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Abstract Alan Gaukroger

The Director of Financial Enquiries. A Study of the Treasury Career of R. G. Hawtrey,
1919-39.

In 1904 Ralph George Hawtrey, a Cambridge Mathematics graduate, entered the
Treasury as Second Class Clerk. Apart fromone year of secondment he was to remain
employed by the Treasury until 1947. His career progress was modest. He never
achieved a position of high administrative responsibility. Only in 1919, at the age of
forty, did he achieve the grade of Assistant Secretary. In this position, as Director of
Financial Enquiries within the Finance Division of the Treasury, he had no administrative
responsibility, but was required to prepare re ports on matters of his own choosing or as
directed by his Treasury superiors. In his remaining 28 years at the Treasury he made
no further career progress. As such, his was an unremarkable career.

His career was only remarkable because, after entering the Treasury, he took up an
interest in the subject of Economics — he became a self-taught economist. Having
developed his economic understanding through his experiences within the Treasury, it
owed little to any previously existing ‘school’. Thus, in 1913, in his first book Good and
Bad Trade he was able to produce the first complete monetary explanation of the trade
cycle. His standing as an economist rose evenas his civil service career halted. In 1919
he produced a book Currency and Creditwhich became a standard university text on
monetary economics for over a decade. He was appointed visiting Professor of
Economics at Harvard for 1928-9, was elected to a fellowship of the British Academy in
1935, appointed Professor of International Economics at the Royal Institute of
International Affairs in 1947, knighted (for ‘services to Economics) in 1956, and elected
to an Honorary Fellowship of Trinity College, Cambridge in 1959. As an economist of
standing he used his position in the Treasury to criticise the policy-making authorities.

The Financial Enquiries Branch, for which Hawtrey was responsible, has commonly
been described as a ‘backwater’ — removed from centre of economic decision-making.
Likewise, within studies of the Treasury, there has been a tendency to deprecate
Hawtrey as a figure of fun; partly on account of personal inefficiencies and
eccentricities, and partly on account of a certain ‘unworldliness’, with his views being
tied too closely to his economic theory and divorced from the traditional culture within
which the Treasury and the Bank of England had been accustomed to operate.

This thesis will examine the way in which, as an economist, Hawtrey used his
position within the Treasury to criticise, and attempt to change, policy. It will
concentrate on his differences with the advice of other economists and his differences
with the policies of the Treasury and the Bank of England.

The findings of this study are that wh ile much of the criticism of Hawtrey’s career
may be true, there were times when Hawtrey was both persuasive and influential. Much
of his influence stemmed from his relationship with senior members of the Treasury
administration, and whilst there were times when senior staff respected his judgement,
there were times when his views ran contrary to the ethos of the Treasury and were
ignored. However, even when he was ignored, as he often was, Hawtrey’'s criticisms
drew attention to the wider implications of po licy in such a way that he can be seen as
acting as the Treasury’s ‘conscience’. Assuch, his influence was often not directly on
policy but, more subtly, upon the way in which the Treasury’s perception of its
responsibilities changed.



Preface and Acknowledgments

Prefaces are where writers make excusesfor their words. This one cannot claim
to be an exception. Thus it begins with a description of the unusually circuitous
route by which this thesis came to be undertaken.

A student presenting a Ph.D. thesis in Economic History might be expected to
possess certain essential building blocks the minimum foundation might be
regarded as A-levels in History and Economics with a first degree in one or other
of these subjects. This work is presented with no such underpinning.

A degree in Physics, taken in the early 1960s, served as passport to a career,
teaching physics and mathematics, in laboratories and classrooms in secondary
schools and sixth-form colleges in the West Midlands, Cheshire and West
Yorkshire. The intellectual giants bestriding this former life of mine were not
Smith, Ricardo, Mill or Keynes, but Arcnmedes, Galileo, Newtonand Einstein.

Retirement offered the possibility of widening academic horizons. Initial steps
in this venture were towards the Open University and a degree in English
Literature. Attempting to follow this up | sought, in vain, for a specialist in
colonial and post-colonial literatures at my local university, the University of
Huddersfield, to supervise a research project on the work of the St. Lucian poet,
Derek Walcott. Unable to find anybody there, or anywhere else, with time to
share my enthusiasm for Walcott’s work, | re-directed my academic efforts by

enrolling for the degree of M. A. in History at Huddersfield.



The context for the awakening of a new interest was a study, with Professor
David Taylor, of poverty in Victorian London. In Henry Mayhew’s writings on
poverty amongst nineteenth century silk-weavers in the London area of
Spittlefields, he observed that the silk-workers who managed to survive, being
underpaid, were being forced into excessively long hours of work in order to
subsist, in the course of which they were driving ot her weavers out of work.
Interviewing the silk-workers, he found th at they blamed their condition on the
repressive effects of ‘the free market in goods’, in particular the competition from
goods made in France where, the workers believed, the tax regime was more
lenient. Mayhew took up th e cause of the silk-workers, increasingly directing his
anger at the Political Economists whom he held responsible for the dominant
free-market ideology, which he accepted as the cause of the poverty he was
witnessing. He regarded the message of the Political Economists as grossly

immoral:

Dovyour neighbour as your neighbour would do you.*

[The underlining, bu t not the italics, are mine]

Moreover, he believed their ideas were not founded upon observations of things

happening in the real world.

1 H. Mayhew, ‘Answers to Correspondents’[No. 20, 26 April 1851] in B.O.Taithe, The
Essential Mayhew(London, Rivers Oram, 1996), p.136.



Economists from Adam Smith down . . . have shown the same
aversion to collect facts as mad dogs have to touch water. It is
SO much easier to ensconce themselves in some smug corner
and there remain all day, like big-bottomed spiders, spinning

cobweb theories amid heaps of rubbish.?

As a physicist with a fascination for models and theories, it was inevitable that
‘cobweb theories’ would entice me into their trap, and there | have remained,
entrapped, ever since.

Early stages of this confinement were spent reading about the nineteenth
century economists from Smith to Marshall. The smooth progress of self-tuition
came to an end with the advent of Keyn es, much as my understanding of physics
had stumbled as the certainties of Newtonian processes gave way to the
relativistic mechanics of Einstein. Both 7he General Theory of Employment
Interest and Money, and The General Theory of Relativity, for me, had eel-like
gualities; no sooner did | f eel that | had intuitively gr asped their ideas than some
doubt would cause that tenuous grasp to fail - my sense of understanding would
slither away, and the process of retrieval would have to begin all over again.

Keynes'’s ideas were produced out of the experiences of the unemployment of
the inter-war period. To improve my understanding of Keynes | approached
Keith Laybourn, Professor of History at the University of Huddersfield, with a

view to completing my M.A. course by writing a dissertation on Keynes'’s political

2 H. Mayhew, ‘Answers to Correspondents [No. 34, 2 August 1851] in B.O.Taithe, The
Essential Mayhew(London, Rivers Oram, 1996), p.179.



activities during the early inter-war peri od. The dissertation covered Keynes's
involvement with the Lloyd-George wing of the Liberal Party, their Summer
Schools which produced the Liberal Yellow Bok ‘Britain’s Industrial Future’, his
collaboration with Hubert Henderson in supporting Lloyd-George’s claim that the
Liberals could ‘conquer unemployment’, his alliance with Ernest Bevin within the
confines of the Macmillan Committee, and his cautious, guarded support for
Oswald Mosley’s ‘Manifesto’. Whilst researching for this dissertation a shadowy
figure kept appearing and disappearing; a figure, apparently, kept in captivity,
deep in the bowels of the Treasury.® The name of the shadowy figure was Ralph
Hawtrey.

My recollection of the first encounter with the name is very clear. It took
place whilst reading Alan Booth’s book British Economic Policy 1931-49" Booth,
in discussing the generally accepted hstoriography of inter-war depression,
suggested that it usually rested on two dubious propositio ns: first, that inter-war
unemployment arose from the application of obsolete economic theories, and
secondly, that whilst Keynes understood the appropriate remedies to counter

unemployment, Treasury officials did not.

3 A reference to Churchill’s request to Treasury officials that he [Churchill] be allowed
time to discuss economics with Hawtrey. The quotation is repeated in several books
and is drawn from P.J.Grigg, Prejudice and Judgement(London, Jonathan Cape, 1948)
p.82 — [Churchill requested that] ‘the learned man should be released from the dungeon
. . . have his chains struck off and the straw brushed from his hair and clothes and be
admitted to the light and warmth of an argument in the Treasury board room with the
greatest living master of argument’.

* A.Booth, British Economic Policy 1931-49: Was there a Keynesian RevolutionHemel
Hempstead, Harvester Wheatsheaf, 1989).



Typically, Ralph Hawtrey is identified as the main source of
outdated, orthodox economics within the Treasury . . . . He
regarded the trade cycle as a purely monetary phenomenon, to
be regulated by monetary measures rather than by public
expenditure. . . . By the mid-1930s, however, Treasury officials,
by direct exposure to Keynes'’s arguments, had been re-educated

away from ‘outmoded economics’.’

Booth is here, of course, echoing conventional historiography. The reason why
that first encounter with the name of ‘H awtrey’ remains clear in my memory is
because it was so strongly reinforced by my second encounter — an encounter
which, at the time, startled me by its apparent incongruity. Reading through
Keynes’s great work, my concentration level started to flag. | turned idly to the

preface of the book where Keynes acknowledged his debts. Only four academics

were deemed worthy of acknowledgement.

.. . | have depended on the constant advice and constructive
criticism of Mr. R. F. Khan. . . . | have also had much help from
Mrs. Joan Robinson, Mr. R. G.Hawtrey and Mr. R. F. Harrod,

who have read the whole of the proof-sheets. °

> Ibid., pp.23-4.

® J.M.Keynes, The General Theory of Empbyment Interest and Money (London,
Macmillan, 1957), p.viii.



It seemed less than credible that the man who, however mistakenly, had been
‘identified as the main source of outdated, orthodox economics within the
Treasury’ could be the same man who had given ‘much help’ and ‘read the whole
of the proof sheets’ in the process of th e production of Keynes'’s revolutionary
text.

Similar dichotomies regarding Hawtrey were to arise throughout Peter Clarke’s
book The Keynesian Revolution in the Making 1924-1936" Referring to
suggestions that the Keynesian multiplier had originated from Hawtrey’s work,
yet Hawtrey had been ‘if not the architect, at least the structural engineer of the
Treasury View’, Clarke poseal the question as to how it could be possible for one
man to be ‘at once anti-Keynesian and proto-Keynesian’®

References to Hawtrey continued to intrigue. As the Second World War
approached, and senior Treasury officials were still suggesting that government
works, without reflationary finance, would merely replace private works without
any beneficial effect on employment, Clarke made the pertinent point that
‘perhaps Hawtrey’s long years in the dungeon . . . had, in the end given him a
more subtly insidious influence in the 1930s than has usually been supposed’?
By contrast, Roger Middleton in his study of the relationship between economic

theory and policy, Charlatans or Saviours? Econonsts and the British Economy

" P. Clarke, The Keynesian Revolution in the Making 1924-36(Oxford, O.U.P., 1988)
8 Ibid., p.143.

° Ibid., p.319.



from Marshall to Meade, has suggested that under the influence of Sir Richard
Hopkins the Treasury was ‘quietly’ professionalised during the 1930s in such a

way as to marginalise Hawtrey.

Hawtrey['s] . . . major influence was if anything to convince his
generalist colleagues that economic theory posed no great
intellectual challenge nor had any real relevance to the
administrative tasks facing the department . . . . it is not difficult

to see that he would not be a key player in the education and

professionalisation of the Treasury . . .*°

Looking at the literature relating economics and economists to policy, Middleton
noted that there was a relative paucity of material on the role of economists in
government departments prior to the Second World War. A small number of
career civil servants had published autobiographies, and there was, he noted, ‘a
study of Hawtrey, the one economist in the Treasury before the Second World
War, but [it] had little to sa y about his official career.’** This observation can be
taken as cue for the present study, which was undertaken in the hope of, in
some small measure, filling the intimated void.

The beginning of any project invo lves a certain amount of dithering and

uncertainty of direction before aims become clearer and fruitful ways of working

19 R. Middleton, Charlatans or Saviours? Economists and the British Economy from
Marshall to Meade(Cheltenham, Edward Elgar, 1998), p.199.

1 Jbid., p.385. The study referre d to was Deutscher, P., R.G.Hawtrey and the
Development of Macroeconomics(London, Macmillan, 1990).
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established. Again, this project was no exception. Part of the problem was
Hawtrey’s immense output. Black’s obituary of Hawtrey appended a bibliography
of 99 published pieces of work: either books or articles in learned journals. *?
They ranged from an article on the speed of warships, written whilst he was still
a schoolboy and published in Fortnightly Review, to an article on stopping
inflation, published in Bankers’ Magazinein his 92nd year. Many of these
publications were invaluable in clarifying Hawtrey’s thinking and the economic
model which he brought to be ar upon his work.

Vast though Hawtrey’s output was, it gave only small guidance as to the
nature of his work in his Treasury post (although some of his published articles
and sections of his books are quite clearly revisions and re-workings of his
Treasury memoranda). Churchill College in Cambridge houses a large, well-
ordered collection of Hawtrey’'s papers. Several visits to Churchill unearthed
much fascinating material, but little whic h gave any real feeling for Hawtrey’s
role in the dynamics of the Treasury. A ‘Treasury’ section of the Churchill
collection has 67 files and includes lenghy memoranda on economic conditions
in America, Germany and India. Again, these memoranda gave little indication
of the contexts within which they were produced, and no sense of Treasury
dynamics. A further discouragement was that Hawtrey could never be concise.
His typed memoranda seem interminable; his hand-written notes, in a large,

heavily-stylised, looping hand manage (especially as he grew older) no more

2 Black, R.D.C., ‘R.G.Hawtrey’,Proc. Brit. Acad, 63(1977), 363-407.
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than two or three words per line and, although decipherable, are virtually
unreadable for the purpose of extracting me aning. Much of the material in the
Churchill collection relates to work he produced after 1939 — his Treasury History
of the Second World War, his time as Henry Price Professor International
Economics at the Royal Institute of Intern ational Affairs, and papers relating to
the Radcliffe Committee on the working of the monetary system, of which he
was very critical.

Early visits to the National Archives at Kew proved little more encouraging
than the visits to Churchill College. T 208, the papers of the Financial Enquiries
Branch (usually referred to as the ‘Hawtrey Papers’) seemed toreplicate much of
what | had already encountered within the ‘Treasury’ File at Churchill. Again, it
is an extremely well-ordered collection of some 206 files containing memoranda,
reports and figures; most of which were produced during Hawtrey’s time as
Director of the Financial Enquiries Branch.

Judging by the quality of the pape r, most of the papers in T 208 (‘Hawtrey
Papers’) are ‘bottom copies’; probably the fourth or fifth carbon copy of
memoranda. As such they were ‘bare’ copies, devoid of any comment, and
retained only for record purposes by the Financial Emuiries Branch itself. |
wanted to get some feel for what was going on inside the Treasury, and what
role Hawtrey was playing. These files were not helping me. After many months
during which | made several visits to the Hawtrey Archives in Cambridge, made a

number of visits to the National Archives at Kew, read much of Hawtrey’'s
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writings and even prepared a few preliminary chapters of the thesis, | felt to be
getting no nearer to what | felt should be the real business of the project. |
finally turned to the archive files of some of its senior figures. Here, at last, |
began to find what | needed — Hawtrey’ s work set in the context of a living,
dynamic institution. At this point, after th e best part of a year of frustration, the

project finally ‘took off’.

The process of research and writing has served up joys and pleasures, as well
as a few trials and tribulations. There have been many times when | have
guestioned the wisdom of attempting to produce a thesis from the kitchen table
of a small cottage high in the Pennine hills when most of my primary evidence
lay in the busy metropolis some 200 miles further south. Indeed, both time and
expense have imposed a great limitation on the extent to which | have been able
to interrogate Treasury files. Even so, the route south to th e National Archives,
via M1 (I now know the names of all its service stations off by heart), M25 and
M4 has become all too familiar, if not tiresome. One attempt to spend
successive days at the National Archivesby sleeping overnight at a London Youth
Hostel was a disastrous experiment which | have not sought to repeat.

Similarly, the jargon employed in fi nancial discourse used to confuse; now it
jars.  Whilst the logic of the operation may be quite simple, | still find it
impossible to glide easily over a phrase such as ‘the discounting of bills drawn on

London’ without having to pause, re-enact the process in my own mind in terms

13



of seller, buyer, borrower, lender and dealer, and then think of Sir Ernest
Gower’s book Plain Words

The joys have come in a number of ways. Understanding of my new science,
Economics, has progressed hand-in—hand withthe writing of the thesis. As with
my old science, Physics, | will probably never rise above mediocrity, but the
pleasure lies in the small steps of progress.

| have discovered a rich vein amongst the writers of economic history. Alan
Booth, Alec Cairncross, Peter Clarke Barry Eichengreen, Roy Harrod, Susan
Howson, Roger Middleton, Donald Moggridge, George Peden, Robert Skidelsky,
Jim Tomlinson and Donald Winch will all receive acknowledgements in footnotes,
but at times when | have wearied of Hawtrey | have still continued to read, and
enjoy, their writings even when that re ading delivered no return to the thesis.

The style of the research has not always been to my taste, but even the
process of ploughing through the memoranda of civil servants has yielded
occasional moments of pleasure. Treasuy memoranda are not the lightest of
reading, but hand-written marginal comments (where legible) often provided
relief and amusement, as well as insight. In fact, the possibility of unearthing
some gem within the margin proved to be a necessary stimulus for maintaining
interest when the spirit wearied of the task. My favourite aside remains a hand-
written note by Frederick Leith-Ross, attached to one of Hawtrey’s memoranda,
as he passed it on to his superior, Sir Otto Niemeyer. The memorandum in

guestion was one of Hawtrey’s more notable ones in which, in late 1925, he
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deplored the raising of Bank rate to 5 per cent some seven months after the
restoration of the Gold Standard, a move which he described as ‘nothing less
than a national disaster’.’® Passing the memorandum to Niemeyer, Leith-Ross
attached a short note - ‘This is almost pure Havenstein and | kept a copy for

you.'

| was convinced that this note spoke volumes, but being ignorant of
Havenstein | couldn’t be sure of its meaning. A little delving revealed Rudolf
Havenstein to have been the President of the Reichsbank, who, at the height of
German hyperinflation brought in strike-bre akers to prevent striking printers from
halting the flow of currency notes. Mo re than any formal note, this aside
indicated the extent to which the Treasury was terrified of the prospect of
inflation, and deeply mistrusted the advice of economists — even its own!

The greatest of the joys has been the involvement with the dedicated staff of
the History Department and the Business Studies Department of the University of
Huddersfield, and | hope that they will ta ke this acknowledgement as words of
sincere thanks for their efforts on my behalf. My interest stems from a lecture
course on Victorian poverty delivered by Professor David Taylor, who readily
agreed to be one of my supervisors despite, at the time, carrying out the

onerous task of Faculty Dean. Dr. Vince Fitzsimons from Huddersfield University

Business School agreed to oversee the thesis from the perspective of an

13 Treasury Papers T 176/13. ‘The Niemeyer Papers’. ‘The Credit Situation’, by
R.G.Hawtrey, 5 December 1925.

4 Jbid., Note appended by F. Leith-Ross to ‘The Credit Situation’ by R.G.Hawtrey, 5
December 1925.
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economist. He has been unfailing in his help whenever | needed to discuss
aspects of economic theory. My greatest good fortune has been to have been
under the wing of my principal supervisor, Professor Keith Laybourn. Keith’s
enthusiasm is infectious. His generosity lies in his willingness to share that
enthusiasm with everybody. Having shared his enthusiasm for History, my
greatest fear would have been to let hi m down by producing work which failed to
meet his standards. His encouragement throughout the past few years has been
unfailing and | hope that he is not too disappointed with my efforts.

My final, and greatest, thanks must go to a lady who will probably never read
a word of this. Whilst generally disliking dedications in books, | have begun to
understand the sense of guilt which prom pts them. Writing, whether history or
fiction, takes the writer away from the immediate present into different places
and different times, and having to live wi th someone who is only present in body
must be very trying. So, to Jill - mu ch love and many thanks — perhaps next

year | will live a li ttle more in 2008, an d rather less in 1928.

Postscript to the preface

Visitors to our cottage in Scholes have not usually been steeped in the history of
economic thought. Consequently, when informed that the various papers
untidily scattered around the kitchen were to assist me in writing about the
career of a man called ‘Hawtrey’, it has been difficult to prev ent the conversation

converging to a discussion about ‘Carry On’ films. | would like to have been
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more informative about any link. This suddenly seemed a possibility when
reading, in E. G. Davis’s brief account of Hawtrey’s life, that ‘[Hawtrey’s] father
left teaching to follow a famous brother, Charles Hawtrey, to the stage. He then
failed in this attempt to ea rn a living as an actor’.*® Here, | thought, must be a
link. Noting ages, | deduced that the father of the economist and the
grandfather of the comedy actor could well have been brothers. Establishing
this, | decided, would be a most useful pi ece of research. Sadly, it was not to
be. The actor, who camped his way throug h the interminable series of films was

born ‘Hatree’ and changed his name to ‘Hawtrey’ for stage purposes.

15 E. G. Davies, ‘R.G.Hawtrey, 1879-1975’ inD.P.O’Brien and John R. Presley (ed.),
Pioneers of Modern Economics in Britair{London, Macmillan, 1981), p.203.
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Introduction

The warm and generous obituary to Sir Ralph George Hawtrey by R. D. Collison
Black in the 1977 edition of the Proceedings of the British Academyoutlined a
man of great intelligence, breadth, humanity and generosity of spirit who lived a
remarkably long, rich and (despite the le ngth of his Treasury employment) varied
life.*® Born in Slough in 1879, the son of a preparatory school assistant master,
Hawtrey entered Eton as a King’'s Schola in 1893. His early academic successes
included winning, in 1896, th e Tomline Prize, Eton’s highest mathematical award.
He continued to win mathematical prizes, and a First Class Honours Degree, after
gaining a scholarship to read Mathematics at Trinity College, Cambridge. In
1903 he embarked upon a life-long career as a civil servant. Almost
paradoxically, his life continued to be marked by the academic distinctions which
flowed his way. He took up the position of Visiting Professor of Economics at
Harvard University in 1928-29, was elected to a Fellowship of the British
Academy in 1935, had conferred the honorary degree of D.Sc. (Econ.) by London
University in 1939, and was elected Presicent of the Royal Economic Society for
the years 1946-48. From 1947 to 1952 Hawtrey served as Henry Price Professor

of International Economics at the Royal Institute of International Affairs at

8 R. D. Collison Black,‘Ralph George Hawtrey’ Proceedings of the British Academy63
(2977), pp. 362-397. R.D.Collison Black was visiting Professor of Economics at Yale

1964-5, and appointed Professor of Economicsat Queen’s University, Belfast in 1962.
He was made a Fellow of the British Academy in 1974.
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Chatham House. He was knighted in 1956 and elected to an Honorary
Fellowship of Trinity College Cambridge in 1959.

Hawtrey’s social life seems to have been no less rich or varied, and even his
private life had a touch of the exotic. ~Whilst at Cambridge he came to be
influenced by the ethics and teachings of the philosopher G. E. Moore. Moore
regarded ‘goodness’ as a matter for direct judgement rather than for reference
to any external religious or social code of behaviour (a cloak — no doubt — for the
unconventional lifestyles of future members of Bloomsbury). Cambridge
undergraduates were eligible for election to an elite discussion group whose
members regarded themselves as disciples of Moore — the ‘Apostles’. Hawtrey’s
election as an Apostle enabled him to move in an exalted literary circle which
included E. M. Forster, Lytton Strachey and Leonard Woolf. In 1903 he was
instrumental in proposing and seeing the election to the Apostles of John
Maynard Keynes. Keynes was to remaina life-long friend despite differences
over economic theory and policy which involved them, at times, in bouts of quite
severe mutual criticism. Another friendship which commenced during this period
was that with Bertrand Russell who, in 1908, after they had left Cambridge,
corresponded with Hawtrey concerning proofs of various theorems with which
Russell was struggling with whilst writing, with Whitehead, his Princijpia

Mathematica*’

7 Ibid., p.365.
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The Cambridge Apostles formed the basis of the Bloomsbury Group, London’s
self-selected literary elite, and Hawtrey continued his association with the
members of this group whilst working in London. The letters of Virginia
(Stephens) Woolf record Hawtrey as staying with the Stephens family at their
cottage in Carbis Bay, Cornwall*® Woolf records Hawtrey as a rather shy young
man who irritated her by making freque nt comments, in Latin, to the male
company of the household. It was through his Bloomsbury connections that he
met Emilia d’Aranyi, great-niece of the renowned Hungarian violinist Joseph
Joachim; she herself enjoyed a reputation as a concert pianist, being one of
three talented musical sisters. They were married in 1915.'° Shortly after their
marriage Virginia Woolf wrote to Keynes’s lover, Duncan Grant, that Emilia
d’Aranyi was ‘a practically barbaric Pole. . . with ungovern ed passions and the
brain of a yellow cockatoo’.?° There appear to have been no children from the
marriage but Hawtrey remained devoted to her until her death, following a long

illness, in 1953.%*

8. Woolf, The Flight of the Mind. The Letters of Virginia Woolf. Vol. I: 1888-1912
(Virginia Stephen), ed. Nigel Nicholson, (London, Hogarth Press, 1975), p.207.

193, Macleod, The Sisters DAranyi (London, Allen & Unwin, 1969). This account of the
lives of three exceptionally talented musical sisters is one of the few sources for insights
into the private life of Hawtrey.

V. Woolf, The Question of Things Happening. The Letters of Virginia Woolf. Vol. Ii:
1912-1922, ed. Nigel Nicholson, (London, Hogarth Press, 1976), p.145.

2 Black, ‘Ralph Hawtrey’, p. 366.
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Despite being a career civil servant from 1903 to 1947 (interrupted only by his
year's secondment at Harvard) Hawtrey was an academic economist of
significance. Between 1920 and 1939 he was the fifth most frequently cited
macroeconomist from articles included in the /ndex of Economic Journals —
below Keynes, but above von Hayek, Marshall, and Joan Robinson®* His 1919
publication, Currency and Credit was used as a textbook during the 1930s at the
Universities of Chicago, Hanard, Cambridge and Melbourne ?®

After his final retirement, in 1952 at the age of seventy-three, from the
research chair at the Royal Institute of International Affairs he continued to
publish books on economics and ethics, to write articles for learned journals and
the press, and to encourage young researchers into economics and economic
history. To the end of hi s life, in 1975 at the age of ninety-five, he retained a
lively interest in world affairs. When th e Bank of England’s historian, Professor
Richard Sayers, visited Hawtrey on the occasion of the latter's ninety-fifth
birthday, he remarked how he found him ‘still the same charming and interesting
man’ he had first met some forty-two years previously. %*

Despite this roll of prizes, honours, and acclaim, there are two dark clouds
over Hawtrey’s life which might lead to th e assessment that his legacy is one of
failure. First, for the last forty years of his life he was to see his economic

model, with attendant policy prescriptions, discredited by the Keynesian

%2 Deutscher, R.G. Hawtrey and the Development of Macroeconomics p. 193.
= Ibid., p. 5.

24 Black, ‘Ralph Hawtrey’, p.369.
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hegemony. Secondly, his career as a civil servant has often been judged as
disappointing and even irrelevant.

Recent studies have led to a measure of rehabilitation. The breakdown of the
post-war Butskillian policy consensus amdst both unemployment and inflation
has shaken confidence in Keynesian presriptions, and the advent of more
avowedly monetarist policies has led to some revival of interest in Hawtrey’s
work - nearly all by economists. One work, R.G. Hawtrey and the Development
of Macroeconomics by Patrick Deutscher (1990), at the University of Michigan,
has been devoted entirely to an analysis of Hawtrey’s theoretical output. Davis
(1980) has written on the extensive correspondence between Hawtrey and
Keynes during the preparation of Keynes's Treatise on Money?® Laidler (1993,
1998a, 1998b) has attempted to link Hawtrey’s period as visiting Professor of
Economics at Harvard with the origins of the Chicago School of monetarist
economics which spawned Milton Friedman, economics guru to Margaret
Thatcher and Ronald Reagan?® Davis (1981) has contributed a chapter on

Hawtrey to an anthology of British economists. 2’

% E.G. Davis, ‘The Correspondence between R.G. Hawtrey and J.M.Keynes on the
Treatise: The Genesis of Ouput Adjustment Models’ Canadian Journal of Economics13
(1980), 716-724.

% D, Laidler, ‘Hawtrey, Harvard and the origins of the Chicago Tradition’ Journal of
Political Economy101 (Dec. 1993) 1068-1103; ‘More on Hawtrey, Harvard and Chicago’
Journal of Economic Studies25, (1998a) 1: 4-16; ‘Haw trey, Harvard and Chicago: a
final comment’ Journal of Economic Studies25, (1998b) 1: 22-24.

2T E. G. Davis, ‘Ralph Hawtrey’ in O’Brien, D.P., and Presley, J.R.Pioneers of Modern
Economics in Britain(London, Macmillan, 1981).
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There is little which | would be capable of adding on the subject of
Hawtreyan economics to the writings of th ese economists. However, as part of
this thesis | have set myself the task of setting out, as clearly and simply as
possible, the structure of Hawtrey’s model of the economy. | have done this not
for the purpose of assessing its merit, but for the pu rpose of appraising the
extent to which Hawtrey’s Treasury memoranda, which often contained criticisms
of Government, Bank, and Treasury policy, flowed logically from his own
theoretical model.

Just as Hawtreyan economics has come under reappraisal since the 1960s, so
there has been a degree of reappraisal of the Treasury’s stance between the
wars. The aspect of inter-war economic policy most closely associated with
Hawtrey is probably the ‘Treasury View' (Hawtrey, in later life, claimed that
Keynes attacked the ‘Treasury View' because it washis view)?®. The nature of
the ‘Treasury View' changed over the years and it is still a matter of some
dispute. Essentially, it was a view which justified the Treasury’s reluctance to
sponsor a general ‘Public Works’ pogramme as a means of relieving
unemployment, since it claimed that the provision of such works was, in itself,
incapable of providing extra employment. Hawtrey (see above) may have
claimed ownership of the ‘Treasury View’, but his particular contribution to it is
generally recognised as being an argument, logically derived from his own

theory, that if conditions were create d which were favourable for the extension

28 Hawtrey interview with Sir Alec Cairncross, 1966. HTRY 13/5.
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of credit, then the credit expansion, by itself, would create extra employment
without recourse to ‘Public Works’; the provision of ‘Public Works’ would be ‘mere
ritual’ serving only to boost the egos of politicians desirous to be seen to be
‘doing something’.?° Treasury officials found this argument particularly useful up
to 1931. After 1931 they may have continued to believe the argument, and
there is some evidence to suggest that they did but Keynes’s, and Denis
Robertson’s, assaults upon it caused themto proclaim it less confidently and so
they shifted their stance towards ‘administrative difficulties’. By the 1950s and
1960s the ‘Treasury View’, in whatever form, was thoroughly discredited, and
Joan Robinson, one-time protégé of Keynes, but by then Professor of Economics
at Cambridge, described Hawtrey's theoretical justification for the view as
‘laughable’®* Recent studies have tended to take a more charitable view of the
way in which the Treasury responded to the inter-war slump.

A recently unpublished thesis by M.M.M. Luthje of Cambridge University has
argued that, between 1927 and 1933, Hawtrey was instrumental in moving the
1

Treasury towards a monetary solution to the world-wide economic downturn.®

Whilst the evidence of the current thesis leads to the view that this somewhat

# R. G. Hawtrey, ‘Public Expendture and the Demand for Labour’, Economicg \/ (1925),
pp. 38-48.

%93, Robinson, Economic Philosophy(1962), p.73.
3 M.M.M. Luthje, ‘The Politics of Monetary Policy in Britain from the First World War to

the World Economic Conference of 1933’; unpublished Ph.D. thesis, University of
Cambridge, 2002.
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overstates Hawtrey’s role, it does show that Hawtrey was, arguably, at his most
influential in the years imme diately following the retreat from the Gold Standard.

This study aims to shed light on th e historical figure of Hawtrey, the Civil
Servant. It will look at his econo mic philosophy, the economic model which
guided him in his work, and the way in which his economic model directed his
policy advice. It will attempt to asse ss his influence on colleagues and outside
agencies. It will look at the quality of his relationships with colleagues and how
these relationships affected his effectiveness. It will examine his responses to
criticisms of the Treasury made in the press (more often than not by Keynes),
and the extent to which the Treasury took cognisance of his opinions. It will also
try to consider the way in which his role changed over the inter-war period in
response to changing institutions and changing economic conditions.

A reading of the few studies to have been done on policy advice in the inter-
war period could lead to the summary conclusion that Hawtrey’s Treasury career
was largely irrelevant. Collison Black would have yielded to no one in his
admiration of the character of Hawtrey. Concluding his obituarial essay he

likened Hawtrey to a certain ‘Cambridge type’

It is a type unworldly without be ing saintly, unambitious without
being inactive, warm-hearted without being sentimental.
Through good report and ill such men work on, following the
light of truth as they see it; able to be sceptical without being
paralysed; content to know what is knowable and to reserve

judgement on what is not. The world could never be driven by
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such men, for the springs of action lie deep in ignorance and
madness. But it is they who are the beacon in the tempest, and

they are more, not less, needed now than ever before. *

‘Unworldly’ Hawtrey might have been, but not so unworldly as to admit to Sir
Alec Cairncross that he decided to enter the Civil Service at Eton on hearing that
it was possible, as a civil servant, ‘to earn one thousand pounds a year at the
age of forty - and come out with a pension at the end!" ** However, despite the
warmth of Black’s admiration for Hawtrey, he had, at an earlier point in the

essay, this to say about Hawtrey’s Treasury career.

.. . Hawtrey drew up many and varied reports and memoranda
on economic and financial matters which are now to be found
among the papers of senior Treasury officials of that period, but
the impression prevails that they did not receive much attention,
and that the Financial Enquiries Branch under Hawtrey was

something of a backwater.**

In reference to Hawtrey’s work, the sa me term was used, in 1930, by Keynes
whilst he was persuading Hubert Henderson to take up the position of Secretary

to the newly-formed Economic Advisory Council rather than the professorship he

32 Black, ‘Ralph George Hawtrey’. Black isusing words which Lowes Dickinson applied to
C.P.Stanger.

3 Interview with Sir Alec Cairncross in 1966. Hawtrey Papers, HTRY 13/5.

3 Black, ‘Ralph George Hawtrey’, p.379.
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had been offered at the London School of Economics. Keynes promised
Henderson that he ‘really would be at the centre of things and not in a sort of
Hawtrey backwater’.® By successfully persuading Henderson to take up the
position with the Economic Advisory Council, Keynes effectively left the door
open for one of his future censors, Friedrich August von Hayek, to enter the
London School of Economics.

Regarding views that the Financial Enquiries Branch was a neglected
‘backwater’, much the same interpretation can be made from Churchill's remark
to his senior officials that ‘the learned man should be released from the dungeon
. . . have his chains struck off and the straw brushed from his hair and clothes,
and be admitted to the light and warmth of an argument in the Treasury
Boardroom’.>® Churchill was probably implying that the Treasury were culpably
ignoring the expert advice which Hawtrey might provide.

Susan Howson has concluded that Hawtrey Aad been influential in the early
1920s when other economists were not [my italics], but lost in influence in the
1930s — predominantly as a result of the content of his economic analysis and
policy recommendations. Howson is geneally sympathetic to the idea that
Keynes's ideas gradually took control of the Treasury during the thirties. This

contrasts with Peter Clarke’s suspicion that Hawtrey might have had a ‘more

insidious’ influence on Treasury officials throughout the thirties by keeping alive

% S. Howson and D. Winch, The Economic Advisory Caincil 1930-39: a Study in
Economic Aavice during Depression and RecoveryCambridge, C.U.P., 1977), p.25.

%'p. J. Grigg, Prejudice and Judgement(1948), p.82.
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the ‘Treasury View’ with its original ‘crowding out’ rationale.®’ Roger Middleton’s
is far more dismissive, regarding Hawtrey’s influence being 7 anything’ [my
italics] to persuade his Treasury colleagues of the ‘irrelevance of economic
theory to their task’. *

As indicated in the Preface, apart from secondary sources and Hawtrey’'s
own published writings, my main source of evidence in trying to come to an
opinion on these and other matters has been the files of senior Treasury Officials
to be found within the Na tional Archives.

Within the archive files of senior Tr easury staff can be found the places where
Hawtrey’s advice was subjected to scrutiny. They are the places where his
memoranda were contested, and it is within these files that | have sought the
evidence with which to build up some kind of a picture of the pattern of his
career. Marginal comments on his memoranda often indicated where Hawtrey’s
views differed from those of senior Treasury colleagues. The position in the file
usually gave some indication of whether alternative advice was sought, and
pencilled comments could sometimes indicate the value attached to advice from
different sources.

Booth and Glynn have questioned the usefulness of Public Record Office

papers to the historian.®® They give some endorsement to C. L. Mowat's view

37 Clarke, The Keynesian Revoliion in the Making, p. 319.

3 Middleton, Charlatan’s or Saviours p. 199.

28



that ‘there are few secrets in government’ and that ‘the Official Secret Act exists
to conceal the fact that the cupboard is bare’.” They make the following
observations regarding Cabinet papers. Firstly, that they are written, not
primarily as a true and accurate record, but as a means of fulfilling two separate
requirements: the need to give clear dir ection to administrators, and the need to
find satisfactory words to accommodate conflicting viewpoints. Secondly, they
point to lacunae, whether by error or design, by which it is impossible for official
records to give an adequate account of the motives behind decisions.

Booth and Glynn also point out that the sheer volume of P.R.O. material
deflects attention away from other material and results in a concentration on the
processes of policy making to the neglect of the reasons for policy and the
outcomes of policy. Such concentration of effort, they claim, leads to histories
which exaggerate the importance of policy processes, and perpetuate the
Establishment’s own reading of problems.

The present study relies heavily on the papers in the Public Records Office. In
that one of its principal aims is to unc over the extent to which one particular
individual took part in the processesof the inter-war Trea sury, it escapes the
stricture of dwelling too he avily on the processes of policy. The “chat in the

corridor” may have been where truly im portant business took place but, in the

absence of diaries or witnesses, memoranda will have to suffice. In the case of

39 A. E. Booth and S. Glynn, ‘The public records and recent British historiography’, in Economic
History Review; 32(3), pp.303-15.

“ Ibid., p.303,
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Hawtrey, who was to some extent an outsider to the very small and closely knit
group of influential policy makers, the written memorandum was his method of
attempting to break into, and influe nce, the powerful central group.

The plain memorandum may, indeed, reveal very little. This was my
experience after many months of looking at the Hawtrey papers in Cambridge
and the papers of the Financial Enquiries Branch in the Public Records Office.
Much more is revealed when a memorandum has been circulated and is replete
with underlinings, exclamation marks, question marks, and the occasional
expletive. The proximity of a paper to those of others, its position in the time
sequence or its promptness as a response all give indications of the dynamics
within an organisation.

Throughout the years 1919-1939, the period of Hawtrey’s effective tenure of
the office of Director of Financial Enquiries (he nominally held the title until 1947,
but after 1 January 1940 he had no responsibility other than compiling the
Treasury’s Second World War records) the Permanent Secretaly to the Treasury
was Sir Warren Fisher. Fisherregarded his position as that of ‘Head of the Civil
Service’ and co-ordinator of all Civil Senice departments. His role in offering
financial advice was minimal, and consequently his archive file has largely been
ignored. The civil servants with responsibility for advising the Chancellor of the
Exchequer were the Treasury Controller of Finance and his Deputy. In 1919
these were Sir Basil Blackett and Sir Otto Niemeyer. Through the mid-twenties

they were Sir Otto Niemeyer and Sir Frederick Leith-Ross. From the late
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twenties until the outbreak of the Second World War they were Sir Richard
Hopkins and Sir Frederick Phillips. Thetitles of the offices may have changed
slightly over the years, and there was some overlap in the changes of pairings,
but these were the ‘Treasury Knights’ in whose files | looked for evidence of the
results of Hawtrey’s work.

Many of Hawtrey’s memoranda were unsolicited. He produced them because
he was critical of some aspect of Government policy. In some of these
memoranda there is a marked tone of anger. This was particularly apparent
during the late 1920s when the United Kingdom had returned to the Gold
Standard and Hawtrey believed that the Bank of England was pursuing a foolish
and unnecessarily high interest rate policy. At this time, his memoranda, critical
of Bank or even Treasury policy, could, for such a mild-mannered man, be quite
savage in tone. Often, his memoranda were produced as a result of a specific
request. On a very small number of occasions they were produced as a result of
a direct request for guidance, or information, from the Chancellor of the
Exchequer. At other times Hawtrey prepared a memorandum as a result of a
Parliamentary Question. Often a senior colleague wanted support in preparing a
memorandum and would seek to use Hawtrey’'s expertise, particularly with
regard to currency and foreign exchange. Hawtrey would invariably write an
unsolicited memorandum after press criticism of Treasury Policy.

The period chosen for the study, 1919-1939, does not precisely coincide with

the period of Hawtrey’s tenure of the post of Director of Financial Enquiries. He
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was, for sure, appointed to the position in 1919. There is an element of mystery
surrounding his appointment. In Hawtrey’ s Treasury Career File there are letters
relating to his initial appoin tment to the Treasury in 1904, and to his transfer to
the First (Finance) Division as acting First Class Clerk, and subsequently First
Class Clerk, in 1910-11. There is a great deal of correspondence concerning the
status of his year's secondment at Harvard for pension purposes, and about his
retirement and subsequent re-employment for the purposes of recording
Treasury activities during the Second World War. There is nothing in his career
file, nor does there seem to be documentary evidence elsewhere, relating to his
appointment as Director of the Financial Enquiries Branch.

It is possible to surmise that the post was created (or more accurately, re-
created) for Hawtrey because of his limited capabilities as an administrator. The
evidence for this is somewhat circumstantial and to some extent dependent on
comments from secondary sources. First, regarding his incompetence, Hawtrey
himself admitted, in his interview with Cairncross, that he was an indifferent
Personal Private Secretary to Lloyd-Georg as Chancellor of the Exchequer since
he [Hawtrey] ‘constantly omitte d things and forgot things’. ** Peden refers to
Hawtrey regularly amusing and frustrating his colleagues by ‘personal

eccentricities including a tendency to mislay files’.*’ Clarke has referred to

! Interview with Sir Alec Cairncross in 1966. Hawtrey Papers, HTRY 13/5.

42 peden, Keynes and his Critics p.17. Peden’s source for this information is a series of
talks with Treasury officials in the 19 70s (e-mails from Professor G.Peden).
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Hawtrey being ‘patronised’ by his colleagues because of his lack of administrative
ability.

There does some to have been a degree of ineptitude on Hawtrey’s part —
sufficient to query why, in 1919, he was offered a responsible post within the
Treasury. Again, there must be a degree of conjecture about this. In 1919 the
Joint Permanent Secretary to the Treasury was Sir John Bradbury and the
Controller of Finance was Sir Basil Black#; these were the two most influential
men in the Treasury. Hawtrey admired both these men; later referring to
Blackett as ‘a good friend’ and to Bradbury as the most capable man he had ever
met within the Civil Service.”® In return, Bradbury and Blackett, whilst being
aware of his shortcomings, probably recognised in Hawtrey the qualities of
intelligence and high intellect together with an academic leaning and acute
inquiring mind which fitted him for a post in the Treasury outside the
conventional administrative ladder.

Such a post, Director of Financial Enquiries, had been created during the war,
in 1915. It was a post designed to e nhance the war effort by providing the
Government with information on the st ate of enemy and allied finances — its
terms of reference being ‘to provide economic intelligence on matters such as
foreign exchange, currency, banking, international movements of capital and the
public expenditure and the borrowing and other financial operations of foreign

governments; to prepare reports from time to time both on its own initiative and

*3 Interview with Sir Alec Cairncross in 1966. Hawtrey Papers, HTRY 13/5.
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also upon any question which may be speciffically referred to it by the Chancellor
of the Exchequer.** The appointee was Hartley Withers, a former economic
journalist who resigned a year after his appointment in order to return to
journalism, leaving the post vacant for the remainder of the war.

The appointments of Withers and Hawtrey were somewhat unusual, since
they were specialists appointed to give advice of an economic nature to
governments which still largely abided by the precepts of Laissez-Fairebut there
was a precedent. Before the Great War Sir George Paish had been drafted into
Government departments to give specialigt advice. Paish had become the joint
editor of the economic journal T7he Statist in 1900. As a result of expertise
acquired in the statistics of the railway industry he was appointed adviser to the
Board of Trade between 1906 and 1908. His knowledge of investments in
foreign railway systems led to him being regarded as an authority on Britain’s
oversees investments. From 1909 Paish ated as unofficial advisor to David
Lloyd George when the latter was Chancella of the Exchequer. Paish’s forecasts
for the national economy became an essential componert in Budget planning.
He accompanied Sir Basil Blackett to Anerica in November 1914 in an attempt to
obtain financial support for Britain’s war effort. In 1915, as his health declined,

he withdrew from government work an d returned to writing articles for 7he

Statist™®

** National Archives Catalogues. Coveringdetails to the T208 (Financial Enquiries
Branch) catalogue.

“ Dictionary of National Biography. Biographical note by R. Middleton.
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Hawtrey’s appointment to the post of Director of Financial Enquiries was
under quite different circumstances to th ose of Withers. Surprisingly, on his
appointment in 1919, Hawtrey believed the post to have been newly created and
was not aware, at the time, of any prev ious appointment, nor did he make any
effort to contact Withers during the time he held the appointment.

The Financial Enquiries Branch was disbanded with Hawtrey’s retirement in
1947, but it effectively ceased to be a de partment which the Treasury called on
for reports and recommendations after the end of 1939. Hence the period 1919-
39 has been chosen for the purpose of limiting the study.

As befits a History thesis, it has been written in a way which is largely
chronological. Most chapters cover a specific time period, and the emphasis
within each chapter is on the issue, or issues, with which Hawtrey was most
closely involved. After the ‘Prelude’ dealing with Hawtrey’s economic model,
Chapter 1 covers the period 1919-1925 when much economic policy was directed
towards the return to the Gold Standard. Within this period Hawtrey played a
significant role with the British Delegation at the International Economics
Conference at Gena in April 1922.

In chapter 2, the retu rn to the Gold Standard merits a section of its own since
Hawtrey was more heavily involved than usual in the policy process, being one of
the officials required to take part in ‘Mr. Churchill's Exercise’. Chapter 3 covers

credit policy over the years 1925-31, the years on the Gold Standard which led

%8 |nterview with Sir Alec Cairncross, 1966. HTRY 13/5.
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into the Great Depression. These were years which saw Hawtrey being angrily
critical of the authorities’ high Bank rate, even going to the extent of being
critical of his own agency, the Treasury, for faili ng to exercise what he argued to
be its statutory supervisory responsibilities over the Bank. They were also years
when unemployment developed into a much bigger political issue.

The Lloyd-George wing of the Liberal Party took up the cause of the
unemployed with proposals far more radical than those of the other parties. The
Lloyd-George fund sponsored a seriesof Summer Schools in the 1920s in which
politicians met with leading academics to develop new approaches to economic
issues. Keynes was in regular attendarce at these Summer Sdools, and he was
influential in steering the Liberal Party towards promising a programme of
Government funded public works in its 1929 election manifesto, We Can Conquer
Unemployment Chapter 4 looks at the Treasury’s response to this programme
and, in some detail, at a memorandum of Hawtrey’s in which he put forward his
own scheme - his ‘Bill Famine’ plan — by which the necessary finance might be
made available to support economic expansion.

