or inability to save enough towards financing 
them out of our own resources. 
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193a j 1946 1947 Plans for 1948 

JC Mn. 
% of 

National 
I ncome 

£ Mn. 
% of 

National 
I ncome 

£ Mn. 
% o f 

National 
Income 

£ Mn. 
% o f , 

National 
Income 

INVESTMENT 

Gross capital creation at home 
Less current wear and tear on fixed assets 

Apparent net capital creation at home 
Less rise in value of circulating assets due to 

increased prices . . . . 

True net capital creation at home . 
Less adverse balance of payments on income 

account . . . . . . 

N E T NATIONAL INVESTMENT AT HOME 
AND ABROAD . . . . 

770 16'4 
9-6 

1255 
800 l O ' I 

2020 
87s 

23-8 
IO-3 

1900 
925 

20-6 
lo-o 

INVESTMENT 

Gross capital creation at home 
Less current wear and tear on fixed assets 

Apparent net capital creation at home 
Less rise in value of circulating assets due to 

increased prices . . . . 

True net capital creation at home . 
Less adverse balance of payments on income 

account . . . . . . 

N E T NATIONAL INVESTMENT AT HOME 
AND ABROAD . . . . 

320 6-8 455 

100 

5-8 

1-3 

I ' 4 5 

200 

13 -5 

2-4 

975 

200 (.') 

10-6 

2-2 

INVESTMENT 

Gross capital creation at home 
Less current wear and tear on fixed assets 

Apparent net capital creation at home 
Less rise in value of circulating assets due to 

increased prices . . . . 

True net capital creation at home . 
Less adverse balance of payments on income 

account . . . . . . 

N E T NATIONAL INVESTMENT AT HOME 
AND ABROAD . . . . 

320 

70 

6'8 

1-5 

355 

370 

4 5 

4-7 

945 

630 

I I I 

7-4 

775 

250 

8-4 

2-7 

INVESTMENT 

Gross capital creation at home 
Less current wear and tear on fixed assets 

Apparent net capital creation at home 
Less rise in value of circulating assets due to 

increased prices . . . . 

True net capital creation at home . 
Less adverse balance of payments on income 

account . . . . . . 

N E T NATIONAL INVESTMENT AT HOME 
AND ABROAD . . . . 250 5-3 - 1 5 - 0 - 2 315 3-7 525 5-7 

SAVINGS 
Savings of Public Authorities 
Business savings . . . . . 
Personal savings . . . . . 

TOTAL NATIONAL SAVINGS 

- 164 
170 
244 

- 3 5 
3-6 
5-2 

- 1 0 5 0 
r75 
S60 

- 1 3 - 3 
2-2 

10-9 

- 5 5 0 
170 
695 

- 6 - 5 
2 0 
8-2 

300 
200 
(25) 

3-2 
2-2 

(0-3) 

SAVINGS 
Savings of Public Authorities 
Business savings . . . . . 
Personal savings . . . . . 

TOTAL NATIONAL SAVINGS 250 5-3 - 1 5 - 0 - 2 315 3-7 525 5-7 

03 
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Let U S now turn to an examination of the causes of this 
inadequate rate of national savings. T h e sources of savings 
may be classified under three headings. First, there are 
the savings, positive or negative, of the public authorities, 
including the Central Government, the local authorities, 
and the social security funds. T h e calculation of what, 
from the national point of view, can be counted as the 
genuine savings of the Central Government is rendered 
difficult by the way its accounts are conventionally pre
sented. T o get a true picture we must deduct from the 
published figures of revenue, not only the semi-fictitious 
items which represent merely the cancellation of old debts, 
but also all Government income which is not derived from 
the current incomes of the taxpayers. Any payments made 
to the Government out of the payer's capital are really being 
made out of someone else's current savings. Thus, for 
instance, when the executors of a deceased estate realise 
securities in order to pay death duties, the securities they 
sell may be bought by someone who is investing his own 
or (like the life insurance offices) someone else's current 
savings. If the buyer is merely reinvesting the proceeds 
of securities he has previously sold, then these in turn 
may have been paid for out of current savings. Thus, 
whether at first or second or tenth hand, it is somebody's 
current savings which come into the possession of the 
executors and are by them paid over to the Government; 
and if the Government spends them as income, it is spend
ing someone's savings and preventing them from being 
available for the finance of capital construction. W e must 
therefore deduct from the published figures of Government 
revenue not only most of Miscellaneous Receipts and 
Surplus Receipts from Trading, but also nearly the whole 
of Death Duties and of the new Special Contribution, a 
large part of Stamp Duties, the whole of the proceeds of 
the sale of Surplus W a r Stores, and, to be logical, all taxes 
paid out of net reductions in T a x Reserves and those paid 
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on that part of apparent business profits which is due nierely 
to the under-depreciation of fixed assets or the increase in 
the price of circulating assets.^ On the other hand, we can 
also deduct from current expenditure certain items which 
represent permanent additions to the country's assets or 
reductions in its liabilities. 

The second source of savings consists of the additions 
to the free reserves of business concerns. The estimates 
for these for 1946 and 1947, as given in the table, are 
a good deal smaller than those made in the National 
Income White Paper ^—£^75 millions as against £260 
millions in 1946, and £ 1 7 0 millions as against £320 millions 
in 1947. The reason for these difil'erences is that we have 
already increased the White Paper's allowance for the 
depreciation of fixed assets from £ 7 2 5 millions to £800 
millions in 1946, and from £ 7 7 5 millions to £875 millions 
in 1947, and have made entirely new allowances of £ 1 0 0 
millions in 1946 and £200 millions in 1947 for the money 
cost of maintaining circulating assets physically intact. 
Thus the estimates of business profits have been reduced, 
as compared with those of the White Paper, by £ 1 7 5 
millions in 1946 and by £300 millions in 1947. But of the 
fictitious profits thus eliminated the Government has taken 
approximately half in income tax and profits tax. We have 
therefore deducted only £85 millions in 1946 and £ 1 5 0 
millions in 1947 from the White Paper's estimates of busi
ness saving. The remainder has been allowed for in the 
estimates of Government saving. 

T h e . third source of savings, personal savings, is a 
residual item, and amounts to whatever part of net capital 

' For a fuU discussion of the principles involved and the methods used 
see " T h e Budget and the National Income, 1 9 4 8 - 4 9 " , by R. C. Tress 
{London and Cambridge Economic Service Bulletin^ May 2948) . I have 
followed Mr. Tress's methods entirely, except that I have deducted pay
ments out of tax reserves from Government savings instead of from private 
savings, have used higher figures for depreciation allowances on fixed assets, 
and have allowed for the effects of price increases on the value of circulating 
assets. 
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creation, at home and abroad, is not covered by Govern
ment savings plus business savings. From one point of 
view it can be regarded as a residual item in fact as well 
as in method of estimation, for if at any time the total of 
net capital creation is expanded without a corresponding 
expansion in other forms of saving, it is personal saving 
which is forced to expand to fill the gap. This forced 
saving is brought about by the inflationary pressure induced 
by the attempt to invest more than the country is saving. 
If the inflation is an open one, the diversion of resources 
to producing capital goods and the consequent shortage of 
consumer goods causes prices to rise, and any consumer 
whose money income rises more slowly than prices is de
prived of part of his purchasing power and compelled to 
reduce his consumption. In a controlled inflation, on the 
other hand, although the supply of consumption goods is 
inadequate to meet the demand, their prices are not allowed 
to rise, and consumers, finding themselves unable to buy 
some of the goods they want at any price, are thus com
pelled, against their wills, to save part of their incomes. 

This is the reason why personal savings (before pay
ment of death duties, etc.) continued to constitute a much 
larger proportion of national income in 1946 and 1947 
than they had done in 1938, in spite of the fact that, without 
the inflationary pressure, people would almost certainly 
have saved a smaller proportion of their incomes than 
before the war. There are several reasons why people 
should wish to save less now than in former decades. 
There has been a great redistribution of real incomes, after 
tax, in favour of the lower income groups, thus reducing 
the ability of the higher income groups to save; the 
assistance given to the lower income groups has largely 
taken the form of providing various forms of social security, 
thus reducing their incentive to save as much as before as 
a reserve against contingencies; the under-maintenance 
during the war of personal stocks of durable consumer 
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goods makes their replenishment often a first charge on 
such savings as are made; and many people still have 
war-time savings in liquid form which they are tempted 
to spend as much-wanted goods become available. T h u s 
the whole tendency of developments since 1 9 3 8 has been 
to reduce the natural tendency to save. 

T h i s phenomenon of forced saving through inflation, 
open or controlled, is a commonplace of all wars and post
war booms. It occurred during and after the W a r of 
1 9 1 4 - 1 8 . But what differentiates the experience of 1 9 4 6 - 4 7 
from that of 1 9 1 9 - 2 0 is that, whereas in the earlier period 
the bulk of the forced saving was made available for the 
re-equipment of industry, in 1946 and 1947 it was almost 
wholly absorbed in financing the continued Government 
deficits. T h e true deficits of the public authorities, ad
justed in the way described above, I should put at about 
^ 1 0 5 0 millions in 1946 and about £$$0 millions in 1947 , 
thus absorbing more than the whole of the £iy^ millions 
of business saving and the ^^860 millions of personal saving 
in 1946 , and leaving a margin of only £315 millions over 
the £170 millions of business saving and £ 6 9 5 millions of 
personal saving in 1947 . It is to this continued high level 
of capital consumption by the Government that our in
ability to finance our capital reconstruction out of our own 
resources, and our need to borrow so heavily abroad, must 
be mainly attributed. 

It was, of course, theoretically possible that with 
sufficiently comprehensive and efficient controls on con
sumption the Government might have been able to generate 
sufficient forced saving to finance both the capital creation 
programme and its own capital consumption. But with 
the end of the war some controls, especially those over the 
distribution of labour, had to be relaxed, and the remainder 
proved to be inadequate for the control of the use of 
resources released from fighting the war. T h e result was 
that too large a proportion of these resources was diverted 
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to satisfying consumption demands, especially for the less 
essential goods and services over which the control was 
least effective, and too small a proportion was made avail
able for the export and capital goods industries. C o n s e 
quently, the level of personal saving, high as it was, was 
inadequate to meet the double burden of financing both 
Government dis-saving and the capital creation programme, 
and a wide gap opened up between net national saving and 
the planned level of investment. Some part of this gap was 
no doubt closed b y the frustration of investment plans, 
though this too often resulted merely in the tying-up of 
resources In uncompleted and temporarily useless projects. 
T h e remainder was filled b y the foreign borrowing necessi
tated by the inadequate rate of expansion of exports. 

B y the third quarter of 1 9 4 7 it had become apparent 
that the policy of forced saving through the compulsion of 
a controlled inflation had broken down, and that if the 
gap in the balance of payments was to be closed new 
methods would have to be adopted. Apart from some not 
very important attempts to strengthen the controls, these 
measures took the form of a cut in the programme for 
capital creation, and the conversion of the Budget deficit 
into a genuine Budget surplus. T h e first measure proposed 
to reduce gross capital creation from £2020 millions in 
1 9 4 7 to £,i<)00 millions in 1 9 4 8 . A s even the official esti
mates must have put the allowance for the depreciation of 
fixed assets at £ 5 0 millions more in 1 9 4 8 than in 1 9 4 7 , 
this fall of £^20 millions in gross capital creation implies 
a fall of at least £i']0 millions in net capital creation. T h e 
second and more important measure was the emergency 
Budget of N o v e m b e r 1 9 4 7 . T h i s made a really dramatic 
change, masked though it was by the conventional method 
of presenting the Government 's accounts. T h e change, 
which appears to have begun very suddenly at the end of 
1 9 4 7 , converted a true Budget deficit of something like 
£^$0 millions in the calendar year 1 9 4 7 to an estimated 
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true surplus of about £ 3 0 0 millions for the calendar year 
1 9 4 8 . T h e r e was thus on balance to be an increase in 
Government saving of something like £S$o millions, or 
nearly to per cent of the national income. 

A s against these changes, it was possible to anticipate 
a fall of about £^380 millions in the adverse balance of 
payments on income account, so that the total planned 
net investment, at home and abroad, rose by only £^210 
millions ( £ 3 8 0 millions minus ^£170 millions), from £ 3 1 5 
millions in 1 9 4 7 to ^£525 millions in 1 9 4 8 . T h u s the 
demands on private saving were planned to fall by ^£640 
millions {£S^o millions minus £210 millions). On the 
assumption that business savings were maintained, or more 
probably increased as a result of the policy of dividend 
limitation, the whole of this reduction would fall upon 
personal savings, which could therefore be reduced almost 
to nothing without bringing total saving below the level of 
planned investment. 

N o w a very substantial fall in personal saving could in 
any case have been expected. A s has been pointed out 
above, the very high personal savings of 1 9 4 6 and 1 9 4 7 
were due to the existence of an inflationary pressure which, 
in combination with the controls on other outlets for 
expenditure, forced many people to save more than they 
really wanted to. A s soon as the inflationary pressure is 
reduced in order to prevent money being forced into 
undesired channels of expenditure, we must expect that 
some of it will also cease to be forced into saving, and that 
the effects of the reduced natural propensity to save will 
become apparent. But was it to be expected that personal 
saving would really fall almost to nothing ? T h e r e are some 
forms of personal saving which will always rank in priority 
high among the demands for essential goods. F o r instance, 
most modern life assurance policies contain a very large 
element of saving, and the annual increase in the life funds 
of the insurance offices is now probably of the order of 
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j^ioo millions. Again, the regular payments on the mort
gage loans of building societies include a progressively 
increasing element of capital repayment and therefore of 
saving; I should put this at present at not less than ^^50 
millions a year, in addition to any savings invested in the 
shares or deposits of these societies. In addition, there are 
savings in contributory pension schemes, and no doubt 
many other examples of contractual saving which continue 
almost independently of other demands on income, as well 
as the large voluntary savings which, partly as a result of 
the efforts of the National Savings movement, continue to 
be made by many people. If it were indeed true that net 
personal savings, before the payment of death duties, 
stamp duties on the transfer of property, and the special 
contribution, had in fact sunk to zero, it would imply a 
truly enormous consumption of capital by the non-saving 
members of the community. Al l things considered, it 
seems unlikely that personal savings will in fact fall from 
nearly £joo millions in 1 9 4 7 almost to nothing In 1 9 4 8 ; 
and it seems likely that the Government 's plans, as 
embodied in the Budget estimates and in the reduced 
programme for capital construction, were based on the 
assumption of considerably smaller personal savings than 
were in fact likely to be made. A more probable estimate 
would have been for a drop In personal savings of perhaps 
£400 millions to about ^^300 millions, a figure representing 
a little over 3 per cent of the national income, as compared 
with over 5 per cent in 1 9 3 8 . 

W h a t was likely to he the effect of this excess of planned 
savings over planned investment ? Since actual savings 
and investment must be equal, any excess of personal saving 
over the estimate would have to be compensated either by 
a fall in other forms of saving or b v an increase In invest
ment. It Is the pressures to bring about such compensating 
adjustments which constitute the disinflationary effects of 
such an excess of planned saving. 
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T h e impact effect of disinflation by means of a Budget 
surplus comes in a very different place in the economy 
from that of a disinflation caused by a restriction of credit 
and a rise in interest rates. Instead of an initial fall in the 
demand for production goods, w e should expect an initial 
fall in the demand for the less essential types of con
sumption goods and services. T h i s would at first lead to 
an increase in investment, owing to the accumulation of 
unsold stocks, first of finished goods and later of semi
finished goods and raw materials. If this process went far 
enough, output would be reduced, first in consumption 
goods industries and later in production goods industries, 
and unemployment would begin to rise. In present condi
tions it is unlikely that any great degree of unemployment 
would develop in production goods industries, for the 
demand for investment goods is at present being held 
down by controls at far below its natural level, and it is 
difficult to envisage so severe a fall in business confidence 
as to reduce the demand for investment goods below the 
level now imposed by the controls. Indeed, while profits 
in some consumer goods industries would fall, profits in 
capital goods industries would probably tend to improve 
as a result of the availability of resources released from the 
consumption goods industries. A n y rise in unemployment 
would therefore be gradual, and would probably not pro
ceed very far before the balance between savings and 
investment was restored, partly b y an expansion of exports 
and partly by an increase in investment. 

E v e n so, it could have been expected that there would 
be, at least temporarily, a quite perceptible rise in unem
ployment, for a proportion of the people released from 
producing consumption goods would be difficult to re
employ at once either in capital goods industries or on 
exports. M a n y observers expected to see quite a sub
stantial rise in unemployment during this year as a result 
of the combination of a reduced investment programme 
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and the conversion of a large Budget deficit into a surplus. 
Y e t , in fact, up to September, the rise in unemployment 
was very slight — from 2 6 2 , 0 0 0 in September 1 9 4 7 to 
3 2 1 , 0 0 0 in September 1 9 4 8 . T h e figure remains far below 
what used to be regarded as the minimum attainable in 
periods of " full employment " , and can be explained only 
by the maintenance of a large excess demand for labour. 
W h a t is the reason why the effect of the disinflation, which 
should have resulted from the excess of planned savings 
over planned investment, has been so slight ? 

T h e explanation, so far at least, does not seem to lie in 
any failure of the Government to achieve its planned 
surplus. It is true that u p to the end of September 
Government expenditure seems to have been slightly above 
estimate, but this has been offset b y a similar increase in the 
items of genuine revenue with which w^e are here concerned, 
so that, whatever may happen later as a result of rearmament, 
for the first three quarters of the calendar year Government 
savings seem to have been very close to estimate. 

N o r does it seem likely that the minor relaxations that 
have been made in the controls on personal consumption 
have had any very marked effect in reducing personal 
saving below the level it would otherwise have reached. 
W h e n personal net saving is low, it is less likely that a 
relaxation of controls will bring more than a very tem
porary expansion of total consumption expenditure than 
when saving is high, and more likely that an increase of 
expenditure on decontrolled goods will be accompanied 
by a decrease of expenditure on something else. Indeed 
it is possible that, if all consumption controls were now 
removed and prices left free to adjust themselves to changes 
in demand, the general rise in prices might be quite small, 
though there would be very large changes in the relative 
prices of different types of goods and services. 

A third possible cause for the slightness of the dis
inflation would have been a fall below the estimate in the 
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adverse balance of payments on income account. U n 
fortunately, all the evidence to date shows that it is very 
doubtful if our adverse balance for the year can be kept 
within the ^£250 millions originally estimated. If in fact 
the adverse balance proves to have exceeded the estimate, 
the effect of the change would be to reinforce the tendency 
towards disinflation. 

There remain only two possible explanations of the 
way the savings-investment Budget has been balanced — a 
rise in net investment at home or a fall in business savings. 
It seems probable that both have occurred. T h e relaxations 
which have already been made in the restrictions on invest
ment in certain types of fixed capital, especially houses, 
have probably had some effect. More important may have 
been the rise in the volume of stocks. A n initial increase 
in these is the usual effect of the first impact of reduced 
consumption demand, but in normal times this stage is 
quickly followed by smaller orders and reduced production. 
To-day, however, stocks of many types of finished goods 
and components have been extraordinarily low, and many 
producers and traders have no doubt welcomed the oppor
tunity to restore them more nearly to normal. Further, 
the recent experience of delays to production caused by 
the lack of particular items has no doubt encouraged many 
firms to increase their stocks to well above the normal level 
as an insurance against future shortages. T h u s the time-lag 
between reduced demand for consumption goods and re
duced production has been unusually long. On the whole 
this is probably not to be regretted, for while some excessive 
stocks may constitute a waste of capital, in general the 
increase has served to reduce the risks of those breaks in 
production due to shortages of particular components which 
are so wasteful of labour and other resources. 

A s a result of these developments it is very possible 
that net capital creation during 1948 has been larger than 
anticipated in the original plans. But the increase in the 
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money figure of gross capital creation is likely to have been 
a good deal larger still. During the later months of 1 9 4 7 
and the early months of 1 9 4 8 prices of industrial materials 
and manufactures were rising with unprecedented rapidity. 
According to the Board of T r a d e ' s index, the rise from 
December 1 9 4 6 to June 1 9 4 7 was 5 per c e n t ; from J u n e 
to December 1 9 4 7 it w a s 9 per c e n t ; and from D e c e m b e r 
1 9 4 7 to J u n e 1 9 4 8 it was 1 1 per cent. If w e allow for the 
effects of this rise in prices, w e can hardly put the cost of 
making good wear and tear on fixed capita! during 1 9 4 8 
at less than ;^iooo millions, while the amount of extra 
money-capital needed to maintain inventories intact is put 
at not less than £ 1 6 0 millions for the first six months of the 
year aJone. T h u s during the first half of the year practically 
the whole of apparent business savings must have been 
absorbed merely in maintaining physical capital intact, 
leaving little or nothing with which to finance extensions 
or improvements. It Is no wonder that all available personal 
savings have been gladly absorbed and that the signs of 
excess savings have been so small. 

Prospects for the near future are conflicting. During 
1 9 4 9 w e shall presumably exhaust the proceeds of the sale 
of the Argentine railways and must expect a considerable 
reduction in our receipts under the European Recovery 
Programme. After providing for the necessary repayments 
of sterling balances and for other exports of capital, we 
shall have very little foreign aid left with which to cover 
an adverse balance of payments on current account. T h u s 
we shall have to finance practically the whole of our capital 
creation at home out of our own resources. A t the same 
time it seems almost certain that the demands of rearma
ment will bring a substantial increase in G o v e r n m e n t ex
penditure and make it much more difiicult to provide for 
an adequate Budget surplus. 

O n the other hand, it seems likely that a considerable 
part of the process of replenishing physical stocks has now 
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been completed, and that less capital will be required for 
this purpose in the future. Further, we have the fact that 
since J u n e prices of industrial materials and manufactures 
have ceased to rise and have even fallen slightly. T h e 
longer this check to the price rise can be maintained, the 
less will become the gap between the original and replace
ment costs of inventories, and the smaller will become the 
additional amounts of capital that producers and traders 
will have to tie up in order to maintain their physical 
quantity intact. If stability of prices could be maintained 
throughout 1 9 4 9 , the reduction in the absorption of savings 
required merely to keep circulating capital physically intact 
would amount to at least £200 millions a year as compared 
with the first half of 1 9 4 8 , and this would largely compen
sate for the cessation in the net inflow of capital from 
abroad. Indeed, it would be true to say that in the first 
half of 1 9 4 8 the very rise in prices which made it necessary 
for u s to borrow abroad also made it necessary for us to 
tie up an almost equivalent amount in financing the rising 
costs of our circulating assets, so that a cessation of the 
price rise would enable us to finance an unchanged quantity 
of net investment without foreign aid. Whether in fact 
the demands of rearmament will or will not exert a greater 
upward pressure on world prices than the increase in output 
from restored farms and mines will exert downwards it is 
not yet possible to say. All that can be said is that this 
country's interests are greatly concerned, not only with its 
terms of trade, but with the course of world prices in general. 

E v e n given stability in world prices, the long-run pro
blem which this country faces in providing for the finance 
of an adequate volume of home investment is very great 
indeed. B y 1 9 5 2 w e shall be obliged to dispense with 
foreign aid altogether, while continuing to make an appre
ciable export of capital in repayment of debt and for the 
finance of necessary colonial development. T h i s means 
that we shall have to convert an adverse balance of payments 
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on current account of at least £2^0 millions in 1948 to 
a favourable balance of perhaps £100 millions or ;î i50 
millions in 1952. If w e are to maintain our present rate 
of net capital creation at home, this will mean a further 
increase in savings of some £400 millions a year. W e m a y 
hope that a substantial part of this may be provided by the 
release of business savings from being absorbed In financing 
the replacement of stocks at continually rising prices, and 
perhaps w e may also hope that, as the more urgent replace
ments of personally-owned durable consumption goods are 
made, private savings may show some increase. But if w e 
are to maintain a net rate of capital creation capable of 
making good our war-time losses within a reasonable period, 
w e must probably look to Government saving to provide 
an even larger share than now of the necessary finance. 
T h i s does not necessarily mean that the country as a whole 
will be saving more than It would in the absence of any 
Government intervention, for the low level of personal 
saving is largely due to the redistribution of incomes which 
it is G o v e r n m e n t policy to bring about. W h a t it does 
mean is that, since a large part of the taxes paid b y the rich 
comes out of what would otherwise have been saved, the 
Government, if it wishes only to redistribute consumption 
and not to reduce the aggregate level of national saving, 
must pass on to the poor only a part of what It collects 
from the rich, and must itself perform the saving which 
the rich would otherwise have done. T h e perpetuation 
of such a system, under which the Government provides 
perhaps 40 per cent or more of the savings of the country, 
will of course raise many new problems. Unless G o v e r n 
ment expenditure can be drastically curtailed, it will mean 
the indefinite continuation of very high rates of taxation. 
E v e r y effort should therefore be made to minimise their 
adverse effects on incentives to work and enterprise. One 
measure, which it is hoped will soon be less urgent as 
regards circulating assets, but will In any case remain 

F 
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important for fixed assets for many years to come, is a 
change in the method of calculating business profits for 
purposes of taxation. If business profits were calculated 
only after making the necessary provision for keeping both 
fixed and circulating assets physically intact, and if busi
nesses were induced to use the same methods in making 
up their own accounts, a far smaller proportion of apparent 
business profits would be absorbed in merely maintaining 
capital intact, a larger proportion would be available for 
extensions and improvements, and the Government's con
ventional Budget surplus could safely be correspondingly 
reduced. 

Another problem which will need to be solved is that 
of securing the investment of Government savings in the 
most urgent forms of capital investment. A large Budget 
surplus will provide a standing temptation for a Govern
ment to invest too much in its own capital projects, 
including those of nationalised industries, and to leave too 
little for private industry. In the rather unlikely event of 
its resisting this temptation, the Government would have 
no difficulty in making its savings available for private 
industry by paying off its own debts. Most people and 
institutions are holding a far higher proportion of their 
investments in the form of Government Securities than 
before the war, and would welcome an opportunity to 
increase the proportion of industrial securities. 

How long it will remain necessary for us to budget for 
so large an annual surplus it is impossible to say. But it 
seems likely that we are entering on a long period in which 
conditions will be the exact opposite of those which ruled 
in the 1930 ' s . It will be a period when investment require
ments will be high and private savings inadequate, so that 
the system can be kept in equilibrium only by means of 
large and persistent Budget surpluses, though no doubt it 
will be found desirable to vary these in size from time to 
time to meet changing circumstances. It is to be hoped 
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that we shall be able to adjust our ideas to conform 
with this new situation, even though it will mean that 
all classes will have to throw off many prejudices de
rived from the very different conditions of the decade 
before the war. 
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R E S T R I C T I O N • 

IN view of the important part rent restriction now plays 
in the economic systems of many countries, it is remark
able how little attention its economic aspects have attracted. 
Apart from the brief though admirable discussion in 
M r . Roy Harrod's Are These Hardships Necessary ? there is 
very little reference to the subject in recent British economic 
literature. It is quite understandable that politicians 
should have avoided the subject, for the emotions it arouses 
are too deep and too widespread to allow it to be discussed 
in public with both frankness and safety; but it is a little 
surprising that British economists, in the security of their 
studies, should have shown so little inclination to follow 
up the many interesting questions which the subject 
raises. 

In the following article, after an outline of the history of 
rent restriction and a glance at the legal difficuhies of its 
enforcement, I approach the subject mainly from two 
points of v iew: the inequity of its results as between 
individual tenants and individual landlords, and even 
more as between those with houses and those without; 
and its economic effects in discouraging the adequate 
maintenance of house property and in reducing the 
mobility of labour. I shall put forward suggestions for 
changes in the law which would, in my opinion, constitute 
a great improvement on the existing system from both 
points of view, however unlikely it may be that any Party 
would find it politically expedient to adopt them. 

' Originally published in Lloyds Bank Review, April 1950 
74 
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T h e history of rent restriction in England begins very 
nearly thirty-five years ago, with the passage of the Increase 
of Rent and Mortgage Interest {War Restrictions) A c t in 
December 1 9 1 5 . This A c t made it generally illegal for 
landlords of unfurnished houses, or parts of houses let as 
separate dwellings, of which either the rent charged in 
August 1 9 1 4 or the net rateable value did not exceed £ 3 5 
in London or £ 2 6 elsewhere, to charge rents higher than 
those charged in August 1 9 1 4 , except in so far as improve
ments had been made or the rates increased. It also 
prohibited the ejectment of a tenant from a controlled 
house, except for non-payment of rent or other closely 
defined cause, or the calling-in of mortgages on rent-
restricted property or the raising of interest rates on them. 
T h e general principles of this A c t have been maintained 
in all subsequent legislation. 

After the 1 9 1 4 - 1 8 W a r some concessions were made to 
help the landlord to meet the greatly increased cost of 
maintenance and repair. In 1 9 1 9 increases of 1 0 per cent, 
and in 1 9 2 0 of 40 per cent, were permitted in the 1 9 1 4 
" standard rent " , provided that the premises were kept 
" in a reasonable state of repair " . On the other hand, the 
scope of the Act was extended in 1 9 1 9 to cover all houses 
of which neither the standard rent nor the net rateable 
value exceeded £^0 in London and £^2 elsewhere, and in 
1 9 2 0 to £10^ in London and ^^78 elsewhere. T h u s all ex
cept the largest houses were made subject to control. A t 
the same time, the protection of the A c t was extended, not 
only to the "statutory tenant", but also to his widow or any 
relative who had been resident in his house for six months 
or more at the time of his death, though these in turn 
could not pass on their rights to yet another generation. 

In 1 9 2 3 , after the short but violent depression which 
ended the post-war boom, the first steps were taken 
towards the withdrawal of rent control. Under the A c t of 
that year, any house of which the landlord obtained vacant 
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possession, or of which the sitting tenant accepted a lease 
of two years or more, became automatically decontrolled. 
When, ten years later, the results of the 1 923 Act were 
reviewed, it was considered that, whereas the release of 
the larger houses had been proceeding too slowly, that 
of the smaller houses had been too fast. Under the Act of 
1 9 3 3 , therefore, controlled houses were divided into three 
groups. Those of which both the recoverable rent (stan
dard rent plus permitted increase) and the net rateable value 
were above £ 4 5 in London and £25 elsewhere were decon
trolled immediately ; those below these values, but with a 
net rateable value of £zo in London and £ 1 3 elsewhere, 
continued to become decontrolled as they fell vacant; and 
those with still lower rateable values ceased to be decon-
trollable. In 1 9 3 8 the second of these groups was in turn 
subdivided. T h e upper section, consisting of houses 
with net rateable values above £2S in London and £20 
elsewhere, was decontrolled at once, while the lower 
section became permanently controlled. 

T h u s in August 1939 all p r e - 1 9 1 4 houses with net 
rateable values above £^35 in London and £20 elsewhere 
had been excluded from control, together with a substantial 
though unknown number of smaller houses. T h e number 
of these decontrolled houses was estimated by the Ridley 
Committee in 1945 at 4-5 miUions. Also outside the control 
were some 4-5 million houses built since 1 9 1 9 , of which 
some 3 mjlhons were in private ownership and were mainly 
owner-occupied and 1-5 millions were owned by local 
authorities. T h u s out of a total of about 1 3 million houses 
and fiats, only about 4 millions, all with net rateable values 
not exceeding ^£35 in London and £20 elsewhere and 
almost entirely owned by private landlords, were still 
subject to control. T h e recoverable rents of these houses 
were usually from 20 per cent to 30 per cent lower than the 
uncontrolled rents of similar houses. 

On September ist, 1 9 3 9 , all dwelling-houses not 
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subject to the old control and with net rateable values of 
not more than £iOO in London and ^ 7 5 elsewhere were 
made subject to a new control, with standard rents fixed 
at the rents which were being paid on the date of the Act , 
or, if not let on that day, at the last previous rent paid. 
All new houses, or those never let before, were to have as 
their standard rents whatever was charged at their first 
bona fide unfurnished letting. This A c t is still in force, 
though it has been supplemented by the Furnished 
Houses (Rent Control) A c t of 1946 , which established 
Rent Tribunals to review rents of furnished accommoda
tion, and by the Landlord and Tenant (Rent Control) 
Act of 1949 , which gave to these same tribunals power to 
fix the rents of unfurnished houses let for the first time. 
T h e recommendation of the Ridley Committee, that Rent 
Tribunals should have the power to adjust in either 
direction anomalies in the existing standard rents of 
controlled houses, has never been adopted. N o attempt 
has so far been made to control the prices at which houses 
may be sold. 

T h e results of this long series of Rent Restriction Acts 
cannot be regarded with satisfaction from any point of 
view. It has long been realised that they have serious 
legal difliculties. Apart ahogether from the question of 
evasion, and even after the immense case-law developed 
by thirty years of litigation, the legal position in any 
particular case is often still obscure. What exactly is part 
of a house let as a separate dwelling ? Just how many 
acres of land must go with a house to make it a farm and 
therefore outside the scope of the Acts ? Just how much 
furniture is needed to constitute a furnished house ? Does 
a man automatically convert his office into a dwelling-
house by keeping a camp-bed in it, and if not, how fre
quently must he sleep there to bring it within the Acts ? 
Would an owner, with an invalid wife and three young 
children, who wishes to obtain occupation of his own 
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house, suffer more hardship if his request were refused 
than the tenant, with only one child but a bedridden 
mother-in-law, would suffer if it were granted ? T h e s e 
are a very small sample of the thousands of cases decided 
yearly in the courts. A p a r t from such questions, it is 
often a matter of great difficulty to discover what is the 
standard rent of any particular house, especially if it has 
been owner-occupied for any considerable time. I f a 
house was last let in 1 8 1 5 , then the rent paid at the time 
of the battle of Waterloo Js the standard rent to-day. 

If the Rent Restriction Acts are a lawyer's nightmare, 
they offend at least as much against the ordinary standards 
of equity. Of three identical houses in the same road, one 
may be let at ten shillings a week under the old control, 
the second at fifteen under the new control, while the 
rent of the third, let for the first time since the war, may 
be twenty-five shillings or more. T h e r e is no guarantee 
that the poorest tenant rents the cheapest house, or that 
the poorest landlord owns the dearest one. Indeed, the 
landlord of the cheapest house m a y well be poorer than 
his tenant, for before 1914 small house property w a s a 
favourite inedium for the investment of small savings. 

But the inequity of the present system as between 
tenant and tenant, or between tenant and landlord, fades 
into insignificance as compared with the inequity as 
between those who are lucky enough to have rent-restricted 
houses and those w h o have no houses at all. It is an 
economic truism that the fixing of maximum prices 
without the imposition of rationing normally results in 
part of the demand at the fixed price going unsatisfied. 
E v e n if the maximum rents fixed were completely consistent 
as between themselves, this difficulty would remain. 
Since 1 9 3 9 money earnings and most prices have approxi
mately doubled; controlled rents (apart from increases 
in rates) have not risen at all. T h u s in real terms the 
rents of some 8^ millions out of the 1 3 million pre-war 
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houses have been approximately halved. Is it to be w o n 
dered that the demand for houses to let at controlled rents 
is enormously in excess of the supply ? Is it surprising 
that rent-restricted houses are used less economically 
than they would have been if rents had risen in proportion 
with other prices and incomes, and that an unsatisfied 
demand is squeezed out, to be concentrated on the other 
sectors of the market •— local authorities' houses, fur
nished accommodation, and houses available for purchase 
with vacant possession ? 

Of the sectors not covered by the Rent Restriction 
Acts , rents of local authorities' pre-war houses, though 
frequently higher than before the war, are in general held 
at a level far below that necessary to equate supply and 
d e m a n d ; while rents of their new houses, though higher 
than those of their older ones, even allowing for improved 
amenities, are held by subsidies at a level far below their 
current market values. T h u s a great unsatisfied demand 
is concentrated on the two remaining sectors, pushing 
prices there far above what they would have been if prices 
in all sectors had been allowed to find their market level. 
Sometimes tenants of furnished rooms (often in rent-
restricted houses) will venture to bring cases of unusually 
high rents to the notice of the Rent Tribunals set up imder 
the Furnished Houses A c t , even though the tribunals 
cannot give security of tenure for more than a few months 
at a time. B u t such controls, even if successful, cannot 
provide accommodation where it does not exist ; and even 
if they could be universally enforced, their only result 
would be to reduce the supply and expand the demand for 
furnished rooms until there remained, for those left over 
who were unable to provide the deposit on a purchased 
house, the choice only between the hospitality of relatives 
and the hardly warmer welcome of a public institution. 

T h e r e remains only one sector of the market where no 
attempt has yet been made to control prices — the market 
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in houses for sale. In spite of the fact that the demand 
here is limited to those able to provide at least the minimum 
deposit, prices for houses with vacant possession, especially 
for the smaller houses, have been forced up to a level far 
above that of most other prices. It is difficult to generalise 
the increase in bouse prices since 1 9 3 9 , but perhaps it 
would not be far from the truth to say that in many parts 
of the country small houses are costing from three to four 
times, and larger houses from two to three times, what 
they would have cost before the war. Only for the largest 
houses, unsuitable for conversion into commercial premises 
and requiring more service to run than is within the power 
of most post-tax incomes to command, is the rise in prices 
not abnormal. T h e rise in the price of small houses 
cannot, however, be taken as an indication of the rise in 
rents which would ensue if rent restriction were with
drawn ; for much of it is due to the concentration upon the 
only completely free sector of the market of the excess 
demand created by the artificially low rents ruling in at 
least two of the other sectors. T h e repeal of rent restric
tion would almost certainly be followed by a sharp drop 
in the prices of at least the smaller houses offered for sale 
with vacant possession. 

T h e economic aspects of rent restriction reveal dis
advantages at least comparable with those of its legal and 
equitable aspects. T h e y are mainly two — the impairment 
of the landlords' ability and incentive to maintain premises 
in good condition, and the impediments which the Acts 
place in the way of the mobility of labour. 

A s regards the first of these, it is common ground that 
the cost of maintaining and repairing houses has risen 
very greatly since before the war, probably more than 
twice everywhere, and in some areas three times or more. 
A t these prices, many landlords are unable to pay for 
adequate repairs out of the controlled rents and leave 
themselves any income at all, while others, especially 
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owners of older property unsuitable for owner-occupancy, 
find that it pays them better to collect what income they 
can until their property becomes actually uninhabitable 
than to spend money on repairs which will never yield a 
reasonable return on the expenditure. T h e probability 
that property will be treated in this way is increased by 
the tendency of the better landlords, faced with the choice 
between running their property at a loss and allowing it 
to decay, to sell it for what it will fetch to those who are 
less scrupulous in their methods of management. T h u s 
much property is being allowed to degenerate into slums, 
or at best maintained at a level much below that which is 
economically desirable and which it would have paid 
landlords to achieve if rents had been allowed to find their 
market level. For the ultimate results of this poHcy we 
have only to look across the English Chaimel, where the 
degree of inflation has been greater than here and the gap 
between controlled rents and those which would enable 
property to be kept in good repair is even wider. 

T h e second of the economic disadvantages of rent 
restriction, at least in the short run, is probably even more 
serious than the first. Rent restriction involves what is in 
efl'ect a tax on the landlord and a subsidy to the tenant. 
But it is a subsidy which the tenant receives only so long 
as he stays in his existing house. Should he leave it for 
any reason, he is deprived, not only of his subsidy, but also 
of his right to rent another house even at the full market 
price. If he happens to live in a council house it may be 
possible for him, by arrangement with the local authority, 
to exchange houses with someone else in the same district, 
or even to be allotted a new house on surrendering his old 
one. But if he lives in a privately-owned house, or if he 
wishes to move outside his district, his chance of renting 
another within a reasonable time is small unless he either 
has access to some special favour or is prepared to break 
the law by ofl^ering some consideration in addition to the 
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controlled rent. Otherwise he will have to make do with 
furnished lodgings until first he qualifies to be regarded 
as a resident and then his name has slowly climbed to the 
top of the local authority's housing list. It is little wonder 
that the much-needed increase in the mobility of labour 
is so difficult to achieve. 

If, however, a tenant inhabits a privately-owned house 
suitable for owner-occupancy, there are ways in which he 
may be able to retain at least part of the benefit of his rent 
subsidy after leaving his present house. S o long as he 
remains a statutory tenant, the selling value of his present 
house is probably a good many hundred pounds less than 
it would be if the landlord were able to offer it with vacant 
possession. It may sometimes be possible for the tenant 
to obtain a share of this margin between the " sitting 
tenant " and the " vacant possession " values of his house, 
either b y agreeing to leave in exchange for a cash payment, 
or b y buying his house for something more than its " sitting 
tenant " value and subsequently re-selling it for its full 
market value with vacant possession. H o w much of the 
margin he will be able to secure for himself, and how m u c h 
he will have to leave for his landlord, will depend on their 
relative bargaining p o w e r s ; the tenant will no doubt do 
his best to conceal his desire to leave until the bargain has 
been completed. If in either of these ways he can make a 
substantial profit, he can use this to pay part of the purchase 
price of a house in the district to which he wishes to move, 
borrowing the remainder from a building society or other 
source. 

It should be noted that every time this sort of trans
action occurs a house is permanently transferred from the 
letting market to the selling market. T h e same is true 
whenever a house falls vacant on the death of a tenant; 
for it will usually pay the landlord to sell it to an owner-
occupier rather than re-let it at the controlled rent. T h u s , 
despite the delay due to the right of a resident wife or 
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relative to succeed to the tenancy for one further lifetime, 
it seems probable that the indefinite continuation of the 
present system will result in the gradual withdrawal from 
the letting market of all privately-owned houses suitable 
for owner-occupancy. T h e demand for houses to let will 
therefore become increasingly concentrated on the new 
houses built by pubhc authorities. T h e satisfaction of 
this demand, at subsidised rents, would require not only 
a long-continued diversion to housing of resources urgently 
needed in other fields, but also a continually mounting 
annual charge on the Exchequer and local governments for 
subsidies. T h i s cost, for pre-war and post-war houses, is 
already in the neighbourhood of ;^40 millions a year (in 
addition to the subsidies on temporary houses) and is 
rising by something like £ ^ millions a year. 

While, however, it is easy enough to see the defects, 
legal, social, and economic, of the system of rent restric
tion into which the country has been allowed to drift, it is 
much less easy to suggest an acceptable remedy. T h e 
mere repeal of the existing Acts, though a solution of the 
economic difficulties and in the long run likely to prove 
highly beneficial to the country as a whole, would in the 
short run frustrate many justifiable expectations, and bring 
about a sudden redistribution of incomes which the 
electorate would certainly not desire nor the individuals 
affected in many cases deserve. While some of the land
lords who would benefit from repeal have no doubt suffered 
unjustly as compared with receivers of income from other 
types of property, there are others, such as the recent 
purchasers of rent-restricted property at the " s i t t i n g 
tenant '* price, who would make large windfall profits ; 
and on the other side, while many tenants could no doubt 
afford to pay higher rents without real difficulty, others, 
especially those with children or living on small pensions, 
would suffer the most serious hardship. Simple repeal 
would therefore give rise to so many hard cases and 
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obvious injustices that it would offend against the prin
ciples of equity almost as much as do the existing Acts, 
and against the public sense of equity probably far more. 

Various suggestions have been made which, while 
maintaining the Rent Restriction Acts in force, would 
mitigate some part of their ill effects. T h e Ridley Com
mittee Report of 1945 (Cmd. 6 6 2 1 ) , among recommenda
tions for minor improvements in the working of the 
system, made three suggestions on points of substance. 
T h e first of these was that the various Acts should be 
consolidated and their legal anomahes cleared up ; the 
second was that Rent Tribunals should be set up to 
overhaul the whole system of standard rents and remove 
their inconsistencies with each other; and the third was 
that after three years a committee should be appointed to 
report on the cost of house repairs, with a view to a possible 
increase in the level of permitted rents. None of these 
recommendations touches the central problems, and, apart 
from the power given to Rent Tribunals to review post - 1939 
rentals, none has been acted upon. 

T h e recommendations of a report published in Novem
ber 1949 by P.E.P. come rather nearer to deaUng with the 
real difficulties. T h e report looks, not too hopefully, to 
the Local Government A c t of 1948 , with its programme 
for reassessing rateable values on a consistent basis 
throughout the country by 1 9 5 3 , to provide a means of 
carrj^ing out the Ridley Committee's recommendation for 
the elimination of inconsistencies between restricted rents ; 
and it urges some relief to landlords, by means of increased 
rents and/or special tax allowances, to provide the means 
of carrying out repairs. This last recommendation would 
do something to prevent large stretches of low-rented 
premises from degenerating into slums, while the first 
would help to remove the inequity as between one tenant 
of a controlled house and another. But neither would do 
anything towards solving the problem either of the inequity 
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between those with houses and those without or of the 
immobihty of labour. 

Various suggestions have been made to deal with the 
problem of immobility. It might, for instance, be possible 
to make people more mobile by giving to anyone who 
surrendered the tenancy of a house priority for a new 
tenancy, whether in his own district or elsewhere. Such a 
measure, however, would encounter insuperable political 
difficulties ; for to give a new-comer in the district priority 
over existing inhabitants, some of whom had waited 
perhaps for years, would reveal far too plainly the injustice 
of the present system towards those who are not lucky 
enough to have a house. N o solution which does not make 
a serious attempt to deal with this injustice either has or 
ought to have any chance of acceptance. 

A similar objection can be made to the otherwise most 
valuable suggestions made by M r . Roy Harrod in his book 
Are These Hardships Necessary ? M r . Harrod suggests that 
the Acts should be repealed and rents be allowed to rise 
to their full market level, but that for a period of ten years 
the landlord should be taxed the whole of the increase and 
the proceeds handed back to the tenant, who would receive 
them whether he stayed in that house or not. A t the end 
of the ten years " some readjustment of wages or taxes 
could be made, so as to avoid any transfer of income from 
the poor to the rich that the abolition of the old system 
might entail This scheme would clearly have great 
advantages over the present system. So long as the tenant 
stayed in his existing house, his extra rent would be exactly 
equalled by his extra income, and he would be neither 
better nor worse off than before. But he would now have 
the choice between spending the whole of his new allow
ance on the increased rent and moving to a cheaper house, 
thus freeing part of his new allowance for spending on 
other things. Further, since rents of other houses would 
be at their full market level, he would be able to find 
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another house, at a rent, no doubt, higher than its previous 
controlled level, but lower than the new rent of his existing 
house. T h e tenants most likelv to move in this way would 
probably be elderly people, who are at present both enabled 
by the low rents they are paying and compelled by the 
difficulty of finding other accommodation to stay on in a 
house too large for them now that their children have 
grown up and left h o m e ; but no doubt there are many 
other people who would find that they preferred to spend 
some part of their increased money incomes in other ways 
and would move to smaller and cheaper premises. T h u s the 
demand for house-room, now artificially stimulated by the 
reduction in real rents, would fall to a normal market level, 
and the unfortunates w h o compose the surplus demand, 
now squeezed out of the market, would be able to get a 
house. N o existing tenant would be worse off if he stayed, 
and since any move he made would be voluntary, he would 
move only if he thought that he was thereby making himself 
better off. 

While M r . Harrod's scheme would do much to remedy 
the disadvantages of the present system, and would largely 
solve the problem of mobility, it has three serious deficien
cies. T h e first of these is that it does nothing, for at least 
ten years, to make the landlord better able to provide for 
the increased cost of repairs; for the heavy tax would be 
just as efficient a promoter of slums as the present restric
tion on rents. Secondly, it perpetuates the random dis
tribution of the subsidy between tenants, regardless of 
their means, so that a tenant ivith a larger income or 
smaller responsibilities might well receive a larger grant 
than one poorer or more burdened. 

Most serious of all is the difficulty that, while the 
injustice to the man without a house would in fact be some
what reduced by making it possible for him to get one at 
the full market rent, M r . Harrod's scheme would make 
the remaining inequity explicit and therefore less acceptable 
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to public opinion than the even greater inequity implicit 
in the existing system. W e have only to think of the feelings 
of a man who is on the point of getting a house, for which 
perhaps he has been waiting for years, at a controlled or 
subsidised rent and w h o suddenly learns that its rent has 
risen by fifty or a hundred per cent. H e will receive no 
compensation for the rise in rent of a house he has never 
inhabited, while his next-door neighbour, who got his 
house perhaps a month ago, will receive an allowance which 
is not only sufficient to cover the rise in his present rent 
but which he will retain in full if he moves into a cheaper 
house. T h e resentment against treatment so obviously 
unfair would certainly prevent M r . Harrod 's scheme from 
being put into force as it stands. 

A n y scheme, to be logically defensible, must endeavour 
to deal with the difficulties which Mr. Harrod's scheme 
ignores, as well as with those which it resolves. Landlords 
must be given a sufficient share of the increases in rent to 
enable them to maintain their premises in repair, and the 
benefits of the amounts collected in tax must be shared, 
not only by existing tenants, but also by those w h o are 
without permanent accommodation. 

T o meet these points w o u l d involve t w o substantial 
departures from M r . Harrod's scheme. In the first place, 
the landlord, instead of passing on the whole of the addi
tional tax collected, would be allowed to retain, say, 25 per 
cent of the addition as provision for repairs, provided that 
the premises were in fact kept in a condition satisfactory 
to the local authorities. T h e second difference would be 
that, instead of using the proceeds of the tax to subsidise 
only existing tenants, the Treasury would use part of it to 
supplement incomes in accordance with need, by increasing 
children's allowances, old age and other pensions, and so 
forth, and the remainder to reduce the general level of 
taxation. T h e y would thus increase all net incomes, but 
especially those of people least able to pay the increased 

G 
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rents. It might very well happen that the incomes of 
people with large families of children would be increased 
by more than the increase in the rents of their existing 
houses, so that they would be able to afford to move into 
the larger houses vacated by people without families now 
finding it advantageous to move into smaller ones. 

There is one further measure that would be needed to 
make this suggested scheme complete. Since all members 
of the population would benefit, in greater or less degree, 
from the increased allowances and reduced taxation, to 
impose the landlords' tax only on the owners of rented 
houses would mean subsidising owner-occupiers at the 
expense of tenants. Owner-occupiers would therefore 
also have to be made liable for landlords' tax on their own 
houses to provide the means of financing the benefits 
which they, as a class, would receive from higher allowances 
and lower taxes. One of the major practical difficulties of 
the scheme would be to assess the tax on owner-occupiers 
in such a way that it would be both fair as between different 
owner-occupiers and would yield an amount sufficient to 
finance the benefits which they collectively would enjoy. 
T h i s task of assessment would be considerably eased after 
1 9 5 3 , on the completion of the reassessment, on a more 
consistent basis, of rateable values throughout the country. 

T h e amount of revenue which the Treasury might 
expect to receive from the landlords' tax cannot be estimated 
with any degree of accuracy. It is, however, possible to 
make a guess at the order of magnitude involved. If rents 
of controlled houses were allowed to rise to levels which 
effectively equated supply and demand, the average increase 
per privately-owned house let at controlled rents would 
hardly be less than los. per week. On 8^ million houses 
this would yield about ^^220 millions a year, of which 
j^55 millions would remain with the landlord and £165 
millions be passed on to the Treasury. If owner-occupiers 
paid a corresponding tax at the same average rate of 
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7s . 6d. a week, this, on 3 milUon houses, would yield a 
further ^ 6 0 millions a year. 

T h e saving on subsidies on local authorities' houses 
would also be substantial. It is true that, even at full 
market rates, post-war temporary houses would have to be 
let at rents which would not cover more than a fraction of 
their present subsidies, which (on the basis of a ten-year 
life) amount to some £21 millions a year on 1 57 ,000 houses, 
or about £z : los. per house per week. T h e same might 
well be true, to a smaller degree, for the post-war per
manent houses built by local authorities, on which the 
present subsidies are about millions on less than 

700,000 houses, or about 1 3 s . per house per week. On the 
other hand, the raising to the full market level of rents on 
the nearly millions of pre-war council houses would 
certainly yield more than the present subsidies of 5^17 
millions, or about 4s. gd. per house per week. Further, 
the local authorities would save the whole of the increase 
in rents and not merely 75 per cent of it. While therefore 
the rents of local authorities' houses, which are now on the 
whole higher than those of privately-owned houses, would 
rise less if they were let at full market price, the net gain 
to the authorities mi^hx be of about the same magnitude, 
or about 7s . 6d. per house per week, except perhaps where 
the class of tenants permitted to occupy certain houses 
was narrowly restricted, as in some slum-clearance schemes. 
On the 2 ^ millions of local authorities' houses, this saving 
on subsidies would yield about £ 4 5 millions a year out of 
the present j^6i miUions. H o w this saving was shared 
between centra! and local governments would not be of 
great importance, for the only question would be whether 
the benefit was passed back to the public in reduced rates 
or reduced taxes. If, however, we assume that the local 
authorities retained sufficient to free them altogether of 
their share of the subsidies — perhaps ^ 2 0 millions — this 
might leave something like £2$ millions a year as the gain 
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to the central government. T h u s the total yield to the 
central government from landlords' tax and subsidy savings 
might be something like ^^^50 millions a year. I f it were 
considered expedient to continue to build local authorities' 
houses in the present quantities at costs which could not be 
covered by full market rents, the remaining cost of sub
sidies, estimated at about £16 millions a year, would begin 
to rise again, but only at the rate of some £2 millions a 
year as compared with the present rate of increase of about 
£ ^ millions a year. 

T h e proposals here put forward seem on the whole to 
conform fairly well to the three criteria enunciated above — 
administrative convenience, equity as between persons and 
classes, and economic desirability. T o calculate the tax 
payable on a rented house, only two factors would need to 
be known — the rent paid on the date on which the new 
regulations came into force and the rent paid in the current 
year. T h e whole of the elaborate legal framework of the 
existing Rent Restriction A c t s would fall away. 

T a x on owner-occupied houses would presumably have 
to be based on rateable values. Until the results of the 
new valuations under the Local Government A c t of 1 9 4 8 
were available, this would lead to some inequities as 
between one owner-occupier and another, but these would 
presumably be temporary. Landlords would continue to 
be treated more harshly than owners of other types of 
property, though less harshly than at present. In due 
course the tax would no doubt come to be regarded as 
most unjust and high in order of priority for reduction 
whenever the budgetary situation permitted. Pressure for 
its reduction would be all the more effective because the 
tax would also be paid by owner-occupiers, though these, 
unlike the landlords, would, as a class, be receiving com
mensurate benefits in other ways. F o r existing tenants as 
a whole the aggregate cost of increased rents would be 
greater than the aggregate benefits received, both as a 
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result of the deduction to meet the increased cost of 
repairs and because the remaining benefits would have 
to be shared with those without houses; but the benefits 
would be distributed in such a way as to prevent cases of 
serious hardship, while some, especially those with large 
families, might be better off. Those without houses would 
receive a double relief of the injustice they are now suffer
ing : they would be able to find houses to let, and their 
increased allowances and lower taxes would give them 
help towards paying the full market rents. 

T h e economic advantages of the change would include 
not only the restoration of mobility but also an increase in 
the supply of the sizes of houses and flats most in demand. 
A s people in houses too large for them tried to economise 
by moving into smaller premises, rents of the larger houses 
would fall relatively to those of the smaller ones. T h i s 
would not only make it easier for people with large families 
to occupy the larger premises, but would make it more 
profitable to convert the larger houses, with relatively lower 
rents and therefore relatively lower landlords' taxes, into 
maisonettes or flats for small families. T h u s the number 
of dwellings available for letting would be increased at a 
fraction of the cost of building new houses. T h e tax on 
such converted premises would continue to be paid at the 
rate appropriate to the whole house before conversion. 

Whether such a scheme, however logically satisfactory, 
would ever be acceptable to the electorate of this country, 
or whether, even if accepted, it would meet with suflicient 
co-operation from tenants and landlords to render it work
able, is open to considerable doubt. A large number, 
perhaps a majority, of tenants would be called upon to 
surrender in favour of other groups in the community 
some part of the rent subsidy they now in effect enjoy, and 
it may well be that the habit of regarding money rents as 
fixed whatever the fall in the purchasing power of money is 
too ingrained to be altered by a change in the law, however 
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desirable in the interests of the community as a whole. 
It is not unlikely that, even if such a measure could be 
passed into law, many landlords would be deterred by 
fears of trouble from raising their rents, at any rate to 
existing tenants. In this case, the Treasury would receive 
less revenue and would be able to pass on smaller benefits 
to taxpayers. T h u s tenants paying full market rents 
would receive less than appropriate compensation, espe
cially as the failure of some rents to rise would raise the 
market rents of the remainder; owner-occupiers would 
suffer a similar injustice. Mobility would also be less than 
fully restored, for those with complaisant landlords would 
be reluctant to move. N o doubt in course of time rents 
would gradually become adjusted to their new level, but 
the injustice suffered in the meantime might well discredit 
the whole scheme. T o meet this danger it might be neces
sary to compel landlords to raise their rents by assessing 
them on the basis of estimated market rents, but this 
would be an undesirable complication. 

If the abolition of rent restriction could be made to 
coincide with a general reduction in taxation, its path could 
be made much easier. A n additional £100 millions or so 
would enable allowances to landlords for repairs and to 
those without houses to be given without reducing allow
ances to existing tenants as a class below the level required 
to meet the whole of their increases in rent. In this case 
it might be expedient to return to an adaptation of 
M r . Harrod's scheme. It is true that this would per
petuate the inevitably inequitable distribution of the rent 
subsidies now received by tenants. It is also true that 
difficulties would arise in fixing the rent grants given to 
persons without houses ; for if the grant were to be deter
mined by the increase over the standard rent of the first 
house subsequently occupied, it would create a fictitiously 
expanded demand for the houses with the largest increases, 
which would drive their rents still higher. After a decent 
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interval the new tenant could move to cheaper premises, 
taking his inflated grant with him, and leave the house free 
for the temporary occupation of a similar tenant. Allow
ances to those without houses would therefore have to be 
determined on some other basis, either in relation to need 
or on some kind of flat rate. Nevertheless, in spite of these 
objections, such a scheme would represent so great an 
improvement on the present system that if its chances of 
acceptance were better than those of a theoretically more 
perfect scheme it would be foolish to let them slip. 

If neither of the schemes suggested is regarded as 
politically practicable, the simplest alternative would be 
to return to the methods of the Act of 1 9 2 3 . These would 
include some immediate increase in rent for landlords who 
kept their premises in adequate repair, and the release from 
control of any premises which fell vacant. As a statutory 
tenancy can be inherited only once, it then should not take 
more than two generations to rid ourselves of the disastrous 
incubus of the Rent Restriction Acts. 
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O F I N T E R N A T I O N A L P A Y M E N T S ' 

THE following observations are based largely on the 
writer's personal experience in South Africa during a period 
when that country was undergoing violent fluctuations in 
her balance of international payments. T h i s experience 
has led to the belief that, in such a country as South Africa, 
the process of adjusting an adverse balance of payments 
differs appreciably from that in such a country as Great 
Britain. I t should be emphasised that attention is here 
concentrated upon the process of adjustment, and that 
little or no attempt is made to touch upon its effects. T h e 
discussion is mainly concerned with quite short-term 
problems, and supplements rather than amends the work 
on long-term problems, such as the effects of given changes 
upon commodity or factor terms of trade, to which the 
attention of investigators has hitherto been largely devoted. 
T h e time scale used here must be measured in months, 
or even weeks, rather than in years. Nevertheless, it is 
hoped that the suggestions here advanced may provide 
some addition to the equipment of those who are investi
gating the more important long-term problems ; while on 
the immediately practical side it is hoped to develop this 
method of approach in such a way as to facilitate the 
making, in certain conditions and for certain geographical 
areas, of rather more reliable short-term forecasts of business 
prospects. 

' Originally published in Ecanomica, November 1936. 
94 
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Strictly speaking, every receipts and payments account, 
whether it be the account of a single individual or firm, 
or the collective account of many individuals and firms, 
invariably balances; for every pound that has been paid 
out has been obtained from somewhere. Nevertheless, it 
is in accordance with the normal use of terms to say of a 
man whose money reserves have become depleted during 
the course of a year that his money payments have exceeded 
his money receipts — that he has, if w e care to use the 
term, " an adverse balance of payments " . T h i s adverse 
balance is, of course, not necessarily inconsistent with an 
excess of income over expenditure for the same year and 
with an improving financial position, for the decrease in 
his money reserves may be equal to only a part of the debts 
he has paid off or of the new investments he has made 
during the year. A t the same time, it will, generally speak
ing, indicate some reductions in the liquidity of his 
position, of which one possible cause may h a v e been an 
excess of expenditure over income. 

In a country where the great bulk of the money reserves 
of the inhabitants is kept in the form of bank deposits, 
any excess of an individual's money payments over money 
receipts is likely to be reflected mainly in a change in the 
size of his bank balance, for the total of the cheques he 
draws during the period exceeds that of the deposits which 
he makes, and his credit balance is thereby reduced or 
converted into a debit balance, or his debit balance is 
increased. 

W h a t is true of one individual is equally true of a group 
of individuals inhabiting any given district. If during any 
period the aggregate amount of the cheques they have 
drawn exceeds the aggregate value of the amounts they 
have deposited, it would be possible to say that, as a group, 
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their money payments have exceeded their money receipts, 
and that collectively they have " an adverse balance of 
payments If the group consists of all the customers of 
a local bank, this excess of payments will be reflected in 
this bank's accounts by a fall in its total deposits and/or 
a rise in its total advances. A n y disturbance of the equi
librium of the balance of payments of any given district is 
thus, in a cheque-using community, primarily a banking 
phenomenon. T h e purpose of this article is to discuss, 
under various conditions, the reactions of the banks to 
this change in their position, and the effects of such 
reactions. 

It is at once obvious that very different amounts of 
attention are given to the question of the balance of pay
ments in different geographical areas. N o one, for instance, 
seems to take any interest in the balance of payments of 
Devonshire, while, on the other hand, a good deal of interest 
is taken in the balance of payments of the United Kingdom 
or Australia. W h y is it that the inter-regional balance of 
payments is regarded as important in one case and un
important in the other ? 

T h e first difference seems to be that the banks in 
Devonshire are merely branches of large banks whose 
activities extend over a much wider area. Any excess of 
withdrawals from Devonshire branches will therefore 
probably be balanced b y an excess of deposits in other 
branches of the same banks. T h e only case where this 
does not hold good is when there is an excess of withdrawals 
from the system as a whole, due either to an increase in 
the public's holdings of currency or to a net transfer of 
funds to outside the system altogether. Apart from this, 
the chief effect of Devonshire's adverse balance is an 
increase in the indebtedness of Devonshire branches to 
other branches of the same banks, or a decrease in the 
indebtedness of other branches to Devonshire branches. 
Since banks, generally speaking, have no objection to any 
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amount of inter-branch indebtedness, provided that their 
total figures for all branches are unaltered and that all 
advances made are sound, they need take no action to 
check this process. Indeed, it is well known that certain 
areas, especially residential areas, habitually lend large 
amounts to industrial areas through the medium of the 
banks. 

If, however, the banks in Devonshire, instead of being 
branches of large banks, had been independent banks, or 
even if some of them had been doing a more important 
share of the banking business of Devonshire than of the 
rest of the country, Devonshire's adverse balance of pay
ments would have been reflected in a change in inter-bank 
indebtedness and not merely in inter-branch indebtedness. 
Such inter-bank debts, whether in the form of deposits, 
advances, or re-discounts, would hardly be likely to be 
allowed to rise to anything like the level customary for 
inter-branch debts, and unless the movement in due course 
came to an end of its own accord (for reasons which will 
be discussed later) the Devonshire banks would sooner or 
later be obliged to take steps to adjust the position. 

T h e time within which such measures would be thought 
necessary would probably be greatly shortened if there 
were also present a second difference which usually exists 
between national and other regional areas — the difference 
of currencies. T h e importance of this difference depends 
mainly on the degree of possibility of any substantial altera
tion of the rates of exchange; but if there is even a fairly 
remote chance of exchange fluctuations, no bank can see 
with equanimity any large margin between its assets and 
liabilities in each separate currency. This consideration 
precludes any considerable amount of inter-bank indebted
ness not balanced by other assets or liabilities in the same 
currencies. It would even preclude the existence of large 
debts between branches of the same bank operating in two 
separate currency areas. 
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I I 

T h e immediate effect on the banks in any country of 
the development of an adverse balance of payments is that 
there takes place a fall in their local deposits or a rise in 
their local advances, or both. This rise in local assets 
(other than cash) and/or fall in local liabilities have their 
counterpart in a depletion of the banking system's reserves 
of gold and/or of externa! liquid assets, or, less commonly, 
in a rise in external liabilities. T o the banks, therefore, 
the problem presents itself as a need of restoring the 
customary ratio of cash and foreign exchange reserves to 
deposits, or, which is another way of viewing the same 
thing, of reducing local assets (other than cash) to their 
customary ratio to local liabilities. If they are forced to 
take action, this Is, therefore, in the direction of reducmg 
the total of local advances and/or security holdings. 

T h e exact methods used to attain this end will depend 
partly on local custom and organisation, partly on the 
form in which the adverse balance Is reflected in the bank 
statements, and partly on the urgency of the necessary 

T h e third important difference between national and 
other geographical areas is the existence of different political 
controls. This factor is of importance rather for its in
fluence on the type of action likely to be taken to restore 
the balance of international payments than for determining 
whether or no some sort of action needs to be taken. If 
there is a separate Government, there is a considerable 
probability that the action taken to restore equilibrium will 
be of a non-banking character, and that one or more of the 
familiar expedients of exchange depreciation or devalua
tion, restrictions of imports or exchanges, repudiation of 
foreign debts, and so forth, will be resorted to in order to 
evade the necessity for banking action. In this article the 
effects of such measures are not discussed. 
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adjustment. T h e best w a y of ensuring that the reduced 
volume of advances was available to those who needed 
them most would be for the banks to raise interest rates 
equally on all advances, new and old, until the repayments 
of loans by old borrowers and the reduced demands of new 
sufficed to reduce the total of advances and to restore 
equilibrium by the means and after the delays which will 
be discussed later. 

In some countries, however, a general rise in interest 
rates usually plays only a part, often a minor one, in bring
ing about this adjustment. Instead, advances are arbitrarily 
refused or reduced to particular classes of borrowers, and 
especially to the whole class of new borrowers. W h e r e 
the movement is reflected mainly in an increased demand 
for advances, the restriction of new advances may be 
sufficient in itself. W h e r e the movement takes the form 
of a fall in deposits, an actual reduction in advances may 
be necessary. E v e n in this case, since a proportion of the 
advances will normally be paid off each week in the normal 
course of business, a rigorous restriction of new advances 
will cause the total of advances to fall steadily. Only in 
extreme cases, where the total of deposits is falling rapidly, 
will it be necessary to call up existing advances before their 
normal date of expiration, or to insist on reductions when 
they come to be renewed. In this case, when the banks' 
need to adjust their position is urgent, the advances called 
up are likely to be those which can be repaid in a hurry, 
that is to say, the safest and best secured, which in normal 
times the banks would be best pleased to continue. T h e s e 
measures are tantamount to very large discriminating in
creases in the rate of interest, for some of those w h o are 
refused advances will be obliged to attempt to borrow 
elsewhere at high rates, while advances not called up con
tinue to pay the old rates. 

It may be that, in order to avoid calling u p advances, 
the banks will realise securities. Such action will have a 
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similar effect of depressing security prices, raising long-
term interest rates, and probably causing an increased 
demand for bank advances which must be refused. A t 
the same time, by reducing the market value of securities 
deposited as cover for existing advances, it will cause the 
banks to reduce certain overdraft limits. T h u s the effect 
is again that of a rise in bank interest rates, either dis
criminating or general. In any case, the effect of the banks' 
reactions to the adverse balance of payments is a rise in 
interest rates outside the banks. 

Hitherto the case considered has been that of a banking 
system without a central bank. T h e inclusion of the latter 
complicates but does not fundamentally alter the position. 
Instead of the commercial banks holding the whole of the 
system's reserves of gold and foreign exchange themselves, 
they hold their cash reserves in the form mainly of notes 
of, and balances with, the central bank, which in turn holds 
much of the whole system's reserves of gold and foreign 
exchange. When an adverse balance develops, it first 
causes a fall in the public's deposits with, or a rise in their 
advances from, the commercial banks, and at the same 
time either a fall in these banks' own reserves of gold or 
foreign exchange, or a fall in their holdings of the notes 
or balances of the central bank, accompanied by a fall in 
the central bank's holdings of gold or foreign exchange. 
If the whole system wishes to return to its old ratios, both 
the central and the commercial banks must reduce their 
local non-cash assets until the position is restored. If, 
however, the central bank so desires, it can increase its 
local non-cash assets by purchases of local bills or securities 
at existing prices from the Government, the commercial 
banks, or their customers, thus restoring the commercial 
banks' balances with the central bank, removing the pressure 
on the commercial banks, and preventing any tendency for 
interest rates to rise in order to restore equilibrium. In 
this case, unless the movement soon comes to an end of its 
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own accord, the central bank's reserves will be increasingly 
depleted until it may become too late to restore equilibrium 
by banking measures. 

Ill 
In discussing the need for, and the effects of, a rise in 

interest rates in order to maintain a particular existing 
exchange standard, it is necessary to take into account 
three main questions. First, has the balance of payments 
a tendency to return to equilibrium of its own accord 
without a rise in interest rates, or will it, if present 
interest rates are maintained, tend to get progressively 
further and further out of equilibrium ? Secondly, if 
there is a tendency to return to equilibrium, either spon
taneously or in consequence of a given rise in interest 
rates, how long will it take for the movement away from 
equilibrium to be reversed and the position restored ? 
And thirdly, are the banks' reserves of gold and foreign 
exchange large enough to fill the gap in the inten'al, 
and if not, how much must interest rates be raised in 
order to effect adjustment before they are too seriously 
depleted ? No precise answer can, of course, ever be given 
in advance to these questions; nevertheless, it is possible 
to enumerate certain factors, the consideration of which 
may enable estimates to be less erroneous than they might 
have been. 

Broadly speaking, an adverse balance of payments tends 
to adjust itself spontaneously (without a rise in interest 
rates) when it is due to causes which at the same time cause 
local business to become less profitable. For instance, if 
there occurs the failure of an important export crop un
compensated by a rise in the world price, the impact effect 
will be that exporters, in order to meet maturing liabilities 
and to maintain their customary standard of living, will 
draw upon their bank accounts, thus decreasing their credit 
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I V 

Assuming a tendency towards adjustment, the period 
taken for it to become fully effective will depend on how 
rapidly reduced receipts by exporters are reflected in re
duced payments by them, and how rapidly these in turn 
are reflected in reduced payments to foreigners. If the 
amount by which exporters' expenditure is reduced would 
have been, for instance, spent wholly on imported goods, 
the demand for these will fall off at once, importers will 

' During the period during which expenditures of exporters are main
tained despite lower incomes, the total of cheques drawn each week on local 
banks will be maintained while the amounts deposited are reduced, thus 
reducing the banks' reserves. T h e position is slightly more complicated 
where, as is not unlikely in the example under consideration, deposits fall 
in comparison with the corresponding month of the previous season rather 
than with the previous month. In this case the banks will look, not only 
at their current position, but at their probable position after the exporting 
season is over and the period of seasonal import surpluses has to be faced. 
T h e inadequate replenishment of their reserves of foreign exchange during 
the exporting season may render them unable to finance the former volume 
of imports during the remainder of the year, and may compel them then 
to raise interest rates more sharply, in order to adjust the position, than if the 
fall in imports had started earlier, while the absolute amount of their foreign 
reserves was still rising. In other words, banks must use seasonally adjusted 
figures for the purpose of determining policy. 

balances or increasing their overdrafts.' If the fall in their 
incomes is moderate and expected to be purely temporary, 
exporters may wish to maintain their existing standards 
of living and scales of production, and will therefore con
tinue to draw from their bank accounts more than they 
deposit. But If the fall is large and likely to be prolonged, 
sooner or later they will either see the necessity of curtailing 
expenditure to correspond, or will be compelled to curtail 
it owing to the depletion of their bank deposits or overdraft 
facilities. T h e exhaustion of unused overdraft facilities 
may be accelerated by reductions of overdraft limits by 
the banks in consequence of the deteriorating financial 
position of the customers concerned. 
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reduce their new orders, and as soon as existing orders 
have been filled, imports will decline. Thus the fall in 
the banks' local liabilities or the rise in their local assets 
will be checked, and the concomitant fall in their foreign 
reserves will cease or their expansion be stimulated. 

If, on the other hand, the exporters' economies are 
made partly or wholly on locally-produced goods or services, 
adjustment will be a more prolonged process. Other local 
residents will now be faced with a reduction in their money 
receipts, and will be able to maintain their expenditures 
only by reducing their deposits with the banks or increasing 
their overdrafts. T h i s excess expenditure in turn must 
come to an end sooner or later, and economies made, 
again on payments either for local or for imported goods 
and services. If the latter, adjustment is achieved; if the 
former, a new set of customers of the local banks tend to 
decrease deposits and increase overdrafts until they in turn 
have to economise. T h i s process must continue until the 
original reduction in exports is reflected in an adequate ' 
reduction in the local demand for imports. T h e length of 
the process will depend partly on the number of stages 
needed, which in turn will depend on the distribution of 
economies between local goods and imports at each stage, 
and partly on the length of the delay at each stage before 
reduced receipts are reflected in reduced payments. T h e 
first of these questions will be considered in a later section. 
With regard to the second, the delay at each stage, in the 
absence of a change in rates of interest, will depend chiefly 
on the expectations held about the future. If people are 
optimistic, they will delay curtailing expenditure as long 

' What will be regarded as an " adequate " reduction in imports will 
depend upon the attitude which the banks lake towards the size of their 
reserves of gold or foreign exchange. If they are content merely to check 
their depletion, monthly imports need be reduced only by as much as monthly 
exports. If, however, they wish to restore their reserves, imports must for 
a time be reduced more than exports, and only be permitted to recover to 
their equilibrium level as the banks' reserves approach their former size. 

H 
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as possible; if they are pessimistic, they will react m u c h 
more quickly, or may even reduce their expenditure in 
anticipation of a future fall in receipts. T h e more opti
mistic the atmosphere, the slower will be the adjustment. 
It is, however, probable that the atmosphere will become 
progressively less optimistic as the process of adjustment 
continues, and that the later stages of adjustment will be 
accomplished more quickly than the earlier ones. 

L e t us now take an opposite case, where the causes of 
the adverse balance also bring about, not reduced, but 
increased profitability of business. L e t us suppose, for 
instance, that increased optimism, or perhaps Government 
loans for public works or armaments, brings about the 
release of idle balances and a general increase in demand, 
resulting in an increase in imports, and perhaps a decrease 
in exports due to the diversion of goods from export to 
the home consumer. In this case there is no spontaneous 
tendency towards equilibrium, but rather a progressive 
disequilibrium. Business is more profitable, business men 
are more credit-worthy, the demand for advances expands 
at existing rates of interest, not merely temporarily for 
purposes of distress borrowing, but progressively to finance 
an increase of business at probably rising prices. ' Unless 
some extraneous event occurs, such as a long-term loan 
from abroad (often the natural solution of the problem), 
or an internal loss of confidence, due perhaps to an un
balanced Budget and fears of higher taxation, advances will 
continue to rise until the banks' reserves are entirely de
pleted. T o check the movement, they must raise interest 
rates to a level which will check the further expansion of 
advances, or even, if they need to replenish their foreign 
reserves, to one which will induce their repayment. W h e n 
this occurs, the progress of events will be exactly similar 

• It may be noted that in such conditions the effect on the banks' local 
accounts is rather to cause a rise in advances than a fall in deposits. It is 
quite probable that deposits will increase, though more slowly than advances. 
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It is now possible to turn to the discussion of the factors 
which affect the distribution of any reduction in expendi
ture between imported and locally-produced goods and 
services, and thus in turn help to determine the length of 
the time-lag between a fall in incomes and a fall in imports. 
It is clear that one of the most important of these is the 
relation which exists between the demand for the type of 
goods imported and the demand for the type produced 
locally. In a country importing mainly such goods as 
durable producers' goods and finished consumers' goods 
of the better qualities — goods for which the demand 

to that described in the previous section, except that since 
the movement starts in an atmosphere of general optimism, 
adjustment will probably be very slow in its early stages. 
It is therefore all the more important that it should be 
started before the banks' reserves have become seriously 
depleted. 

It is possible to imagine an intermediate case where the 
adverse balance of payments is accompanied by no effect 
at all on internal conditions. If, for instance, owners of 
bank balances which would in any case have remained idle 
elect to transfer them to other banks abroad, all that 
happens is that the banks' local deposits and their reserves 
are equally depleted. T h e profitability of local business 
is in no way directly affected, and if the banks have ample 
reserves they may choose to take no action, for the supply 
of truly idle balances is limited, and if the transfer of 
balances is carried beyond that limit, local payments are 
reduced and a depression ensues, which will ultimately 
tend to correct the position. If, on the other hand, the 
banks have reason to believe that their reserves will become 
dangerously depleted, they must raise interest rates in order 
to restore equilibrium by checking imports. 
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changes more than in proportion to changes in expenditure 
— a fali in expenditure will be reflected largely in a reduced 
demand for imports; it is even possible that there may be 
a diversion of demand from the more expensive types of 
goods imported to the cheaper and rougher types made 
locally, so that the demand for some sorts of locally-made 
goods may actually expand and the profits of their pro
ducers be increased. In this type of country the adjust
ment of the balance of payments through a reduction in 
imports will be both rapid and effected with comparatively 
little difficulty or disturbance. There seems to be practi
cally no limit in countries of this type to the amount of 
adjustment which can be brought about by means of a 
restriction of bank credit. 

With the opposite type of country the position is very 
different. In a country which imports mainly such things 
as basic foodstuffs and raw materials, perhaps together 
with the cheaper types of finished goods, the first impact 
of reduced expenditure is felt mainly upon the demand for 
local products, while the demand for certain types of 
cheap imported goods, other than raw materials, may even 
increase. Local producers in turn reduce their demand 
mainly for local goods and services, and the depression in 
internal markets may continue to spread for a considerable 
time without seriously diminishing the demand for imports. 
T h u s , apart perhaps from the limited effects of a reduction 
in stocks, there will be no rapid and direct adjustment of 
the balance of payments. T h e adjustment will be slow 
and probably painful, and when it ultimately comes, will 
take one of two forms. Either the effect of the reduced 
internal demand will be to reduce factor prices and costs 
of production, in which case adjustment will come through 
a fall in the local price level, leading to an expansion of 
exports and to a transfer of demand from some imported 
goods to the now cheaper local products; or, if factor 
or other prices are monopolistically or compulsorily main-
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tained, production will decrease and the demand for raw 
materials will fall off, while the intensified fall in incomes 
due to unemployment will decrease the demand for 
imported foodstuffs and for even the cheapest types of 
consumers' goods. 

Between the two extreme types described above there 
are, of course, numerous countries in intermediate posi
tions ; in fact, it is unlikely that any country stands exactly 
at either extreme. Nevertheless it seems probable that the 
countries of the world can mostly be assigned to one or 
other of two rough groups — those in which the proportion 
of expenditure at the margin devoted to imports is large 
and those in which it is small. T o adapt a phrase of M r . 
Keynes, we may describe the former group of countries 
as having a high Marginal Propensity to Import and the 
latter a low one {to save space, these will In future be 
referred to as countries having respectively a high or low 
M.P.I . ) . ' 

In attempting to estimate the M . P . I , of any particular 
country, two methods of approach suggest themselves. 
A detailed comparison of the goods and services produced 
locally with those imported might be expected to give at 
least some prima facie indication of its M.P.I . This could, 
in some countries at least, be confirmed by a study of the 
sequence of recent fluctuations in its balance of payments, 
banking statistics, interest rates, and imports, though the 

' A n alternative phrase, which would have the advantage of fitting in 
with similar conceptions in other fields, would be " an elastic (or inelastic) 
Expenditure Demand for Imports " . T h i s phrase, however, seems to imply 
a greater precision of definition than is warranted. It might be justifiable 
to speak of the Expenditure Demand for Imports of a particular individual, 
or even of a more or less homogeneous group under specified conditions 
over a specified peritid of time. But for a country in general over an inde
terminate period of time the demand for imports might vary, not only with 
the total expenditure of the population, but according to the precise groups 
or classes whose expenditure changed, the sources of the funds expended 
(whether from earnings, hoards, or loans), and the period of time taken into 
consideration. It has therefore been thought wiser to use the vaguer phrase, 
which indicates a rough general tendency rather than a precise relationship. 
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results would in all cases have to be interpreted in the light 
of other local and foreign developments, such as changes 
in tariffs, etc. Further, it would have to be remembered 
that the M . P . I , of a country might change greatly with 
changes in the volume of expenditure. In most high M . P . I , 
countries the M . P . I , would probably alter directly with 
expenditure, and in low M.P.I , countries inversely, especi
ally if changes in expenditure were accompanied by changes 
in the employment of factors. In addition, the whole 
relationship would naturally alter gradually over a long 
period of years with changes in the types of goods and 
services produced and imported. In spite, however, of 
the obvious difficulties in the application of the conception 
of the M . P . I , to actual conditions, it is believed that the 
differences between the extreme representatives of each 
type of country are so great that distinctions could be drawn 
which would hold good in almost all conditions and over 
periods of many years. In existing circumstances, it seems 
probable that advanced " industrial " countries, such as 
Great Britain, would be found to have a relatively low 
M.P.I . , and the '* raw material " countries, such as South 
Africa or N e w Zealand, a relatively high one. 

V I 

Before proceeding to draw further conclusions from the 
arguments already advanced, it will be necessary to intro
duce two further considerations. T h e first of these is the 
form in which an adverse balance of international payments 
is reflected in the banking figures. Hitherto it has been 
assumed that the immediate effect of an adverse balance 
is shown in a fall in the banks' reserves of gold and foreign 
exchange. While this has always been true for most 
countries, and is now more nearly true of all countries than 
formerly, it is not true of all countries at all times. Certain 
countries, generally of the low M . P . I , type, have been, and 
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to some extent still are, international banking centres, where 
foreign banks are prepared to keep deposits which they 
regard as the equivalent of cash. For such countries, there
fore, the immediate effect of an adverse balance may be seen, 
not in a depletion of the banks' resen^es, but in an increase 
in the total of deposits held with them by foreign banks. 

This expansion of foreign banks' deposits may arise in 
one of three ways. Firstly, the banks of countries which 
are not financial centres and which themselves have favour
able balances may be prepared to keep the additional re
serves thus obtained in the form of bank deposits in the 
centre concerned. Secondly, quite a small rise in interest 
rates may be sufficient to induce such banks to transfer 
their reserves from other financial centres; and thirdly, 
one effect of the adverse balance may be to cause interest 
rates in foreign financial centres to fall, thus inducing the 
transference of funds to the centre in question, even though 
interest rates are not raised there. 