Chapter 5 is devoted to the Treasury's involvement with the Macmillan
Committee on Finance and Industry which sat between 1929 and 1931. The
Macmillan Committee was a huge undertaking. It sat for two years, taking
evidence from the Bank of England, the Treasury, commercial bankers,
stockbrokers, industrialists, trade unionists and economists. The importance of

the committee’s findings seems to have been inversely related to the weight of
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its deliberations. Its Majority Report, reflecting the predominant influence of
Banks and the City, supported continuation of the principles of ‘sound finance’;
the Gold Standard, balanced budgets ard use of Bank Rate to maintain the
external value of sterling. The Minority Report calling for public works and
import restrictions as means of helping employment was signed by, amongst
others, Keynes and Bevin. Orly Bevin, his views reinforced by Keynes’s tutorials,
seriously suggested leaving the Gold Standard. Leaving the Gold Standard in
1931 caused much of the committee’s deliberations to lose their relevance. The
Minutes of Evidence of the Macmillan Comnittee are of special value to economic
historians because they contain a verbatim account of academics explaining their
views, and the monetary authorities explaining their responsibilities, before a
critical lay panel. The proceedings were dominated by Keynes who invariably
produced the most perceptive questioning.

Both Hawtrey and Sir Richard Hopkins were summoned before the Committee
in 1930, with each man being questioned for two days; Hawtrey as an
economist, Hopkins as Head of the Treasury’s Finance Division. Deutscher has
dealt at length with the confrontation between Keynes and Hawtrey over each
others technical terms.*’ | have dealt only very briefly with the theoretical
dispute and focussed almost entirely on Keynes'’s questioning of Hawtrey’s policy
prescription. Keynes’s interrogation of Sir Richard Hopkins afforded valuable

insights into the way the ‘Treasury View’ on public works was metamorphosing

“'Deutscher, R.G. Hawtrey and the Development of Macroeconomics p. 193.
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into something no longer dependent on Hawtrey’'s economics At times, the
proceedings of the Macmillan Committee offered compelling theatre. | have tried
to convey that sense of theatre by in cluding extended, but edited, excerpts of
dialogue.

Chapter 6 deals with the deliberatio ns about future exchange-rate policy after
Britain had been forced off the Gold Standard in 1931. This, again, was a set of
deliberations in which Hawtrey was more heavily involved than usual. Hawtrey’s
advice was strongly disparaged by Hubert Henderson, causing him to mount a
spirited reply. Given the extent of disagreement, and subsequent debate
between the participants, the debate on future exchange-rate policy after the
Gold Standard has been given a separate chapter.

The 1931 discussions on exchange-rate policy saw Hawtrey’s star in the
ascendancy. He maintained a consistent view during the discussions, and that
view eventually prevailed. The result was a period, between 1931 and 1933,
when Hawtrey, working with Sir Frederick Phillips, was arguably at his most
influential, as the Treasury sought to stabilise world currency exchanges.
Chapter 7 takes the story up to the World Economic Conference in London in
1933. At this conference Hawtrey gave his support to the Kisch proposals for the
redistribution of the world’'s gold supplies. This was yet one more occasion
where Hawtrey found himself opposed to Keynes and Henderson, who had

prepared their own joint plan for an international note issue. Hawtrey’s influence
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eventually dwindled as he repeatedly called for international inter-bank co-
operation to co-ordinate interest rate policy.

Following chapter 7 th ere was to have been a Theoretical Interlude. Susan
Howson has given one hint as to why the Financial Enquiries Branch might have
gone unusually quiet during the mid-th irties: Hawtrey became embroiled in a
series of disputes over economic theory with Keynes, Harrod, Kaldor, Robertson,
von Hayek and Pigou® It is difficult to disc over the extent to which the
correspondences by which these disputes were pursued were written during
‘office hours’, but it is quite possible to regard Hawtrey’'s engagement in these
disputes as legitimate Treasury business, since one of his responsibilities was to
interpret the work of other economists for the benefit of senior Treasury staff,
and Sir Frederick Phillips was to later pay tribute to Hawtrey’s value in this role.
Being matters of general economic theory, these disputes do not properly belong
to this study. However, intermissionary status was to have been given to just
two lengthy Treasury memoranda which Hawtrey produced, in 1931 and 1936,
after the publication of Keynes’s two major works. They were written for the
benefit of his Treasury colleagues and their purpose was to help the Treasury
understand the implications which might be drawn from Keynes’s two volumes, A
Treatise on Moneyand General Theory of Employment Interest and Money. As
usual, Hawtrey’s inclination was to turn these memoranda into justifications of

his own model at the expense of that of Keynes, and there is no evidence that

*8 Howson, ‘Hawtrey and the Real World’, p. 176.
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anyone within the Treasury paid much attention to them. The plan to include
this section after chapter 7 ran into prob lems when the section outgrew its status
as an interlude, distorted the narrative, and extended th e thesis beyond its
acceptable length. | have, in consequence, abridged and appended it.

Chapters 8 and 9 complete the story up to the end of 1939. They cover the
period of Hawtrey’s advice on rearmament and war finance, and some of the
details surrounding the circumstances of his retirement; a retirement which did
not actually come into effect until 1947 de spite him having no advisory role for
the last seven years.

The result of focussing on those issues in which Hawtrey showed the greatest
interest has been a rather lumpy, uneven treatment of Treasury policy during the
wars. For example, the most significant event within the Treasury during the
early thirties after the 1931 crisis was argu ably the fiscal advantage it gained in
1932 by conversion of 5 per cent War Loan 1929/47 to 3.5 per cent War Loan
1952. This event seems to have passed without comment from Hawtrey.
Similarly there is nothing within the thesis regarding the Treasury's
implementation of the recommendations of the Geddes Committee or the May
Committee since Hawtrey seems to have chosen not to make any significant
comment on their findings.

Latterly, Sir Alec Cairncross, an economist with considerable experience of
advising governments in the period after the Second World War, has written

extensively on the relationship between economists and administrators of
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economic policy. In 1985, as part of a study of the history of economic advice,
Cairncross conducted three hour-long interviews with Hawtrey.*® Generally, he
tended to express surprise at the lack of feedback which Hawtrey received as a
result of his many memoranda. Hawtrey’s career will be considered against
Cairncross’s deliberations on the relaionship between economic theory and

economic policy, which will be revisited in the concluding chapter of this thesis.

9 Hawtrey Archives, Churchill Colege, Cambridge. HTRY 13/5.
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Prelude

Hawtrey’'s Monetary Model of the Trade Cycle

“The Trade Cycle is a Purely Monetary Phenomenon”
Hawtrey (1923) *°

! have adhered consistently to my fundamental ideas since 1913 and
in so far as they have developed and grown, the process has been
continuous since then. There has not been a departure followed by a
relapse. | do not think this conser vatism /s a merit; indeed | should
rather like to go in for something novel and extravagant if | could be
convinced of it.

Letter from Hawtrey to Keynes, (9 May 1937).%"

The work of Marshall . . . contri butfed] to the understanding of
certain characteristics of the upswing and downswing of the
cycle, and the monetary elements at work in them . . [but] . . it

was Ralph Hawtrey, educated at Cambridge to be sure but not
really of the Cambridge School, who, in pre-World War I Britain,
who produced a complete and purely monetary theory of the

cycle. . . . a most original construction.
Laidler (1991) **

*0 This is probably the best-known of the very few quot able remarks attributed to
Hawtrey. Itis to be first found in: R.G.Hawtrey, Monetary Reconstruction (London,
Longmans, 1923), p.141.

1 D. Moggridge (ed.), The Collected Writings of John Maynard Keynesvol. X1V
(Cambridge, Macmillan, 1973) p.55.
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In a 1963 letter to Claude Guillebaud . . . [Hawtrey] claimed that
the source of much of his analysis was conventional wisdom
circulating in the City . . .

Laidler (1991) *°

The memoranda in which Hawtrey offered advice and which this thesis will focus
upon, were often unsolicited. They were produced because he was critical of
either the Bank of England or the Treasury and, as such, they made
uncomfortable reading for these agencies, and gave rise to annoyance with
Hawtrey. In general, they urged these bo dies to look wider than their traditional
narrow objectives and consider the wider issues of the state of trade, and of
employment. They were always based upon a monetary model of the trade

cycle which Hawtrey had developed before the First World War.

Early Influences

Hawtrey’s model may have contained elements of those of other economists, but
it seems to have been developed in isolation from them. He had not read
economics as a student, and prior to the publishing of his first book he claimed
not to have read the works of Marshall, Pigou or other prominent academic

economists of the time. From time to time Hawtrey has been cast as a

2 D.Laidler, The Golden Age of the Quantity Theory (Hemel Hempstead, Philip Allan,
1991), p.101.

%3 Ibid., p.116.
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Marshallian economist®® He had never been a pupil of Marshall, and always
adamantly denied any direct influence from Marshall. He admitted to having
read John Stuart Mill's Principleswhilst at Eton.*> He had also read a book on
banking and credit by an obscure nineteenth century economics writer, Henry
Dunning Macleod, largely, it seems, because Macleodhad dedicated the book to
Hawtrey’s great-great-grandfather wh o had been his mathematics teacher.®® In
addition, he acknowledged a debt to the fi nancial writings of the mid-nineteenth
century editor of the Economist, Walter Bagehot.>”’

It has been suggested that not the least of the similarities between Hawtrey
and another Cambridge economist, Malthus was that they each came to the

central idea of their economics through arguing with their respective fathers. >®

. . . George Hawtrey was apparently convinced by the arguments of
the tariff reformers while his son Ralp h was equally on the side of free
trade. The latter was thus led to study . . . the speeches of the

leading politicians of the time and was particularly struck by a point

** D. Winch, Economics and Policy: a Historical Study{London, Hodder and Stoughton,
1969), p.147. Winch wrongly classes Hawtrey, along with Robertson and Pigou, as
pupils of Marshall.

* Deutscher, R.G.Hawtrey and the Development of Macroeconomicsp.8.

%6 3. Howson, ‘Hawtrey and the RealWorld’, in G.C.Harcourt (ed.) Keynes and his
Contemporaries(London, Macmillan, 1985), p.181.

>" Black, ‘Ralph George Hawtrey’, p. 371.

%8 Jbid., p.370.
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made by Joseph Chamberlain in 1903, to the effect that British
exports had not increased over the preceding thirty years. On looking
into this he realised that Chamberlain’s figures related to the value of
exports . . . and that the volume of those exports had actually
increased substantially. Hence the significance of changes in the

general price level came to Hawtrey . . . >

In 1909 Hawtrey was promoted to the First (Finance) Division of the Treasury as
acting First Class Clerk® It was in the same year as his promotion to First Class
Clerk that he began writing his first book. Again, the spur was his fascination

with the problems associated with changes in the price level.

| began writing this book in March 1909 when the depression
which followed the American crisis of 1907 was still unrelieved . .

. It struck me that the extincti on of profit in a depression could
be explained if the price level fell in the interval between the
incurring of costs and the sale of the product. And if traders
borrowed at interest to finance profit-making business, they

could pay a higher rate of interest when prices were rising and a

lower rate when prices were falling . . . . Here, | thought, was a
discovery, but | was disillusioned . . . that the principle was one
already recognised in Irving Fisher's work . . . . But | was not

5 Jbid.

% Ibid., pp. 366-367.
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discouraged, for . . . its application to the explanation of the

trade cycle would be new.®*

Hawtrey’s economic model of the trade cycle was quite idiosyncratic in its
emphases. He claimed that it was derived from his observations of the workings
of the city, but it probably also owed a great deal to his interest in nineteenth-
century banking, finance and prices. David Laidler has described Hawtrey’s first
book, Good and BadTrade, ‘a most original construction’ (see quote above), but
perhaps even more remarkable than the original model is that over the course of
the next 50 years, during which time Hawtrey entered into extensive
correspondence with all the major economists of the period, he continued to
remain faithful to his early model. Black notes that most of the key ideas in his
first book, Good and Bad Trade(1913), can still be found, fifty-four years later,
in his last book, /ncomes and Money(1967). %2

Moreover, Hawtrey remained faithful no t only to his original model, but to his
own earliest terminologies and concepts - and, whilst continuing to use these
concepts, he entered into dialogue with other economists using their, quite
different, concepts and terminologies. Reviewing Hawtrey's Capital and

Employmentin 1938, Nicholas Kaldor wrote that:

1 R.G.Hawtrey, Good and Bad Trade: An Enquiry into the Causes of Trade Fluctuations
(London, Constable, 1913), p.vii. The passage appears in the ‘Foreword’ to the Kelley
reprint and is quoted in  Howson, ‘Hawtrey and the Real World’, p.144.

62 Black ‘Ralph George Hawtrey’, p. 370.
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[the second part [of Capital an d Employment] consists of an

extensive review of the theories of Mr. Keynes, Professor Hayek,

Major Douglas, Professor Pigou and Mr. Harrod. This is in

accordance with the tradition Mr. Hawtrey has made peculiarly

his own, of attempting to brid ge differences between economists

through an extensive and sympathetic review of every important

new contribution to his subject. As always, Mr. Hawtrey’'s

criticisms of his contemporaries are a model of patience and

fairness; and in his willingness to master other people’s

terminologies, while adhering consistently to his own, Mr.

Hawtrey is surely unique.®®
Good and Bad Trade: an Enquiry into the Causes of Trade Fluctuations was
written in the period 1909-1913 whilst he was private secretary to the Chancellor
of the Exchequer, David Lloyd George. He was also subordinate to Sir John
(later Lord) Bradbury, who later became Joint Permanent Secretary to the
Treasury in 1913. Hawtrey admired Bradbury’s abilities and his knowledge and
understanding of the City and its workings. Given that ‘city wisdom’ was the
stated basis for Hawtrey’s economic model (see Hawtrey's note to Guillebaud,
quoted above), it seems very likely that Bradbury might have been the fount of
much of that wisdom. Certainly, Hawtrey was always of the opinion that the

theory of money had evolved from with in banking practice, and not from the

‘academic community’.®* If Marshall did have any influence on Hawtrey then it

53 N. Kaldor, ‘Mr. Hawtrey on Short and Long Term Investment’, Economicg New Series,
Vol. 5, No. 20. (Nov., 1938), pp. 461-467.
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was probably indirectly through the activities of Cambridge-educated economists
working in the city. Absence of academic references within Hawtrey’s first book
led Pigou to dismiss it as an ‘ordinary book’ — as opposed to an academic
treatise. Collison Black makes it clear that, in his view, the absence of references
was because ‘Hawtrey arrived at the basic ideas of his system in almost complete
independence of other economists’®® Deutscher, too, begins his review of
Hawtrey’s work by suggesting that when Hawtrey made his initial forays into the

economics of money and cycles ‘he was not well acquainted with the existing

literature’. %

Nineteenth-Century Theories of the Trade Cycle

Until the second half of the nineteenth century the theory of the ‘trade cycle’ was
of little interest. In a semi-agricultural society with cottage industries and small
family businesses the fluctuation between good and bad harvests was regarded
as of greater importance than business booms and slumps. Generally, every
willing worker was found occupation — with varying degrees of profit.
Industrialisation drew attention to the trade cycle because of the sharp
distinction between employment and unemployment. Marx, in the 1850s, had

constructed a model of the trade cycle. In the Marxist model good times, and

® Hawtrey Papers, HTRY 13/5. Interview with Sir Alec Cairncross, 1985.
® Black, ‘Ralph George Hawtrey’, p.371.

% Deutscher, R.G.Hawtrey and the Development of Macroeconomicsp.8.
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competition, forced firms to invest in capital equipment to become more
efficient. Machinery enabled employers to lay off labour, and the unemployed
pool of willing workers allowed the wages of retained workers to be forced lower.
Reduced spending power entailed losses andthe laying off of more workers in a
self-reinforcing downward spiral. This tide finally turned when surviving firms
were able to buy up the capital equipm ent of distressed firms at such bargain
prices that operating them became, once more, profitable. Marx identified a
source of instability within the capitalist industrial system, but the quantity of
available money played no part in his analysis.

Discounting Jevons’s theory of sun-spots (Jevons, a serious economist who
did pioneering work on marginal utility , divined great meaning in the almost
identical length of the trad e cycle and the sun-spot cycle) most theories of the
trade cycle in existence at the beginning of the twentieth centu ry regarded it as
the result of an imbalance, at any give n time, between the demand for consumer
goods and the demand for investment goods — the goods needed to manufacture
the consumer goods. Although theories of trade fluctu ation at the turn of the
century recognised that the output of investment goods was considerably more
volatile than that of consumer goods, it was not until 1917 (after the publication
of Hawtrey’s first book) that John Maurice Clark first gave it clarity through his
‘accelerator mechanism’. Money entered into this ‘imbalance’ explanation of the
trade cycle, especially at the turning-points of the cycle. During the period of

expansion, the manufacture of investment goods was stimulated by the
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availability of credit. The credit expansion forced the banks to raise their interest
rates in order to stem the growth of lend ing and maintain their liquidity ratios.
The high rates at the top of the boom led to cut-backs in investment, this
reduced the incomes from the manufacture of investment goods and, eventually,
caused descent into depression. Correspndingly, at the bottom of the cycle,
low interest rates encouraged borrowing to enable cheap equipment from
distressed firms to be purchased — and this played its part in the eventual
upswing. Thus, monetary factors were regarded as amplifying industrial
instability, but that instability was not rega rded as being due to the instability of
credit. To Hawtrey the roots of instabil ity lay endogenously within the monetary
system itself.

An early alternative model of the trade cycle was provided by Denis Robertson
in his publication A Study of Industrial Fluctuation (1915). Robertson was raised
in the Cambridge school of Marshall and Pgou, and during the preparation of his
book Pigou urged him to uncover the ‘real’ forces contributing towards
fluctuation rather than accept Hawtrey’s monetary causes. Robertson placed
stress upon the fluctuation of demand for investment goods. At the top of the
cycle a ‘glutability of wants’ (later expl ained by Robertson as a saturation of the
desire for consumer goods) caused a drop in the demand for additional
investment goods, and the ensuing fall in incomes from the manufacture of

investment goods marked the upward turning point of the cycle.
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Robertson found the marking of the upturn at the bottom of the cycle more
problematic. His study of the history of upturns led him to believe that they
were marked by situations where it became profitable to acquire extra capital
goods. Thus the purchase of new capital goods could be prompted by an
abundant harvest (aligning him, to some extent, with Jevons’s theory of
sunspots) or the development of some new invention such as the railways or
electrical power. Robertson was initially sceptical about the ‘accelerator’
principle, since he believed the initial spur to increased demand for capital goods
lay outside any cyclical demand for consumer goods — the latter, in any case
being responsive to changes in the demand for capital goods. However, in his

later work he made increasing use of the accelerator principle.®’

Good and Bad Trade

In Good and Bad Trade(1913), Hawtrey’s first book, he did not use the concepts
of ‘Consumers Income’ or ‘Consumers’ Oulay’ - concepts which became central
to his later analyses. These concepts were more fully developed in his
publications between the wars, and thus th ere is an element of immaturity about
Good and Bad Trade The book did, however, develop a complete theory of the
trade cycle as caused by monetary instahility. Hawtrey’s method was to start
with an abstract case of a country with out a banking system, isolated, and using

paper money - and then to consider the consequences of a ‘sudden shock’ in the

" D. P. O'Brien, The Foundations of Business Cycle Theory(Cheltenham, Edward Elgar,
1997).
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size of the stock of money. Step-by-step, the exercise was repeated with the
constraints gradually removed; a banking system was introduced, then an
international dimension, and finally an international gold standard. His

‘Introductory’ outlin ed his purpose.

The general result up to which | hope to work is that the
fluctuations are due to disturbances in the available stock of
‘money’ - the term ‘money’ bein g taken to cover every species
of purchasing power available for immediate use, both legal
tender money and credit money, whether in the form of coin,

note or deposits at banks.®®

That he was conscious of the peculiarity of his own mo netary approach to trade

fluctuations can be seen in his Introductory’s closing paragraph:

... at one time economists were so anxious to guard themselves
from the fallacy of identifyin g money and wealth that they
slipped into pedantic disregard of the influence of money in

economic phenomena.®

He warned against the prejudice ‘which would condemn as superficial any theory
claiming primary importance for purely mo netary influences’, stressing at the

outset the importance of re garding money as more than simply a medium for

8 Hawtrey, Good and Bad Trade p.3.

% Jbid., p.5.
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facilitating exchange (a fault which he suggested classical economists were

prone to make), but as an essential store of value.”

...aman ... wil probably be paid at regular intervals . . . a
sum which must last to the end of the interval . .. [therefore] he
will find it prudent to always ha ve a moderate sum in hand to
provide against unforeseen contingencies . . . . Thus every man
has to keep a greater or less reserve of money, or ‘working

balance’.”*

Hawtrey then, in effect, posed two questions: ‘What is the appropriate quantity
of money required to maintain an economy?’, and ‘Does the quantity of money in
the economy make any difference to the level of economic activity?” He

answered these questions by considering the places, where, at any one moment

of time, the country’s stock of money might be.

The payment of a note is only a momentary transaction . . . . [it]
spends the greater part of its life reposing in someone’s pocket

or purse, or in someone’s till or cash-box or strong-room. "

° 1bid..
" Ibid., pp.10-11.

2 Ibid., p.10.
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Whilst ‘reposing’ in these places the note would, of course, be part of the
essential cash balance which each individua) or company, or bank, felt it prudent
to retain as a balance. This largely answered Hawtrey’s first question. The
required stock of money would be that which satisfied the sum of the required
cash-balances of millions of individuals and companies — the sum of millions of
individual decisions, with each individual acting upon what he or she considered
to be a prudent reserve of money.

Yet, would changing this quantity of money aff ect the nation’s economy in any
way? Hawtrey conducted a little ‘thought experiment’, imagining the face value
of each note, overnight, to be doubled, thereby doubling the country’s stock of
money, and naturally concluded that if all adjustments could simultaneously be
made then economic life would progress exactly as before with the nominal
value of earnings, prices, expenditure and cash-balances doubled. Such
instantaneous adjustments being impossible, Hawtrey then used cash-balance
mechanics to illustrate how a disturbance to equilibrium by, first of all, a
reduction of the money supply (in this instance, by an increase in taxation with
no increased Government expenditure) might transmit itself into a reduction in

aggregate money expenditure.

Before the withdrawal of money from circulation, every member
of the community may be assumed to have adjusted his working
balance of money in hand so as to fit the income he was

accustomed to receive and the expenditure he was accustomed
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to incur. After the withdrawal, therefore, some at any rate of
the members of the community, having had to pay more taxes
than usual, will find that they are in danger of a shortage. In the
absence (as assumed) of a banking system, it will be necessary
for them to restrict expenditure for a time in order to replenish
their balances.

But though anyone may repl enish his balance by economising,
it is clear that no transfers of money from one individual to
another can replenish all the balances . . . . A new equilibrium
can only be found by a change in incomes and expenditures

which will make a reduced scale of balances sufficient

At this stage of his argument there was still nothing to suggest that reducing the
supply of money could not have led to a new equilibrium with lower cash
balances, lower wages and lower prices — life as before, but with the value of
each unit of currency reduced by a proportion. He first suggested this as a

possibility:

.. .thereis ... noremedy (t o the loss of orders caused by a
cut in the money supply) but th e reduction of money wages to
the point which will enable producers to resume their former
activities and dispose of the output without incurring a loss. This
reduction of money wages does not involve a proportional
reduction in real wages, for it is accompanied by an all-round

reduction in prices.”

3 Ibid., p.38.

" Ibid., p.A2.
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Then, however, he acknowledged the real problems which prevented the

appropriate adjustments being made.

If customary wages and customary prices resist the change, the
adjustment, which is bound to come sooner or later, will only be

forced on the people by pressure of distress. . . . The time taken
in reaching the new position of equilibrium will probably depend
on the willingness of employees to accept the reduced wages

[my italics]. "

‘Wage stickiness’, the reluctance of unionised workers to accept wage reductions
in the event of a money-supply cut, was identified as the prime cause of the
inability of employers to enact price cuts and restore the previous state of
equilibrium at lower monetary values. The inability of producers to
proportionately cut their wage bills prev ented them from proportionately cutting
their prices and maintaining their volumes of sales. Therefore, being forced to
cut their volumes of sales they were forced into reducing their costs in other
ways available to them. One other way available to them was the cutting of the
guantity of labour which they employe d. Equilibrium would then, however,

eventually be restored at lower monetary levels.

> Ibid., pp. 42-43.
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In the remaining stages the pressure of distress due to lack of
employment drives the working class to accept lower wages. As
wages fall, prices fall, output increases, and employment
improves, until at last all money values have completed a fall
proportional to the original diminution of the stock of money and

equilibrium is restored. "®

Hawtrey analysed the case of a monetary ‘shock’ which entailed an expansion of

currency in precisely the same manner.

People find themselves one day with more money in hand than
they expected. Each proceeds to spend his surplus. . . . retailers
give increased orders to the producers, who in turn take what

measures they can to increase their output. ”’

These measures would have abearing on employment —

If market conditions have hitherto been stable . . . there will be
no large reserve of unemployed labour. . . there will be . . .
temporary unemployed . . . ineffi cient men . . . veterans . . .
youths who are hardly old enough to begin . . . overtime . . . but

. . the possible extension of th e productive capacity of the

community would not be very great. . . . Businesses . . . will

® Ibid., p.94.

" Ibid., p.49.
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have to compete . . . to provide themselves with labour. Here is

an influence tending to in crease the rate of wages.”®

There would also be a tendency for prices to rise: ‘retailers being unable to
obtain . . . their orders for new goods . .. would be prepared to pay increased
wholesale prices to the producers.’®

The outcome of this preliminary, unrealistic, part of the investigation was
simply that - whether the initial ‘shock’ to the system was a contraction or an
expansion of currency - equilibrium would, in time, be restored with changed
nominal values of costs, prices, profits and cash-balances. However, during the
period of restoration of equilibrium, a contraction of currency would be
associated with the characteristics of trade depression whilst an expansion of
currency would be associated with the characteristics of a trade boom.

Up to this point in Hawtrey’s anal ysis there was no tendency for business
activity to move into a cyc lical pattern; only for a monetary shock — of either kind
— to lead to distortions in the pattern of wages and prices, with temporary
conditions of depression or boom, before restoration of equilibrium. He then
moved the analysis forward by adding a banking system.

With a banking system, when the stock of currency was reduced, individuals

would look to the banks to restore their cash-balances.

8 Ibid., pp. 49-51.

9 Ibid., p.50.
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The first effect of the contract ion of the currency is that the
working balance of cash in the hands of individual members of
the community will be diminished. . . . those who have banking
accounts will quickly draw out enough cash to restore their

working balances.®

In restoring their cash balances, people would lower the cash reserves of the
banks. The banks, in their turn, would need to protect their reserve-ratios by
raising their interest rates to attract mo ney, and stem withdrawals. The high
bank rate would then start to have an effect through its action on dealers’
stocks. Dealers and wholesalers, Hawtrey suggested, were able to exercise far
greater flexibility in adjusting their levels of stocks than producers and
manufacturers were able to exercise in adjusting their levels of capital
equipment. Consequently, the responses of dealers were far more sensitive to
changes in interest rates. Rising rates would be an added expense to the
dealers, who would attempt to mitigate their extra expenses by reducing their

levels of stocks.

[The dealer] can reduce his indebtedness if he can reduce his
stocks of goods, and he can reduce his stocks of goods by
merely delaying replenishment when they are sold.

Consequently the manufacturers will find that they are receiving

fewer and smaller orders . . . . [t hey] experience a slackening of

8 Jbid., p.58.
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demand, and in order to relieve th e resulting restriction of output

[they] lower prices . .. &

Other consequences followed. The extinguishing of the dealers’ indebtedness to
their bankers implied a reduction in the overall level of credit and, thus, a
reduction in both the purchasing power in the hands of the public and the
superstructure of incomes based upon that purchasing power (a central theme
running through all Hawtrey’s economics). The fall in incomes, hence demand,
would reduce the dealers’ sales - they would be forced to reduce even further
their orders to producers and the decline would continue. Manufacturers, too,
would reduce their demand for credit from the bank s, a process which would
further reduce the level of demand in the economy. Hawtrey regarded the
effects at this stage to be only slightly different from those ou tlined in the first

stage of the argument.

The process differs from that described in the last chapter chiefly
in being more gradual. The diminution in the stock of money,
instead of occurring suddenly, is caused progressively by the
action of the trading world un der the influence of the high

interest rate. &

8 Ibid., pp. 62-3.

8 Ibid., p.64.
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High rates of interest would come to an end when the bankers had restored their
reserve ratios — during which period those pressures of distress associated with
depression would be observed. Hawtrey then seemed to suggest that it might
be possible, even with a banking system, for equilibrium to be re-established

with full employment at lower levels of prices and wages:

The bankers have restored their reserves and are satisfied. . . .
[tlhe aggregate of purchasing power is on the reduced scale
corresponding to the reduced stock of money; the productive
resources of the community will not be fully employed until the
level of prices is reduced in the same proportion; prices cannot
be reduced until the cost of prod uction is sufficiently reduced;
and the cost of production can only be reduced as wages are

reduced.®

Interest rate adjustments by bankers, ho wever, gave rise to instability — and the
trade cycle resulted. Equilibrium, Hawtrey suggested, was maintained when the
interest rate of the banks (the market ra te) was the same as the average rate of

84

return on capital throughout business (the profit rate). Under such conditions

there would be no tendency for businesses to seek to increase or decrease the

8 Ibid., p.65.

8 On pp. 65-7 of Good and Bad TradeHawtrey introduced three different rates of
interest: the ‘natural rate’, being the annual saving on labour per unit initial cost of
investment goods; the ‘profit rate’, being th e profit per unit initia | cost of investment
goods; and the ‘market rate’, being, in fact, the bankers’ rate. The following analysis is
somewhat simplified and uses only the last two rates of interest, but is adequate for
demonstrating Hawtrey’s thesis that the creation of credit is inherently unstable.
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size of their loans. If businesses, through a sudden increase in the stock of
money or for some other exogenous reason (possibly increased efficiency or
technological innovation) were able to make themselves more profitable, then
there would be an increased demand for credit at the prevailing rate of interest
(if, say by innovation, a business is enabled to earn 10 per cent rather than 5 per
cent on its capital investments whilst paying only 5 per cent to the banks for the
loans by which it purchases extra equipment, then it will tend to expand its
investment). Higher credit levels, leading to increased purchasing power would,
in turn, lead to increased demand and make business still more profitable —
increasing still further the divergence between the profit rate and the market
rate. The point that Hawtrey sought to stress was, that any initial movement
away from equality between the two rates of interest would, in the early stages,
tend to be amplified. In the case of the profit rate moving higher than the
market rate, the extension of credit would, eventually, cause concern over the
banks’ reserve ratios, leading them to increase the market rate until, eventually,
they would stabilise borrowing at a point where the market rate was equal to
the, now considerably enhanced, profit rate.

However, as the market rate rose, dealers and wholesalers (as argued above)
would cut back on their orders to producers. This would initially act as a drag on
the increase of the profit rate, but, as market rate was lifted to reach the level of
the profit rate, cut-backs in orders by wholesalers would begin to reduce profits

to the point where the profit rate would eventually turn down below that of the
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market rate. Thus, it can be seen that Hawtrey saw two distinct movements,
with a time-lag or phase-lag between them. As the market rate of interest rate
rose, but remained below the profit rate, there would be tendency for
manufacturers to take on more credit. The higher interest rates which ensued
would cause dealers and wholesalers to reign back on credit. This situation can
be modelled in the mechanics of moving bodies by a system subjected to two
opposing, but fluctuating, impulses betw een which there is a time lag. The
result is instability and an induced oscillatory motion (forced harmonic motion) —
in this case, the oscillatory motion was the trade cycle induced by the instability

of credit. Hawtrey was aware of the mechanical analogy.

A flag in a steady breeze could . . . remain in equilibrium if it
were spread out flat in the exact direction of the breeze. But it
can be shown mathematically that th e position is unstable, that if
the flag deviates from it to any extent, however small, it will,

initially, tend to deviate furthe r. Consequently the flag flaps.

Hawtrey then extended his analysis to take account of international trade — first
with the simplifying assumption of no gold standar d, but inconvertible paper
currencies.®® The initial international response — on the assumption that the
initial ‘shock’ was a restriction of currency in Britain — would be for foreign

investors to want to take advantage of the higher interest rates which the banks

8 Hawtrey, Good and Bad Trade pp. 76-77.

8 Jbid., pp. 89-101.
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would impose as they attempted to restore their cash ratios (see above). The
initial demand for sterling — for investme nt - would cause its value to appreciate
on the exchanges. Hawtrey saw this appreciation of sterling as a means of
enabling foreign manufacturers, exporting goods to Britain, to undercut British
prices - forcing down the British price level and hastening the speed of the initial
movement, in the cycle of wages and prices, down towards the equilibrium
position.®”  Perhaps more importantly, the consequent appreciation of sterling
acted as a means of isolating the rest of the world from the effects of the
depression in Britain, since its effect was to negate the benefits of the greater
interest rates for foreign investors — th ey may have been able to earn more
interest, but each (inflated) pound wo uld cost them more in their local
currencies. Had this appreciation of sterling not occurred, then foreign banks
would have had to increase their interest rates to stem the outflow of reserves,
and the consequent fall in the level of worldwide credit would have diminished
foreign incomes and demand, leading to worldwide trade depression. Overall,
Hawtrey did not consider the internatio nal dimension, in the absence of a

metallic standard, made any great difference to his analysis.

Indeed the only import ant consequence . . . of a contraction [of

currency] in [one country] is the tendency of [oth er countries] to

87 Ibid., p.98.
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lend money to the [first country] in order to get the higher rate

of interest. &

However, where two countries currencies were linked by the gold standard then,

Hawtrey argued, the effect of a monetary ‘shock’ in one country could be more
far-reaching.®® Assuming a sudden contraction of currency in Britain then the
consequences of such a ‘hock’ would, as we have seen, been a diminution of
bankers’ reserves, a lifting of interest rates, the attraction of deposits from

abroad, a tendency for sterling to rise against foreign currencies — with the rise

in sterling acting as a brake on further inward investment, and removing the
need for foreign banks to have to safeguard their reserves by raising their
interest rates. But, under the gold standard, were there any tendency for a
foreign currency to fall below its lower sp ecie point, investors from abroad had
the option of directly tran sferring gold as a means of acquiring the sterling — in
effect, there was no means by which currency adjustments might stem the flow

of funds seeking higher interest rates. The outflow of currency or gold from

8 Ibid., p.99

8 Jbid., p.103. Hawtrey, despite much of his often dry and turgid prose, was not

without a mischievous sense of humour. In introducing the topic of a monetary
disturbance with a common metallic medium of exchange, he suggested that under such
conditions the sudden effect of a currency contraction would be equivalent to the step of
suddenly withdrawing from circulation a large qu antity of gold, adding — ‘[i]t does not
matter precisely what the step is. If the reader desires a concrete illustration he may
suppose that the gold is melted down and made into a calf for the people to worship’.
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countries abroad could only be stemmed by their bankers raising their interest

rates.

The foreign bankers must in turn protect their reserves by
putting up the rate of interest in their respective countries. Thus
the contraction of the currency at once tends to spread itself
over the whole of the gold-using world. The consequent
depression is by this means allevated in the area of stringency,
but only at the cost of being extended in some degree to all the

other countries.*°

The link between interest rates and incomes was, as ever for Hawtrey, the need
for cheap credit to be available for companies to bridge the gap between taking
on extra workers and the time when they were able to sell the finished products.
Thus, Hawtrey argued, the international nature of the trade cycle which had
been observed since the 1870’s had been caused, inlarge part, by the operation
of the international Gold Standard.

Hawtrey felt that the working classes lost out in both ‘good’ and ‘bad’ trade —
the ‘good’ trade phase being that period of expansion when the profit rate of
industry ran ahead of the market rate of the banks. The point being that ‘bad’
trade dealt them unemployment, whilst ‘goo d’ trade eroded their living standards

through inflation. Both needed to be avoided.®*

0 Jbid., p.105.

1 bid., p.255.
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As for remedies, Hawtrey held out li ttle hope. The imposition (or removal) of
tariffs was one means of /nitiating Hawtrey’s disturbance in the stock of money,
and these might, theoretically, be used to counterthe effects of th e instability of
credit, but to be effective they would need to be continually changed — a
situation with which ‘traders wo uld not acquiesce for a moment.®? Irving
Fisher's had proposed that paper currency be convertible into an amount of gold
which was periodically to counter the effects of fluctuating credit. Such
adjustments would have helped stabilise the prices of commodities, but Hawtrey
regarded them as ‘hardly . . . within the realm of practical politics’. %

The Minority Report of the Poor Law Commission, issued in 1909 (and
including Professor Pigou amongst is signatories), had recommended its
preferred remedy. In recognition of the cyclical nature of trade, it suggested
that a portion of the annual national ex penditure on building (up to £4 million
per annum) should be withheld, and only sanctioned when employment
exceeded a specific level. This would have provided for up to £40 million per
decade, obtainable through loans, with which to relieve unemployment during

periods of depression. Hawtrey’s response to such suggestions, in 1913, was

hardly to change in the course of the next thirty years.

92 Ibid., p.256.

% Ibid., p.256.
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. . . the writers of the Minority Report appear to have overlooked
the fact that the Government by the very fact of borrowing for

this expenditure is withdrawing from the investment market
savings which would otherwise be applied to the creation of
capital. . . . If savings . . . ar e diverted . . . the money to be
spent by private individuals on the construction of fixed capital is

correspondingly diminished . . .%*

Hawtrey made only one small concession; that a portion of the savings used to
finance Government construction might be diverted from foreign investment.
Yet he did not consider this to be wholly beneficial since much foreign
investment took the form of exported capital goods. There would be a
diminution of demand for these capital goods at a time when demand was
already low.

Having dismissed tariffs and government spending as ineffective, and
tampering with the gold standard as po litically unacceptable, Hawtrey turned,
albeit pessimistically, to one possible, realistic, hope for the mitigation of the

cycle.

If the great central banks of the world . . . could agree together
to draw the reins a little tighter at times when an expansion of
trade is in progress, they might prevent the inflation of credit
money reaching the dangerous point. To carry this policy

through successfully, they would have to realise that, when the

% Ibid., p.260.
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supply of credit money is being increased, future demands for
cash are being set in motion, and that a margin of reserve ought
to be kept in hand to meet those demands when they
materialise. And on the other hand, when the supply of credit
money is being diminished the banks ought to be in a position to
release a sufficient amount of cash to provide for the payment of
wage bills on a scale more than proportionate to the aggregate
of credit money, since the rate of wages will ultimately fall and

they will then get back the extra cash into their vaults. *°

Essentially, Hawtrey was asking central banks to increase their rates more
rapidly at the onset of a boom, thus ma intaining a higher proportion of cash
reserves as trade expanded, and to lower rates more rapidly at the onset of a
slump, thereby reducing their proportion of cash reserves during periods of
depression. Such actions would have acted as a damping mechanism on the
oscillations of credit — shock absorbers reducing the motion of the springs after
the car had hit the ramp. Hawtrey never lo st his faith in the power of frequent
adjustments of Bank rate. His pessimism in making these proposals lay in the
absence of any central bank in the United States, whose 20,000 banks continued
‘blindly building up vast inflations of cred it money, only to land themselves every
few years in a crisis accompanied by the suspension of cash payments and

followed by a collapse of industry’. %

% Ibid., p.263.

% Ibid., pp. 264-5.
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In his review of Good and Bad Trade in The Economic Journa/ Professor
Pigou criticized Hawtrey for his assumption that monetary fluctuations were the
causeof trade fluctuations — ‘[s]uch a poin t of view is exceedingly superficial’.®’
His criticisms may be taken as represntative of the general view of the
economics profession at the time. Pigou regarded monetary fluctuation as being
part of the symptoms of th e trade cycle rather than its cause, with ‘waves of
confidence or depression in the outlook of the business community’ playing as
important a role in the cycle as monetary factors. He thought that Hawtrey had
missed an opportunity of exploring the way in which monetary mechanisms
augmented the causes of trade fluctuation which operated from outside the
monetary system. In the face of all criticisms, Hawtrey defended his initial
economic viewpoint for the rest of his life. Later work may have added
refinement, but the basic structure of his economic model was laid out in Good

and Bad Trade and it was this model that was to form the basis of all his

economic policy comment.

OTHER ASPECTS OF HAWTREY’'S ECONOMICS

1. Dealers, Wholesalers and Middlemen

" A. C. Pigou, ‘Review of Good and Bad Trade: An Enquiry into the Causes of Trade
Fluctuations. By R.G.Hawtrey’, The Economic Journa/Vol. 23, No. 92. (Dec., 1913), p.
582.
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As Hawtrey moved from Good and Bad Trade (1913) to Currency and Credit
(1919) the most significant development of his analysis of the trade cycle was
the increasingly pivotal position accorded to the dealer — in particular, the
wholesale dealer. The position of the dealer in determining the level of
economic activity was accorded greater significance than either the producer or

the consumer.

The wholesale merchants fill a very important place in the
trading system. They judge demand and regulate supply. The
outlook of the retailer is limited and local . . . and he cannot
make a comprehensive survey of the prospects of demand. It
devolves therefore on the wholesale merchant to set the
machinery of production at work by giving orders to producers,

and incidentally to start the machinery of credit. %

In comparison to dealers the range of options to producers and consumers was
limited. The flexibility of producers was limit ed by the fixed capital they had tied
up in plant, and their need to operate that particular plant, as near as possible,
to maximum capacity. Consumers were restricted to allocating income to those
goods and services which retailers cho® to supply. The wholesale dealers,
however, had the greatest flexibility in responding to changing market

conditions; they were in possession of the intelligence, through the dealer

% R.G.Hawtrey, Currency and Credit (London, Longman’s Green, 2nd. edition, 1923) p.
8.
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network, that equalised the prices of particular goods by informing potential
traders of the conditions of supply and demand and thus effectively ‘clearing’
supply and demand.

Dealers were involved in two types of activity: first, holding stocks of goods;
secondly transferring goods from places of excess supply to those of excess
demand. Maintaining ‘large’ holdings of stocks enabled dealers to take
advantage of economies of scale (in transport, for example) and maintain
continuous supplies to retailers when production might be irregular (dependency
on harvests, for example). Large stocks cushioned transitory surges of demand,
which may, because of their transitory nature, not have been signals for the
dealer to raise his prices, but if a dealer interpreted a change in demand as
being sustainable then, to maintain his stocks, he would either have had to raise
his prices to reduce demand or increase his orders to the producer — or possibly
both. To take such steps when a demand surge was merely transitory would
involve the dealer in loss of business or extra storage costs, therefore correct
interpretation of market signals and forecasting of market conditions was
important to him. A similar set of argu ments was, of course, applicable to any
loss of demand for a dealer’s stocks.

The response of a producer to increased orders would be either to step up
production using spare capacity, or, if that were not available, to lengthen
delivery dates or quote higher prices. Long-term investments to increase output

would require substantial planning and would only be made after a prolonged
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period of consideration of future prospects, not on the basis of short-term data
obtained from dealers. It was the deal er's antennae which were important in
relating the demand of consumers to the supply of the producers.

The observation at the core of Hawt rey’s analysis was that, since dealers did
not wish to be holding large ‘idle’ balances of cash when holdings of stock fell
temporarily below their maximum requiremen ts, stocks tended to be financed by
bank advances. The interest payable onthese advances tended to be the largest
element of the cost of holding stocks. Thus changes in short-term bank rates
implied a substantial change in the cost of holding stocks. Moreover, since the
cost of holding stocks was the most flexible of all the costs in the dealer's
operations, his first action when faced with a need to reduce costs would be to

reduce his indebtedness to the banks by running down his stocks.

It is the dealer in goods who is deterred by high interest. His

capital is not composed, like that of a manufacturer, of a costly
fixed plant; it is mainly working capital in the form of stocks of
goods. The stock of goods appropriate to a given amount of
sales is not a fixed quantity. . . if the cost of holding a stock of
goods is increased. . . it is very easy for the trader to reduce the

average quantity of goods held in stock, and so his indebtedness

to the banker. %

% Ibid., pp. 69-70.
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This contraction of stocks as a result of changes in short-term interest charges,
Hawtrey argued, tended to be greater with manufactured products since, with
agricultural products, farmers were more willing to reduce prices to induce
dealers to transfer the cost of storage from themselves to th e dealers, and with
primary raw materials the variations in price in speculative markets outweighed
the effects of inte rest changes.

A decision to run down stocks would lead to a decline in orders from
producers which, since producers tend to be filling a backlog of orders extending
into the future, only led to a decline in manufactured output after a time-lag.
The eventual fall in production could be only partially mitigated by reducing
prices because of the fixed costs of the manufacturer, and so this would lead to
loss of employment and an overall reduction in consumers’ incomes. The
reduction in income would be only partially compensated for by consumers
depleting their cash-balances, and so the consequent reduction in consumers’
outlay would lead dealers’ stocks being at higher levels than intended — a level
originally designed to reduce their indebtedness to the banks. A further
reduction in orders to producers would be prompted, and the economy would fall
into a ‘vicious circle of deflation’ — or, in the event of a short-term interest
reduction, a ‘vicious circle of inflation’.

The reduction of rates would, of course, encourage deakrs to hold higher
stock levels. But there would be a limit to the quantity of stocks which it would

be convenient for a dealer to hold — storage capacity being the simplest way of
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illustrating this limit. Thus, below a certain level, the reduction of interest rates
would not entice any greater holding of stocks. Hawtrey termed this a ‘credit
deadlock’. This represented a limitation of the extent to which reductions of
interest rate might stimulate the economy. Hawtrey seems to have inserted this
gualification as a way of explaining Keynes’s concept ofthe ‘liquidity trap’ — his
contention that in a recession low interest rates wo uld not stimulate business
investment since they would have the effect of ‘pushing against a piece of
string’.

Variation of Bank rate had traditionally been the Bank of England’s method of
maintaining an adequate level of gold reserve. By raising the rate it was
intended to restrict the volume of lendin g, and thus the demand for both home-
produced goods and the imported goods which were causing the drain of gold.
If there was a rationale for the move, it was based upon a simple form of the
guantity theory that there was a dir ect relationship between the volume of
transactions and the quantity of money in circulation. Hawtrey’s emphasis upon,
and elaboration of, the role of the trader provided a more developed
transmission mechanism by which changesin bank rate manifested themselves
in changes of output and prices. Even in old age Hawtrey remained convinced
that ‘Keynes was always unsound on interest rates — he totally failed to

understand its effect on dealers’ stocks’.1%°

190 Hawtrey Papers. HTRY 13/5. Interview with Sir Alec Cairncross, 1985.
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2. The ‘Consumers’ Income’and the ‘Consumers’ Qutlay’

On 1 October 1931, Hawtrey received a personal letter from Keynes's

Bloomsbury address %

My Dear Ralph

.. . | have worked through your paper on the definitions of
Consumers’ Income and Outlay. . . .

As | understand your definitions, if a private person invites a
builder to build a house in accordance with an estimate . . . and
the value of the house is more than what it cost . . . the profit is
a capital profit which has nothing to do with income. But if the
builder [builds it], then sells it for an enhanced price to the
private person, the profit would be part of the consumers’
income. s this right?

. . . suppose that prices fall below the cost of production . . .
the entrepreneur makes a loss . . . he restores his cash . . . from

some member of the public who has been saving. This

represents on your definition . . . a reduction in consumers’
income . . .. If, on the other hand ... he makes noloss. .. but
incurs a capital expense . . . made up by a loan from someone’s

savings . . . there would be no reduction in consumers’ income.

| could further re-express my theory in your language by
saying that when saving exceeds investment consumers’ income
is reduced below normal by an equal amount, and when
investment exceeds saving then consumers’ income is increased

above normal by an equal amount. . . .

191 Hawtrey Papers. HTRY 10/80. Letter from J.M.Keynes to R.G.Hawtrey 1 October
1931.
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Will you think this over?
Yours ever
JMK

Hawtrey’s idiosyncratic definitions were the source of much confusion between
himself and other economists.'® Deutscher has described the somewhat testy
confrontation over definitions between Hawtrey and Keynes within the
proceedings of the Macmillan Committee on 10 April 1930.1%

It might be tempting to attrib ute misunderstandings between Hawtrey and
Keynes to them both being, to a certain extent, self-taught economists. It is true
that neither Hawtrey nor Keynes sat a university examination in economics. But
although Keynes, like Hawtrey, took a degree in mathematics, he wastutored by
Marshall at Cambridge prior to being offered a position to teach economics within
Marshall’'s department. He had been a teacher within the Cambridge faculty
before entering the Treasury at the beginning of the Great War, and thus it can
be claimed that he developed his understanding of economics within the great
Marshallian tradition.

Hawtrey had no such background. Within Hawtrey’s monetary model of the

economy is a prescription for stabilising the wealth value of the economy —

192 Hawtrey was atypical in that he built a mode | of trade fluctuations, not from a study
of previous contributions to the academic subject of ‘Economics’, but from observation
of banking practices within the City of London. His ‘idiosyncracy’ arises from the
development of constructs within his mo del which did not correspond to those
developed in Marshall's economics.

193 Deutscher, R.G.Hawtrey and the Development of Macroeconomics pp. 85-6.
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something which he considered should be the highest objective of the banking
system. It was Hawtrey’s emphasis upon measures to stabilise sterling (which
he did not regard as self-stabilising) which Sir John Hicks has suggested was the
origin of Keynes’s revolutionary thinking. ***

Much of the correspondence between Hawtrey and Denis Robertson arose
from confusions over definitions. Hawtrey persisted, against all other recognized
economists, in using the terms Consumers’ Incomeand Consumers’ Outlay.

Consumers’ Income was defined as ‘the total of incomes expressed in
money’.*®® It included wages, salaries, interest, rent and dividends. To
Hawtrey, this was a much more useful construct than ‘national income’ since, for
the purpose of analysis ‘it would apply . . . for anygroup, whether it be a nation

or something larger or smaller or different’. '°° Consumers’ Outlaywas ‘the total

spending out of income’.**” The Consumers’ Outlaywas divided into that part

spent on goods and services, and that part used to purchase investment
products such as shares and bonds. Interming this second part as ‘investment’,
he used the word in a quite different way from Keynes, who used the word to
mean the creation, by companies, of tangible assets such as buildings and

machinery. The amount by which the Consumers’ Income exceeded the

104 3. Hicks, ‘Automatists, Hawtreyans, and Keynesians',Journal of Money, Credit and
Banking, Vol. 1, No. 3, Conference of University Professors. (Aug., 1969), p. 308.

195 R.G.Hawtrey, The Art of Central Banking (London, Longmans, 1932), p.84.
1% Jbid.

107 1big,
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Consumers’ Outlayled to an ‘unspent margin’ (which could be negative) through
which individuals maintained their essential cash-balances at an appropriate
level. Any event which triggered a negative ‘unspent margin’ — releasing cash

into the community — acted as the source of a process of cumulative expansion.

3. Banking

Hawtrey exhorted his readers to think of banks as ‘dealers in debt’ rather than
receivers and lenders of ‘the medium of exchange’, since he believed that this
was the only way to come to a proper understanding of the role of money in an

advanced society.

If we turn to the actual institutions by which the money of a

civilized country is governed, we shall find that the foundation is
always a law prescribing by what means a debt may legally be
discharged[Hawtrey’s italics]. The law never says what may or
must be used as a medium of exchange. The idea of money is

derived from the idea of debt. 18

Two of the modern definitions of money are as ‘a medium of exchange’ and as a
‘unit of account’. Hawtrey generally wished to emphasize its latter role, and to
do this, in many of his wr itings, he encouraged his readers to visualize a society

lacking any medium of exchange, where all purchases were settled by the

198 Hawtrey, The Gold Standard in Theory and Practice p.2.
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transfer of debts between bank deposits. A bank deposit, which represented a
debt of the bank to the depositor, could in part be transferred from the
purchaser to the seller of any goods or services. A diligent and successful seller
of goods or services might build up a sizeable deposit. On the other hand, a
stroke of the pen upon a ledger might al so create a new deposit - upon which a
person would be entitled to draw for go ods and services. This process could be
profitable to the bank if were to charge a rate of interest to the person for whom
the deposit had been created. In such a situation the only limitation upon the
extent of the creation of new deposits would be the ability of new deposit
holders to repay, with inte rest, their deposits in such a way as to maintain the
profitability of the bank. A high rate of interest would, naturally, inhibit the
formation of such deposits. In the real world, such creation of deposits would
also be limited by depositors seeking to use their deposits to claim some medium
other than the bank’s own debt (i.e. cash). This restraint would constrain the
bank to limit its deposits and maintain an adequate reserve of cash — and in such
cases the interest rate would be the tool of limitation.

Hawtrey did not regard an increase in credit as leading to an increase in cash
balances since any money borroved would not be hoarded but spent. The spent
money would enhance the incomes of its recipients. It was thus axiomatic for
Hawtrey that credit creation fed directly into an enhanced consumers’ income.
Thus, given that Hawtrey regarded trade depression as entirely being due to a

compression of the consumers’ income, it followed that adjustment of the level
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of credit by manipulation of short-term interest rates held the key the control of
both unemployment and inflation. Reviewing the series of essays which Hawtrey
compiled into his Monetary Reconstructionin 1923 — a time when unemployment
was not the overriding concern that it was to later become, Denis Robertson

wrote:

. . a single dominant thought gives unity to the whole series:
the pearls are strung on a single thread — the conviction that the
general level of prices can and ought to be controlled by the

manipulation of the rate of discount. %

The same reviewer's comments, when reviewing Hawtrey’'s A Century of Bank
Ratesome sixteen years later, indicate how Hawtrey’s faith in the power of Bank

rate had been unshaken by two decades of economic depression.

... Mr. Hawtrey marshals his rich knowledge of financial history
... In support of his well-known thesis that the manipulation of
Bank rate, working through the d ecisions of merchants to alter
the size of their stocks, can be an almost completely effective

instrument for controlling th e level of economic activity. **°

19D, H. Robertson ‘Review of Monetary Reconstruction by R.G.Hawtrey’, The Economic
Journal Vol. 33, No. 130. (June 1923), 204.

119D H. Robertson ‘Review of A Century of BankRate by R.G.Hawtrey’, The Economic
Journal Vol. 49, No. 193. (March 1939), 94.
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4. The Demand for Money

Individuals would tend to collect money at fairly widely-spaced intervals such as
pay days, or periodic visits to the bank, or, at even mo re widely spaced intervals
such as dividend payment days. Demands on the individual's cash would be
virtually continuous. For this reason cash balances were needed. The greater a
person’s income the greater would be his overall level of expenditure, and
therefore the greater his average cash balance would need to be. Unforeseen
contingencies, and accumulation of funds to purchase investment vehicles were
other motives for holding cash, but Hawtrey regarded the le vel of cash-balance
to be directly related to anticipa ted outlay, and thus to income.

When consumers, as a result of increased incomes, anticipated an increased
outlay, suggested Hawtrey, they would tend to increase their cash balances by
drawing on their bank deposits — a process which would cause the banks’
reserves to fall. Given the tendency, in an expanding economy, for wage rises to
lag behind price rises, Hawtrey argued that the depletion of bank reserves was a
lagging indicator — the last event in a series which ran through rising prices,
rising wages, greater anticipated outlay, the demand for greater cash balances

1

and finally bank withdrawals.'** Consequently, using the state of the banks’

reserves as the basis for adjustments in interest rates was to apply the stabilizing

11 F H.Capie and G.E.Wood, ‘Money in tle Economy, 1870-1939’ in R.C.Floud and
D.N.McCloskey (eds.), The Economic History of Britain since 1700, (Vol. 2, 1860-1939),
(Cambridge, C.U.P., 1994).

Capie and Wood showed that the period between 1870 and 1914 had been marked
by stable demand for money, growing stability of the monetary system, little variation in
long-term interest rates and stable inflationary expectat ions (pp. 219-20).
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corrections too late in the cycle - with the result that the correction had to be
applied more severely than would otherwise have been required. This, he
suggested, exaggerated the cyclical swings If central banks were prepared to
look further than the state of their rese rves — particularly into movements of
price indices — and make prompt, frequent adjustments of their discount rates,

then Hawtrey believed that worst effects of the trade cycle could be mitigated.

5. Investment and the Trade Cycle

In reviewing Hawtrey’s theory of the cycl e Laidler was of the opinion that open-
economy, international considerations were not at the heart of Hawtrey’s
analysis since his ‘treatment of these issuesis markedly inferior to that of [John

Stuart Mill]; for he does not consider the possibility that an external drain of

(gold) might trigger the upper turning point of the cycle’.*? Laidler also
suggests that the phase difference between production for consumption goods
and production for investment goods did not play a significant role in Hawtrey’s
analysis™® However, towards the end of Good and Bad Trade whilst discussing
the reasons for financial crises, Hawtrey noted that ‘industries engaged in the
production of fixed capital are peculiarly sensitive to fluctuations in the general

state of trade . . . and the consequences are to be seen both in the high

unemployment rates in the industries during periods of depression and the high

Y2 | aidler, The Golden Age of the Quantity Theory, p.111.

13 1bid.
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prices which rule in them during periods of activity’. *** Within such industries he
included ‘building and shipbuilding trades, the construction of roads and railways,
and to a great extent the manufacture of machinery and vehicles . . . iron and

steel trades, and brick-making and quarrying’.*® He used a numerical example
to illustrate the effect on the capital go ods industry of changes in demand for

consumer goods —

For example, it may be taken that in a particular industry the
output increases . . . at an average rate of 1% p.a. and that
fixed capital requires renewal after 20 years use. Then 5% of
the capital requires renewal each year and [with] the demand for
[increased] plant the demand for new plant will be 6% of the

total amount of plant. But if there is an expansion of trade
which increases the output of this industry in a particular year by
4% . . . the new plant needed will be 9% of the existing plant . .

. 50% more than the average. **°

Here, in embryo form, was the accelerator principle which was to be worked out
more fully by John Clark some four years later. Hawtrey did not seem to attempt
to integrate this idea into his analysis as a means of explaining the trade cycle’s

self-generating nature. For him, it was a peculiarity of th e trade cycle which

14 Hawtrey, Good and Bad Trade p.206.
Y5 Jbid., pp. 205-2086.

Y18 sbid., p. 207.

84



required explanation, rather than a mechanism which drove the cycle. Prior to
this short analysis he had asserted that ‘[the capital] industries really depend
ultimately for the demand for their products upon the rate at which savings are
accumulating’.'*” Hawtrey is, here, equating investment with savings as the
difference between income and consumption. Savings led to investment —
without which the capital industries could not prosper. Given this belief in the
importance of savings for the capital industries it is unsurprising that he
continued to argue against the feasibility of public works expenditures as a
means of stabilising the capital industries. This argument underpinned the

‘Treasury View' which cautioned againg financing public works on borrowed

money as a means of reducing the unemployment count.

6. The Gold Standard

Susan Howson concluded that Hawtrey’'s role in the framing the Genoa
Resolutions for the reintroduction of an international gold standard, in 1922, was
the ‘high point of his official career.*® Nothing came of Hawtrey's Genoa
Resolutions, but in terms of the level of his profile, this assessment is probably
true. The Genoa Resolutions set out to establish an improved gold standard,

since Hawtrey regarded the failure of the traditional gold standard to stabilise the

value of money as a means of account— i.e. in terms of th e generalised value of

17 bid., p. 206.

118 Howson, ‘Hawtrey and the Real World’, p.176.
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other commodities — as its major weakness. Fluctuations in the value of gold
were the result of fluctuations in deman d, and since the gold holdings of central
banks formed the basis for expansion of credit — to Hawtrey, the necessary
condition for the expansion of the consumers’ income — he regarded it as vital
that central banks took measures to stabilise the demand for gold.

With central banks acting independently of each other, one central bank
restricting credit, stemming its imports and thus accumulating gold, would
commit other banks to take similar measures to preserve their gold. Credit
restriction and collapse of consumers’ incomes would become a worldwide
phenomenon. Such a process could be initiated by a general increase in the
demand for gold. Hawtrey regarded a gold standard managed by international
cooperation in response to world economic conditions as a necessity for
preventing such fluctuations. World economic depression demanded an
agreement for all central banks to expand credit in such a way that fear of loss
of gold would be reduced. Similarly, any general deficiency in gold could be
countered by a general agreement between central banks to adjust their gold
reserve ratios — again, with co-operation reducing the fear of loss of gold - in
such a way that the demand for gold remained steady and its value did not
fluctuate. During the 1920s, as a means of both economising on gold and
stabilizing its value, Hawtrey urged acceptance of a Gold Exchange Standarg
whereby central banks’ holdings of a limited quantity of gold-equivalent foreign

reserve would be regarded as part of their essential reserve for creating credit.
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In the 1930s, with Britain off th e gold standard, Hawtrey recommended
‘competitive devaluation’ of currencies as a means of restoring world trade (see
chapter 8). Generally, however, his preference was for a managed gold standard
with fixed, rather than floating, exch ange rates since stability encouraged
international trade and benefited the City of London as a centre for financing

world trade.

7. International Trade

Hawtrey’s analysis of international trade relied upon two more of his idiosyncratic
constructs — ‘home trade products’ and ‘foreign trade products’ - ‘home trade
products’ were those incapable of being internationally tradeable, whereas
‘foreign trade products’ were those products, whether produced at home or
abroad, which were capable of being traded internationally. The essential
distinction between these two types of go od being that whereas prices of ‘home
trade products’ were largely responsive to domestic demand, the price of ‘foreign
trade products’ was largely determined internationally — changes in demand in a
single country having little effect on the international price. Conversely changes
in the currency exchange-rate had little effect on the price of ‘home trade
products’ whilst affecting the price paid for ‘foreign trade products’. A
depreciation of the pound would have raised the price of import ed ‘foreign trade

products’, and this would have given some scope for domestic producers of
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‘foreign trade products’ to raise their prices — an important element in Hawtrey’s
arguments for overcoming trade depression during the nineteen-thirties.
International securities were regard ed as roughly comparable with ‘foreign
trade products’ in that they had an international price. Hawtrey viewed
investment in foreign securities as evidence of insufficient outlets for investment
at home; something likely to arise during depressions. He was, by 1938,
prepared to concede that there would be one benefit of government-sponsored

public works in that:

[tlhe private enterprise displaced by Government borrowing may
be the export of capital. A very substantial relief may be secured
at a time of depression by a capital-exporting country in this
way, in so far, at any rate, as the Government expenditure is
directed at home and neither to the acquisition of imported
products nor to the diversion of goods from export. . . . There is
a favourable effect upon the balance of payments, which, with a
given foreign exchange value of the currency unit, permits of an

enlargement of the consumers’ income.**

There was considerable reservation attached to Hawtrey’s recognition of the
validity of public works, since he viewed the measure as one which would
intensify depression in those countries which had previously been importing

capital. Public works were no answer to conditions of world depression.

119 Hawtrey, A Century of Bank Rate p.271.
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8. The Schedule of interest Rates

Any review of Hawtrey’s economic model must attend to the issue which arose
with Keynes over the role of long-term and short-term interest rates, and the
inter-relationship between these rates. This was an issue which came to divide
Hawtrey and Keynes even more sharply than their differences over the efficacy
of loan-financed public works as a means of alleviating unemployment.

In his earliest writings Hawtrey di d not differentiate between loans taken out
for different periods of time, or differences in rates for different-term loans. By
‘interest rate’ he usually implied the prevailing Bank of England discount rate,
whose value influenced the short-term lending rates of the commercial banks
(Hawtrey noted that Keynes often failed to specify the term of the interest rate;
referring to ‘the complex of the various rates of interest current’)?®®. The
important transmission mechanism, for Hawtrey, was very simply that
movements in the short-term interest rate influenced dealers to increase, or
decrease, their stock levels, and the changes in the size of orders given by
traders to manufacturers was responsible for fluctuating levels of industrial
activity.

Hawtrey’s views received little consideration from other economists of the
time, and since he relished in responding to criticism, he expressed

disappointment that, apart from Keynes, economists had not even troubled to

120 1bid.., p.196.
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reject his theory. *?*

Keynes emphatically rejected the transmission mechanism
of Hawtrey which related the trade cycle, via adjustments in dealers’ stocks, to
variations in the short-term rate of interest.

Sir John Hicks has expressed the view that large parts of Keynes’s Treatise
were a reply to the points in Hawtrey's Currency and Credit with which he
differed.*®* Hicks also drew attention to th e large areas of agreement between
Hawtrey and Keynes. Both agreed, largely against the received wisdom of the
time, that the monetary system had no automatic stabilisers. (Hicks,
incidentally, expressed the opinion that Hawtrey’s model of a free-market system
that was not automatically self-righting, as outlined in Currency and Credit was
the origin of the Keynesian Revolution).?* Both agreed that the system needed
to be stabilised by a policy devised by the monetary and fiscal authorities. Both
agreed that interest rates, directly or indirectly set by a central bank, were an
important element in the pro cess of stabilisation. They strongly disagreed on the
relative importance of long and short-term interest rates.

Hawtrey, as we have seen believed in the short-term interest rate, as set by
the Bank of England’s discount rate, as #he means of controlling production

through its effect on dealers’ holdings of stocks. Keynes looked to fixed-capital

investment for long-term production as the key to economic expansion and

121 Kaldor, ‘Mr. Hawtrey on Short and Long Term Investment’, 462.

122 3. Hicks, ‘Automatists, Hawtreyans, and Keynesians',Journal of Money, Credit and
Banking, Vol. 1, No. 3, Conference of University Professors. (Aug., 1969), 308.

123 1bid., 308.
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recovery; to the businessman’s anticipated profit from an investment over the

course of its life set against the long-term rate of inte rest used to finance that
investment. Thus, to him, long-term inte rest rates were the important ones, and

the only relevance of the short-term disc ount rate was the extent to which short-

term rates influenced long-term rates — as he believed they did. Keynes believed
that any additional costs imposed upon a dealer by an increase in short-term
interest rates was as nothing compared to the prospect of his enhanced profit
through rising prices in a period of expansion — the holding of liquid goods by
dealers and middlemen were nowhere near as sensitive to changes in Bank rate
as Hawtrey would have it.

Hawtrey’s response to Keynes’s criticisms in 7he Treatise and the General
Theory came in his 1938 publication, A Century of Bank Rate. Hicks’'s opinion
was that this was a ‘demolition of the Keynesian mechanism’.*** In asserting
that changes in Bank rate (the cost of short-term loans) worked through into
long-term rates, Keynes had used data from the 1920s only. Hawtrey used the
data on short and long-term rates over th e previous hundred years to show that
Keynes’s hypothesis was not supported by the evidence. Moreover, Hawtrey
suggested there was little of substance in the weight which Keynes put on the
value of the long-term rate of interest, since ‘[m]ost of the industrial projects
offered for exploitation at any time promise yields ever so far above the rate of

interest . .. [that] the rate of interest calculated on money raised will probably

124 1bid., 310.
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be no more than a very moderate deduction from profit. **> Two highly-rated
economists supplying two powerful arguments against the effectiveness of either
short or long-term rates; it was hardly su rprising that Hicks, in his review of
Hawtrey’s work, should come to the provisional conclusion that ‘Tweedledum and
Tweedledee had both fallen flat, and the way was cleared for the Age of Fiscal
Policy’ %

Hawtrey, however, was not content to let the matter rest there, and took the
matter up with Hicks; insisting that hi s work was not simply a demolition of
Keynes’s argument but a positive re-statement of his own position. He drew
Hicks’s attention to a section of his book which underlined the psychological
importance attached to changes in the Bank of England’s rediscount rate. In a
section entitled ‘Psychological Reactbons’ Hawtrey suggested that in (for

example) raising its discount rate, the Bank of England was not merely making it

more expensive for dealers to hold stock, but sending out a message of intent.

When Bank rate went up from 3 to 4 per cent., a trader would
reason that this was intended to have a restrictive effect on
markets, and that, if the effect was not brought about, the rate

would simply go higher and higher until it was . . . . Those who
took that view would restrict their purchases and demand would

fall off, and so the 4 per cent. rate might be found potent

125 Hawtrey, A Century of Bank Rate pp.170-171.

126 Hicks ‘Automatists, Hawtreyans and Keynesians'. 311.
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enough, even though, if unsupported by traders’ anticipations, a

6 or 7 per cent. rate might have been necessary. **’

On having his attention drawn to this, Hicks re-assessed Hawtey’s position, and
concluded that the ‘psychological’ element in Hawtrey’s model was ‘distinctly
superior’ to the ‘psychological’ element within Keynes’s which depended upon a
somewhat vague long-term expectation of profit. 1*® In awarding pride of place,

in this respect, to Hawtrey’s model, Hicks drew upon a phrase of A.C. Pigou’s —
announcement effect. Hicks used the term announcement effect to indicate the
way in which the announcement of a policy decision gives rise to people
reconsidering their behaviour before the enacting of policy. Hawtrey’s model
relied upon the powerful announcement effect of changes in Bank rate.
However, regarding its true effectiveness, Hicks (writing in 1969) had this to

add:

... on Hawtrey’'s analysis . . . it should be possible . . . for the
Central Bank to take decisive action.  There is a world of
difference . . . between action whic h is determinedly directed to
imposing restraint . . . and identically the same action which
does not engender the same expectations. Identically the same
action may be /ndecisive if it appears to be no more than an

adjustment to existing market conditions; or if the impression is

127 Hawtrey, A Century of Bank Rate p.249.

128 Hicks, ‘Automatists, Hawtreyans, and Keynesians’, 313.
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given that it is the most that is politically possible. If conditions
are such that gentle pressure can be exerted in a decisive
manner, no more than gentle pressure will as a rule be required.
But as soon as there is doubt about decisiveness, gentle
pressure is useless . . . . From this point of view . . . the
nationalisation of the Bank of England was a death-blow to the
Hawtrey system. . . . . for it made the Bank constitutionally

incapable of arousing the expectations on which it had hitherto

relied.*?®

The Bank of England may, still, be nationalised, but in 1997 it was granted
operational independence to set its rate to meet a set inflation target. In that its
target was a pre-determined rate of inflation rather than a broad remit to
achieve economic stability, its task lay very close to what Hawtrey had called for
— the frequent adjustment of Bank rate with purpose of maintaining the wealth
value of the currency. We now have a situation which Hawtrey would surely
have endorsed.

By the act of publishing A Century of Bank Rate Hawtrey was appealing to
empirical evidence to justify the superiority of his theory of interest-rate
schedules over that of Keynes. His appeal was not to the superior logical
internal consistency of his model but to the evidence provided by history. This
raises the question of whether appeals to historical data — corresponding in some

ways to the physical or biological scientist's appeal to experimental data — are a

2% Ibid.
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legitimate means of advancing economic theory. The works by Backhouse, and
those edited by De Marchi and Blaug, use epistemological studies to try to locate
economics within the spectrum of the sciences.**°

Backhouse pursues the questions of the extent to wh ich the concepts of ‘truth’
and ‘progress’ are relevant to economic theories, and, if so, the ways in which
‘truth’ and ‘progress’ might be established.

The idea of ‘progress’ in economic theory implies that new theories are an
‘advance’ on older theories. To make this claim, Backhouse suggests, is to
oppose a modernist or post-modernist view of economic science. This view
would liken the idea of unidirectional ‘progress’ in economic theory to a Whig
interpretation of history which judges a period of history by standards and
conditions pertaining today, and the extent to which the period moved towards
today’s conditions . The post-modernist would argue that all theories contain a
particular discourse which is only relevant to the time in which they were
produced. Whilst agreeing that the science of economics could never meet the
standards of empirical proof demanded by Karl Popper, Backhouse argues for the
ideas of progress and truth in economics, and argues that ‘[ijn economics,

theory is comparatively over-developed relative to empirical evidence’.** He

130 R. E. Backhouse, Truth and Progress in Economic Knowledge(Cheltenham, Edward
Elgar, 1997).

N. B. De Marchi and M. Blaug, Appraising Economic Theories: studies in the
methodology of research programmes (Aldershot, Edward Elgar, 1991).

131 Backhouse, 7Truth and Progress in Economic Knowledge p.119.
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argues for the establishment of empirical generalisations capable of acting as
constraints on theorising.

Generally Backhouse steers a couse between that of Frank Hahn and Mark
Blaug. Hahn has dismissed the impatance of methodology in economic
theorising, arguing that a good theory, independent of empirical data, aids
understanding and acts as an analytical tool. Blaug has been critical of
economists’ methodology, arguing that it is essential that empirical progress
advances alongside theoretical progress.

Backhouse is generally approving of the approach of Milton Friedman whose
theoretical advances sprung from his historical study with Anna Schwartz.!*?
Friedman believed that, in the absence of controlled experiments, historical
episodes provided the economist with much relevant data. It seems likely that
both Backhouse and Friedman would have supported Hawtrey’'s recourse to

historical evidence in his dispute with Keynes over the relative importance of

long- and short-term interest rates.

132 M. Friedman and A. Schwartz, A Monetary History of the United States 1867-1960
(Chicago, 1963).
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Chapter 1
Paving the Way forth e Return of Gold

1919-1924

By 1922 the post-war boom was well and truly over. An anti-waste campaign in
the popular press, targeting two mythical ci vil servants ‘Dilly and Dally’, took hold
of public opinion.*®  Lloyd George’'s Coalitim Government responded by
appointing a committee, chaired by Sir Eric Geddes, torecommend cuts in public
expenditures. McDonald has argued that campaigns by the Daily Mail and the
Daily Expressmarked the beginning of a new ph ase in British politics whereby,
because of the recent enlargement of the fr anchise, politicians were required to
respond to public opinion as it was perceived through the pages of the popular
press. The idea of the Geddes Committee was Lloyd George’s; ever the populist
politician.*3*

The Treasury, whilst wanting to reig n in the costs of the spending Ministries,
feared that the Geddes Committee would upset its own model of expenditure
control. The Finance section of the Treasury had set great store by the ‘return
to gold’ providing the necessary discipline to control expenditure but feared that
the enlarged franchise had made monetary stability more difficult to achieve; the

Treasury wanted reduced spending for the redemption of debt, the Geddes

133 AJ.P.Taylor, English History 1914-1945(0xford, OUP, 1965), pp. 183-4.

13 A. McDonald, ‘The Geddes Committee and the formulation of public expenditure
policy, 1921-22', Historical Journal 32(3). Pp.643-74.
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Committee wanted reduced business taxes. The broad alliance of objectives
forced the Treasury and the Geddes Commitee to work together in an uneasy
relationship. 1*

The execution of this committee’s recommendations, the ‘Geddes Axe’, was
probably the most notable series of fiscal measures undertaken by the Treasury
during the period 1919-24. Hawtrey seems to have played no part in the
process. The Financial Enquiries Branch produced no menoranda commenting
upon the cuts, nor was Hawtrey involved in any discussions relating to cuts in
expenditure. ®

In Hawtrey’'s 1966 interview with Sir Alec Cairncross, Cairncross was
concerned to understand the way in which the inter-war Treasury operated;
whether it had regular chaired, and minuted, meetings, or whether special
Treasury meetings were convened to discuss the implications of Geddes, or May.
Hawtrey could not recall being present at any such meetings, nor was he aware
of any such meetings taking place - lack of recall was improbably due to failing
memory, since Hawtrey could well remember crossing Horse Guards Parade in
1919, to dine and discuss the leaving of the Gold Standard with Sir John

Bradbury and Sir Basil Blackett™*” If, in fact, Hawtrey’s memory had failed him,

135 A. McDonald, ‘The Geddes Committee and the formulation of public expenditure
policy, 1921-1922’, Historical Journal 32(3), pp.643-74.

136 Interview with Sir Alec Cairncross, 1966. HTRY 13/5

137 1big.
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it was probably because fiscal detail had always held less interest for him than
the vicissitudes of gold.

Maintenance of the wealth value of th e currency unit was of central ethical, as
well as economic, importance to Hawtrey. He believed that the Gold Standard,
whilst incapable of guaranteeing the stability of sterling by itself, could be part of
a more complex mechanism whereby values could be preserved. This chapter
will consider Hawtrey’s role in the process of preparing to return to the Gold
Standard in the years 1919-24.

The 1914-18 war had been marked by price inflation, a growth of the money
supply which included the printing of bank notes by the Treasury as well as the
issuing of notes by the Bank of England in excess of its normal fiduciary limits,
and the propping of the poun d at close to its pre-war value by dollar loans.

Under normal peace-time conditions the receipts of government from taxation
are often irregular compared to the regular outward flows arising from
government expenditure. Under such conditions, it is perfectly normal and
proper for governments to raise money, to cover periods of low receipts, by
selling three-month Treasury Bills. These bills are later re-purchased, with
interest paid, by using subsequent incoming taxation. During the First World
War the sums that could be raised through taxation and long-term loans were
insignificant compared to the demands of fighting the war. The British
Government resorted to the selling of Treasury Bills to raise money without

having any hope of being able to settle these bills through the proceeds of
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taxation. Ultimately they were repaid by the Government resorting to Ways and
Means loans from the Bank of England. The subsequent enlargement of the
money supply was the main source of the war-time inflation.

Given the financial demands of war on their governments, France, Germany,
Russia and Austria-Hungary abandoned the Gold Standard at the beginning of
the 1914-18 war - Britain, despite a commonly-held view, did not. **® Remaining
on the Gold Standard did, for a time, stave off the depreciation of the currency
which would be expected to follow inflationary finance. Throughout the war it
was still possible to present a pound note and demand a given measure of gold.
Under normal circumstances, with a country’s note issue inflating, much of the
inflated currency would have been used to demand gold, and much of that gold
would have been exported (in effect, as Hawtrey pointed out, the Government
would have been financing itself by the sale of its gold). **° Under the normal
mechanism of the gold standard the loss of gold through exportation would have
forced the authorities to su ppress the note issue (or, possibly, raise taxation to
the extent that it would ha ve been capable of financing the issue of Treasury
Bills). The circumstances of war forbade the easy shipment of gold abroad, and
as a result, the British monetary authorities were shielded from the
consequences of the mushrooming of currency notes. The mechanisms of the

gold standard had failed, and Britain was enabled to nominally remain on the

138 Hawtrey, The Gold Standard in Theory and Practice p.93.

139 Jbid., pp. 93-4.
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standard without having to co mply with its disciplines. Additionally, most of the
belligerent governments paid for their wa r supplies by selling off their supplies of
gold (much of it to America); the gold-receiving nations were swamped with
more gold than they needed. The price of gold fell in relation to other
commodities, and gold-denominated currencies, such as sterling, were worth less
for the purpose of buying commodities on the international markets. The effect
was to exacerbate British inflation. As the United States entered the war in 1917
it prohibited the free movement of gold and, for the time being, destroyed any
semblance of a world gold market. 14

After the war it once again became possible to ship gold abroad without it
being endangered. America withdrew its prohibition on gold movements in
1919, and thereafter it was no longer possible for Britain to maintain the
pretence of the pre-war parity under a gold standard. To have continued to do
so would have resulted in the total loss of gold reserves and so the Prohibition of
the Export of Gold Order, on 1 April 1919, effectively removed Britain from the
Gold Standard. It was to remain outside the standard until 1925.

Post-war reconstruction and capital investment for peace-time produced a
boom which lasted, according to Susan Howson, from April 1919 to April 1920.***

During this period, the director of one bank recollected, ‘we ladled out money;

we did it because everybody said they were making and were going to make

190 1bid., p.94.

1415, Howson, Domestic Monetary Management in Britain 1919-38(Cambridge, C.U.P.,
1975), pp.9-10.
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large profits’.*** Charles Feinstein has estimated that the Consumer Price Index
rose from 222.9 in 1919 to 257.2 in 1920; *** the pound’s exchange rate with the

dollar fell from its war-time pegging of $4.765, on 20 March 1919, to $3.40 in

February 1920.}** In the middle of this pric e boom and currency collapse the
British Government, somewhat uncomfortably, accepted a report from a

committee which had been instituted at the very end of the war.

In 1918 the Treasury and the Ministry of Reconstruction had set up a
‘Committee on Currency and Foreign Exclanges after the War — the Cunliffe
Committee. Its report had stated that before the war ‘the country possessed a
complete and effective Gold Standard [which] operated effectively to correct
unfavourable exchanges and to check undue expansion of credit’.**® Cunliffe
provided the classical justification for the Gold Standard, describing it as a
‘lewelled’” mechanism - a piece of exquisite, self-correcting engineering; as
precise as any clock’s pendulum or ary steam engine’s governor. The Gold

Standard would have imposed its disciplines upon the market for credit in such a

142 R.H.Brand, director of Lloyds Bank. Quoted in Howson, Domestic Monetary
Management in Britain, p.10.

143 3. Tomlinson, Public Policy and the Economy since 19000xford, O.U.P.), 1990), p.47.
A later retrospective estimate of inflation by Pigou (1947) gives R.P.l. inflation during
1919-1920 as over 50 per cent .

144 peden, British Economic and Social Policyp.61.

145 Cunliffe Committee. First Interim Report of the Committee on Currency and Foreign
Exchanges After the War, Cd. 9182, Parliamentary Papers 1918, VII, paragraph, 47.
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way as to stabilise the external value of the pound, and thus provide a basis for
restoration of international trade.
The Cunliffe Committee’s First Interim Report in August 1918 had reflected

the desires of its in-built majori ty of bankers when recommending:

[i]n our opinion it is imperative that after the war the conditions
necessary to the maintenance of an effective Gold Standard

should be restored without delay. 14

The report set out three pre-requisites for the restoration of an effective Gold
Standard: the cessation of government borrowing, the raising of ‘the Bank of
England discount rate’ to check ‘a foreign drain of gold and the speculative
expansion of credit in this country’, and that the of issue of bank-notes not
backed by gold be limited by law.**” No mention had been made of an exchange
rate; only a presumption that the pre-wa r rate would be restored. In August
1918, when the First Interim Report was published, the pound was still pegged
at its war-time level of $4.765, the ex tent of the deflation which might be
necessary to achieve a rate of $4.87 was not envisaged, and the mechanism by
which it might be brought about only va guely understood. However, given that
the Cunliffe Report received the virtually unanimous support of the committee of

highly respected advisors and financiers, the Chancellor of the Exchequer, Austen

146 Cunliffe Committee, First Interim Report, para. 47.

147 Moggridge, The Return to Gold 1925, p.13.
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Chamberlain, had little option but to urge its acceptance upon Lloyd-George’s
Cabinet. Cabinet acceptance was confirmed to parliament in December 1919.
By February 1920, with the pound at $3.40, a depreciation of some thirty per
cent from its pre-war value, the extent of the deflation that would be necessary
if the Gold Standard was to be restored to its previous level became
uncomfortably clear.

Hawtrey’s involvements in the years leading up to the restoration of the Gold
Standard were in two distinct areas. First, on the nature of the Gold Standard
itself; he believed that the pre-war Gold Standard had defects which made it
incapable, without modification, of preserving the wealth value of the monetary
unit. He had views on ways in which the Gold Standard might be improved;
views which were eventually to be put before, and accepted by, the Supreme
Council of the Allies’ Genoa Conference of April 1922. Secondly, he had strong
and somewhat unorthodox views about the most appropriate credit policy by
which the United Kingdom monetary authorities might, without inflicting trade
depression on Britain or the rest of th e world, restore the pound to its pre-war
exchange value with dollar. At the risk of losing chronologi cal continuity, these
two issues will be dealt with separately, beginning with Hawtrey's views
regarding the structure of the Gold Standard.

Shortly before his appointment as Director of Financial Enquiries, on 12

September 1919, Hawtrey addressed the Economic Section of the British
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Association on the subject of the ‘The Gold Standard’.}*® He noted that, a year
after cessation of hostilities, America was showing the first signs of re-
establishing a Gold Standard, but having accumulated gold during the war she
was now ‘saturated’ with gold. In conseq uence, the value of its gold had fallen

in relation to other commodities.

This decline in the purchasing power of gold has disclosed a
weakness in the Gold Standard. The stability in the value of gold
depends on the accumulated stocks being large in proportion to
the annual supply. . . . The demand for gold as currency, by
withdrawing this large quantity from other uses, tends to keep

the value of gold up. **°

Here, Hawtrey began to underline the fact that widespread restoration of the
Gold Standard involved dealing with two distinct problems: firstly, nearly all
monetary units had depreciated, to differe nt degrees, against their nominal gold
parities, and secondly, gold itself had lost its value against a range of other
commodities.

In Britain, in order to restore pre-war parities — that is, the value of the
monetary unit to the fixed weight of gold to which it equated before the war - a

modest degree of deflation in money prices would be necessary to bring the

148 The text of this address is to be found in Hawtrey, Monetary Reconstructior), pp. 48-
65.

149 1bid., p.52.
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value of the monetary unit (the pound) back in line with its nominal gold value.
This would involve a reduction in the money price of all commodities including
the commodity of labour. Hawtrey acknowle dged this as being a painful process.
Within his model of the economy it would involve raising short-term interest
rates. The usual consequences would flow from this: the higher interest rates

would deter traders from holding stocks bought using credit, and would
encourage them to reduce their indebtedness. To do this they would have to
reduce the prices of their goods in order to sell off their stocks more rapidly, and
they would reduce their orders to manufa cturers. Eventually, after a process
involving some unemployment, this would lead to a new equilibrium at lower
prices and wages. But — and this is the crux of Hawtrey’'s argument — the
general restoration of the Gold Standard in its pre-war form, by a large group of
countries, would cause such a surge in the demand for gold by the various
central banks, that the price of gold would be driven up in relation to other

commodities. Since the value of monetary units would be tied to gold this
implied that the real value of a fixed mo netary wage would be driven up. In
consequence, the monetary deflation of wages, in Britain, would have to be
correspondingly greater in order to restore the equilibrium between the value of
wages and that of other commodities. Under such circumstances restoring the
Gold Standard would require even greater deflationary measures than the
already overvalued pound demanded, since the actual process of a general

return to gold would dr ive up the value of th e pound even further.
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Nevertheless, despite the problems and dangers associated with the return to
a Gold Standard Hawtrey felt it was the only practical way in which trust in the

currency could be restored and maintained.

Distrust of the unit shows itself in a general desire to get rid of
balances of money . . . in exchange for commodities . . . . So the
distrust accentuates the depreciation and, of course, the
depreciation accentuates the distrust. It is in such conditions
that trade is brought to a stan dstill by the sheer want of any
tolerable medium in which debts can be measured. For the last
two years we have seen communities starving, not because
there was no food, but because the peasants and farmers would

not sell food for paper money. **°

In the light of the problems associated with any return to gold, Hawtrey, in

looking for a monetary system which economised on the use of gold, and
prevented the world’'s banking systems from distorting its value by their

fluctuating demands for it, was led to extol the virtues of a Gold Exchange
Standard Such a system, by permitting central banks to use gold-related
currency as fully equivalent to gold in their reserves, would have economised on
the use of gold, and, by suitable management, ironed out the currency

instability.

%0 /bid., p.58.
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Within his envisaged ‘Gold Exchangé system the world’s central banks would,
in addition to holding stocks of gold, hold reserves of paper money of all the
other gold-standard currencies. These paper monies would be ‘gold equivalent’,
freely available for exchange for notes of any other currency, and acceptable as
payment for imported goods ‘on terms just favourable enough to compete
successfully with . . . gold’. ***

The system would require safeguards — merely substituting foreign currency
for gold offered no security from an almost indefinite expansion of paper money
with a fixed substructure of gold reserves. There was no clear indication of how
this could be done. One of Hawtrey’s suggestions seemed to foreshadow the

current mode of operation of the Bank of England’s Monetary Policy Committee

in setting the Bank’s base rate.

The scientific economist will be tempted to look for a solution in
the regulation of currencies by index numbers of prices. . . .
[but] the index number will be ra ther to give guidance, along
with other data, in the administrative control of currency, than to

play a part in the mechanical rigidity of a statutory system. *>2

Hawtrey also felt that some internat ional agreement was necessary by which

countries agreed, by law, to limit the quantity of paper money which was not

151 Jbid., p.59.

52 1bid., p.60.
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backed by gold. In operating the gold exchange standard it was important that
foreign currencies be treated as equivalent to gold only for the purpose of
settling foreign debts, not as a basis for the printing of pape r currency — this
must only be done on the basis of the possession of metallic gold. According to
Hawtrey, under these rules, if any country indulged in inflation and allowed its
currency to devalue (despite, apparently, abiding by the rules of the exchange
standard in limiting its fiduciary issue) th en it would find ‘more and more of its
paper money locked up in the exchange reserves and withdrawn from
circulation. This would operate like the export of gold’. **3

Whilst the operation of the gold exchange standard under these rules might
serve to control inflation and currency devaluation occurring through excessive
printing of paper money, Hawtrey noted that the principal means of payment in
business was credit, and that any system designed to maintain the value of the
currency should have an effective means of controlling credit. Since possessors
of credit were free to draw cash from the banks, the running down of the
commercial banks’ cash levels should bean indication that credit was being

granted too freely. It was, however, a lagging indicator.

If we rely on the limitation of paper money, and the bankers do
not succeed in keeping control of credit, the inevitable result will

be that, when the bank reserves in some or all countries

153 1bid., p.62.
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threaten to melt away to nothing, the limitation of paper money

will be suspended.™*

For the purposes of controlling credit Hawtrey returned to the use of an index

number of prices.

The rise in prices precedes the drain of legal tender money into
circulation. It will be the functi on of the principal banks . . . to
watch the index of world prices, and to put the brake on by
raising the rate of interest as soon as a material rise is recorded.
But . . . arise in prices may be due not to credit expansion but
to a scarcity of one or two important commodities. . . . The
banking authorities must take into account not only the statistical
data, such as index numbers, but also all that they can learn

about the state of business from their relations with traders. 1°°

Hawtrey had faith in an Anglo-American hegemony to control the world’s gold
supplies: such a hegemony, he believed, would coerce other countries into
adopting similar practices. If these tw o countries were to reach agreement on
limiting their uncovered paper monies to an amount determined by their gold
holdings, operate an external payment system on a gold-exchange basis using
gold-equivalent currency rather than pure gold, and contro | credit with a view to

keeping the value of gold in line with an index-number evaluation of

5% Ibid,

155 Jbid., p.63.
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commodities, then he believed the rest of the world would follow. **° This, he
believed, would restore the gold standard as a more trustworthy standard than it
had been in the past, and enable the restoration to be carried out with minimal
deflation.

The first joint effort to restore the International Gold Standard was the
International Financial Conference in Brussels called by the Cauncil of the League
of Nations in September-October 1920. In an attempt to prevent the discussions
becoming mired in recriminations over reparations, the League of Nations
resolved to exclude from discussion all ‘the questions which are the subject of
the present negotiations between the Allies and Germany’.”*” It may, in a strict
sense, have been successful in this nove but an air of mistrust, linked to war
reparations, hung over the conference. Judging by the personnel appointed to
represent Britain at the conference, a retired Governor of the Bank of England
and a retired Joint Permanent Secretary to the Treasury (Cokayne, by then Lord
Cullen, and Chalmers), the Brussels meeing was to be treated as a diplomatic

rather than a financial exercise. No progress was made on the question of gold.

1% Hawtrey frequently called for the maintenance of prices with reference to an index
number, and discussed the construction of index numbers at some length in his book
The Art of Central Banking. He was concerned that an index of prices should be
constructed in such a way that it revealed causes ‘which affectfed] all prices’ (p.330),
and eliminated causes (such as crop failures) arising from non-monetary events. To this
end he suggested removing the prices of certain goods from a weighted arithmetic
mean if their change in price could be attributed to a non-monetary cause. His
conclusion was that ‘monetary causes [of price changes] . . . are causes affecting the
amount of consumers’ income and outlay otherwise than in proportion to the factors of
production’.

15" R. S. Sayers, The Bank of England 1891-1944(Cambridge, C.U.P., 1976), p.153.
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Hawtrey was not directly involved wi th the Brussels conference. Five leading
economists, including Pigou, had prepared a joint statement which set out the
agenda for the conference.’® The gist of their analysis was that exchange rates
could only be stabilised by subduing inflation; inflatio n could be subdued only by
countries eliminating budget deficits; budget deficits could only be eliminated by
the resumption of economic growth; the principal barrier to the resumption of
economic growth was the shortage of capital, and international financial
institutions found it impossible to raise the necessary capital because of the
instability of exchange rates. Given such circularity of analysis, entrenched
attitudes over reparations, and concern over the deflationary implications of the
proposals, it is unsurprising that nothing came of them. **°

The next attempt at internationa | co-operation over monetary stabilisation
was at Genoa in April 1922 when the Supreme Council of the Allies convened its
International Economic Conference. Hawtrey was a member of the British
Delegation, and his ideas were to provide the focus for discussion. The
Treasury’s Controller of Finance at the time of the run-up to the Genoa
negotiations was Sir Basil Blackett. Blackett had been a close friend and
colleague of Hawtrey for a number of years, and over the course of those years

they had had many discussions together over policy ideas.’®® The Genoa

138 B Eichengreen, Golden Fetters: The Gold Standard and the Great Depression, 1919-
1939 (Oxford, O.U.P., 1992), p.154.

159 Jbid., pp.156-7.
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Conference seemed to be an ideal venue for Hawtrey to present his ideas
relating to a gold-exchange standard, and Blackett encouraged him to frame his
ideas into the form of a series of resolutions for discussion.

Hawtrey consulted with the Bank of England in framing his resolutions.'®* As
a later part of this chapter will descri be, there were, in the period 1920-22,
tensions between the Bank of England and the Treasury over the level of interest
rates. Initially, Hawtrey gave his support to the Bank of England’s desire to
impose higher interest rates as a means of quelling the post-war boom, and as a
result he, for a short time, established a good relationship with the Bank’s
Governor, Montagu Norman. The discussions with Norman were, therefore,
cordial.

Hawtrey framed his ideas into twelve resolutions. Resolutions 1, 4, 5, 6 and 8
stated that economic reconstruction depended upon stability, that stability
required currencies to be based on a common standard, and that since gold was
the only standard upon which agreement was possible, then establishment of a
Gold Standard and a programme for its implementation should be agreed on -
each country individually should decide whether its currency should revert to its
pre-war value, or whether a new parity wa s more appropriate  Resolutions 2, 3

and 12 stated that all countries should have a central bank of issue which was

180 Account of lecture by Hawtrey to th e Royal Statistical, April 25 1933. Journal of the

Royal Statistical SocietyVol. 96, No. 3. (1933), p. 459. When moving a vote of thanks

to Hawtrey for a presentation to the Royal Statistical Society, Blackett told the audience
that ‘in the course of long years of discussion with [Hawtrey], | have never found myself
able to disagree both with his premises and with his conclusion’.