Where the effects on the banks' position of an adverse 
balance of payments takes this form, it is obvious that 
the pressure on the banking system to restore equilibrium 
by restricting credit is much less. If the foreign banks' 
balances are kept with commercial banks, there is no direct 
incentive to contract credit, except in so far as the fear that 
foreign balances are more likely than the balances of local 
residents to be withdrawn in cash may induce the banks 
to attempt to increase their cash ratios. Nevertheless, 
there will still be some tendency towards adjustment from 
the monetary side, apart from any tendency which may 
exist owing to a direct decrease in the profitability in local 
business. Even where the adverse balance is accompanied 
at first by a trade improvement, the passage of balances 
formerly owned by local depositors into the hands of 
foreign banks will first tend to offset the idle balances 
released by the expectations of improvement, and ulti
mately reduce the volume of deposits in active circulation. 
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This reduction of effective deposits must in turn lead to 
reduced purchases of commodities or services, either 
directly or in consequence of a rise in interest rates due to 
a shortage of funds available for investment. The process 
of adjustment will then follow the lines indicated in an 
earlier section.' 

It should be emphasised, however, that while the ulti
mate effect of an accumulation of bank deposits in the 
ownership of foreign banks is similar to that of the with
drawal of cash from the banks, the pressure towards 
adjustment will be far more gradual in the former case; 
for active deposits will then be reduced only by the actual 
amount of the adverse balance, while a depletion of the 
banks' cash reserves will (if existing ratios are maintained) 
compel a reduction in deposits by an amount equal to 
many times the adverse balance. 

Even if the foreign balances are kept with the central 
bank, the effects on the commercial banks will probably 
be less severe than if the central bank's own cash reserves 
were depleted to the extent of the adverse balance. For 
in the former case the commercial banks' cash reserves 
will be depleted (even if the central bank does not offset 
the movement by open market operations) only by the 
amount of the adverse balance, while in the latter case the 
central bank, if it is to maintain its existing ratios, must 
reduce its deposits, including bankers' deposits, by a 
multiple of its loss of cash. 

The deflationary effects of an accumulation of foreign 
banks' assets in any centre will be mitigated, but not 
entirely removed, if these assets are held, not in the form 
of bank deposits, but of investments ; though in this case 
the movement should probably be regarded as an adjust
ment of the balance of payments by means of loans from 

' This assumes, of course, that the banks do not allow deposits to expand 
so as to offset the growing amount held idle in the hands of foreign banks ; 
since their cash reserves are assumed to be unchanged, any such expansion 
of deposits would presumably be strictly limited, even at higher interest rates. 
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abroad rather than as the effect of an adverse balance. If 
foreign banks were prepared to invest their funds in the 
same way as local residents, the effect of such an adjustment 
of an adverse balance would probably be similar to that of 
an ordinary increase in saving. In fact, however, foreign 
banks will almost certainly wish to keep these assets in a 
very liquid form. They will therefore part with their bank 
balances only if they can obtain suitable short-term invest
ments in exchange for them. Unless the supply of short-
term investments increases, or unless existing owners of 
short-term securities are prepared to invest the proceeds 
in long-dated securities or loans, the balances thus released 
by the foreign banks will remain idle in the hands of their 
new owners ; or, if it is the local banks which fail to secure 
their usual supply of short-term securities, the balances 
will simply disappear. The final effect of the whole trans
action, including the original adverse balance, will be a 
fall in short-term interest rates, and a fall in the demand 
for commodities, either directly or in consequence of the 
rise in long-term interest rates, which will occur in conse
quence of the transfer of resources from long- to short-
term investments. Since, however, some addition to the 
supply of short-term securities and some transfer of funds 
to longer-term securities may be expected, this tendency 
towards adjustment is likely to be less marked than that 
which follows the accumulation of bank balances in the 
ownership of foreign banks.' 

An offsetting of an adverse balance by an increase in 
the short-term local assets owned by foreigners other than 
banks will probably have a very similar local effect to that 
of an increase of local assets in the hands of foreign banks, 
though its effects abroad will be very different. 

There is also the possibility of a more permanent 
' If the whole of the increase in foreign-owned funds were invested in 

additionaJ Government short-term Joans, which in turn were expended, 
e.g. on unemployment rehef or Government works, there would be no 
tendency at all towards adjustment so long as the process could be maintained. 



1 1 2 B A N K I N G P O L I C Y 

V I I 

T h e other important factor, which needs to be taken 
into consideration in determining the effect on a particular 
country of its development of an adverse balance of pay-

adjustment of an adverse balance of payments in a low 
M . P . L country, which is also a financial centre, by means 
of a reduction in the volume of its new long-term loans to 
foreign countries, and the gradual repayment of old loans. 
Where there is only one centre lending abroad on a large 
scale, or where there are several lending centres, if each 
supplies capital mainly to its own particular areas, it would 
probably take a substantial rise in interest rates to check 
foreign borrowing. Further, the curtailment of foreign 
loans by any one country, whether by high interest rates 
or other means, would reduce the total amount of inter
national lending, cause difficulties in borrowing countries, 
and probably have the effect of reducing the volume of 
international trade, including the exports of the country 
which had curtailed its loans. In a world, however, in 
which there were a number of financial centres of com
parable importance, competing with each other for the 
supply of capital to all parts of the world, it would take 
only a small rise in interest rates in any one centre to 
divert borrowers, both of new funds and for conversion 
purposes, to other centres. If the same causes which had 
induced a rise in interest rates in one centre brought about 
a fall in others, there would need to be no net reduction 
in the total of new long-term international lending and no 
adverse repercussions in borrowing countries or on inter
national trade. Such a system would be very different 
from any which the world has yet seen ; but it is at least 
possible that developments in this direction may ultimately 
help to solve the difficulties of the adjustment of the 
balance of payments in low M.P.I , countries. 
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ments, is the effect of its repercussions on other countries. 
By definition, if one country develops an adverse balance 
of payments, some other country or countries must simul
taneously develop a favourable balance (this does not, of 
course, imply anything whatever concerning the balance 
of direct payments between the countries concerned). T h e 
reactions of a country developing a favourable balance of 
payments are, in general, the obverse of the reactions to 
an unfavourable balance, described above. T h e y will be 
determined partly by the direct effects on the profitability 
of business, and partly by the indirect effects via a fall in 
the local rate of interest. It should be noted, however, 
that while a favourable balance resulting from local develop
ments may well be accompanied by a fall in local incomes, 
a favourable balance resulting from developments abroad 
will usually be accompanied by a rise. 

This direct effect on incomes will be reinforced by the 
effect on interest rates. T h e normal effect of a favourable 
balance is to increase the banks' reserves of gold and foreign 
exchange, and at the same time to increase the ratio of their 
local deposits to local advances. If the country concerned 
is a financial centre, the effect may take the alternative 
form of transferring to local residents local balances and 
short-term assets hitherto held by foreign banks. In either 
case there is a tendency for money available for investment 
to become more plentiful and for interest rates to fall, 
though the effect will be more marked in the former case 
than in the latter.^ After a longer or shorter delay, depend
ing partly upon the direct effects of the favourable balance 

' T h e r e is one apparent exception to this which it is worth pausing to 
examine. I f a flight from a foreign currency results in an increase in local 
deposits held by foreigners other than banks, and a simultaneous decrease 
in local deposits held by foreign banks, the movement will appear to the 
foreign banks as an adverse balance of payments. T o the local banks, how
ever, the position will not have altered ; the total of foreign-held deposits 
has not changed, nor has their ability to make loans been increased. T h e r e 
will therefore be no tendency for the local rate of interest to fall. It is doubt
ful, however, whether such a movement can be rightly described as entering 



1 1 4 B A N K I N G P O L I C Y 

and partly upon the pre-existing state of business psycho
logy, the fall in interest rates will tend to be followed by 
increased business activity and rising expenditures. T h e 
connection is, however, much less positive than between 
rising interest rates and falling expenditures; for interest 
rates can, if necessary, be raised to whatever level is neces
sary to restore the position, if necessary to infinity by a 
complete refusal to grant or renew loans. But they cannot 
be lowered beyond zero, if as far. 

T h e development of an adverse balance of payments 
by one country will usually be followed, especially in times 
of fairly active trade, by a rise, after a longer or shorter 
time, of expenditures in one or more other countries which 
at the same time develop favourable balances. Whether 
this rise in expenditures elsewhere will help quickly to 
restore the balance of payments of the country with the 
adverse balance will depend on two further considerations : 
firstly, upon the extent to which an increase in expendi
tures in the countries with favourable balances is reflected 
in their imports {i.e. upon their M . P . L ) , and secondly, upon 
the time-lag, if any, before these increased imports are fully 
reflected in increased exports from the country with the 
adverse balance. 

V I I I 

In the light of the foregoing discussion, it seems clear 
that it is only in high M.P.I , countries that the consequences 
of an attempt to adjust an adverse balance of payments by 
means of a restriction of bank credit and a rise in interest 

into the balance of international payments. T h e transaction is not one 
which directly concerns the local banks at all, and may be regarded as a 
private arrangement between the foreign banks and their customers. It is 
exactly analogous to the withdrawal of gold by foreign depositors from their 
own banks for purposes of hoarding, and will have the same effect of causing 
a rise in interest rates in their own countries without producing a fall else
where. It will in due course bring about a rise in interest rates in other 
countries also, as the banks draw gold from abroad or obtain new foreign 
balances from their former owners. 
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rates can be predicted with any confidence. In high 
M.P.I, countries, unless local business prospects are so 
favourable that expenditures are maintained in the face 
of a rate of interest high enough to draw sufficient long-
term investments from abroad, the balance of payments 
will be adjusted mainly by a reduction in imports. There 
need be no fall in local prices or wages, no expansion 
in exports, and comparatively little increase in unem
ployment. The whole process of adjustment can be 
carried through rapidly, at the cost, indeed, of incon
venience to those who have to reduce their expenditures, 
but without any serious check to local business activity. 
The time taken to complete the adjustment and the 
severity of the credit restriction required will depend 
upon the size of the adverse balance, upon whether ex
penditures are spontaneously tending to fall or to rise, and 
upon the adequacy of the banks' reserves of gold or foreign 
exchange. 

For low M.P.I, countries, on the other hand, confident 
forecasts can be made only in cases where developments 
are merely the obverse of developments in high M.P.I, 
countries. T o take an extreme hypothetical example, if 
every low M.P.I, country had an adverse balance of pay
ments, and every high M.P.I, country a favourable one, it 
would be fairly safe to prophesy that, in the absence of 
Government intervention, adjustment would take place by 
means of an expansion of exports from low to high M.P.I, 
countries, even without any restriction of credit in low 
M.P.I, countries (this is not to say, of course, that such 
restriction of credit would be unwise from the long-nm 
point of view; for in its absence there might well occur 
an excessive expansion of credit in the world as a whole, 
leading ultimately to a serious reaction). The time-lag in 
the adjustment would depend partly on whether the hanks 
in the high M.P.I, countries wished to replenish their re-
ser\es of gold or foreign exchange before relaxing credit 
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conditions, and partly upon whether incomes and expendi
tures in high M . P . L countries were already expanding. 
If the adverse balance of the low M . P . I , countries had been 
due to an increase in their imports or in their loans to 
foreign countries, the adjustment would be likely to be 
rapid. 

So extreme a case as this is hardly likely to occur in 
fact; but it is possible that an approximation to it exists 
at the present moment, when in at least three important 
countries — Great Britain, the United States, and France 
— all of which have probably a fairly low M . P . L , imports 
have recently been rising fairly sharply, while exports have 
been rising more slowly in Great Britain and U . S . A . , and 
falling in France. There is some probability that in this 
case the adjustment will take the form of an expansion of 
exports from low M . P . I , countries (though not necessarily 
from all of them). This probability seems to be increased 
by the fact that in certain other countries whose M . P . L 
is probably in normal conditions also fairly low, quotas 
and exchange restrictions have made the value of imports 
more or less directly dependent upon the value of exports, 
so that the foreign trade of these countries reacts in some 
respects as if their M . P . L was high. 

Where the probable repercussions of developments 
abroad are so small or delayed as to be negligible, no 
definite forecast can be made of the results of an attempt 
to restore equilibrium in the balance of payments of a low 
M . P . I , country by means of credit restriction. If the 
country concerned is an international financial centre, 
adjustment may be brought about by a diversion of long-
term borrowing, or more temporarily by an inflow of 
foreign short-term funds, which, however, may merely 
mitigate, but not entirely remove, the effects of a rise in 
interest rates upon internal business activity. In the absence 
of adjustments through the capital markets, equilibrium 
can be restored only by a fall in local incomes, either as a 
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direct result of the causes producing the adverse balance 
of payments or in consequence of a restriction of bank 
credit, leading in turn either to a fall in internal prices and 
costs, and to an expansion of exports, probably accom
panied by some contraction of imports, or, if the internal 
cost structure is rigid, to a contraction of imports due to 
unemployment. 
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LEST the title of this paper should be misunderstood, 
it must be stated immediately that its subject is not the 
forecasting of foreign trade in general, but the forecasting, 
for comparatively short times ahead, of imports of par
ticular countries under particular circumstances. N e v e r 
theless it is hoped that by Hmiting the goal it will become 
possible to indicate a technique which may prove of direct 
practical use to exporters and firms manufacturing for 
export. For , since these have to practise market forecasting 
whether they wish it or no in the ordinary course of their 
business, anj^hing which enables them to make their fore
casts even slightly more accurate is so much to the good. 

It is of course only at intervals that the difficulties of 
business forecasting arise. F o r considerable periods of 
time, sometimes for years on end, all that is necessary is 
to anticipate the continuance of the existing trend of 
economic developments. Unfortunately, every now and 
then there comes a sharp change in the trend, which some
times catches nearly everyone unawares. It is this change 
in trend, and especially the change in trend from business 
activity to business depression, which forecasters are always 
attempting to foretell, and which, before the beginning of 
the recent depression, some at least, especially in the 
United States, believed that they had perfected a system 
for foretelling. Of the coming of the recent depression, 
however, they were not forewarned by the indices upon 
which they had relied, and to-day few, if any, of them are 

' Originally published in Some Modern Business Problems {Longmans, 
1937)-

i i8 
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I 

FORECASTING THE PURCHASES OF AN INDIVIDUAL 

Perhaps the easiest way to approach the subject will be 
to take a simple case of a single individual. L e t us suppose 
there is, shall we say, a farmer whose suppliers are anxious 
to discover how his total purchases are likely to compare 

I 

prepared to commit themselves as definitely as they were 
wont to do in the past. 

While, however, business forecasters are to-day far less 
confident than they were a few years ago, it would be a 
pity to go to the other extreme and abandon all hopes and 
attempts to anticipate changes in economic trends, and a 
good deal of quiet investigation is going on into the causes 
of the fluctuations in business activity which are commonly 
called the trade cycle. 

These investigations may be divided into two types: 
the most usual and the most important are those which 
deal with fluctuations of activity arising spontaneously 
within a country — fluctuations which would occur even 
in an isolated system. T h e study of these has made great 
strides during the last few years and it is possible that 
one day it will have developed to a point where it will have 
an important practical application. But these questions lie 
outside the scope of this paper. T h e fluctuations in business 
activity which are considered here are those which arise, 
not from within a country, but from without — fluctuations 
which in turn are reflected in the demand of these countries 
for imported goods and in the export trades of other 
countries. It is here that their interest for the business 
man of this country lies, for by the use of the methods 
outlined here it should sometimes be possible to foretell 
by at least several months changes in the demand for 
imports of certain types of countries. 
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in the near future with those of the recent past. If they 
have figures for all his sales and purchases as they take 
place month by month, and if they find from these that 
the value of his payments has recently been considerably 
exceeding the value of his receipts, there is some pre
sumption that sooner or later, unless he can increase his 
sales, he will be compelled to decrease his purchases. 
How long the delay will be between the development of 
what we may call his adverse balance of payments and 
a reduction in his purchases will, however, depend on a 
number of considerations. Thus, if he himself thinks that 
the *' adverse balance " will be temporary, and he has 
substantial reserves of cash or credit, it is possible that for 
a time he will reduce his purchases little, if at all, mean
while drawing on his reserves in the expectation of re
plenishing them later. T h u s a farmer, even though his 
receipts are concentrated mainly into one or two months, 
may be able to maintain his purchases fairly constant 
throughout the year, drawing temporarily on his reserves 
and replenishing them at harvest time. If, however, he 
has not an adequate reserve, he may be compelled to 
postpone some of his less urgent purchases until just after 
the harvest, so that his purchases, as well as his sales, will_ 
show a seasonal fluctuation. 

Further, if he has considerable reserves, he may be 
able to ignore a more prolonged fall in receipts due to an 
exceptional cause, such as an unusual crop failure, and to 
maintain his expenditure as usual, in the behef that his 
income will in due course be restored to normal, and that 
he will be able to rebuild his reserves later on. 

Even if his " adverse balance " is due to a permanent 
fall in his income, or to the absence of an increase which 
he had confidently expected and in anticipation of which 
he had allowed his expenditure to expand, there is likely 
to be some delay before he adjusts his expenditure to his 
changed circumstances. T h e lag will be determined partly 
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by the time it takes him to make u p his mind that the 
changed conditions are permanent, partly b y the fixity of 
his future commitments, and partly by the size of his 
reserves. If he takes a hopeful view of the future and 
his reserves are large, he may go on for a very long tinie 
before cutting his expenses. If, on the other hand, his 
resen'es are limited, even if he takes a hopeful view of the 
future, he 7nust reduce his expenditure as they approach 
exhaustion. T h e longer he delays making any given re
duction, the more sudden it must be when at last it is 
forced upon him. T h u s , to forecast a reduction in his 
expenditure with any degree of accuracy it is necessary to 
know, not only the size of his " adverse balance " , but also 
what is the size of his reserve of cash and credit. W h e r e 
reserves are large, for a long time his expenditure will 
depend on the view that he himself takes of the fiiture, 
and any forecast regarding the date at which his reduction 
of expenditure will begin will therefore be unreliable. 
W h e r e his reserves are small, forecasts can be made with 
considerable confidence. 

Forecasts of an increase in expenditure will in both 
cases be rather unreliable; for whereas a decrease in ex
penditure can be forced upon a poor man, whether he 
increases his expenditure as his receipts increase will depend 
on his own wishes. Nevertheless, even here there will 
probably be a closer correlation between the receipts and 
expenditure of a poor man than of a rich one. A poor 
man is likely to spend more, fairly soon after his receipts 
increase; a rich man may prefer to replenish his reserves 
or increase his savings. 

Forecasts could be extended still further into the future 
if information were available upon which could be based 
an estimate of the probable future changes in our farmer's 
receipts. If, for instance, his coming crop is going to be 
a failure, or its value is likely to be reduced b y a fall in 
price, it may be possible to judge several months before 
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the hanest by about how much a poor farmer's purchases 
during the following year are likely to be reduced. 

T h e particulars of our farmer's receipts and payments 
might be obtained in one or two ways. It might be 
possible for his suppliers and customers to aggregate the 
figures of his receipts and payments directly. A simpler 
way, if it were a possible one, would be to consult his bank 
pass-book, which would show not only the amounts of his 
payments and receipts but also the size of his remaining 
balance. This information and perhaps some knowledge 
of the probable amounts of his receipts in the near future, 
based upon information concerning the condition of his 
crops, would undoubtedly enable his suppliers to form a 
better idea of the likelihood of his having to buy less from 
them during the following months. Forecasts of an 
increase in his purchases would be less reliable, for, though 
an excess of receipts over expenditure and a rising bank 
balance might show an increase in his ability to buy, it 
would not be absolutely certain that he would in fact make 
use of this ability. 

I I 

FORECASTING THE PURCHASES OF A VILLAGE 

T h e technique outlined above for estimating the future 
purchases of an individual is equally applicable to fore
casting the purchases of a group. If, for instance, we know 
the collective receipts and payments of a whole village, it 
may be possible, especially if the inhabitants of the village 
do not have many outside assets and if their cash resen^es 
are relatively small, to forecast a decrease or, less certainly, 
an increase in their purchases from outside. There is, 
however, one additional point that may arise in the case 
of the village and not of the individual. If all the villagers 
bank at the local bank, and this is an independent institu
tion and not a branch of a larger bank, the changes in the 
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collective receipts and payments of the village will be 
reflected in the village bank's own position ; for when, 
say, the local innkeeper draws a cheque in favour of a 
brewer in a distant town, who does not bank at the village 
bank, two things happen : first, the innkeeper's account 
at the village bank will be decreased, or his overdraft 
increased; and second, the bank will have to pay over, 
in cash, a corresponding amount to the bank in which the 
brewer deposits it. T h u s the village bank's deposits will 
fall or its advances will rise and at the same time its cash 
reserves will be depleted. If the payments of the village 
as a whole to outside are equal to its receipts from outside, 
then deposits with the village bank will equal the with
drawals and its cash reserves will not be affected ; but any 
excess of payments over receipts will be reflected in an 
excess of withdrawals over deposits, and the bank's cash 
reserve will decline; while, if the village as a whole has 
an excess of receipts from outside over payments, deposits 
with the village bank will exceed withdrawals and the bank's 
cash reserve will rise. T h u s , by watching changes in the 
accounts of the village bank we shall be able to ascertain 
changes in the relation between the receipts and payments 
of the village as a whole. A n adverse balance of payments 
for the village is reflected in a rise in the bank's advances 
or a fall in its deposits, or both — together with a fall in 
its cash reserves; while a favourable balance of payments 
will be reflected in a fall in advances or a rise in deposits, 
or both, and in a rise in its cash reserves. 

Whether a fall in the bank's cash reserves is accom
panied by a fall in deposits or a rise in advances, and a rise 
in its reserves by a rise in deposits or a fall in advances, 
will depend largely upon the state of feeling in the village 
regarding business prospects. In a closed system, a 
worsening of business expectations usually results in a 
decreased willingness to lend and borrow, and in a fall 
both in bank advances and bank deposits, while improving 
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expectations lead to a rise in both advances and deposits. 
In an open system, where a considerable proportion of 
payments is made to, and of receipts derived from, persons 
outside the system, a large adverse balance of payments 
accompanied by unfavourable business expectations is 
likely to result mainly in a heavy fall in deposits, while 
advances rise only slightly, or even fall to some extent. 
This situation indicates a probable sharp fall in purchases 
from outside in the near future. A n adverse balance 
accompanied by favourable business expectations, on the 
other hand, is more likely to be accompanied by a rise in 
advances, while deposits fall only slightly or even rise a 
little. In this case, the check to purchases from outside, 
though still ultimately probable in a poor community, is 
likely to be more delayed, though possibly more violent 
when at last it comes, as the bank's reserves will by then 
have been more severely depleted. Similarly, a favourable 
balance of payments accompanied by unfavourable business 
expectations is likely to be reflected in a fall in advances, 
while deposits rise only slightly, or even fall slightly. In 
this case a recovery in imports, though uhimately likely, 
will probably be delayed. Finally, the most promising 
situation, a favourable balance of payments accompanied 
by favourable business prospects, is likely to be reflected 
in rising deposits, while advances fall only slightly or even 
rise. This conjuncture indicates a strong probability that 
imports will increase substantially in the near future. 

T h e means by which the local bank would proceed to 
deal with the situation created by a fall in its cash reser\-es 
would probably be something as follows: as the bank 
found its cash reserves falling it would endeavour to re
plenish them by asking its debtors to repay it a part of 
what they owed. Unless they could borrow from outside 
the village, they could do this quickly only by borrowing 
from their neighbours ; but this would help the bank 
relatively little, because it would be paid back, not in cash. 
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but in its own deposits, so that the fall in advances would 
be accompanied by a fall in deposits and not b y a rise in 
cash. But in the long run, not only those w h o had been 
compelled to repay advances, but perhaps also those who 
had been tempted by the offer of higher interest rates to 
lend to their friends, would begin to spend less, and, in 
so far as this reduced expenditure was reflected in a reduced 
expenditure on purchases outside the village, the village's 
balance of payments would be adjusted by cutting down 
payments and the decline in the bank*s cash reserves 
checked or reversed. 

Similarly, if the bank's cash reserves are increasing it 
will be willing to lend more freely, possibly at reduced 
interest rates, and sooner or later this monetary ease will 
tend to be reflected in increased expenditures, partly on 
goods purchased outside the village. 

H o w much changes in expenditure would affect pur
chases of goods from outside would depend on the types 
of goods produced locally and bought from elsewhere. If 
a village produced most of its own necessaries of life, while 
buying its comforts and luxuries from outside, then the 
result of a reduction of expenditure would be seen mostly 
in a fall in its demand for imports. In this case a 
restriction of advances by the bank would have a rapid 
effect in reducing purchases from outside, and changes in 
the bank's accounts would provide a good guide to future 
changes in imports. But if, as is rather unlikely, it pro
duced its own comforts and luxuries but imported its 
necessaries, then any reduction of expenditure would fall 
mainly on the sales of local products. Less of these would 
be sold in the village and their price would tend to fall, 
and more of them would be sold to outsiders. In this case, 
the effect of a restriction of credit would be seen rather in 
a rise of exports from the village than in a fall in its imports. 
In this case, changes in the balance of payments and in the 
bank's accounts would provide a m u c h less reliable guide 
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to changes in the village's future imports. If in addition 
the bank had very large cash reserves, or the villagers large 
liquid assets outside the village, changes in its balance of 
payments and in the bank's accounts would give hardly 
any indication upon which a forecast of imports could 
be based. 

I l l 

FORECASTING THE IMPORTS OF COUNTRIES 

When, therefore, we come to apply this technique for 
forecasting changes in imports to those groups for which 
balance of payments and banking figures are sometimes 
available, that is to say, to countries, we shall find that it 
cannot well be applied to countries which are major 
financial centres and which have very large gold reserves 
or large liquid resources or credits available abroad, just 
as it could not be well applied to the farmer with large 
cash reserves. Further, it is less reUable when applied to 
countries where a decrease in expenditure will mean mainly 
a reduced demand for local goods and where the decline 
in imports will therefore be small. These two objections 
frequently apply to the same country, and generally 
speaking render the technique unreliable for forecasting 
the imports of what we may term advanced industrial 
countries, such as this country, the United States, and 
France. 

Further, It cannot be applied to countries which receive 
payments for a large proportion of their exports In currencies 
of countries with rigorous exchange restrictions. For the 
possession of large balances in such currencies does not 
enable their owners to purchase additional imports in 
world markets. This consideration probably hinders the 
application of this technique under present conditions to 
many countries In Central and Eastern Europe. 

Lastly, of course, it is Impossible to apply it to countries 
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I V 

STATISTICS NEEDED FOR FORECASTING 

T h e full figures which are needed are as fol lows: 
( 1 ) Totals of imports and exports. T h e s e are regularly 

published monthly by most countries, and fairly up-to-date 
total figures can be obtained from the L e a g u e of Nations 
Monthly Bulletin of Statistics. 

(2) Estimates of other receipts from and payments to 
abroad, on income account, the so-called " i n v i s i b l e " 
imports and exports. U n d e r this head are included such 
items as interest and dividend payments, tourists' expendi
ture, payments or receipts on account of shipping, insurance 
and banking, other services, and gifts made or received, 
such as remittances by immigrants. T h e L e a g u e of Nations 
in its annual memorandum on " Balances of Payments " 
gives such figures for over thirty countries. Unfortunately 
the L e a g u e Statistics are generally a year and often more 
in arrear, and for only a few countries are balance of pay
ments figures obtainable earlier from other sources; but 
many of the items constitute fixed charges and change 
comparatively slowly, and for the others, such as dividends 
paid to overseas shareholders and tourists' expenditure, 
there is usually a certain amount of information available 
upon which estimates can be based, which can be corrected 
when the official figures are available. 

{ 3 ) Estimates of capital movements. T h e s e are usually 
given in the League 's memorandum on " Balances of P a y 
ments " . F o r more up-to-date figures, statistics of new 
public issues of capital and of repayments of publicly held 
securities are relatively easy to obtain or compile. Other 

in which, though otherwise suitable, sufficiently prompt or 
adequate figures of their foreign trade and of the position 
of their banks are not published. 
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capital movements, and especially short-term capital move
ments, can be estimated only by comparing the apparent 
balance of payments with the changes in the banking 
system's reserves of gold and foreign exchange. If, for 
instance, an apparent A D V E R S E balance is accompanied 
by a R I S E in the banks' reserves, it is probable that there 
has been an inflow of capital from abroad, and vice 
versa. 

(4) With regard to the banking statistics, all, or almost 
all, the reserves of the banking system are sometimes held 
by the central bank. In that case, provided that the bank's 
returns distinguish foreign from local assets, the returns 
of the central bank are all that are necessary for the purpose 
of checking the estimates of the balance of payments, and 
for observing what further margin exists for meeting an 
adverse balance. Since in such a case the commercial 
banks probably operate entirely within the country, figures 
of their total deposits, advances, investments, and so forth, 
are adequate material for estimating the probable course of 
internal demand. Where, however, the commercial banks 
do business in a number of different countries, and them
selves hold part of the country's reserves of gold and foreign 
exchange, then their statements, to be of any use, must 
separate local assets and liabilities from those elsewhere. 
If local assets and liabilities are given, changes in reserv'es 
of foreign exchange can be approximately determined by 
observing changes in the margin between local assets, 
other than gold, and local liabilities. For if local assets, 
other than gold, rise relatively to local liabilities, It is 
evident that there has been a fall in gold, or in foreign 
assets relatively to foreign liabilities; in other words, the 
stock of gold or the margin of foreign assets is reduced. 

Weekly figures of many foreign central banks are pub
lished in the daily or weekly press, as well as in the official 
publications of the countries concerned. Complete figures 
of commercial banks are usually published only half-yearly, 
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or sometimes quarterly ; but summary figures of advances 
and deposits are sometimes published monthly. T h e 
League of Nations Monthly Bulletin of Statistics publishes 
up-to-date monthly figures of the " G o l d and certain Silver 
and Foreign Assets Reserves of note circulations, and 
of deposits with the commercial banks, for over thirty 
countries. I t should be emphasised that, for forecasting 
purposes, promptitude is far more important than com
pleteness. F o r even such incomplete figures as those of 
monthly imports and exports and the banking figures given 
in the Monthly Bulletin of Statistics may enable a rough 
estimate of the actual position to be made ; while admirably 
complete figures, published after a long delay, or at long 
intervals, merely enable one to see how well one could 
have forecast developments if one had only had the figures 
in time. In general, the best method is to make as good 
estimates as possible on the basis of the up-to-date figures 
available, revising them, and one's methods of estimating, 
in the light of the more complete figures as they become 
available. 

T h e r e is one more consideration which may, in some 
cases, reduce the value of the internal banking figures of 
advances and deposits as a guide to changes in imports. 
If the Government is unwilling to allow an adverse balance 
of payments to be adjusted by means of a restriction of 
bank credit, with its ensuing check to internal business 
activity, it may prefer to effect an adjustment, at least 
temporarily, by direct restrictions on imports by means of 
tariffs, quotas, exchange restrictions, etc., or it may resort 
to currency depreciation. In any of these cases, it may 
be possible for a rise in imports to be checked and to be 
succeeded b y a fall without any restriction of bank credit. 
If the authority which holds the principal gold and foreign 
exchange reserves of a country, whether it be a government, 
a central bank, or the commercial banks, allows its reserves 
to fall seriously without taking steps to check the fall b y 
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S O U T H A F R I C A . B A L A N C E O F P A Y M E N T S 

In proceeding to describe in greater detail the use of 
the technique outlined above, it is proposed to use as an 
illustration the overseas country with which the writer is 
personally best acquainted — the Union of South Africa.' 
T h e country where this technique of forecasting is best 
known and has been most frequently applied is, of course, 
Australia, where much work has been done on the subject, 
by, among others. Professor Copland and Dr. Roland 
Wilson, and at the end of this paper there is presented a 
chart for Australia, based partly on their work, for com
parison with the charts prepared for South Africa. 

Of these. Chart i shows an estimate of South African 
receipts from and payments to the rest of the world 
from the beginning of 1 926 to the end of 1 9 3 6 . T h e 
amounts are throughout in South African pounds. T h e 
upper figure on this chart indicates the various items which 
go to make up the total of South African receipts from 
abroad. T h e thin solid line represents what South Africa 
receives on account of her most important product — gold. 
A n d here there arises a small technical difficulty which it 
is worth while to clear up right away. 

In most countries imports and exports of gold are ex
cluded from the normal trade figures, for the reason that 
they usually represent transactions which do not enter into 
the balance of payments of the country. If the central 

' Early in 1930 the writer constructed for South Africa a chart somewhat 
similar to Chart 6 described below. This chart has since been regularly con
tinued in the Monthly Review of the Standard Bank of South Africa, Ltd. 

restricting credit, there is usually good ground for expect
ing that the adjustment of the balance of payments will 
uhimately be attempted by direct restriction of imports or 
by currency depreciation. 
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bank, for instance, is adding to its gold holdings, those 
additions may represent a surplus of national receipts from 
abroad over payments to abroad, and are the visible em
bodiment of a favourable balance of payments. But in 
the case of South Africa, to exclude gold from the foreign 
trade figures is impossible, for gold is its principal export. 
But to use actual gold export figures in calculating the 
South African balance of payments might be almost 
equally misleading, for if, for instance, its central bank, the 
South African Reserve Bank, were to wish to convert part 
of its holding of sterling bills into gold in Pretoria, it would 
retain for a time part of the gold produced in the country, 
and gold exports would decline. Y e t no change in the 
balance of payments would have occurred. 

T o escape from this difliculty there are two possible 
ways of adjusting the gold export figures. One is to add 
to, or deduct from, the actual gold exports any increase or 
decrease in the Reserve Bank's stock of gold held in South 
Africa. T h e other is to count as exports all gold which 
became available for export during the period, that is to 
say, all gold produced in the country or imported. Where, 
as is the case in South Africa, the local use of gold for in
dustrial purposes or for hoarding is small, the two methods 
give substantially identical results. T h e latter is the one 
used here. 

T h e next line in the upper figure of Chart i , of inter
mediate thickness, indicates the total of exports, consisting 
of exports of gold (adjusted as just described) plus all other 
exports, consisting mainly of farm produce and diamonds, 
together with a certain amount of coal and base metals. 
It will be noticed that, in the early years especially, exports 
show a marked seasonal movement, being highest in the 
last quarter of the year, lower in the first quarter, and usually 
lowest in the second and third quarters. T h i s movement 
is due to the fact that almost al! the wool and a large pro
portion of other farming exports are shipped in the last 
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and first quarters, while exports of farm produce in the 
second and third quarters are relatively small. T h e smaller 
seasonal movement since 1 9 2 9 is due to the lower values 
of farming exports. 

T h e heavy solid line in the upper figure of Chart i , in 
addition to exports, takes account of capital movements. 
U p till 1 9 3 1 these almost invariably took the form of an 
import of capital into South Africa — involving the selling 
to South African banks of sterling in exchange for South 
African currency. It thus formed an addition to South 
African cash receipts. Since 1 9 3 1 in several periods capital 
has on balance been exported. In these periods the heavy 
line which represents the total of the receipts side of the 
South African balance of payments falls below the line 
which represents exports only. 

Turning now to the side of the account representing 
payments made abroad by South Africans, shown on 
Chart I in the middle figure, the thin broken line repre
sents quarterly imports, including imports of gold, which 
have been allowed for in adjusting the figures of gold 
exports. T h e heavy broken line represents the total of 
the payments side, including not only imports, but net 
payments on account of interest, freight, tourists' expenses, 
and all the other items included in the generally used but 
rather misleading term of " invisible imports " . 

In the bottom figure of Chart i the net total of 
credit items (the heavy solid line) is compared with the 
net total of debit items (the heavy broken line). T h e 
vertical interval between these lines represents the balance 
of payments for the quarter, " favourable" when the 
solid line lies above the broken one, i.e. when exports 
exceed imports, and " unfavourable " when the broken 
line lies above the solid one, i.e. when imports exceed 
exports. 

T h e figures used in constructing this chart have been 
obtained from oflicial South African sources, except that 
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those of invisible imports and capital movements since 1 9 3 3 
are based on private estimates. 

Chart 2 shows the results of Chart i in a simplified 
form. T h e thin line shows the favourable or adverse 

CHART 2 

I N T E R N A T I O N A L B A L A N C E O F P A Y M E N T S O F T H E 

U N I O N O F S O U T H A F R I C A ( Q U A R T E R L Y A N D 

C U M U L A T I V E ) 

balance for the quarter, and the heavy line the cumulative 
favourable or adverse balance from the beginning of 
1 9 2 6 . T h i s chart shows clearly the cumulative effects of 
an adverse or favourable balance in several successive 
quarters. 

V I 

SOUTH AFRICA. BANKING STATISTICS 

W i t h Chart 3 w e come to the bank figures. On this 
chart are shown the principal features of the combined 
accounts in South Africa of the commercial banks. It is 
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important that only the figures for within the country 
should be included, for the South African banks oper
ate on an appreciable scale not only in South Africa, 

CHART 3 
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but also in London, East Africa, Rhodesia, Egypt, and 
other places. The bank figures are published quarterly 
in the Union Government Gazette, and conveniently sum
marised in the Standard Bank of South Africa Monthly 
Review. Monthly figures of Deposits and Advances 

K 
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V I I 

S O U T H A F R I C A . R E L A T I O N B E T W E E N B A L A N C E O F 

P A Y M E N T S , B A N K I N G S T A T I S T I C S , A N D I M P O R T S 

If we compare the movements in this chart with those 
in the first two charts we see that up to the middle of 
1 9 2 7 , deposits, allowing for seasonal fluctuations due to 

only are published in the Monthly Bulletin of Union 
Statistics. 

In Chart 3 the heavy solid line indicates the banks' 
total deposits in South Africa. These roughly represent 
the amount which is available for lending, investment, and 
cash reserves in South Africa without drawing upon the 
assets which are needed to balance liabilities elsewhere. 
Strictly speaking, some part of the banks' capital and re
serves should also be included, since increases in capital 
or reserves may provide additional funds for lending or 
investment. A s , however, capital and reserves are largely 
tied up in fixed assets, and further, as they fluctuated 
little during the period under consideration, it has been 
thought unnecessary to complicate the diagram by their 
inclusion. 

T h e broken lines indicate the commercial banks' princi
pal assets in South Africa. T h e lowest and thinnest broken 
line indicates the total of their advances and discounts, the 
next broken line their total of advances, discounts, and 
investments, and the highest and thickest broken line this 
total plus their holdings of deposits with, and notes of, 
the central bank. Since their other assets inside the country 
fluctuate little, the movements in the gap between their 
deposits and their total assets, as shown on the chart, 
indicate fairly well the changes in their reserves of sterling 
exchange and (if they held any, which for some years they 
have not) of gold. 
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fluctuations in exports, are falling slightly, while advances 
are rising slightly. During this period imports are slightly 
declining. T o w a r d s the end of 1 9 2 7 deposits begin to rise 
with the rise in exports, while advances fall slightly. T h i s 
indicates a favourable balance of payments, improving 
business, and prospects of a maintained rise in imports. 
By the middle of 1 928 advances are rising as rapidly as 
deposits; exports have ceased to rise owing to the begin
ning of the fall in agricultural prices, and the favourable 
balance has disappeared, but trade is active and imports 
are likely to continue to rise. In the first half of 1 9 2 9 
exports are stationary, with imports still rising rapidly. 
Advances continue to rise, while deposits fall slightly — 
active trade, with an adverse balance of payments. Imports 
will continue to rise for a time, but the process cannot 
continue indefinitely. A s the year continues and the banks' 
reserves continue to fall, they attempt to check the rise in 
advances by refusals of credit and a rise in interest rates, 
but without avail. Meanwhile the fall in prices has now 
reduced the value of farming exports, and the opening of 
the export season in September brings them little relief. In 
September, therefore, the commercial banks were obhged 
to seek to replenish their reser\'es by presenting bills for 
re-discount to the Reserve Bank, thereby endeavouring to 
obtain additional cash in South Africa with which they 
could buy from the Reserve Bank some part of its reserves 
of sterling. W e must therefore at this stage introduce the 
figures of the Reserve Bank. 

T h e South African Reserve Bank was only created after 
the 1 9 1 4 - 1 8 War. Its functions were to manage the note 
issue, and to act as bankers to the Government and to the 
commercial banks. T h e commercial banks were obliged by 
law to keep minimum balances with it equal to 3 per cent 
of their fixed deposits plus 1 0 per cent of their demand 
deposits. Until 1929 the commercial banks rarely, if ever, 
availed themselves of their right of re-discounting trade 
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bills with the Resen^e Bank. T h e assets the Reserve Bank 
might hold were then limited to gold, certain types of 
trade bills, and to British and South African Government 
Treasury bills, and since the banks would not re-discount 
trade bills and the South African Government's issues of 
Treasury bills were small and irregular, the bulk of the 
Reserve Bank's assets consisted of gold and British Govern
ment Treasury bills, these together forming its reserves 
of gold and foreign exchange. In Chart 4 is shown the 
fluctuations of its holdings of these two items. T h e gold 
(the thin line) is valued at cost in South African pounds 
because, after 1 9 3 2 , while it is valued in the bank's returns 
at its old parity, it is paid for at market price, and the differ
ence is included in the returns under the heading of " other 
liabilities " . T h e sterling bills are valued at their worth In 
South African pounds at the current rate of exchange. 

In Chart 5 these reserves of the South African Reserve 
Bank are added to the estimated foreign reserves of the 
commercial banks (the thin solid line). This gives an 
estimate (the heavy solid line) of the reserves of gold and 
foreign exchange reserves of the banking system as a whole. 
There is also inserted a line (broken) showing the com
mercial banks' total reserves, including their holding of 
Reserve Bank notes and balances; for while changes in 
these do not affect the total reserves of the whole banking 
system (since while they are assets of the commercial 
banks they are liabilities of the Reserve Bank), they do 
reflect the extent to which the effect of an adverse balance 
reduces the reserves of the Reserve Bank or those of the 
commercial banks. 

From these charts it is clear that in 1 9 2 9 the commercial 
banks bore the brunt of the effects of the adverse balance, 
that is, the bulk of the decline took place in their sterling 
reser\'es; in fact, the Reserve Bank, when approached for 
re-discounts, discouraged them by a sharp rise in its re
discount rate. T h e result was that the commercial banks 
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were able to replenish their London reserves only to a 
small extent by buying from the Reserv'e Bank part of its 
London assets. H o w moderate was the amount obtained 
in this way is shown by the small fall in the Reserve Bank's 
holding of sterling bills. 