81 sayers, Bank of England 1891-1944 p.158.
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free from political interference, and that an early meeting of these banks should
be convened by the Bank of England to establish an agreed policy for regulating
credit. Resolution 7 called on all participating countries to balance their budgets.
Resolution 9 stated that any new Gold Standard should embody some means,
such as maintaining reserves in the form of foreign currency, for economising on
the use of gold. Resolution 10 called for co-ordination of po licy between Europe
and the United States, and Resolution 11 set out a series of proposals which
would form the basis for th e discussions at the meeting which it was intended
that the Bank of England should convene. The important proposal under
Resolution 11, which is pencil-marked and arrowed in the Treasury’s own copy of

the ‘Resolutions’, stated that —

‘[c]redit will be regulated, not on ly with a view to maintaining
the currencies at par with one another, but also with a view to
preventing undue fluctuations in the purchasing power of gold.
It is not contemplated, however, that the discretion of the
central banks should be fettered by any definite rules framed for
this purpose, but that their colla boration will have been assured

in matters outside the province of the participating countries. *°2

Immediately before being taken to Genoa, the ‘Resolutions’ were submitted to,

and almost completely accepted by, expert representatives from different

182 Treasury Papers T176/5. Niemeyer Papers. ‘The Genoa Currency Resolutions’, a
report on the progress of discussions by R.G.Hawtrey, April 1922.
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countries who met in London. Resolution no. 11, providing a detailed scheme for
a Convention was felt to be too detailed to be taken fo rward to the Conference.
At Genoa Sir Robert Horne,then Chancellor of the Exchequer, presided over the
Financial Commission, and Sir Basil Blacké chaired the committee of experts.
The experts adopted all Hawtrey’s resolutions and reintroduced the detailed
proposals for an international conference that had been dropped by the
committee of experts in London.*®® The whole scheme was then taken back to,
and adopted by, the Financial Commission. On the question of the
reintroduction of Resolution no. 11, Hawtrey, in a late r interview with Professor
Spreng, recalled that ‘. . . after the day’s proceedings . . . someone pointed out
that it was desirable that this proposal . . . should be made in more detail . . . . it
was passed on to me prepare more extended proposals. Of course | simply
copied out those that | originally made to the committee in London. And they
received no further criticism . . .’ 1%

Hawtrey’'s Resolutions succeeded in making the Genoa Conference more
focussed than that at Brussels. Delegaes did not hope for ambitious schemes
for international recovery, but concentrated upon the restoration of exchange

rate stabilities; a move which it considered to be the first important condition to

be satisfied before world economic recovery could take place.*®

183 Jbid,

184 £ J.Spreng, mimeograph ‘Conversations with Sir Ralph Hawtrey’. Quoted in Howson,
‘Hawtrey and the Real World’, p.156.
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One dilemma of the delegates to the Genoa conference was between
stabilising exchange rates at current parities and stabilising them at their
traditional rates. To stabilise them at the prevailing rates ran the risk of
undermining confidence in the international monetary system — if the exchange
rates could, at this point, be arbitrarily decided by administrative decision, then
there might be little confid ence in exchange rates which could be modified by
administrative decision at any time in th e future. However, to stabilise them at
their traditional rates would have involved many countries in a painful
deflationary process. Eichengreen notes that there was an irony in that it was
the countries which were in the strongest position to re turn to pre-war parities
that tended to advance the argument fo r stabilising currencies at close to their
current exchange rates. This, in 1922, was the position taken by the British
delegation, whilst countries such as France, Belgium and Italy, which had
suffered far greater inflation, refused to accept any increase in the price of gold
relative their domestic currencies. Eichengreen notes the further irony that
despite arguing at Genoa for stabilisation at prevailing rates, when Britain did
eventually re-enter the Gold Standard it was at pre-war parity, whilst the
countries which, at Genoa, refused to consider stabilising at depreciated rates
ultimately opted to do that very thing. **® Hawtrey warned the conference of the
point which he had earlier stressed in his 1919 address to the British Association,

that the competition to recover gold by countries returning to the Gold Standard

185 Eichengreen, Golden Fetters p.157.

188 Jbid., p.158.
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would drive up the world price of gold an d leave the participating countries with

a more severe deflationary task than they had ever anticipated. In drafting the

proposals of the Financial Commission Hawtrey had prepared plans, which by
judicious use of foreign currency reserves, were designed to head off this
competitive struggle. In practice, the holding of foreign reserves had been
commonplace before the war, but the Genoa Resolutions sought to
institutionalise this practice. Principal centres such as Landon, New York, Tokyo
and Paris would be encouraged to establish a free market in gold.

Keynes had attended the Genoa Conference as correspondent for the
Manchester Guardian!®” Prior to leaving for Genoa he had written an article,
‘The Stabilisation of the European Exchanges: A Plan for Genoa’, which
eventually appeared in the paper on the morning of 20 April 1922. ®® He had
considered the virtues of stabilising currencies at their existing relative values
against restoring them to their pre-war relative values, and had come down in
favour of stabilisation over restoration since restoration, ‘so far from fixing the
exchanges, mean[t] a deliberate policy of altering them’. **®* He had advocated
the presentation of resolutions being brought before the conference based on

three general principles: countries should not attempt to restore their currencies

187 3.M.Keynes, The Collected Writings of John Maynard Keynes: XVI{ (ed. Johnson)
(London, Macmillan, 1977). Articles and letters relating to Genoa are reprinted pp.354-
425.

188 Jbid., pp. 355-3609.

189 tbid., p.357.
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to pre-war values if it entailed increasing their gold value by more than 20 per
cent; currencies should be exchangeable acpinst gold at a fixed rate as soon as
possible; gold-holding by individuals should be prohibited, with gold only being
made available for export and the settlement of international debts. '’ Keynes
inserted the last principle as a means of preventing gold-holding by individuals
causing fluctuations in its value — he had wanted to see a gold-bullion standard
rather than Hawtrey’s gold-exchange standard. His ‘plan of action’ had included
certain flexibilities: wider bands between buying and selling prices than the old
gold-points, and provision for limited annual adjustments in gold values. Keynes
had circulated copies of his article among the delegates at Genoa, and (as he
presumably had hoped) the possibility of putting his proposals before the
Conference was considered —although decided against - by the Chancellor of the
Exchequer, Sir Robert Horne!™*

Keynes continued to file reports fr om Genoa back to Ergland throughout the
Conference. On 15 April 1922 Keynes put his finger on one serious defect of the
Genoa Resolutions; that there was nothing in them which committed

governments to action.

Actually, nothing is being considered at present but a series of
pious declarations of general principles. Many of these are old

and stale. It does not help much to repeat in general terms that

10 Jbid., pp. 361-362.

1 bid. , letter from Keynes to the E.T.Scott, 15 April 1922.
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currencies should be stable, that budgets should balance, and
that banks of issue should be free from political pressure. . . . In
short some day, somehow, at some parity we must have gold
again. But when, how, or at what parity Genoa shrinks from

declaring.”

Keynes acknowledged that in the proposal for a conference of central banks to
establish measures for continuous cooperation were ‘some germs for future
action’, but he felt that the time wa s ripe for much more. On 17 April 1922
Keynes elaborated further on the lack of practical progress being made. He
thought that those countries such as Britain, France and Italy — the countries
which were no longer suffering progre ssive depreciation — should declare an
early date for returning to gold. Howe ver, he pinpointed the weakness which
prevented this from being done; Britain’s insistence on returning to gold at its
pre-war par with the dollar was delaying the rest of Europe from fixing their

parities. Furthermore, he felt the question of the stabilisation of the wealth

value of gold might be steadied by agreement between the American Federal
Reserve Board and the central banks of those European countries which decided
to return to gold. The to ne of his report was that such matters were delaying
progress, they could be settled once the decision to return had been made, and
he rather regretted that the ‘theorists, Professor Cassel and Mr. Hawtrey, [had]

persuaded the practical bankers that such considerations [were] really

Y72 Ibid., pp. 382-3.

119



important.*”® In a final dispatch on the work of the Genoa finance sub-
commission, on 27 April 1922, Keynes depbred the lack of firm commitment;
only a vague agreement to another assembly. He saw no evidence of progress

from the Conference, and suggested that:

. . . progress must come from the action of individual countries.
The experts of Genoa [seemed] to recognise this in a rather
pathetic passage where they ‘venture to suggest’ that ‘a
considerable service will be rendered by that country which first
decides boldly to set the example of securing immediate stability

in terms of gold’ by devaluation. *"*

Reviewing the Genoa Confeence, in 1923, Hawtrey would probably have been
inclined to agree with much of Keynes’'s comment. He did, however, offer a

defence of the proceedings at Genoa.

That there should be twelve propositions on the subject of
currency, which command the agreement of all Europe, would
seem to be a fantasy hardly deserving serious consideration,
[inviting] the suspicion that th e resolutions must be strictly
confined to pious platitudes . . . . And there is no difficulty
supporting such criticisms with guotations from the resolutions

themselves. That stability is desirable, that Central banks should

13 Ibid., pp. 384-385.

4 Ibid., p.409.
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be independent of political pressure, that all European currencies
should be based on a common standard, that the only possible
common standard is gold, and that so long as budget deficits are

met by the creation of paper money then currency reform is

impossible . ...}

Hawtrey went on to argue th at these, apparent pious platitudes, were no more
than the necessary placing on record that the most ‘flagrant examples of
currency inflation . . . have been due to the action .. . of Government’, and that
‘Government action of this kind must cease if anything whatever is to be done
with the currency’. }’® The real success of the conference, he claimed, lay in the
passing of Resolutions 3, 10 and 12, which recommended a meeting of
representatives of central banks of Europe, to be summoned by the Bank of
England, and to which representatives of the United States be invited. The
importance of this meeting, to Hawtrey, wa s that it recognised the principle ‘that
currency policy is ultimately credit policy (and) the direct ion of credit policy is the
special function of a Central bank’. Again, writing in 1923 and looking back on
the Genoa Conference, Hawtrey felt that there were elements in which the

Genoa Resolutions were unsatisfactory.

1> Hawtrey, Monetary Reconstruction p.131. The quotation is taken from his 1923
essay, ‘The Genoa Resolutions on Currency’.

Y78 1bid., p.132.
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It is impossible to point to any pa rticular time at which effect can
be given to them. [They] must wait for the balancing of budgets

before they can take effect in the weaker countries. . . . [they]

must wait for the establishment of a gold parity, whether the

restoration of the old one or the ad option of a new. England [is]
within less than 10 per cent of par. But no one can say for
certain how long it will take to bridge the gap. . . . Some
countries whose currencies are at less than half their pre-war
parities, are nevertheless extremely unwilling to give up the
prospect of restoring them. France, Belgium and Italy all took
this attitude at Genoa. It seems to involve an almost indefinite

postponement of stabilisation as far as they are concerned.*”’

Indeed, the years passed and no conference of Central Banks was ever called.
The idea went no further than Montag u Norman, Governor of the Bank of
England, sending out letters to European central banks with a view to the
possibility of such a meeting in September 1922.1"® Co-operation over currency
stabilisation was submerged under protracted wranglings over war reparations.
Additionally, many central bankers doubted whether such a convention could be
effective: the practice of central bankin g had long been carried forward under a
shroud, by personal and informal contacts, and many central bankers felt that an
open convention was foreign to their culture. There was also a feeling at the

Bank of England that Hawtrey had trespassed on their territory. Hawtrey, of

Y7 Ibid., p.147.

178 Black, ‘Ralph George Hawtrey’, p.381.
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course, was a Treasury official, and so far as Bank of England officials were
concerned, Treasury officials should concern themsdves with taxation and
spending; international monetary negotiations were the Bank's domain.
Montagu Norman, whilst keen to return to gold for the exchange-rate stability
that would enhance the City of London as a world financial centre, had little
concern for internal stability of prices. To him this was an irrelevant and
impracticable ideal. In a letter to Benjamin Strong, Governor of the Federal
Reserve Bank, he dismissed Hawtrey as a ‘leading light of the Treasury who
made it his particular business to quarrel with the policy of the Treasury and the
Bank of England’!”® The Americans themselves needed little further
discouragement from entering into such a convention since they were suspicious
that the Europeans would use currency stabilisation as a pretext for liquidating
war debts, and on these grounds they had refused to participate in the
discussions at Brussels and Genoa. Futttermore, Benjamin Strong clung to an
old fashioned view of the gold standard’s automatic mechanism and believed
that the gold-exchange standard with foreign reserves, as recommended by
Hawtrey, represented a political act of interference, or a ‘watering down’ of the

standard which could only lead to lax financial policies and uncontrolled creation

of credit.

19 G.C. Peden, The Treasury and British Public Policy 1906-590xford, O.U.P., 2000)
pp. 155-6. Peden is quoting from R.W.D.Boyce, British Capitalism at the Crossroads
(Cambridge, 1987), p.41.
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Eichengreen has suggested that, despite the agreement which the proposals
were accorded at Genoa, there was a strong element of British self-interest in
the form which the proposals took. The Act of Parliament prohibiting the export
of gold was due to expire in 1925, putti ng a degree of pressure on Britain to
return to the gold standard, in all probab ility at pre-war parity, before the expiry
date. It was seen as vital to Britain’ s interests that she reduced deflationary
pressures in the rest of the world and to ok steps to inhibit possible rises in the
price of gold in order to reduce the price deflations that would have to be
imposed before returning to the Gold Standard. %

Undoubtedly, if the Genoa resolutions could have been followed through,
there would have been less pressure on Britain’s gold reserves after 1925, and
lower interest rates could have prevailed with less aggressive deflationary
policies being pursued. Hawtrey’s vision of a gold-exchange standard which
preserved the value of the monetary unit, maintained exchange-rate stability and
stabilised the value of gold was considerably more ambitious and had greater
vision than the narrow reactionary recomme ndations of the Cunliffe Committee,
to which the government was committed. In the end it is difficult not to see
such a gold-exchange standard, as envisayed by Hawtrey, collapsing under the
weight of its administrative structure. The failure of governments to adopt the
Genoa Resolutions remained a source of hugedisappointment to him. He always

felt that if Sir Basil Blackett had remained as Controller of Finance at the

180 Ejchengreen, Golden Fetters, p.159.
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Treasury, then Blackett would have steered the Genoa Resolutions into effect.
Blackett had been at Genoa with Hawtrey; he had a close affinity with Hawtrey,
and besides having a professional interest his friendship with Hawtrey gave him
an added personal interest in the progress of the Resolutions. But, late in 1922,
Blackett was replaced as the Treasury's Controller of Finance by Sir Otto
Niemeyer. He was a strict adherent to the canons of sound finance and a
believer in the efficacy of the conventional Gold Standard — he did not have the
same interest in the Genoa resolutions as Blackett nor did he have the same
personal or professional affinity with Hawtrey. Hawtrey's ‘Genoa Resolutions’
withered through lack of support from the Bank of England and from his
superiors at the Treasury. Despite work which received widespread approval,
Hawtrey was never again to play such a high-profile role as a member of a
British delegation to a major international conference.

Alongside his interest in a reformed Gold Standard, Hawtrey maintained an
interest in credit policy. The Cunliffe recommendations, accepted in 1919,
committed the country to a number of years of financial retrenchment and high
interest rates in preparation for returning to the Gold Standard at a parity which,
by generally assumption, was going to be the pre-war parity. The inflation,
which accompanied the 1919-20 economic expansion, gave the Bank of England

cause to move towards a dearer money policy with even greater urgency. The

movement began in late 1919. The Bank rate, which had stood at five per cent
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for 135 weeks, from 5 April 1917 to 6 November 1919, was raised to six per
cent.'®!
Until the end of 1919, even the relatively high Bank rate of 5 per cent had had
little effect on curbing the money supply an d inflation. Bank rate could only be
effective as a means of curbing lending if it forced the commercial banks to pass
on the higher rate to their customers, an d this would only happen if they were
put in the position where th ey might have to use the Bank of England’s lending
facility. There was little danger of the co mmercial banks having to do this. They
were flush with three-month Treasury b ills which the government was continuing
to sell through the Bank of England. These bills paid only 3.5 per cent. If a
commercial bank’s lending operations endangered its currency reserve, then it
was far more economical for it to boost its reserves by failing to renew its
holding of maturing Treasury bills — which only paid 3.5 per cent — than by
having to borrow from the Bank of England at 5 per cent. In effect, they were
happy to forego the 3.5 per cent benefit in order to av oid the 5 per cent penalty,
whilst continuing to lend profitably at rates above the effective floor of 3.5 per
cent. Thus the only effective check on the level of bank lending was the
Treasury Bill rate, and the banks’ failure to renew Treasury bills was leading to
even greater lending, as the day to day requirements of the Government had to

be met by borrowing, on Ways and Means, at 3 per cent from the Bank of

England. According to Hawtrey,

81 Hawtrey, A Century of Bank Rate p.296.
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[i]t was not the [banks] but th e Government that was then
driven to borrow from the Bank of England. It was the advances
from the Bank to the Government on Ways and Means that
supplied the cash foundation on which the inflationary
superstructure of bank credit was being built up. . . . But if
Treasury bills [had been] made more attractive relatively to
advances to traders, the banks would [have raised] their charges
for loans and overdrafts as well as for discounts, and so

[discouraged] trade borrowing. %2

During August and September of 1919, Bank of England officials had been urging
the Chancellor of the Exchequer, Austen Chamberlain, to help make its Bank rate
effective by increasing the Treasury bill rate to 4.5 per cent. *** The Bank, on 25
September 1919, sent a letter to the Chancellor (having been invited by the
Chancellor, who believed that he would have had difficulty in putting the move
past the Cabinet, to put its case in a ‘reasoned statement’), in the course of
which it argued that, since the pound had fallen to 15 per cent below parity,
dearer money was essential to prevent further erosion of the value of the pound,

and that an increase in the Treasury bill rate would assist in making its 5 per

182 Ibid., p.133.

183 5. Howson, ‘The Origins of Dear Money, 1919-20’ The Economic History Reviewy New

Series, Vol. 27, No. 1. (Feb., 1974), 97.
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cent effective. On 6 October 1919 the three-month bill rate was raised to 4.5
per cent and the six-month bill rate was raised to 5 per cent. 34

Figures culled from various sources by Howson suggest that from December
1919 the money supply began to grow at a slower rate, and that high-powered
money (the sum of the currency in circul ation and the currency held in reserve
by the Bank of England) fell in the first four months of 1920. **® This was
followed by a few months’ fluctuation in the money supply, with a steady rise

186
1.

between June 1920 and January 192 Hawtrey, writing in 1937, held the

view that after the raising of the Treasury bill rate there was ‘a pause in the
progress of inflation, but [by] March 1920 the pace was as great as ever’. '®’
However, whether primarily for purposes of controlling price inflation, or
primarily through a desire to apply defl ationary measures for restoring sterling
parity, by February 1920 the Bank was again seeking Chamberlain’s support in
raising Treasury bill rates in order to support a still higher Bank rate.
Chamberlain was also under pressure flom some of his Cabinet colleagues who
wanted to see /ower rates as a means of facilitating programmes such as

housing development. His instincts seem to have been to support the Bank;

seeing them as the agents of ‘sound finance’. But, needing backing with which

184 1bid.,.98.
185 spid., 98-100.
186 1bid.

87 Hawtrey, A Century of Bank Rate p.132.
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to resist Cabinet pressure, he once more sought a ‘reasoned statement’ in
support of their proposals from the Bank. Additionally, he sought advice from
Treasury administrators (Blackett and Niemeyer) and from the Treasury’s
economist (Hawtrey). He also looked outside both the Treasury and the Bank in
seeking advice from Keynes.

The five replies to Chamberlain’s request for guidance have been collected
together in a single Treasury file.'® They were collected together during the
Second World War — presumably with the hope that they might afford some
guidance to conditions after that conflict. Keynes produced a fascinating
foreword to the collection, which it is worth revisiting after considering the
various replies.

With his customary brisk efficiency, Niemeyer was the first to reply, on 3
February 1920, with a brief memorandum listing six numbered arguments in
favour of ‘substantially’ higher money rates. London money rates needed to be
higher than those in other financial centres to make sterling an attractive
currency to hold for investment and thus help ‘bridge the gap between gold and
sterling’; ‘inflated credit’ needed to be checked; high rates would discourage
‘merchants’ from holding stocks and encourage them to de-stock by reducing
their prices (Hawtrey’s influence is evident here); the current high rates were
starting to encourage the holding of Treasury bills, and discourage the issue and

purchase of new investment vehicles at home and abroad (points 4 and 5);

18 Treasury Papers, T 172/1384. ‘Dear Money Papers of 1919-20", collected together by
David Waley with a foreword by J.M.Keynes (7 January 1942).
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finally, ‘cheap money [would] undo all the educative effects of [the prevailing 6
per cent rate] and as people believed the need for economy was over ‘the
shilling [would go] the way of the franc and the mark’. 1%

On the following day, 4 February 1920, Hawtrey produced his reply in the
form of a six-page memorandum ‘Cheap or Dear Money'**® It was a longer,
more thoughtful, piece than Niemeyer’s in which he looked at some of the more
commonly held views regarding interest rates, and examined the theoretical
basis of them. In the manner of most of Hawtrey’'s writings, it was the
memorandum of an economist rather than that of a financial administrator, and
probably of limited use to a politician looking for arguments to justify a policy
decision.

He first challenged the argument that no realistic rate of interest could check
the borrower — the argument that since prices were rising at 3 per cent per
month it would remain worthwhile to borro w up to an interest rate of 36 per cent
per annum. Such an argument, Hawtrey argued, would only hold if there was an
expectancy that price inflation would continue unabated; the raising of interest
rates would dampen the expectation of a further general rise in prices and thus
quell the borrowing which was the cause of price rises. He felt that rates ‘not

necessarily higher than the 9 or 10 per cent which had been resorted to

occasionally in the past’ would be sufficient deterrent. To those who might

189 Jbid. Untitled memorandum from Sir Otto Ni emeyer to Sir Basil Blackett, 3 February
1920.

10 sbid., ‘Cheap or Dear Money’, memorandumby R.G. Hawtrey, 4 Feb. 1920.
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argue that such high rates would cause an ‘utter collapse of business’ he
conceded that it was ‘very difficult to choose a rate just high enough to be
deterrent and yet not so hi gh as to cause a crash’.

Hawtrey then turned to the argument that cheap money was ‘a desirable if
not indispensable aid to floating loans’. Such advocates subscribed to the view
that cheap money encouraged the purchase of longer term Government bonds at
reasonable rates of interest, and that ‘successful[ly] funding loans [enabled] the
Government to restore a sound currency’.’®* He took this view of the effect of
cheap money to be ‘completely fallacious’ since low rates encouraged an artificial
demand for investments using borrowed money — the borrowed money adding to
the aggregate stock of purchasing power and being the source of inflation. A
genuine funding operation, he suggested, should draw upon the savings of the
community. Moreover, the industrial expansion and rising prices associated with
cheap money tended to swell industrial dividends, making shares more attractive
investment propositions against Government fixed-interest stock. Hence, to
Hawtrey, a check to the expansion of credit through higher interest rates was
desirable to restore the foreign exchanges and to reduce prices and to
encourage the purchase of Government bonds.

To the point that dear money was a cost to the Exchequer due to the high

rates of interest on Treasury bills, Hawtrey responded that —

191 1bid,
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. .. high rates, if made effective, do not have to last long. Once
the artificial stimulus to trade derived from rising prices is
dispelled, quite moderate rates are sufficient to keep credit in
check. The total loss to the Exchequer would be as dust in the
balance and ought to be more than made good by the natural

fall of rates when expansion stops.**?

The essential message of Hawtrey’'s memorandum was that high rates,
effectively applied to change expectations of rising prices, could very soon be
followed by the lower rates wh ich would stave off depression.

The views of Keynes were ascertained by Chamberlain in an interview at the
Treasury on 4 February 1920. On 15 February 1920 Keynes forwarded to
Chamberlain a summary of the views he had expressed in the interview. In the
course of fifteen carefully argued points Keynes thought that dear money was

essential in —

. bringing the mind of the business world to a better
realization of the true position . ... At present . . . goods and
labour are so fully employed that almost all new credit puts
prices up, or puts exchanges down, by leading the borrower
either to compete with other purc hasers for home products, or to

buy something from abroad. ***

192 1big,

193 /bid., ‘Notes by Mr. Keynes of interview with the Chancellor of the Exchequer on 4
February 1920'.
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Keynes thought it ‘vital’ that the rate in London should exceedthat in New York,
and that bank rate should be increased to 7 per cent, with an increase to 8 per
cent ‘soon after’. He was of the opinion that 10 per cent Bank rate might be
required, but even at this level, and although there might be some financial
crisis, he believed order books in the staple industries were so full that there was
little risk of unemployment.

Blackett, the Treasury Controller of Finance responded on 19 February
1920.1* Blackett, at this point, did not directly advocate a rise in Bank rate,
stating at one point that ‘[flor the moment a Bank rate of 6 per cent is probably
as high as it is safe to go on political and social grounds’.**> However, since his
concern was that the commercial banks should find Treasury bills attractive
enough to buy sufficient numbers to pr event the Government from having to
borrow on ‘Ways and Means’, his advice implied that a rise in Bank rate might be
inevitable. There is strong evidence that Hawtrey’s views on the deterrent effect
of higher rates influenced Blackett's memorandum. On the rise of Treasury bill

rates, Blackett added —

. every rise in Treasury bill rate successfully checks some
borrowers and that once it is realized that deflation is being

pursued steadily and being achiewved, the hope of huge profits

194 1bid., ‘Memorandum on Dear Money’, Sir Basil Blackett, 19 February 1920.
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from continually rising prices will no longer operate, and

deflation will succeed by success!®®

The Bank of England’s memorandum was dated 10 February 1920, but was only
sent to Chamberlain, with a dated covering letter, on 25 February 1920. It
stated that the current rate of 6 per cent was not sufficient to bring about the
deflation of prices which would be necessary to return to th e gold standard at
the old parity, and that the bank woul d be shortly asking the Chancellor to
support a further rate rise of 1 per cent. ¥’

Keynes, reviewing this set of memoranda in 1942, called them ‘fascinating
papers’ which ‘call[ed] back to one’s mind a vanished age’!®® He was struck by
the absence of controls — the lack of rationing, control over capital use, or ability
to discipline the commercial banks. In retrospect he would like to have seen
higher rates imposed earlier. Even so, he doubted if ‘all the evils of 1921 could .
. . have been avoided’. In so far as there were lessons to be learned for the
aftermath of the subsequent conflict, he felt the papers pointed to the need for
‘all controls — rationing control, new mate rial control, new issue control, bank

credit control’ to be retained for at le ast two years after the end of conflict, and

only gradually released when consumption goods became more easily available.

9% sbid.
97 Ibid., Bank memorandum, 10 February 1920.

198 /bid., ‘Dear Money Papers of 1919-20’, colleced by D. Waley and reviewed by J. M.
Keynes.
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Looking back at his own advice, Keynes felt that with the bene fit of hindsight he
would have given exactly the same advice — ‘a swift and severe dose of dear
money, sufficient to break the market, and quick enough to prevent at least
some of the disastrous consequerces which would otherwise ensue’.!®® This
retrospective view of his own advice is somewhat at odds with Susan Howson’s
contention that ‘while Keynes had argued that a prolonged period of high
interest rates might well be needed, Hawtrey . . . thought that the high rate
should only be for a short duration’. ?®

If Blackett's word of caution had been the been the restraining factor in
holding back an interest rate rise in February 1920, then that word was
withdrawn the following month as Treasury bill sales fell and the Government
had to resort to further borrowi ng from the Bank of England.?®* On 15 April
1920 Bank rate was raised to 7 per cent and Treasury bill rate to 6.5 per cent.

The 7 per cent Bank rate was maintained for over a year. On 19 April 1921,
with Bank rate still at 7 per cent, Hawtre y produced a long memorandum on ‘The
Credit Situation’.?®*> He regarded the developments over the previous twelve

months as vindicating his theory of the deterrent effect of an increase in the

discount rate.

199 1bid.
20 5 Howson, ‘Hawtrey and the Real World’, p.159.
21 35 Howson, Domestic Monetary Management in Britain 1919-1938 pp. 21-23.

92 Treasury Papers, T.176/5, ‘The Niemeyer Papers’. ‘The Credit Situation,
R.G.Hawtrey, 19 April 1921.
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A year ago we were experiencing intense business activity, rising
prices and wages, and scarcity of labour and commodities.
Today we have business stagnation, falling prices and wages,
unemployment, a glut of commodities . . . . This is a most
remarkable confirmation of the theory of control of credit
through the discount rate. . . .. The prevalent opinion in the City
was that the rise of rates was no better than a vexatious pin-

prick, [that] nothing short of 10 per cent would make any
203

impression . . .
Such business stagnation owght to have brought about a marked improvement in
sterling’s exchange-value as falling imports reduced its availability on the foreign
exchanges. Sadly, New York’s FederalReserve was pursuing similar policies,
with similar deflationary results, having al so raised its discount rate to 7 per cent
shortly after the Bank of England. Between April 1920, when Bank rate went to
7 per cent, and February 1921, sterling sank from $3.96 to $3.20. Hawtrey
calculated that if, after the raising of Bank rate, the purchasing power of sterling
could have been raised by 23 per cent, then provided the purchasing power of
the dollar had remained the same, the exchange could have been restored to par
($4.86). The high rate increased the pu rchasing power of sterling not by 23 per
cent, but by over 50 per cent. The trouble was that the corresponding policies

being pursued in America had raised the purchasing power of the dollar by 60

293 i,
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per cent.?®® To Hawtrey it seemed that each country was waiting for the other

to reduce its rate first. He offere d his solution to the impasse:

. . . [for] the restoration of go |d we need that the dollar be
cheap and that it should be stable. . . . It would be in our power
to hasten in some degree the advent of cheap money in America

by sending more gold thither. 2°°

It was to be Hawtrey’s continuing refr ain that sending gold to America would
permit credit expansion there. American credit expansion, he believed, would
create a demand for imports which, by putting more dollars on to the
international currency exchanges, would reduce the international demand for
dollars in relation to the pound, and thus assist the pound climb back to its old
parity. In the process, British export s would be boosted and trade depression
staved off. With American rates lowered, Britain would be in a position to follow

suit. Hawtrey explained his reasoning:

[i]t is for us to follow, and not to lead, because we are still
aiming at restoring the exchange at par. To achieve this aim, all
we shall have to do will be to hold the value of sterling
approximately steady while the dollar depreciates. This does not

mean continuing deflation here, but establishing stable

2% Ibid,

205 1bid.
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conditions. . . . [The] inflation, or cheapening of the dollar will be
our opportunity. If we avoid th e corresponding inflation, the
dollar will sink to the level of sterling, and the gold standard will

be in action again.**®

In an earlier part of this memorandum Hawtrey, from a theoretical standpoint,
pointed out that central banks tended to change their interest rates in response
to the state of their reserves, but that since the reserve level was a lagging
indicator, interest changes were usually applied too late. He did not, as Howson
seems to imply, use the memorandum to criticize the authorities for maintaining
the 7 per cent level for too long. %%

The Bank of England did not, even if it would have preferred to, wait for
American interest rates to fall and then follow them. From February 1921
sterling began to strengthen against the dollar, unemployment continued to rise,
and the Treasury continued to feel the burden of the high interest payments on
its loans. The Treasury, in turn, did not wait for the Bank, but took the initiative
and reduced its Treasury bill rate in March 1921.%°® The Bank, once more
anticipating its rediscount rate proving in effective, but fearing an adverse effect
on the sterling exchange-rate if it allowed its rate to drop below that of New

York, sought the co-operation of the Federal Reserve Governor, Benjamin

206 shid.
27 Howson, ‘Hawtrey and the Real World’, p.160.

298 sayer, Bank of England 1891-1944 p.124.
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Strong, in lowering interest rates together. Strong, at this stage, refused to
make any corresponding reduction, and the Bank of England hadto go it alone in
reducing its rate from 7 per cent to 6. 5 per cent on 28 April 1921. The move
was not without its wider eff ect, since it put Strong under pressure at home, and

on 4 May 1921, against his own judgment, he was forced to lower the New York

209

rediscount rate to 6.5 per cent. Henceforth, in line with Hawtrey’'s

recommendation, London followed New York as rates fell to 5.5 per cent in
London on 21 July 1921.
On 5 July 1921, Hawtrey produced a memorandum, ‘Bank Rate’, in which he

was critical of the tardiness with whic h the rate was being gradually reduced. ?*°

Such an inflationary movement as existed at the beginning of
1920 could only be checked by measures drastic enough to start
a contrary movement almost equally violent. . . . About six
months ago at the new year it might fairly be claimed that both

America and England had passed through the ordeal. . . . Since
that time however both countries have persisted in the policy of
dear money. . . . It is hardly too much to say that the economic
troubles from which we are now suffering are mainly traceable to

the continuance of dear money. ?**

299 Jbid., pp. 124-5.
49 Treasury Papers, T176/5, Niemeyer Papers ‘Bank Rate’, R.G.Hawtrey, 5 July 1921.
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Hawtrey thought, given the general understanding that it was Britain’s intention
to return to the gold standa rd at the old parity, that the fault lay principally in
America rather than Britain. Credit restriction in America was pushing up the
purchasing power of the dollar and forcing Britain to pursue similar policies. He
guestioned whether, due to business depression and unemployment, Britain
might not find it ‘worth considering part[ing] company from America, and
tak[ing] steps as soon as possible to revive business by easy credit, without
regard to the policy of th e Federal Reserve Board?? In the event of the
Americans stabilizing the dollar and not allowing its value to fall, Hawtrey
thought that the degree of de flation necessary to return to the pound to ‘parity’
would be so great that parity would be un sustainable, and thus he regarded it as
‘futile’ to continue to inflict the ‘agoni es of deflation’ upon the country any
longer. Moreover, he felt that, in the absence of American initiative, it was

better for Britain to take the lead.

immediate relaxation of credit here is enormously
strengthened by the Federal Reserwe Board’s want of initiative. .
.. If we set the example of a ra pid reduction of bank rate (say,
by two or even three per cent in fortnightly steps of one per cent
at a time) they will follow. We sh all have lost nothing in regard

to the restoration of the exchange , and the prospect of a revival

212 1bid.
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of business in America as well as in Europe will have been

enormously improved.?*

Hawtrey warned that, even with a low Bank rate, the immediate difficulty of
stopping a deflationary movement would not be easy since once businesses were
in a rut of falling prices it wa s difficult to get out again.

After July 1921, the London and New York rates continued their downward
progress. On 21 September 1921 the New York rate was moved down from 5.5
per cent to 5 per cent. London held out for a little longer — seeing the value of
sterling rise from below $3.60 to $3.92 as a result — and did not take its next 0.5
per cent drop until 3 November 1921.%* The strength of the pound on the
foreign exchange market (from April 1922 it moved within the range $4.42 to
$4.47) encouraged further Bank rate reductions, with the rate reaching 3 per
cent by July 1922. Based on fundamentals — the relative purchasing power of
the pound and the dollar, or the relati ve values of interest rates — this
strengthening of the pound was hardly just ified, in which case the strength could
only have been due to speculation that the authorities were determined to
restore the old parity. A pound which wa s worth $4.40 at the beginning of 1922
must have seemed worth holding on to when in the near future it might be

worth $4.86!

3 Ibid.,

214 sayers, Bank of England 1891-1944 p.125.
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On 21 February 1921 the New York rediscount rate, now higher than the Bank
of England’s rate, was raised from 4 per cent to 4.5 per cent with the aim of
checking American inflation. Hawtrey feared that the Bank of England would
follow suit. On 5 March 1923, with the pound getting ever closer to its old parity
with the dollar and Bank rate still at its low point of 3 per cent, Hawtrey
produced a memorandum in which he returned to the question of the export of

gold to America.**®

It is quite a mistake to suppose that the payment of our debt to
America is an affair requiring heroic measures. . . . The question
of sending gold to America ought to be considered primarily from

a monetary point of view. %'

Monetary policy, he suggested should have regard to the twin objectives of
avoiding further deflation and restoring the gold par as soon as possible.
Hawtrey feared that if the American m ove were to successfuly check its price
rises, then the progress towards the traditional par value for the pound would be
reversed and the Bank of England would attempt to recover lost ground by
raising Bank rate. His solution was to send £100 m. of gold to America. The

gold would have been an advance payment on agreed war debts.

215 Treasury Papers T176/5, Niemeyer Papers. ‘Export of Gold to Anerica’, R.G.Hawtrey,
5 March 1923.

218 1bid.

142



In that case, rather than recover parity by a renewal of deflation
and depression here, it would be far better to send large sums of
gold to America . . . in order to create a redundancy of sterling

there. For these consignments of gold the payment of our debt
217

would supply a very suitable pretext.
Hawtrey conceded that there were methods by which the Americans might be
able to absorb gold, even to the level of £100 m., without it occasioning any
inflation, but he thought it ‘[did] not seem likely . . . that the Federal Reserve
would adopt any systematic policy of this kind’. His ‘presumption’ was that any
large-scale export of gold would hasten the inflationary tendency there.

America already held a gold reserve far in excess of that required to support
its issue of dollar notes, and so the question must arise as to why it could not
simply continue to build up excess reserves of gold — technically, to ‘sterilise’ the
gold — without, in any way, creating infl ationary credit. There were probably two
reasons behind Hawtrey’s ‘presumption’. First, on purely commercial grounds,
the holding of gold, in itself, earns noth ing, whilst its use for creating deposits
earns income in the form of interest charged for the loans of currency.
Secondly, there was a powerful American lobby which was already critical of
measures being taken to check the expansion of credit. Hawtrey ‘presumed’ that
any large addition to America’s gold stock would have tipped the balance in

favour of its userather than its sterilization.

27 1big.
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Hawtrey had floated this idea in 1921, and it had been passed on to the Bank
of England, without any positive response, by the then Controller of Finance, Sir
Basil Blackett. Similarly, Blackett's replacement, Sir Otto Niemeyer, himself
anxious to avoid excessive deflation, passed on Hawtrey’s memorandum to the
Bank. The Bank considered Hawtrey’s proposals. The sticking point was the
Fiduciary Issue - that part of the currency note issue in excess of the Bank of
England’s gold holdings. The number of permitted currency notes in circulation
was fixed by a Treasury Minute of 1919, set at a value recommended by the
Cunliffe Committee.?®® In accordance with the Cunliffe Limit, the total
permissible issue of notes which were not backed by gold (Treasury plus Bank
notes), in 1923, was £290 m. Added to th e total gold holdings of £153 m., this
gave the authorities scope to issue £443 m. of currency notes. The sudden loss
of £100 m. of gold would have drastically reduced the permissible number of
notes in circulation and depressed trade. The plan would have required some, at
least temporary, relaxation of the Cunliffe Limit. This proposal was considered
by a secret ad hoc committee which included Lord Bradbury and former the

h.”® The majority of the members of this

Prime Minister, Herbert Asquit
committee were generally sympathetic towards the proposals and to any
adjustments to the fiduciary note regulati ons required to effect them. Hawtrey’s

old mentor, Lord Bradbury, strongly dissented. He had been influential in

48 sayers, Bank of England 1891-1944 pp.126-129.

219 Jbid., p.128.
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creating the Cunliffe Limit and objected to any weakening of monetary discipline.
By May, sterling had weakened, British prices were rising in relation to American

prices, and the whole of the gold-export scheme seemed dangerously
speculative. In particular, £100 m. seemed dangerously large in relation to

Britain’s total gold reserves, whilst somewhat insignificant in relation to the

American stock. The plan was dropped and the Bank looked once more to rising
interest rates to do the work of restoring sterling to $4.86.

On 1 June 1923 the Governor of the Bank of England, Montagu Norman, met
with Niemeyer and Hawtrey at the Treasury. The Treasury men attempted to
dissuade Norman from putting up interest rates.??° This interview was followed
up by a note from Niemeyer, to Norman, in which Niemeyer pointed out that
unemployment was already rising and would be exacerbated by putting up Bank
rate. He reiterated Hawtrey's suggestion of shipping gold in excess of that
required for debt payment. On 5 July 1923 Bank rate went up from 3 per cent to
4 per cent.

On 31 October 1923 Hawtrey produced a memorandum commenting on
monetary policy.?> He once more called for the shipment of gold to America, at
a level over and above that required for debt repayment. He also answered the
criticism that his plan weakened monetary discipline, in that it involved a

reduction of the gold backing for the ster ling note issue. Credit expansion in

220 sbid., pp.129-30.

221 Treasury Papers T176/5, Niemeyer Papes. ‘Monetary Policy (October 1923)’,
R.G.Hawtrey, 31 October 1923.
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America, he argued, would increase American imports and would lead to the
Bank of England possessing more dollars The dollars, a gold—backed currency,
would be a reserve equally valid as gold for the issue of sterling currency
notes.?*?

Niemeyer followed up Hawtrey’s memorandum with a note to the Governor
of the Bank on 20 November 1923.%2® In this note Niem eyer expressed concern
that various electoral pledges and some extravagant electoral oratory were
having an adverse effect on the sterling exchange rate. Niemeyer termed all

these pre-election undertakings as ‘funk’.

Unfortunately funk having set up a fall, the fall itself generates
more funk, until things get so ba d that you will want to put up

Bank rate — if only as a sign that we have not given up the fight.

Now is there nothing we can do to encourage the faint
hearted to believe that sterling is not down and out? . . . . there
is one course which ought to be considered. We still have
considerable reserves of gold — which . . . are not seriously
needed in U.K. to meet notes. Ought we not to use these
reserves, somewhat as was contenplated in Genoa, rather than
sit and look at them? . . . It seems to me that we might properly

hold dollars against Currency Notes . . . If this is admitted, we

22 Ibid.

% Treasury Papers, T176/5, Niemeyer Papers. Note from Sir Otto Niemeyer to Montagu
Norman, 21 November 1923.
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could now sell in New York up to say £80 millions of gold . . .

replacing it in the reserve by dollars. ?**

On the following day Norman replied to Niemeyer, saying that although he was

personally ‘in principle’ in favour of shipping gold to America, at that moment it

was ‘impracticable’ 2%

The immediate object of such shipment would be to restore
confidence in the £ sterling. It is quite possible, however that
the withdrawal of gold from th e Currency Note Reserve would in
itself have the opposite effect. It might be taken as showing
that the Treasury themselves were apprehensive of the future,
and were of the opinion . . . that ‘novel’ action was necessary to

check a fall that was otherwise likely to occur.??®

Niemeyer went on to add that he do ubted whether the shipment, which would
necessarily be only a ‘moderate and gradual’ addition to the large existing stock
of American gold, could have the effect of ‘turning the exchange’. ?* This seems
to have been the last word on the export of gold, and on this matter, at least,

the view of the Bank prevailed.

24 Ibid,

22 Treasury Papers T176/5, Niemeyer Papers. Note from Montagu Norman to Sir Otto
Niemeyer, 21 November 1923.
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The Bank did not entirely have its own way over interest rates. True, it had
increased its rate by a full percentage point in July 1923, but without a
corresponding rise in the Treasury bill rate that rise could not, as we have
previously seen, have had any substantial effect on the lending practices of the
commercial banks. The Treasury bill rate did not follow Bank rate up in July
1923.22 As a result, revival in trade, which had been caused by interest rate
reductions between April 1920 and July 1922, continued through into 1924. In
July 1924, however, Treasury bill rate followed Bank rate up, Bank rate was
made effective, and all signs of trade revival stopped.

Hawtrey, by this time, had given up hope of affecting exchange rates by
export of gold, and switched his advice; a switch designed to avoid a sustained
period of depression and unemployment. In July 1924 he produced a
memorandum, ‘Sterling and Gold’.?*® Having noted that ac hieving parity with the
dollar, whether by high Bank rate or by export of gold, would involve some
contraction of credit, he suggested that there might be an alternative method

which would involve restriction of credit for only a shorter period of time.

Suppose that instead of raising the exchange by actual sales of
gold, a future date is named at which free exports of gold will be
allowed without restriction. If th e date is a fairly early one (say,

not more than six months off) and the intention to allow exports

228 Hawtrey, A Century of Bank Rate pp. 134-5.

229 Treasury Papers, T208/54. The Hawtrey Papes, ‘Sterling and Gold’ by R.G.Hawtrey,
July 1924,
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of gold is really believed in, the effect must be to raise the
exchange immediately very nearly to par. No one will sell
sterling appreciably below 4.86 if it is certain that in six months it

will command that price. %*°

The artificially high level of sterling wo uld stimulate imports at the expense of
exports, thus creating a surplus of sterling on the foreign exchanges, but the
speculative demand for sterling would hold up its price.

Even this method, Hawtrey conceded, would involve some credit restriction,

due to the need to in hibit imports during the period of artificially high sterling.

It is essential therefore to effect a suitable contraction of credit
in the early stages . . . enough to counteract the effect of the
high rate of exchange in attracting imports and retarding
exports. . . . The whole advantage hoped for from the plan is to

get through the period of falling prices quickly.?3*

Such an announcement was never made, but general anticipation of a return to
gold at the old parity ensured that sp eculation contributed to maintaining the

pound nearer $4.86 than would othe rwise have been the case.

20 Ibid.

2L Ibid.
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Chapter 2

The Return to the Gold Standard

1925

By 1925, the situation of having banknote s issued by both the Bank of England
and the Treasury needed tidying. Sir Montagu Norman was anxious to regularise
the bank note issue in such a way that it was once more controlled by the Bank
of England. He understood Labour Chancellor Snowden’s adherence to the
orthodoxy of ‘sound’ finance, and in June 1924, with the aim of reclaiming the
Bank’s prerogative to issue notes, he persuaded Snowden to appoint a
‘Committee on Currency and Bank of Enghnd Note Issues’. This committee was
originally chaired by Austen Chamberlain. Of the other four members, two had
extensive Treasury experience, Sir JohnBradbury and Sir Otto Niemeyer; one
was a merchant banker, Gaspard Farre; and the other was an academic,
Professor Arthur Pigou. Bradbury, Farer and Pigou had been members of the
Cunliffe Committee which had recommended the return to the gold standard in
1919. Given that the newcomer, Niemeyer, yielded to nobody in the strength of
his devotion to ‘sound finance’, it was hardly surprising that the committee’s
agenda should follow closely that of Cunliffe. Indeed, since the Cunliffe
Committee had recommended that amalgamation of the fiduciary issue should

await at least a year’s experience of the gold standard, then it was inevitable
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that the primary concern of the Chamberlain Committee should be the timing of

the return to the gold standard.

On 11 July 1924 the Chamberlain Committee took evidence from Keynes. He
expounded the ideas which he had recently published in his book, A 7ract on
Monetary Reform, warning the committee that a re turn to gold at the pre-war
parity would raise the gold value of sterling to such a level that 12 per cent more
gold would be required to purchase British exports — effectively a 12 per cent
increase in British export prices. Whilst this would also mean that fewer pounds
would be required to purchase the gold for procurement of imports — effectively
a 12 per cent reduction in import costs — la bour costs would continue to be paid
in pounds which had a 12 per cent greater gold content, since money wages
would not automatically fall by 12 per cent to accommodate this change in the
gold value of the pound. The result woul d be increased costs in terms of world
prices for British manufacturers, loss of profits, loss of export trade, and
ultimately unemployment. The excess of imports over exports (paid for in gold)
would lead to credit restrictions to stem the outflow of gold, with the
consequence of declining trade and further falls in employment. Keynes’s
warnings did not go unheeded since the committee’s draft report of 14
September 1924, written by Pigou, recommended waiting 12 months before
returning to the gold standard in the hope that, by then, American prices would
have risen sufficiently to avoid the inconvenience of the deflation of British

prices. Successive drafts from this commitee varied only in marginally in their
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suggestions of the actions which might be taken by the authorities to bring
sterling back to its pre-war par with the dollar.

The November 1924 General Electim saw the Conservatives returned to
power, with Baldwin as Prime Minister, and Churchill as his Chancellor of the
Exchequer. Prior to that election, £1 equated to $4.50. Speculators, anticipating
that the Conservative victory would hasten the restoration of the gold standard,
and the pound would be returned to its previous parity of $4.87, used their
dollars to purchase pounds. The increased demand for sterling drove up its
value and in December, a month after th e election, the pound had climbed to a
value of $4.70. A further consequence of the Conservative victory was that
Austen Chamberlain was appointed to the position of Foreign Secretary, and thus
the chairmanship of the Chamberlain Committee, for its brief remaining life,
passed to Sir John Bradbury.

On taking up office, one of the key decisions facing Churchll was the possible
renewal, at the end of 1925, of the enabling legislation which prohibited the
export of gold. The various restricting regulations had been consolidated in the
Gold and Silver (Export Control) Act 1920 — the Act which effectively removed
Britain from the gold standard. The Act was due to expire on 31 December
1925. The choice before Churchill was to either to let th e Gold and Silver (Export
Control) Act expire, or to legislate for its renewal for another period of years.