Despite the growing monetary stringency, characterised 
by the widespread refusal of bank advances and a rise in 
interest rates, it was not until the very end of the year 
that the rise in advances and in imports was checked. 
T h e long delay was due partly to the fact that the pro
longed period of good trade had rendered everyone very 
optimistic, and it took a long time to change their attitude ; 
partly to the fact that in times of active trade commitments 
are often entered into well in advance, and business men 
are unable to reduce their expenditure promptly; and 
partly to the fact that banks are usually unwilling to cancel 
overdraft limits within less than the period originally 
granted. T h u s , even if new advances are refused, and 
limits renewed at a lower level, the fact that everyone is 
using his existing overdraft facihties more fully causes 
advances to rise for a time. 

Nevertheless, to anyone who in June 1 9 2 9 was trying 
to forecast trade movements on the basis of the figures as 
shown on these charts, it should have been clear that the 
country was over-importing, and that unless the value of 
exports recovered (which was most unlikely in view of the 
continued fall in prices) imports would soon have to be 
reduced. If they had at that time had such information 
before them, British exporters would have been saved much 
trouble and some loss. 

After the acute financial stringency had at last caused 
imports to begin to fall, the fall was rapid, and as a revival 
of borrowing from abroad offset to some extent the further 
fall in exports, the favourable balance which developed 
began to replenish the banks' reserves. T h e first stage of 
this, while credit is still restricted, shows itself in a heavy 
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fall in advances, accompanied by a smaller fall in deposits. 
When, however, the recovery in the banks' reserves 

had gone far enough by the second quarter of 1 9 3 0 to 
ease their position, we get a slower fall in advances accom
panied by a rise in deposits. W e also get the usual 
symptom of easy money in a time of depression in a rise in 
the banks' South African investments, which previously 
had remained fairly constant at a low figure. It is, however, 
difficult to draw an exact line between advances and invest
ments, for most of the investments seem to have been in 
short-dated Government Securities, hardly distinguishable 
from advances to the Government. B y the early part of 
1 9 3 1 the credit position had become quite easy, and since 
the fall in exports had almost come to an end it seemed 
likely that imports would presently recover. T h e com
mencement of a recovery in advances seemed to bear this 
out, and indeed, in the third quarter of the year, there was 
a perceptible rise in imports. Unfortunately, shortly before 
the end of this quarter the departure of Britain from the 
gold standard and the ensuing flight from the South African 
pound entirely changed the outlook. On this occasion the 
Reserve Bank took a much larger share of the burden of 
supplying the abnormal demand for sterling, and by the 
end of the first quarter of 1 9 3 2 its holding of sterling bills 
was completely exhausted. In spite of this, the heavy 
withdrawal of deposits for transfer overseas depleted the 
commercial banks' reserves also very seriously, and an 
extremely drastic restriction of credit ensued, even more 
drastic than that of 1 9 2 9 - 3 0 , which after a time-lag of 
about six months brought about a new very heavy fall in 
imports to a level far below that for which South Africa 
could have afforded to pay, out of the proceeds of her 
exports, if the flight from the currency had not occurred. 

By the middle of 1 9 3 2 the fall in imports had been 
sufficient to check a further decline in the banks' reserves, 
and thereafter, with the help of another Government loan 
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raised in London, son^e replenishment took place. Rates 
of interest were reduced, and it seemed likely that imports 
would soon recover to a more normal level. Just before 

CHART 6 
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the end of the year, however, a renewed flight from the 
currency caused the abandonment of the gold standard, 
and immediately a terrific inflow took place of all the funds 
which had previously been exported. T h e result was an 
immense rise in the Reser\'e Bank's holdings of gold and 
sterling and in the commercial banks' deposits with the 
Reserve Bank, and the return of the commercial banks' 
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own reserves of sterling to a comfortable level. At first 
this resulted in a rise in deposits accompanied by a fall in 
advances, but later advances rose parallel with deposits, 
an indication of trade activity. Meanwhile imports have 

CHART 7 
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been rising rapidly, and at present the country's balance 
of payments on income account is approximately in equi
librium — that is to say, receipts and expenditure are 
nearly equal. 

The charts used above are perhaps too complicated 
for presentation, for instance, to a board of directors. A 
summary chart has, therefore, been prepared (Chart 6) 
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which shows on one sheet the cumulative balance of 
payments (the top line), the movements in the reserves of 
the banking system (middle line), and the movement in 
imports (bottom line). T h i s chart shows clearly how 
movements in the first two curves (which are to a large 
extent a check on each o t h e r ; for if both were perfectly 
constructed their movements would be identical ') precede 
movements in the curve of imports. On this chart is 
further indicated the movement of imports valued in sterling 
(broken line). In this, which is important from the British 
exporter's point of view, the lag between the first two 
curves and the last one is still more marked in 1 9 3 2 
and 1 9 3 3 . 

S o far an attempt has been made to show how the 
technique here described would have facilitated the fore
casting of movements in the foreign trade of South Africa 
at certain periods of the past ten years. N o w let us attempt 

' T h e most obvious reason for the differences between the two lines as 
shown on the chart is that, whereas imports and exports are actual quarterly 
figures, invisible imports and, in most instances, capital movements are 
annual figures distributed equally over the four quarters. A s in fact there 
is a pronounced seasonal movement in such items as tourist traffic, interest, 
and divided payments, the quarterly movements in the balance of payments 
curve are shown as less marked than is in fact the case. T h o u g h the dis
crepancies have increased in recent years in consequence of larger gold-
mining dividends, they have not seemed sufficiently serious to warrant the 
large amount of additional investigation necessary for their elimination, 

. E v e n where the movements in the balance of payments curve and the 
bank reserves curve are closely similar, the bank reserves curve frequently 
appears to lag behind the other. In some cases the lag is only apparent, for 
since the balance of payments figures refer to the quarter as a whole, the 
points are placed in the middle of the quarters, while the bank figures are 
for single dates at the end of each quarter. There is, therefore, an apparent 
lag of about six weeks. 

Where the lag is greater than this, it may be due to the following cause : 
not all exports and imports are represented by bills and not all bills are 
discounted with the banks. W h e r e goods are shipped between branches of 
the same firm, or sent on consignment, or where bills are sent for collection, 
several weeks or even months may elapse before the imports or exports are 
reflected in transactions affecting the banks. Meanwhile, the imports or 
exports may be regarded as being financed by short-term credits by foreign 
or local exporters. T h u s some part of a change in the total of imports or 
exports may not be reflected in the bank figures until the following quarter. 
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to make a forecast on the basis of the present information. 

T h e present position of South Africa is one which does 
not make rehable forecasting easy. It will be remembered 
that at the beginning of this paper it was pointed out that 
if an individual is possessed of large liquid reserves, the 
size of his expenditure, at least for a long time, depends 
largely on his own inclinations. T h e enormous reserves 
of gold and sterling held by the South African Reserve 
Bank now put South Africa in a similar position. It is a 
position of some danger. A private individual, coming 
suddenly into the possession of a large amount of ready 
cash, can easily get into the habit of greatly over-spending 
his income, only to be pulled up with a jerk when his 
capital is at last exhausted. In exactly the same way, a 
country with very large bank reserves of gold and foreign 
exchange could continue for some time to have a heavy 
adverse balance of payments, but would have to curtail 
imports sharply when the reserves had been reduced again 
to normal. 

In the case of a country, the decision as to what policy 
is to be pursued rests largely in the hands of the banks. 
T h e y have enough cash to be able greatly to increase 
their loans if they wish. But if they do, imports will 
increase, their cash reserves will be depleted, and ulti
mately they may be compelled to cease making new loans 
or even to call in some of the loans they have already 
made. T h i s is what happened last time the South African 
banks were in a position comparable to that which exists 
to-day. O w i n g to the high price of exports. South Africa 
had a very favourable balance of payments in 1 9 1 9 . T h e 
banks accumulated abnormally large reserves of sterling 
and in consequence lent very freely in South Africa. A s a 
result, in 1 9 2 0 South African imports went up very sharply, 
and since prices of exports fell, there developed a very large 
adverse balance, which reduced the banks* reserves of 
sterling to below normal and forced them in 1 9 2 1 to restrict 
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credit in South Africa. In the ensuing crisis, both the 
banks and many of their customers suffered heavy losses. 

A t the present time the banks seem to be pursuing a 
much more cautious policy. Advances in South Africa 
have certainly risen, but only slightly above the pre-
depression level, which was about two-thirds of that which 
existed at the end of 1 9 2 0 . Meanwhile the country, through 
the action of the Government, has been making what is 
often the best use of surplus cash resources. I t has been 
using them to pay off debts owed in London, with money 
obtained partly from the Government's share of the profits 
of the gold mines and partly by borrowing in South Africa. 
T h e recent sharp rise in the banks' South African invest
ments seems to be due to this cause. These repayments 
of foreign debt are doing something to reduce the cash 
reserves of the banks to a more normal level. A t the same 
time the reduction of interest payments due abroad will 
tend to decrease the total of " invisible imports " , that is, 
of payments due abroad, and to set free a larger proportion 
of the proceeds of South African exports, that is, of the 
country's receipts in foreign currencies, for buying things 
abroad. 

In view of the cautious policy of the banks and the 
Government, it does not seem likely that we shall see 
South African imports rising much faster than her exports, 
though perhaps a little faster on account of these reduced 
interest payments. A s , however, exports themselves are 
rising, it would be reasonable to expect to see a steady and 
continued, but moderate, rise in imports for some time to 
come. Even if imports were to begin to rise a good deal 
faster than exports, so that a substantial adverse balance of 
payments developed, the still very large bank reserves 
would enable imports to be maintained at this higher level 
for a long time. I n this case they would, of course, 
ultimately have to be checked, if exports did not catch up, 
either by bank action in the form of restricting advances 
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V I I I 

RELATION BETWEEN BALANCE OF PAYMENTS, BANK 
RESERVES, AND IMPORTS IN AUSTRALIA 

T h e r e happens to be at the present time another country 
where the position is very different — that is Australia. It 
may be of interest to illustrate this same forecasting method 
in its application to the current Australian position. Chart 
7, constructed on the same principles as Chart 6, shows the 
cumulative balance of payments for Australia (top line), 
an estimate of the gold and sterling reserves of the Aus
tralian banking system (middle line), and Australian 
imports (bottom line). In the case of Australia the question 
of the size of the banks' reserves of sterling is complicated 
b y the fact that some of their sterling assets, which would 
normally form part of their reserve, consist of sterling debts 
owed to the London offices of the banks by the Australian 
Government; it cannot, therefore, properly be counted as 
part of Australia's true sterling reserve. In view of this 
and other difficulties no attempt has been made to construct 
private estimates of the banking reserves, but Dr. Roland 
Wilson's yearly estimates as quoted in the League of 
Nations Memoranda on the Balance of Payments, for the 
years 1928 to 1 9 3 3 , have been taken, and extended forwards 
and backwards in the light of other available information 
to 1 926 and 1 9 3 6 . Other figures are from the usual official 
sources, except for the figures for " invisible imports " and 
capital movements after 1 9 3 3 , which are private estimates. 

While the chart shows clearly how much worse was 

or raising interest rates, or by direct restrictions on imports 
by the Government. Study of the figures of advances and 
deposits in South Africa, and of the bank reserves in South 
Africa and overseas, would reveal the course of develop
ments and the probable method of ultimate adjustment. 
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the impact of the depression on Australia than on South 
Africa, in consequence, of course, of the greater importance 
of the South African gold-mining industry, the earlier 
movements of the curves show very similar characteristics. 
T h e lag between the decline in the banks' reserves and in 
imports in 1929 is even greater, while the subsequent re
covery in reserves and imports is much less marked. T h e 
chief difference is in the present position. While South 
Africa seems likely to be able to finance a considerable 
further expansion in her imports, it seems doubtful if 
Australia will be able to continue indefinitely even to 
maintain her present level of imports unless her exports 
increase. Fortunately the rise in prices of farm produce 
seems likely to ease her position this year, but her banks' 
reserves seem to be inadequate to finance even a temporary 
adverse balance, such as might occur owing to a crop 
failure, and such an event would only too probably be 
followed either by a restriction of credit and higher interest 
rates or by renewed restrictions on imports. In either case 
imports would decline. A s an export market, Australia 
under present conditions seems to offer less prospect of 
expansion than South Africa. 

How far this technique can be applied to other 
countries can be ascertained only by further investigation. 
But wherever even a part of the necessary figures are 
available, it is believed that their systematic arrangement 
and analysis on the lines indicated above would well repay 
the research staff of manufacturing or merchant firms 
interested in exporting to the countries concerned. 
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S U P P L Y -

UNTIL fifty or sixty years ago there was a good deal to 
be said for the view that changes in the output of gold 
were due rather to the accidents of the discovery or 
exhaustion of gold deposits than to any changes in the 
economic data, including costs of production and the price 
of gold. M a n y of the most important discoveries of the 
nineteenth century seem undoubtedly to have been made 
as the result of pure accident, and accident seems to have 
played an important part in the greatest discovery of all, 
the Main Reef series of the Rand, though in this case, in 
view of the intensity of the search that was being conducted, 
it is doubtful if accident accelerated the discovery by more 
than a few months. Nor did many of the original dis
coveries do much to remove uncertainty. T h e local rich
ness of many of the alluvial discoveries caused almost as 
much over-estimation of the profitability of further work 
in the vicinity as the strangeness of the Rand formation 
caused its importance at first to be under-estimated. T h e 
thousands of miners who flocked to the pubHc alluvial 
diggings of California and Australia in the fifties of the last 
century probably earned, on the average, a good deal less 
than if they had stayed at home. For instance, Del M a r 
{History of the Precious Metals, p, 264) estimates that on 
the Californian diggings in the year 1 8 5 6 the value of the 
gold produced per miner was under ^£74, a sum quite 

' Paper delivered at the International Conference of Economic Services 
at Ponligny, France, on September 3rd, 1938, and originally published in 
Economica, November 193^-
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insufficient for their support in that place. Clearly, under 
conditions of production by a multitude of small entre
preneurs, each of whom has preferred an unknown chance 
of substantial wealth to the greater certainty of a modest 
livelihood, it is impossible to establish any reasonably 
approximate correlation between the value of gold pro
duced and the value of the opportunities forgone. 

During the last third of the nineteenth century, how
ever, the conditions of gold-mining began to change, and 
there can be little doubt that the major changes that have 
taken place in the output of gold since about 1890 have 
been due mainly to changes in costs of production or of the 
price of gold. This great change in conditions has been 
due largely to the fact that for many years the whole trend 
of development has been to reduce the uncertainties of 
gold-mining. Some uncertainty, of course, still exists. 
T h e old adage that a miner cannot see beyond the end 
of his pick has not yet lost all its truth, and surprises, 
pleasant or unpleasant, can still occur. But it is clear 
that the great increases which have taken place in the 
knowledge of particular gold formations and of geology 
in general, and the immense technical improvements in 
methods of prospecting, of testing likely areas, of develop
ing new mines, and of managing old ones, have eliminated 
many uncertainties and have converted others into measur
able risks. A t the same time the bulk of the world's gold 
has come to be produced by large, and much of it by vecy 
large, technical units, which within themselves can pool 
many risks and convert them into more or less calculable 
costs. Further, the development of mining finance com
panies, each interested in many different mining com
panies, has enabled the risks, especially of new develop
ments, to be spread still more widely than would be possible 
within the individual technical units. 

T h i s reduction in the element of risk does not mean, 
of course, that the size and distribution of the natural 
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deposits of gold-bearing ore are unimportant factors. Since 
the known and accessible deposits are limited in extent, 
there will necessarily be a tendency always present for 
output to decline unless new discoveries or lower costs 
intervene to check or reverse the process, while it is con
ceivable that the whole position might at any moment be 
changed by the purely accidental discovery of large and 
hitherto unsuspected deposits of rich ore. What is true, 
however, is that the power of economic forces to accelerate 
or delay the exhaustion of existing deposits, and to promote 
or discourage the discovery of new ones, is now so great 
that changes in the output of gold are now much less 
" accidental " and much more " induced " than they were 
half a century ago. To-day, indeed, there is no reason to 
assume that the output of gold is less sensitive to changes 
in costs than is the output of other commodities. It is 
therefore possible to consider the principal causes of such 
changes in costs, and the conditions which determine the 
manner and extent of the response which output makes 
to them. 

During the past fifty years many of the more accessible 
reserves of gold ore have been worked out, and during the 
same period there has been a great increase in the general 
level of prices and wages. Nevertheless, the cost to-day 
of mining and milling a ton of ore is much lower than it 
was fifty years ago, and in many areas as low, or almost as 
low, as it was thirty years ago. If we look for the under
lying cause of this achievement we shall find it mainly in 
the growth that has taken place in technical knowledge. 

It is true that in the early part of the period much of 
the fall in costs in many areas was undoubtedly due to 
the application of increased amounts of already known 
forms of equipment, and above all to improved transport 
facilities, which gradually brought the exceedingly high 
price levels which formerly ruled in the vicinity of many 
gold mines more closely into accord with those in other 

L 
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parts of the world. Nevertheless, but for the various tech
nical inventions that have been made during this period, 
costs of gold production in many mining areas would be 
several times higher than they are to-day, and the output 
of gold only a fraction of what it is. Probably the most 
important of these was the introduction in the iSgo's of 
the cyanide process of extracting gold from refractory ore, 
by means of which the percentage of extraction was raised 
from 60 or 70 to well over 95. T h e effect of this increase, 
of the order of 50 per cent, in the amount of gold extract-
able from each ton of certain types of ore, was twofold. 
In the first place, it increased the output of gold directly, 
and apart from any increase in the scale of operations, by 
increasing the quantity of gold obtained from the existing 
tonnage of ore milled ; and in the second place, it made it 
payable to mine ore of a lower gold content, and thus 
added to the known or potential ore reserves any ore lying 
between the old and the new limits of payability. 

Of the three causes of changes in mining costs hitherto 
mentioned, two — discoveries of new supplies of ore and 
improved methods of production — necessarily tend to 
reduce costs of production, and one ^—the exhaustion of 
the more accessible of the known ore deposits — to raise 
them. T o these must now be added a cause which may 
work in either direction — changes in the supply schedules 
(to the gold-mining industry) of the factors required. T h e 
direction of these changes is largely influenced by the 
general movement of world prices, though prices of the 
collection of goods and services purchased by a gold mine 
may at times move very differently from those of the 
collections which are used to calculate wholesale or retail 
price index numbers. Until about 1909 it seems that the 
upward tendency of world prices which had begun in the 
1890 ' s either had little effect on gold-mining costs or was 
offset by other factors. From 1 9 1 0 until the beginning 
of the war there was a slight rise in costs, especially in 
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Australia, where its effect was to accelerate the decline in 
the output of gold which had begun in 1 9 0 5 in consequence 
of the progressive exhaustion of the richest deposits. T h e 
rise in prices during, and especially just after, the war 
brought a very sharp rise in gold-mining costs. In 
Australia, for instance, costs per ton of ore milled nearly 
doubled between 1 9 1 0 and 1 9 2 1 , while in South Africa 
they rose by about 4 0 per cent. T h e smaller increase in 
South Africa w a s partly because the general rise in whole
sale and retail prices between 1 9 1 0 and 1 9 2 0 was less in 
South Africa than in Australia, and partly because of the 
conditions, peculiar to South Africa, governing the price 
of unskilled and semi-skilled labour. In South Africa all 
mine employees except those in charge of machinery and 
explosives, or in positions of authority, are natives. T h e 
average native money wage is less than one-tenth of the 
average wage for Europeans, so that, as the ratio of native 
to white employees is in the neighbourhood of ten to one, 
the total native wage bill is rather lower than the total 
white wage bill, though it should be added that the natives 
receive food and shelter in addition. It is to this supply of 
cheap native labour, together with the very large local 
supply of very cheap coal, that the exceptionally low costs 
of mining in the Transvaal are principally due. Native 
wages are not only low, as compared with those paid to 
European workers, but are also much more stable. T h e 
whole work of recruiting natives is controlled by the 
Transvaal C h a m b e r of Mines through two subsidiary 
organisations, and the labour available is apportioned 
among the various mines. Native wages are centrally 
determined, and the mines do not compete against each 
other for labour. 

T h i s fixation of wages has had the effect of reducing 
the amplitude of fluctuations in their level. F o r instance, 
between 1 9 1 3 and 1 9 2 1 , whereas average white wages and 
the cost of stores each rose by about 5 0 per cent, average 
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native wages rose by only about 1 5 per cent, and the rise 
in total working costs per ton was only a little over 40 per 
cent. On the other hand, one result of this control of 
native wages is that the mines frequently complain that 
they cannot obtain as much native labour as they would 
like to employ at the wages fixed, and that, in consequence, 
they have been unable to work at full capacity. This tends 
to cause some rise in other costs per ton of ore milled, 
though not as great a total rise as if native wages had been 
determined by competition. One eflfect of the fixation of 
native wages Is, therefore, that a lower grade of ore can 
be milled profitably than if wages had been free to move, 
but that the tonnage of ore milled Is smaller than if the 
mines were free to attract more labour by raising wages. 
T h u s the amount of ore worth milling Is increased, but 
the number of tons milled a year, and probably also the 
average grade of ore milled, are reduced. T h e annual 
output of gold is therefore lower, but the lives of the mines 
are more than proportionately lengthened. 

In the short period, the supply of native labour to the 
gold mines fluctuates with the demands of alternative 
occupations open to them, including farming in their own 
reserves. Good farming seasons, high prices for farm 
produce, increased activity in the diamond, coal, or base 
metal mines, all tend to keep labour from the gold mines, 
while crop failures and lower prices tend to improve the 
labour supply. It is through this indirect effect of price 
changes that the South African gold mines most rapidly 
feel the benefits of a fall in the prices of other commodities, 
for white wages are difficult to reduce, and most mine 
stores are bought on long contracts and reflect price changes 
only slowly. 

A s a result partly of the control of native wage rates, 
partly of the reduction of white wages after the strike of 
1922 , and partly of the continual improvements in mining 
technique, gold-mining costs in South Africa had fallen by 
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1926 to only about 6 per cent above the 1 9 1 3 level, although 
wholesale prices were still about 20 per cent above the 
pre-war level. This may be contrasted with the experience 
of Australia, where costs of production in 1 9 2 6 were still 
something like 40 per cent above the pre-war level. It 
is to South Africa's remarkable success in reducing costs 
that the continued rise in her gold output must be attributed 
at a time when production in most other countries con
tinued to decline, and in Australia, the world's largest 
producer in 1 9 0 3 , it had become insignificant. 

Since the beginning of the depression in 1 9 2 9 gold 
producers have benefited in two ways. In the early part 
of the depression the fall in the prices of other commodities 
increased the supply of available factors and brought both 
some fall in costs of production and, in South Africa, an 
ample supply of native labour. Later, as one producing 
country after another left the gold standard, the price of 
gold increased. 

Hitherto we have been discussing causes of changes in 
gold-mining costs. W e must now consider both the rela
tionship between changes in costs of production or in the 
price of gold and change in output. A s we have seen, a 
change in the cost of producing gold may take two forms. 
It may take the form of a change in the amount or value 
of the yield of gold from each ton of ore of a given grade, 
or it may take the form of a change in the cost of mining 
and milling a ton of ore. T h e first will lead to an automatic 
change in the quantity or value of the gold produced, in 
addition to any indirect effect it may have via an induced 
change in the quantity or grade of ore milled. T h e second 
will affect the output of gold only through its influence oti 
the quantity or grade of ore milled. It is to this indirect 
effect that we must now give our attention. 

T h e relationship between the size of a given deposit of 
ore and the amount of that ore which is milled in any one 
year is exceedingly complicated. Here it is possible to 
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give only a broad outline of the principal considerations 
involved, in the hope that the conclusions thereby reached 
will not be so different from those obtained by more refined 
methods as to be seriously misleading. 

In most types of production we have to consider the 
problem of the optimum rate of application of variable 
factors, including raw materials, to certain fixed equipment 
of which the useful life does not greatly vary with the 
intensity of utilisation. In other words, the proportion of 
marginal cost which consists of user cost is relatively small, 
and even substantial differences in estimates of user cost 
would have very little effect on total marginal cost and 
on the rate of output. In the case of a mine, however, the 
position is the exact opposite. There is a given stock of 
raw material of which the rate of output, and therefore the 
length of life, is almost infinitely variable according to the 
amount of fixed capital and other resources which are 
applied to its exploitation. In this case, every ton of ore 
extracted means a ton less to be extracted at some future 
date ; and if the deposit is a valuable one, which is expected 
to show a large profit over costs of extraction, the greater 
proportion of marginal cost may be the user cost of the 
deposit. In this case the simplest method of approach to 
the problem of the optimum rate of output seems to be to 
attempt to ascertain the scale of output at which the dis
counted present value of total future receipts during the 
whole life of the deposit shows the greatest margin over 
the discounted present value of all costs to be incurred. 

Let us attempt an examination of this question by taking 
the case of a virgin mine for which we have to decide the 
scale of capital equipment, rate of annual output, and Hfe, 
which give us the largest present value of the future profit. 
T o begin with, we shall make certain initial simplifying 
assumptions, and shall then observe the effects of their 
progressive removal. L e t us assume, therefore, that we 
are studying the exploitation of an undeveloped ore deposit 
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of given size, tfie contents of which are completely homo
geneous, equally accessible, and exactly known. Let us 
further assume constant costs and a constant price of the 
product. On these assumptions, at any positive rate of 
interest it will pay to work out the deposit in the shortest 
period that is physically possible. If we carry our assump
tion of constant costs to absurd extremes, it will be most 
profitable to work it out instantaneously. At a zero rate 
of interest, on the other hand, any rate of output is as good 
as any other, and the problem is indeterminate. 

Let us now abandon our assumption of constant costs, 
and assume that costs per unit of output (since the ore is 
at present assumed to be of constant grade, output can be 
calculated equally well in terms of tons of ore or ounces of 
gold) are free to change with the rate of output. These 
costs may be divided into two main categories. Of these, 
one is working costs — costs of labour and of non-durable 
or non-specific equipment which must be incurred more 
or less evenly through time. It is not unreasonable to 
assume that working costs per unit of output will vary 
with the rate of output, for reasons which are common to 
all types of enterprise. Up to a point the increased special
isation rendered possible by increasing the scale of output 
will cause average working costs per unit produced to fall 
as the rate of annual output rises. Beyond a certain point 
the application of additional factors to a given mine will 
cause diminishing returns to set in, and average costs will 
begin to rise again. In some cases, where the mine itself 
is very large, diseconomies of large scale may begin to 
appear after a certain point, due to the increasing costs of 
central control. Further, where the supply of factors of 
production to this particular mine is not perfectly elastic, 
the price per unit of factors will rise and with it the average 
cost per unit of output. We may summarise these con
clusions by saying that working costs will fall for a time 
as annual output increases and sooner or later begin to 
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DIAGRAM I 

U N D I S C O U N T E D A G G R E G A T E W O R K I N G P R O F I T S 

A N D I N I T I A L C O S T S 

( A s A FUNCTION OF ANNUAL OUTPUT) 

i Mn. 

Years of Life 

UAP=Undiscounted Aggregate Working Profits. 
IC^Inilial Costs. 
X = Point nf manimum profit with no initial cosis and a lero (ate of interest. 

X ' = Point of manimuin profit «ilK initial costs IC and a zero rate of interest. 

assumptions the quantity of gold to be produced from the 
mine is given, the point of lowest average working cost 
per ounce produced is also the point of lowest aggregate 
working cost for the whole output of the mine, and since 
the price of gold is also given, it is the point of highest 
average and aggregate working profit. 

In the absence of any costs other than working costs 
and in the presence of a zero rate of interest, the most 
profitable life of the mine would be that at which un-
discounted aggregate working profit (curve U A P in Dia-

rise again. It is possible that there is a range of output 
over which working costs are constant, but it is at least 
equally possible that there is a single rate of output at 
w^hich they are at their lowest point. Since on our present 
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gram i ) was at its maximum (x). In most mines, however, 
there will be a second type of cost — the irregularly occur
ring cost of durable and specific equipment. A large part 
of this equipment cost, under our present assumptions, 
will be incurred at the very beginning of the life of the 
mine and before any gold is produced, and if we assume 
for the sake of simplicity that the whole of it is incurred 
at the beginning, the assumption may not be very unreal. 
It will further simplify exposition if we assume that the 
initial expenditure on durable and specific equipment (of 
which in the case of deep-level mines the most important 
item will be the mine shafts) will be directly proportionate 
to the designed rate of annual output, though this assump
tion is in no way essential to the argument. In this case, 
as the absolute horizontal scale is in terms of annual output, 
the curve of initial costs ( I C in Diagram i ) will take the 
form of a straight line sloping upwards and to the right 
from the origin. A t a zero rate of interest, the most profit
able output rate of the mine will be that at which the 
undiscounted aggregate working profit most exceeds initial 
costs. In Diagram i this point will be where the curve 
U A P is parallel to the line I C . W e shall find that this 
new optimum point (x ') will lie to the left of the highest 
point of the U A P curve (x), and will move further to the 
left the steeper is the slope of I C up to the point where 
I C becomes tangential to the U A P curve and the develop
ment of the mine ceases to be profitable. T h u s the greater 
the cost of initial equipment per unit of annual output, 
the smaller will be the most profitable rate of annual output 
and the longer the optimum life of the mine. This is 
presumably the chief reason why alluvial mining areas, 
which require relatively little durable and specific equip
ment per unit of annual output, are usually worked out 
more rapidly than quartz or banket mines, and why a 
shallow mine is likely to have a shorter life than a deep one. 

W e must now abandon our assumption of a zero rate 



i 6 o C A U S E S O F C H A N G E S I N G O L D S U P P L Y 

U A P 

Years of Life 

Annual 0\itpu( 
(ioi>o ounce?) 

U A P = Undiscounled Aggregate Working Profits. 
D A P = Discounted Aggregate Working Profits. 

IC=rnitial Costs. 
X = Poinl of maximum profit with no initial costs and icro rale of interest, 

X ' = Point of maximum profit with initial costs IC and zero rate of interest, 
X ' = Poinl of maximum profit with no initial costs and a s per cent rate of interest, 
X ' = Point of maximum profit with initial costs IC and a 5 per cent rate of interest. 

back of the working profit to be earned throughout the 
life of the mine and the deduction from it of the actual 
initial cost. Since the discounting must be done on an 
annual basis, it will be convenient to change our absolute 
horizontal scale from annual output to its reciprocal, years 
of life of the mine. If we keep the origin as zero, this will 
involve the reversal of the diagram. T h e Initial Cost curve 
now becomes a rectangular hyperbola. 

of interest. What in fact a mine-owner would wish to 
maximise is not the aggregate net profit of his mine over 
the whole period of its life, but the discounted present value 
of the aggregate net profit. This involves the discounting 

DfAGRAM 2 

U N D I S C O U N T E D A G G R E G A T E W O R K I N G P R O F I T S , 

D I S C O U N T E D A G G R E G A T E W O R K I N G P R O F I T S , A N D 

I N I T I A L C O S T S 

(As A FUNCTION OF YEARS OF LIFE OF MINE) 
£ Mn. 
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If we now proceed to discount the aggregate working 
profit at any given rate of interest, we shall obtain a new 
curve of discounted aggregate working profits ( D A P ) . This 
curve will coincide with the undiscounted curve ( U A P ) 
when profits are at zero, will fali by an ever-increasing 
proportion below U A P as the life of the mine is increased, 
and will again coincide with it when zero profits are again 
reached. W e shall find both that the peak of the D A P 
curve (x^) lies to the left of the peak of the U A P curve 
(x) and that the point (x^) where it shows the greatest 
margin over the initial costs curve will also lie to the left 
of where the U A P curve showed its greatest margin (x^). 
T h u s the life of the nunc will be shorter and the annual 
output greater with a positive than with a zero rate of 
interest. W e shall also find that the higher the rate of 
interest the higher will be the optimum annual output 
and the shorter the life, up to the point where the D A P 
curve becomes tangential to the I C curve and the develop
ment of the mine becomes unprofitable. 

This is true even though the expansion in the rate of 
output involves additional initial expenditure on capital 
equipment, up to the point where the increase in initial 
expenditure becomes equal to the increase in the dis
counted present value of future working profits. 

T h u s conditions are conceivable in which a rise in 
interest rates will make profitable increased expenditure 
on capital equipment. A t first sight this seems contrary 
to the conclusions of the theory of capital. But the contra
diction is only apparent, for the ultimate efltect of the rise 
in interest rates is to accelerate the rate at which the ore 
is consumed, and to shorten the life of the mine. It is 
very doubtful, moreover, whether even on our assumptions 
of homogeneity of ore in each mine and the absence of 
uncertainty, the total demand for capital for mine equip
ment would increase. For a rise in the rate of interest, 
\\hile increasing the optimum scale of equipment of such 

file:////hile
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mines as it still pays to develop, will probably prevent 
other mines, with smaller potential profitability, from 
showing a profit even at the optimum rate of output, and 
will therefore destroy their potential demand for capital. 
Only if all potential mines have ore so rich that the rise 
in interest rates has little effect on the world total of work
able ore, is the rise likely to have the effect of increasing 
the total demand for gold-mining capital. 

T h e importance of the effects of changes in the market 
rate of interest on the rate of gold output is further dimin
ished if we remove our assumption of perfect foresight 
concerning the contents of our mine, future costs of 
production, and future selling prices. A s soon as any 
substantial degree of uncertainty is present, the supply of 
capital to a given mine ceases to be elastic. T h e main 
reason for this is that, whatever the effect on the total 
amount of profit earned, the rate of possible profit per 
unit of capital employed falls as the amount of capital 
is increased. In order to attract capital to a highly specu
lative venture it is essential that the possible profits should 
be very high. T h e risk is high because the capital must 
be expended largely on equipment (including knowledge) 
which is specific to the mine in question. A n y over
spending on development and equipment cannot therefore 
be rectified, while a mistake in the opposite direction can 
usually be rectified by further expenditure. Mines about 
whose contents or costs there is considerable uncertainty 
are, therefore, started on the smallest possible scale. A 
few hundred or thousand pounds are spent on prospecting 
an area where gold is only a possibility. When the possi
bility becomes a probability, more capita! can be obtained 
and profitably applied to financing development on the 
smallest practicable scale. A s the probability grows and 
uncertainty diminishes, more and more capital can be 
added and production increased towards what would be 
the optimum if there were perfect knowledge. T h u s the 
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greater the certainty, the greater the annual output and 
the shorter the life of the mine. This conclusion has 
particular interest in relation to uncertainties about the 
future price of gold. The possibility of a fall in the price 
will certainly discourage investment in gold-mining, pre
vent present output from increasing as much as it would 
otherwise have done, and lengthen the lives of the mines. 

It is interesting to note that where it is technically 
essential, as in most deep-level mines, to begin the develop
ment of a new mine (or of a new area of an existing mine) 
by means of a large initial capital investment, development 
is likely to be delayed until uncertainty has been greatly 
reduced, perhaps by the gradual extension of contiguous 
mining areas. 

The elasticity of the supply of capital to speculative 
mines is not, of course, constant, and there are times when 
it increases so greatly that the foregoing considerations 
cease to have general application. That there are periods 
when the risks of new development are more gladly borne 
than at other times in no way differentiates gold-mining 
from other speculative industries, which are equally charac
terised by investment fashions or booms. The chief 
difference between gold-mining and other booms lies in 
the times of their occurrence. The last two great gold-
mining booms, that of 1894-95 and that of 1933-36, have 
taken place during the early stages of industrial revival 
after a depression, when risk-bearers have begun to recover 
their nerve after the preceding crisis, but when there is 
still an unemployed surplus of fixed assets in most other 
types of industry. The lower prices of factors (and now 
the higher price of gold) during the depression have re
duced the costs and increased the profits of existing mines, 
and have encouraged discoveries of new mines and projects 
for the extension of old ones. The fall in interest rates 
and the higher profits have combined to raise the prices 
of shares of established mines to a point where they offer 
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relatively little prospect of further appreciation. It is not 
surprising that in these circumstances the supply of unem
ployed risk-bearing tends to flow into the shares of new 
and developing mines, nor that promoters multiply the 
supply of shares to meet the demand. Under present 
conditions, it is probable that quite a large part of the 
money subscribed will actually be used to develop and 
equip new gold mines, a proportion of which will ultimately 
produce gold in substantial quantities. 

W e can now return to our consideration of what effect 
changes in costs of production or in the price of gold have 
on output. L e t us for the moment continue our assumption 
of a homogeneous ore body, so that changes in costs do 
not affect the size of the stock of ore that can be worked 
at a profit, and let us at present consider only the effect 
on the rate at which an unchanged stock of ore is worked. 

W e shall find that the effect on the optimum life of a 
mine of a change in working profits will depend on the 
way it alters the slope of the discounted profits curve. B y 
w a y of illustration we may consider three of the most 
probable ways in which working profits may alter: 

( 1 ) A rise in working profits by a given number of 
shillings per ounce (such as might be caused b y a rise in 
the price of gold), representing a rise in the undiscounted 
profits curve by an equal amount throughout its length. 
Since the new undiscounted curve is parallel to the old one, 
the new discounted cwrwe will approach the old discounted 
curve as the life of the mine is lengthened. T h e peak of 
the new D A P curve will lie slightly to the left of the old 
one, while the downward slope to the left is less steep 
and to the right more steep in the new D A P curve than 
in the old. T h e point of maximum margin over the initial 
cost curve (x^) will therefore move to the left and the 
optimum life of the mine will be shortened. 

(2) A rise in working profits by a given percentage (such 
as might be caused by an equal proportionate rise in the 
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price of gold and in working costs). In this case the rise 
in the undiscounted profits curve will be at its m a x i m u m 
when the curve is at its highest point, and will fall to zero 
as the curve falls to zero, so that the undiscounted curve will 
fall more steeply than before in both directions. T h e peak 
of the discounted curve will be directly above the former 
peak, but the new curve will fall more steeply in both 
directions than the old one. Its point of m a x i m u m margin 
above an unchanged initial cost curve will therefore move 
to the left and the optimum life of the mine will be 
shortened. T h e effect is identical with that of a fall in 
initial costs, working costs and the price of gold being 
unchanged. If initial costs as well as working costs rise 
proportionately with the price of gold, the optimum life is 
unchanged-

( 3 ) A rise in working profits proportionate to the 
working costs incurred in earning it (such as might be 
caused by a fall in working costs unaccompanied b y a 
change in initial costs or in the price of gold). In this 
case the rise in working profits is least when working 
profits are at their maximum, and increases as profits fall 
to zero. T h e undiscounted curve will therefore fall less 
steeply in both directions than before. T h e peak of the 
discounted curve will move to the left more than in case 
( i ) , and the new discounted curve will fall less steeply to 
the left than the old one. Whether it will fall more or less 
steeply to the right will depend on the shape of the u n 
discounted curve and on the rate of interest. Generally 
speaking, the optimum life will be shortened unless the 
rate of interest is very low or unless costs rise very rapidly 
as the rate of annual output falls; it will also probably 
be shortened in any case if initial costs are very small. 

On the whole it may be said that, except in very ex
ceptional conditions, the effect of a rise in working profits 
will be to increase the most profitable rate of annual output 
and to shorten the optimum life. A fall in initial costs 
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will have the same effect. Conversely, a fall in working 
profits or a rise in initial costs will tend to lengthen the 
optimum Hfe. 

In the foregoing discussion, it will be remembered that 
we are considering the optimum scale of output of a mine 
upon which nothing has yet been spent, and for which we 
are therefore quite free to decide the optimum expenditure 
on equipment. Once a decision has been made and specific 
capital equipment installed, the expenditure on that equip
ment becomes irrelevant for purposes of calculation. All 
that matters is the present value of the excess of future 
revenue over future expenditure. If we find that we have 
under-estimated the optimum annual output, or if changed 
conditions make an increase profitable, it is always possible 
(in the absence of serious indivisibilities) to adjust the 
position by an increase in specific equipment. But if we 
find that we have over-estimated the optimum amount of 
equipment, we have to consider how to maximise the 
present value of the excess of future revenue over future 
working costs only, and the deterrent effect of rising fixed 
costs per unit of output as output is increased will be absent. 
W e shall, therefore, find it profitable to continue to pro
duce, so long as the equipment lasts, an annual output 
greater than that which we should have arranged to produce 
if we had had better foresight, though possibly smaller 
than the output it was originally intended to produce. 

It is this factor of the irrevocability of most of the 
capital expenditure on gold mines which helps to maintain 
the level of gold output after an investment boom. On 
such an occasion it is only to be expected that many 
speculative shares will be bought above the price that a 
rational estimation of the chances and dimensions of future 
profits would justify, and that many mines will be de
veloped and equipped which with better foresight would 
either not have been developed at all or would have been 
developed on a smaller scale. Nevertheless, many of these 
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will produce gold in an amount and at a cost which, while 
not such as to render the original investment profitable, 
will be sufficient to prevent the abandonment of shafts 
and equipment already in existence. So long as these last, 
output will remain above the level which it would have 
reached under conditions of greater foresight. Thus an 
unfounded expectation of increased future profits — due, 
perhaps, to the unfulfilled hope of a rise in the price of 
gold — may have the effect of increasing the output of gold 
over a period of many years. 