As Chancellor, Churchill was far more open-minded than Snowden. He could

not be led down the paths of conventional finance with quite the same ease as
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his Labour predecessor. Indeed, Sir Montagu Norman was given to expressing,
in private, that he wished Snowden could have remained as Chancellor?*?
Churchill, unlike Snowden, was not a man of firm financial conviction, and
lacking convictions of his own he operated by continuously and rigorously testing
his officials with the count er-arguments which he knew that his opponents would
use. Only when convinced that he possessed a set of water-tight arguments,
which he could deploy against his critics, was he prepared to move forward with
any kind of policy programme.

Moreover, Churchill was an old friend of Beaverbrook, the proprietor of the
Daily Expressand the Evening Standard and on 28 January 1925 the Express
published an article attacking the Treasury in general, and Niemeyer in
particular, for favouring the City at the expense of industry. On the following
day, 29 January 1925, Churchill sent out a minute setting out the arguments
against a return to the gold standard, and asking for the counter-case. The
minute, referred to in the Treasury files as ‘Mr. Churchill’'s Exercise’, was sent out
to test Norman, Bradbury, Niemeyer, and Hawtrey. ?** Sir John Bradbury, one of

the examinees, was given to remark that ‘the writer [of the minute] . . . appears

232 A Boyle, Montagu Norman (London, Cassell, 1967), p.179.
233 ‘Mr. Churchill’s Exercise’ is set out in ful in, as an appendix, in D.E. Moggridge, British

Monetary Policy 1924-1932: The Norman Conquest of $4.86(Cambridge, C.U.P., 1972)
pp. 260-2.
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to have his spiritual home in the Keynes-McKenna sanctuary but some of the
trimmings of his mantle have been furnished by the Daily Express.®**

‘Mr. Churchill's Exercise’ - headed ‘Mog Secret’ - set out, in a cogent and clear
manner, six arguments against the restoration of the gold standard. %*°

First (paragraph 2), it proposed that the holding of gold was no more than a
token of good faith , held so that others might have confidence in the country’s
currency. Such a token of good faith, it suggested, was a survival of
‘rudimentary and transitional stages in the evolution of finance and credit’ and
should be unnecessary in a country such as Great Britain which upheld the
reputation of its currency by ‘a strict fi nancial policy and healthy trade’. Secondly
(paragraph 3), it suggested that the re turn to gold was being urged by the
United States which, being in possession of nearly three-quarters of the world’s
public gold, would thereby be able to play a more dominant role in world finance.
Thirdly (paragraph 4), it advanced an argument for an alternative course of
action. It argued that Britain might renounce the gold standard and ship one
hundred million pounds of gold reserves to America as part-payment for war

debts. This would, in th e short term, allow the author ities to replace expensive

foreign debt by cheaper domestic debt and, in the long term, encourage

234 Moggridge, British Monetary Policy p.64.
235 Jbid., pp. 260-2. Churchill’s questionnaire is reprinted in full in Moggridge. The

replies of Norman, Bradbury and Niemeyer are reprinted in full in Moggridge, pp. 262-
76. .
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American credit expansion to the eventual detriment of the dollar — thus making
the rest of the repayment of Britain’ s war debt to America less onerous.

The fourth argument (paragraph 5) against restoration was a political rather
than an economic one. Churchill, in the event of mainte nance of the gold
standard requiring increases in Bank rate, wished to avoid accusations of
favouring the interests of finance over th ose of industry. The fifth point in the
memorandum (paragraph 6) was that over the past three years during which the
currency had been managed without gold, price stability in Britain had been
better than that in the United States, ‘for all her Gold’. ‘Why then should we not
continue on the basis of ‘managed’ finance? What risks shall we run? What evils
shall we encounter?’” Pursuing this pant of why we should not maintain the
current strategy for longer, Churchill again looked to his own position and the
ease with which he might be able to defend his decision within parliament — ‘if
the Bank Rate had in the ordinary course of events to be raised, no one could
attribute it to the action of the British G overnment. It could with justice be said,
had we restored the Gold Standard it would have had to be raised still higher'.
The sixth, and final point, in Churchill's memorandum (paragraph 7) was that
since restoration of the gold standard was perceived as being so much in the
interest of the United States, then delaying any decision as long as possible
might enable the Government to extract be tter terms, in respect of repayment of

war debts, from the Americans. This last point is expressed in rather vague
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terms; that American ‘persuasion may take the form of greater facilities than are
now offered’.

These, then, were th e six points upon which Churchill sought answers from
his ‘wise men’: the role of gold in a mo dern credit economy; the extent to which
restoration of the gold standard was in American rather than British interests;
the drawbacks of ignoring the gold standard and exporting gold to America,
partly as war-debt repayment and partly as a driver of American inflation to ease
the burden of future repayments; th e responses available to a Chancellor
accused of favouring finance over industry; the drawbacks of continuing with the
present, apparently successful and stabde, managed currency; the drawbacks of
delaying restoration of the gold standard in order to wrest concessions from the
Americans. Within four days, on 2 February 1925, he had received answers from
Norman, Niemeyer and Hawtrey. He had to wait a further three days, to 5
January 1925, before receiving Bradbuy’s response. By 6 January 1925
Churchill had completed the reading of the submissions.

The reason for choosing Sir Montagu Norman to take part in the exercise
seems fairly straightforward; as Governor of the Bank of England he would be
ultimately responsible for managing the restored gold standard. He was an
aloof, neurotic patriarch. The revelation that he made his frequent transatlantic
crossings under the name of his secretary, Skinner, gave rise to a hostile
biography Professor Skinner alias Montagu Norman. Norman believed that an

electorate which demanded increased bushess activity through the adoption of
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an inflationary policy resembled a group of shareholders who, unconcerned by a
company’s need to invest for the future, demanded ever larger dividend
payments.?® Such shareholders needed proeecting from themselves by a wise
far-seeing board of directors. So far as Norman was concerned the public
needed protecting from itself by an independent central bank committed to the
principle of sound money.

Norman mistrusted politicians generally; Churchill, egged on by his friend

237 It would probably have delighted

Beaverbrook, reciprocated the sentiment.
Churchill to have been able to frustrate Norman over the return to gold.

If Norman’s was the fi rst submission to be read by Churchill then he may have
remained unconvinced of the need to return to gold. It was weak on analysis
whilst strong on rhetoric, and used language which was clumsy, excruciatingly
punctuated, and at times, intemperate. To Norman’s credit, he was the only
respondent who attempted to frame his response in such a way as to directly
answer, point by point, the particul ar questions raised by Churchill.

Regarding the status of gold in the conduct of world affairs Norman was

dogmatic:

National credit needs . . . good faith . ... Gold is the guarantee
of good faith. . . . A Gold Reserve and the Gold Standard . . . are

necessary: so is a Police Force or Tax Collector: it is as

%3¢ p Einzig, Montagu Norman (London, Hutchinson, 1932), p.82.

%7 Clarke, The Keynesian Revolutionin the Making 1924-36, p.36.
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dangerous to abandon the former as the latter. . . . there is no

alternative to gold in the opinion of educated and reasonable

men. 238

He dismissed any notion that returning to gold was to the particular advantage
of the Americans rather than the British: ‘the interest s of Great Britain, of the
U.S. and of most other countries are the same. You cannot . . . have ‘patchy
prosperity’.?*® As regards shipment of gold to America to promote American

inflation, he raised the spectre of German-style inflation occurring in Britain:

. . the result . . . would be psychological . . . our note-
circulation would be discredited at home . . . [the] exchange
would fall . . . and fall: and the world-centre would shift

permanently and completely from London to New York.?*

Furthermore, on technical grounds, he repudiated the suggestion that exporting
gold to America could act as a means of inflating the American economy, arguing
that the Americans would use gold for European investment rather than credit
creation at home - ‘The Federal Reserve Bank have learned how to sterilise any

amount of gold’. %

238 Moggridge, British Monetary Policy 1924-1931 p.270.
29 Ibid.

240 1pid.
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On the question of th e position of the Chancellor, should he be forced into

explaining interest rate rises to industry, Norman was the unrepentant patrician:

. the merchant, manufacturer, workman, &c., should be
considered (but not consulted any more than about the design of
battleships) . . . . ‘cheap money’ is the Industrialists’ big stick
and should be treated accordingly . . . . restoration of Free Gold
will require a high Bank Rate: the Government cannot avoid a
decision for or against Restoration . . . . in the former case
(Gold) he will be abused by the ignorant, the gamblers and the
antiquated Industrialists: in the latter case (not Gold) he will be
abused by the instructed and by posterity [this apparently
random selection of capital letters is directly from Norman’s

document]. ?#?

Norman answered the Charcellor’'s point regarding the success of the ‘managed’
currency in the years 1922-25 by asserting his belief that stability had only come
about because ‘the whole world’ believed that the country would return to gold

in 1925, and advised against delaying the restoration of gold since he believed

this would ‘shatter’ London’s position as a centre for international finance.

241 :sterilisation’ of gold is the act of using it in such a way that it does need lead to an
extension of credit, and ultimately inflation. The easiest way in which to do this is to
simply leave it idle in the bank’s vaults, but in this case it would be a wasting asset, not
earning income for the central bank, whereas using the gold to create bank deposits for
customers (enlarging credit) would earn interest for the bank. As an alternative to
‘sterilising’ the gold by leaving it idle the American Federal Reserve Bank was
increasingly using its gold to acquire investments in Europe.

22 Ibid., p.271.
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The reason for inviting Bradbury to take part in ‘Mr. Churchill's Exercise’ would
seem to be that he was a highly respected senior figure in financial matters who
could be relied upon to give a balanced judgement. A Manchester Grammar
School boy, he had entered the Civil Service, after Oxford, in 1896. As a
principal clerk he had been the senior civil servant responsible for drafting Lloyd
George's National Insurance Act of 1911. In this task he had been assisted by
Hawtrey and W.J. Braithwaite of the Inland Revenue. Braithwaite, wearied by
Bradbury’s detailed criticisms described him as ‘all teeth, talk . . . spectacles and

argument’.?*®

Hawtrey was to remain an admirer of Bradbury’s abilities.?**
Bradbury rose to become Joint Permanent Secretary to the Treasury in the years
1913-19. He moved from the Treasury to become the Principal British Delegate
to the Reparation Commission, was a member of the Cunliffe Committee, and
assumed the Chair of the Chamberlain committee on the amalgamation of note
issues after Austen Chamberlain’s appointnent as Foreign Secretary. Later that
year, 1925, he was created a peer.
Bradbury did not attempt, as Norman did, to respond point-by-point to

Churchill's memorandum. His response took the form an essay (or even a
sermon) contrasting the gold standard against monetary management without

the gold standard. If, indeed, his respon se could be more likened to a sermon,

he took as his text a quotation from Churchill's memorandum:

243 peden, The Treasury and British Public Policy 1906-59p. 60.

244 R.D.C. Black, ‘R.G.Hawtrey’, 371.
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Gold is no longer a currency token, but simply a reserve
guarantee or test of good faith between man and man and one
country and another. If good faith were universal gold could be

left to the fine arts. ?*°

But this text was not taken as Bradbury’s thesis — more his anti-thesis. To
Bradbury, the writer of this statement showed ‘an entire misconception of the
function which gold plays in international economics’. He then proceeded to set
out the reason why he believed that gold played a vital function in international

trade.

However little we may like it, gold is still the international
standard of value and the medium in which, in the long run, any
ultimate debt against one country in favour of another must, if it
is to be liquidated at all, be liquidated.

It is quite easy to conceive of a state of affairs in which each
country would have a currency of its own, having a real value, in
terms of commodities, of the commo dities which it is capable of
purchasing, which would be accepted by other countries in
discharge of debts owing to them. It is conceivable, but not in
fact feasible, since certain countries which are debtors on
international account would never be able to resist the
temptation to reduce the value of their currencies in order to

diminish the real burden of their debts. For that reason a

245 Moggridge, British Monetary Policy 1924-1931 p.272
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prudent creditor would never permit a debt due to him to be

expressed in the currency of these countries. 24

Bradbury’s submission went on to suggest that whilst it might be more nearly
feasible for Britain and America to maintain the relative value of their currencies
in terms of commaodities, leading other countries to settle their debts in dollars or
pounds rather than gold, such a process would, indeed, leave gold to ‘the Fine
Arts’. But America, as the principle holder of gold, could not be expected to co-
operate in anything which woul d reduce the value of gold.

In contrasting the gold standard with a ‘managed’ curre ncy Bradbury pointed
out that there was no way, under either system, of eliminating the credit cycle
since the same steps were necessary to stem rising commodity prices as were
required to stem the outflo w of gold — the ‘chief opponents of the gold standard
are not the advocates of the ‘managed’ pound, but the inflationists pure and
simple’. Bradbury concluded by warning that there would be ‘no advantage’ and
‘serious inconvenience’ in waiting, since in the absence of any immediate
announcement of the intention to restore the free gold market at an early date
there would be an appreciable set-back in the exchange value of the pound.

It was inevitable that Niemeyer would be asked to respond to Churchill’s
document. From 1922-7 Niemeyer was the Treasury Controller of Finance —

effectively the chief financial advisor to the Chancellor of the Exchequer.

26 Ibjd., p.273.
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Niemeyer was a man with conservative ideas but outstanding ability. After
graduating in ‘Greats’ from Balliol Cdlege, Oxford, Niemeyer's promotion had
been rapid. From coming top in the Civil Service examinations of 1906 — the
year Keynes came second — he had risento his present position by the age of
thirty-nine. Churchill needed to be absolutely clear of Niemeyer's reasons for
wishing to return to gold - he woul d be the Chancellor's principal advisor
throughout the whole proce ss. Churchill needed to have total confidence that,
whatever decision he might take, Niemeyer could steer him through the stormy
political waters. In the event, Niemeyer’s submission was a masterfully argued
advocacy for returning to the gold standard. The ‘steely logic’ with which
Niemeyer marshalled the argument was probably the deciding factor in Churchill
decision.?*” He felt confident th at Niemeyer would provide him with the answers
to any criticisms.

To Niemeyer, the return to the gold standard was a test of political will. It
was a test of the authenticity of th e Government's commitment to honest
money. He reminded Churchill that all governments since the war had endorsed
the Cunliffe Committee’s recommendation that the gold standard should be
returned to at the earliest possible moment ; with this intention being repeated at
successive international conferences. He also reminded Churchill of the
imminent expiry, some eleven months hence, of the order proh ibiting the export

of gold, and that manufacturers, exporter s and bankers were expecting notice of

247 Clarke, Hope and Glory: Britain 1900-1990, p.132.
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the government’s intentions in order that they might ‘fix their course with

certainty against the appointed day’.

So great is the expectation of a return that a decision to continue the
export prohibition would not be a co ntinuation of the present state,
but would start us immediately in the opposite direction . . . . It would
reverberate throughout a world . . . convinced that we never meant

business about the gold standard because our nerve had failed when

the stage was set.?*®

He then proceeded to summarise the reasons why the Chamberlain Committee,
whose report awaited signing, recommended returning to the gold standard; the
principal reason being that the committ ee adjudged price differences between
Britain and America to be within four and a half per cent of each other, with

American prices still rising and British prices still falling. The conversion of prices
was such that the Committee believed that only a further deflation of British

prices by one and a half per cent would be required to achieve par; an ‘extra
sacrifice’ that would be ‘negligible’. Niemeyer gave his opinion that an early
move was desirable since exchange demand were light in spring, but heavy in
December when, on the expiry of the gold export prohibition order, the

Chancellor might be tempted to make his move.

248 Moggridge, British Monetary Policy 1924-1931 p.263.
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Niemeyer concluded his submission by discussing the criticisms which the
move back to gold might elicit; that the move would be in American rather than
British interests; that the move was in the interests of finance rather than
industry; that the move would require dear money from which unemployment
would ensue.

Regarding the adoption of a gold standard being predominantly in American
interests, Niemeyer argued that failure to stabilise the pound using gold would
result in more of the world’s trade being financed by dollar Bills (or even Bills in
the newly-stabilised Marks) rather than sterling Bills, re sulting in an even more
rapid displacement of London from the position of being the world’s financial
centre. As for the gold standard favouring banks at the expense of factories,
Niemeyer regarded it as a ‘mistake to imagine that the Banks want dear money’,
since ‘cheap money (and rapid circulation) suits them better’. He felt that the
real antithesis was between bankers taking the long view and manufacturers
taking the short view. Finally, Niemeyer argued that the best cure for
unemployment was restoration of trade, an d the gold standard was the basis for

restoring international trade.

On a long view . . . the gold stan dard is in direct succession to

the main steps towards economic reconstruction . . . and is likely
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to do more for British trade than all the efforts of the

Unemployment Committee.**

Throughout February 1925 Churchill refused to allow Niemeyer to leave his side,
and such was the dependence of the Chancellor on his Controller of Finance that
Frederick Leith-Ross, Niemeyer's depty, was later to say that Churchill
eventually went down the path of gold standard rest oration ‘because he knew
that if he adopted this course Niemeyer would give him irrefutable arguments to
support it’. ?>° Conversely, if he had opted not to return to gold, then he would
have stood alone.

Churchill’'s fourth request for a response to his memorandum went to
Hawtrey. Now Hawtrey was, by considerable degree, the most junior of the
respondents. Norman, as Governor of the Bank of England, and Bradbury,
distinguished ex-Permanent Secretary to the Treasury, were very senior figures.
Niemeyer held a position below that of Permanent Secretary, but in his position
as the Chancellor’s closest financial confignte, it was essential that Churchill was
clear about his views. Hawtrey held a position in the Treasury two rungs below
that of Niemeyer. It might have been a formality for the Chancellor to ask for a
response from Hawtrey — after all, his Financial Enquiries Department was set up

explicitly to ‘to collect information upon all subjects of general financial interest

249 A reference to the ‘Unemployment Grants Committee’ - which had been set up in
1919 in order to initiate public works.

20 F \W.Leith-Ross, Money Talks: Fifty Years of International Finance (London,
Hutchinson, 1968), p.92.
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and to prepare reports from time to time . . . upon any question which may be
referred to it by the Chancellor of the Exchequer — but it is possible that
Churchill, faced with criticisms from the an economist such as Keynes, might
have wished for the response of an economist to go alongside those of the
banker and the two financial administrators — to have a response with which to
answer criticisms at a different level from that of the political.

The reply of Hawtrey’s is the only one that Moggridge does nor reprint in his
account of the return to the gold standard. >** His reference to Hawtrey'’s reply is
somewhat dismissive: ‘there was a long, rather involved reply from
R.G.Hawtrey'®™? (Since the preface to the book thanks, amongst others, ‘Sir
Ralph Hawtrey’, for having read drafts and providing comments and
encouragement, it seems that Hawtrey himself might not have demurred from
this assessment). Hawtrey’s response was thoughtful, but untidy, over-technical,
and unfocussed. He still believed that his authorship of the 1922 Genoa
resolutions on currency reform through a gold-exchange standard held the
answers to the currency problems of the day, and he used the exercise to preach
the efficacy of these resolutions. It is extremely unlikely that his response,
thoughtful as it was, would have provided Churchill with the kind of armour that
he would have required to carry gold standard legislation through the Commons,

or even to have responded to a savage press polemic from J. M. Keynes.

#1 Moggridge, British Monetary Policy.

22 Ibid., p.71.
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Hawtrey took, as his cue, the question s from ‘Mr. Churchill’'s Exercise’ relating
to continuation of a ‘managed’ currency — ‘What risks should we run? What evils
should we encounter?’” He pointed to the fact that the success of the ‘managed’
currency in maintaining stable prices during the years 1922-24 had been during a
period of recovery from depression when cheap money was necessary to
encourage economic expansion. He queried whether such currency
management would be as effective when credit restriction was called for during
an economic boom and, without the gold standard in place, ‘the accustomed
symptom of a loss of gold does not occur'. Moreover, he asserted that
stabilisation of internal prices was but one characteristic of sound currency — it
should, at the same time, be capable of stabilising its foreign exchange value
since the ‘injurious effect of unstable exchanges on international trade has been
generally recognised, but . . . by no means well understood’.?*®* He proceeded to
elaborate upon this.

Before the war, Hawtrey explained, purchases of goods and raw materials
throughout the world had been financed by Bills of Exchange drawn on London.
The Bill of Exchange was a device for satsfying both the provider of goods, who
became a creditor, and the receiver of goods, who became a debtor. The
provider usually wanted instant payment for materials (say) whilst the receiver
was not in a position to pay until th ose materials had been converted into

saleable goods. The Bill of Exchange bridged the gap. It was a document which

%3 Treasury Papers, T 172/1499B. ‘The Gold Standard’, a memorandum by
R.G.Hawtrey, 2 February 1925.
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was a written order to pay a definite sum at a future date (often three, or six

months hence), ‘drawn’ by a creditor and ‘accepted’ (signed) by a debtor. The
debtor acquired a period of grace before settling his debt, and the creditor could,

if he so wished, obtain immediate payment (at a small discount) by selling his bill
of exchange to one of London’s specialig Discount Houses — leaving the Discount
House with the task of ensuring that the debtor fu Ifilled his commitment. The
debtor, whatever his local currency, would use that currency to obtain sterling in
order to pay his debt to the Discount House. This system had been the source
of London’s financial strength, but it had shrunk after the war. According to
Hawtrey it had shrunk because of exchange-rate instability; foreign traders had

not been prepared to take on debts, re payable to London in sterling, when they
were unsure of what that liability woul d be in their local currency. Similar
uncertainties had thwarted the attempts by New York to establish itself as a
centre for short-term loans. The result had been a falling away of world trade.

Hawtrey’s recommendation was clear.

It is emphatically a British interest that the pre-war system
should be restored. Butitis . .. also a worldwide interest. . . .
Exchange stability cannot be obtained at present by any other

method than a gold standard. #*

>4 Ibid.
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The possibility of establishing exchange-rate stability on a managed sterling
standard rather than on gold was considered. Hawtrey acknowledged that this
would be technically possible, but the practicality of holding sterling instead of
gold as a means of transacting international trade wo uld involve all countries
holding sterling assets, such as Treasury bills, in London, and there would be
objections to having large currency reserves held in a foreign centre where they
might be blocked during periods of tension such as wartime.

Hawtrey then explored the possible disadvantages of the gold standard to set
against the advantage of stable exchanges. The fundamental problem, as he
saw it, was that once the pound was tied to gold, the Americans, as possessors
of half the world’s gold, were capable of exerting undue influence on its
purchasing power. If the Americans were to release large quantities of gold on
to the market then its va lue and purchasing power would fall and prices would
rise — currencies tied to it would keep the same relative value, but their
purchasing power in terms of commodities other than gold would decrease.
Conversely, a decision by the American monetary authorities to absorb gold
would cause a fall in the general price level. The rises, or falls, in prices would
lead to pressures to increase or decrease money wages, with consequential
disturbances to economic equilibrium.

Hawtrey then used the next part of his submission to discuss the recent
history of exchanges and price movements in the United States. His view was

that a recent American credit expansion, begun in June 1924, would eventually
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bring American prices up to British levels, concluding that the ‘present moment is
therefore particularly favourable to a retu rn to parity’. Looking ahead, and if
America continued with its expansionist policies once parity had been reached,
then Hawtrey predicted that that increased trade activity would be
communicated to this country. But Hawt rey then inserted a paragraph bearing

news which Churchill would not want to hear:

There is, however, the possibility that before this has happened, steps
may be taken in America to restrict credit and to raise the commodity
value of the dollar. In that case we should be faced with the
alternatives of relapsing from the gold standard or suffering a

contraction of credit here. 2>°

Here was nourishment for Churchill’'s seeds of doubt. The thing he would most
dread would be restoring free movement of gold, only for him to then have to
renege upon the implied commitments — to ‘relapse from the gold standard’.

Hawtrey went on to emphasise this point:

. . . if the gold standa rd could be defended only by an increase
of Bank rate to 5 or even 6 per cent, a very serious check would
be administered to trade, industry and employment. In present
conditions, with employment still se vere it would be better to let

sterling relapse than to raise Bank rate to a deterrent level. 2°

5 Ibid.
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Hawtrey explained that such measures would not have to take effect
immediately an adverse movement appeared in the exchanges, since we
possessed a large gold reserve and that could be used, for some time, to
maintain sterling’s value: ‘a large gold reserve is an advantage, but only if it is
used®’ [Hawtrey’s Italics]. Nevertheless, he warned, that if the Government

intended to maintain the gold standard at all costs, and this entailed the
exportation of gold to support the exch ange, then eventually Bank rate would
have to be raised in order to prevent the reserves from becoming exhausted. In
a sense, Hawtrey was playing devil's advocate here, for he acknowledged that
such measures would only be required if, having gone back to the gold standard
with the exchanges at parity, America then began to apply a credit contraction.

This, he did not expect to happen.

What is far more likely is that th e credit expansion will continue in
America for some months, and that the consequent expansion here
will restore the prosperity of our own trade. When the turn of the tide
comes, we shall be able to stand a rise in Bank rate without

trouble. %°8

5 Ibid.
=7 Ibid.

8 Ibid.
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Having set up one potentially disastrous scenario, and dismissed it as unlikely,
Hawtrey then raised a further caveat. America, since the war, had increased its
investments in Europe, with the demand for European currencies to make these
investments having had the effect of depressing the exchange rate of the dollar
against European currencies, including sterling (Hawtrey suggested that
increased overseas investment by Ameri@a had been due to its recently imposed
immigration restrictions — it no longer needed the money that it had been using
to equip the previous growth of immigrant workers). If America were to
repatriate these investments, then this might adversely affect the exchange rate,
bringing into play a whole sequence of reactions which would end with higher
Bank rate. But again, Hawtrey felt th at increased American investment abroad
would be a permanent part of the post-war economic scene.

In his submission to the Chamberlain Committee, Keynes had warned of the
dangers of excessive credit expansion inAmerica affecting the British economy —
1919-20 had seen huge inflation in America. Hawtrey felt th at with the gold
standard in place in both countries, its normal mechanisms would be sufficient to
prevent excessive credit leading to high American inflation. If it did not, and
there was a danger of high inflation spre ading to Britain, there was a series of
technical measures which cauld be taken as protection. Hawtrey proceeded to
explain these measures (including, once more, the suspension of the gold

standard) in somewhat tedious detail.
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Towards the end of Hawtrey’s 3,000 word submission he reiterated the
efficacy of the 1922 Genoa Resolutions of which he had been author, under
which a gold-exchange standard would be supported by credit agreements
between the central banks. He suggested that these held out the promise of ‘the
best of both worlds — stable prices and stable exchanges’. He did not attempt to
link these proposals to Churchill's questionnare, but in an interesting paragraph,
set out his reason for believing that, in the event of fail ure to co-ordinate interest
rate strategy, British credit policy need not necessarily be dictated from New

York:

The great wealth of the United States is . . . important . . . . But

British wealth is far more mobile. American wealth is derived
mainly from production, British from commerce and finance. In
the regulation of credit the merc hant is more sensitive than the
producer. The pre-eminence of the Bank of England in the
control of credit before the war depended on this fact. Credit
conditions in London affected the action of merchants all over
the world. Producers depend on the orders they receive from
merchants, and credit in a producing country is less affected by
the action of the country’s own banks than by that of the banks

which finance the merchants who buy the produce. >°

Hawtrey seemed to imply that the conditions which governed interest rates and

credit in America were more localised than those in Britain — therefore it would

9 Ibid.
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be possible for there to be a degree of independence between the credit policies
of the two countries — Britain need not ne cessarily follow America in the setting
of interest rates. At another level th e paragraph suggests that Hawtrey regarded
London rates as far more important than those of New York in determining the
world’s trading climate.

After this lengthy economic analysis Hawtrey had remarkably little policy

advice for the Chancellor. In fact, he advised inaction.

What then is the upshot of the foregoing arguments in relation
to the action to be taken in this country between now and the
31°% December next? No active measures at all need be taken.
It is to be hoped that the exchange will come to par of itself. If

it does not, a credit cont raction is still undesirable.?®°

Hawtrey did not quite leave it at this. Whilst advising the Government (and, |
suppose, by implication) the Bank of England to restrain from active measures,
he did suggest that if, on the pound achieving par with $4.87, there was a
subsequent reaction, then the authorities should be prepared to let large
guantities of gold go to America, and, even if this should prove unsuccessful in
restoring the exchange rate, there should be no increase in Bank rate or attempt

to restrict credit — ‘it would be better to let sterling fall to a discount’.

%0 Ibid.
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Norman, mistrusted by Churchill, had, however crudely, articulated the
interests of the City. Bradbury, respected by Churchill, had provided a polished
advocacy of the ‘jewelled’ mechanism which was incapable of political corruption.
Niemeyer, relied upon by Churchill, had emphasised the psychology of
confidence, and the consequences of people perceiving that the Government
lacked political will. Hawtrey, Churchill’s ‘learned man’, had provided the typical
‘two-handed’ response of the economist. Churchill, like Harry S. Truman, might
well at this point have prayed for a one-handed economist. On a superficial
reading Hawtrey’s submission could be accused, as Churchill feared/se might be
accused, of favouring City interests at the expense of industry. It was not
Hawtrey’s intention. To him, industry could only prosper if conditions were
favourable to traders who wished to place orders for industry’s products. Theirs
was an essential function in a free, healthy and democratic economic society,
and they could operate with greatest confidence in a world where currency
exchange rates were stable. On balance, Hawtrey felt that such stability was
best achieved through a gold standard — hence his guarded recommendation.
On the other hand, unlike Norman, to whom exchange-rates and gold reserves
were City virility symbols, to be defended, if necessary by high interest rates,
Hawtrey cared for neither as ends in themselves. He would have been prepared
to see gold lost, the exchange fall, or th e gold standard itself fall into abeyance,
if its perpetuation entailed high interest rates stifling industry. There may have

been economic logic in such measures, but for a Chancellor they would have
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been political suicide. Despite three ringing endorsements, and one guarded
recommendation, Churchill remained unhappy about returning to gold.

Niemeyer was due to attend a conference in Geneva durng February 1925.
Churchill refused to let him go and so Niemeyer’'s deputy, Frederick Leith-Ross
went in his place. Whilst he was in Geneva, Niemeyer sent Leith-Ross an
informal note which included a reference to Churchill's state of mind: ‘Gold is
excessively active and very troublesome. None of the witch-doctors [Niemeyer’s
view of economists] see eye to eye, and Winston cannot make up his mind from
day to day whether he is a gold bug or a pure inflationist’. ?®* This, perhaps
rather unguarded, communication from Niemeyer is probably more revealing
than many his official memoranda. Not only did he regard Churchill as a
ditherer, but he dismissed advocates of a managed currency as ‘inflationists’.

Niemeyer's personal view, as implied in his letter to Leith-Ross, was that
Churchill was a ‘ditherer’ over the question of the return to gold. This may be
true, but it is not necessarily so. Booth and Glynn, in questioning the value that
can be put on public records, have suggested that the Treasury records
regarding the return to the Gold Standard are almost certainly incomplete since
there is no indication as to whether the move to return was initiated by Churchill
or Niemeyer.?®> They suggest it probable that, all along, Churchill was politically

committed to returning to the Gold Standa rd, but he was aware of the barrage of

1 | eith-Ross, Money Talks pp. 91-2.

%2 A, E. Booth and S. Glynn (1979), ‘The Public Records and recent British
Historiography’, in Economic History Review 32(3), pp. 303-15.
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criticism he would have to face from industry as a result of the high interest
rates that would be necessary to maintain the Gold Standard. Thus it is equally
valid to suggest that, far from being a ditherer, Churchill's exercises were a
means of testing his officials to the limits of the supp ort they would be capable
of giving him in pursuing th e course he had chosen.

If, indeed, Churchill harbored doubts , then these would have been fuelled by
an article of Keynes’s in 7he Nation on 21 February 1925 in which Keynes
pleaded for a managed currency and drew attention to ‘the paradox of
unemployment amongst dearth’. On the following day, 22 February 1925,

Churchill wrote to Niemeyer:

The Treasury have never, it seems to me, faced the profound
significance of what Mr. Keynes calls ‘the paradox of
unemployment amidst dearth’. The Governor shows himself
perfectly happy in the spectacle of Britain possessing the finest
credit in the world simultaneously with a million and a quarter
unemployed. The community lacks goods and a million and a
quarter people lack work. . . . | do not pretend to see even
‘through a glass darkly’ how the financial and credit policy of this
country could . . . bridge the gap between a dearth of goods and
a surplus of labour . . . . I wo uld rather see Finance less proud
and Industry more content. You and the Governor have
managed this affair . . . (which is) surely a cause for the deepest

heart searching.?®

178



Niemeyer’'s response was immediate and there is no evidence of Hawtrey having

played any part in its formulat ion. It was uncompromising:

You can by inflation (a most vicious form of subsidy) enable
temporarily, spending power to cope with large quantities of products.
But unless you increase the dose continually, there comes a time
when having destroyed the credit of the country you can inflate no
more, money having ceased to be accepted as value. Even before
this, as your inflated spending creates demand, you have claims for
increased wages, strikes, lock-outs etc. | assume it be admitted that
with Germany and Russia before us we do not think plenty can be
found on this path.

If that be admitted, economic employment can only be given to the
extent to which commodities can be produced at a price which
existing uninflated wealth can pay for them. As a result of war there
has been a great decrease in wealth, and there is consequently less
effective demand. The only permanent remedy is to recreate the
losses of war, really — not by manufacturing paper — and what we
have to do for this purpose is (1) to stabilise our currency in relation
to the main trading currencies of the world, (2) to reconstruct the
broken parts of Europe and (3) to encourage thrift and the
accumulation of capital for industry. These methods . . . are going to

remedy unemployment.

263 T172/1499B, Churchill to Niemeyer, 22 February 1925. The text of this letter
together with Niemeyer’s reply (T172/1499B, Niemeyer to Churchill) are reprinted in
Moggridge, British Monetary Policy 1924-31 pp.75-77.
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This reply could only have left Churchill with the understanding that, whatever
his misgivings, if he went against his advisors, then he could not rely on
committed official support. During the war he had gone against official advice
in ordering the Dardanelles operation, which turned into a disaster. He was
surely haunted by the thou ght of a similar disaster.

Still not content, Churchill sought further reassurance from Hawtrey. He
requested a note on the return to the Gold Standard after the Napoleonic wars.
In 1816, the Coinage Act had created legislation for the establishment of a Gold
Standard. In 1914 the price of gold had been well over its coinage price and
parity was not achieved until 1919. The free -coinage of gold at the parity rate of
just over £3 17s. 10d. did not occur until 1821. Hawtrey’ s note, running to eight
pages, was probably heavier reading than Churchill had anticipated, and would
not have allayed his fears. According to Hawtrey the ‘outstanding fact in the
process of returning to the gold standard after the inflation of the Napoleonic
Wars was the tremendous fall of prices which started in 1814 . . . . showing a fall
of nearly 40 per cent in two and a half years’. °** According to Hawtrey, the
‘commercial crisis of the years 1814 to 1816 brought about by the fall in prices
was one of the most severe recorded in history’ and the fall in prices drove
British traders ‘to the verge of ruin by the collapse of values. However, his

opinion was that the ‘drifting’ of the pri ce of gold in the years prior to parity

4 Treasury Papers, T172/1499B. ‘Restoration of the Gold Standard after 1815’ by
R.G.Hawtrey (undated, but around 1 March 1925).
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being achieved had been ‘at the cost of great unsettlement to business’. ?®> The
only message to be extracted from this memorandum of Hawtrey was that ‘if it
were to be done, it were best done quickly’.

Churchill made one last effort to re solve his conscience. On 17 March 1925,
Churchill hosted a dinner party. His purpose was to involve the proponents and
opponents of the gold standard in discussion, presumably hoping to remove any

lingering doubts over the wisdom of the impending move. %®

Niemeyer and
Bradbury were pitted against Keynes and McKenna. He was well aware of the
views of Niemeyer and Bradbury. Keynes and the former Liberal Chancellor of
the Exchequer, McKenna, had been the two most vociferous opponents of the
return to gold. Churchill's private secretary, Grigg, was also present that evening
and his autobiography remains the only record of the encounter. %’

Grigg records that in the course of the evening McKenna gave way to

opposition arguments.

CHURCHILL (to McKenna)

But this isn’t entirely an economic matter, it is a political
decision, for it involves proclaiming that we cannot . . . complete
the undertaking which we all acclaimed as necessary in 1918 . . .

You have been a politician; indeed you have been Chancellor of

25 /bid.
%% Grigg, Prejudice and Judgement pp. 182-3.

27 1bid.
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the Exchequer. Given the situation as it is, what decision would

you take?

McKENNA

There is no escape. You will have to go back, but it will be

hell 258

Thus, left by himself, Keynes failed to impress Churchill. Grigg, as recorder of
the encounter, was not sympathetic to Keynes, but was particularly struck by
Bradbury’s reference to the gold standard as being ‘knaveproof’ — a phrase which
Grigg attempted to encourage into common usage. There was little appreciation
of the fact that Britain’s position in th e world had changed and that the Bank of
England might not be in the same position of strength which had previously

enabled it to manage the Gold Standard in Britain’s interests.?*°

%8 Ibid,

29 B J. Eichengreen, Golden Fetters: the gold standard and the great depression, 1919-1939
(New York, O.U.P., 1992). Eichengreen has rejected Kindleberger’s [C.P.Kindleberger,7he
World in Depression (Berkeley, University of California Press, 1973)] thesis that the
stability of the Gold Standard before the First World War depended upon its effective
management, in its own interest, by a Britis h hegemony. Eichengreen has argued that
even before the Great War there was no such hegemony, and that the success of the
pre-war Gold Standard rested on the twin pillars of credibility and cooperation. Before
the war the Gold Standard had been credible because there was hardly any conception
of the Gold Standard’s role in maintaining external equilibrium being inconsistent with its
role in maintaining internal stability. Where a country was experiencing difficulties in
operating the Gold Standard, the world’s central banks, generally by loans, had been
willing to assist in overcoming problems. After the war, Eichengreen has argued,
cooperation and credibility were eroded.

Bordo and Rockoff [M.D.Bordo and H.Rockoff, ‘The Gold Standard as a “Good
Housekeeping Seal of Approval”, The Journal of Economic History Vol. 56, No.2, (June
1996), pp. 309-428] have put forward the suggestion that between 1870 and 1914
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On Friday 20 March 1925 the decision was taken to announce the return to
the gold standard. Those present at the decisive meeting were Prime Minister
Baldwin, Chancellor of the Exchequer Churchill, Foreigh Secretary Chamberlain,
Norman, Bradbury and Niemeyer.

Peter Clarke has spoken of the verdict to return hinging only very loosely upon
the evidence supplied by the relative values of index numbers of prices in Britain
and the United States. Rather its return depended upon the ‘charm of its
austere purity. It spoke with the purity of a dead language; it operated with the
perfection of calculus; and as such it captivated minds that had been schooled to
esteem elegance and rigour . . . the Oxford classicists and Cambridge
mathematicians who staffed the Treasury’. 2°
Middleton (1998) has identified six characteristics of the policy style which

marked the episode; principally, that the return to go Id was driven by political

considerations rather than economic analysis?"*

adherence to the gold standard was a signal of financial rectitude that facilitated access
by peripheral countries to capital from the core countries of western Europe.

20 p_F. Clarke, ‘The Treasury’s analytical model of the British economy between the
wars’ in M. O. Furner and B. E. Supple (eds.) 7he state and economic knowledge: the
American and British experiences (Cambridge, C.U.P., 1990), p. 197.

21 R. Middleton, Charlatan’s or Saviours: economists and the British economy from
Marshall to Meade(Cheltenham, Edward Elgar, 1998). pp. 186-196.
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Chapter 3

The Gold St andard and High Interest Rates

1925-1931

The return to the gold standard did not herald a prosperous period of
international trade as its advocates had anticipated, but neither did it bring about
the disastrous collapse of Biitish trade which the doomsters, critical of the return
to the old parity, had predicted. With the return to the gold standard, in one of

Professor Pigou’s more memorable phrase, Britain entered ‘the Doldrums’.

The ending of the slump was the beginning of the Doldrums. In
these we might say the country remained more or less — not of
course completely — becalmed urtil the Wall Street crash in 1929

heralded a second and greater slump.?”2

Hawtrey, however, writing in a personal capacity in 1938 — and despite his
guarded recommendation to Churchill in favour of returning to the gold standard
- viewed the return to gold as an interru ption of a long period of progress from

depression.

212 A.C.Pigou, Aspects of British Economic History 1918-25(London, Frank Cass, 1947),
p.7.
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The return to the gold standard, with the re-imposition of dear money,
had interrupted the progress of rec overy from the severe depression
of 1922. . . . the true e fficacy of dear money as a support for the gold

position was to be found in the de flationary effect on this country. "

Hawtrey deplored the way in which the auth orities operated the gold standard by
maintaining unnecessarily high interest rates. The Bank of England was
reluctant to wse its gold and purposely maintained deflationary rates. Others
have seen the problem differently; Sayers, for instance, has suggested that the
gold standard acted as a brake on the economy in ways other than through its
requirement for dear money - rather it was through the way in which

maintaining the high level of the pound demanded the maintenance of high

export prices.

There is little sign that the Bank co nsciously used BankRate to force a
deflation of the home price and income structure. Depression in the
export trades and the competition of imports were the powerful
deflationary forces at work; it wa s through these conditions rather
than through high inte rest rates that the gold-standard policy was

depressing the British economy.?’*

213 Hawtrey, A Century of Bank Rate, pp. 136-7.

2" R.S. Sayers, ‘The Return to Gold, 1925’, in S. Pollard (ed.), The Gold Standard and
Employment Policies between the Wars(London, Methuen, 1970), p. 93.
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The dissent to the return to the Gold St andard was led by Keynes. His name and
reputation had been made by a post-war best-seller in which he pointed out the
disastrous economic and poltical consequences which wauld flow from the heavy
reparations imposed on Germany by the Treaty of Versailles, and he enhanced
that particular reputation in 1925 with hi s criticism of Churchill’'s restoration of
the gold standard at the pre-war parity of $4.86.

On 22, 23 and 24 July he wrote three articles in Beaverbrook’s London
Evening Standard under the general title of ‘Unemployment and monetary
policy’. These articles were shortly to be expanded and published in pamphlet
form as The Economic Consequemes of Mr. Churchill*”® They laid out many of
his criticisms of Britain’s financial system. Keynes accused the Chancellor of
incompetence and of having ‘no instinctive judgment to prevent him from
making mistakes’.>’® Consequently, the Chancella had been ‘deafened by the
clamorous voices of conventional finance’ and ‘gravely misled by his experts’.?”’

Keynes argued that entry upon th e standard at the $4.86 level would involve
a 10 per cent upward re-evaluation of th e pound, rather than the 2-3 per cent

which Treasury officials had calculated. They had, he suggested, by comparing

wholesale index numbers here and in America, been guilty of using the wrong

275 3. M.Keynes, ‘The Economic Consequences of Mr. Churdl’ reproduced in Pollard, 7he
Gold Standard and Employment Policies between the Wars pp. 27-43.

27 Jbid., p. 30.

27 Ibid,
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index, since the wholesale price indices were weighted towards internationally
traded commodities which would, under conditions of international trade, have

tended towards a uniformity of price. 2’3

A study of retail prices would, he
suggested, have revealed greater discrepancy in prices. Hawtrey, who later
recalled ‘watching the American indices like a hawk’ in those years, always
remained adamant that the appropriate index for comparison was the wholesale
index.?”® Keynes also suggested that the authorities had readily assumed that
lower prices would bring about lower costs without them having any
understanding of the mechanisms by which this would be brought about.

In the second part of his pamphlet, Keynes went on to outline the role which
he envisaged the Bank of England would be forced to play in maintaining the
balance of trade. The high value of the pound would strangle exports and suck
in cheap imports with a tend ency to deplete the Bank of England’s gold deposits
— and thus bring into action the approp riate sequence of corrective measures.
‘The Bank of England is canpelled to curtail credit by all the rules of the gold
standard game.””®® The rules of the game, of course, included raising interest
rates — a move which would have had the effect of exacerbating the

unemployment problem. According to Keynes this was the opposite measure to

that required.

28 Ibid.
2’9 Hawtrey Papers, HTRY 13/5. Interview with Sir A. Cairncross in 1966.

80 3.M.Keynes, ‘The Economic Conequences of Mr. Churchill’, p.36.
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What we need to restore prosperity today is an easy credit
policy. We want to encourage business men to enter on new
enterprises, not, as we are doing, to discourage them. Deflation
does not reduce wages ‘automatically’. It reduces them by
causing unemployment. (The miners) represent in the flesh the
‘fundamental adjustments’ engineered by the Treasury and the
Bank of England to satisfy the impatience of the City fathers to
bridge the ‘moderate gap’ between $4.40 and $4.86. They (and
others to follow) are the ‘moder ate sacrifice’ still necessary to
ensure the stability of the gold standard. Th e plight of the coal
miners is the first, but not — un less we are very lucky — the last

of the Economic Consequences of Mr. Churchill. 2%

Although The Economic Consequences of Mr. Churchithad, through its criticism
of the authorities’ pricing comparisons, been implicitly critical of Hawtrey, the
policy prescriptions of Keynes and Hawtrey remained very close at this stage. In
the next six years, even as Keynes moved towards recommending public works
and import tariffs, Hawtrey continued to produce memorandum after
memorandum appealing for lower interest rates and the extension of credit.

The Treasury was anxious to prevent Keynes’s ideas getting a foothold in the
Government, and Niemeyer, the Treasury's Controller of Finance, responded

immediately to the Evening Standard articles with a memorandum to the

2L bid., pp. 36-38.
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Chancellor in which he laid out the official Treasury line. ?*> He pointed out some

of Keynes'’s recent inconsistencies.

In reading Mr. Keynes'’s three articles one must remember that he has
always avowedly wished to desert the gold standard for a standard
under which money rates would vary in accordance with internal
prices. If prices rose, he would in crease money rates, and vice versa.
Accordingly last autumn when United Kingdom wholesale prices had
risen from 159 to about 170 Mr. Keynes was advocating an increase in
Bank rates — several months before it actually took place . . . . (a
measure which) one would think, would have had just the results
which he now regards as the deplorable consequences of the rise in

Bank rate of March last . . . 23

Niemeyer's memorandum went on to criticise Keynes’'s proposed remedy of
lowering Bank rate in order for the co nsequent outflow of gold to encourage
credit expansion in America with, hopefully, a rise in American prices. He argued
that there was no certainty of such measures provoking an increase in American
prices (indeed, the Federal Reserve had becane increasingly skilled at ‘sterilising’
gold imports so that they were not inflationary), but the lowering of the Bank
rate, with subsequent credit expansion in Britain, would increase prices in

Britain.?®* (Somewhat ironically, this was an argument that Keynes was later to

282 7172/1499C. Memorandum by Sir O. Niemeyer, July 1925.
23 Ibid.

24 1bid.
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use, with devastating effect, when questioning Hawtrey’s policy prescriptions
during the course of the hearings of the Macmillan Committee on Finance and
Industry).

There had been general satisfaction within the Treasury and the Bank of
England at the restoration of the Gold Standard and Keynes was a largely
isolated critic. Most of the remainder of 1925 augured well for its operation.
Immediately prior to restoration, on 5 March 1925, the Bank had raised its rate
by 1 percentage point to 5 per cent. Montagu Norman had expressed the
opinion that the re-institution of the fr ee movement of gold would necessitate a
further rise to 6 per cent in order to prevent gold draining away from London. %
In the event, the 5 per cent Bank Rate was sufficient to attract liquid investment
to London. Foreign investors wished to hold sterling, and they used gold and
other gold-related currencies to buy their sterling holdings. The increase in the
Bank’s reserves enabled it, under some pditical pressure, to lower bank rate to

5.2%6  On 1 October 1925, again under some

4.5 per cent on 6 August 192
political pressure, there was a further lowering of Bank rate to 4 per cent. Sir
Montagu Norman’s view was that the situation was not as favourable as it

seemed, since, given the growing speculaion on the New York stock exchange,

the gold which had found its way to Lond on was only likely to spend a brief

% Howson, Domestic Monetary Management in Britain p.34.
288 Hawtrey, A Century of Bank Rate p.135. According to Hawtrey the inflow of gold

raised the Bank’s holdings from £154 million on 29 April 1925 to over £162 million on 5
August 1925.
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sojourn there, and before long higher interest rates would be necessary to
prevent loss of gold in the direction of America. %%’

The rise in interest rates came on 3 December 1925, when Bank rate was
raised to 5 per cent, a full percentage point increase. At this stage, it was
difficult to put down such an increase to speculation on the New York Stock
Exchange. Sir Ernest Harvey, Deputy Governor of the Bank, explained the
course of events in November 1925 when he later gave evidence before the

Macmillan Committee.

The market decided, so it appeared, to leave the Treasury bills
severely alone. We had difficulty for a week or two, the Bank
had to come to the rescue to cover the amounts required, efforts
were made to reassure the market, but without success, and
eventually at the end of the month, the last week, the amount
which the bank had to provide in order to cover the required
amount of tenders was very substantial. Finally we were
compelled, simply in order to get the bills taken up, and to avoid
our being driven into a very diff icult position by reason of the
very large additions of credit that we were having to create, to

raise the rate from 4 per cent to 5 per cent. 2%

%7 Howson, Domestic Monetary Management in Britain p .34.
28 Hawtrey, A Century of Bank Rate p.135. Hawtrey is quoting part of Sir Ernest

Harvey’s response to Question 7590 in the proceedings of the Macmillan Committee’s
enquiry into Finance and Industry.
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This retrospective explanation by the Bank seems typical of the obfuscation by
which the Bank of England conducted its policies at the time. The argument that
Harvey seems to have been deploying was that general awareness had been
growing that the short-term funds attracte d to London by the increase in Bank
rate in March had begun to seep away as a result of the two subsequent
reductions in the rate. Thus, the co mmercial banks, who were the biggest
purchasers of Treasury Bills, had anticipated an increase in the Bank rate to stem
this outflow and, alongside the higher interest regime, heavier discounting of
Treasury Bills. Consequently they were reluctant to purchase existing Treasury
bills, and the Government, to cover the shortfall in its finances, had needed to
borrow under Ways and Means from the Bank of England. Thus, his argument
seems to imply, the Bank was forced into a regime of generally higher interest
rates in order to encourage the sale of Treasury Bills and to prevent the
Government from depleting the Bank’s reserves. Hawtrey was sceptical about
this explanation, and figures published by him for the weekly returns of Treasury
Bill tenders, do indeed, cast some doubt on Harvey’'s explanation: in each week
of October and November of 1925 the number of Treasury Bills applied for

exceeded that being offered.?®® The suspicion must remain that the Bank of

289 Hawtrey, A Century of Bank Rate p.136. The relevant figures produced by Hawtrey
are:

TREASURY BILL TENDERS 1925

Offered (£ millions) Applied for (£ millions)
2" October 45 65.9
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England, especially Norman, had resented political pressure to reduce Bank rate
during 1925 and sought a justifying pretex t to return to dear money in defence
of the institution of the gold standard.

Hawtrey was furious with the Bank for this move. He later recalled, having
just heard the news of the rise, stormi ng angrily into Niemeyer's office and,
unknown to him as he vented his anger, finding Norman seated behind the door.
It was an incident from which Hawtrey’'s relationship with the Bank of England
never recovered?*® On 5 December 1925 Hawtrey produced his own
memorandum, entitled ‘The Credit Situation’, criticising the Bank’s policy. He
circulated the memorandum within the Treasury, and the marginal comments of
Leith-Ross and Niemeyer reveal the divisons developing between the Treasury’s
senior officials and Hawtrey. Hawtrey was now arguing along similar lines to
Keynes. Moreover the tone of the memorandum was one of anger; not only did
he feel that the Bank of England was displaying callousness towards the
problems of the unemployed, but he despaired of the Treasury itself, the
institution within which he was employe d, for failing to use its powers over the

Bank — powers which he believed it to constitutionally possess.

9" October 40 66.4
16™ October 35 41.9
23" October 40 48.4
30™ October 40 49.2
6" November 45 47.9
13" November 40 44.8
20" November 40 43.1
27" November 45 47.4

20 HTRY 13/5. Interview with Sir Alec Cairncross.
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The attitude of the senior Treasury Officials to Hawtrey’s ideas can be seen in
the covering note with which Sir Frederick Leith-Ross passed on his copy of
Hawtrey’s memorandum to Niemeyer: ‘This is almost pure Haverstein and | kept
a copy for you.’?**

The ghost of German hyperinflation must have given sleepless nights to Bank

and Treasury officials. Hawtrey, however, set out his case very clearly in his first

paragraph:

The raising of the Bank rate to 5 per cent is nothing less than a
national disaster. That dear money causes unemployment is a
proposition which ought not to admit of dispute. Not only is it
the generally accepted opinion of theoretical economists, but it

was well recognised by practical financiers and men of business

before economists paid much attention to it. 2%

In the margin of the memorandum, against this introductory assertion, and in
Niemeyer's handwriting, is pencilled the comment ‘turns on length of view'.
Niemeyer, the most influential Treasury official, seemed to hold the classical view
that ‘in the long run’ stable exchanges, stable currencies, and balanced budgets

were the key to restoration of full em ployment. As with public works, the

291 Treasury Papers, T176/13. The NiemeyerPapers. ‘The Credit Situation’, by
R.G.Hawtrey. This is a handwritten note by Leith-Ross as he passed on Hawtrey’s
memorandum to Niemeyer.

22 Ibid.
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Treasury authorities regarded low interest rates as only short-term palliatives
which in the end would only make the unemployment problem worse.
Hawtrey proceeded to develop his argument within the terms of his economic

theory:

Many people, while admitting that monetary causes affect
unemployment, nevertheless deny that they are primarily
responsible for at any rate the present burden of unemployment.
.. . Many theories of unemployment have been enunciated, but
practically all those which have any plausibility can be reduced to
particular applications of the monetary theory. Unemployment
always arises in some way or other from consumers not having
enough money to spend, and every theory of unemployment is
directed to explaining why this is so. Falling prices are a
symptom of a shortage of the means of payment. When
markets are slack people will not borrow and because they will
not borrow the supply of purchasing power is diminished, and
the slackening of markets is aggravated. Trade thus falls into a
vicious circle and an apparently moderate contraction of credit

may have very severe results.?®

Leith-Ross’s marginal comment dismissedHawtrey’s idea of unemployment being
due to lack of purchasing power: ‘no doubt’ he added ‘but it is the comparative
level between our internal prices and world prices which matters: and if our

internal prices are above world prices, they must fall if we are to get rid of

%3 Ibid.
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unemployment’.?®*  Official Treasury thinking obviously remained that credit

policy must continue to exert a downward pressure on wages and prices to bring
them into line with levels seen in the rest of the world before inroads could be
made into relieving unemployment.

Hawtrey’s memorandum then went on to track recent unemployment figures
and their relationship with Bank rate. He pointed out that at ‘the present time
we are still suffering from the effects of a contraction which was not moderate,
but was perhaps the most intense in th e history of the Bank of England’.?®> He
was referring to period between April 1920 and April 1921 when Bank rate stood
at 7 per cent and, as a result of wh ich, unemployment grew to 1,936, 000 in
January 1922. He pointed out that, by 13 July 1922, Bank rate had
progressively, by steps of 0.5 of a percentage point, been reduced to 3 per cent,
and from that point there had been a sl ow but steady recovery in employment
until the unemployment figure stood at 1,003,000 in June 1924. Hawtrey then
proceeded to suggest that from this point the monetary authorities had begun to
prepare for the return to the gold standa rd with a period of dearer money and
that by steps of 1 percentage point the Bank rate had been increased to 5 per
cent on 5 March 1925 with the result th at unemployment resumed its upward
path — to 1,354,000 in August 1925. To Hawtrey, the link between Bank rate

and unemployment was undeniable.

2% Ibid.,

25 1bid.
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Hawtrey turned his wrath against the Bank of England:

Why, it may be asked has the Bank of England seen fit to inflict
this calamity against the country? The ostensible reason is
hardly creditable, such is its triviality. The market rate, it is said,
has approached close to Bank rate, and if it passes it, the Bank
will be compelled to lend the market more than is desirable.

The Bank of England can do what it pleases with the market
rate. It can at any moment for ce the market rate up to Bank
rate by selling securities, since deposits decline pari passu with
securities, and as soon as the market is short of cash it must
borrow from the Bank. Or on the other hand the Bank can, if it
chooses, buy bills or Government securities in the market and
create cash for the money market. In order to get this cash
used, the market will immediately reduce discount rates, which
may thus go far below Bank rate . . . . The rise of the market
rate very near Bank rate cannot be given as a reason for the

Bank of England’s action in raising Bank rate, for the former is as

much the Bank’s action as the latter. The real question is, why

has the Bank been restricting credit at all?

Sometimes it is desirable to put up Bank rate to check an
excessive activity of trade. To speak of that now would sound
like irony [The underlinings in th is passage appear in Hawtrey’s

original document]. %%

This, to the general reader, is a somewhat technical extract, but the extent of

Hawtrey’s condemnation of the Bank’s adion pierces the technicalities, and his

% Ibid.

197



anger could not be expressed more strongly. In order to clarify the nature of
Hawtrey’s criticism of the Bank of England it is necessary to examine the
distinction between ‘the Bank rate’ and ‘market rate’, the reasons why ‘Bank rate’
might not be ‘effective’, and the action s which the Bank might have taken to
make it effective.

‘Bank rate’ was, as it remains today, the interest which the central bank, the
Bank of England, charged the commercial banks for loans of currency. Given the
competitive nature of commercial bank operations, business, and profits, would
go to the banks which charged the lowest rate, and if any bank could increase its
business by charging a rate below ‘Bank rate’, then it would do so, and the Bank
rate would become ineffective. If banks had sufficient spare currency to enable
them to make loans without having to go to the Bank of England then they could
offer loans (or, alternatively, discount b ills) at a rate — the ‘market rate’ — below
Bank rate. ‘Market rate’ could only be forced into line with Bank rate when the
commercial banks lacked sufficient currency and had to approach the Bank of
England to borrow money at a rate determined by the central bank . The Bank of
England could ensure this by a process of‘open-market operations’ whereby they
made available Government securities, at sufficiently attractive rates of interest,
to persuade the commercial banks buy them. In purchasing the securities, the
banks would reduce their currency holdings and be forced into borrowing from
the Bank of England in order to provide loans or discount commercial bills. The

higher Bank rate would force the banks into heavier discounting and charging
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higher interest rates, thus bringing the ‘m arket rate’ into line with ‘Bank rate’.
Were a situation to develop where the commercial banks were so short of
currency that they were in danger of having to discount at a rate greater than
‘Bank rate’ — they would be in a position where they were able to borrow from
the central bank at a rate /ower than they were charging their customers. So
long as this situation prevailed, the commercial banks would be encouraged to
create deposits for their customers and discouraged from from purchasing more
lowly rated Treasury Bills.

The shortage of currency could have been remedied by the Bank of England
buying Government securities from the commercial banks, and thus releasing
currency. Thus, Hawtrey felt obliged to un derline — ‘rise of the market rate very
near Bank rate cannot be given as a reason for the Bank of England’s action for
raising the Bank rate, for the former is as much the Bank’'s action as the
latter’.*®” He believed that Bank rate had been raised to protect the size of the
Bank’s gold reserve, and the action had been an aggressive gesture to affirm the
authority of the Bank of England. Moreover he believed, as he proceeded to
argue, that the preservation of the go Id reserve at the prevailing level was
unnecessary.

Yet before proceeding to argue that case Hawtrey turned his guns on his own
institution, the Treasury. The gold policy of the country, he argued, was opaque

— ‘if it be asked what our gold policy is, the answer must be a matter of

27 1big.

199



inference. No one has ever disclosed what it is. . . . In order to discover what
the gold policy of the country is the first thing is to find what authority is
responsible for it.” 2*® He then went on to point out that under the terms of the
Bank Charter Act of 1844, the obligations of the Bank with regards to its gold
reserves were subject to temporary suspension at the discretion of the Treasury.
Therefore, he argued, ultimate responsibility for gold policy rested with the
Treasury and that if the Bank, under the depressed conditions of trade which
currently existed, believed that it needed to restrict credit in order to preserve
the level of its gold stocks, it could only be because it believed that the Treasury
would never use its powers. Hawtrey believed that the Bank of England ‘could
quite cheerfully let £50 million go (e ven £100 million might be contemplated
without serious risk to the gold standard).?*® The implication of Hawtrey's
argument being that the Treasury was falling down in its responsibilities to the
nation by failing to step in and prevent the Bank from tightening monetary
policy.

Marginal comments by Leith-Ross indicate a dismissive attitude within the
Treasury towards Hawtrey on these points. On the question of the Treasury’s
powers over the Bank, Hawtrey does seem to be invoking an obscure clause of a

nineteenth century Act of Parliament which was at variance with almost a

28 Ibid,

9 Ibid.
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century of central bank practice. On this particular point Leith-Ross’s marginal

commentary does not seem unreasonable:

The Treasury can only be justified in using this power (a) for a
temporary emergency or (b) on condition that Bank rate was
raised to such a point as to cause the excess issue to be
retrieved. It is nonsense to speak of this power as one that
could be used to keep Bank rate at 4 per cent. The only result
will be to accelerate the weakness of sterling with the result
either that we should have to go off gold or that we should in

the end have to restrict credit mu ch more violently than if it had

been taken in hand at the time [underlinings in the original]. 3%

In suggesting that the Bank of England could ‘quite cheerfully’ lose up to £100
million of gold without un due concern, Hawtrey was pursuing his own economic
model within which he believed that the export of go |d abroad would encourage
credit expansion and price rises abroad. This, he believed, would bring foreign
prices into line with home prices without the need for the deflationary measures
which would be needed if the Bank of England insisted on maintaining the
prevailing level of reserves. Holding this view, it can be seen that Hawtrey’s
thinking was very much in line with that of Keynes's as expressed in 7he

Economic Consequences of Mr. Churchifl- undoubtedly to the chagrin of both

39 Jbid. A marginal comment pencilled in by Frederick Leith-Ross. The comment is
alongside Hawtrey’s passage concerning the responsibility of the Treasury for the gold
standard, and is to be found in the copy of the memorandum within the collection of
Niemeyer's papers.
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Niemeyer and Leith-Ross Leith-Ross had no great pretension to be an
economist, but he saw fit to pour scorn on such ideas as he continued to scribble

marginal notes with his pencil.

This is bunkum. The actual gold is not of importance but the
fact that it goes is of impo rtance as indicating an unsound
position. The gold is like the canary in the submarine. It doesn’t
matter if it dies: but if you do n’t bring the submarine up when

this happens, you remain submerged for ever. %

Frederick Leith-Ross was the Treasury’sDeputy Controller of Finance from 1925
to 1932. He was an ambitious civil servant who ‘aspired to fill Niemeyer's
shoes.®®? With Niemeyer's transference to the Bank of England in 1927 Leith-
Ross was overlooked for the paosition of Controller of Finance in favour of Sir
Richard Hopkins who had been head of the Inland Revenue. Leith-Ross seemed
to resent this appointment and Clarke suggests that there was a suppressed
rivalry between the two men. 3 Between 1922 to 1927, nearly all the direct
communication from the Treasury to the Chancellor had been through Niemeyer.
After 1927 a fair proportion of the me moranda from the Treasury to the

Chancellor came from Leith-Ross. This internal Treasury rivalry was only

391 /bid. Margin note by Leith-Ross in Hawtrey’s memorandum ‘The Credit Situation’.
302 Clarke, The Keynesian Revolutionin the Making 1924-1936, p. 68.

393 Jbid., p.30.
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resolved in 1932 when Leith-Ross was gpointed to the position of ‘Chief
Economic Advisor to His Majesty’s Government’. In this new role his
responsibility was to the Cabinet rather than to Chancellor of the Exchequer (he,
himself, described this title as a misnomer in that he was not an economist and

he was principally engaged in economic diplomacy)>3® In 1968 Leith-Ross
published an autobiography, Money Talks; Fifty Years of International Finance 3%
It is an exercise in self-justification and name-dropping. It includes unabridged

copies of letters from, amongst others, Churchill, Snowden, Keynes and Margot
Oxford (wife of Asquith), all complementing him on the quality of his work.

Despite working with him closely, as a Treasury colleague for twenty three years,

Hawtrey doesn’t merit even a single mention.

Hawtrey’s memorandum, suggesting that the Treasury might have a measure
of responsibility in the matter of Bank rate, caused a stir of activity. It provoked
Niemeyer (still Controller of Finance at the Treasury) to write to two former Joint
Permanent Secretaries to the Treasury, Chalmers and Bradbury, to enquire if
they regarded Bank rate as a matter for Treasury concern. Bradbury replied on

6 December 1925 and Chalmers replied the following day. Both informed

304 G.C.Peden,Keynes, The Treasury and British Economic PolickLondon, Macmillan,
1988), p. 57.

395 F.\W.Leith-Ross, Money Talks; Fifty Years of International Finance (London,
Hutchinson, 1968).

203



Niemeyer that it was not the practice of the Bank either to consult the Treasury
or to inform it beforehand of variations in Bank rate. 3%

During the mid-1920s criticisms of the Gold Standard and its workings, by
such as Keynes and Hawtrey, were isolaed events. There was no great general
feeling of discontent. If, to Pigou, the period of Baldwin’s second administration
represented ‘the doldrums’, to A.J.P.Taylor they were ‘five quiet years, with one
alarming, and perhaps unnecessary interruption: the General Strike’.*®’ He
perceived a sense of harmony between the Conservative and Labour leaderships:
‘Baldwin would have been at home leading the Labour Party, and MacDonald . . .
was well suited to lead the Conservatives’>**® Unemployment over this period,
despite booming world trade, stabilised at around 10 per cent of insured
workers.>® But for most workers in secure employment the times were good.

Even if wages were no more than static, between 1924 and 1929 the index of

wholesale commodity prices fell by 17 per cent while the cost of living fell by

3% Treasury Papers, Public Records Office, T176/13.
397 Taylor, English History 1914-45, p.227.
398 Jbid.

39 G.C. Peden, British Economic and Social Policy:Lloyd George to Margaret Thatcher
(Oxford, Philip Allan, 1985), p.62. Peden reproduces the 1971 Department of
Employment and Productivity figures (Table 160) for unemployed insured workers. The
insured workers tended to be in the unprotected industries where unemployment was
higher, thus giving a slightly exaggerated figure for the level of unemployment. C.
Feinstein, [ National Income, Expenditure and Output of the United Kingdom 1855-1965
(Cambridge, C.U.P., 1972), Table 58] estimates the true level of unemployment at this
time to be about 8 per cent of all workers.
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over 6 per cent.®® Thus, for the majori ty of the population, standards of living
were rising whilst they read about unemp loyment in the newspapers. The gold
standard was not a big issue, nor did it arouse strong passions. Taylor’'s view
was that the restoration of gold was a half-hearted measure, since it no longer

involved the use of gold coinage — ‘men with gold in their purses had taken the
gold standard seriously . . . [but now] . .. it was easy to guess which would win
if it came to a clinch between Gold Standard and standard of life.” 3**

In this becalmed situ ation, economic debate also tended to stagnate. Keynes
sensed that the British economy was ensnhared between two sets of rigidly
unadjustable prices — labour and gold — which would inevitably lead to higher
unemployment when booming world trade be gan to subside. He was to spend
the years of the ‘doldrums’ preparing his next major text, A Treatise on Money; a
text which, in the end, a ssumed the gold standard as given, but included a raft
of ingenious devices, of which public works was only one, by which Britain might

co-exist with the gold standard. ®*? The novelties of his economics at this time

were inextricably intertwined with his efforts on behalf of the Lloyd George

310 p_Clarke, Hope and Glory: Britain 1900-1990(London, Penguin, 1997), p.133.
31 Taylor, English History 1914-45. pp. 223-4.

312 Clarke, The Keynesian Revolutionin the Making 1924-36, p.78. Keynes's Treatise
was not published until 1930, but early drafts - including one which states that capital
expenditure financed by public borrowing could do ‘nothing in itse If to improve matters’
and might ‘do actual harm’ — existed as far back as 1924. It is tempting, as his critics
did, to level the charge of inconsistency against Keynes for such a reversal of views, but
the context of the gold standard caused Keynes to exercise his inventiveness. In
passing, it is worth noting this as an exampl e of the closeness of Keynes'’s thinking to
Hawtrey at this stage.

205



Liberals. At the Treasury, Hawtrey saw no need for such novelties. He had
rounded on the monetary authorities for raising Bank rate to 5 per cent at the
end of 1925 and for the next four years, in a stream of memoranda, he
continued to preach the effi cacy of cheap money.
The price of money remained relatively stable during this period. It stayed at

5 per cent from 3 December 1925 until 21 April 1927, a period of seventy-two
weeks. For an even longer period, ninety four weeks, Bank rate remained at 4.5
per cent from 21 April 1927 until 7 February 1929. At this point the frenzy of
speculation on the New York stock market encouraged speculators to use sterling
to withdraw gold, with which they proceed ed to purchase dollars in order to buy
escalating stocks. The loss of gold causd the Bank of England to raise Bank
rate once more —to 5.5 per cent on 7 Fe bruary 1929, and further to 6.5 per cent
on 26 September 1929.

Typical of Hawtrey’s writings during this period was his response to a 7/mes
leader, ‘Monetary Outlook’, on 17 March 1927 (this leader happened to be
published only four days before the reduction in Bank rate from 5 per cent to 4.5

per cent).3!

The article suggested that ‘all monetary signs point[ed] to a
continuance of credit stringency for some time to come’.** It gave four reasons
for this analysis. First, an unfavourable exchange with New York, with the pound

pressing hard against the lower limit of its gold-points [under the gold standard

313 Times, 17 March, 1927.

314 1bid.
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with both pound and dollar tied to fixe d weights of gold, if exchange dealers
offered less than $4.867/£, it became advantageous to convert pounds to gold,
then export the gold to convert to dollars in America; the shipping cost setting a
low limit of $4.86656 below which the pound could not fall]l. Secondly, there had
recently been an increase in bank advances which had depleted bank reserves.
Thirdly, New York had put out a statement indicating that its re-discount rate
would not be reduced for some time to co me. Fourthly, the spread of the use of
the gold standard, particularly to Indi a, had increased world demand for gold,
raising its price and lowering the price of all other commaodities in relation to gold
and the currencies which were tied to gold. The article concluded that ‘a
lowering of the official minimum would me rely increase the demand, while at the
same time diminishing supply through the withdrawal of foreign balances, which
would lead to a further loss of gold to the Bank, thereby restricting current
supplies at a moment when an enlarged gold stock is desirable in order to
broaden the basis of credit’.*'

The Timesarticle provoked Hawtrey to send a memorandum to Niemeyer. 3*
Marginal comments by Niemeyer once more show differences of view between

Hawtrey and his senior colleagues. Hawtrey viewed the T7/mes article with

concern.

315 Jbid.

31 Treasury Papers. The Niemeyer Papers, T 176/13.
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City Notes of the 7imes are often highly authoritative, and the
opening paragraphs yesterday (17" March), if they are to be
taken as an indication of the policy which is to be pursued in the
City, are extremely disquieting. . . . With regard to the
unfavourable New York exchange, the bank has now been trying
to correct it by means of a 5 per cent bank rate (with one short

interval) for two years. It has accomplished very nearly nothing

[Hawtrey’s underlining], and at the same time has brought about
all the disastrous consequences of falling prices and depressed

trade. 3’

Hawtrey’s opinion that the 5 per cent Bank rate had achieved ‘very nearly
nothing’ obviously jarred with Niemeyer, and caused him to add in the margin
that ‘it had practically kept the exchan ge within the gold-points’. Niemeyer,
along with the Governor of the Bank of England, obviously believed that if Bank
rate had been lower, then the rush to ta ke and export gold would have been so
great that the Bank of England would have been left with no thing to protect the
value of the pound. Hawtrey continued to believe that the loss of gold from

London to the rest of the world would ha ve encouraged lower interest rates and
credit expansion throughout th e world, with foreign prices rising to British levels.
His confidence in London’s power to sway the rest of the world in this direction

remained unabated.

317 1big.
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He went on to repeat very sim ilar advice to that which he had given over
eighteen months previously, when Bank rate had been increased to 5 per cent

on 3 December 1925:

A loss of gold arising either from th e withdrawal of foreign balances or
from Indian currency policy, is not evidence of an unsound currency
position here. . . . We ought to be able to face withdrawals of that

kind with complete equanimity. To say that gold withdrawals would
‘restrict credit supplies when an enlarged gold stock is desirable in

order to broaden the basis of credit’, is an amazing confusion.

The confusion, to Hawtrey, was that the 7/mes, presumably following the ‘rules
of the gold standard game’, believed that the only basis upon which credit could
be extended was by the Bank of England increasing its gold deposits — and this
required higher interest rates. To Hawtrey this was nonsense; the only way in
which manufacturers and traders could be encouraged to take on credit with
which to invest was through lower intere st rates. Niemeyer seemed to see
nothing wrong in the statement of the ‘Tim es’, adding that it might be ‘clumsily
expressed: but surely axiomatic’.®'® As Hawtrey continued with his theme,
pointing out that a stock of gold ‘is of no value whatever . . . [and] . . . cannot

broaden the basis of credit in any way, except by leading to a reduction of

discount rates’, Niemeyer underlined the word ‘except’ with the comment

318 Jbid.
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‘exactly’ in the margin. The Treasury Controller of Finance was clearly a believer

in the ‘long run’; that low interest rate s and credit expansion could only come

after a prolonged period of high interest rates to garner the necessary gold.
Hawtrey dismissed concerns over the Bank of England’s gold stock, and the

view that it was insufficient.

Insufficient for what? If the Cunliffe Committee recommended
that we should hold £150 millions of gold, that was with a view
to its being used [again, Hawtrey’'s underlining]. They
repeatedly contemplated contingencies in which the entire gold
reserve might be used up, and they recommended the power of

suspending the limit of the fiduci ary issue of the Bank of England

should be retained.

It may be that the occasion for really drawing deeply on a
reserve of £150 millions only comes once in a generation,

perhaps only once in a century. But it has come now. 3*°

It is easy to see how such views could cause disquietamongst the men of sound
finance at the Bank of England and in the higher reaches of the Treasury.
Nevertheless, three days after Hawtrey’s memorandum the Bank rate was
reduced from 5 per cent to 4.5 per cent.

Hawtrey, no less than Keynes, saw the reduction of unemployment as the

paramount concern of economic policy at this time. And, like Keynes, he

319 sbid.
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believed that lack of investment was the root cause of unemployment. Keynes
had warned against restoration of the gold standard at its pre-war parity because
he believed it implied a period of deflatio n with high interest rates in order to
bring home and foreign prices into line. Hawtrey’s response to ‘Mr. Churchill’'s
Exercise’ on the gold standard was the most reserved of the replies, suggesting
that going off gold would be preferable to the harmful effects of a prolonged
period of high interest rates. For some time after the restoration of gold, both
Hawtrey and Keynes continued to criticise the monetary authorities for the
maintenance of high rates of interest. But Hawtrey continued to have faith in
the power of the Bank of England to influence world rates, and thus influence
world trade. He believed that if the Ba nk had the necessary courage it would cut
its rates, and in the process stimulate both home and international trade — thus
public investment was an unnecessary and, largely, wasteful exercise. The
parting of the ways for the two men came largely because Keynes perceived that
the war had financially enfeebled Britain to such an extent that it could no longer
impose its interest rates on the rest of th e world. If Britain we re to go down the
road of lower interest rates then it may well do so alone, with loss of gold
eventually forcing it off th e gold standard. Hawtrey may have been prepared to
watch, with ‘equanimity’, as Britain’s gold disappeared and it was forced off the
gold standard, but this was a step too far for Keynes. He did not believe that

interest rate reductions alone would provide the necessary investment to
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overcome unemployment, and so alternative means of investment, such as
public works, began to assume greater importance for him.

Hawtrey continued to press for radi cal new procedures which would give the
authorities greater flexibility over credit policy. In May 1927, as the moment for
amalgamation of Bank and Treasury note issues approached, he produced a
memorandum criticising the proposed continuation of the ancient system of a
fixed fiduciary issue.®® He argued that that there was no need of legislation to

either predetermine a fixed fiduciary i ssue, or a proportionate reserve system.

There is no real need for the legislature to give any directions to
the Bank of Issue except to maintain convertibility into gold. In
1844 that was not enough, because it was not clear by what
practical measures that end was to be secured. Now that the
means are fully understood, Parliament can content itself with
prescribing the end . . . The science of credit regulation has been
explored and there is no reason why full responsibility should not
be placed upon the bank as the technical organ of the

community established for the purpose. 3

30 R.S.Sayers, The Bank of England 1891-1944(Cambridge, C.U.P., 1976), pp. 288-289.
Sayers describes Hawtrey as ‘sail[ing[ into the attack in his best style’. According to
Sayers the only known copy of this memorandum is Niemeyer's own, and there is no
indication that he showed to anyone at the Bank.

321 1big.
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Within a decade, Hawtrey’s suggestion was to become standard practice, but
Niemeyer, just about to move from Treasury to Bank, thought this radical idea
‘far too theoretical: and dangerous for the Bank’.3??

Between September 1928 and June 1929 Hawtrey took unpaid leave of
absence from the Treasury to spend time as Visiting Professor of Economics at
Harvard University. Before departing for America he wrote a series of
memoranda relating the British and American rates of interest which showed the
extent of his disillusion with the way in which the restored gold standard was
operating.

In a short memorandum on 1 Fe bruary 1928 Hawtrey noted that whilst the

London Bank rate had remained at either 5 per cent. or 4.5 per cent., the New

York discount rate had remained below 4 per cent.

. . . two contrasted policies, credit restrictions in London and
credit relaxation in New York. The improvement of the sterling
exchange is one of the consequences; dollars have been
cheapened relatively to pounds. On the whole also the
corresponding contrast in the state of trade has continued; trade

is active in America and depressed here3*

%2 Ibid.

323 Treasury Papers T208/110. Hawtrey memorandum ‘The Dollar and the Pound’, 1
February 1928.
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The cheapening of dollars relative to the pound was, of course, severely limited
by the operation of the gold standard. Once the pound’s exchange rate
exceeded $4.86656 beyond a given margin — the upper gold point — it became
profitable to use dollars to purchase gold in New York and then ship it to London
to exchange for pounds (the precise value of the gold points varied according to
shipping and insurance costs at the time). This was the outcome of the
difference in the two rates of interest - New York lost gold to London. To
counteract this loss, on 3 February 1928, New York raised its rediscount rate to 4
per cent. This was to be followed by the raising of the rediscount rate to 4.5 per

cent. at the beginning of May of that year. Hawtrey regarded this, at a time
when complaints of depression were growing in America, as a series of
disastrous moves, and evidence that London still had the power to influence

world interest rates.

In so far as the motive is the ou tflow of gold, th e raising of the
rediscount rates illustrates once again the disastrous effects of
gold hunger. Competitive demands for gold are being
intensified.  When some countries start accumulating gold,
others follow their example, and those with excessive stocks are
reluctant to part with it. The safeguards recommended at Genoa
against this calamitous train of events have never been

adopted.3?*

324 Treasury Papers T 208/110. Hawtrey Memorandum ‘The Dollar and the Pound’, 7
February 1928.
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Hawtrey despaired of the situation, since the rise in American rates implied an
intensification of the scramble for gold. He continued to believe that the Bank of
England still possessed the power to take a lead and, by lowering its own rate,
bring down interest rates world-wide. His own ‘Genoa Resolutions’, back in
1923, had provided for a convention of central banks which would co-operate
and co-ordinate their interest rates in or der to stabilise the world value of gold
and avoid the unseemly scramble for the metal which was now in evidence. But
he began to increasingly recognise that the Bank and the Government had
painted themselves into a corner. While, he believed, they might still have the
economic muscle to reverse the world-wide growth in interest rates, it was
politically impossible for them to reverse th eir existing policies. They were in a
corner from which there was no escape. Some of these views were expressed in
a memorandum which he produced for the Treasury in July 1928, immediately

prior to his departure for America.

Probably therefore we have to look forward not to a rise but to a

fall in the world price level. . . . increased credit pressure will
become necessary to maintain the gold standard. We must look
forward to increased unemployment, increased budget deficits,
renewed industrial unrest. . . . A reversal of policy would be hard
to explain. . . . how can we justify a resort to cheap money at

the very time when the exchange moves against us . . .. such a

change would be regarded as a confession of error . . . . the
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Government as well as the Bank will be open to accusations of

having miscalculated 3%

It was, incidentally, in this memorandum that Hawtrey introduced an idea which

was to echo down through the following years.

It is possible for industry to get into a position of temporary
equilibrium while seriously underemployed, and to remain so for
a considerable time. Demand and supply, being equally

restricted, balance.3?°

The years 1925-28 were depressing years for Hawtrey, and he probably looked
forward with relative optimism to his year away from the Treasury, at Harvard.
There seems to have been no attempt to replace him by appointing an acting
Director of Financial Enquiries during his nine months’ secondment. His absence
gave rise to a number of concerns, but the non-existence of a professional
economist within the Treasury does not seem to have been one of them.
Hawtrey’s own overriding concern seems to have been that his forthcoming year
should count towards his pensionable service. Despite considerable
correspondence between Hawtrey and Mr. Rae of the Civil Service staffing
section no such allowance cauld be offered. In order to minimise the loss to his

pension rights, therefore, Hawtrey attended the Treasury up to the 14

32 Treasury papers T208/110. Hawtrey Memorandum ‘The Credit Situation’, July 1928.

%28 Ibid.
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September, before sailing to America on the 15 September 1928. By doing this
he was able to use his annual leave for part of his time at Harvard, and in
consequence his period of special leve did not start until 1 November 1928. 3%’

He took similar measures to minimise the loss to his pension rights on returning:

With reference to my forthcoming visit to America . . . |
understand that | will be able to return at the beginning of June .

.. | propose that my special leav e should end at the end of May
and that | should count the week or two that will intervene

before | actually attend at the Treasury as part of the annual
leave . . . [for] ... 1928-9. Wil this be all right? %

It seems to have been ‘all right' since a subsequent note from the staffing
section accountant to the Treasury advised that ‘Mr. R.G.Hawtrey has been
granted special leave of absence without pay from 1 November 1928 to 31 May
1929'.3*  The only areas which the Treasury seemed concerned about were his
absences from certain standing committees, and his failure to complete the
Treasury’s First World War Book. On the second matter, Mr. Rae was given to

write to the Treasury, rather stiffly, regarding Hawtrey.

327 Treasury Papers T268/11. Hawtrey’s (‘confidential’) Civil Service Career file.

328 Ibid. The letter from Hawtrey to Mr. Rae of th e Civil Service staffng section, dated 3-
8-28, is to be found in Hawtrey’s confidential file.

329 Jbid., Accountant’s note from the Civil Service Staffing section to the Treasury, 24
September 1928.
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In 1921 he was appointed Chairman of the Treasury War Book

Committee. . . . The Committee has not so far reported and |
330

have occasionally drawn Mr. Hawtrey’s attention to the fact.
Despite assurances from Sir Richard Hoplkns to Mr. Rae that Hawtrey had this
matter in hand, there is no evidence that any Treasury World War | record was
ever compiled (giving a littl e irony to Hawtrey’s subsequent appointment to write
the Treasury’s World War Il history). The other area of concern regarding
Hawtrey’s absence was his membership of various Civil Service standing
committees — The Organising Committee on War Risks Insurance, The Standing
Committee on Blockade and Enemy Tradirg, The Air Risks Insurance Committee
and the Committee on Emergency Legislation in Time of War. Once it was
established that David Waley, an assistant secretary within the Treasury, was
prepared to represent the Treasury on these committees for the period of
Hawtrey's absence, then there was no further problem regarding his period of
secondment.®*
During Hawtrey’s absence, the advice on financial matters which he might
have been expected to undertake was taken on outside the Financial Enquiries

section, much of it by Frederick Phillips, who had been appointed principal

assistant secretary within the Treasury in 1927. It was a time during which the

330 Jbid., Letter from Mr. J.Rae to Sir Richard Hopkins, 15 July 1928.

31 Jbid., Letter from Mr. J.Rae to Sir Richard Hopkins, 31 July 1928.
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Treasury’s new leadership team with a new leadership style began to emerge — a
team with a style that would ta ke the Treasury through the 1930’s.

In 1927 Sir Otto Niemeyer, formidab le defender of ‘sound’ financial policies
and Churchill’'s ‘minder’ during the return to gold, had resigned from the post of
Controller of Finance at the Treasury to take up a position at the Bank of
England. After his rapid rise through th e Civil Service ranks he had found his
way to further promotion blocked by Sir Warren Fisher, who as Permanent
Secretary and Head of the Civil Service wa a mere four years older. After over
two years dealing with Churchill as Chancellor, he had also had enough of
Winston’s unpredictability and rudeness towards his officials. For his part,
Churchill was not unhappy to see Niemeyer go; privately he had had strong
reservations about returning to the gold standard and resented the feeling that
he had been manipulated in the matter by Niemeyer and Norman. Niemeyer
was to remain at the Bank from 1927 until 1965, where every morning he could
be observed walking up Threadneedle Street ‘with an expression on his face that
suggested that if he had come up against a brick wall he would have walked
straight through it’. 3

Niemeyer’'s replacement as Treasury Controller of Finance was Sir Richard
Hopkins who had previously been Chairman of the Board of Inland Revenue.
After King Edward’s School, Birmingham, he had studied History and Classics at

Emmanuel College, Cambridge,before entering the Inland Revenue. He was as

332 G.C.Peden, Keynes and his Critics. Treasury Ra&ponses to the Keynesian Revolution
1925-1946 (New York, O.U.P., 2004), p.14.
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pragmatic regarding policy as Niemeyer had been dogmatic. On transferring to
the Treasury he read widely on economic matters. He retired from the Treasury
(as Permanent Secretary) in 1945, and his idea of retirement was, that year, to
read through Keynes General Theory of Employment, Interest and Money —
twice! He was interested in all aspects of economic theory, and was a member
of the ‘Tuesday Club’ which brought City men, journalists, civil servants,
academics (and Keynes) together to debate economic matters, but he
nevertheless remained sceptical about the practical value of theory. Hopkins’s
touchstone for pursuing any particular policy was not whether it could be
justified by recourse to one or other economic theory, but whether it was
administratively feasible. During the hearings of the Macmillan Committee he
successfully re-orientated the Treasury’s arguments aganst loan-financed public
works away from theoretical concerns over the ‘crowding out’ of private
investment by public investment towards the administrative problems inherent in
government sponsorship of public works.

Hopkins was a popular man with an impish sense of humour. He accepted
the soubriquet of ‘Hoppy’ and most of his correspondents prefaced their letters
with ‘My Dear Hoppy’ — Keynes refrained from this familiarity until after he had
shared a working lunch with Hopkins on 1 November 1939, whereupon he, too,
relaxed his form of address. In an early biography of Keynes, Sir Roy Harrod
described Hopkins as someone ‘who migh be taken for an ancient sage, who

had somehow been wafted through the centuries to give wise counsel to a half-
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baked generation’.>*® Lionel Robbins described Hopkins as ‘diminutive in stature,
with the general appearance of an extremely intelligent monkey, on the general
subject of government finance he was an intellectual match for anyone of his
generation’.** Hopkins is credited with persuading Keynes, during the 1930s,
that practical and administrative feasibility must be considered alongside
economic theory as determinants of economic policy. Sir Thomas Padmore, war-
time Principal Private Secretary to the Chancellor of the Exchequer, once
remarked that ‘Keynes would talk to anyone, but he would listen to Hopkins’. *°
The ‘rising star’ of the Treasury at this time was Frederick Phillips Phillips had
attended Aske’s School in London and then, like Hopkins, Emmanuel College,
Cambridge, where he read Mathematics. He had entered the Treasury in 1908,
and though he had read a wide range of books on economics he never
considered himself an economst (Phillips was to later tell an internal Treasury
organisational enquiry in 1937 that he could not do without Hawtrey, since
Hawtrey understood professional economists in a way that he did not, so that he

336

could make intelligible what other economists were advising). Peden

describes Phillips as being ‘inarticulae in conversation, although lucid on

333 R.F.Harrod, The Life of John Maynard Keynes(London, Macmillan, 1951), pp. 529-30.

334 R.Skidelsky, John Maynard Keynes: TheEconomist as Saviour 1920-37London,
Macmillan, 1992), p. 698.
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paper’.®®’ His characteristic response to every comment might have been a

grunt, but his memoranda display a powerful analytical mind capable of taking
scattered, diffuse arguments, sweeping away irrelevancies, posing the essential
issues and expressing clear, balanced judgements onthem. Phillips died, still
relatively young at the ag e of 58, in 1943 and Keynes, who had grown to admire
him, wrote an obituary on him in which he described him as ‘a formidable figure
who hated fluffy thinking’. **® From Hopkins's appointment as Controller of
Finance in 1927 he increasingly turned to Phillips for advice. Leith-Ross
remained, somewhat uncomfortably, from the Niemeyer regime, but when he
was found an alternative position, in 1932, Phillips was promoted to the position
of Deputy Controller of Finance.

Thus, while Hawtrey was in America a new structure was beginning to take
shape within the Finance Section of the Treasury. A new leadership team was
settling in; a team which, whilst generally sceptical about the value of economic
theory, was nevertheless not wedded to th e nineteenth-century canons of sound
finance, but prepared to give consideration to the merits of new theoretical
developments. For a time, this new team operated without the assistance of
Hawtrey.

This newly-emerging team was called upon to give advice to Churchill on 19

January 1929 when Keynes published an article in the Nation and Athenaeumin

37 Ibid., p.14.

338 Jbid., p.15.
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which he expressed concern about the adequacy of the world’s stock of gold
available for central banks to meet their international payments. Keynes's
argument had been that since, by laws and regulations, central banks were
required to keep a stipulated quantity of gold locked away in proportion of their

note issue any attempts by the central banks to increase credit in order to
alleviate unemployment necessitated, by law, that they should increase their gold
reserves — leaving insufficient gold for the transaction of international business.
This was driving up the price of gold and driving up the valu e of currencies tied
to gold in relation to other commodit ies — hence driving down the money value
of other goods and contributing towards de flation. His thesis had been that the
requirement by the central banks to hold gold in proportion to their note issue,
generally 30 to 40 per cent, was a useless convention.

Only a few months previously, Hawtrey, as the Treasury’s Director of Financial
Enquiries, had penned a memorandum deploring the intensification of the
competition for the world’s gold. Hawtre y’s argument was so close to that of
Keynes that it is difficult to see how Hawtrey, asked to comment on Keynes'’s
article, could have shown any great measure of dissension. Hawtrey would,
without doubt, have reiterat ed the need for co-operation between central banks,
along the lines of the Genoa Resolutions, in order to stabilise the demand for
gold. In the absence of such co-operation he would have urged the Bank of
England to set the agenda for world intere st rates by aggressively reducing bank

rate. In the event of loss of gold he would have recommended that the Treasury
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use its powers to permit the issue of notes in excess of the prescribed fiduciary
limit, just as his mentor, Bradbury, had done during the 1914 crisis.®*® In
Hawtrey’s absence, Hopkins forwarded comments from Phillips and himself to
the Chancellor, Churchill, on 31 January 1929. Their comments are included
here as indicative of new emphases and a new style.

Phillips’s produced a characteristically measured document under numbered
points.?*® Firstly, by citing an article whic h Keynes had written in the Nation on
2 February 1924, urging the United States to ‘buy all the mines in Africa and
cement them down securely’ since the excessive suppy of gold was about to
cause rampant inflation, Phillips painted Keynes as an obsessive who moved
excessively between extreme positions. Phllips then proceeded to depict Keynes
as an alarmist by taking the figures in his article — a 2 per cent annual increase in
the world’s output of gold whilst the a nnual increase in the world’s demand for
gold for monetary purposes was 3 per cent — and argued that, even if these
figures were correct they implied a fall in world prices of only 1 per cent, which
was far smaller than variations in world prices due to non-monetary causes. As
regards the scramble for gold amongst the central banks, Phillips pointed out
that in the previous year, 1928, the Unit ed States had, in fact, released £31
millions of gold reserves, and as for Keynes suggestion that gold might be

released from the central banks in order to check its tendency to appreciate,

339 R.D.C.Black, ‘Ralph George Hawtrey’, p.378.
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Phillips agreed that ‘in theory’ this problem might be solved, be he remained a

pragmatist.

A release of gold by the Central Banks, unless it were of minute
dimensions, is a potent cause of inflation. . . . the difficulty in
practice is to detect and measure a minute change in prices due

to a deficiency in gold, and second how to apply a remedy which

is not ten or a hundred times too powerful. 3**

Hopkins added his customary words of wisdom to Phillips’s memorandum -
‘[Keynes’s] argument rest[ed] on the be lief that Central Banks would behave
better if less restricted by law. This may be so but the picture of a Bank of
France bursting to be generous with its gold but restrained by law is not
convincing’.**? He made two particular criticisms of Keynes's article, pointing
out, firstly, that Keynes’s description of the locking away of gold being ‘merely a
ritual observance’ was untrue since this gold was a second-line reserve which
could be used for trading purposes in an emergency; secondly, he took the
opportunity to gainsay Keynes'’s accusation that the Bank of England had been
greedy in their accumulation of gold, pointing out that the Cunliffe Committee

had recommended a gold reserve of £150 millions, and this remained the Bank’s

holding.

L Ibid.,

342 Treasury Papers, T172/2095. Memorandum by Sir R. Hopkins, 31 January 1929.
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This country, still the monetary centre of the world, liable to be

drawn upon not only from all European quarters, but from North
and South American quarters as well, liable to feel the
repercussions of monetary disturbances in any part of the world,
- disturbances accentuated by the proportional reserve adopted
by most countries but eschewed by ourselves — is content with
about £150 millions of gold. The United States have three and a
half times that amount, an excess accounted for neither by
population nor by needs. France with about the same population
has 70 per cent. more gold . . . . Wherever the greed for gold

may have been manifested, it has not been manifested here.3*?

Hopkins acknowledged that there was ‘undoubtedly’ something to be said about
Keynes’s thesis, but that a ‘slight diminution in the reserves of those countries
whose proportions are highest and a gradual substitution . . . of the holding of
foreign currencies in place of gold seem to be the natural remedies’ (the
influence of Hawtrey’s Genoa Resolutions can be seen here)*** In the mean
time, Hopkins recommended that, while th e matter was looked at by the League
of Nations’ Economic Committee, suspiciams of foreign central banks could best
be allayed by everyone, including Keynes saying as little as possible about the

matter in public. Neither Hopkins nor Phillips resorted to quoting the canons of

‘sound finance’, but challenged Keynes on his assumgions and the justification

33 Ibid.,

344 1big.
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of his conclusions. Hopkins in particular was prepared to acknowledge the
justification of Keynes'’s case whilst questioning the wisdom of his approach.

This was a new style of regime, with a special competence of its own, to
which Hawtrey had to accommodate as he returned from Harvard in June 1929.
On appointment to his post, back in 1919, the Treasury Controller of Finance had
been Sir Basil Blackett. To a degree, Bhckett, like Hawtrey, had been a protege
of Sir John Bradbury up to the time when Bradbury relinquished the position of
Joint Permanent Secretary to the Treasuy in 1919. Blackett had continued to
encourage Hawtrey after the latter’'s appointment as Director of Financial
Enquiries.