We must now turn to the consideration of the effect of 
a change in costs or in the price of gold on the amount of 
ore which it will pay to mine. Let us for a moment longer 
retain our assumption of homogeneous ore, and consider 
the question of an increase in the available supply of ore of 
the existing grade without a reduction in the cost of mining 
existing ore reserves — due, perhaps, to an invention that 
has rendered possible the mining, under the same condi
tions as the existing stock, of ore hitherto regarded as 
inaccessible. In this case, after the delay due to the time 
taken to add to the capital equipment, it will pay to expand 
the rate of output. L^nless, however, the cost of production 
per ounce is the same for the new output as for the old, 
the scale of output will not increase proportionately. If 
the effect of increased ovitput is to increase costs per unit 
of gold, annual output will increase less than proportion
ately to the increase of ore reserves, and the life of the mine 
will be lengthened; while if costs per unit decrease with 
increased output, output will increase more than in pro
portion, and the fife of the mine will be shortened. T h e 
former possibility seems to be the most likely. 

We now have examined, on our simplified assumptions, 
the two possible ways in which reduced costs or higher 
prices may increase output — by increasing the rate of 
working of the existing ore reserves, and by increasing the 
ore reserves and the scale of working of the whole mine. 

M 
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W e must now abandon the assumption of homogeneity of 
ore, and bring our assumptions more closely into accord
ance with actual conditions. L e t us now assume a mine 
with a wide range of ore grades, varying from the merest 
trace of gold to half an ounce or more to the ton. T h e 
effect of a change in costs or in the price of gold will now 
be necessarily twofold. It will alter the cost of working 
the ore which throughout remains within the limits of 
payability, and by altering those limits it will alter the 
amount of ore in the mine that can profitably be worked. 
Before, however, beginning our consideration of the effect 
of these changes upon the size of the annual output, it is 
necessary to make a digression in order to examine the 
factors which govern the order of working of ore of different 
grades of richness. 

If the order in which the ore is mined makes no differ
ence to costs and to the total profits earned over the whole 
life of the mine, it is clear that, at a positive rate of interest, 
the mining company will maximise the present value of its 
profits by mining the richest ore first. If, as may sometimes 
happen, costs are reduced by mining the richest ore first, 
this course will be profitable even at a zero rate of interest. 
But it more frequently happens that to mine the richest 
ore first, and leave the less payable for future years, may 
increase the cost of production and possibly lead to the 
ultimate abandonment of much of the less payable ore. 
T h i s may well occur, for instance, if small areas of high-
and low-grade ore are closely intermixed. T h e additional 
costs of selective mining, and of maintaining old stopes 
with a view to returning later for the extraction of the 
low-grade ore left behind, may be so high as more than to 
offset the advantages of concentrating the higher earnings 
in the earlier years. Nevertheless, it will always pay to 
sacrifice some part of the total profits earned over the whole 
life of the mine for the sake of increasing the profits in the 
earlier years. H o w far selective mining will be a payable 
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policy will depend on the distribution of ore in each par

ticular mine. Broadly speaking, the larger the more or 

less homogeneous blocks of high- and low-grade ore, the 

more profitable to the shareholders will a policy of selective 

mining be. 

Nevertheless, such a policy of " picking the eyes of the 
mines " is universally frowned upon by responsible mining 
opinion. In so far as this Is due to a belief that the conse
quent rise in costs would render such a policy unprofitable, 
this point of view is justified. But there is reason to believe 
that the policy of selective mining could profitably be 
carried a good deal further than in practice it is. W h y then 
do the mining authorities so object to it ? 

It is difficult to find any clear answer to this question, 
but on the whole the objections seem to be based on two 
main grounds. Firstly, the practice of selective mining 
clearly lends itself to fraud on investors. If the profits 
earned in the early years of a mine are greatly above the 
level which can be maintained throughout its life, investors 
may well be induced to expect the high dividends to con
tinue and pay too much for the shares. T h i s will in turn 
impair the investment reputation of gold mines as a whole, 
and cause yields of all mines, including those which do 
not or cannot practise selective mining, to be capitalised 
in the market at a lower level. Closely connected with 
this is the argument that shareholders prefer a steady to 
a declining income, even though the discounted present 
value of the declining income is greater. T h i s latter diffi
culty does not appear to be insuperable. It is always open 
to a mining company to withhold part of the high profits 
earned in the early years and re-invest them, either in the 
same mine or elsewhere, so as to earn interest or profits 
upon them. In this w a y dividends could be maintained at a 
more or less constant level higher than that which is pos
sible under the system of mining proportionately from all 
grades of ore, which is tantamount to investing part of the 
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potential profits without interest in holding back stocks 
of rich ore. 

T h e other important reason for the dislike of selective 
mining is that most of those who are responsible for the 
formation of mining opinion are interested rather in the 
longevity of the mines than in their profitability to share
holders. F o r managers, employees, consulting engineers, 
as well as for those w h o are dependent on the gold mines 
for their market, the important thing is that the mines 
should continue to employ as many factors as possible for 
as long as possible. Selective mining without a consequent 
rise in costs would not necessarily shorten the life of the 
mine, for all payable ore would still be mined, though in 
a different order. But if the effect of selective mining were 
to raise costs, the amount of payable ore would be reduced 
and the life of the mine shortened; while even if costs were 
not affected by the order of mining, a later rise in costs, 
due to other causes, would shorten the life of the mine 
much more if the high-grade ore had already been extracted. 
T h i s would not involve any additional loss to shareholders 
{indeed, the expectation of a subsequent independent rise 
in costs would make selective mining profitable even at a 
zero rate of interest), but it would mean that the risks 
of factors becoming prematurely unemployed would be 
increased — a contingency not to be regarded with equa
nimity by employees, suppliers, local authorities, or the 
Government, 

Whatever the true reasons, the practice of the mines 
seems to approximate closely to their stated policy of milling 
ore of the same average grade as that contained in the mines. 
T h i s is certainly true, at least, so far as concerns that part 
of the contents of the mines which has been developed, 
sampled, and included in the published ore reserves — 
usually about the equivalent of three or four years' supply 
to the mill. It is not possible to say as definitely how far 
it is followed in deciding how much of each of the various 
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grades of ore is to be developed and added to the ore 
reserves. W h e r e high- and low-grade ores are closely 
intermixed there is little room for discretion; but where 
some zones or reefs are believed to consist mainly of high-
grade and others mainly of low-grade ore, it is clear that 
for many years the average grade of the ore added to the 
known and published reserves may be largely controlled 
by managerial policy. T h e fact that, when a mine is 
approaching the end of its life, the average grade of ore 
milled usually falls, seems to indicate that some low-grade 
ore is left after the high-grade ore has been worked out, 
and that some degree of selection is, therefore, practised. 
In any case, since the contents of undeveloped ore blocks 
can be estimated only roughly, the policy of mining equal 
proportions of each grade cannot be followed with any 
iiigh degree of exactitude. 

O n the whole, however, it seems that the assumption 
that mines follow the policy of milling the average grade 
of ore contained in the mine is sufficiently realistic to permit 
practical deductions to be drawn from it. T h i s is very 
convenient for purposes of analysis, since for many pur
poses a mine can be considered as containing ore of 
homogeneous grade equal to the average of the various 
grades it actually contains. T h e conclusions previously 
reached in our consideration of a mine with homogeneous 
ore, therefore, are usually more or less valid, and w e can 
proceed with our examination of the effects on output of 
a change in costs or in the price of gold. 

Owing to the presence in a producing mine of durable 
and specific equipment, the effects of increased and de
creased working profits are not fully symmetrical. W e 
must therefore consider them separately. L e t us first 
consider the case where working profits have increased. 
T h i s will mean that some ore, of a lower grade than 
any at present worked, will come within the margin of 
payability. T h e quantity of payable ore in the mine will. 
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therefore, be increased and its average grade reduced. A s 
we assume that the mine's poUcy is to mill ore of an average 
grade equal to that of the mine as a whole, the average 
grade of ore milled will fall, and less gold will be produced 
per ton of ore milled. On the other hand, the increase in 
the working profit earned and the increase in the payable 
ore content of the mine will make it profitable to increase 
the number of tons of ore milled per annum. In the long 
run, the net effect upon the annual output of gold of the 
two opposing influences will depend on the grades and 
proportions of the new and old ore, and upon the elasticities 
of the supply of labour, capital, and other factors. If the 
quantity of low-grade ore w h i c h is added to the reserves is 
relatively small, the reduction in average grade will also 
be small, and unless the supply of factors is very inelastic, 
the increased rate at which it now becomes profitable to 
work the existing ore will cause annual output to rise by 
proportionally more than the gold content of the mine, so 
that its life will be reduced. W h e r e the quantity of low-
grade ore added is substantial this is unlikely, and the 
annual output of gold, though higher, will probably in
crease by less than the gold content of the mine, so that 
the life of the mine will be lengthened. Finally, where the 
addition of low-grade ore and the reduction in grade are 
very large, a mine m a y possibly find it profitable to increase 
its tonnage of ore milled only by an amount which is 
insufficient to offset the fall in grade, so that the annual 
output of gold will fall and the life of the mine will be 
lengthened more than in proportion to the increase in its 
gold content. O f the three possibilities, the second seems 
much the most likely. 

T h e extent to which the effects of an initial fall in costs 
or rise in the price of gold are perpetuated will depend 
largely upon the elasticity of the supply of factors, not 
merely to each mine, but to the industry as a whole in 
each area. If the supply is inelastic, as the whole industry 
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endeavours to expand its tonnage of ore milled, the cost 
schedule of each particular mine will rise, some of the new 
low-grade ore will cease to be payable, and the average 
grade will rise. If the rise affects working costs more than 
costs of durable and specific equipment, the fall in capital 
costs relatively to working costs will tend to increase the 
rate of output for any given average grade of ore mil led; 
if the rise in working costs goes so far that the average grade 
milled returns to its former level, the continued lower level 
of capital costs will make profitable an increased scale of 
working and a shorter life for the mine. I f capital costs 
rise pari passu with working costs until the average grade 
milled recovers to its former level, the scale of output will 
not be affected, unless in the meantime the amount of 
capital equipment has been increased. 

T h e case in which there will most certainly be a perma
nent fail in the rate of output is where a rise in the price 
of gold adds a large new tonnage of low-grade ore to the 
reserves and therefore greatly reduces the average grade 
of ore milled, and where at the same time the price of a 
factor in inelastic supply is monopolistically prevented from 
rising. In this case there will be no rise in costs or in the 
grade of ore milled; but the shortage of the factor will 
limit the increase in the output of ore, which will therefore 
be insufficient to offset the fall in grade. 

In the present instance, the rise in the price of gold 
has coincided with a fall in alternative demands for factors, 
and, despite the greatly increased demands of the mines, 
costs have remained low. If, however, the price of gold 
were raised at a period of full employment, it is possible 
that the resulting increase in output would, in many areas, 
be relatively small ; while if the prices of factors were 
prevented from rising, it might actually decrease. E v e n 
as it was, the improvement in the demand for diamonds, 
farm produce, and base minerals in 1 9 3 6 - 3 7 rapidly 
brought complaints of a shortage of native labour in South 
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Africa, and it is only now that the effects of the renewed 
fall in prices arc being seen in an improvement in the labour 
supply. 

While the long-run effects of a large and sudden rise 
in the price of gold or fall in costs are to some extent 
dependent on circumstances, the short-run effects are still 
more doubtful. T h e time taken to reduce the grade of 
ore milled to the new average of the mine, though appre
ciable, is in many cases shorter than the time needed for 
increasing the annual tonnage of ore milled. Broadly 
speaking, the delay in expanding output will depend on the 
accessibility of the ore. W h e r e the gold is in alluvial 
deposits or shallow mines, the time needed for expansion 
may be quite short. In deep mines, it may well be a matter 
of years before the rate of output can reach its new opti
m u m , unless there is some excess capacity in the existing 
fixed equipment. T h e same considerations apply to the 
development of new mines or the reopening of old ones. 
I f the ore is near the surface, or if disused fixed equipment 
has been kept in serviceable condition, the response of 
increased output to the stimulus of higher profits will be 
rapid. If deep shafts have to be sunk and deep develop
ment carried out, it will be slow. T h u s in a deep-mining 
area, where the existing equipment is already used to 
capacity, and where the rise in working profits has brought 
m u c h additional low-grade ore within the limits of pay
ability, the existing amount of fixed equipment will be 
temporarily used for raising and milling ore of a lower 
average grade, and output of gold will decline. A s equip
ment is expanded and the tonnage of ore milled increases, 
gold output gradually recovers to its former level and 
probably ultimately rises well above it. But the intervening 
period of lower output may last for several years. 

T h e r e is another factor which may intensify this tem
porary fall in the output of gold. In an old-established mine 
there are probably substantial areas of low-grade ore which 
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have been rendered known and accessible by the develop
ment and extraction of the higher-grade ore, but which it 
has hitherto not paid to remove. S o m e of these low-grade 
zones have no doubt been irretrievably lost b y the collapse 
of old workings, and so forth, but it is likely that enough 
will remain to add a larger proportion of low-grade ore to 
the developed ore reserves than the amount of still u n d e 
veloped low-grade ore bears to the rest of the mine. T h u s 
the average grade of the developed ore reserves becomes 
lower than the average grade of the remainder of the mine. 
A s the average grade milled will approximate to that of 
the known reserves, it will for a long time be below the 
average grade of the mine, rising slowly as the existing ore 
reserves are replaced b y new development. 

It is largely to the foregoing causes that we must attri
bute the remarkable difference between South Africa and 
other gold-producing countries in the years 1 9 3 2 to 1 9 3 7 . 
In 1 9 3 2 the gold production of the world, excluding South 
Africa and Russia, was about io-8 million ounces. It 
thereafter rose rapidly and continuously to 1 1 - 4 million 
ounces in 1 9 3 3 , 1 3 millions in 1 9 3 4 , i 4 " 3 millions in 1 9 3 5 , 
1 6 - 4 millions in 1 9 3 6 , and 1 7 - 8 millions in 1 9 3 7 . In South 
Africa, on the other hand, the output of gold fell from 
I I - 6 million ounces in 1 9 3 2 , the year at the end of which 
South Africa left the gold standard, to 1 1 millions in 1 9 3 3 
and 1 0 - 5 millions in 1 9 3 4 , and it w a s not until 1 9 3 7 
that the output again reached the 1 9 3 2 level. A glance 
at the figures shows the cause of this movement. Between 
1 9 3 2 and 1 9 3 4 the average grade of ore milled on the 
Witwatersrand fell from 6-3 dwts. per ton to 5 dwts., so 
that, despite an increase in tons milled from 34-6 millions 
to 39-4 millions, the output of gold showed a decline of 
over 1 million ounces. Since 1 9 3 4 the increase in tons of 
ore milled to 49-9 millions has more than offset a further 
decline in the average grade from 5 dwts. to 4-46 dwts., 
and the output of gold has steadily expanded. It is probable 
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that this expansion will continue. In 1 9 3 2 there was only 
one developing mine in South Africa. In 1 9 3 7 there were 
twenty developing mines, of which many seem likely in 
due course to produce gold in substantial quantities. It 
is true that the number of natives employed on the gold 
mines has already risen by nearly 50 per cent since 1 9 3 2 , 
and that it may be difficult to find the further additions 
to the supply which will be necessary if all the mines, 
new and old, are to be worked to full capacity. But even 
if the native supply of labour were to remain in the vicinity 
of the present total, it is probable that the gradual transfer 
of workers in new mines from development to production, 
and the continued introduction of more labour-saving 
methods, would allow the rise in output to continue. 
Hitherto the rise in the world's output of gold has been 
entirely due to expansion outside South Africa. H e n c e 
forth it is likely to be increasingly due to rising South 
African output, which may well be still expanding when 
output in other countries, with deposits at once more 
rapidly developed and more rapidly exhausted, has already 
begun to fall. 

A further point which is well illustrated by the recent 
history of South Africa is the difference in the results of a 
rapid and of a gradual change. Between 1 9 2 8 and 1 9 3 2 
average costs per ton of ore milled on the Witwatersrand 
fell gradually from 1 9 s . gd. to 1 9 s . , though the decline 
in effective costs, in the form of a more plentiful supply 
of native labour, was a good deal greater. T h e average 
grade of ore milled fell from 6-5 dwts. to 6-3 dwts., but 
owing to the slowness of the change the tonnage of ore 
milled had time to rise from 30 million tons to 34-6 million 
tons, so that the output of gold increased from 9-9 million 
to 1 1 million ounces. 

T h e best historical instance of a movement in the 
reverse direction — of a rapid rise in costs and a fall in 
working profits — occurred during and after the 1 9 1 4 - 1 8 
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War. For South Africa the best years to take are 1 9 1 5 - 3 9 , 
for the higher costs of 1920 and 1921 were more than offset 
by the higher price of gold, and the fall in the price of gold 
from 1921 to 1924 was offset by lower prices and wages. 
In 1915 the Witwatersrand mines milled 28-3 million tons 
of ore of an average grade of 6-2 dwts. at an average cost 
of 17s. 5d. per ounce, and produced 8-8 million ounces of 
gold. By 1 9 1 9 the average cost had risen to 22s. i id. per 
ton, and the tons milled had fallen to 24 millions, or by 
15 per cent, but the average grade had been raised to 
6'7 dwts. and the output of gold was only 700,000 ounces, 
or 8 per cent lower at 8-i million ounces. In the case 
of a still sharper rise in costs, or of a sudden fall in the 
price of gold, it is quite possible that the rise in the average 
grade of ore milled might temporarily more than offset 
the reduction in tonnage, so that for a time the output of 
gold might conceivably rise. This would be most likely 
in the case of a mine where there were both a large amount 
of durable and specific equipment and zones of high-grade 
ore which could be mined selectively without much addi
tional increase of costs. In such a case, the output of 
gold would remain higher so long as the durable equipment 
and the supplies of high-grade ore lasted. On the other 
hand, mines with little specific equipment would probably 
reduce their scale of output fairly rapidly, while mines with 
little ore above the new level of payability would soon be 
obliged to close down. It is therefore not likely that a 
fall in the price of gold would be followed, even tempor
arily, by a rise in output in the world as a whole, though a 
temporary rise might well take place in the output of certain 
mines, or even of certain fields. 

T o complete a study of the causes of changes in the 
output of gold some reference must be made to the effects 
of Government action. The subject is a wide one, and 
raises many interesting and difficult questions. Here it 
is possible only to attempt to classify the main types of 
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Government action and to give some examples of their 
possible results. 

T y p e s of Government action which affect the output 
of gold fall into four main classes: ( i ) taxation and re
strictions on movement, etc., which affect the prices of 
factors; (2) methods of general direct taxation ; ( 3 ) .special 
taxation of (or subsidies to) gold mines ; (4) regulations 
prescribing the conditions under which mining properties 
can be acquired and worked. 

T h e first of these requires little elaboration. G o v e r n 
ment action is one of the various causes which determine 
the local prices and supplies of factors of production. T h e 
Intervention may, for instance, take the form of import 
duties or quotas on the stores required by the mines, or of 
high transport rates on State railways for the requirements 
of the mines. In South Africa the gold mines have at 
various times made strong complaints against both these 
practices. I t may take the form of a State monopoly of 
an essential requirement, such as the dynamite monopoly 
which proved such a source of friction between the gold 
mines and the Government of the Transvaal before the 
Boer War. It may take the form of restrictions upon the 
movement of labour, either by local or by foreign G o v e r n 
ments. T h e recent curtailment of supply of native labourers 
from Mozambique to work in the Union might in other 
circumstances have been a serious embarrassment to the 
mines. Another example is the rule, imposed by the South 
African Government in order to reduce mortality among 
Transvaal mine natives, whereby the mines were forbidden 
to employ natives coming from north of latitude 22'^ South. 
T h e mines now claim that improved methods of hygiene 
have eliminated the former risks for tropical natives, and the 
results of the present experimental quota are said to have 
borne out this claim. If this restriction is relaxed It will go 
far towards assuring to the mines at existing wages the sup
ply of labour which they are equipping themselves to employ. 
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Secondly, methods of general direct taxation may affect 
the supply of capital to mines, and conceivably even the 
policy of the mines, in so far as they discriminate against 
income earned from wasting assets. In the United King
dom, for instance, the whole of mining dividends are treated 
as income for purposes of income tax and surtax, although 
a substantial proportion {in the case of mines with short 
lives, a very large proportion) of the income should be 
used to amortise the wasting asset. The methods of taxa
tion in use in the United Kingdom therefore tend to divert 
the flow of capital from mining into other investments, 
and to restrict mining development. They further tend 
to discriminate against mines with short lives, and to make 
the extension of the life of a mine beyond its optimum point 
profitable for British shareholders, and especially surtax-
paying shareholders. If such shareholders are both aware 
of where their advantage lies and in a position to influence 
the policy of the company, there will be a further tendency 
for the current output of minerals, including gold, to be 
reduced. 

If any form of special direct taxation is imposed on gold 
mines, it must necessarily have a deterrent effect on the 
development of new mines or the investment of additional 
capital in old ones, though this effect may be reduced by 
suitable concessions, such as the complete or partial exemp
tion of new mines from taxation for a period, the privilege 
of allowing capital expenditure out of income as a deduction 
from profits for purposes of taxation, an increase in per
mitted rates of capital depreciation, etc. While, however, 
a general expansion of output can be secured only by some 
form of subsidy, such as that given to Australian gold 
mines from 1930 to 1932, it is possible to frame a tax in 
such a way that it induces such mines as are developed to 
mine ore of lower average grade than they otherwise would. 
The present form of gold-mining excess profits taxation 
in South Africa is designed to have this effect. It was 
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originally introduced, in a different form, to divert to the 
Government a large share of the immense increase in 
profits which the mines obtained from the devaluation 
of the South African pound, and at the same time to 
maintain their demand for factors at as high a level as 
possible, while lengthening their lives. 

In its present form the tax is both simple and ingenious, 
and it might well be applied by other Governments which 
desire to induce industries to give increased employment. 
In addition to normal income tax at a rate of 3s. in the 
pound, or 15 per cent, the mines must pay an excess profits 
tax equal to 35 per cent of their gross receipts less 40 per 
cent of their costs, or, to put the same thing another way, 
a total of 50 per cent of their profits less 5 per cent of their 
costs, with a minimum of 15 per cent. This means that the 
more costs the mines can incur in earning a given profit, 
the better off they are; and that it is worth their while to 
earn a slightly smaller profit if by so doing they can have 
larger costs and a larger deduction from their tax. Its 
effect is, therefore, the opposite of that of indirect taxation, 
which raises the cost of factors employed, and increases 
the amount paid in tax as working costs rise. The genera] 
effect of such a tax is to reduce the incentive to install 
labour- and material-saving equipment, and to raise work
ing costs relatively to capital costs. In the particular case 
of the gold mines, it also encourages the milling of ore of a 
lower grade than would otherwise be profitable. It thus 
tends to lengthen the lives of the mines, while in the short 
run, and possibly also in the longer run, it tends to cause 
a greater reduction in the annual output of gold than an 
ordinary tax on profits would have done. Thus the form 
which South African taxation has taken has tended to 
intensify the effects on output of the mines' policy of milling 
the average grade of the mine. 

Finally, the general structure of mining law necessarily 
has some effect on the rate of output. If, for instance, 
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gold deposits are of a kind which it is possible to work on a 
small scale, a mining law which encourages their working as 
public diggings, by a large number of independent miners, 
each working a small claim with very little equipment, will 
probably cause the annual rate of output to be higher and 
the life of the deposit shorter than if they are worked on a 
larger scale and by more capitalistic methods. 

Again, where the undermining rights of gold-bearing 
ground are owned by the State, the output of gold may be 
greatly affected by the terms on which the State is willing 
to sell or lease the ground. In such a position the State 
may act like a private land-owner, making the most profit
able arrangements possible for the mining of the ground, 
and only withholding mining areas from development if it 
believes that their value to itself will appreciate so rapidly 
as more than to offset the loss of interest. On the other 
hand, if its object is to secure the continuance of mining 
activity at its present level for a long period, it may deliber
ately withhold land from development for a time in order 
to replace existing mines when they become exhausted. 

T h e actual terms and conditions of the leases may also 
affect the rate of output of the mines after development. 
T h e size of the individual mines will depend largely on the 
State's judgment as to what area constitutes " a workable 
proposition " , and the larger the size the longer will the 
life of the mine tend to be. Secondly, the lease may be 
drawn in such a way that the interests of the shareholders 
are different from what they would have been if they had 
owned the mine completely. If the royahy is a fixed 
payment per ounce of gold produced, or per ton of ore 
milled, it will increase costs per ounce or per ton, raising 
the minimum grade of payable ore and shortening the life 
of the mine. If it is a uniform proportion of the profit, the 
position of the State will be similar to that of any share
holder, and the lease payment will have no effect on the 
rate of output. But if, as is the case with most of the South 
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African leased mines, the Government's share of profits 
increases as the ratio of profit to output of gold rises, it 
will pay the shareholders to decrease this ratio at the 
expense of a diminution in total profits — in other words, 
to mine ore which would otherwise have been below the 
limit of payability, decrease output, and extend the life 
of the mine. T h u s the policy of the South African Govern
ment, both through taxation and the terms of its leases, 
is to check the immediate expansion of the output of gold 
in order to prolong the lives of the mines. It is to this 
policy, as well as to that of the mines themselves, that the 
delay in the rise of South African output is due. 

With regard to the future, the prospects of developments 
in other spheres of economic activity are too uncertain to 
permit of any definite forecasts; but certain of the con
clusions reached in the foregoing discussion may be use
fully applied to the consideration of the probable reactions 
of gold production to the various possible developments 
elsewhere. 

If the conclusions reached above are justified, the rate 
at which a new deposit of gold will be exhausted will 
depend upon the rate at which total costs increase as the 
annual output is expanded. This , in turn, depends largely 
upon the amount of durable and specific equipment needed 
per unit of output, so that those mines which need most 
capital equipment will, generally speaking, be those with 
the longest lives. But such mines are also those which will 
generally take longest to reach their optimum rate of output, 
so that the rate at which output is expanded is often a guide 
to the period for which the increased output is likely to be 
maintained. If this is so, those areas where production 
has responded most rapidly to the stimulus of the higher 
price of gold are likely also to be those where the deposits 
will be most rapidly exhausted. 

Even if, therefore, the genera! level of prices and gold-
mining costs remain in the vicinity of their present level. 
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w e may expect to see the rapid rise in output in most 
countries checked within the next few years, and perhaps 
succeeded by a gradual fall. 

T h i s development becomes still more probable if prices 
from now onwards assume an u p w a r d trend and gold-
mining costs tend to rise. In this case w e may well see a 
repetition of the experience of 1 8 5 0 - 6 0 and 1 9 0 0 - 1 9 1 4 , 
when a rapid expansion of gold output was in most countries 
brought to an end, and in many of them succeeded by a 
decline. 

T o this general rule, however, South Africa is likely to 
provide a striking exception. Owing partly to the depth 
of the ore deposits and the long delay and heavy cost 
involved in providing the necessary shafts and other fixed 
equipment, partly to the policy of the mines in reducing 
the average grade of ore milled, and partly to the reinforce
ment of this policy by Government action. South African 
output has not yet increased greatly above the 1 9 3 2 level. 
T h a t from now onwards the expansion will be both large 
and persistent is highly probable, especially if the difficulty 
of augmenting the supply of native labour can be overcome 
b y recruiting in tropical Africa. Once heavy capital costs 
have been incurred, it is likely that output will be main
tained at a high level even though working costs should 
rise. Indeed, a really sharp rise in costs, or a fall in the 
price of gold, which would probably cause a rapid fall in 
the output in other parts of the world, might well cause a 
temporary increase in South Africa, owing to a rise in the 
average grade of ore milled unaccompanied b y a corre
sponding reduction in tonnage. Further, South African 
output could easily be assisted in maintaining a high level 
either by a reduction in gold-mining taxation or a change 
in its form. A rapid rise in prices, which would have the 
effect of increasing the South African Government 's 
revenue from other sources, would certainly give rise to 
strong demands for a reduction in gold-mining taxation. 

N 
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TABLE I 
WORLD GOLD PRODUCTION 

M i l l i o n s of fine ozs. 

Average Annual 
Ouipui U.S.A. Canada Australia S. Arrica Russia Other Total 

1841-50 OS .. 0-8 0-4 1-7 
1851-60 2-7 • • 2-5 - . 0-8 0-4 6-4 
1861-70 2 3 0-1 1-9 0 9 0-9 6-1 
1871-80 1-9 o-i 1-4 1-2 i-o 5-6 
1881-90 1 6 O'l 1-2 o-i 1 0 1-2 S-2 
189I-I900 2-5 0 4 2-2 1-9 1-2 2'0 IO-2 

A n n u a l O u t p u t 

1901 3-8 1-2 3-3 0 3 I ' l 3 0 12-7 
1902 3'9 1 0 3-S 1-7 I - I 3 3 14-5 
1903 3-6 0 9 3-8 3 0 1-2 3 3 15-9 
1904 3 9 0 8 3-8 3-8 1-2 3'4 i6'9 
1905 4 3 0 7 3-7 4-9 I - I 3-8 1 8 5 
1906 4-6 0 6 3'5 S-8 0-9 4-1 1 9 s 
1907 4 4 0-4 3-2 6-5 ' •3 4-2 200 
1908 4-6 0'5 3 1 7 1 I '4 4-8 2 1 5 
190Q 4 8 0-5 3 0 7-3 1 - 5 SO 22 ' I 
1910 4-6 0-5 2-7 7 5 1-8 5 0 22 ' I 
1911 4 7 0-5 2-5 8-3 1-6 4 9 22'S 
1912 4'5 0 6 2 3 9 1 i-i S I 22-7 
1913 4 3 o'8 2-2 8-8 i'3 4-9 22-3 
1914 4 5 0-8 2-1 8-4 1-3 4-2 21-3 
1915 4-8 0-9 1-9 9 1 1-2 4-8 22'7 
1916 4-4 0-9 1-7 9 3 I ' l 4 6 22'0 
1917 4 0 0 7 1 4 9-0 0-9 4 3 20'3 
1918 3 3 0 7 1-3 8-4 0-6 4 3 i8'6 
1919 2-9 0-8 i-i 8-3 0 5 4 1 17-7 
1920 2'4 0 8 I'O 8-3 3'8 i6'3 
1921 2-4 0 9 0-8 8 1 3-8 1 6 0 
1922 2-3 »-3 0-8 7-0 o-i 4 0 I S S 
1923 2-4 1-2 0-7 9-2 0 3 4-0 1 7 8 
1924 2-4 I S 0-6 9-6 0 9 4 0 1 9 0 
1925 2-3 1-7 0 6 9-6 1-0 3-8 1 9 0 
1926 2-2 1-8 o-S 1 0 0 i-o 3-8 19-3 
1927 2-1 1-8 o-S lO-I i-o 3-9 19-4 
1928 2-1 1-9 OS 10-4 1-0 3-8 1 9 5 
1929 2 1 1-9 0 4 10-4 I-o 3-8 1 9 6 
1930 2-1 2-1 0 5 10-7 I'O 3 9 2 0 3 

2-2 2-7 0 6 1 0 9 I-2 4-4 22-0 
1932 2-3 3 0 0-7 11-6 I S 4-8 2 3 9 
1933 Z-2 2 9 0-8 n o 2-2* S'S 24'6 
1934 2-8 3-0 0-9 10-5 3 - 8 ' 6-3 27'3 
1935 3-2 3*3 0-9 10-8 4-5» 6-9 29-6 
1936 3-8 3-7 1-2 I I - 3 5-5* 7-7 33-2 
1937 4 1 4-1 1 4 ri-7 6 o * 8-2 3S-5 

Sources: 
l/.S-A. Bureau 0/ Mines Ecenomie Paper No. 6 (1999). Gold Productiea of All Producing 

Countrits. 
Imperial Instilute, Mineral Industry—Slaliilical Summary. 
Unioa Corporation, L l J . * Estimated, 
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TABLE I I 

C O S T S , R E C E I P T S , A N D O U T P U T I N T H E G O L D - M I N I N G 

I N D U S T R Y O F T H E W I T W A T E R S R A N D 

Costs per ton of Ore milled Gross Receipts 
Ore 

milled 
(Mn. tons) 

Average 
Grade 
of Ore 
milled 
(dwts. 

per I o n ) 

Output 
of Gold 

(Mn. ozs.) White 
Wages 

Native 
Wages 

Stores 
and other 

Costs 
Total 

Per ton 
of Ore 
milled 

Per 01. 
of Gold 

produced 

Ore 
milled 

(Mn. tons) 

Average 
Grade 
of Ore 
milled 
(dwts. 

per I o n ) 

Output 
of Gold 

(Mn. ozs.) 

s. d . d . s. d. s. d. s. d. s. d. 
I 9 I I 7 2 4 1 0 6 0 1 8 0 2 7 I I 8 3 I I 2 3 9 6-6 7-9 
1 9 1 2 6 5 4 8 7 7 1 8 8 2 9 0 8 3 1 0 2 5 - 5 6 - 8 8 - 7 
1 9 1 3 6 2 4 S 7 4 1 7 I I 2 7 9 8 3 9 2 5 - 6 6-5 8 - 4 
1 9 1 4 5 7 4 2 7 4 1 7 I 2 6 6 8 3 8 2 5 - 7 6-2 8 0 
I 9 1 S 5 6 4 3 7 8 1 7 5 2 6 3 8 3 8 2 8 - 3 6-2 8 ' 8 
I 9 I 6 5 S 4 5 8 0 1 8 I 2 6 8 8 4 7 2 8 - 5 6-3 9 0 
1 9 1 7 6 3 4 2 8 9 1 9 2 2 7 I 8 3 8 2 7 - 3 6-4 8 - 7 
I 9 I S 7 2 4 6 9 1 1 2 1 7 2 7 I I 8 4 0 2 4 9 6-6 8 - 2 
1 9 1 9 7 I I 4 7 1 0 5 2 2 I I 3 1 7 93 7 24-0 6-7 8 1 
1 9 2 0 9 5 5 0 I I 3 2 5 8 3 5 3 1 0 7 3 2 4 - 1 6-5 7 - 9 
I 9 2 I 9 I 5 I I I 6 2 5 8 3 5 2 1 0 4 7 2 3 - 4 6-7 7 . 9 
I 9 2 Z 5 1 1 5 9 I I 1 0 2 3 6 3 1 4 9 0 8 I 9 ' 5 6-9 6 -8 
1 9 2 3 5 2 5 0 9 1 0 2 0 0 2 9 5 8 8 4 26-5 6-7 8-9 
1 9 2 4 5 3 4 8 9 8 1 9 7 2 9 1 0 9 ' 0 2 8 - 2 6-5 9 '3 
1 9 2 5 5 4 4 5 9 5 1 9 2 2 7 I I 85 5 2 8 - 3 6-5 9 '3 
1 9 2 6 5 2 4 5 9 5 1 9 0 2 7 9 85 3 29-5 6 ' 5 9-7 
1 9 2 7 S 6 4 6 9 7 1 9 7 2 8 3 85 3 2 9 1 6-6 9-7 
I 9 2 S 5 7 4 7 9 7 1 9 9 2 8 0 85 5 30-0 6-5 9 9 
1 9 2 9 5 7 4 6 9 6 1 9 7 2 7 9 8 5 6 3 0 - 5 6-5 lO-O 
1 9 3 0 5 6 4 7 9 4 1 9 5 2 7 1 0 8 5 5 3 1 1 6-5 1 0 - 2 
1 9 3 1 5 7 4 6 9 3 1 9 4 2 7 5 8 4 9 3 2 - 2 6-4 1 0 - 4 
1 9 3 2 5 3 4 4 9 S 1 9 0 2 7 4 8 S 4 34-6 6-3 I i-o 
1 9 3 3 5 4 4 4 9 7 1 9 3 3 5 6 1 2 3 I 3 6 6 5 7 iO'4 
1 9 3 4 5 8 4 4 9 3 1 9 3 3 4 8 1 3 8 7 3 9 ' 4 5 0 9-8 
1 9 3 5 5 1 0 4 4 8 

8 
6 1 8 8 3 2 6 1 4 2 4 4 3 - 7 4-6 lO'O 

1 9 3 6 6 0 4 5 
8 
8 I 1 8 6 3 1 0 1 4 0 6 4 7 - 5 4 - 4 1 0 5 

1 9 3 7 6 4 4 4 8 3 i S 1 1 3 1 4 1 4 0 9 49-9 4 - 5 IO-8 

Sources: 
Seiilh African Yiar Book. 
Department of Mines (Union of South Africa) Monthly Statistics. 

Whether the continued rise in South African output 
will more than offset the declines which in due course may 
be expected elsewhere is doubtful. On the whole, it is 
probable that, with stationary or slowly rising prices, output 
from the world as a whole (excluding Russia, where pro
spects are incalculable) will continue to expand for a con
siderable time, with South Africa producing an increasing 
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proportion of the total; with rapidly rising prices or a 
substantial reduction in the price of gold, world output 
would probably begin to fall fairly soon, despite a probable 
increase in output in South Africa, and a great increase in 
its share of the total. 



T W E N T Y Y E A R S O F T H E F L O A T I N G 
D E B T ' 

I 

POST-WAR ADJUSTMENT ( 1919-23) 

ALTHOUGH the Treasury were empowered as early as 
1877 to finance the temporary requirements of the Consoli
dated Fund by the sale at a discount of Treasury bills of 
up to twelve months' currency, and although in 1902 the 
power was extended to cover the requirements of the 
Supply Services, the use made of these powers, up to 
August 1914, was, by post-war standards, exceedingly 
small. The highest total of Treasury bills recorded in 
those years seems to have been ^^41 millions in April 1910, 
consisting of millions issued by tender to the 
market and £4*3 millions issued direct to Government 
departments. In July 1914 the total outstanding was 
£iS'S millions, of which only ^ 6 millions had been issued 
by tender. 

During the war the Floating Debt expanded enor
mously. On January 4th, 1919, it stood at £1$^$ millions, 
of which ^^1098 millions was in Treasury bills and £447 
millions in Ways and Means Advances. The very high 
figure for Ways and Means Advances seems to have been 
due to two causes. In the first place, a system had grown 

' Originally published in £'conomiea, August 1 9 3 9 . Acknowledgment is 
due to the Economic Research Division of the London School of Economics, 
without whose assistance the extraction and calculation of the Floating Debt 
figures would have been impossible ; also to Mr. W. T . C. King for per
mission to consult important unpublished material on Treasury bills prior 
to 1 9 3 0 . 

187 
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Up during the war whereby the banks and others were 
encouraged to place their surplus cash reserves on interest-
bearing deposit account with the Bank of England, which 
re-lent them to the Treasury on W a y s and Means Advances, 
These interest-bearing deposits, which in January 1 9 1 9 
may have amounted to as much as £ 2 0 0 miUions or £ 2 5 0 
millions, were not mentioned in the Bank of England state
ments, and the obvious emergence of large surplus cash 
reser\'es was therefore prevented. T h e y could, however, 
be converted very rapidly into n on-interest-bearing Bankers' 
Balances, and so gave the banks, in fact, an almost unlimited 
power of expansion. 

T h e second cause of the high total of W a y s and Means 
Advances was the fact that a large part, perhaps as much as 
j^i50 millions, of the Government Securities then held as 
backing for the Treasury notes in circulation was appar
ently in the form of Ways and Means Advances. 

It is impossible to say how much of the Treasury bill 
total was in the possession of the banks and other non-
official holders, and how much in the hands of the Savings 
Banks and other Government departments and perhaps of 
the Bank of England, though later developments suggest 
that official holdings were substantial. During the war the 
issue of bills by tender was discontinued, first in April 
1 9 1 5 , and again, after a brief resumption, in June 1 9 1 7 . 
Instead, Treasury bills were kept on permanent offer, or 
on " tap " , to all applicants, official and other, at fixed 
rates of interest, which were altered only when the demand 
for bills at the fixed rates became either inadequate or 
excessive. A t the beginning of 1 9 1 9 bills were available 
in two usances, three months and six months, and the 
rate of interest on each was 3 ^ per cent per annum. 

T h e history of the Floating Debt since 1 9 1 9 can be 
divided into three main sections, which are clearly dis
cernible in Charts r and 2 . First there is a period of 
post-war reduction, from 1 9 1 9 until about the middle of 
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1923 ; then there ensues a period of stabihty, from 1 9 2 3 
until the departure of sterhng from the gold standard in 
the autumn of 1 9 3 1 ; and finally there is the period of 
managed currency and the Exchange Equalisation Account, 
from 1 9 3 1 to date. This last period should probably be 
subdivided into the period of gold acquisition (September 
1 9 3 1 to March 1 9 3 S ) and the period of gold sales and heavy 
rearmament expenditure (March 1938 to date). 

T h e first step towards getting the Floating Debt under 
control was the Victory Loan of July 1 9 1 9 . In order to 
facilitate the conversion of the Floating Debt in the hands 
of the banks, the sale of bills was suspended at the end of 
May, and the money to meet the maturing bills borrowed 
(indirectly from the banks) on W a y s and Means Advances, 
so that by July 1 2 t h the total of Treasury bills had fallen 
to ^^628 millions, and that of W a y s and Means Advances 
had risen to £ 9 3 0 millions. T h e loan was only partially 
successful. T h e total of the Floating Debt was reduced 
from ^^1559 miUions on July 1 2 t h to £ 1 1 8 1 millions on 
August 2nd , but under the pressure of the heavy Govern
ment deficits it soon began once more to rise, though it 
never again reached its former level. More important, the 
opportunity was taken to discontinue the system of borrow
ing from the banks, via the Bank of England, on W a y s and 
Means Advances. By November 1 9 1 9 Ways and Means 
Advances had fallen to just over £200 millions, and 
thereafter appear to consist of three elements only — 
advances from the Currency Note Commissioners, advances 
from other Government departments, and advances from 
the Bank of England. Not until 1 9 2 2 were advances 
from the Bank distinguished in the Treasury statements 
from other advances. 

In consequence of the renewed rise in the total Floating 
Debt, and of the reduction in W a y s and Means Advances, 
by the end of the year the Treasury bill total had recovered 
to about the level of a year before. Broadly speaking. 



CHART I 
B R I T I S H F L O A T I N G D E B T 

N O T E . — T h e figures used in constructing the Floating Debt, Treasury 
bills, and Treasury Bill Rate curves in this chart are monthly averages of 
weekly figures. F o r weekly figures of Treasury bills see folded table 
opposite p. 2 1 8 . 



T W E N T Y Y E A R S O F T H E F L O A T I N G D E B T igi 

therefore, the cash receipts of the Victory Loan of 1 9 1 9 
were almost entirely devoted to current expenditure and to 
eliminating the surplus cash reserves of the banks. 

It was two years before the next effort was made to 
reduce the total of the Floating Debt. T h e large Budget 
surplus of 1 9 2 0 - 2 1 was devoted to paying off other debt, 
principally Treasury bonds, and until the middle of 1 9 2 1 
the Floating Debt was fully maintained and, indeed, rather 
Increased than diminished. Of the constituent items. Ways 
and Means Advances were reduced further, and by June 
1 9 2 1 Treasury bills had risen to a new high level of over 
£1200 millions. Nevertheless, in view of the fact that 
monetary conditions were at last becoming definitely easier 
and interest rates beginning to fall, the Treasury had 
ventured, at the end of April 1 9 2 1 , to re-introduce the 
system of selling bills by tender. A s the system then 
Inaugurated is that which exists to-day, it is worth while 
to examine it in some detail. 

On each Friday the Treasury announces in the London 
Gazette the total value of the Treasury bills which it will 
offer for sale by tender on the following Friday. Tenders 
have to be made on special forms, obtainable from the Bank 
of England, and must be lodged at the Bank before i P . M . 
on the day on which the bills are offered. T h e minimum 
amount for which a tender will be considered is ^^50,000, 
and the tenderer has the right to specify on which day or 
days in the following week he wishes his bills to be dated 
and paid for. T h e bills are normally allotted to the highest 
tenders, and divided proportionately, where necessary, be
tween those submitting equal tenders; but the Treasury 
Is under no obligation to accept any particular tender or 
to allot the whole of the bills offered. Under-allotment 
of bills by amounts of from £2. millions to £K, millions is 
not infrequent. A preliminary statement, giving the rate 
of the lowest tenders accepted, and the proportion of 
applications allotted to those tendering at this rate, is 
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issued early on Friday afternoon, and a fuller statement is 
issued later in the day, giving in addition the total amount 
of applications received, the total of bills allotted, and the 
average discount rate for the whole issue. 

This system differs from that in use before the war in 
three main particulars. Firstly, the fixation of the high 
figure of ^^50,000 for the minimum tenderable quantity, 
which in effect restricts applicants to banks, discount 
houses, bill brokers, and other large institutions. Secondly, 
applicants are allowed to spread the dates of their bills 
and of their payments over the whole of the following week, 
or to choose the days which suit them best, instead of 
having to tender for bills of a given date and to pay for the 
whole issue at once. A n d thirdly, all bills issued by tender 
are now of three months' date. T h e y follow the same rules 
for determining the day of payment as do ordinary com
mercial bills, except that there are no days of grace. 

Since all bills are of three months' date, it follows that 
by totalling the bills issued during thirteen consecutive 
weeks, the total of outstanding bills originally issued by 
tender can be approximately (and on many dates exactly) 
determined for the close of business on each Saturday. 
By calculating a thirteen weeks' moving total, changes in 
this total can be deduced. Further, since, except at the 
ends of quarters, the total of Treasury bills outstanding is 
published for each Saturday, by deducting the calculated 
total of " t e n d e r " bills from the published bill total, the 
outstanding amount of bills issued otherwise than by tender 
can be approximately determined. It should be noted 
that this method holds good only when the Treasury bill 
total refers to a Saturday; for we have no means of knowing 
how much of a week's tenders is dated on each day. When, 
therefore, the total bill figure is given for the end of a 
quarter which does not fall on a Saturday, It cannot be 
related to the calculated total of " tender " bills. 

T h e issue of bills by tender was not, at first, the ex-
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" Tender 
Bills 

•• Tap " 
Bills 

Total 
Treasury 

Bills, 
£ Mn. 

Ways and 
Means 

Advances 

Total 
Floating 

Debt 

1 9 2 1 , J u l y 30th 660 1 2 0 2 1 3 5 6 
1 9 2 2 , J u l y 29th 603 1 5 2 7 5 5 9 1 4 
1 9 2 3 , J u l y 28th 602 199 802 

It will be seen from the above figures, and in more 
detail from Charts i and 2 , that in the first of these two 
years the great bulk of the decline was in " tap " bills, 
while in the second it was entirely in " tender " bills. 
Over the whole period the decline in " tap " bills was much 
the greater. 

While the continued sale to the market of an unknown 
quantity of bills otherwise than by " tender " renders 
impossible any definite statement, it seems probable that 

elusive method of issue to non-official purchasers that it is 
now. Until the middle of 1 9 2 1 twelve months' bills con
tinued to be obtainable through the " tap and for some 
years three months' bills, known as " additional " bills, 
were available for purchase through the " tap " at prices 
fixed slightly above the average rate of the previous week's 
tender. T h e issue of these appears to have been gradually 
restricted by reducing the number of days per week on 
which this offer was open, until in 1 9 2 5 it ceased altogether. 
F o r the period for which these " tap " issues to the public 
continued, it is difficult to draw any clear deductions from 
the relative changes in the " tap " and " tender " totals. 
This is particularly unfortunate since in the two years 
following the resumption of issues by tender, changes of 
great importance occurred in the Floating Debt. In the 
second half of 1 9 2 1 the Government began to tackle in 
earnest the task of reducing the greatly expanded Treasury 
bill total. T o some extent out of Budget surplus, but 
mainly out of the issues of Treasury bonds, the Floating 
Debt was reduced by more than 40 per cent in two years: 



CHART 2 
B R I T I S H F L O A T I N G D E B T 

N O T E . — T h e figures used in constructing this chart are monthly averages 
of weekly figures. 
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the amount of " tap " bills sold to the market was small, 
and that the " tap " bill total consisted mainly of bills held 
by the Issue Department of the Bank of England, the Post 
Office, the Currency Note Commissioners, and other 
Government funds and departments.^ If this is so, then 
the greater part of the great decline in the Floating Debt 
in 1 9 2 1 - 2 2 consisted merely of substituting bonds for bills 
in the portfolios of the Departments. T h e smaller re
duction from 1922 to 1 9 2 3 , on the other hand, seems to 
have taken place wholly in bills held by the market, and 
therefore to have been in fact much more important. 

This view finds some confirmation in the figures given 
in the Macmillan Report of Treasury bills discounted by 
the clearing banks : 

N i n e L o n d o n C l e a r i n g B a n k s ' 
D i s c o u n t s o f T r e a s u r y B i l l s 

T r e a s u r y B i l l s 
i s s u e d by 

" t e n d e r " . 
I a m o n t h s -

d e c r e a s e 

T o t a l 
T r e a s u r y B i l l s . 

T o t a l 1 3 m o n t h s ' 
d e c r e a s e 

T r e a s u r y B i l l s 
i s s u e d by 

" t e n d e r " . 
I a m o n t h s -

d e c r e a s e 

1 2 m o n t h s ' 
d e c r e a s e 

£ M n . £ M n . £ M n . £ M n . 

July 1921 . 
July 1922 . 
July 1923 . 

2527 
2067 
144-6 

46-0 
62-1 

57 
153 

It is clear that the decline in the banks' holdings of 
Treasury bills was much more closely related to the fall in 
" tender " bills than to the fall in total bills. It seems 
reasonable to deduce that the great bulk of the " tap " 
bills was in official hands. 

I I 

STABILITY AND THE GOLD STANDARD ( 1 9 2 3 - 3 1 ) 

By the middle of 1923 the process of reducing the 
Floating Debt had been virtually completed, and for the 

' In this article the phrase " the Departments " will refer to all official 
holders of " tap " bills (including the Bank of England) apart from the 
Exchange Equalisation Account, except where it is made clear in the context 
that the Bank of England is not included. 
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next five years, apart from seasonal fluctuations, little 
further change took place. T h e Floating Debt as a whole 
showed a slight downward trend from 1 923 to 1928 , but 
as both Ways and Means Advances and " tap " bills 
diminished. " tender " bills showed an increase over the 
period of about ^ 5 0 millions, the rise occurring chiefly in 
1926 , the year of the General Strike. This period of 
relative stability offers a good opportunity of observing the 
purely seasonal movements of the Floating Debt. 

From a minimum about the beginning of the financial 
year, the Floating Debt (Chart i ) usually showed little 
change during April, and rose slightly in May. In June it 
rose sharply with the heavy interest payment on War Loan 
due on the first of that month. It usually showed a further 
small rise in July, a moderate decline in August and some
times in September with the second instalment of income 
tax collections, and a moderate rise in October and Novem
ber. In December it again rose sharply with the second 
half-yearly interest payment on War Loan, to the highest 
point of the year. In the last three months of the financial 
year the heavy inflow of revenue from Income T a x and 
Super-Tax caused a very sharp decline to the lowest point 
of the year, usually reached towards the end of March. 

T h e seasonal movements in Treasury bills, both for 
total bills and for " tender " bills only, differed slightly 
from those of the total Floating Debt. T h e peaks were 
usually less marked and the minor decline in August was 
usually absent. This was because the sudden heavy re
quirements for meeting W a r Loan interest were too great 
to be met out of one week's expansion of the Treasury bill 
issue, and were therefore met by means of an expansion 
in W a y s and Means Advances, partly from the Bank and 
partly from Government departments. These Ways and 
Means Advances were subsequently paid off either out of 
the gradual expansion of the Treasury bill issue or, especially 
in the case of the December expansion, out of the surplus 
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of revenue. T h u s the sharpest movements in the total 
Floating Debt were absorbed and the outline of the 
Treasury bill curve smoothed. 

T h e phenomenon of the rise in W a y s and Means 
Advances (Chart 2) at the dates of the W a r Loan interest 
payments is still apparent on occasion, though in recent 
years it has been neither so marked nor so regular: the 
first, because, since the W a r Loan Conversion of 1 9 3 2 , 
the amount involved is reduced; and the second, because 
the calls on the various conversion loans issued in recent 
years have usually been so timed as to ensure substantial 
receipts from the loan on either June ist or December ist. 

It also appears that in recent years the Treasury has 
on certain occasions obtained its temporary advances, 
not from the Bank of England at all, but entirely from the 
Departments or the Exchange Equalisation Account. On 
many of these occasions it has obtained the money by the 
issue of " tap " bills instead of on Ways and Means A d 
vances. T h e occasions when it thus finances its exceptional 
requirements by issues of " tap " bills frequently seem to 
coincide with periods when the Exchange Equalisation 
Account is believed to have been making substantial net 
sales of gold, and therefore has sterling available for 
investment. 

When the Treasury obtains the money it requires either 
from the Exchange Equalisation Account or from the D e 
partments, it is necessary for these to accumulate the 
necessary funds in advance. On these occasions, therefore, 
for a period of some weeks before the date of the interest 
payments, there is a rise in Public Deposits at the Bank of 
England and a consequent fall in Bankers' Deposits (for 
the Bank, even at the height of the cheap money era, has 
never pursued the policy of preventing such temporary 
declines in Bankers' Deposits); while as soon as the 
interest payment is made there is a fall in Public Deposits 
and a rise in Bankers' Deposits. On the other hand, when 
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a substantial part of the interest payment is financed by 
Ways and Means Advances from the Bank, there is a 
smaller prior rise in Public Deposits and a temporary 
subsequent rise in the Bank's holding of Government 
Securities. T h u s the former method of financing interest 
payments causes a tendency towards exceptional financial 
stringency in the period preceding an interest payment, 
and the latter towards exceptional financial ease in the 
period following the payment. 

About July 1 928 preparations began to be made for the 
transfer of the Treasury note issue to the Bank of England, 
which eventually took place towards the end of November 
in that year. A s part of the preparation it was considered 
desirable to convert the Ways and Means Advances, which 
formed part of the security behind the note issue, into 
Treasury bills — a form presumably regarded as more 
suitable for holding by the Issue Department of the Bank. 
Consequently, between July and November, during which 
period the total of the Floating Debt was virtually un
changed {5^760 millions on July 7th and ^^752 millions on 
November 24th) , W a y s and Means Advances by Depart
ments fell by j^i63 millions to £1^ millions, and total 
Treasury bills rose by ^£155 millions to j£739 millions. Of 
the fall in Ways and Means Advances about ,^40 millions 
or j^50 millions was seasonal, and this was reflected in a 
rise of £^<) millions in *' tender " bills. T h e remainder 
was exceptional, and was reflected in a rise of ^ 1 0 6 millions 
in " tap " bills. Since 1 928 W a y s and Means Advances 
have rarely exceeded £^0 millions, as compared with the 
£ 1 0 0 millions to j^i6o millions in the years 1 9 2 0 to 
1927 . 

In the first quarter of 1 9 2 9 the seasonal decline in the 
Floating Debt was unusually small, owing to a net repay
ment in February of over ^^50 millions in Treasury bonds. 
These appear to have been held partly by the market and 
partly by the Departments, for on the date of repayment 
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I l l 

M A N A G E D C U R R E N C Y A N D T H E E X C H A N G E 

E Q U A L I S A T I O N A C C O U N T ( 1 9 3 1 - 3 9 ) 

T h e period between the departure of sterling from the 
gold standard in September 1 9 3 1 and the inauguration 
of the Exchange Equalisation Account at the end of June 
1 9 3 2 constitutes a kind of interregnum during which the 
effects of international capital movements were controlled, 
in so far as they were controlled at all, by various extem
porary devices. 

o 

the rise in Treasury bills was shared fairly equally between 
" tap " and " tender " bills. 

T h e total of " tap " bills remained at the relatively 
high level of ,^220-5^250 millions until November 1 9 2 9 , 
when the 5 per cent Conversion Loan was launched, partly 
for the repayment of Treasury bonds, and partly for the 
reduction of the Floating Debt. T h e latter consequently 
shows an unusually small rise in the last quarter of 1 9 2 9 
and an unusually heavy fall in the first quarter of 1 9 3 0 . 
By the middle of April it had been reduced to £(ii() miUions, 
as compared with millions twelve months earlier. It 
would seem, however, that a substantial proportion of the 
loan had to be taken up " inside " , for over the year (April 
1 9 2 9 to April 1 9 3 0 ) there was a fall of about ^^50 millions in 
" tap " bills out of a total faU in Treasury bills of about 
5^140 millions. 

From April 1 9 3 0 to September 1 9 3 1 there was little 
change, other than seasonal, in the total of the Floating 
Debt. There was, however, a non-seasonal rise of some 
£ 4 0 millions in " tender " bills, and a corresponding fall 
in " tap " bUls, which may have been due to an excess of 
expenditure in certain funds, and notably the Unemploy
ment Funds. 
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T o begin with, the Treasun' had to dispose of the 
proceeds of the foreign credits raised abroad and drawn 
upon in the effort to remain upon the gold standard. In 
the first instance the bulk of the sterling so received was 
used to pay o f f " tap " bills, which, between September 1 2 t h 
and October loth, fell by £s^ millions." What the Depart
ments did with the sterling for the moment is not certain, 
but it seems likely that, like the Exchange Equalisation 
Account in 1938 , they used a substantial part of it to buy 
up " tender " bills in the market, and so enabled the banks 
to maintain their cash reserves. This interpretation is 
confirmed by the sharp fall in bank discounts at this time. 

Between October loth and the end of the year, " tap " 
bills recovered sharply to their former level, while the 
seasonal rise in " tender " bills was unusually small. It is 
likely that this was due to the Departments' replacing the 
bills purchased earlier from the market with new " tap " 
bills. Thus, in effect, the Treasury used the sterling pro
ceeds of its foreign credits to meet its seasonal excess of 
payments in the last quarter of the calendar year. 

In the first months of the new year the heavy return of 
capital from abroad enabled the Treasury to make pro
vision for the repayment of its foreign credits. It financed 
this by using a large part of the seasonal excess of revenue 
to repay " tap " bills, thus placing sterling funds in the 
hands of the Departments for the purchase of foreign 
exchange. When the repayment of £61 millions of foreign 
credits became due at the end of February, the Treasury 
bought most of the necessary foreign exchange from the 
Departments, owing them for it j^iy millions In additional 
" tap " bills and ^^35 millions on Ways and Means A d 
vances. There are no such obvious signs of the repayment 
of the £2^ millions of foreign credits made at the end of 

' T h e m o v e m e n t s d u r i n g t h i s p e r i o d art; s o s h a r p a n d t e m p o r a r y 
t h a t t h e figures o f m o n t h l y a v e r a g e s , r e p r o d u c e d o n C h a r t s i a n d 2, d o n o t 
a d e q u a t e l y re f l ec t t h e m . 
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March and the beginning of April. A s this was a period 
of especially large imports of capital, the requisite exchange 
may have been bought at the time in the market, and paid 
for out of the seasonal excess of revenue. T h e effect of 
the repayment of j^85 millions of foreign credits is seen 
in the reduction in the magnitude of the seasonal falls in 
the Floating Debt and in '* tender " bills, which otherwise 
would have been exceptionally large. 

After February the Bank of England seems to have 
played a large share in checking the unwanted rise in the 
value of sterling. Between the end of February and the 
end of June the Bank increased its holdings of " Other 
Securities " (presumably foreign exchange) b y 3^33 millions, 
and, in addition, bought £ 1 5 millions of gold (costing about 
£20 millions at market price). These increases were only 
partially offset by reductions in its holdings of Government 
Securities, and therefore resulted in a rise in Bankers' 
Deposits, thus initiating the *' cheap money " policy. T h e 
part played by the Departments in controlling the foreign 
exchanges seems to have been small after February. T h e 
considerable decline in " tap " bills and Ways and Means 
Advances in the second quarter of 1 9 3 2 can apparently be 
attributed to their conversion into Treasury bonds, of 
which nearly ;^ioo millions was issued during the quarter. 
T h e seasonal rise in " tender " bills was diminished for the 
same reason. 

Meanwhile the Government had found inconvenient its 
makeshift methods of controlling the exchange value of 
sterling, and had obtained authority to set up the Exchange 
Equalisation Account. A t the end of June the Account was 
formally installed with a capital of ^^150 miUions in " tap " 
Treasury bills, plus the £2^ millions remaining in the old 
Dollar Exchange Account, but minus the loss of £% miUions 
incurred on the repayment of the Bank of England's foreign 
credits, and apparently also the nominal loss incurred on 
the Bank's recent gold purchase. T h e initial capital of the 
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Exchange Equahsation Account was therefore £ 167 millions, 
of which about millions was already locked up in the 
Bank's gold. It seems at once to have taken over about 
j^30 millions of foreign exchange from the Bank, trans
ferring Treasury bills in payment, while it is not unlikely 
that part or all of the remainder of the old Dollar Account, 
which was presumably in sterling at the end of September 
1 9 3 1 , had, by June 1 9 3 2 , been re-invested in foreign 
exchange or gold. T h u s , of the initial capital, something 
approaching £50 millions may have been in the form of 
foreign exchange or gold, £ $ millions in the form of a 
contingent claim on the Bank's gold, and perhaps £'ii5 
millions in Treasury bills. 

T h e methods by which the Exchange Equalisation 
Account finances its purchases of gold and invests the 
sterling proceeds of its gold sales, have been too frequently 
discussed to require more than a brief outline here. When 
the Account requires sterling to pay for gold, it generally 
seems to allow a portion of its holdings of " tap " bills 
to run off, thereby obliging the Treasury to supply it with 
cash, either out of a seasonal surplus of revenue or out of 
additional sales of bills by tender. Conversely, when the 
Account sells gold and has sterling to invest, it normally 
seems to take up more " tap " bills, thus enabling the 
Treasury either to meet a seasonal surplus of expenditure 
or to reduce its issues of " tender " bills. T h u s purchases 
of gold by the Account usually cause a fall in " tap " bills 
and a rise (or the absence of a seasonal fall) in " tender " 
bills, and sales of gold a rise in " tap " bills and a fall (or 
the absence of a seasonal rise) in " tender " bills. 

In cases where the sales of gold by the Fund are very 
large and rapid, this procedure is sometimes too slow, and 
interim eifects may appear. There have been times when 
the Account seems to have been unable to re-invest its 
sterling receipts rapidly enough, with the result that they 
have accumulated in Public Deposits at the Bank, thereby 
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reducing Bankers' Deposits and leading to a temporary 
tendency towards stringency. This accumulation of funds 
may on occasion have been deliberate, in preparation for 
heavy Treasury requirements for the payment of interest. 
(See pp. 197 -8 . ) 

Recently the Account seems on some occasions, and 
especially during the summer and autumn of 1 9 3 8 , to have 
tried to accelerate the return to the banking system of its 
accumulated sterling funds by buying " t e n d e r " bills 
directly from the market. When this method is used, the 
relative figures of " tap " and " tender " bills obviously 
give no immediate reflection of the Account's dealings, 
though since the " t e n d e r " bills thus acquired by the 
Account seem usually to be converted into " tap " bills 
when they mature, the time-lag before the resuhs of its 
dealings once more become apparent is not more than 
three months. 

T h e difficulties of interpreting the meaning of changes 
in the floating debt figures is greatly increased by the fact 
that, though in recent years the operations of the Exchange 
Account have been the most important cause of fluctuations 
in the total of " tap " bills, they are far from being the 
only cause. T h e " tap " bill holdings of other Departments 
may vary with any excess of their receipts or payments, 
while both the Departments and the Bank of England may 
vary their investments between bills and other types of 
securities. These fluctuations have been greatly increased 
by the methods used, especially in recent years, for issuing 
funding loans. T h e practice has grown up for the Depart
ments (including the Issue Department of the Bank of 
England) in eff̂ ect to underwrite these loans, taking up 
any amounts not subscribed for by the market, and making 
payments for their share of the calls by surrendering 
'* tap " bills to an equivalent amount. 

T h u s the immediate effect of such loans is to reduce 
the outstanding total of " tender " bills only in so far as 
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the loans are taken up by the public, and to reduce " tap " 
bills in so far as they are taken up by the Departments. 
But since the real purpose of these funding loans has been 
to reduce the outstanding total of " tender " bills (from 
1 9 3 2 to 1 9 3 8 periodically inflated by the cost of buying 
gold, and in 1 9 3 7 - 3 8 by the cost of buying arms), the 
redemption of " tap " bills is merely an intermediate stage 
in the operation. T h e full objects of the issue are achie\'ed 
only as the Departments replenish their holdings of " tap " 
bills, either out of a surplus of revenue, or out of sales of 
the recently acquired or other securities, and so enable 
the Treasury to pay off '* tender " bills. In effect, there
fore, the Treasury is able to spread its sales of long-term 
securities over a period of several months, and presumably 
to get a better average price for them than if they had all 
had to be placed in the market at once. T h e bill holdings 
of the Departments thus tend to show a gradual increase 
in anticipation of a loan, a rapid fall as the new loan is 
paid for, and a gradual replenishment as this in turn is 
digested. 

Where the loan is for the conversion of a maturing 
long-term loan the symptoms are different. N o w the 
purpose of the Departments will be to acquire as much 
as possible of the maturing loan in order to prevent its 
falhng into the hands of holders who will regard it as a 
" short " and will therefore not be willing to convert it 
into a long-dated security. T h e Departments will there
fore tend to reduce their bill holdings before the issue in 
order to buy up the security to be redeemed. 

Another possible cause of changes in the " tap " bill 
total is the purchase or sale of gold by the Bank of England. 
If, on the occasion of a purchase of gold from the Exchange 
Account, the Bank pays for it wholly by a transfer of bills, 
there is clearly no change in the bill totals. If, however, 
it pays for part of it in cash—i.e. by an issue of additional 
notes and a corresponding credit to the Account's balance 
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A . C H I E F C A U S E S O F F L U C T U A T I O N S I N T O T A L F L O A T I N G 

D E B T 

( 1 ) Excess of Treasury income or expenditure. 
(2) Funding loans issued by Treasury, or loans repaid 

by issue of Treasury bills. Unless new loans are issued in 
exchange for existing loans, or for their immediate repay
ment, all large loans, even those issued to provide for 
increased expenditure, act temporarily as funding loans, 

(3) Moneys lent by Treasury (of which the most im
portant have been issues to the Exchange Equalisation 
Account), or repaid to the Treasury. 

B. C H I E F C A U S E S O F C H A N G E S I N C O N S T I T U E N T I T E M S O F 

F L O A T I N G D E B T 

( i ) Changes in " Tap" Bills 

(a) Issue of bills to Exchange Equalisation Account 
(and repayments by the Account, if ever made). 

at the Bank — the Account can use these new resources 
to buy more bills from the Treasury through the " tap 
In this case the total issue of " tap " bills is larger and of 
" tender " bills smaller than if the Bank had not bought 
the gold. Conversely, if the Bank sells gold to the Account 
and is paid for it entirely by a transfer of bills, there is no 
change. But if the Account pays part of the price in cash, 
its power to buy gold or bills is reduced, and the total 
issue of " tap " bills is smaller and of " tender " bills larger. 

It will be seen from the foregoing outline that in recent 
years the total of the Floating Debt and its constituent 
items have been subject to the influence of a considerable 
number of independent, or partly independent, forces, the 
most important of which, for convenience, are summarised 
below: 
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(6) Sales or purchases of gold by Exchange Equalisa
tion Account (not to or from the Bank of England). 

(c) Excess of income or expenditure of Departments. 
(d) Expansion or contraction of Government Securities 

in Bank of England otherwise than Jn exchange for 
gold sold to or bought from Exchange Account. 

(e) Bank's changes in gold holdings not compensated 
by opposite changes in holdings of Treasury bills. 

(/) Sales or purchases of longer-dated securities by 
Bank or Departments. 

{g) Replacement of " tender " bills held by Account, 
Bank, or Departments with " tap " bills (and con
ceivably, though improbably, vice versa). 

(2) Changes in Ways and Means Advances 

Increases in W a y s and Means Advances are usually 
made to finance a large and sudden expenditure, and are 
subsequently paid off by increased issues either of " tender " 
or " tap " bills, or out of an excess of revenue. 

T h e seven years of the operations of the Exchange 
Equalisation Account may be divided into two broad phases 
— the period of 1 9 3 2 until early in 1 9 3 8 , when the Account 
was on balance buying gold heavily, and the period 1 9 3 8 - 3 9 , 
when it was selling gold. While, however, the period 
1 9 3 2 - 3 8 saw on the whole an immense increase in the 
country's gold stocks, it contained two minor periods of 
substantial gold sales — during the second half of 1 9 3 2 
and from early in 1 9 3 4 to early in 1 9 3 5 . T h e years in which 
it gained gold were therefore 1 9 3 3 and 1 9 3 5 - 3 7 . 

T H E P E R I O D O F G O L D A C Q U I S I T I O N 

( i ) July-December igj2. First Period of Gold Sales 

After the inauguration of the Exchange Account at the 
end of June, only seasonal changes in the Floating Debt 
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occurred until the middle of August, when there was a net 
repayment of nearly 3^60 millions of Treasury bonds. 
Something like two-thirds of these seem to have been in 
the hands of the Departments {presumably largely pur
chased during the period of falling " tap " bills in M a y 
and June) and the total of " tap " bills outstanding rose 
from j^229 milhons on August 1 3 th to ,^268 millions on 
August 20th. In the first week in September the final 
£2^ millions of the Treasury's foreign credits was repaid, 
presumably out of the foreign exchange resources of the 
Exchange Account, and the " tap " bill total, which had 
fallen to £2^% millions on September 3 rd , rose again to 
^£295 millions on September 1 7 t h . 

T h e final repayment of the credits seems to have 
depleted the gold holdings of the Account so seriously 
that it was unable to offer much resistance to the pressure 
on the exchange which developed during the last quarter 
of the year, with the result that sterling depreciated fairly 
sharply. In order to pay the December instalment on the 
United States debt the Treasury had to use £i<^ millions 
(at par) of the Bank's gold, apparently paying for it in 
" tap " bills. 

While the August bond repayment helps to account for 
the rise in " tender " bills in the third quarter, it does not 
account for the rise over the whole year, for it merely offset 
part of the effects of the issue in the second quarter. T h e 
rise of about ,^ 125 millions in " t e n d e r " bills between 
December 1 9 3 1 and December 1 9 3 2 is due partly to the 
fact that the seasonal rise in the last quarter of 1 9 3 1 had 
been reduced by about ^^50 millions by the temporary use 
of the sterling proceeds of the foreign credits, and partly 
to the loss of over £^0 millions on the repayment of the 
foreign credits. There was also, however, a sharp fall in 
" tap " bills between September and December for which 
there is no obvious reason. T h e most likely explanation 
seems to be that the Departments were facilitating the W a r 
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(2) December igss-January igj4. First Period of Gold 
Acquisitiofi 

From the middle of December 1 9 3 2 the pressure on 
sterling ceased and was replaced by a heavy inflow of 
capital. T h e Exchange Account began to acquire gold on 
a large scale and the total of " tap " bills fell sharply. By 
the end of January the Exchange Account was already in 
a position to re-sell gold to the Bank of England, thereby 
augmenting both the Bank's diminished reserves and its 
own supplies of sterling. Between the middle of January 
and the end of June these sales of gold to the Bank totalled 
about 3 ^ 7 0 millions, at the old parity, or just over £100 
millions at market price. £ 3 3 millions of the increased gold 
holdings of the Bank was offset by a decline in Govern
ment Securities (in both Departments) and a further £ 6 
millions by a decline in Other Securities. Notes in circu
lation, however, rose by £ 2 0 millions and total Deposits 
by £ 9 millions. In so far as the transfer of gold to the 
Bank was offset by a decline in the Bank's holding of 
Government Securities, It presumably represented merely 
a transfer of bills from the Bank to the Exchange Account 
and had no effect on the " tap " bill total. But in so far 

Loan conversion by supporting the gilt-edged market. T h e 
effect of this fall in " tap " bills was to induce a corre
sponding additional expansion in the " tender " bill issue, 
which on January 7 th , 1 9 3 3 , reached a total of £ 6 6 6 
millions, the highest figure which had been recorded since 
January 1 9 2 2 and which has not since been equalled. It 
should be emphasised that little of this exceptionally high 
total can be attributed to the requirements of the Exchange 
Account for the purchase of gold; the additional issues 
had been used partly to finance the loss on repaying the 
credits and apparently partly to purchase longer-dated 
securities. 
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as it was accompanied by a rise in liabilities it presumably 
represented a transfer of cash to the Account, and so 
enabled the Account to increase its holdings of bills, thus 
tending to increase the total of " tap " bills and decrease 
the total of " tender " bills. In other words, part of the 
national gold holding had now been financed by monetary 
expansion instead of by borrowing. 

In spite of the tendency of the foregoing transaction 
to increase the volume of " tap " bills, the amount out
standing actually fell by ^ 6 4 millions between December 
24th and M a y 1 3 t h , indicating an increase of over £<)0 
millions in the non-sterling assets of the Account, or of 
£ 6 0 millions in the gold actually in its possession (since 
about j(;30 millions represented the nominal " loss " on the 
re-sale of gold to the Bank). T h e total value of the gold 
bought by the Account during this period, including re
sales to the Bank, was therefore about £ibo millions. It 
is possible that even this figure under-estimates the amount 
of the gold acquisitions, for it is quite possible that the 
other Departments were simuhaneously increasing their 
holdings of bills in preparation for the 2\ per cent Con
version Loan launched in October. In any case, by the 
middle of M a y the sterling reserves of the Account had 
become so depleted that the Treasury was obliged to issue 
to it a further ^^200 millions of bills. 

In the second half of the year the " tap " bill total at 
first declined further, and then rose fairiy sharply for a 
few weeks, partly in consequence of a passing weakness 
in sterling and sales of gold by the Account, and partly 
perhaps because of continued purchases of bills by the 
Departments. With the issue of the new loan in October 
the trend was sharply reversed. A large proportion of the 
j^roo millions issued for cash was taken up by the Depart
ments and " tap " bills fell sharply on the date of each 
call; while at the same time the trend of sterfing changed, 
so that the Exchange Account was probably acquiring more 
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(3) ig34. Second Period of Gold Sales 

Early in 1 9 3 4 the dollar was finally revalued and capital 
was withdrawn from Britain, both to U . S . A . and, later, to 
the Continent. A t first sterling was allowed to fall sharply, 
but thereafter the Exchange Account apparently sold sub
stantial quantities of gold to check the decline. In the 
first quarter the Floating Debt fell seasonally by about 
£ 1 3 0 millions and the total of " t e n d e r " bills by about 
the same amount, while the " tap " bill total showed little 
change. In the second quarter the " tap " bill issue rose 
by about £20 millions, in spite of the fact that the Depart
ments apparently had to take u p part of the £ 1 5 0 millions 
3 per cent Funding Loan issued in April. T h e bulk of 
this issue was for the purpose of funding Treasury bonds 
and only about £ 3 0 millions was available for reducing 
the Floating Debt. Even this amount was enough to 
make the seasonal rise in the total Floating Debt obviously 
smaller than usual, and the increase in " tap " bills made 
the rise in " tender " bills still smaller. In the second half 
of the year the seasonal rise in the total Floating Debt was 
exceeded by the rise of some £80 millions in " tap " bills, 
so that " tender " bills showed a contra-seasonal fall. T h e 
rise in " tap " bills may be ascribed partly to the reinvest
ment by the Account of the proceeds of sales of gold and 
probably partly to the replenishment of the portfolios of 
the Departments. 

A t the end of December the total Floating Debt was 
only about £ 4 0 millions lower than twelve months before, 
and total Treasury bills about £ 5 0 millions lower, but, 
since " tap " bills had risen by nearly £ 1 0 0 millions, 

gold. Consequently between September 23 rd and Decem
ber 23 rd , while the total Treasur}' bill issue fell by £ 5 4 
millions, the " tap " bill total fell by no less than £ 9 1 
millions and the " tender " bill total rose by £ 3 7 millions. 
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(4) 1935-38. Second Period of Gold Acquisition 

A t the beginning of 1 9 3 5 a short period of firmness of 
sterling was followed by a still shorter period of weakness, 
and during the first quarter the net changes in the Exchange 
Account's gold holdings were probably small. T h e total 
of " tap " bills at the beginning of April was actually 
slightly lower than at the beginning of January, but the 
seasonal decline in the Floating Debt was sufficient by 
itself to bring the total of " tender " bills down to the 
extremely low figure of £2>S^ millions on March i 6 th , thus 
intensifying the shortage of bills. In April, however, there 
began the great inflow of capital from France and other 
parts of the Continent which was to continue, with only 
temporary pauses, for nearly three years. In addition, the 
improving trade of many of the sterling bloc countries 
enabled them to accumulate large amounts of sterling in 
London and so add to the inflow of capital. A s a result, 
between April 1 9 3 5 and April 1 9 3 8 the Exchange Account 
is believed to have bought something like 65 million 
ounces of gold at a cost of about ^^450 millions, of 
which it re-sold about 3 1 million ounces to the Bank of 
England for £12^ millions. Of the Bank's purchases, 
nearly ;^ioo millions was financed by an expansion of 
the note circulation and less than ^^40 millions by a net 
reduction in Government Securities. T h u s the amount 
of finance which had to be provided by the Treasury 

" tender " bills fell by nearly j^i 50 millions to i millions, 
the lowest end-December figure on record. This decline, 
and the consequent " bill famine were probably due 
partly to the delayed eflFects of the conversion loan of the 
autumn of 1 9 3 3 and to a small extent to the funding loan 
of 1 9 3 4 , but it is clear that its chief cause was the heavy 
gold sales and the use of the sterling proceeds to pay off 
" tender " bills. 
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was probably rather over £ 3 5 0 miUions. 
T h e process by which this finance was provided was 

the now customary procedure, first, of issuing more 
" tender " bills to pay off the " tap " bills held by the 
Exchange Account and so providing it with sterling to give 
in exchange for gold, and then periodically of funding the 
additional bills so issued. T h e first part of the process is 
well illustrated in the period from April to November 
1 9 3 5 . During that period, while the total Floating Debt 
showed a normal seasonal expansion of rather under £ 1 0 0 
miUions, " tap " bUls fell by over £ 1 0 0 millions and 
" tender " bills rose by about £ 2 0 0 miUions. Gold pur
chases are likely to have been the cause of the fall in " tap " 
bills, for it is unlikely that the Departments were reducing 
their bill holdings; in fact, they were probably increasing 
them. 

A t the beginning of December 1 9 3 5 an issue was made 
of £ 2 0 0 miUions of 2^ per cent Funding Loan, of which 
£ 1 0 0 millions was required to redeem Treasury bonds, 
leaving £ 1 0 0 millions for funding bills. From the move
ments of the bill figures on the dates of the calls, of which 
the last was not until the end of March, it seems probable 
both that a large proportion of the loan was taken up 
by the Departments, and that the bulk of the maturing 
bonds were in the same hands. Meanwhile the Exchange 
Account apparently continued to make substantial pur
chases of gold, thus preventing the total of " tender " bills 
from being reduced more than seasonally as the result of 
the public subscription of some part of the new loan. 
Consequently the effects of the new loan on the " tender " 
bill issue seem to have been confined to a reduction in the 
December peak, while the fall from December 1 9 3 5 to 
April 1 9 3 6 was if anything smaller than usual. Of the 
faU of £ 1 1 6 miUions in " t a p " bills between the end of 
November and the end of April, rather over half may 
probably be ascribed to a decrease in the holdings of the 
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Departments, and rather under half to the Exchange 
Account. 

During the next four months, from the end of April to 
the end of August 1 9 3 6 , the Account apparently continued 
to gain gold rapidly and the " tap " bill total fell by a further 
j£6o millions, from ^^225 miUions to ^ 1 6 5 millions, while 
the " tender " bill total rose to the high figure of ,£630 
millions. During October the movement was temporarily 
reversed as a result of an outflow of capital following upon 
the French devaluation of September 28th, and by the 
beginning of November the *' tap " bill figure had risen 
to ^ 2 3 5 millions, or £10 millions more than at the end of 
April. It is, however, unlikely that the additional bills 
were held by the Exchange Account ; it is more probable 
that the Departments had been expanding their holdings 
on a substantial scale and that, despite the losses of Septem
ber and October, at the beginning of November 1 9 3 6 the 
Exchange Account held appreciably more gold and less 
bills than six months before. 

Although the autumn outflow of gold had checked the 
seasonal rise in " t e n d e r " bills, the total of " t e n d e r " bills 
still stood above j^6oo millions, and at the beginning of 
December r936 the Treasury issued another j^ioo millions 
Funding Loan at 2^ per cent, of which £z8 millions was 
needed for the repayment of bonds, leaving ^ 7 2 millions 
for funding bills. Their action in so doing seems to 
indicate their scepticism about the permanence of the 
recent firmness of the franc, for if a further outflow of 
capital to France was to be expected, a reduction in the 
" tender " bill issue would take place without a funding 
loan. A further indication of the official view is seen in 
the transfer of ^^65 millions (at par) of gold from the 
Exchange Account to the Bank, and the simukaneous 
reduction of £60 millions in the fiduciary issue. A s the 
reduction in the Bank's holdings of Government Securi
ties was almost equal to its increase in gold, there was 
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no appreciable effect on the figures of the Floating 
Debt. 

A substantial proportion of the new loan was again taken 
up by the Departments, and between the end of November 
1 9 3 6 and the beginning of February- 1937 " tap " bills 
fell by £ 5 0 millions, of which a large part was probably 
due to the reduced holdings of the Departments, though 
the Account had apparently been gaining gold again since 
November. Any increase in '* tender " bills due to this 
was, however, apparently more than offset by sales of 
the new loan to the public, and *' tender " bills showed 
an unusually heavy seasonal fall, from £ 6 2 2 millions at 
the end of December to £ 5 0 0 millions at the end of 
March. 

T h e end of March 1 9 3 7 is notable for two events. It 
introduced the first financial year in which the Treasury 
was obliged to borrow for rearmament, and it was the date 
of the first ofiicial figure for the Exchange Account's gold 
holdings (though this was not actually published until three 
months later). Henceforward the six-monthly changes in 
the Account's position are a matter of knowledge, though 
intermediate changes must still be estimated. T h e official 
total as at 3 1 s t March 1 9 3 7 was 26-6 million ounces, so 
that, including 42 million ounces re-sold to the Bank, the 
Account's total purchases between June 1 9 3 2 and March 
1 9 3 7 had been about 68 million ounces, costing about £ 4 5 0 
millions. 

During the second and third quarters of 1 9 3 7 the E x 
change Equalisation Account continued to gain gold rapidly, 
and, despite some further sales of gold to the Bank, its 
sterling resources had to be augmented at the end of June 
by the issue to it of a further £ 2 0 0 millions of Treasury 
bills. Meanwhile the seasonal rise in the total Floating 
Debt had been checked by the issue in M a y of £ 1 0 0 
millions of National Defence Bonds. A large proportion 
of these seems to have been taken up initially by the Depart-
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ments, thus accentuating the fall in " tap " bills due to the 

purchases of gold, so that by June 36th, before the new issue 

of bills, the " tap " bill total had fallen to the very low level 

of ^ 1 3 2 millions. 

In the third quarter the " tap " bill total continued to 
fall in consequence of further purchases of gold, and at 
the end of September stood at £ 2 9 6 millions. T h e decline 
of millions during the quarter is probably a good deal 
less than the cost of the Exchange Equalisation Account's 
purchases of gold, for it is likely that the Departments were 
increasing their holdings of bills as they disposed of their 
share of the National Defence Bonds. For the two quarters 
together the Account's gain of gold was about 1 3 I : million 
ounces, costing about ^ 9 4 millions, in addition to about 
3 million ounces re-sold to the Bank. 