Blackett’s successor, the austere but capable Niemeyer, gave some support to
Hawtrey’s early plans, such as his gold shipment recommendations, but ignored,
and even derided, Hawtrey’s later memoranda appealing for lower interest rates
and extension of credit. The extent of th e eventual polarisation of the positions
of Niemeyer and Hawtrey can be seen in Niemeyer’s evidernce to the Macmillan
Committee on Finance and Industry (by which time, of course, he was at the
Bank of England): he expressed the view that Britain should have returned to
gold ‘at a higher rather than a lower pa rity’ and that the jo int-stock banks had
been ‘too ready to help industry’. 3*°

Hawtrey left Harvard to return to work with the newly-se ttled Treasury team,

as well as minimise his pension losses, in June 1929, just before a major

315 H.M.S.0. (1931), Committee on Finance and Industry (Macmillan), Report
(Cmd.3897), Questions 6705, 6755.
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financial crisis was about to unfold. His return coincided with the formation of
Ramsay MacDonald’s Second LabourGovernment and the replacement of
Churchill as Chancellor of the Exchequer by Philip Snowden. The Great Crash of
October 1929, on the New York Stock Market, was still some months away.
Deflationary forces, concealed by the world boom, had been in existence for
some time; notably the falling prices of primary commodities in primary-
producing countries due to their relative overproduction. The New York crash
was but one of the symptoms of wider defl ationary forces that were at work. The
Great Crash destroyed confidence. It also brought about a liqui dity crisis. Much
of the share speculation had been with the aid of ba nk loans — loans which the
borrowers hoped to repay when the shares had been re-sold at a profit. When
the profits never materialised the banks were left with outstanding loans which
the borrowers could not repay: many bank s were forced into closure whilst many
others had to severely restrict their lending.

The crash brought one kind of relief to Britain. The process of withdrawing
gold to purchase dollars, and thence shares, was stopped in its tracks. The Bank
of England was at last able to respond to critics of its high Bank rate. The rate
was reduced by stages from 6.5 per cent on 31 October 1929 to 2.5 per cent on
14 May 1931.3* |t was constrained by the slow rate at which the U.S. Federal

Reserve was prepared to lower its interest rates in response to American

348 Hawtrey, A Century of Bank Rate p.296
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deflation. The clamp shackling the two sets of interest rates together was, of
course, the gold standard system, and Britain’s desperation to remain on it.

The Bank probably would have wished to drive interest rates down faster and
further, but it was restricted by the de veloping problem of Britain’s balance of

payments.>*’

Deflation in primary-producing countries and the fall in demand
from the United States reduced demand for British manufactured goods. An
adverse balance of payments replaced Wadl Street speculation as the cause of
the haemorrhaging of gold. The current balance on foreign trade peaked, at a
surplus of £124 million, in 1928 and then progressively deteriorated to a deficit in
excess of £100 million in 1931.3** The Bank was in the position of having to
maintain its gold reserves by attracting short-term funds to Britain — something it
was only able to do by maintaining its short-term interest rates above those of
New York.

Reflecting on this situation, in 1937, Hawtrey was convinced that it provided a

validation of his sustained appeal for lower interest rates — irrespective of the

loss of gold:

The conclusion to be drawn is that the Bank of England ought to
have been willing to /et gold go [Hawtrey’s italics]. It ought in
fact to have been willing to do so at any time since the return to

the gold standard. If it could only retain its gold by a recourse to

347 Howson, Domestic Monetary Management in Britain, p.67.
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deflationary measures, and could not otherwise maintain the
gold standard, then either the re turn to the gold standard was
premature or the restoration of th e former parity was a mistake.
It is, | think, not unreasonable to hold that a policy of cheap

money and credit relaxation from the beginning would have had
a favourable effect on economic activity throughout the world in
1925, and would have made the task of retaining the Bank of
England’s gold quite easy. But even if that had not been so, and
credit relaxation had been found to involve a serious outflow of
gold, an acquiescence of that outflow would have afforded the

best prospect of maintaining the gold standard.

Even in 1929 it was not too late . . . 3*°

The central issue to the Labour Chancellor of the Exchequer, Snowden, was
confidence. If the Government were perceived to be spending an amount
greater than its revenues, then two fears arose: that the government would have
to resort to printing paper pounds out of proportion to its gold reserves, and thus
be unable to guarantee the gold value of the currency; that the consequent
increase in the money supply would draw in excessive imports, exacerbate the
balance of payments deficit, and deplete the Bank of England’s gold reserves —
casting even more doubt on the Bank’s ability to maintain sterling’s fixed value
against gold.
With confidence being the issue, very few dared mention the option of

devaluation, or departing from the gold standard. Not even Keynes. During the

39 Hawtrey, A Century of Bank Rate p.141.
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Macmillan Committee discussions, Keyneswas moved to express the opinion

that:

... I should not recommend going off the gold standard at this
moment; not until | had tried othe r expedients, but | should not
have complete confidence in the efficacy of these alternatives.

Meanwhile | think the dangers of going off are such, that | would

not even talk about it. 3*°

There was a very small number of exceptions. In the summer of 1930, Professor
G. C. Allen canvassed a large group of economists on their views on the gold
standard. He encountered only two who considered devaluation a permissible
option — ‘J. W. F. Rowe of Cambridge University and R. G. Hawtrey of the
Treasury’.>**

For some time prior to Britain’s go |ld standard exit, Hawtrey had refused to
support any memorandum which implied an attempt to maintain the value of
sterling at $4.86. Writing in 1939, he noted that ‘premonito ry symptoms’ of a

doubt as to the continuance of the gold standard were already appearing in

February 1931 when forward quotations of the pound on th e foreign exchanges

30 3.M.Keynes, Activities 1929-31: Rethinking Employment and Unemployment Policies
Volume XX of The Collected Writings of John Maynard KeynegLondon, Macmillan and
C.U.P., 1981), p.29.
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fell below the gold export point — peop le, in effect, were undertaking three
months hence, to buy dollars when the cost of the dollars would exceed the
combined value of the pounds surrendered and the cost of shipping the
equivalent gold from London.®? Misgivings about Britain’s willingness to make
the efforts to maintain the gold standard were manifesting themselves.
According to Hawtrey the reason for the failure of the gold standard lay deeper

than either foreign bank failure or a deteriorating balance of payments:

The cause of the failure of the gold standard was simple. It was
the appreciation of gold in terms of wealth. Gold had not
supplied a stable unit for the me asurement of values. . . . the
immediate cause of the crisis, it is true, was the withdrawal of
foreign money, first from Austria and Germany and then from
England. But that was the result of distrust, and that distrust
was directly due to the appreciation of gold. . . . It was the same
fall in prices that had caused in Great Britain the unemployment,

the shrinkage of exports and the budget deficits. 3°3

As ever, Hawtrey felt that the central Banks had been culpable because they
reinforced falls in world prices by their dear money policies — policies which were

designed with the sole purpose of retaining as much as possible of the

%2 Hawtrey, The Gold Standard in Theory and Practice p.134.
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232



appreciating metal. He harked back, yet again, to the lost op portunities afforded

by the Genoa resdutions:

The responsibility of central Banks for determining the wealth-
value of gold had been recognised at the Genoa conference, but
by 1929 the Conference had been forgotten and the
responsibility disclaimed. The central banks had reverted to the
ideas of the nineteenth century gold standard, which limited their
responsibility to restraining the expansion of credit whenever it
outran the gold reserves. Here was an objective which made no
demands on the reasoning faculty; it could be treated as an

article of faith. >

As a final comment upon this act of faith Hawtrey permitted himself the

indulgence of a short parable.

A man once set his dog to guard his clothes whilst bathing.
Unfortunately the dog did not recognise his master naked, and
guarded the clothes too faithfully. The man remained
disconsolate and deflated; the dog barked and the caravan could

not go on.3*°

%4 Ibid., pp. 140-1.

2 Ibid., p.141.
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Chapter 4

Unemployment and the Liberal Plan

1928-1930

To Hawtrey, the reason for the unemplo yment of the 1920s was straightforward
— and consistent with his theory of cu rrency and credit. Unemployment was due
to lack of effective demand; effective demand could only be increased by
extension of credit; high interest rates were a barrier to the extension of credit.
He devoted a large section of his historical study A Century of Bank Rate to
tracing the close relationship between Bank rate and the ensuing trade activity.
Edward Heath once criticised Nigel Lawson for being a ‘one-club chancellor’;
likening his one tool of economic policy, the raising or lowering of interest rates,
to a golfer who attempted to play a roun d of golf with only a single club.
Hawtrey was the original ‘one-club economist. Whether on, or off, the gold
standard he regarded the manipulation of the Bank of England discount rate as
the supreme instrument for controlling the economy. When there was evidence
of an impending downturn of trade then easing of the discount rate would ward
off depression. When there were signs of overheating, an early rise of the Bank

rate would damp down any inflationary pressures. Provided the monetary

234



authorities were vigilant and prompt, appr opriate adjustment of Bank rate would
see everything right.

Keynes was no such ‘one-club’ economist. He proposed an array of measures.
Different measures were required under a gold standard from times when it was
absent. To charges of inconsistency, he replied ‘If a situation changes, | change
my mind; what do you do?’. During the Macmillan Committee deliberations he
identified no less than seven different classes of remedy for unemployment. His
favourite, government investment in pu blic works, caused him frequently to
cross swords with Hawtrey and the Treasury.

Between the onset of depre ssion in 1922, and 1928, the demand, at a
political level, for publicly funded works as a cure for unemployment remained
muted. From 1921 Lloyd George’s Lberal Summer Schools had discussed
interventionist policies. Keynes became involved with these Summer Schools,
and in 1924 both he and Lloyd George produced articles advocating capital
development programmes in Keynes's journal, Nation and Atheneum. The
Nation did not have a mass circulation and Lloyd George, by then, was
discredited and mistrusted politician.

The long political silence on public works as a means of alleviating
unemployment was broken, by Keynes, on 31 July 1928. He used the pages of

the Evening Standardto attack Treasury policies in an article, ‘How to Organise a

235



Wave of Prosperity’**® Keynes was in no doubt about the root cause of low

business activity — the return to the gold standard at too high a level. The
Treasury copy of this article is heavily marked by officials, and the second

paragraph below has been marked and initialled by Hawtrey.

. . there can be no doubt about the explanation [for low
business activity], it is as well to remind ourselves . . . Labour
costs are exactly what they were three years ago . . . .

Meanwhile wholesale prices have fallen 9 per cent compared
with 3 years ago and 13 per cent compared with 4 years ago,
while the cost of living has fallen 5 per cent. But many
industries have not enough margin of profit to employ men at
the same wages as before and to sell their products 5 to 10 per
cent cheaper. . . ..

The fundamental blunder of the Bank of England has been
due, from the beginning, to their belief that if they looked after
the deflation of prices the deflation of costs would look after

itself . . . it is extraordinarily difficult to deflate costs. **’

Keynes argued that it was beyond the power of individual businesses to reduce
unemployment; they needed supportive measures from Bank and Treasury. He
urged steps to increase credit and encouragement of capital projects by local

authorities.

56 J. M. Keynes, ‘How to Organise a Wave of Prosperity’, Evening Standard 31 July
1928. The copy of this article which | have used is the one pasted into the Treasury file
‘Memoranda on Unemployment’, Publicrecords Office, Treasury File T172/2095.
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When we have unemployed men and unemployed plant and

more savings than we are using at home, it is utterly imbecile to

say that we cannot afford these things . . . **

The phrase ‘more savings than we are using at home’ is underlined in pencil in
the Treasury copy of the article, with a note by Leith-Ross asking ‘is this true?’
On the following day Leith-Ross wrote to Hawtrey raising two points regarding
Keynes's article. First he queried Keynes’s assertionthat ‘Labour costs . . . are
exactly what they were three years ago . . .” — adding ‘I should have thought that
the average wage rates showed a substantial decline during the past 4 years’.
Leith-Ross seems to have been making certain assumptions about the
consequences of the outcome of the General Strike. The outcome was generally
seen as a defeat for labour, especidly the miners, who were forced into
returning to work at the reduced wages on offer - hence Leith-Ross’s assumption
that the general level of wages was being forced down. This was against the
evidence of Bowley’s figures. Laybourn has argued that strategically the General
Strike acted in the long term interest of labour. It acted as a warning shot
across the bows of employers who might be tempted to adopt an over-
aggressive attitude towards wage reductions. The level of wages, which had

been falling rapidly before 1926, started to level off after the General Strike. **°

8 Jbid.,

237



Secondly, Leith-Ross queried Keynes’sassertion on the excess of savings over
investment and wanted Hawtrey’s view on Keynes’s statement that we ‘have
more savings than we are using at home’ — again adding his own view that ‘this
seems to be sheer perversion of the facts’.*®® Hawtrey replied, on 4 August
1928, by drawing Leith-Ross’s attention to ‘Bowley’s index of wages’ which
showed that there had been ‘no appreciable variation since 1924'3%* Again, he
assured Leith-Ross, that given the capital exports of £96 million in 1927, the
statement of Keynes’s with regard to savings exceeding home-investment was
also true.

The extent to which Keynes’s criticism stung the Treasury can be gained from
the tone of the memorandum with whic h Leith-Ross responded on 3 August

1928 — a memorandum rushed out before he had received Hawtrey’s answers to

his queries.

| am sorry to see that Keynes is renewing the Press propaganda

which has done him little credit as a politician and considerable

harm as an economist.3%?

39 K. Laybourn, Britain on the Breadline: a social and political history of Britain between
the wars (Gloucester, Alan Sutton, 1990) pp. 124-132.
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He blamed ‘political influences’ for counteracting economic forces ‘by means of
subsidies’ for the failure to bring down wage rates, adding that by ‘paying the
unemployed to remain idle rather than co mpete for jobs in th e market, it tends
to immobilise surplus labour . . . and to maintain wage rates at their existing

levels . . ."”** He thought it ‘absurd of Keynes to suggest that we have savings
which are available and not being used’. He thought that inflation of bank credit

could only encourage wage increases and excessive consunption, and that
encouragement of local authority capital projects was ‘the same principle that
the Soviet Government is trying’. ‘More of the same’ seemed to be Leith-Ross’s
only answer to the unemployment problem.

On 5 August 1928 Sir Richard Hopkins received a note from the Chief
Secretary to the Treasury, Sir Warren Fisher, bearing an instruction from the
Chancellor of the Exchequer (Churchill) - that ‘Sir Richard Hopkins, Mr. Leith-
Ross and Mr. Hawtrey study Keynes’s artice . . . of last week, and to let him
have . . . their observations’.

Leith-Ross toned down his original memorandum for Churchill’'s consumption.
He omitted his abusive references to Keynes and also his criticisms of the
National Insurance scheme. He paid no regard to Hawtrey’s reminder that
Bowley’s index of wages had remained at the same level since 1924, but pointed

out that ‘miners wages had been very definitely and drastically reduced’ —

%3 Jbid.,
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against which someone has subsequently written ‘and the worst unemployment

of all is in the coal industry’. %

Hawtrey's (relatively short) note to Churchill reiterated his long-held view that
public spending on capital account could only increase employment if were to be
accompanied by appropriate credit expanson, and the latter would in any case
increase employment whether accompanied by increased public spending or not.
If the loans to finance the pu blic spending diminished the export of capital, then
this would permit a credit expansion which would not otherwise be possible.

Hawtrey expanded on this idea.

If we started spending £60 million a year on capital works and
thereby reduced our export of capital . . . imports and exports
would have to be adjusted to the change in the balance of
payments. A part might be . . . the import of materials . . . for
use in the capital works . . . . But only a fraction of the [E60
million] could be disposed of in these ways.

Suppose that the discrepancy between the balance of trade
and the balance of payment is thereby reduced to £50 million.
Then there must be a sufficient monetary expansion so to
increase the purchasing power of the community that additional
imports to the amount of £50 million will be attracted. . . . With a
given price level that would mean a substantial increase in
activity. Even if part of the in creased demand went to increase

prices and wages, the increase in activity would still be

34 Ibid., Memorandum by F. Leith-Ross, 9 August 1928.
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considerable [in the margin, at this point, is written the word
365

‘inflation’].
Hawtrey added that the stimulus to trad e brought about in this way would be
similar to that obtained by exporting gold, but cautione d that ‘[t|he effect [was]
only temporary’, since it would be impo ssible to permanently increase capital
outlay at home by £60 million per year [t his point had been heavily marked in
the margin]. He thought that the initia Ily favourable effect on the balance of
payments might prompt the Bank of England to lower interest rates, with all the
beneficial effects of credit creation. However, to Hawtrey, it was ‘hardly
worthwhile to consider elaborate and roundabout devices for giving the Bank of
England an opportunity of relaxing credit’” when such things could be done more
directly. This was a theme which Hawtrey was to develop as the debate over
unemployment progressed.

Sir Richard Hopkins evidently felt that Churchill had sufficient to digest within
the missives from Leith-Ross and Hawtrey, since he felt no need to add a note of
his own. It is not known how Churchill responded. He could hardly have been
reassured by his Treasury advisors. Onthe one hand Leith-Ross opined that
‘What Keynes is after, of course, is a definite inflation of credit’, adding that ‘if
the object is to reduce labour costs, the inflation of credit is the last possible

thing that will do what is required’. On the other hand, Hawtrey was arguing

35 Jbid., Note by R.G.Hawtrey, 4 August 1928.
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that the need to increase the total consumers’ income was paramount if
unemployment was to be overcome, and the key to this was the relaxation of
credit — advising that Keynes’'s pet remedy of public works would lead to
relaxation of credit if only in a rounda bout way. Hawtrey was on the point of
leaving for America and would be unavailable to follow up his advice; he was
also generally known to have views which were out of line with those of his
senior colleagues. Leith-Ross was the senior figure; he would be on hand for
advice during the coming year and Churchill must have realised that his view
must have been close to that of most other senior Tr easury figures. Churchill
also had form. At the time of the return to the gold standard, he had wriggled
before acquiescing to its return, but he had never felt confident enough to
depart from the Treasury line — knowin g that he would depend on Niemeyer’'s
support at difficult times. Once again he kept to the line of his senior officials
and articulated the ‘Treasury View’ in the face of Keynes'’s criticisms.

After the publication of the Liberal ‘Yellow Book’, Britain’s Industrial Future, it
became clear that public works as a means of combating unemployment would
be a major theme of a future election campaign. Moreover the Treasury could
not isolate it as the irrational brain-child of an untrustworthy politician and an
unconventional economist. On 7 February 1929 the Conservative’s Home-
Secretary, Sir William Joynson-Hicks, pepared a memorandum, CP 27 (29), in
which he set out a programme of public works, especially in the Dominions and

Crown Colonies, aimed at stimulating exports and encouraging emigration — all
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with a view to reducing unemployment. Close on the heels of this
memorandum, on 16 February 1929, another memorandum by a Conservative
minister appeared, produced by the Minister of Labour, Sir Arthur Steel-Maitland.
Steel-Maitland’s memorandum, CP 37 (29), called for an £8 million plan for trunk

6

roads at home.**® As a response to these stirrings Churchill requested his

officials to prepare a document to show the ‘fallacies underlying the idea that a
great loan . . . . would be a pe rmanent remedy for unemployment’. %’

The outcome was a Cabinet paper CP53 (29), produced on 23 February 1929,
and designed to bring recalcitrant cabinet colleagues to order. Perhaps, under
normal circumstances, the task of preparing this document would have fallen
upon Hawtrey, but he was away at Harvard, and not due to return until June
1929. In his absence Churchill called upon other civil servants to carry out this
duty: Frederick Phillips, then a Principal Assistant Secretary, and Gilbert Upcott,
then Deputy Controller of Supply Services. Additionally, a week later, when
calling upon his officers for a reaction to Lloyd George’s election pamphlet, he
suggested that Alfred Hurst, another Principal Assistant Secretary, should be

enlisted to assist in its preparation.®® All the Treasury preparation to meet the

Chancellor's Cabinet critics, prepare Churchill for his 1929 Budget presentation,

3¢ Clarke, The Keynesian Revoliion in the Making, pp. 54-62. Clarke gives a detailed
account of unrest within the Conservative cabinet.

%7 Treasury Papers, T.172/2095, ‘Cure for Unemployment Memoranda of 1928 and
1929'. Memorandum by the Chancellor of the Exchequer, 13 February 1929.

3% Treasury Papers, T.172/2095. Note from the Chancellor of the Exchequer to F. Leith-
Ross, 3 March 1929.
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and counter the Liberal public-works proposals were being done by a fearm which
included Phillips, Upcott, Hurst, Grigg and Leith-Ross. The team was overseen
by the Controller of Finance, Sir Richard Hopkins. Even before his departure for
America, Hawtrey had become something of an isolated figure amongst
officialdom, a lone voice in the wilderne ss calling for lower interest rates and the
exportation of gold to raise world pri ces. This new, increasingly collegiate
approach within the Treasury increased the danger of Hawtrey becoming an
even more isolated figure on his return. First, a new-found sense of confidence
amongst the team of generalists would have seriously undermined Hawtrey’s
position as an ‘essential’ economic consutant. Secondly, policies and approaches
developed in his absence might well have run contrary to thos e suggested by his
own economic model; a model to which he was invariably faithful.

At the beginning of March 1929 Lloyd George’s Liberals had launched their
election campaign, making the ‘conquering’ of unemployment the centrepiece of
their electioneering strategy. Lloyd George had launched the Liberal election

campaign at the Connaught Hotel on 1 March 1929 with a pledge:

If the nation entrusts the Liberal Party . . . with the
responsibilities of government . . . we are ready with schemes of
work which . . . will reduce the te rrible figures of the workless in

the course of a single year . . . enrich the nation and equip it

244



successfully for competing with all its rivals . . . (and) . . . not

add one penny to the national or local taxation. **°

The press derided this as the pledge of a man who knew he would never have to
honour it. A few days later the full programme was outlined in the pamphlet We
Can Conquer Unemploymernt the personal commitment of Lloyd George being
emphasised on the cover, which depicted Lloyd George moving on from tackling
the munitions factories to tackling the dole queues. The detail was a reworking
of the ‘National Development’ of the ‘Yellow Book’ which had been produced by
the Liberal Party’'s Summer Schools®’® Essentially it claimed that 600,000 men
could be directly employed for two years at a cost of £250 million; this money to

be raised by a special loan which would be largely repaid through the proceeds
of the work itself. The new worker s would have both added their tax
contributions to the overall level of taxation, and not drawn on the
unemployment fund. Thus, it was claimed that the schemes could be carried out
without raising tax rates. ** Within Treasury File T. 172/2095 at the National
Archives there is a copy of We Can Conquer Unemployment. Hand-written

across the front, in block-capital letters of increasing size, are the words:

389 The Times 2 March 19209.

370 Britain’s Industrial Future: being the Report of the Liberal Industrial Enquiry of 1928
(London, Ernest Benn, 1928).

371 Liberal Party, We Can Conquer Unemploymen{London, Liberal Party, 1929).
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EXTRAVAGENCE

INFLATION

BANKRUPTCY

The block-capital writing makes the task of determining the writer difficult, but
the capital letters tally closely with those of the hand of the Deputy Controller of
Finance, Frederick Leith-Ross. They leave little doubt as to the attitude of the
Treasury.

As Lloyd George was launching his election programme Leith-Ross from the
Treasury together with th e Chancellor's Principal Priate Secretary, P.J.Grigg,
were preparing the ground for Churchill to use his Budget speech of 16 April
1929 as a means of re-stating the principle, in the face of opposition from within
his own Cabinet, that no extra employment could be created as a result of
government borrowing for th e purpose of public works. Behind the confident
Treasury facade, however, there were some shreds of doubt. In a hand-written
note from Leith-Ross to Grigg, Leith-Ross mused over the fact that there ‘just
might be possibilities’ of creating unemployment in the distressed industries by
either loans or taxation — and maybe wishing he had paid a little more attention
to one of Hawtrey’s long memoranda. Generally, Leith-Ross continued to equate

credit-expansion with inflation.
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| suppose taxation must (a) abstract money which would
otherwise be saved and invested, in which case the anti-loan
arguments apply exactly or (b) cause abstention from
expenditure — which would presumably have given employment
in some form but most likely only in those trades, e.g. luxury
goods, where there is little une mployment. . . . On the other
hand . . . it would possibly be th at the net employment effect of
the transfer would be nil. Indeed , | have a clear recollection that
Hawtrey has published a tract proving that relief works in
general effect no increase in unemployment [sic] unless it
produces inflation, which of itself adds to employment without
the machinery of relief works. . . . | can’t see my way through to
the second order effects but perhaps Hawtrey clears up all these

points. 3"

Churchill's P.P.S. had fewer doubts. On 2 March 1929, Grigg wrote to the
Chancellor, again invoking the name of Hawtrey as guarantor of the soundness

of the anti-relief work argument.

... | am increasingly coming to the view that the argument is
unimpeachable. As | told you, Hawtrey (in 1925) wrote an
article (of extreme obscurity) prov ing that relief was an absolute
delusion unless they were accampanied by an expansion of

banking credit, which would re lieve unemployment without any

372 Treasury Papers, T.172/2095. Undated, hand-written note from F. Leith-Ross to
P.J.Grigg.
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intervening relief schemes. Of course he ends up saying that all
we want is ‘a wise regulation of credit’ i.e. inflation. . . . | shall

have a copy of this tract by Monday. 33

The tract in question was ‘Public Expenditure and the Demand for Labour’,
originally a talk to the Economic Club on 10 February 1925 , later published as an
article in Economica’®™ It is probably Hawtrey’ s best-known piece of writing. "
It was not an article design ed with the intention of re futing public works, and
indeed, at the time of its writing, in 1925, government-spo nsored works were
not the contentious political issue which they were to become by the end of the
decade. As such, it may not have been the most useful material for Churchill to
have had to hand as he sought to see off calls for Government action. In the

article, Hawtrey carefully considered the necessary conditions required before
public works would be capable of providing further employment. He explored, in

a manner not unlike the way he developed his theory of th e trade cycle in Good

373 Ibid., Note from P.J.Grigg to the Chancellor of the Exchequer, 2 March 1929.

37 R. G. Hawtrey, ‘Public Expendture and the Demand for Labour’, Economicg 5(1925),
38-48.

375 In terms of economic theory it may be open to dispute as to which was Hawtrey’s
‘best-known’ piece of writing. However, with regard to economic policy Hawtrey
believed the early version of the ‘Treasury View’ to be Aisview, and that view, within the
Treasury, was understood to be based upon his 1925 essay ‘Public expenditure and the
demand for labour’. It is for this reason that the article has received more attention
than any of his others.
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and Bad Trade the implications of borrowing in order to finance public
enterprises, with a series of restricting conditions gradually lifted.

Hawtrey first limited the problem by assuming no additional creation of bank
credit and no complicating foreign investments. Under such conditions, he
argued, any sum borrowed by the government must be genuine savings and
come out of the consumers’ income. If it were withdrawn from consumers’ cash
balances then, unless habits changed, those cash balances would be restored,
out of consumers’ future income. Such diversion into the hands of Government
would reduce, by an equal amount, the effective demand for consumer products

and other investment products.

Here then is a shrinkage in the consumers’ outlay equal to the
new Government expenditure. But it must not be supposed to
be self-evident that this shrink age cancels the effect of the new
expenditure of the Government and leaves the volume of
employment unchanged. The question turns out to be a very

subtle and elusive one.*"®

The subtlety turned on the public’s desire for cash (or bank) balances, and the
effect of public works on the velocity of circulation of money. Newly employed
people would wish to build up cash-balances, which in the absence of credit

(new money) would be at the expense of the cash balances of those in work.

378 1bid., 41.
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Given the absence of new money, any individual who tried to restore his cash
balance to its original level would do so at the expense of his neighbour, but
overall individual cash balances would be lower and people, in general, with
lower quantities of money available, would tend to reduce their outlays. But

Hawtrey then asked the rhetorical question:

. . Is not this to take the old narrow rigid view of the quantity
theory, and to disregard the fact that the ratio of consumers’

income to the unspent margin may and frequently does vary?*"’

Hawtrey was putting forward the suggestio n that increased economic activity
might increase the velocity of circulation of money; in this way, the same overall
stock of money might be capable of supporting a higher level of activity. This
could happen if consumers were content to maintain th eir previous outlay from
smaller balances. Hawtrey’'s (extremely convoluted) answer to this was that
whilst increased trade activity, with prospects of profits, did increase the rapidity
of circulation, there would be, ‘except in cases of marked distrust of the
currency’, no tendency for cash-balances to be run down to release the money to
start the expansion of trade which would increase the velocity of circulation.

He made one concession.

377 1bid., 42.
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In a period of depression the rapidity of circulation is low,
because people cannot find profitable outlets for their surplus
funds and they accumulate idle balances. If the Government
comes forward with an attractive gilt-edged loan, it may raise
money, not merely by taking the place of other possible capital
issues, but by securing money that would otherwise have

remained idle in balances®"®

In passing, it is worth noting that this seems to have been one the earliest
references to ‘idle balances’, a concef of great importance to Keynes as he
based the theoretical section of his 7reatise on Moneyon ‘idle balances’ causing
the divergence between savings and investments. To Hawtrey, at this stage of
his argument, ‘public expenditure [could] on ly give additional employment if it
[increased] the rapidity of ci rculation of money’, and it could only do this in the
exceptional case described.

With Hawtrey’s removal of the restri ction against bank credit, the government
could finance its operations without any diminution of the consumers’ cash-

balances.

If the new works are financed by the creation of bank credits,

they will give additional employment.3"®

378 Ibid., 43.

379 1bid., 43.

251



However, to Hawtrey, the key to creating employment was not the public works,

but the creation of credit.

Is the case then proved? Not quite. What has been shown is
that expenditure on public works, if accompanied by a creation
of credit, will give employment. But then the same reasoning
shows that a creation of credit unaccompanied by any
expenditure on public works would be equally effective in giving
employment.

The public works are merely a piece of ritual, convenient to
people who want to be able to say that they are doing

something, but otherwise irrelevant. 3%

Hawtrey acknowledged, once again, that exceptional circumstances might arise
when the prospect of profit was so poor that no Bank rate, however low, might
tempt businesses to borrow for investment. Even so, he thought that if low Bank
rate were reinforced by the purchase of securities by central banks to create
liquidity, it would be ‘possible to find an escape from any depression, however
severe’ %!

Finally, Government borrowing for public works, if the interest offered were

sufficiently attractive, would divert part of the consumers’ outlay on investment

products away from foreign investment. From this would flow a chain of events

380 1pid., 44.

381 Jbid., 45.
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linked by the need to maintain a stable balance of payments and stable gold
reserves.

Foreign investment entailed an outflo w of gold to pay for the investment. An
attractive Government issue would curtail this outflow, and th e resulting build-up
of the reserves of gold would need to be reduced. This would be done by

importing capital.

In order that people may buy more [imports] there must be an
increase in the purchasing power of the consumers’ outlay.
Either the consumers’ outlay must increase in terms of the
currency unit, or the value of the currency unit in the foreign
exchange market must rise. If there is a gold standard in
operation, the exchange value of the currency is fixed. It follows

that the consumers’ outlay must increase: there must be a
382

monetary expansion, and that means increased employment.
By monetary expansion Hawtrey meant a relaxation of credit. Thus he came to
what seems to be an anomalous conclusion: that the exte nt of the upward credit
adjustment which provided for extra employment was measured by the
increased imports necessary to maintain the balance of payments. He saw one
‘fundamental flaw’ in the mitigation of unemployment in this way. One country
could only undertake the exercise at the expense of another, and where there

existed groups of countries with a common monetary standard, the problem of

382 1bid., 46.
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unemployment became an international one. In this respect he likened the
extension of credit through public works to an import tariff.

Hawtrey concluded that public works financed by borrowing would lead to an
expansion of credit, and hence employment, but public works were not, under all
but the most extreme circumstances, necessary for the expansion of credit.
Under nearly all circumstances, Hawtrey held, low Bank rate supplemented by
central bank purchases of securities would supply the liquidity, and the
incentive, for credit ex pansion.

| doubt whether Churchill felt any gr eat increase in confidence at the prospect
of having to face the Commons after having read Hawtrey’s tract. Technical
arguments relating levels of cash deposits with the velocity of circulation of
money, and the importation of capital fr om abroad stimulating domestic credit
expansion would not have provided him with the armour to stave off
parliamentary demands for increased government spending on public works.

But, with the Chancellor in possession of Hawtrey’s tract, Leith-Ross took
charge of preparing Churchill for his Budget speech, hoping to prime his man in
the way that Niemeyer had primed him prior to the return to the Gold Standard
in 1925. Again, the preparation took place without Hawtrey’s presence. The
outcome of Leith-Ross’s work was Churchill's budget speech of 16 April 1929 in
which he gave the most famous public statement of the ‘Treasury View’, that in
the process of borrowing for public works the Government competed for

available funds with private industry and thereby raised ‘the rent of money to all
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who have need of it', and that prior experience of attempting to cure
unemployment by such means had been so disappointing ‘as to lend
considerable colour to the orthodox treasury doctrine which has been steadfastly
held that, whatever might be the politic al or social advantages, very little
additional employment and no permanent employment can in fact and as a
general rule be created by State borrowing and State expenditure’. 3

Whilst the Treasury and the Government worked to undermine the validity of
the Liberal proposals, there were others — people with influence — who were

prepared to take the Liberal pamphlet more seriously. Beaverbrook, for one,

was prepared to endorse the Liberal message.

Economists, men of affairs, industrial leaders and successful
businessmen have all agreed that . . . this is no unworkable
dream, or crazy-quilt policy of a party with no chance in office.

It will succeed. 3%

There was support from other newspapers, but a measure of academic
respectability was added to this support by Keynes and Hubert Henderson. On
10 May 1929 they published a pamphlet — Can Lloyd George Do /t? Their

answer, of course, was a resounding ‘Yes'.

383 House of Commons Debates, Vol. 227, 1928-29. Columns 53-4.

34 Daily Express 25 March 1929.
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Can Lloyd George Do It2was, in part, a serious document intended to explain
the economics of the interventionist position, and partly a satire on Treasury
arguments. The introductory section of the document pointed out that £500
million had been paid out in unemploy ment benefits between 1921 and 1929 —
with absolutely no return. Had this sum, they argued, been paid in wages to
construction workers then not only would ‘a million’ houses have been built, but
many workers would have been saved from the indignity of the dole, profits
would have accrued to the manufacturers of building materials, and increased
tax revenue, both from wages and business profits, would have been returned to
the Exchequer.3®

At the end of May 1929 Hawtrey retu rned from his stint at Harvard and his
colleagues at the Treasury were able to consult him directly rather than having
to delve into their archives for his so mewhat dated articles. On 13 June 1929
Hawtrey produced his memorandum on ‘The Liberal Unemployment Plan’3® It
concentrated upon, and developed, the section of his Economicaarticle of 1925
relating to increasing home investment at the expense of foreign investment.

The memorandum used a numerical example in which Hawtrey assumed certain

values for economic output.

385 J.M.Keynes and H.Henderson,Can Lloyd George Do /t?(London, 1929)

3% Treasury Papers, T.175/26. The Hopkins Paers. ‘The Liberal Employment Plan’ by
R.G.Hawtrey, 13 June 19209.
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Hawtrey’s figures bore a fair approximation to Feinstein’s retrospective
estimates for 1929, and Feinstein’s figures have been shown to be close to the
one official estimate made for 1923-24.

The annual publication, Reports of the Commissioners of Inland Revenue had
been first published in 1857, and used by scholars (such as Bowley, Clarke and
Feinstein) to estimate National Income. In 1904 Bowley had encouraged the
Inland Revenue to use its vast resource of information to make its own estimate
of National Income. It was reluctant to do this because it viewed its principal
role as that of maximising its own income with a minimum of inconvenience. But
in 1929 it undertook an experimental exercise in the estimation of not only the
National Income, but also other key economic data. '

It took its definition of National Income from Marshall; a definition which
excluded both earnings accruing to foreigners, and foreign earnings, by British
nationals, from the totals. The exercise was to determine National Income for
the financial year 1923-4. It also estimated National Production and the
fluctuation in National saving (its estimate for saving was that in 1925-26 the
nation was saving 14 per cent of income). It also made estimates for the
distribution of income size and the distribution of production by different trade
groups. Its estimates for National Income tended to be slightly lower than the
unofficial estimates by Bowley and Stamp who had been working from more

limited information.

¥7 J.R.N.Stone, Inland Revenue Report on National Income (Cambridge,
University of Cambridge Department of Applied Economics, 1977).

257



Hawtrey approved of the exercise and suggested that it should become a
permanent one. Unfortunately the importance of statistics as a means of guiding
economic policy was not fully recognised at the time, and the exercise was not to
be repeated until 1941; duri ng which time reliance continued to be placed upon
the unofficial statistics calculated by Bowley, Stamp and Colin Clark.

Scholarly estimates and the Inland Revenue exercise were directed towards
calculating National Income, whereas Hawtrey’s calculations were based upon
assumptions of MNational Output. In a closed system, with no international
considerations, National Output and National Income would be identical since the
total money value of output would be eq ual to the sum of all incomes received
through wages, rent, dividends, interest an d profits (with the possibility of losses
acting as a negative factor). This identity would be distorted by part of National
Income being received from dividends from overseas production, and part of the
profits from home production being transferred abroad. Customs and exercise
figures for international earnings would have been able to accurately calculate
the value of National Output from th at of National Income.

With his assumptions for National Output in place, Hawtrey set out a
numerical calculation which, as so often in his memoranda, saw him in the role

of the pedagogue tutoring his generalist colleagues. 3%

338 At the root of Hawtrey’s system was the belief that production and employment could
only expand if credit could be expanded to both pay wages prior to the sale of products,
and enable dealers to increase the levels of their stocks. The Liberal plan to finance
public works through Government spending would normally have been interpreted as a
fiscal measure. Hawtrey’s response was to turn the plan into a device for creating an

258



Hawtrey’s numerical example will be worked through at some length here,
rather than merely its results being summarised. This is for illustrative purposes.
It is given as an example of the way in which Hawtrey, in many of his
memoranda, set up a hypothetical situation, using figures which approximated to
the real situation, and then worked through the figures to a conclusion which
supported his recommendations. This memorandum contained a number of
terms which were peculiar to Hawtrey’s economic analysis and will need
explanation as the memorandum is broken down and its argument worked
through. | have tried to shorten, si mplify, and clarify Hawtrey’s numerical
example without in any way misrepresenting his argument. His numerical
example contained at least one numerical slip, and a number of questionable

assumptions.

Hawtrey commenced by assuming a total national income of £4,000 million —

broken down as follows (to produce table A):

A
From production of home trade products £1,700 million
From production of foreign trade products £2,000 million
From foreign investments £ 300 million

extension of credit via potential changes in foreign exchanges. In this respect he can be
seen to have been tutoring his generalist colleagues on the, to him, all important role of
credit creation.
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He also assumed the figure of £150 million as the amount of capital exported
abroad per year and proceeded to give the following set of fi gures for what he
simply called ‘consumption’. He did not explain how he arrived at the figures in
the following table, but it would seem th at he assumed a state of equilibrium in
the holding of gold reserves and the balance of payments. Income from foreign
investments (£300 million) involved the import of gold, whilst the exportation of
capital abroad for investment purposes (£150 million) involved export of gold.
Thus if income from foreign investment earnings exceeding capital exported
abroad by £150 million, then Hawtrey woul d have required, for the maintenance
of equilibrium, a further annual loss of £150 million of gold. This could be
accounted for by imports exceeding exports to the tune of this value — i.e. the
national consumption of foreign-trade goods exceeded home production of
foreign-trade goods by £150 million. Giving -

B
Consumption of home trade products £1,700 million
Consumption of foreign trade products  £2,150 million
Total consumption £3,850 million
[When £150 million of net foreign investme nt income is added to this figure it

sums to the National Income]

The idea of ‘foreign trade products’ is a concept used by Hawtrey in his

economic analysis. It means the type of product which is exportable or
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importable. As such its price will, to a large degree, be determined by world
prices rather than local supply and demand. A cotton sheet would seem a
suitable example. By contrast a haircut can not easily be exported or imported;
its price will be set by local supply and demand and Hawtrey would regard this
as one of his ‘home trade products’. The distinction is not a simple division
between manufactured goods and service goods, but it could well tend to run
along these lines.

Hawtrey then rehearsed the two broad alternative ways of improving
employment; firstly, by redu cing prices and wages. Reducing prices would have
enabled Britain’'s home-produced foreign trade products to be more competitive
in world markets with resultant increa se in output and employment. Lower
wages were a necessary concomitant. The second way was by increasing the
money value output of products for a given level of wages — with increased
profits encouraging employers to take on additional labour.

Since there was no way of effecting an ‘overnight’ and si multaneous reduction
of prices and wages, and the alternative ways of bringing this state of affairs
about had been shown to be too unpalatable, then increasing the money value
of output — implying an increase in demand — was the only realistic option.

Hawtrey then suggested that the Libe ral plan, if it could successfully raise a
loan of £125 million per year, might cause foreign investment to be reduced by
an equal amount — from £150 million to £ 25 million. The consequences of that

would be as follows:
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i) The balance of payments would be disturbed and gold would be imported to
the extent of £125 per year.
i) To restore equilibrium, using the addition to the gold stocks, credit should be

expanded sufficiently to attract additional imports of £125 million per year —

thereby balancing the fall in external investment.

Extra imports of £125 million could on ly be absorbed if the national income
rose. Hawtrey then addressed the question of the extent to which national
income must rise to absorb an extra £125 to million imports.

He started by supposing that every £100 million added to the national income
(an increase of 2.5 per cent. on £4,000 million) would be applied to purchases in
proportions according to the figures in table B, i.e. each increase amounts to 2.5

per cent of each figure in that table -

C
to home trade products £42.5 millio n
to foreign trade products £53 .75 million
to external investment £ 3.75 million

At this point Hawtrey ran up ag ainst the problem of not knowing what

proportion of any increased consumption of foreign trade products would be
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satisfied by imports and what proportion by home-produced foreign trade

products. As he pointed out:

Increased British consumption of importable agricultural products
is likely to be satisfied almost entirely by additional imports.
Increased British consumption of cotton goods is likely to be a
negligible factor in the activity of Lancashire. On the other hand
increased consumption of coal will take effect almost wholly in
increased activity of the British mines. Increased consumption of
iron and steel and engineering products . . . would go mainly to

British production. °

Hawtrey then made an assumption, that one-fourth of the increased
consumption of foreign trade products would be satisfied by increased British
production, and therefore three-quarters of any increase in the consumption of
foreign trade products was satisfied by increases in imports. Accordingly, his
previous breakdown of the sources of the increase in national income was

subdivided further:

Application of increased income:

W)

to home trade produc ts £42.5 million

%89 Ibid.
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to foreign tr ade products produced at home £13.5 million
to foreign trade prod ucts produced abroad £40.25 million

to external investment £3.75 million

Taking the increase in ‘imports’ together with ‘external investment’ as the ‘gold
exporting items’ on this list, Hawtrey thus calculated that an increase in national
income of £100 million per year would lead to increased annual exportation of
gold amounting to £44 million. This proposition could be reversed to say that in
order to increase gold exports by £44 million then an increase in national income
of £100 million was required. But, the Liberal plan envisaged transferring £125
million from external to in ternal investment, producing an equal net importation
of gold, and requiring, by way of equilibrating comp ensation, increased imports
of £125 million. This would require an incr ease in national income (in £m.) of
100 X125/44, or £284 million.

Allowing for the fact that diversio n of £125 million from foreign investment
would, in itself, increase national income by that amount, a further increase in
national income of £159 million would be needed to balance the external
payments. This would have to be from the production of home trade products
and foreign trade products produced at home. Using the figures in table C,
which are based upon an increased naional income of £100 million, the

corresponding figures for an increase of £159 million from trade would be £121
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million from home trade products and £38 million from foreign trade products
produced at home.3%°

The conclusion to be derived from this numerical example was that if a loan
for £125 million could be successfully launched, then it might induce sufficient
extension of credit to increase the national income by £159 million (this figure is
roughly £4 per person in Britain). More importantly, by far the greatest boost to
trade activity would be to that to home trade products, and not to the foreign
trade products of the depressed regions.

Acknowledging the fact that that he had attempted to simplify his calculations
by basing them on the assumption that the whole of the £125 millions of capital
raised would be by diversion of /nvestible savings (i.e. the diversion of monies
already earmarked for investment in other ways) , Hawtrey admitted that they
might need to be modified in two respects: firstly that part of the funds could be
diverted from money previously spent on unemployment benefit, and secondly
that investment schemes might entice holders of cash, cash which might
otherwise have been held idle, to invest that cash.

As regards the first consideration:

39 Hawtrey did not explain it in this way in his memorandum, but it is the only way |
can make sense of the figures he produced. Additionally, it appears that he made an
arithmetical slip at this stage in his calculations, resulting in him calculating the increase
required from home manufactured foreign trade products to be only £35 million. For
further notes on the slip see Peden, Keynes and his Critics p. 91.
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.. . the figures . . . may be put at 30 millions. That means . . .
the amount of employment given is greater by the employing
power of 30 millions, but on the other hand, the effect on the
balance of payments is 30 millions /ess. In fact ... (given the
diminished need to increase national income as a means of
drawing in compensating imports) . . . net effect may be

small.?**

As regards drawing ‘idle’ money into investment schemes, Hawtrey regarded the
support of Keynes and Henderson for the Liberal scheme as ‘extremely obscure’
and confusing. In particular, he regarded the mobilisation of idle balances as an
increase in the velocity of circulation of money which would have inflationary
consequences leading to loss of gdd and the restriction of credit.

Given that Hawtrey saw neither diversion of unemployment benefit nor
mobilisation of idle savings as means of reducing the export of capital and

enhancing the nation’s gold, he dismissed these as a sources of finance.

It is in fact a blunder to advocate, as Messrs. Keynes and
Henderson do, the provision of funds for the scheme in any
other way than by drawing on the investible savings of the
community out of income. Its foundation is the diversion of
capital resources from external to internal investment. . . . the
one and only obstacle to remedying unemployment by an

expansion of credit is the loss of gold that would ensue. Were

%1 Treasury Papers, T.175/26. The Hopkins Paers. ‘The Liberal Employment Plan’ by
R.G.Hawtrey, 13 June 19209.
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this loss of gold made good by borrowing abroad and taking the

proceeds either in gold or in foreign exchange, the threat to the

gold standard would be avoided.>%?

Thus Hawtrey saw the Liberal unemployment plan as a means of boosting the
gold reserves by diverting foreign investment to home investment, but he
thought that an even better solution woul d be to borrow directly from abroad.
The enhanced gold reserves would permit the monetary authorities to expand
credit and increase employment and the national income. The amount by which
the increase in the national income could be permitted was calculable by the
extra imports which would be required to restore the country’s balance of
payments — in short it was ‘nothing more than a very elaborate and roundabout
alternative to raising loans abroad for the strengthening of our gold reserves’.3%
If the loss of gold were made good by borrowing from abroad then it would,
Hawtrey acknowledged, lead to a burden of external indebtedness, but set
against this there would be no need to reign back on investment abroad and the
benefits, in terms of foreign earnings and enhanced export opportunities,
brought about by that activity. The borro wing from abroad could be more easily
controlled and limited to that which was strictly necessary, whereas an elaborate

programme of development works involved heavy commitments which could not

be easily or quickly curtailed. Finally, as Hawtrey pointed out, as part of the

%92 Ibid.

93 1bid.
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Liberal plan, Keynes advocated dear money in London as a means of attracting
investment which would otherwise have gone abroad. This would have tended

to suppress trade whereas, by borrowing:

... we start with a credit expansion through a reduction in bank
rate and . . . . a general tendency to activity all over that world,

and so far as international markets are concerned the greatest
share of this activity will be secured by those producers who are

most seriously under-employed.3%*

Having indicated, in his memorandum on the Liberal unemployment plan, that he
regarded it as merely a ‘roundabout’ way of raising loans from abroad in order to
bolster the gold reserves, in which case, in his opinion, the matter would be
better done directly, some two weeks later, on 29 June 1929, Hawtrey produced
an alternative scheme which did not involve foreign borrowing. 3%

By way of introduction Hawtrey explained how the act of borrowing from
abroad would have the same effect as the borrowing during the Great War which
enabled Britain to nominally remain on the Gold Standard. The adverse trade
balance was countered by the device of making good the gap in the balance of
payments by the proceeds of loans raised in America. But under the conditions

of 1929 he felt the Americans, who were best placed to make the loan, might

394 1bid.