With the autumn of 1 9 3 7 the period of large gold pur
chases ceases. In the last quarter of the year it seems likely 
that the Exchange Account lost some gold, and, though it 
more than recovered it in the first quarter of 1 9 3 8 , the 
increase in its holdings for the half-year was little more 
than 2\ million ounces, costing about £\8 millions. A s the 
total of " tap " bills was almost the same at the end of 
March as it had been at the end of the previous September, 
the Departments seem to have been replenishing further 
their bill portfolios in preparation for the next loan. 

By the end of March 1 9 3 8 the gold holding of the 
Account had reached its highest point of 4 2 ^ million ounces, 
worth nearly £ 3 0 0 millions. On the same date the Bank 
of England held nearly 77 million ounces (valued in its 
books at j£326-4 millions, but actually worth about £$^0 
millions), of which about 4 8 ^ million ounces, worth about 
£2¥^ millions, had been bought from the Exchange 
Account. T h e combined total of gold held by the Account 
and the Bank amounted to nearly 1 2 0 million ounces, worth 
about 3^840 milhons. T h e finance of this gold had been 
approximately as follows: 
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THE PERIOD OF GOLD LOSSES {APRIL IGJS-MARCH 1939) 

The effects of the conservative financing of the increase 
in the country's stock of gold were clearly seen during the 
next year, when the heavy withdrawals of foreign balances 

' T h e s e figures i n c l u d e a n e s t i m a t e o f t h e " j o b b i n g " p r o f i t s o f t h e 

A c c o u n t , b u t m a k e n o a l l o w a n c e f o r i n t e r e s t o n T r e a s u r y b i l l s ( w h i c h d o e s 

n o t s e e m t o b e p a i d t o t h e A c c o u n t t h o u g h i t i s p a i d t o o t h e r h o l d e r s o f 

" t a p " b i l l s ) o r f o r a d m i n i s t r a t i v e c o s t s . 

^ F r o m £ 4 5 4 m i l l i o n s o n M a r c h 26th, 1 9 3 2 , t o £ 5 1 2 m i l l i o n s o n M a r c h 

26th, 1 9 3 S . 

Gold originally held by Bank of England: £ Mn. £ Mn. 
Value at par . . . . . I 2 i 
Rise in value . . . . . 79 2 0 0 

Net Gold Purchases of Bank of England from 
31.3-32 to 31.3-38: 

Financed by expansion of credit . . 1 7 2 
Financed by reduction in " Other Securi

ties " . . . . . 34 

Total price paid by Bank . 206 
Difference between par and market price, 

charged to Exchange Account . . 1 1 7 

Total value at prices ruling on dates of pur
chase by the Bank . . . . 323 

Rise in value since purchase by Bank . 1 7 340 
Gold held by Exchange Account on 31.3.38 : 

At estimated cost . . . . 280 ' 
Estimated rise in value since purchase 20 • 300 

T O T A L . . 840 

From the foregoing table it will be seen that the share 
of the cost borne by the Exchange Account had been 
nearly £400 millions ( £ 1 1 7 millions + £280 millions). Of 
this, about £60 millions had been raised by the increase in 
the issue of Treasury bills by " tender while perhaps 
another £20 millions had been obtained on " tap " bills 
and Ways and Means Advances from the Departments. 
It would therefore appear that the balance of some £320 
millions had been financed by long-term loans. 
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from London obliged the Exchange Account to sell nearly 
40 million ounces of gold in order to check the decline in 
sterling. T h e strain on sterling began with the heavy 
reflux of capital to France after the final stabilisation of 
the franc early in May, and there is little doubt that the 
Exchange Account sold a large quantity of gold at this 
time. This was reflected at the moment in an accumula
tion of sterling to the Account's credit in Public Deposits 
at the Bank of England, but surprisingly little in the total 
of " tap " bills, which rose only from £18% millions on 
M a y 7th to millions on June n t h . T h i s dispro

portionately small effect is believed to have been due to 
large purchases of " tender " bills by the Account, which 
for the time being effectively prevented the effect of the 
gold sales from being seen in the " tap " bill figures. A t 
the end of June there was issued the National Defence 
Loan of j^8o millions. T h i s seems to have been taken up 
mainly by the public, and the total of *' tender " bills fell 
from £ 5 8 5 milhons on June i 8 th to £<^6o millions on 
August 6th, despite the continued heavy expenditure, while 
" tap " bills rose slightly. 

During September further heavy withdrawals of capital 
from London occurred in consequence of the international 
crisis, and " tap " bills rose from ^^294 millions on August 
27th to ^ 3 6 2 millions on October ist, while '* tender " bills 
fell from ,^555 millions to ^£521 millions. T h e rise in 
" tap " bills for the whole six months, however, was only 
about j^6o millions, which is something like ^£90 millions 
less than the proceeds of the 20-8 million ounces of gold 
sold by the Exchange Account during the period. Even if 
allowance is made for a possible decrease in bills held by 
the Departments, it is clear that the Account was still 
holding a substantial amount of " tender " bills. 

T h e full effects of the gold sales only became visible in 
the following half-year. Further heavy sales of gold, 
estimated at not less than 1 4 or 1 5 million ounces, were 
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made during the last quarter of 1 9 3 8 , while the " tender " 
bills held by the Account were apparently at last replaced 
by " tap " bills, with the result that the rise of about £ 1 3 6 
millions in " tap " bills was greater than the seasonal rise 
of about £ 1 0 0 millions in the Floating Debt, and " tender " 
bills fell contra-seasonally from £ 5 2 1 millions on October 
ist to £ 4 8 8 millions on December 3 ist. In the first quarter 
of 1 9 3 9 gold sales were on a much smaller scale, and the 
" tap " bill total showed little c h a n g e ; ^ but the seasonal 
decline in the Floating Debt, following upon the absence 
of the seasonal rise in " tender " bills in the previous 
quarter, brought the " tender " bill total down to £ 3 4 6 
millions on M a r c h 4 th , the lowest post-war figure on 
record, and occasioned an acute " bill famine After 
M a r c h 4 th the Floating Debt began to rise in response to 
the high Government expenditures, but for some time the 
increase probably did little to relieve the shortage ; for the 
Exchange Account was obliged to sell gold fairly heavily 
in M a r c h and April in order to support the pound in the 
face of capital withdrawals inspired by the new international 
crisis, and seems to have invested the proceeds mainly in 
" tender " bills. T h e sharp rise in " tap " bills in June, 
at a time when gold sales were probably insignificant, may 
have been due, at least in part, to the replacement with 
" tap " bills of these " tender " bills held by the Account. 

T h e net efl'ect of the sale of gold during the year ending 
M a r c h 3 1 s t , 1 9 3 9 , was that the Government was able to 
finance a considerable excess of rearmament expenditure 
over the loan of £So millions raised in J u n e 1 9 3 8 to meet 
it, and in addition to repay about £ 1 4 2 millions of Treasury 
bills issued by " tender " . Since the purchase of the gold 
had been financed largely by long-term loans, the result 
was to reduce the " tender " bills issue to a figure well 

' T h e t r a n s f e r o f g o l d f r o m t h e B a n k o f E n g l a n d t o t h e A c c o u n t a n d t h e 
r e v a l u a t i o n o f t h e B a n k ' s g o l d r e s u l t e d o n l y i n t r a n s f e r s o f " t a p " b i l l s 
b e t w e e n t h e B a n k a n d t h e A c c o u n t , a n d h a d n o e f f e c t o n t h e t o t a l . 
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below that ruling before the gold purchases began. In 
view of the heavy Government expenditure, the " tender " 
bill total is now rising rapidly. But even at the present 
rate it will not reach a normal seasonal level until the 
autumn. In other words, rearmament is still being financed 
out of the proceeds of the sale of gold bought in previous 
years out of long-term loans; or, from another point of 
view, out of the long-term loans raised in previous years 
and invested temporarily in gold. The effects of this, and 
of other changes in the Floating Debt, upon the banking 
and economic position is discussed In the following article. 



B R I T I S H F L O A T I N G D E B T P O L I C Y ' 

history of the British Floating Debt during the twenty 
years from 1 9 1 9 to 1 9 3 9 falls into three sharply divided 
parts. During the first, from 1 9 1 9 to 1 9 2 3 , the total Float
ing Debt was reduced by nearly half, from ^^1500 millions 
to ;^8oo millions, though it seems likely that a large part 
of this reduction occurred in bills held by the Bank of 
England and Government departments. With these we 
are not now concerned, for the details of financial arrange
ments between Government departments, though some
times interesting and occasionally revealing, do not throw 
much light upon the working of economic principles. T h e 
second period, from 1 9 2 3 to 1 9 3 1 , is the one which is richest 
in discussions of policy. Though during this period the total 
of Treasury bills issued by tender to the public, which alone 
need be considered here, remained, apart from seasonal 
fluctuations, at an approximately constant level, the ques
tion of whether this level was a desirable one was discussed 
in detail before two important Government committees — 
the Colwyn Committee of 1 9 2 5 and the Macmillan C o m 
mittee of 1 9 3 1 — a s well as in numerous articles in 
newspapers and periodicals. Among the latter, the articles 
in the Midland Bank Remew must be regarded as the most 
authoritative. 

In the third period, after Britain's departure from the 
gold standard, the methods used for the financing of the 
gold purchases of the Exchange Equalisation Account have 
had the incidental effect of causing the total of Treasury 
bills issued by tender to show much wider fluctuations. 

' O r i g i n a l l y p u b l i s h e d i n Economica, A u g u s t 1940. 
220 
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During this period new considerations emerge, which will 
be discussed in the latter part of this article. 

From the discussions of Floating Debt policy during the 
second of the periods mentioned above there emerge three 
main criteria of policy. These may be conveniently 
described as ( i ) the liquidity of the Treasury; (2) the 
Uquidity of the remainder of the system ; (3) the cost to 
the Treasury. Unfortunately the meaning of the term 
liquidity has been so circumscribed in recent economic 
literature that before it can be used in the present context 
it is necessary to pause for a moment to free it from some 
of the shackles which have been riveted upon it. 

T h e concept of liquidity has for many years been used 
in ordinary business parlance in two somewhat different 
senses. In the first place, it is used of an asset, signifying 
the ease, speed, certainty, etc., with which it can be con
verted into cash; and, secondly, it is used of the general 
financial position of individuals or firms, signifying the 
ease with which they may be expected to meet their obliga
tions. In neither of these uses of the word has it any high 
degree of quantitative definition. It is often impossible 
to decide even which of two assets may be regarded as the 
more liquid, until we have before us other information, 
such as the period of time which is to be reckoned as avail
able for the process of liquidation. If, for instance, the 
period is short, an asset which can be sold rapidly even 
at the cost of a possible heavy fall in price, such as a Stock 
Exchange security, must be regarded as more liquid than 
another, such as a good but unmarketable debt due at 
notice, which can certainly be turned into cash without 
loss, but only over a period of time. Further, the liquidity 
of an asset will often depend on the point of view of the 
person taking the decision. A creditor, prepared to force 
his debtor, if necessary, into complete liquidation, need 
have regard only to the actual marketability of the asset 
in question. But its owner, in making his own decisions. 
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must have regard not only to its marketability, but to its 
relation to his other assets and to his own earning power. 
If the sale or pledge of an asset would entail the extensive 
immobilisation of other assets, he cannot regard it as easily 
available for meeting his impending obligations, and in 
his scale of liquidity it will probably rank below other 
assets less capable of rapid realisation but also less essential 
for the continued conduct of his business. 

In the wider application of the term liquidity to a whole 
financial position, the point of view of the judge is of even 
greater importance. A creditor will often be justified in 
confining his attention to existing liquid assets and current 
liabilities, and in expressing the liquidity of his debtor in 
terms of the ratio of the former of these to the latter; 
though even a creditor will, on occasion, find that it pays 
him to take account of other factors, such as the expected 
earnings of his debtor, the probability of his being able in 
need to raise capital or borrow money elsewhere, the prob
ability that he will not in fact be called upon to meet some 
part of his legal obligations, and so forth. But the con
troller of a business, or even a private individual, if he is 
to form a clear idea of the liquidity of his position, must 
take into account the expected flows of the whole of his 
receipts and payments during the period for which esti
mates are possible. If he can see his way clear, in all 
probable circumstances, to meet not only his legal debts 
but also all other payments which h e wishes to make, with 
a margin for unforeseen contingencies, then he can regard 
his position as liquid. Perhaps, indeed, the best definition 
of liquidity is in terms of the margin over foreseen pay
ments of foreseen receipts plus dispensable liquid assets. 

If the result of such a consideration of a financial 
position reveals an insufficient margin for contingencies, 
various steps may be taken to increase it. Earnings may 
be increased by harder work, anticipated expenditure may 
be reduced, less liquid assets may be exchanged for more 
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liquid assets, or money may be borrowed on long-term. 
In any case the results will take one of two forms — either 
liquid assets will be increased, or current liabilities reduced 
(as compared with what they would otherwise have been). 

T h a t a reduction of current liabilities may be quite as 
effective a method of increasing liquidity as is an increase 
of liquid assets is clear if we regard the current liabilities 
as immobilising part of the liquid assets and rendering 
them unavailable for other uses. T h i s is most obvious 
where the assets are pledged as security for a loan, or 
where the continuance of the loan is contingent upon the 
debtor retaining possession of the assets. But even where 
the debtor is under no actual obligation, he will necessarily 
survey his assets in relation to his liabilities, and will be 
the less willing to see any shrinkage in his liquid assets 
the more they are balanced b y current liabilities. A re
duction in these liabilities therefore sets him free to reduce 
his Uquid assets if occasion should require. 

In recent years economists have made increasing use 
of the concept of liquidity, especially as an approach to 
monetary problems. But in giving precision to the term, 
they have generally amalgamated the two senses in which 
it is used in business terminology. T h e y have applied the 
term to the general financial position, but have generally 
confined their consideration to changes in the distribution 
of assets, or even to the single item, cash. T h i s limitation 
is unfortunate, since, if maintained, it would prevent us 
from applying the valuable concept of liquidity to many 
problems where it appears to provide the most convenient 
method of approach. 

T h e extension of the concept of Uquidity to cover 
changes in the distribution of liabilities through time 
enables us to apply it to the financial position of the British 
Treasury. T h e British Treasury held, untU the inaugura
tion of the Exchange Equalisation Account, virtually no 
liquid assets of its own. Its balance at the Bank of England 
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at the dates of its weekly financial statements rarely exceeds 
t w o or three million pounds, and to meet temporary e x 
cesses of payments over receipts it depends on short-term 
borrowing. T h e bulk of its short-term borrowing is in 
normal times from the banks and the money market on 
three months T r e a s u r y bills. I t also borrows on T r e a s u r y 
bills from other Government departments and from the 
Bank of England. T h e s e latter borrowings can be allowed 
to fluctuate more rapidly than its borrowing from the 
m a r k e t ; in anticipation of exceptionally large payments 
by the Treasury the other departments frequently accumu
late increased balances in Public Deposits at the Bank of 
England, which they place at the disposal of the Treasury 
in exchange for bills when the date of payment arrives." 
T h e Treasury also borrows on open account ( W a y s and 
M e a n s Advances) both from Government departments and, 
in emergency, from the Bank of England. 

F r o m the foregoing it is clear that, like a firm operating 
on overdraft, the British Treasury depended for its liquidity 
on its power to borrow on short-term from the market, 
from other Government departments, or, in the last resort, 
from the Bank of England. Until 1932 there was, however, 
this difference. A firm operating on overdraft normally 
holds liquid assets substantially in excess of its debt, out of 
which, in emergency and at some cost in convenience or 
output, the debt can be reduced or liquidated. T h e 
T r e a s u r y had no such assets, and, to meet a demand for 
repayment by one section of its creditors, had no recourse 
in the short run but to increase its borrowings elsewhere. 
S i n c e the resources of the departments at that time were 
limited, the ultimate guarantee of its ability to meet its 
debts as they fell due was its power of borrowing from the 
Bank of England. 

If a demand for the repayment of T r e a s u r y bills was 
due merely to a demand for increased holdings of idle 

' F o r a f u l l e r d e s c r i p t i o n o f t h e s e o p e r a t i o n s s e e p p . 197-8, 
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money within the country, this guarantee was adequate. 
Such a demand could be satisfied either by an increase in 
Bankers' Deposits at the Bank of England, which could be 
provided at the Bank's discretion, or by an increased supply 
of Bank of England notes, which could be provided by an 
increase in the fiduciary issue. A relatively small increase 
in one or both of these would very rapidly restore the 
clearing banks' ability to resume their purchases of bills, 
and so bring the period of stringency to an end. If, how
ever, the demand for increased cash for internal use was 
for supporting a rising trend in prices which the Bank of 
England considered undesirable and wished to check, the 
existence of a large amount of short-term Government 
obligations in the hands of the public might prove an 
embarrassment to the Bank in the carrying out of its policy. 
This would not be due merely to the natural reluctance 
of the Bank to impose on the Treasury an additional cost 
by reason of a rise in rates of interest, such as would occur 
in the absence of a Floating Debt. A t such times the direct 
effect of a moderate rise of the Bank of England rate and 
other short-term rates of interest in checking business 
activity is probably small. M u c h more important is the 
quantitative limitation on loans which a rise in the Bank 
rate causes banks and others to impose on their debtors, 
whether in the form of higher margin requirements or 
otherwise. By such means an Incipient Inflationary boom 
can often be checked with a relatively small rise in published 
rates of interest. But if there exists a large amount of 
Government Floating Debt in the hands of the pubUc, 
maturing week by week, such methods of quantitative 
limitation lose much of their efficiency, for, by a refusal 
to renew its bills, the Treasury can be forced to provide 
the banks and the market with enough additional cash at 
the Bank of England to offset the previous restrictions. 
T h e only way to prevent this Is for the Treasury to pay 
such rates on Its bills as will by themselves provide a 
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sufficient incentive to their holders to renew them, or for 
others to buy them. This rate may well be substantially 
higher than the rate which, in the absence of the Floating 
Debt, would have been charged for such short-term loans 
as were still granted. In other words, the Treasury is a 
short-term borrower whom its Bank cannot ration. Its 
short-term obligations to the public may therefore cause 
the rationing system to break down, and may compel a 
rise in short-term interest rates to a level sufficient by itself 
to check the expansion of business activity. 

In the event of an increased demand for cash for the 
purchase of foreign exchange, the difficuhies created, in a 
country on the gold standard, by the existence of a large 
Floating Debt are even greater. Unless rates of interest are 
allowed to rise to a level sufficient in itself to check the 
outflow of capital (and where confidence in the future of 
the currency is shaken this level may be very high indeed), 
the Treasury can be compelled to provide large weekly 
amounts of cash at the Bank of England, thus furnishing 
those wishing to withdraw gold with the necessary sterling 
funds. If gold reserves are inadequate to meet the demand, 
the Bank may have to choose between refusing the request 
of the Treasury for additional facilities and itself running 
the risk of being unable to meet its own obligations to pay 
gold. T h u s the Bank's power to lend to the Treasury in 
this type of emergency is largely dependent on the size of 
its gold reserve ; while the likelihood and probable severity 
of the emergency itself depends largely upon the proportion 
of Treasury bills held either by foreigners or by institutions 
with large sterling obligations to foreigners. Before 1 9 3 2 
the ultimate guarantee of the liquidity of the Treasury was 
therefore the Bank of England's gold reserve; and the 
possibility that this guarantee would be needed depended 
largely upon the volume of foreign money in London. 

In the light of these considerations, the attitude of the 
Treasury, as revealed by the evidence of its representatives 
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before the Colwyn and Macmillan Committees,^ is easy to 
understand. With an inadequate gold reserve at the Bank 
of England, large amounts of foreign funds in London, 
much of them probably invested in Treasury bills, and a 
persistent tendency towards an adverse balance of payments, 
the Treasury, both in 1 9 2 5 and in 1 9 3 0 , might well feel 
uneasy at the size of its short-term commitments and wish 
to reduce them. Its forebodings were to be only too well 
justified by the events of 1 9 3 1 , when the Bank of England 
had to choose between defaulting on its own obligations to 
pay gold, and compelling the Treasury to default on its 
obligation to meet its bills on maturity. Given the other 
conditions present at the time, it is, of course, not im
probable that the Bank would have done the same even if 
the Treasury's Floating Debt had been much smaller ; but 
it is certain that, whatever the other circumstances, the 
existence of so large a public Floating Debt would have 
made it extremely diflicult for the Bank to make effective 
the stringent measures which alone might have enabled it 
to continue to meet its obligations. 

In spite of the wishes so clearly expressed by the 
Treasury's representatives and of the recommendations of 
the Colwyn Committee, we find that during the whole 
period from 1 923 to 1 9 3 1 the total of the Treasury's short-
term liabilities to the public (that is to say, of Treasury 
bills issued by tender) showed no decline on balance, 
while, throughout the period, the fluctuations in the total, 
apart from seasonal movements, did not exceed about £ 7 0 
millions.^ T h e reasons why, in face of its expressed wishes, 
the Treasury failed to make any net reduction in its total 
of " tender " bills, must be sought partly in its own financial 
position, and partly in the repercussions which a policy of 

' Coltvyn Committee: Evidence, p p . 288, 394, 622, 623, 668. Colwyn 
Committee Report, p. 35. Macmillan Committee: Evidence, v o l . i, p . 32 ; 
v o l . ii, p p . y, 10. 

* S e e C h a r t 2, p . 194. 
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drastic reductions would have had on other parts of the 
economic svstem. 

In the first place, the Floating Debt was not the only 
threat which existed to the liquidity of the Treasury. In 
addition, at the end of the W a r of 1 9 1 4 - 1 8 the Treasury 
had some £2000 millions outstanding of medium-term debt 
— Exchequer bonds, W a r bonds, and Treasury bonds — of 
which substantial amounts matured each year. T h e task 
of funding or replacing these issues presented a constantly 
recurring problem, for at any moment a failure to float the 
necessary loan would involve an automatic increase in the 
Floating Debt. Such an increase, though a small one, in fact 
occurred in the spring of 1 9 2 9 . It can be understood that 
these constantly recurring periods of pressure, each threaten
ing a rise in the Floating Debt, helped to make it difficult for 
the Treasury' to float additional loans for the reduction of 
the Floating Debt itself. Actually, by reducing its medium-
term debt from nearly ^^1600 millions in 1 9 2 5 to little 
more than ;^6oo millions in 1 9 3 1 , the Treasury did in fact 
succeed in substantially improving the liquidity of its 
position despite the unchanged amount of its short-term 
debt. ' 

Even if the Treasury had been able, without difficulty, 
to issue long-term loans between 1 9 2 3 and 1 9 3 0 of sufficient 
size to effect large reductions jn its Floating Debt, it would 
probably have been deterred by consideration of the p r o b 
able effects of its action on the other parts of the system. 
It is, of course, not peculiar in the fact that changes in its 
own liquidity normally have converse effects upon the 
liquidity of others. Normally every person w h o increases 
his own liquidity, without increasing the aggregate margin 
between his total assets and his total liabilities, decreases 
the liquidity of someone else. W h e r e he exchanges a less 
liquid for a more liquid asset this is obvious. It is just as 
true in the case where he substitutes a long-dated for a 

' S e e Macmillan Committee: Evidence, v o l . h , p- 9-
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short-dated UabiUty. A short-dated security is a better 
substitute for cash than a long-dated security issued by 
the same debtor, so that when the supply of short-dated 
securities is reduced and that of long-dated securities 
increased, the normal effect is to increase the demand to 
hold cash. It is most desirable in such cases to realise that 
the demand for increased liquidity does not come from the 
actual persons who are demanding more cash, but from 
those who, by their action in changing the form of their 
liabilities, have deprived their former holders of cash 
substitutes. 

There is only one exception to the general rule that a 
person who increases his own liquidity decreases that of 
the rest of the system. If by paying off part of his short-
term debt he so improves the credit standing of the 
remainder that it becomes a better substitute for money, 
the decrease in quantity may be more than offset by the 
increase in quality, and the Uquidity of the remainder of 
the system may be increased. Conversely, if an increase 
in his short-term liabilities impairs their credit standing, 
the liquidity of the remainder of the system may be reduced. 
Broadly speaking, therefore, the system as a whole may 
become more Uquid either when the short-term liabilities 
of the financially strong are increased or when those of the 
financially weak are reduced, and less liquid either when 
the short-term liabUities of the financially strong are reduced 
or when those of the financially weak are increased. 

Since the British Treasury can normally be regarded as 
an extremely credit-worthy borrower, it follows that any 
conversion of its short-term liabilities into long-dated 
securities tends to reduce the supply of money substitutes 
and to increase the demand for money. Further, since it is 
by far the largest single borrower on the short-term market, 
it must, unlike most other borrowers, take account of the 
effects of its poUcy upon the rest of the system. It must 
do this for two reasons : firstly, because of reactions upon 
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its own position of cfianges elsewhere ; and, secondly, 
because the Treasury is not an independent entity, but 
merely represents one aspect of a Government charged 
with the care of the interests of the whole community. It 
cannot, therefore, regard with equanimity loss or incon
venience caused by its actions in other parts of the system, 
even though no repercussions on its own financial position 
are distinguishable. 

The effects upon the system of changes in the volume 
of Treasury bills are greatly magnified by the fact that they 
are largely exercised via the banking system. Banks have 
much more definite conventions concerning the distribution 
of their resources than have other types of business con
cerns. The ratios which the larger London clearing banks 
now appear to regard as the lowest desirable are lo per cent 
of their deposits in cash and 30 per cent in cash plus money 
at call and short notice, plus discounts. This means that 
discounts and short loans are normally regarded as comple
mentary to cash only when the cash ratio is at or near Its 
conventional minimum, while when the cash ratio is well 
above 10 per cent, discounts and short loans are regarded 
as substitutes for It. 

The conventional minima are not in fact rigidly main
tained. Even though the published total of the combined 
cash reserves of the clearing banks has never fallen per
ceptibly below 10 per cent of their deposits, the apparent 
maintenance of this ratio has frequently been achieved only 
by resort to a greater or less amount of " window-dressing 
and the true ratio has at times fallen below the conventional 
minimum by an unknown amount, probably on occasions 
to well below 9 per cent. For the combined total of " quick 
assets " such methods of inflating the published figures are 
not available, I and these have frequently fallen well below 
the 30 per cent level. 

' Since window-dressing consists of the apparent conversion of dis
counts and call money into cash. 
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The contention of the banks ' is that at such times the 
shortage of quick assets has a similar effect on their willing
ness to hold long-term assets — securities and advances — 
as a shortage of cash has upon their willingness to hold all 
assets other than cash. Unless, therefore, they are provided 
with additional cash reserves in substitution for the inade
quate supply of bills, they feel obliged to restrict both 
advances and purchases of securities, thus raising their 
cash and quick assets ratios immediately by means of a fall 
in deposits, and later through an increase in cash rendered 
possible by a reduction in the demand for currency by the 
public. It is not clear how much additional cash is required 
to make up for a given shortage of bills — i.e. whether the 
30 per cent quick assets ratio is an unchanging minimum, 
or whether, for instance, a 29 per cent quick assets ratio 
would be acceptable if accompanied by an ir per cent 
cash ratio.̂  

' See Colwyn Committee: Evidence, pp. to6 , 2 S 3 , and 2 8 8 . Macmillan 
Cwnmittee : Evidence, voJ. i, p. 3 3 ; vol. ii, pp. 1 7 6 , 1 7 7 . Midland Bank 
Monthly Review, September-October 1 9 3 3 and September-October 1 9 3 4 . 

^ While the effect of a shortage of bills at a time when cash reserves stand 
at above 1 0 per cent is clearly to tend to cause a rise (or check or prevent a 
fall) in long-term interest rates, its effect on short-term interest rates is leas 
certain. If bills are regarded as a perfect substitute for cash so long as the 
cash ratio is above 1 0 per cent, the etfect will be to drive down short-term 
rates of interest. But if, from the point of view of liquidity, bills are regarded 
as an imperfect substitute for cash, so that, say, an extra £1 million of cash 
will compensate for a deficiency of £ 2 millions of bills, the effect on discount 
rates will depend on the degree of competition between the banks and on the 
elasticity of the supply of bills to the banks as a whole. If the banks are in 
competition, so that the supply of bills to each bank regarded separately 
is elastic, the short-term rate will be forced down as each bank endeavours 
to attract bills away from its competitors by offering higher prices. But if 
the banks combine to fix the rates, they will raise their prices only if they 
think this will have the effect of enabling them to purchase sufficient addi
tional bills to restore their minimum ratio. If they consider that the supply 
of bills to them will be highly inelastic, they will instead endeavour to 
increase their cash at the expense of a further reduction in discounts by 
seUing bills to the central bank (or, in London, by calling in loans from the 
market), thus raising short-term interest rates. T h u s , if the banks have 
1 1 per cent o( their deposits in cash and 1 7 per cent in call money and bills, 
they can reach a satisfactory position either by increasing their bills and 

Q 
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If the banks' contention is correct, that a shortage of 
bills compels them to restrict their advances and holdings 
of securities, one might hope to find some statistical 
confirmation of it in the movements of figures in the 
clearing banks' monthly returns. Unfortunately there are 
considerable difficulties in the way of obtaining such con
firmation. In the first place, the banks' figures cannot react 
instantaneously to changes in conditions, and before the 
reactions to a temporary change become visible their cause 
may have disappeared; further, short-period comparisons 
between different months of the same year are rendered 
impossible by the very strong seasonal movement in dis
counts (mainly in consequence of a similar movement in 
Treasury bills). It is not known how far the banks take 
this seasonal movement into account in fixing their mini
mum — whether, for instance, they would be more affected 
by a fall in the quick assets ratio below 30 per cent in 
October than in April. It would seem prima fade reason
able that they .should be caused some concern by a fall in 
the ratio below the normal for the time of year unless they 
expected the position to be adjusted before the next seasonal 
low ; that is to say, a foreseen fall below 30 per cent in a 
coming month should have an effect on policy before it 
becomes actual. 

Secondly, the banks change their own views on the 
question of desirable minimum ratios, both suddenly, in 
moments of crisis, and gradually over long periods. An 
example of the former occurred at the outbreak of the 
war, when the cash ratio rose from 10-5 per cent of 
deposits in July 1939 to i i -8 per cent in September, 
while discounts and short loans fell from 19-6 per cent 
to 16-9 per cent. These movements occurred, not be-
short loans to 18 per cent of deposits, leaving cash unchanged at i r per cent, 

or by reducing hills and short loans to i6 per cent while raising cash to 

1 2 per cent. Which they will choose will depend on calculations about the 

relative amounts of interest earnings sacrificed in the two cases. 
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clearing Banks' Ratio to Deposits 

Cash Short Loans + Discounts 

% % 
M a r c h - M a y 1 9 3 3 10 -9 23-4 

1 9 3 4 1 2 -0 i8-6 

1 9 3 5 U - 2 1 7 -9 
1 9 3 6 10-3 20-6 

1 9 3 7 1 0 - 2 i8-8 

1 9 3 8 1 0 7 i 8 - i 

1 9 3 9 I I - I 1 5 7 

These figures give some support to the contention 
that the banks hold a higher cash ratio when their other 
quick assets are low; but to show that the inadequacy 
of the quick assets induces them to restrict advances and 

cause of an increased demand for cash engendered by a 
shortage of bills, but because the minimum desirable cash 
ratio suddenly became a good deal higher than 10 per 
cent. 

The gradual change in the banks' conventions over time 
is shown by an inspection of the figures over a period of 
years. Thus for the five years ending 1927 the average 
cash ratio was 11-7 per cent and the quick assets ratio 3 2 7 
per cent, while for the corresponding years of the following 
decade the average ratios had fallen to 1 0 7 per cent and 
32-1 per cent respectively. 

It would seem, therefore, that any comparisons must be 
made between: 

(1) similar periods of different years ; 
(2) years not far separated in time ; 
(3) periods when the banks' normal views as to the 

relative liquidity values of cash and other short-term assets 
were not seriously disturbed. T h e following table shows 
the clearing banks' average ratios of cash and of short loans 
plus discounts to deposits for the three months when 
discounts are normally lowest (March, April, May) in each 
of the years 1933 to 1939 : 
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securities we need more than this. For when discounts 
fall, deposits necessarily fall correspondingly, unless the 
discounts are replaced by other assets. The ratio of cash 
to deposits will therefore rise automatically in years when 
discounts are low. Thus, if we start from a position where 
cash is 10-5 per cent of deposits, and other quick assets 
are 20 per cent, a fall in the latter to 17 per cent (of the 
reduced level of deposits), unless offset by a rise in other 
assets, would automatically raise the cash ratio to 10-9 per 
cent. T o conform with the contention that a change in 
holdings of short loans and discounts has a tendency to 
cause holdings of long-term assets to change in the same 
direction {i.e. that short-term assets are complementary to 
long-term assets), it is necessary for the change in the cash 
ratio in the opposite direction to be greater than can be 
accounted for by this automatic rise; if it is equal to it, 
this would be consistent with the view that short loans and 
discounts are merely neutral to long-term assets. 

Of the three most marked changes shown in recent years 
(from plenty to scarcity of short-term assets in 1933-34, 
from scarcity to plenty in 1935-36, and from moderate 
scarcity to acute scarcity in 1938-39), the first two show 
changes in cash reserves appreciably, and the third slightly, 
larger than the changes to be expected to occur automatic
ally as a result of a fall in deposits equal to the fall in short 
loans and discounts: 

C a s h R a t i o 

E x p e c t e d A c t u a l 

R i se Fal l R i se Fal l 

1933-34 0 - 7 I - I 

1935-36 0-5 0 - 9 

1938-39 0 - 3 04 

These movements are consistent with the view that the 
banks normally regard call loans and discounts as a substi-
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tute for cash when the cash ratio is well above the m i n i m u m . ' 
It remains to be shown that T r e a s u r y bills have since 

1 9 1 8 formed so large a proportion of the banks' discounts 
that changes in their total seriously affect the banks' 
position. While no strictly accurate comparison can be 
made of the banks' statements after 1 9 1 8 with those for 
1 9 1 4 and earlier years, an examination of such figures as 
can be compiled seems to indicate that between 1 9 1 4 and 
1 9 2 7 bank discounts increased by about 80 per cent. 
Further, from the statistics quoted in the Macmillan Report 
it appears that in 1 9 2 7 more than half the total of discounts 
consisted of T r e a s u r y bills. It therefore would seem that 
the total of commercial bills held b y the banks was rather 
lower in 1 9 2 7 than it had been in 1 9 1 4 . I t seems clear 
that, but for the increase in the Treasury bill issue, either 
the banks would have been compelled to show a fall in 
their *' quick assets " ratio far more drastic than the decline 
from 43 per cent to 3 2 per cent of deposits which actually 
occurred, or the expansion in bank deposits would have 
been m u c h less than the rise of 1 3 0 per cent which occurred 
between 1 9 1 4 and 1 9 2 7 , or both. It is probably true to say 
that the British banks were enabled more than to double 
their deposits after 1 9 1 4 largely in consequence of the 
expansion of the T r e a s u r y ' s Floating Debt, which took the 
place of an expansion in the volume of commercial bills. 

If, therefore, the Treasury had taken steps drastically 
to reduce its Floating Debt, it would have put the banks 
in a difficult position. Unless the volume of commercial 
bills had simultaneously shown a permanent expansion — 
a development which, though much desired,^ did not in 
fact take place — the banks would have been obliged either 

' I n v i e w o f t h e m a n y o t h e r f a c t o r s i n v o l v e d , it i s , o f c o u r s e , i m p o s s i b l e 
t o s a y t h a t t h e y a f f o r d proof o f i t , e s p e c i a l l y i n v i e w o f t h e f a c t t h a t f r o m 1934 
t o 19351 a n d f r o m 1936 t o 1937, f a l l s i n t h e r a t i o o f c a l l l o a n s a n d d i s c o u n t s 
w e r e a c c o m p a n i e d b y f a l l s i n t h e c a s h r a t i o . 

^ S e e Colwyn Report, p . 36. Colwyn Committee: Evidence, p p . 1 1 1 , 623. 
Macmillan Committee: Evidence, v o l , i i , p . 1 1 . 



2 3 6 B R I T I S H F L O A T I N G D E B T P O L I C Y 

to make a further drastic revision of their standards of 
Uquidity, or to take steps to reduce the totals of their 
long-term assets. 

T o this it may be objected that such a tendency towards 
deflation could easily have been ofi^set by a suitable increase 
in the banks' cash reserves, induced by additions to the 
assets of the Bank of England.* T o make such a policy 
fully effective, however, the Bank would have to buy either 
long-dated securities or gold from the public or from abroad. 
F o r the Bank of England to buy bills would increase the 
shortage of bills available for sale or pledge to the banks, and 
so, by intensifying the bill famine, necessitate still further 
creations of cash. In post-gold-standard conditions, for the 
Bank to buy gold from the Exchange Account would have a 
similar effect, since it provides the Account with sterling 
with which to pay off bills. In the days of the gold standard, 
it was clearly easiest for the Bank to offset the monetary 
effects of a reduction in Treasury bills if the funding occurred 
at a time when gold was flowing into the country. 

T h i s conclusion is reinforced by a second contention, 
put forward with much force by M r . Keynes in his cross-
examination of Sir Richard Hopkins before the Macmillan 
Committee.^ T h e argument is roughly as follows: — If, 
at a time when large quantities of funds are attracted to 
London, because it is the most convenient centre for short-
term investment, a great proportion of the most suitable 
channels of investment disappear and are replaced b y 
long-term securities, it must be anticipated that much of 
these funds wUl be diverted to other centres. T h e result 
will be that gold will flow out and the initial fall in short-
term interest rates will be checked and reversed; the ulti
mate result will presumably be that, while long-term rates 
of interest may be forced appreciably higher, short-term 

' S e e Coltuytt Report, p. 36. 
* See Macmillan Committee: Evidence, vol, ii, pp. Q - i i . Also Barclays 

Bank Monthly Review, March-April 1930. 
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rates cannot show an appreciable fall, unless the funding 
operation occurs at a time when the balance of payments 
is active and short-term funds can be withdrawn from 
London without causing an outflow of gold. In other 
words, the British Government was in effect borrowing on 
short term the foreign funds the inflow of which had 
enabled the Bank of England to obtain or retain its g o l d ; 
and if the British Government ceased to borrow these 
funds on short term, they would be withdrawn, unless an 
alternative investment (in the form of an increase in the 
available supply of commercial bills) appeared, and they 
could only be withdrawn without causing difficulty if their 
withdrawal was offset by an active balance of payments. 

If the validity of the foregoing argument is accepted, 
the course of events following upon a large Treasury 
funding operation between 1 9 2 5 and 1 9 3 1 would probably 
have been somewhat as follows, unless its effects had been 
offset either by the development of a large favourable 
balance of payments or by a rapid expansion in the volume 
of commercial bills, or by both. 

L e t us assume (what is by no means certain) that a sub
stantial Funding Loan could have been issued without 
causing any very serious rise in long-term interest rates. 
T h e money subscribed to the loan might have come from 
any of four sources : 

( 1 ) F r o m the conversion of bills owned by foreigners. 
In this case the foreign owners of London funds would 
have voluntarily accepted the burden of decreased hquidity, 
and no problem would arise. Unfortunately it would seem 
that the owners of such funds attached a high value to their 
hquidity, and would be unlikely to invest them on long term. 

(2) From new foreign funds attracted to London by 
the rise in long-term interest rates. This development 
would also have solved most of the problem, but was almost 
equally unlikely. 

(3) From the conversion of the British banks' holdings 
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to make a further drastic revision of their standards of 
Uquidity, or to take steps to reduce the totals of their 
long-term assets. 

T o this it may be objected that such a tendency towards 
deflation could easily have been offset by a suitable increase 
in the banks' cash reserves, induced by additions to the 
assets of the Bank of England. ' T o make such a policy 
fully effective, however, the Bank would have to buy either 
long-dated securities or gold from the public or from abroad. 
F o r the Bank of England to buy bUls would increase the 
shortage of bills available for sale or pledge to the banks, and 
so, by intensifying the bill famine, necessitate still further 
creations of cash. In post-gold-standard conditions, for the 
Bank to buy gold from the Exchange Account would have a 
similar effect, since it provides the Account with sterling 
with which to pay off bills. In the days of the gold standard, 
it was clearly easiest for the Bank to offset the monetary 
effects of a reduction in Treasury bills if the funding occurred 
at a time when gold was flowing into the country. 

T h i s conclusion is reinforced by a second contention, 
put forward with much force by M r . Keynes in his cross-
examination of Sir Richard Hopkins before the Macmillan 
Committee.^ T h e argument is roughly as follows: — If, 
at a time when large quantities of funds are attracted to 
London, because it is the most convenient centre for short-
term investment, a great proportion of the most suitable 
channels of investment disappear and are replaced by 
long-term securities, it must be anticipated that much of 
these funds will be diverted to other centres. T h e result 
will be that gold will flow out and the initial fall in short-
term interest rates will be checked and reversed; the ulti
mate result will presumably be that, while long-term rates 
of interest may be forced appreciably higher, short-term 

' S e e Colwyn Report, p . 36. 
' S e e Macmillan Committee: Evidence, v o l . ii , p p . 9 - 1 1 . A l s o Barclays 

Bank Monthly Review, M a r c h - A p r i l 1930. 
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rates cannot show an appreciable fall, unless the funding 
operation occurs at a time when the balance of payments 
is active and short-term funds can be withdrawn from 
London without causing an outflow of gold. In other 
words, the British Government was in effect borrowing on 
short term the foreign funds the inflow of which had 
enabled the Bank of England to obtain or retain its g o l d ; 
and if the British Government ceased to borrow these 
funds on short term, they would be withdrawn, unless an 
alternative investment (in the form of an increase in the 
available supply of commercial bills) appeared, and they 
could only be withdrawn without causing difficulty if their 
withdrawal was offset by an active balance of payments. 

If the validity of the foregoing argument is accepted, 
the course of events following upon a large Treasury 
funding operation between 1 9 2 5 and 1 9 3 1 would probably 
have been somewhat as follows, unless its effects had been 
offset either by the development of a large favourable 
balance of payments or by a rapid expansion in the volume 
of commercial bills, or by both. 

L e t us assume (what is by no means certain) that a sub
stantial Funding Loan could have been issued without 
causing any very serious rise in long-term interest rates. 
T h e money subscribed to the loan might have come from 
any of four sources : 

( 1 ) F r o m the conversion of bills owned by foreigners. 
In this case the foreign owners of London funds would 
have voluntarily accepted the burden of decreased liquidity, 
and no problem would arise. Unfortunately it would seem 
that the owners of such funds attached a high value to their 
liquidity, and would be unlikely to invest them on long terra. 

(2) From new foreign funds attracted to London by 
the rise in long-term interest rates. This development 
would also have solved most of the problem, but was almost 
equally unlikely. 

(3) From the conversion of the British banks' holdings 
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of T r e a s u r y bills. T h i s would mean that these banks were 
prepared not merely to maintain their long-term assets 
despite a decrease in their short-term assets, but to see a 
substantial increase in them — in other words, that they 
regarded bills as a substitute, not for cash, but for securities. 
A s we have seen, this is unlikely. 

(4) F r o m existing balances held in British banks. T h i s 
last source is by far the most likely. T h e effect on the 
economic system of the repayment of Treasury bills out of 
funds subscribed from existing bank balances would depend 
partly upon the identity of the holders of the bills and partly 
upon the use to which the funds subscribed would other
wise have been put by their owners. 

{a) Balances used to repay bills held by the general 
British public. T h e r e is a strong presumption that 
funds received in repayment of bills, and unable to find 
a similar suitable investment, will be held on deposit 
account or otherwise inactive. If these funds were 
originally subscribed from inactive accounts there will 
be no c h a n g e ; if from active accounts, there will be an 
increase in inactive accounts at the expense of active 
accounts, and a fall in the velocity of circulation. 

(b) Balances used to repay bills held by the banks. 
If the banks cannot find a suitable alternative short-term 
investment, total bank deposits will fall; if the banks 
regard bills as a substitute for cash and have to realise 
securities to increase their cash ratios, deposits will fall 
by more than the decrease in their discounts. In so far 
as the balances used to subscribe to the Treasury 's loan 
and to buy the securities sold by the banks were formerly 
inactive, there is no decrease in active balances; but in 
so far as active balances are used, there will be a fall in the 
effective quantity of money in circulation. 

(c) Balances used to repay Treasury bills owned by 

foreigners. T h e initial fall in short-term interest rates 
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will tend to cause these foreigners to withdraw their 
balances from London. T h e resulting drain on the cash 
reserves of the banks will compel them to offer increased 
deposit rates to foreigners in order to induce them to 
abstain from withdrawing their funds. If the funds 
subscribed to the conversion loan were originally active, 
there will be a fall in velocity of circulation. 

T h e effects on interest rates would appear to be as 
follows: 

( 1 ) A n initial rise in long-term rates as a direct result 
of the T r e a s u r y ' s loan. 

(2) A possible secondary rise as a result of the banks' 
sales of securities. 

( 3 ) A n initial fall in short-term rates of interest as a 
result of the reduced supply of bills. 

(4) A subsequent rise in short-term rates (possibly 
confined to foreign-owned balances) in order to prevent 
foreign withdrawals of funds from London. 

In total, therefore, it would seem likely that the net 
effect of a large-scale funding operation in the conditions 
ruling between 1 9 2 5 and 1 9 3 1 would have been a reduction 
in the total of bank deposits and a fall in their velocity of 
circulation, a rise in long-term interest rates, and a smaller, 
perhaps negligible, fall in short-term rates. T h e r e is even 
a possible case in which short-term rates would actually 
have risen (see p . 2 3 1 , footnote 2 ) . 

S o far we have seen the Treasury 's concern for its own 
liquidity in conflict with its interest in the liquidity of the 
remainder of the system. W e must now glance briefly at 
the third aspect of the question, that of the direct cost to 
the Treasury. T h e problem of comparing the interest cost 
of long and short borrowing presents certain difficulties. 
In the first place, it Js misleading merely to compare 
short-term interest rates with the current long-term rates. 
Once a long-term loan has been raised, the borrower can 
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ignore changes in long-term interest rates until such time 
as the loan falls due to be repaid. In making up his mind 
as to the relative cost of the two methods, he must compare 
the present long-term rate with expected future short-term 
rates during the whole period of the proposed long-term loan. 
It is sometimes said that he compares the long-term rate 
with the average of expected future short-term rates. T h i s 
is only true if the average is weighted in a particular way. 
A short-term rate of 2 per cent for ten years, to be followed 
by a 4 per cent rate for ten years, is obviously preferable 
now to a 4 per cent rate to be followed by a 2 per cent rate. 
What in fact we are comparing is the discounted present 
value of the expected future interest payments on the two 
methods of borrowing. T h e most convenient rate to use 
in discounting is the present long-term rate, though strict 
accuracy probably demands the use of the expected short-
term rate for each period. 

If w e assume foresight on the part of the borrowing 
authority, w e therefore have to compare the relative costs 
of long-term and short-term borrowing, not between the 
averages for the period lent, but between the long-term 
rate on a particular date and the various subsequent short-
term rates, both discounted back to the date upon which the 
long-term loan could be raised. It may very well be that it 
would pay to borrow on long term at a particular date, even 
though long-term rates are expected to be persistently higher 
than contemporaneous short-term rates; and It is quite 
probable that the most profitable time for converting short-
term into long-term debt is when current long-term rates 
show their largest excess over current short-term rates. 

Until 1 9 3 2 , the apparent saving in interest charges by 
borrowing on short term was comparatively small. If, at the 
beginning of 1 9 2 3 , the Treasury had issued a long-term loan 
at 4^ per cent to fund £ 4 0 0 millions of T r e a s u r y bills (i.e. 
practically the whole of the tender issue apart from that 
required to even out seasonal movements), the extra interest 
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cost, from 1 9 2 3 to 1 9 3 1 , assuming that the operation had no 
effect on either long-term or short-term rates, would have 
been about ^^27 millions, or an average of ^^3 millions per 
annum. T h e 1 923 discounted value of the extra cost 
would have been about ^ 2 2 millions. T h e great bulk of 
the extra cost would have been incurred in two years — 
1 9 2 3 and 1 9 3 0 . F o r the years 1 9 2 5 to 1 9 2 9 inclusive the 
cost would have been trifling. 

T h e foregoing estimate, however, assumes that the 
demand both for long-dated and short-dated securities 
was extremely elastic, so that a large long-term loan could 
have been raised and large amounts of Treasury bills 
funded without appreciably affecting either rate of interest. 
A s we have seen above, in the conditions which existed 
between 1925 and 1 9 3 1 a really large funding loan would 
probably have caused a substantial rise in the long-term 
rate of interest, though perhaps little fall in the short-term 
rate. T h e cost to the Treasury of such a rise in the long-
term rate cannot be judged merely by the higher rate paid 
on the Funding Loan itself— indeed, it is possible that most 
of the rise might have occurred in consequence of the 
repercussions of the reduction in bills, and therefore would 
not have affected the rate paid on the Funding Loan. T h e 
Treasury would need to take account of its expected borrow
ing requirements for a considerable time ahead, and 
especially of its need to fund maturing Treasury bonds 
(see p. 228) . T h e total cost to the Treasury of a major 
funding operation would therefore have been very much 
higher than the apparent cost computed on the basis of 
the interest rates which actually existed during these years. 
Even if the Treasury had had regard solely to its own 
financial position, it might well have hesitated before 
attemptmg to reduce its Floating Debt to a figure merely 
sufficient to take care of seasonal fluctuations in revenue 
and expenditure. If we add to the cost of additional interest 
charges the probable fall in tax revenues following upon 



242 B R I T I S H F L O A T I N G D E B T P O L I C Y 

the higher level of long-term interest rates, the arguments, 
even on the narrowest grounds, against a drastic funding 
operation appear to be very strong. 

W e find, therefore, from the application of our three 
criteria, that the effect of the financial expedients and credit 
expansion of 1 9 1 4 - 1 8 had been to place the British Treasury 
in a position where it was forced to choose between, on the 
one hand, continuing what it considered to be its own 
unsound position and, on the other, imposing a serious 
deflationary' movement on the rest of the system and at the 
same time adding considerably to its own interest burden. 
It is not surprising that it found itself compelled to choose 
the former and temporarily easier of these alternatives, 
with results which were seen in September 1 9 3 1 . 

This frustrated desire of the Treasury before 1 9 3 2 for 
an increase in liquidity by means of a reduction in its 
short-term debt to the public may perhaps help to explain 
what otherwise appears to be its irrational behaviour after 
that date. Although the Bank of England was no longer 
under compulsion to redeem its notes in gold at a fixed 
rate, and therefore one of the greatest difficulties in main
taining the solvency of the Treasury in the face of foreign 
withdrawals had disappeared (see p. 2 2 6 ) , the Treasury 
proceeded enormously to increase the liquidity of its 
position. Between 1 9 3 2 and March 1938 , the Treasury 
accumulated 4 2 ^ million ounces of gold in the hands of 
the Exchange Equalisation Account, and during the same 
time enabled the Bank of England to add 48^ million 
ounces to its pre^'ious holding of 28^ million ounces. 
Meanwhile the price of gold had risen from £ 4 : 5s. per 
fine ounce to about £ 7 , so that the value of the combined 
gold holdings of the Treasury and the Bank had increased 
from £ 1 2 1 millions to nearly £ 8 4 0 millions. 

T h a t this expansion of the combined gold stock of the 
authorities had been rendered possible largely by an inflow 
of short-term funds from abroad is irrelevant from the 
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See pp. 215-16. 

point of view of the Hquidity of the Treasury. A with
drawal of foreign funds would involve sales of gold by the 
Exchange Account in exchange for sterling, which would 
automatically go to reduce the size of the Floating Debt 
in the hands of the public. T h u s even if the whole of the 
addition to the authorities' gold stock had been financed 
by an expansion in the Floating Debt in the hands of the 
public, and had subsequently had to be sold in order to 
permit the withdrawal of foreign balances, the final position 
of the Treasury would have been no weaker at the end of 
the operation than before the foreign balances were trans
ferred to L o n d o n ; while, during the period when the 
balances were still in London, the liquidity of the Treasury's 
position would have been greatly increased. 

By its method of financing its purchases of gold, the 
Treasury enormously exaggerated the automatic increase 
in its liquidity which the inflow of gold to London would 
in any case have caused. Of the increase of over ;^700 
millions which occurred in the value of the authorities' 
gold stocks, only about £60 millions was financed by an 
increase of the Floating Debt in non-ofhcial hands. Of 
the balance, about £ 3 2 0 millions was financed by long-
term borrowing, ^^172 millions by expansion of the Bank 
of England's note issue and deposits, and the bulk of the 
remainder represented the profit on old and new gold 
holdings due to the rise in the price of gold.' A comparison 
of the position at the end of March 1 9 3 8 with what it 
had been ten years earlier, makes clear the enormous 
increase in the hquidity of the Treasury's position ; 

March 192E, March I939. 
£ Mn. £ Mn. 

Value of gold held by Bank of England . 1 5 8 5 4 0 
Value of gold held by Exchange a/c . . — 3 0 0 

Total of Treasury bills issued by tender . 4 4 3 5 1 2 
Ratio of gold to " tender " bills . . 3 5 % 1 6 4 % 
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T h e extreme conser\-atism of the Treasury's method of 
financing the purchase of gold involved some risk of incon
veniencing the banking system whenever large quantities 
of gold needed to be re-sold. Since the sterling proceeds 
of such sales went automatically to reduce the total of bills 
issued by tender, at times when foreign money was being 
withdrawn from London {or rather, at the times of seasonal 
minimum following such withdrawals) the total of " tender " 
bills outstanding fell to abnormally low levels. T h e with
drawals of 1 9 3 4 and 1 9 3 8 were followed by falls to £ 3 5 8 
millions in March 1 9 3 5 and to £ 3 4 6 millions in March 
1 9 3 9 . Unless these declines had been rapidly reversed, in 
1 9 3 5 by the reversal of the flow of gold and in [939 by 
the needs of rearmament, the banks might well have been 
obliged to curtail their holdings of longer-dated assets. 

In looking for alternative explanations for the Treasury's 
action in so greatly increasing the liquidity of Its own 
position, we can presumably eliminate the possibility that 
it wished in this way to prevent the remainder of the 
system from securing a dangerous Increase in liquidity, 
leading to the risk of inflation. After the inauguration of 
the " cheap money " policy In 1 9 3 2 the whole trend of 
its policy was the other way. But in fact it ran a serious 
risk of a clash between the two aspects of Its policy — on 
the one hand, to increase its own liquidity and, on the 
other, to expand bank credit and force down long-term 
rates of interest. T h e conflict between these two policies 
was resolved only by the willingness of the clearing banks 
to submit to a marked decrease in their own standards of 
liquidity, by permitting a decline In their usual " quick 
assets " ratio and at the same time greatly expanding their 
holdings of long-dated securities. T h e Treasury thus 
secured the increase in Its own liquidity partly by reducing 
that of the banks. There can be no doubt that the " cheap 
money " policy could have been carried out with much 
less friction and anxiety to the banks if rather more of the 
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T r e a s u r y ' s gold purchases had been financed on short 
term and rather less on long term. 

A more likely explanation of the T r e a s u r y ' s policy may 
perhaps be found in the relative costs of borrowing on 
long and short term. It is true that never before has the 
gap between long-term and short-term rates been so wide 
for so long a period. Since 1 9 3 2 the gap between the 
Treasury bill rate and the gilt-edged yield has rarely been 
less than 2 per cent, and has for long periods exceeded 
2 ^ per cent. Nevertheless, the decline in prices of long
dated securities after 1 9 3 6 was so marked that the T r e a s u r y ' s 
F u n d i n g L o a n s of 1 9 3 5 and 1 9 3 6 were made on very sub
stantially better terms than could have been obtained later. 
If Treasury bills were to be funded at all, it was more 
profitable to fund them then, even at the cost of several 
years of increased interest payments, than to wait until 
yields had risen and issue prices fallen. Whether or no 
the Treasury foresaw the rise in long-term rates, it can be 
congratulated on obtaining a substantial part of its long-
term borrowings at the top of the market. 

T h e r e remain two other possible explanations of the 
apparent immense increase in the Treasury 's " liquidity 
preference " since 1 9 3 2 . One, which it is to be hoped may 
be rejected forthwith, is that the T r e a s u r y regarded a yearly 
average of round about ^^500 millions as " reasonable " 
for the issue of " tender " bills, and that, regardless of 
other circumstances, it viewed with distrust any tendency 
for the average to rise much above that level. Such an 
attitude would be as intelhgent as for a business man to 
regard ^^looo as a " reasonable " figure for an overdraft, 
regardless of the amount of security he had to offer or of 
the liquid assets he held. 

T h e other is that, as long ago as the spring of 1 9 3 3 , 
the Treasury foresaw the possibility that at some future 
date an abnormal expenditure w o u l d require urgent finance, 
and that this increase in potential obligations necessitated 
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increased liquidity to offset it. T h e possibility of a war 
is, of course, one of the factors which the Treasury must 
always bear in mind. A s long ago as 1925 Sir Otto 
Niemeyer, in his evidence before the Colwyn Committee, 
expressed apprehension as to the effect on short-term 
interest rates should the country be involved in a European 
war while carrying a large Floating Debt, and feared that 
" we should have great difficulty in renewing our bills 
and might be forced into very undesirable courses " . ' 
But it is not unreasonable to suppose that, at least since 
1 9 3 5 , the Treasury has been increasingly concerned with 
this possibility, and has deliberately followed a course 
directed towards securing for itself a position of extreme 
liquidity — a course analogous to the building up of " war 
chests " in bullion by monarchs of earlier centuries. 

In doing so, the Treasury' has incurred the risk of incon
veniencing the banking system whenever the gold, bought 
with money borrowed on long term, has had to be sold and 
its sterling proceeds used for paying off short-term debt. 
Both after the temporary withdrawal of foreign funds in 1 9 3 4 
and the larger and more permanent withdrawals of 1 9 3 8 - 3 9 , 
the resulting falls in the volume of Treasury bills issued by 
tender constituted a serious embarrassment to the money 
market and the banks. Had a large and permanent with
drawal of foreign funds occurred at a time when no excep
tional Government expenditure was necessary, the result 
might have been the almost complete disappearance of the 
Treasury bill from the market, and probably a very sub
stantial fall in bank deposits. T o prevent this, either the 
Exchange Equalisation Account would have had to use 
the sterling proceeds of its gold sales to buy long-dated 
securities, or, alternatively, the Issue Department of the 
Bank would have had to release Treasury bills to the 
Account, replacing them with long-dated securities. Either 
of these methods, used on a large scale, would have had a 

' Colwyn Committee: Evidence, p p . 622-3. 
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disturbing effect on the securities market, and might have 
involved the Treasury in substantial losses due to the 
purchase of securities at temporarily inflated prices. 

A s it was, however, the temporary bill shortage of the 
spring of 1 9 3 9 was rapidly remedied by the rising trend of 
rearmament expenditure. Later, the effects of the further 
withdrawals of foreign funds immediately before the out
break of war were almost exactly offset by increased war 
expenditure, so that the total of bills issued by tender was 
almost stationary from mid-July to mid-September, while 
the total Floating Debt rose by over £100 millions. T h e 
net effect of the Treasury's financial methods was thus, 
that it borrowed on long term several years in advance 
sufficient money to finance the deficit for the rearmament 
period and the first weeks of the war, invested it tempor
arily in gold, and realised its investments at a large profit 
just when the money was needed. T o its previous policy 
must be attributed the ease with which the war was financed 
during its first six months without either the issue of a 
war loan or any serious expansion of bank credit. 



C A P I T A L V A L U E A N D I N C O M E ' 

I T would appear that the approach to the question of 
how far a change in the capital value of an asset without a 
change in the income derived therefrom improves the 
financial position of the owner could be appreciably simpli
fied by the use of the following technique. 

In the foregoing diagram, an investment with a market 
value equal to O A gives an annual income equal to O B . 
T h e point C , where the perpendiculars from A and B 

• O r i g i n a l l y p u b l i s h e d i n Economica, N o v e m b e r 1940. 
248 
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meet, indicates the value to the owner of the combination 
of capital value and income yield. 

T h r o u g h C construct an indifference curve ( I I ) b e 
tween capital value (yielding no income) and annual income 
(having no marketable value). 

I f the owner is completely indifferent to the annual 
income and is concerned only with capital value, 1 1 will 
be parallel to the X axis. I f he is concerned only with the 
annual income, then it will lie parallel to the Y axis. It is 
unlikely that either of these limiting cases would in fact 
occur. A very large capital sum will finance a substantial 
annual expenditure for a long time, and would therefore 
be preferred to a small perpetual income even by the most 
conservative of rentiers. Conversely, it is unlikely that 
even an extremely short-term speculator would fail to feel 
recompensed for the loss of £100 of capital value by an 
increase in income of £ 1 0 0 per week. It is therefore highly 
probable that the indifference curve will slope downwards 
and to the right and that it will cut both axes. ^ 

N o w let the percentage rate of interest fall from — — r — 
100 O B O A 

to - -. T h e capital value of the security therefore 

rises to O D , = B E . T h r o u g h E draw a second indifference 
curve, I T ' , lying above and to the right of 1 1 , F r o m E 
draw a line to the origin. 

If the owner of the security sells a part of it and con
sumes the proceeds, he will reduce both the capital value 
of his asset and his annual income, and his position will 
move along the line O E in the direction of O. I f he stops 
at C , where O E cuts 1 1 , his position will be exactly as 
favourable as before the fall in interest occurred. But at 
this point he has spent less than the amount of the rise in 
the capita! value of his asset, since some increase ( A F ) in 
capital value is needed to offset the fall ( G B ) in annual 
income. His true profit from the rise in capital value is 
therefore not A D b u t F D , since F D is the additional 

R 2 
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amount which he can spend without making himself worse 
off than he was originally. 

F r o m the foregoing analysis it is clear that a distinction 
requires to be drawn between a capital gain due to the 
capitalisation of an increased income at an unchanged rate 
of interest, and that due to the capitahsation of an un
changed income at a reduced rate of interest. In the former 
case the whole of the capital gain can be spent without 
making the position worse than it was originally, in the 
latter only a part of it. 

O n the same diagram can b e shown how much in terms 
of annual income the service of the availability ' of the 
additional capital value is worth to its owner. If A C is 
extended to cut I T ' at H , then C H ( = B J ) is the annual 
income equivalent of the rise in capital value. T h i s does 
not of course mean that the owner can spend this additional 
amount per annum and still maintain his income at the 
new level. His position is similar to that of someone w h o 
receives the gift of a durable consumption good, from which 
he receives direct services by reason of which he is better 
off. I f he now spends part of his capital and so reduces 
his money income, he will gradually return to another point 
on his original indifference curve, having a smaller money 
income but enjoying more direct services. 

It can similarly be shown that if a man wishes to restore 
his financial position after a decline in the market value 
of his capital owing to a rise in the rate of interest, he must 
save until he has restored a part, but not the whole, of his 
capital loss. H e will then still receive a smaller direct 
service from the availability of his capital, but will receive 
compensation for this in the form of a larger annual income. 
If, however, he wishes to restore his position after a decline 
in capital value due to a fall in the income yield, interest 
rates being unchanged, he must save until he has restored 
the whole of the former capital value. 

' S e e W . H . H u n , The Theory of Idle Resources, p p . 63-4. 
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T h e effect of changes in income yield, without a change 
in capital value (as for instance in consequence of a fall 
in interest rates accompanied by a conversion operation), 
can be similarly ascertained. I f the yield of an investment 
falls, while its capital value is maintained. Its owner, to 
restore his former position, must save enough to replace 
part, but not the Avhole, of his lost income. I f the yield 
rises, without a rise in capital value, he will be no worse 
off than before the rise in yield if he spends a part of his 
capital, provided that he leaves his income still sufficiently 
above its former level to compensate him for the reduced 
market value of his capital. 

Finally, this approach provides a convenient definition 
of the phrase *' maintaining capital intact at least where 
the capital of an individual is concerned. Clearly, an 
individual owner of a security or other asset has maintained 
his capital Intact if he is indifferent between his present 
combination of capital value and income yield and a former 
combination, i.e. if he is anywhere on the same indifference 
curve. Definitions of the phrase to mean the maintenance 
either of market value only or of annual income only can 
n o w be seen to be true only in the limiting cases where the 
indifference curve is parallel to one or other of the axes. 
Where, however, a corporation is concerned, its application 
is less obvious, since the indifference curves of the various 
shareholders may show great dissimilarities. It may there
fore well be that movements in opposite directions of the 
market value of the securities and their yield will cause some 
shareholders to feel better off and others worse. 



E C O N O M I C I N C E N T I V E I N W A R - T I M E -

THE effect of taxation upon the amount of paid work 
which the taxpayer will prefer to do has been frequently 
discussed in economic literature ; but in view of the unpre
cedented level to which direct taxation in this country has 
now risen, the subject has attained a degree of practical 
importance which is thought to justify the following attempt 
to re-examine some of the issues involved. 

The simplest way to approach the question of the 
effect of taxation upon willingness to undertake paid work 
seems to be to look at its effect upon the demand for 
" leisure " , that is to say, upon a man's demand for the 
use of his own services. The type of income change which 
has most usually been studied is one involving an equal 
change in aggregate and in marginal remuneration, such 
as is produced by a change in rates of hourly wages or by 
a change in a flat rate income tax. In such cases it has 
been shown ^ that the result may be either to Increase or 
to decrease a man's demand for leisure. This indeter
minacy is due to the fact that this type of income change 
gives rise to two distinct and opposing incentives, either 
of which may prove in any given case to be the stronger. 

The first of these arises from the change in aggregate 
Income. Since leisure is normally complementary to other 
goods, it is highly probable that the income elasticity of 
demand for it is positive, so that, when a man can afford 
fewer other goods, he can also afford less leisure. Thus a 

' Originally published in Economica, August 1 9 4 1 . 
* See L. Robbins, " On the Elasticity of Demand for Income in Terms 

of Effort " (Economica, June 1 9 3 0 ) , and D. Black, The Incidence of Income 
Taxes, ch. xii, 

2 j 2 
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decrease in aggregate income will normally be followed b y 
a decreased demand for leisure, the extent of the decrease 
being dependent on the income elasticity of demand. 

Secondly, a change in hourly rates of pay or in a flat 
rate income tax will also increase or decrease the marginal 
income per hour, or, in other words, will decrease or 
increase the marginal cost of leisure. T h u s a fall in Income 
per hour at the margin will reduce the cost of additional 
leisure and will tend to increase the demand for it to an 
extent which will depend upon the individual's elasticity 
of demand for it. 

W e thus have two effects pulling in opposite directions. 
T h e Income effect of a rise in a flat rate of income tax will 
be to cause a decreased demand for leisure, while the price 
effect at the margin will be to cause an increased demand 
for it. W h i c h effect will prove the stronger in any par
ticular case can be determined only if w e know the demand 
schedule for leisure at every level of income, though it 
seems likely that in the majority of cases the income effect 
will prove more important than the price effect, and that 
the demand for leisure will increase as income rises. It 
may be noted that this diihculty Is not peculiar to the case 
of leisure. It occurs for every commodity of which a part 
is consumed by the producer. T h e direction of the change 
in the consumption of butter b y butter producers as a 
consequence of a change In the price of butter is equally 
difficult to predict. 

F r o m the foregoing analysis it is clear that w e should 
expect a fall in aggregate Income, without a fall in marginal 
income, to be followed by a decreased demand for leisure 
and an increased willingness to work for pay, while con
versely a fall in marginal income, without a fall in aggre
gate income, would tend to induce an increased demand 
for leisure and a decreased willingness to work for pay. 
W e can probably go further, and say that the larger the 
decrease in aggregate relatively to marginal income the 
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more likely it is to reduce the demand for leisure, while 
the larger the decrease in marginal income relatively to 
aggregate the more Hkely it is that the demand for leisure 
will be increased. 

T h e relationship of the changes in aggregate income to 
changes in marginal income can conveniently be shown by 
first expressing the aggregate and marginal incomes re
maining after tax as percentages of their pre-tax levels, 
and then dividing the resultant figure for marginal by the 
resultant figure for aggregate. T h e higher the figure thus 
obtained, the more likely it would be that the tax would 
decrease the demand for leisure and increase the willingness 
to undertake paid work. F o r example, the result of a £io 
poll tax on different levels of income would be as follows: 

O r i g i n a l A g g r e g a l e 
I n c o m e 

T a x a s % of 
O r i g i n a l A g g r e 

g a t e I n c o m e 

R e m a i n i n g 
A g g r e g a t e I n c o m e 
a s % o f O r i g i n a l 

A g g r e g a t e I n c o m e 

R e m a i n i n g 
M a r g i n a l I n c o m e 
a s % o f O r i g i n a l 
M a r g i n a l I n c o m e 

R e m a i n i n g 
M a r g i n a l I n c o m e 

a s % o f r e m a i n i n g 
A g g r e g a t e I n c o m e 

10 90 1 0 0 I I I 

200 5 95 1 0 0 105 
500 2 98 1 0 0 102 

1000 I 99 1 0 0 l O I 

T h i s table illustrates the well-known fact that a poll tax 
is more likely to induce increased offers of work from a 
poor population than from the well-to-do. 

T h e results of applying similar calculations to the 
present rates of income tax and surtax on earned incomes 
are shown in the accompanying charts. Chart i refers to 
a single man, and Chart 2 to a married man with two 
children. F o r the purpose of these charts, the marginal 
rate of tax has been defined as the rate payable on a small 
addition to income. N o account has been taken of the 
promise to repay after the war the 1 9 4 1 reductions in 
allowances. It is difficult to estimate the present value 
placed by taxpayers on this future repayment, but it seems 
likely that it is small. 
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A s is inevitable with all systems of progressive taxation, 
the marginal rate of taxation is higher than the average 
rate for all taxed incomes. In the charts, therefore, the 
ratio of marginal to aggregate net income, or the " index 
of incentive " (curve C ) , lies consistently below loo, show
ing that our existing system of taxation is more likely to 
reduce incentive than a flat rate tax or a general rise in the 
price level. It will also be noticed that the index for the 
family man earning £ 4 5 0 a year or more is consistently 
lower than that of the single man. T h i s is due to the fact 
that the marginal rates of tax above this point are the same 
for both, while the aggregate tax paid by the family man is 
lower throughout. It must not, of course, be deduced from 
this that the family man's incentive to work is diminished 
more than the single man's, for it seems probable that the 
effect of the former's responsibilities on the shape of his 
income demand schedule for leisure will more than offset 
the effects of his higher aggregate income. 

T h e charts show that the index fluctuates considerably 
and irregularly with changes in the level of income. It has 
three distinct low points : ( i ) W h e r e tax first becomes 
payable {£110 for the single man, £26j for the family 
m a n ) ; (2) where the full rate of tax first becomes payable 
( £ 2 7 2 for the single man, £ 4 5 0 for the family m a n ) ; and 
(3 ) where total marginal tax becomes stabilised at 9 7 ^ per 
cent ( £ 2 0 , 0 0 0 ) . Only at the first of these points can it be 
said with certainty that incentive to undertake additional 
paid work will be diminished, for at that point aggregate 
income Is still unchanged, while marginal income is dimin
ished, in the case of the single man very sharply indeed. 
A t other points all that can be said with certainty is that 
the probability of a decrease in incentive is greater the 
lower the index. 

T h e high points of the curve, where the diminution In 
incentive will lend to be least, lie ( i ) shortly before the 
taxpayer becomes liable for tax at the full rate ; and (2) 



E C O N O M I C I N C E N T I V E I N W A R - T I M E 257 

shortly before earned income allowance ceases at £1^00. 

The whole curve from about ^£500 for the single and £Soo 

for the family man to nearly £ 2 0 0 0 , where surtax begins, 

stands high. F r o m ^^2000 to ^ 2 0 , 0 0 0 it falls sharply, and 

though with the stabilisation of the marginal rate of tax 

at £ 2 0 , 0 0 0 it begins to recover, it does not again rise t o its 

earlier levels until the income becomes truly astronomical. 

It is doubtful whether the effects on the incentive to work 

of taxpayers earning over £ 2 0 0 0 a year are very important, 

though the repercussions in the field of risk-bearing of a 

system of taxation which makes sixpennyworth of capital 

appreciation the equivalent of a pound's worth of dividends 

are likely to have considerable significance. T h i s question 

is, however, outside the scope of the present enquiry. 

T h e points at w h i c h the deterrent eifects seem likely to 

be most appreciable are at £1^0 a year for the single and 

5^450 for the family man. F o r the former especially the 

deterrent effect is likely to be serious, for while he pays no 

tax at present he is asked to pay no less than 7 5 per cent 

of the next £ 1 0 he earns — a marginal rate of tax which is 

not again encountered until income reaches £ 5 0 0 0 . 

F o r most people the deterrent effect of high marginal 

taxation is probably substantially reduced by the present 

British system of assessment, whereby the income earned 

during the year ending April 5th is the amount upon which 

tax is paid during the year commencing the following 

October.^ T h u s an increase in earned income does not 

normally begin to be reflected in increased tax payments 

until after the lapse of from six to eighteen months, and 

continues to affect them until from eighteen to thirty 

months after it is earned. T h i s average time-lag of 

eighteen months between increased earnings and increased 

tax payments probably prevents many taxpayers from 

realising clearly h o w much of their marginal earnings goes 

' S u r t a x b e c o m e s p a y a b l e o n l y i n t h e J a n u a r y o f t h e n e x t y e a r b u t o n e , 
a n d f o r t h i s t a x t h e a v e r a g e t i m e - l a g i s t h e r e f o r e t w e n t y - s e v e n m o n t h s . 
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in taxation. T h e increased tax, when it comes to be paid, 
is probably often felt as an aggregate rather than a marginal 
tax, and may even tend in some cases to increase the 
incentive to earn, regardless of the fact that larger earnings 
now will mean still heavier taxation later on. 

On the other hand, the fact that, for administrative 
reasons, direct services rendered by the taxpayer to himself 
or his family, and in many cases the goods produced by 
the taxpayer for his own or his family's consumption, are 
exempt from taxation tends to exaggerate the effect of high 
taxes at the margin on his willingness to undertake addi
tional paid work. Although the value of the goods or 
services so produced may be lower than the gross additional 
income which could have been earned, it may be higher 
than the net addition to income after providing for tax. 
T h e r e must, for instance, be a certain number of middle-
class married women who are induced by the high level 
of marginal taxation to stay at home and do their own 
housework, instead of going out to work and employing 
a domestic at a lower salary than they could earn them
selves. T h u s there is a social loss of the difference between 
the values of the services of the housewife and the domestic 
respectively in non-domestic employment. Similarly, high 
marginal taxation may cause work on a garden or allotment 
to be preferred to an increased amount of more valuable 
paid work. 

T h e deterrent effect of high taxation at the margin is 
also likely to be increased when it is accompanied by an 
increase in wage rates greater than the increase in the cost 
of living. Since the percentage fall in marginal incomes 
due to the tax will be greater than the percentage fall in 
aggregate incomes, it follows that an increase in wage rates 
which leaves the taxpayer better off in the aggregate may 
still yield him a lower net wage at the margin. T h i s is the 
case where, given any elasticity at all in either the demand 
or the income demand schedule, there must be some 
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increase in the demand for leisure; for, with a higher 
aggregate income and a lower marginal income, both price 
and income effects are pulling in the same direction. 

W h e r e the rise in the cost of living exceeds the rise in 
wage rates, it cannot be stated with certainty whether the 
demand for leisure will be increased or decreased. Both 
aggregate real income and the real price of leisure are 
reduced, and the result will depend on the shapes of the 
two schedules. In most cases, however, one w o u l d expect 
that a rise in the cost of living would tend to offset the 
deterrent effects of increased taxation at the margin. W h e r e 
there is a rise in wage rates exactly equal to the rise in the 
cost of living, the only result is to shift the taxpayer into 
a higher income group, and the effect on incentive will 
depend on the relationships between aggregate and mar
ginal taxation in his new and old groups. 

T h e effects of high taxation at the margin would have 
been seen in a most extreme form if the proposal for a 
100 per cent Excess Income T a x had been adopted, on the 
analogy of the E x c e s s Profits T a x . T h i s proposal does not 
seem to have received serious consideration; but there Js 
a possibility that somewhat similar results may follow from 
a wide extension of the system of rationing. E v e n with 
the present partial rationing system, marginal earnings 
have lost a considerable part of their purchasing power. 
In addition, the fixation of m a x i m u m prices, even without 
rationing, has a very similar effect in demonetising marginal 
earnings. A s soon as prices are fixed at a level below that 
at which the whole of the demand can be met, supplies 
are distributed, not according to the amount people are 
willing to spend on them, but either by some unofficial 
rationing system, or according to the time buyers have 
free to stand in queues, or by superior local knowledge, 
or by sheer luck. A s the area covered b y price-fixing and 
rationing extends, the demonetisation of marginal earnings 
becomes increasingly effective for all incomes above the 
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level sufficient for buying the official and unofficial rations, 
a level which itself is kept down by the subsidisation of 
prices of necessaries. Should the exigencies of war finance 
necessitate the imposition of a system of universal rationing, 
whether global or by individual commodities, the effect 
would be in many ways similar to the imposition of loo per 
cent compulsory saving for all earnings in excess of the 
amount necessary^ for buying the full ration for the tax
payer and his family. 

Such a system would differ from an excess income tax, 
or a scheme of compulsory loans to the Government, only 
in that the taxpayer would be able to invest his savings 
as he liked or to give them away to those who otherwise 
could not have afforded to buy the full ration. It would 
help to extend the effects of " cheap money " not only to 
Government Securities but to other types of investment, 
including such direct investment in durable goods as other 
war-time restrictions allowed. It would also favour 
debtors as compared with creditors, for the debtor would 
be enabled to pay off his debt with money which neither 
he nor his creditor could spend. T h e debtor, at least for 
the duration of the war, would be no worse off than if he 
had never contracted the debt, and after the war would 
find himself released from his indebtedness. " Cheap 
money " plus strict rationing thus has an effect on the 
relationship of debtors and creditors very similar to that 
of a normal inflation. 

F o r some people, then — for those with monetary 
obligations, or who have particular investments which they 
are anxious and permitted to make, or who cannot afford 
the whole permitted ration for themselves and those de
pendent on them — even the completest system of rationing 
will leave some present incentive at the margin. But for 
the rest the effect on incentive will depend on the rate at 
which they discount the post-war benefits which they will 
derive from present involuntary saving. It seems likely 
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that for m a n y p e o p l e this rate of discount wil l b e high, 
a n d that the incentive p r o v i d e d b y earnings w h i c h cannot 
n o w b e spent will not b e v e r y great. 

On the whole, therefore, it seems reasonable to expect 

s o m e , and perhaps a considerable, loss of economic incen

tive to undertake additional w o r k for pay, as a result of 

high marginal rates of taxation, price-fixing, and rationing. 

A g a i n s t this there can fortunately b e set the great increase 

w h i c h occurs in w a r - t i m e in the willingness to w o r k harder 

in the interest of the c o m m u n i t y as a whole. It w o u l d , 

h o w e v e r , b e b o t h unfair a n d u n w i s e to rely w h o l l y on 

patriotism to offset the diminution of economic incentive — 

unfair because it w o u l d t h r o w the whole burden u p o n the 

more public-spir i ted m e m b e r s of the c o m m u n i t y , and 

u n w i s e because even the most public-spirited are likeiy to 

find it easier to maintain a h i g h level of output if their 

services receive s o m e immediate and tangible recognition. 

T h e necessity for offsetting the effects of taxation a n d 

rationing in reducing the cost of leisure and for increasing 

incentive at the margin has already led to the introduction 

of v a r i o u s measures designed to raise marginal i n c o m e 

relatively to average income. O n e m e t h o d is to fix a longer 

standard w o r k i n g w e e k and then to p a y a b o n u s for satis

factory attendance. T h i s is v e r y similar in its effects to 

an increase in overtime rates without a corresponding 

increase in standard rates. L e t u s assume that the worker 

receives the bonus only if he w o r k s six d a y s a week. If 

he works five days at £1 per day he earns £ ^ ; if he works 

six d a y s he earns ^^6 p l u s a b o n u s of i s . per day for the 

w h o l e week. H i s rate of p a y for the sixth or marginal 

d a y is t h u s £ 1 : 6s., o r 30 p e r cent more than t h e intra-

marginal rate and 24 per cent more than the average rate 

for the week. 

A n alternative is applied in those industries w h i c h have 

been m a d e subject to an Essential W o r k O r d e r . U n d e r 

these orders absenteeism is m a d e a punishable offence. 
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T h i s has the effect both of raising marginal and of lowering 
intra-marginal wages. If, for instance, a man earning £i 
per day, who should have worked six days, works only 
five and is fined £2 for his absence, his net income for the 
five days is only £ 3 , or 1 2 s . a day. T h e income forgone 
b y not working the sixth day is £ 3 . His marginal rate 
of earning has become five times as great as his intra-
marginal rate and three times as great as his average rate. 

Neither of these methods of providing additional 
incentive seems to be wholly satisfactory. T h e former, 
to be effective, would probably have to raise marginal costs 
out of all proportion to the increase in output, while the 
latter can presumably be invoked only in the most flagrant 
cases. Further, neither of them meets the difficulty of loss 
of incentive due to the partial demonetisation of marginal 
earnings by rationing, except in so far as the fines imposed 
under the second method reduce the remaining income 
below the level necessary for purchasing the full ration. 

In view of this, it is perhaps worth while to consider 
whether it might not be possible to modify existing methods 
of taxation and rationing with a view to removing or 
reducing their undesirable effects on incentive at the 
margin. F o r instance, income tax might be levied, not 
upon the income actually earned, but upon the income 
which would have been earned had the taxpayer worked a 
standard number of hours. In this case, the number of 
hours actually worked would not affect the amount of tax 
paid. Should the taxpayer choose to enjoy more leisure 
than envisaged under the standard fixed, he would be taxed 
upon it as if he had been earning; ' while if he chose to 
work more than the standard number of hours, he would 
reap the whole benefit of his extra labours. In this way, 
the marginal cost of leisure would be restored to equality 
with the amount of his gross marginal earnings, and the 

' A l l o w a n c e w o u l d o f c o u r s e h a v e t o b e m a d e f o r i n v o l u n t a r y a b s e n c e s 
f r o m w o r k , d u e t o i l l n e s s o r o t h e r u n a v o i d a b l e c a u s e s . 
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incentive to work would suffer no diminution. 
Again, the loss of incentive due to rationing might be 

greatly reduced if those working overtime {i.e. more than 
the standard number of hours per week) were rewarded for 
their extra labours, not with higher rates of pay, but with 
increased facilities for spending their extra earnings. If, 
for instance, those working overtime were presented with 
extra coupons, permitting them to spend some part of 
their overtime pay on additional scarce or rationed goods, 
either at ordinary shops or at special stores provided for 
the purpose, there can be little doubt that a very marked 
increase in incentive would result. The increase in the 
consumption of scarce goods would be relatively small and 
would probably be far more than offset by the additional 
output obtained, while the rest of the community could 
hardly complain at a system whereby such small margin of 
scarce goods as was available went to those who were doing 
an abnormal amount of work. 