3% Treasury Papers, T175/26. ‘Debt Polioy and Unemployment’ by R.G.Hawtrey, 29
June 1929.
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oppose a scheme embarked upon for the purpose of relaxing credit in Europe.
Hawtrey was concerned America might fear that easy money in Europe ‘would
tend to infect the American money market and encourage the stock market
speculation which (had) been causing them so much uneasiness’>® There were
other concerns regarding the respective levels of interest rates and the existing
British policy on taxation of foreign lo ans which reduced the attraction of this
particular option.

Hawtrey began to outline his stra tegy, explaining that it would involve
diverting some of the £149 million of capital exported abroad to home

investment.

If a portion . . . (of capital curre ntly being invested abroad) . . .
were drawn from the market by th e issue of a sterling loan in
London and applied in some other way than external investment,
the effect on the balance of paym ents would be just the same as
if the export of capital had gone on unabated, and the same sum

had been borrowed abroad.®’

In the margin of the memorandum there are a number of queries pencilled in by
Hopkins. The word ‘if' has been doubly underlined by him. However, Hawtrey
then went on to explain how the development plans of Keynes and the Liberals

were devices for preventing the proceeds of such loans from being used abroad.

% Jbid.

397 1big.
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But Hawtrey felt that there was another, possibly more effective, way of

achieving the same result.

Suppose that the British Government issues a loan on the
London market and applies the proceeds to paying off Treasury
Bills. The loan will presumably absorb investible savings, and
since the export of capital practically represents the surplus of
savings after meeting the requirements for capital outlay at

home, the savings subscribed for the loan may be regarded as

diverted from external investment. 3%

The paragraph above was heavily marked, underlined and question-marked by
Hopkins. Hawtrey went on to explain his reasoning behind a move which senior
Treasury officials, judging by the copious marginal pencil markings, must have
seemed somewhat bizarre. His principal point was that the issue and paying off
of Treasury Bills was a transaction within the sphere of banking rather than
within the sphere of investment. **° The rate of issue of Treasury Bills had been
increasing and providing significant profits for the commercial banks. If, he
suggested, the supply of these bills were mopped up — creating a ‘bill famine’ —

the banks would have to seek alternative short term in vestments for their profits

8 bid.

39 Treasury Bills are instruments by which the government covers temporary short-term
deficiencies in its funds. They are promissory notes with the gove rnment promising to
pay the bearer a fixed sum 91 days from the date of issue. The banks are invited to
tender for these on a weekly basis. The tenders will be below the face value of the bills
by an amount dependent upon prevailing rates of interest.
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in the form of advances to traders. Presumably, Hawtrey thought that the banks
would have to lower their interest rates in order to encourage traders to take on
loans. By this process the government would have applied the resources
diverted from external investment, throug h bank loans to traders, to increased
orders to manufacturers - thus providing additional working capital for trade and

industry.

Adjacent to the paragraph in whic h Hawtrey suggested that the banks, in
search of profit, would have to transfer funds to loans to tr aders, Leith Ross has
pencilled the comment ‘or loans abroad?’. Hawtrey did then go on to concede
that some advances would inevitably be made ‘to merchants (British or Foreign)
engaged in international trade, and will be used by them to buy goods from
producers abroad’.*®® However, he did not regard this as a deficiency in the

scheme. Quite the reverse, in fact, since loans at low interest rates were

essential for reviving international as well as national trade.

By itself an expansion of the national income, through improving
employment in the production of home trade products, can do
little to stimulate British production of foreign trade products,
whether exportable or importable. The trouble of the past four
years has been a heavy fall in world prices in terms of gold. . . .
London is the centre of the world credit market and conditions

there affect trade everywhere else. The high bank rate which

% Treasury Papers, T175/26. ‘Debt Polioy and Unemployment’ by R.G.Hawtrey, 29
June 1929.
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has prevailed since February 1925 has depressed our export
industries because it has depressed world markets . . . . funding

of Treasury bills stimulates short term lending to international

traders . . .4

Secondly, with regard to the refunding of Treasury bills leading to foreign
investment, Hawtrey cast doubts on the wisdom of the Bank of England’s
‘unceasing endeavour to attract foreign balances for temporary investment in
London’, since this had been the ‘one justification . . . for the high Bank rate’. %
These short-term foreign balances, in that they could be withdrawn at short
notice, were an embarrassment rather than an advantage, acting as negative
hidden gold reserves, and causing the monetary authorities the problem of
getting rid of them with out their being withdrawn in gold. The paragraph
pointing out this problem is endorsed with a tick and triple marking by Hopkins

who nevertheless, like the writer of this thesis, seemed somewhat perplexed by

Hawtrey’s explanation of the mechanism by which this might be achieved:

In so far as a plan for funding Treasury bills fails to affect the
balance of payments that will be because London is coming into
the market as a short-term lender. The balances will be in effect

to that extent got rid of wi thout a loss of gold, and our

O Ibid.

402 1bid!,
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underlying reserve position will be strengthened by the

dissipation of our “negative gold reserve”.*%

Hawtrey suggested that measures should be taken, such as there being no due
date of repayment, which would encourage the public, rather than the banks, to
purchase the new stock, fearing the banks might use the new issue as substitute
for Treasury bills. He concluded a lengthy memorandum by conceding that the
main practical objection against such a scheme would be that, at the time, the
gilt-edged market was not very favourable and would require ‘substantial price
concessions’. Leith-Ross doubly marled, ticked, and wrote the word ‘Yes’
against this point. On 15 July 1929 Hawtrey distributed a second memorandum
giving a more detailed strategy for the implementation of his scheme for
withdrawing Treasury bills.** The marginal comments continued to show the
Treasury’s scepticism.

The Treasury passed Hawtrey’'s scheme on to the Bank of England for
comment. They hardly treated it with an y sense of urgency for it was not until 2
October 1929 that Sir Otto Niemeyer replied on behalf of the Bank. Niemeyer
was totally unsupportive. His principal concern regarding Hawtrey’s scheme was

the high rate that might be needed to compete with the attractions of foreign

403 1bid.

%4 Treasury Papers T175/26. ‘Debt Policy and Unemployment II' by R.G.Hawtrey, 15
July 1929.
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investment. In making his point he took a sideswipe at the Keynesian

alternative.

Hawtrey’s plan assumes the existence of “genuine savings not
created by Bank credit” which can be attracted to his funding
loan to repay Treasury Bills. He does not indicate clearly where
these savings are but they are presumably those now going into
foreign issues. If so, they can only be diverted by a sufficiently
high rate of interest to compet e with foreign attractions. In
other words, we must have (a) a high bank rate and (b) a high
yielding Government issue, say 55 per cent. or 6 per cent. that
will depress all existing Governrment municipal and commercial
stocks and is a curious method of facilitating development works.
Indeed Hawtrey’s thesis is contrary to the whole development

work plan (and may be in so far right). %

Niemeyer doubted whether the banks receipts from the fundin g of their bills
would be used as advances to traders, ‘many of them could not show
prospective profits’, with the New York stock exchange being the more likely
destination for these funds. He went on to deplore the way in which the
Treasury had allowed the issue of bills to expand and had allowed ‘the sinking
funds to be filched’, suggesting that what the Treasury should really be doing

was to increase the sinking fund out of taxation and so forcing ‘an increase not

% Treasury Papers, T175/26. Response by SirOtto Niemeyer on behalf of the Bank of
England to R.G.Hawtrey’s ‘Debt Policy and Unemployment Scheme’, 2 October 1929.
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in “consumers’ income” but in “consumers’ saving™.**® He ended up with further

swipes at Hawtrey:

He has some other very odd ideas, e.g.

(1) “With a gold standard . . . it is impossible . . . for increased
consumption of imports . . . to occasion an adverse balance
of payments”!

(2) “Export of capital practically re presents the surplus of savings
after meeting the requirements for capital outlay at home”!!
... he is on firmer ground in deploring the fall of world prices:
but how he can believe that the Bank of England can control

that, | cannot conceive. 4%’

The essential point of Hawtrey’s criticisms of monetary policy over the previous
four years had been that the world-wide clamour for gold, which as extremely
influential agent the Bank of England had taken part in, was entirely responsible
for the collapse of world prices. However, lacking support from both the Bank
and the Treasury, Hawtrey’'s scheme for Debt Repayment made no further

progress.

% Jbid.

07 1bid.
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Chapter 5

The Treasury before the Macmillan Committee

1930

Philip Snowden would ‘no more have dreamt of budgeting for a deficit than of
going into a public house’.*®® “%° The words ‘credit’ and ‘debt’ would not have
rested easily with his puritanical Keighley upbringing. Yet it was Chancellor
Snowden who, at the end of his speech to the Labour Party’s Brighton
Conference of 1929, announced that he intended to institute a thorough
investigation into ‘all aspects of banking, financial and credit policy, particularly
to find out what . . . are the effects of present policy upon industry, and to put
forward suggestions for (improvement)’. 4*°

He almost certainly did so reluctantly, feeling it was unnecessary to go beyond

the strict economic orthodoxy and probity of sound Victorian economics. But, on

‘8 Taylor, English History 1914-45 p. 33.

99 In the context of this quotation, Professor Keith Laybourn has reminded me that, in
1915, and motivated by his dislike of alcoholic drink, Snowden accepted Lloyd-George’s
offer of a seat on the Central Control Board (Liquor Traffic). The purpose of this body
was to prevent alcohol consumption from impairing the war effort. He had previously
been a member of the Samuelson Commissionwhich had recommended state control of
breweries and licensed premises. These recommendations were rejected, but licensed
premises in Carlisle were controlled with the intention of curta iling the drinking of
munitions workers who were resident in Carlisle but worked at Gretna. The curtailing
regulations were no match for the in genuity of the Carlisle workers.

105 Howson and D.Winch, The Economic Aavisory Council 1930-39: A Study in
Economic Aavice During Depression and Recover){Cambridge, C.U.P., 1977). P.26.
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20 September 1929, Bank Rate had risen to six and a half per cent in order to
stem an outflow of funds. Ernest Bevin used his platform at the Brighton
Conference to denounce the move, maintaining that every ‘one per cent on the
Bank Rate means a quarter of a million increase in unemployment in six
months’.*** Painted into a corner by Bevin, Snowden announced the formation
of the committee of inquiry; probably hoping that the arguments for ‘sound’
finance would prevail. In a later memorandum he was to explain that he
instituted the committee ‘largely because of the impression made on public
opinion by Mr. Keynes’s proposals on these points as enumerated in the Liberal
Yellow Book before the last election’.*'? Generally, the authorities were nervous
about the outcome of the committee of in quiry — ‘Is there not some danger of
giving the impression that the Governor is being put in the dock?’ the
Chancellor’s Private Secretary, Gigg, confided to his master. **3

The Macmillan Committee, under the chairmanship of a barrister who
specialized in public law, consisted of academic economists as well as
representatives from the central bank, the clearing banks, trade unions, industry
and commerce. The Treasury was represented in the form of Lord Bradbury,
former Joint Permanent Secretary, whilst the Deputy Controller of Finance,

Frederick Leith-Ross, attended all meetings on behalf of the Treasury as an

2 Ibid,

*12 Treasury Papers, T 175/26. Snowden memorandum (drafted by Treasury Controller
of Finance, Sir Richard Hopkins) 8 April 1930.

*13 Treasury Papers T 160/46. Letter from Grigg to Snowden, 11 October 1929.
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observer. The three anti-establishment figures were Keynes, Ernest Bevin, and
Asquith’s one-time Chancellor, now sening as Chairman of the Midland Bank,
Reginald Mckenna. This trio was to form a powerful axis of discontent.

An early casualty of the hearings was the Governor of the Bank of England,
Montagu Norman. Norman’s evidence, on behalf of the Bank, had been penciled
in for 28 November 1929. The prospect must have been too much for him. On
26 November 1929 he reported himself too unwell to attend the committee
hearing, sending his deputy, Sir Ernest Harvey, while he went on a recuperative
Mediterranean cruise. Over the next five days Harvey gave a competent account
of the Bank of England’s functions. He was not subjected to any searching
guestions; those awaited a recuperated Governor. In the intervening time
Keynes took the opportunity to extend the economic education of the committee
by a series of five private meetings of the members between 20 February 1930
and 7 March 1930.

Two weeks of the Macmillan Committee’s time were taken by Keynes as he, in
effect, explained his Treatise to the committee members. The two weeks were
to change much of the tone of the remaining proceedings.

Keynes’'s argument was, that in a closed system, it was relatively easy for a
single instrument, Bank Rate, to maintain equilibrium between savings and
investment. Lowering of Bank Rate discouraged excessive savings whilst
encouraging businesses to borrow for investment — and vice versa. But the

same instrument, within an international context, had to also maintain the
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equilibrium between foreign earnings and foreign investment: raising interest
rates to keep money at home when the attraction of foreign investments was in
danger of causing too large an outflow of funds. External and internal functions
were often incompatible. Moreover, in the process of both returning to, and
maintaining the gold standard, a high Bank Rate had been allotted the task of
reducing British costs to competitive levels without sufficient understanding of
the mechanism by which high rates would bring about lower wages.

By requiring Bank Rate to perform a multiplicity of tasks it had lost the ability
to maintain savings and investment in equilibrium. In this way Keynes
introduced his committee colleagues to the most distinctive feature of his
Treatise, the distinction between savings and investment. Saving, or refraining
from consumption, had been regarded as the first pre-requisite before
investment could take place. Keynes was at pains to point out that saving and
investment were different activities carried out by different sets of people and
there could be a serious imbalance between the two. Under the conditions
necessary to maintain the gold standard, high interest rates were attracting
savings whilst discouraging entrepreneurs to invest.

With high rates discouraging investment — but, he belie ved, unavoidable if the
Gold Standard were to be maintained - Keynes outlined seven measures which
carried the potential for increasing investment and stimulating trade.
Devaluation, simultaneous reduction of all domestic incomes, taxation to support

exporting industries, rationalisation to incr ease efficiency, import tariffs to allow

279



domestic prices to rise, investment by the Government in public works,
concerted action by central banks to bring down rates. To Keynes, each
proposal had some merit, but he left his colleagues in no doubt that investment
in public works was his favourite remedy.

Keynes’s last ‘tutorial’ with the Macmillan Committee was on 7 March 1930.
Just over a month later, on 10 and 11 April, 1930, Hawtrey appeared as a
witness, not as the Treasury’s Director of Financial Enquiries, but in a personal
capacity as an economist. Nevertheless,it was an opportunity for the Committee
to scrutinize the source of the economic justification for the ‘Treasury View'.
Speaking to Alec Cairncross,in 1966, Hawtrey referred to his status before the
committee as an independent economist rather than a Treasury employee and
said that he ‘felt on safe grounds talking about economic theory, but not
policy’.*** Hawtrey also submitted three documents to the committee: ‘Mr.
Keynes’'s Treatise on Money’, ‘Internaional Short Term Investment’, and

'Remedies for Unemployment’**

In addition, after being invited to appear
before the committee, Hawtrey was sent a transcript of Keynes's testimony from
which he prepared a memorandum for Treasury consumption, ‘Mr. Keynes’s

Theory of Bank Rate’. He sent a copy of this memorandum to Keynes on 1 April

1930.

4 Hawtrey Papers, HTRY 13/5. Interview with Sir Alec Cairncross, 1966.
1> These three documents subsequently appeared as chapters in Hawtrey’s book 7he

Art of Central Banking (London, Longmans Green, 1932). References to the documents
will be to the versions in which appear in this publication.
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At the beginning of 1930 differences in theory between Hawtrey and Keynes
were slight. Differences regarding policy were somewhat greater. Hawtrey
believed that Britain was still economically strong enough, given London’s
worldwide influence, to unilaterally reduce interest rates and then influence
world rates downwards. Keynes believed that such a policy would endanger the
Gold Standard — hence his advocacy of alternative measures such as public
works. There was a close affinity between the two men. Between 1925 and
1929 Hawtrey and Keynes would have met regularly at the gatherings of both
the Royal Economic Society and the Royal Statistical Society. It was at a
meeting of the Royal Statistical Society, as late as 17 December 1929, at which
Hawtrey presented his paper ‘Money and Index Numbers’, that Keynes,
responding to the presentation, began by making the meeting clear about his

attitude towards Hawtrey:

There are very few writers on monetary subjects from whom one
receives more stimulus and useful suggestion. . . and | think
there are few writers on these su bjects with whom | personally
feel more fundamental sympathy and agreement. The paradox
is that in spite of that, | nearly always disagree in detail with

what he says! Yet truly and sincerely he is one of the writers

who seems to me to be most nearly on the right track! **°

18 Deutscher, R.G.Hawtrey and the Development of Macroeconomics p.79.
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The verbatim recordings of the Minutes of Evidence of the Macmillan Enquiry
seem to indicate that Hawtrey was ill-at-e ase; discussion and debate within the
settings of a formal committee were not his milieu. **” In contrast to his writings,
where his arguments are developed at length with painstaking care, his answers
to the committee were often terse and abrupt. In contrast Keynes, the
consummate debater (who always made Bertrand Russell feel ‘stupid’ in
discussion), was perfectly at home within this setting.

Hawtrey had submitted a prepared paper, ‘Future Monetary Policy’, with
members quizzing him on it. If Keynes was the principal inquisitor then there
were others, who took a keen professional interest: Reginald McKenna, former
Chancellor of the Exchequer; Theodore Gregory, Professor of Banking at the
London School of Economics; Ernest B&in, General Secretary of the Transport
and General Workers Union; Cecil Lubbock,director of the Bank of England;
R.H.Brand, merchant bankerfrom Lazard Brothers.

Hawtrey’s written subm ission was a distillation of his economic analysis and its
application to the trade depression. It began, unsurprisingly for Hawtrey, with a
statement which carried the weight of an article of faith — that the greatest
service that the credit system could render to industry was to maintain the value
of the currency unit stable. Having pointed out that a stable currency avoids
injustice between debtor and creditor, and also avoids distortion of the

relationship between prices and wages and between wages and fixed costs,

17 Macmillan Committee on Finance and Industry. Minutes of Evidence. (London,
H.M.S.0., 1931), pp. 273-294.
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Hawtrey then asserted that a stable currency avoids the ‘evil of . . . fluctuations

in business activity . . . the most serious of all the injurious consequences of
monetary instability. For, here is to be found the cause of the unemployment

»418

problem.

means of payment can . . . be contro lled if the creation and extinction
of bank credit can be regulated. Credit is created when people
borrow from banks, and extinguished when they repay. Regulation of

credit is effected by encouraging or discouraging borrowers. **°

This was the central message of Hawtrey’s written submission — that Bank Rate
changes, usually enacted in order to control external flows of gold, have
significant effects on the all-important consumers’ outlay, with important
consequences for economic activity.

Turning to the problems of the gold standard, Hawtrey outlined its workings;
a credit contraction, in addition to leading to a fall in the price of home-based
goods, led to a reduction of imported good s with the effect being a net inflow of
gold. More importantly, for Hawtrey’s an alysis, the outflow of gold from foreign
central banks would cause them to raise their interest rates in order to squeeze

credit and restrict the increased inflow of goods from Britain.

The general principle is thus that under a gold standard the power of

the Central Bank is used to impose on the country the same credit

418 Macmillan Committee. Minutes of Evidence. P. 273.

419 1bid.
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movements and the same changes of price level as occur in other gold
standard countries. The fluctuations in the price level are therefore an
international problem. To prevent them it is necessary to prevent
fluctuations in the wealth value or purchasing power of gold in world

markets.*?°

Since the wealth value of gold was largely determined by the demand for gold by
central banks using it for the purpose of regulating credit, and given the
tendency, under the gold standard, of international credit movements to
synchronise, then, to Hawtrey, the international stabilisation of the level of credit
was of paramount importance. He briefly recalled the Genoa Conference of
1922, and lamented that its recommendations to ‘centralise and co-ordinate the
demand for gold, and so to avoid . .. wide fluctuatio ns in the purchasing power

of gold’ had never been acted on.**

It cannot now be assumed that the generous international spirit of the
Genoa conference can be revived. But we have reached a stage at
which the most important countries may be regarded as having
settled their gold policy for the ti me being. If that is so, an
international agreement in regard to gold is not at present a matter of
urgency. But the question of preventing cyclical or short period

fluctuations of purchasing power has become more pressing than

20 Ibid,

21 Ibid., p.276.
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ever. And in this respect | am inclined to suggest that no explicit

international co-operation is really necessary at all.*??

It was at this stage, towards the end of his formal presentation, that Hawtrey
began to outline his view of how he believed credit, the purchasing power of
gold, gold-related currencies and economic activity could be stabilised with lower
levels of unemployment. Essentially he believed that London, acting alone, had

sufficient power and influence to stabil ise international finance and trade.

The position of London in the international credit system is so
predominant that the Bank of England can take the lead and set the
pace for all other countries. . . . if the Bank of England consistently
pursued a policy of stabilising the purchasing power of the pound it
would not encounter active opposition in any quarter. To . .. expand
credit when the price level tends to fall will be quite in accordance
with the past practice to which foreign banks have long been
accustomed. The only innovation called for is that the appropriate
action should be taken earlier than in pre-war days. . . . the Bank
must be prepared to face some loss of gold when it is expanding

credit. *%®

Expanding and contracting credit was to be effected, of course, by the Bank of

England lowering and raising the Bank's discount rate. The remainder of

22 Ibid.

423 1bid.
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Hawtrey’s submission to the Macmillan Committee is a refinement of the criteria

for changing Bank Rate.

It is customary to measure the pri ce level by index numbers . . . but
an index number is by no means a perfect measure, in that it may be
affected by the scarcity or plenty of some important commodities . . .
(for example) a scanty cotton crop in America, by raising the prices of
cotton and cotton goods in the index number, might lead the Bank of
England to initiate a contraction of credit so as to depress the prices

of other commodities. 4%*

Uprooted from 1930 to 2005, with oil substituted for cotton, this might well be
wise advice for our own Monetary Policy Committee; as, also, could one of

Hawtrey’s final paragraphs —

The Bank of England should not confine itself narrowly to the
guidance afforded by movements of the price level. Movements of
price level are only symptoms of underlying movements of the
consumers’ . . . outlay. And other symptoms should be taken into
account, particularly the state of unemployment. An unemployment
percentage above normal itself affords a strong presumption in favour

of relaxation of credit . . . . 4®

24 Ibid., p.277.

425 1bid.
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Hawtrey’s presentation probably caused some unease in both the Treasury and
the Bank of England. They would regard as cavalier his view that the Bank,
whilst waiting for world prices to rise, sh ould watch with equanimity as its gold
holdings ebbed away. As the Committee’s examination of Hawtrey began, the
Chairman was at pains to make it clear that Hawtrey was speaking in a personal

capacity.

The excerpts of dialogue in this chapter have all been taken from Minutes of
Evidence taken before the Commitee on Finance and Industry. As indicated in
the Introduction, the purpose of using th is format is to attempt to re-create
some of the drama, tension and sense of theatre which accompanied many of
the Committee’s proceedings — particulady when Keynes was operating with
great effect. All the excerpts have been edited for purposes of brevity, but in
such a way that neither the sense of the argument nor, hopefully, the drama of

the occasion has been lost.

MACMILLAN. Just for the purpose of record, Mr. Hawtrey — you are
an Assistant Secretary in the Treasury and Director of Financial
Inquiries?

HAWTREY. Yes.

MACMILLAN. . . . you appear bdore us today in your personal

capacity as an economist and an author of works dealing with
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monetary questions. You wish it to be recorded that your evidence is

given purely in that capacity?

HAWTREY. Yes.

The chairman, Macmillan then led the discussion towards eliciting Hawtrey’s
views upon the causes of the depression; the questioning being subsequently

taken up by Bevin and Keynes.

MACMILLAN. We . . . have been appointed to investigate monetary
problems . . . and the state of une mployment . . . . do you think we
are in the region of something which is quite diffe rent in kind as well

as in degree?

HAWTREY. | do not think it is different in kind; | think that the causes

are similar, but they have been intensified.

BEVIN. How?

HAWTREY. ... the policy of chegp money has been abandoned . . .

KEYNES. Why was it abandoned?

HAWTREY. ... the Bank Rate . . . which had till then b een little, if at
all, above 3 per cent., was forcedup .. .in...March 1925...t05
per cent., and presumably that was all intended to prepare the way

for the return to the gold standard.
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KEYNES. Was that necessary?

HAWTREY. No | don't think it was. . . . the American price level was
steadily rising . . . from 144.6 in June 1924, to 161 in March 1925 . ..
. accompanied by . . . an improvement in the rate of exchange . . .
from 4.32 in June to . . . 4.79 in March . . . that process might have
continued . . . until we had reached par, without any strain at all.

The effect of dear money in En gland was to lower world price levels
(by restricting the credit available fo r the purchase of goods) . . . due
to the position of London as . . . the centre from which a great part of
the international trade of the world is financed. [Thus] the effect of
our 5 per cent Bank Rate has been to make the effort to put sterling

at par . . . much greater than it would otherwise have been.

MACMILLAN. That is one of the exeptional causes that has been at

work, in your view?

HAWTREY. Yes, | should say, so far as employment is concerned, it is

the exceptional cause.*?°

After the chairman had given Hawtre y time and freedom to expand upon his
theory of the instability of credit (described at length in an earlier chapter), and
its responsibility for the trade cycle, Keynes returned to question Hawtrey on the
dear money policy of the Bank of England and its relation to the return to the

gold standard.

42 Ibid., p.278.
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KEYNES. You told us tlat the dear money which preceded the return
to the gold standard was perhaps not necessary . . . [and] . . . things
would have been very much better if we had enjoyed cheap money in

subsequent years?

HAWTREY. Yes.

KEYNES. Do you holdthat dear money in that period 1926-1929 was

also unnecessary?

HAWTREY. ... there certainly havebeen periods when it would have

been quite easy to escape from dear money.

KEYNES. You mean . . . having gt ourselves into a fix we had to
have dear money, but if we had studiously pursued a cheap money
policy all the way through we should probably have been able to

overcome our difficulties?

HAWTREY . . . there has probably hadly been any time up to last
year when we could not have escaped from dear money. . . . The
price at certain times would have been . . . loss of gold. *?’

The prospect of loss of gold under Hawtrey’s cheap money prescription was

something which other members of the co mmittee found disturbing, and Gregory

(Professor of Banking; L.S.E.) was quick to take up this issue with Hawtrey.

27 Ibid. p.280
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GREGORY. Would have been or nght have been? [referring to the

potential loss of gold].

HAWTREY. Would have been; but notso great as to have driven us

off the gold standard. *%®

After a brief interruption from Mckenna, Hawtrey returned to complete his
carefully reasoned answer to Gregory on what the consequences for Britain’s
gold reserves would have been if the Bank of England had pursued a cheap
money policy in the period following the re turn to the gold standard. His lengthy
response indicates he believea that his initial answer to Gregory might have been

too pessimistic and that gold reserves need not have been depleted.

HAWTREY. [continuing his response to Gregory]. . ... if the gold
had been allowed to form the basis of credit expansion in the United
States that would have eased the situation here . . .. In 1925, 1926,
1927 . . . the United States was clearly aiming at a credit expansion,
they had cheap money all through that period . . . . they would have
been willing to expand credit if they had received additional gold . . . .
Instead of that . . . gold was sent on an enormous scale from the
United States to Europe . . . we got our sh are, and we used the
opportunity not to expand credit here, but to increase our gold

reserves . . .*%°

28 Ibid,
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After brief exchanges involving Macmillan and Lubbock, in which Hawtrey
acknowledged that credit expansion was no panacea for all Britain’s economic ill
— inefficiency in the staple industries would have reduced the growth of the
British standard of living whatever credit policies had been pursued - Gregory
returned to interrogate Hawtrey on the extent to which his cheap money

recommendation in Britain might have stimulated world prices.

GREGORY. | wish you would explain more fully what | have always
felt to be the difficulty of accepti ng your theory, how precisely cheap
money in this country has an influence out of proportion to cheap

money in New York and the rest of the world?

HAWTREY. Cheap money in London means a low rate of sterling bills.
Sterling bills are the means of financing international trade. . . .a low
rate on sterling bills is encouragement to the merchant who borrows
to hold larger stocks . . . this le ads to increased orders and therefore

increased activity . . .

GREGORY. ... but. .. during the years you have described . . . New

York was very actively financing international trade?

HAWTREY. ... it seems to me that the evidence of experience is
decisive . . . for two years the Am ericans failed to make their cheap
money policy effective . . . itis a point of great practical importance as
to what is the power of London an d New York over [the international
price level]. | regard that experience as a very important piece of

evidence, and insofar as the power of London /as been impaired |
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think it has largely been due to dear money, which has resulted in
traders financing themselves by drawing bills on New York,
Amsterdam or Switzerland in preference to London, because the

discount rate has been cheaper.**°

After an interchange with Brand (merchant banker from Lazard Bros.) concerning
the extent of purchases of American securities in Europe, Keynes brought the
guestioning back to the main argument. During the times when Keynes was the
interrogator, from the evidence provide by the verbatim record, Hawtrey seemed

more cautious, less confident, and more hesitant in his responses.

KEYNES. ... you regardthe history of events from 1924 to 1930, and
their effect on unemploym ent, as the tragedy of a series of avoidable

errors in monetary policy?

HAWTREY. Well, yes.

KEYNES. And that is based on tw assumptions. . . . the Bank of
England could . . . have followed an easy money policy without losing
too much gold . . . and . . . if it had .. . that would have cured

unemployment?

HAWTREY. Yes

430 Jbid. ,p. 281.
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KEYNES. As regards the first, of course, you can only get a

conclusive answer by trying?

HAWTREY. Yes

KEYNES. ... as regards the other,do you consider that the level of
money wages in this country was such that, in order to obtain full
employment, the rise of prices in the outside world would have had to

be quite substantial?

HAWTREY. No ... Wages in Ameica are 120 per cent above the pre-
war level and prices are about 40 per cent above . . . no doubt [due]
to technical improvements in production. . . . The Americans do not
have a monopoly on technical improvements. | think it reasonable to
assume that the enormous disparity . . . between prices and wages
would have had its counterpart here. Wages here are [only] 70 per

cent . . . above the pre-war level. *3*

By this last statement Hawtrey seemed to be answering the implication in
Keynes’s question that British wages were unduly high in relation to world rates.
Keynes continued to press Hawtrey, suggesting, with appropriate analogy, that

whilst lower interest rates might have encouraged expansion of credit, this in

itself was no guarantee of a healthy economy with low unemployment.

3L bid., pp.281-2.
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KEYNES. It is an expression ofopinion on your part. The argument
to me is rather this. One wants a man to weight 12 stone to be
healthy. He, in fact, weighs 10 stone; you say if he ate another
biscuit every day he would weigh 12 stone. But all you have proved is

that the tendency of the biscuit would be to increase his weight?

HAWTREY. | think you have statistical data which take you further
than that. The American price level in 1925 was 161 . . . now it is
140. That disparity is . . . fully equivalent to the percentage of

unemployment here.

KEYNES. ....to asset that if the Bank of England had been brave it
could have had sufficiently cheap money to prevent a fall of prices is,

it seems to me, unwarranted?

HAWTREY. | have given you grownd for supposing the . . . price
change involved was sufficient. . . . that ought to wipe out all

exceptional unemployment we are suffering from. %32

There were further interjections by Brand and Mckenna on the theme of the
relationship between British levels of interest and foreign price levels, which

Hawtrey handled confidently with historical illustrations, before Keynes, once

more, took up th e interrogation.

KEYNES. Supposing in earlier yeas we had pursued an easier money

policy, and that had led to loss of gold; if we had just let the gold go

*32 Ibid., p.282.
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to America, that might have led to the boom on Wall Street coming at
an earlier date than it actually came in 1929, and the Federal Reserve

system would have taken steps to sterilise the gold?

HAWTREY. That is to build hypothesis on hypothesis. It took them a

long time to get worried about Wa Il Street speculation as it was.**®

Brand and Gregory then attempted to clarify the extent to which Hawtrey
believed London interest rates were capable of swaying the general level of

world prices.

BRAND. Does your case involve the spposition that it is the Bank of

England which determines the American price level?

HAWTREY. That would be carrying it too far. . . . if there is active
opposition between the two credit op erations, the tendency is for the
London policy to prevail owing to its effect on international trade. |

would not go beyond that.

GREGORY. Would you be preparedat least, to accept this: that a
cheap money policy initiated in London will fail . . . unless . . . the
action of the Bank of England is accompanied by systematic action by

the other Central Banks of the world?

433 1bid.
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HAWTREY. . .. if they do not actively take concerted measures |
think there is a very strong presumption that the London policy will

govern the situation. ***

Here the day’s proceedings drew to a close with Hawtrey facing a somewhat
sceptical set of questioners. At the conclusion, Hawtrey was invited back to face
a further day’s questioning.

On Friday 11 April 1930, the twenty-third day of the committee’'s
deliberations, Hawtrey was re-called and further examined. Macmillan, the
Chairman, after summarising the view expressed by Hawtrey on the previous
day, with Hawtrey agreeing that it wa s a fair summary, voiced the anxieties

which most of the committee felt about Hawtrey’s preferred option.

MACMILLAN. Suppose . .. without resricting credit . . . that gold had
gone out to a very considerable extent, would that not have had very

serious consequenceson the international position of London?

HAWTREY. | do not think the credit of London depends on any
particular figure of gold holding. . . . The harm began to be done in
March and April of 1925 [when] the fa Il in American prices started.
There was no reason why the bank of England should have taken any
action at that time so far as the question of loss of gold is concerned.
.. . | believed at the time and | st ill think that the right treatment

would have been to restore the gold standard de 7acto before it was

434 1bid.
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restored de jure. That is what all the other countries have done. . . ..
| would have suggested that we should have adopted the practice of
always selling gold to a sufficient extent to prevent the exchange
depreciating. There would have been no legal obligation to continue
convertibility into gold . . . if that course had been adopted, the Bank
of England would never have been anxious about the gold holding,
they would have been able to see it ebb away to quite a considerable
extent with perfect equanimity, and might have continued with a 4 per

cent Bank Rate.

MACMILLAN. . . . the course you suggest would not have been

consistent with what on e may call orthodox Central Banking, would it?

HAWTREY. | do not know what orthodox Central Banking is.

MACMILLAN. ... when gold ebbs away you must restrict credit as a

general principle?

HAWTREY. ... that kind of orthodoxy is like conventions at bridge;
you have to break them when the circumstances call for it. | think
that a gold reserve exists to be used. . . . Perhaps once in a century
the time comes when you can use your gold reserve for the governing
purpose, provide you have the courage to use practically all of it. |
think it is possible that the situatio n arose in the interval between the
return to the gold standard . . . and the early part of 1927 . . . That
was the period at which the greater part of the fall in the

[international] price level took place. **

35 Ibid., pp. 283-4.
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For several minutes Hawtrey confidently fielded further questions on the Bank of
England’s policies from Keynes and Gregoy, displaying a mastery of the history
of exchange rates, price indices, interest rates and gold movements, and
asserting at one point (note, in April 1930) that Britain had been ‘heading all
through last year straig ht for the abandonment of the gold standard’. 4>
Macmillan then decided to move the discussion on from criticism of the Bank’s
past failings to recommendations for the future, and Hawtrey was given the
opportunity to make a general statement. This he divided into short and long-
term recommendations. Inevitably his short-term recommendations were that
everything should be done to bring the effective Bank Rate down to a level of

two per cent. — a level which had been regarded as ‘cheap money before the

First World War.

. . . the Bank of England ought to carry the process of credit limitation
to its limit. The more it does . . . the faster th e revival of business will
come. . . . | would attach importance to the buying of securities (by
the Bank of England from the commercial banks, thereby increasing
their cash deposits), . . . and the setting in motion of that tendency
that the joint stock banks have, to increase their lending when they
have more cash on their hands than they need. That is what | would

rely on so far as the immediate future is concerned.**’

3% Ibid., p. 284.
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Turning to the more distant future, Hawtrey’s recommendations, once more,

read uncannily like a handbook for the guidance of the Bank of England’s
Monetary Policy Committee of 2007. Much of his recommendations for the
future had already been covered in his written submission. The greatest and
overriding need was for a policy to ‘stabilise the purchasing power of the
pound’.**® To this end he regarded independent action to adjust interest rates
on the part of the Bank of England to be the most effective means of procuring
stability. His view was that there were wide limits within which the Bank of

England could exercise freedom of action without endangering the gold standard.
In setting interest rates the Bank of En gland should be guided by a number of
indicators; principally an index number of prices. Hawtrey suggested that credit
policy should be based on an international price index composed of the
guotations of all the staple commodities which have an international market. He
also believed there should be sensitiity to situations where prices of
commodities were being forced up (or down) by non-monetary causes. Finally,
Hawtrey regarded any rise in unemployment as an indicator that the consumers’
outlay was being reduced and that an expansionist credit policy was being called

for.

. . . if the Bank of England were guid ed in its credit policy primarily by

these two considerations, the price index with its necessary

438 1bid.
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corrections, and the state of employment, then it would get as near

an ideal credit policy as practicable.**

Following this statement there was an interlude of jousting between Hawtrey and

Keynes on theoretical concerns. From the verbatim report of the encounter
Keynes was the more confident and relaxed combatant. Misunderstandings
abounded. Each of the two economists used different concepts in their analysis.
Hawtrey insisted on using his concept of ‘consumers’ outlay’. Hawtrey regarded
‘investment’ as part of the consumers’ outlay with the investment market being

the intermediary agency for transferring it to business use; Keynes treated
savings and investment as distinct entities enacted by different groups of people
— saving being carried out by individuals, investment by businessmen. To
Hawtrey ‘investment’ meant the purchase of investment goods - shares,
government bonds, and so on by /ndividuals — to Keynes'’s, the word meant the
creation of real ‘bricks and mortar’ by industry. Keynes’s Treatise, which he was,
at that time, in the process of completing, put great store upon trade depression

and unemployment being the result of savings exceeding investment. Hawtrey’s
theory of the trade cycle required that depressions began when consumers’
outlay fell short of consumers’ income. Keynes tried to get Hawtrey to restate
his theory in terms of the difference between savings and investment, with

depressions being caused by the level of investment falling short of the level of

39 Ibid., p.285.
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savings, but Hawtrey clung on desperately and refused to yield his ground. At
one point, during a disagreement about the appropriate definitions for

‘investment’ and ‘savings’, Keynes felt sufficiently confident of his grounds to

taunt Hawtrey — ‘I am defining ‘savings’ as the excess of a man’s income over his
expenditure on consumption. If his inco me is less than what he spends on
consumption then his savings are negative. You are sufficient of a
mathematician to appreciate that.” **°

After this interlude, which was pr obably only enjoyed by the two principal

participants, Keynes returned to matters of economic policy.

KEYNES. ... when we returned to the gold standard we tried to
restore equilibrium by trying to lo wer prices here, whereas we could
have used our influence much more effectively by trying to raise

prices elsewhere?

HAWTREY. Yes.

KEYNES. ... I should like to take the argument a little further. . . .
the reason the method adopted has not been successful, as |
understand you, is partly . . . the intr insic difficulty of . . . [reducing]

wages?

HAWTREY. Yes.

40 Jbid., p.287.
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KEYNES. ... and partly the fact that the effort to reduce [prices]

here causes a sympathetic movement abroad . . .?

HAWTREY. Yes.

KEYNES. . . . you assume a low BankRate [here] would have raised

prices elsewhere?

HAWTREY. Yes.

KEYNES. But it would also, presunably have raised [prices] here?
HAWTREY. ... what | have been saying . . . is aimed primarily at
avoiding the fall in prices both here and abroad. . . . it is possible
there might have been an actual rise in prices here . . .

KEYNES. ... one would have expeced our Bank Rate to have more
effect on our own price le vel than on the price level of the rest of the

world?

HAWTREY. Yes.

KEYNES. So in that case . .. wouldn’t dear money have been more
efficacious . . . in restoring equilibrium between home and foreign
prices . ..?

HAWTREY. . . . the export of gold itself would have tended to

produce equilibrium. It depends very much at what stage you

suppose the process to be applied.
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KEYNES. . . . so cheap money hereaffects the outside world more
than it affects us, but dear money here affects us more than it affects

the outside world?

HAWTREY. No. My suggestion ighat through cheap money here, the
export of gold encourages credit expansion elsewhere, but the loss of

gold tends to have some restrictive effect on credit here.

KEYNES. But this can only happen ifthe loss of gold causes a reversal

of the cheap money policy?

HAWTREY  No, | think that the export of gold has some effect

consistent with cheap money.***

Here, the general scepticism of the committee seemed to be in the process of

justification as, for the first time, cracks began to appear in what seemed to be

the previously ruthless logic of Hawtrey’s case. Why, without dearer money to

stem credit should the loss of gold, in itself, act to restrict cr edit and prevent the

rise in prices in Britain from being even greater than the rise in prices which the

export of gold sought to stimulate abroad? The merchant banker, Brand,

interrupted the dialogue betw een the two economists to try to obtain clarification

upon this point.

BRAND. The effectis psychological?

L Ibid,
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HAWTREY. Yes, it igpsychological . . .

KEYNES. | suggest that the loss of gold here only has a restrictive
effect if it leads the Bank of England to reverse the easy money

policy?

HAWTREY. No ... | think the loss of gold does have some restrictive

effect.

KEYNES. The Bank of England could only continue to keep money

easy . . . [by] replacing the gold with securities?

HAWTREY. . ... having regard to the very obvious bias of the
Federal Reserve System to cheap mmey and credit relaxation in the
whole period 1925 to 1928, | do not th ink that [this would have been

necessaryy.

GREGORY. Is not the proper ansver to Mr. Keynes that you might

have kept wages steadier and let wholesale prices rise?

HAWTREY. It is difficult to say, . . . cheap money [might have
produced] a material rise of prices relative to wages, which, of course,
would almost certainly have been accompanied by some rise of

wages.

KEYNES. ... you are suggesting that. . . our loss of gold . . . spread
[thinly] over a wide area, is going to have a larger effect on world
prices than our . . . [substantial loss] . . . is going to have on ours. Is

that a hypothesis on which you would risk very much?
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HAWTREY. 1 do not think you risk very much, because all the time
you are exporting gold the export of gold is itself a corrective of your
balance of payments . . . and affords you shelter under which your

industrial situation is being revived.

KEYNES. How much gold do you caosider we could have lost with
impunity in 1924, 1925 and 1926?

HAWTREY. ... it would have beenworth getting ri d of one hundred

million pounds of gold in order to cure unemployment. %42

After a short discussion with Lubbock, the Bank of England representative, over
the legality of this move — Hawtrey re mained adamant that there was nothing
illegal about such a manoeuvre. Keynesthen moved on to quiz Hawtrey on how
he felt releasing what amounted to only five per cent of the world’s gold stocks

might influence world prices to th e extent of fifteen per cent.

KEYNES. . . . would [the loss of gold] have affected speculation

against sterling?

HAWTREY. ... the speculation aginst sterling would have created a
situation in which inflation of cr edit would have cured unemployment

very quickly. You will recollect that in the autumn of 1923 that very

42 Ibid., pp. 287-8.
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thing began, a speculation against sterling, and there was a greater

improvement in trade than at any other time since 1920.

KEYNES. | do not knowthat | agree with that. One hundred million
pounds of gold would be 5 per cent. of [the world’s gold supply] ?

HAWTREY. Yes.

KEYNES. The fall in internationalprices from the end of 1924 to the

middle of 1927 was about 15 per cent?

HAWTREY. Yes.

KEYNES. You think . . .letting out . . . 5 per cent. additional gold

would have prevented prices from falling?

HAWTREY. There is only one plae to which the gold would have
gone . .. the United States.

KEYNES. . .. [that would have] only affected the situation there,

surely it would not have helped us . . .?

HAWTREY. Yes, there was verylittle of the world on the Gold
Standard then . . .

KEYNES. ... one is seekimgy to affect world priced?

HAWTREY. Yes.
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KEYNES. World prices are . . . notsimply determined by the demand
of the United States. . . . you would not get a proportionate rise in

world prices?

HAWTREY. In the conditions of 1925-1926 the relevance of the
demand for gold was . . . practically confined to the Un ited States. . ..
all other countries . . . would have quite readily followed the lead of

London and New York so far as the value of their currency was

concerned.**

Keynes moved relentlessly onwards, dominding the inquiry. He asked Hawtrey
how he saw a low interest policy would affect Britain's capital exports, and
suggested that if, as a consequence of low interest rates, London became a
more attractive place from which to borrow this might not exacerbate the

outflow of gold. Hawtrey argued that such an effect would be insignificant, and
produced a lengthy, reasoned argument as to why the effect of Bank Rate
changes on capital flows was both small and short-lived. When Keynes
disagreed with the outcome of his analysis and solicited the support of the
various practical men of finance on the committee, Hawtrey was in no way
submissive — ‘I regard my arguments as very cogent. All | he ar against them is
that practical opinion is unanimously against them, but that does not dismay me

unless practical opinion can give good grounds for its beliefs.”***

“3 Ibid., p.228.

Y4 Ibid., p.291.
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Two weeks after Hawtrey gave evidence to the Macmillan Committee Keynes
sent Hawtrey the proofs of his Treatise on Moneyfor comment, adding ‘although
we always seem to differ on these monetary questions in discussion, | feel that
ultimately I am joined in common agr eement with you as against most of the
rest of the world’. **°

With the benefit of the proofs of Keynes's T7reatise on Moneyto hand Hawtrey
prepared, in July 1930, his memorandum ‘Remedies for Unemployment’ for
submission to the Macmillan Committee.**® It was, as ever, a meticulous,
logically argued document, with numerical illustrations, within which he had
given carefully consideration to the arguments within the Macmillan Committee,
and also to Keynes’s mostrecent published work.

Hawtrey began by clearly stating the parameters of his argument: to increase
employment by, say, 10 per cent., the consumers’ outlay must be increased by
10 per cent., or the amount of employment afforded by a given outlay must be
increased — which, in effect, meant a reduction in wages He ruled out the
second alternative. With an inconvertible paper currency, i.e. no gold standard,
he suggested that there would be no prob lem in expanding credit by 10 per cent.

in order to provide the extra consumers’ outlay to give the additional

*5 Clarke, The Keynesian Revoliion in the Making, p.148. Clarke is quoting from 7he
collected Writings of John Maynard Keynes vol. XX, p.131.

*4¢ This memorandum was written in July, 1930, for the committee on Finance and
Industry. It was printed with the Committee’s Minutes of Evidence (vol. ii., pp. 315-21).
It was reproduced in R.G.Hawtrey, 7he Art of Central Banking (London, Longman’s
Green and Co., 1932) pp. 427-448. Page reference numbers relate to the version in
The Art of Central Banking.
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employment. The same result could be could be secured under the gold
standard with a reduction of its gold parity in the proportion 10 to 11.

With the gold standard in place and an unalterable parity there were
inevitable problems associated with the policy of increasing the consumers’
outlay by expansion of credit. Using carefully selected figures for the purpose of
illustration, Hawtrey showed that where, previously, equilibrium had existed
between the inflow and outflow of gold, and in the state of consumers’ cash
deposits, an increase in credit for the purpose of expanding consumers’ outlay
would result firstly, in depletions of the consumers’ deposits and secondly,
depletion of the nation’s gold reserves. In the first case it would be because a
portion of the extra outlay would be on imported goods, and consequently the
total consumers’ income would be less than increased level of outlay, causing
consumers to have to draw on their cash reserves. In the case of the gold flows,
Hawtrey reasoned that foreign investment (which involved the export of gold)
had only been maintained because the loss of gold entailed in the purchase of
foreign investments had been covered by the net inflow of gold as a result of
exports exceeding imports. If expanding credit sucked in extra imports then the
excess of exports over imports would no longer be capable of compensating for
this loss of gold; gold would be lost or foreign investment cut back — a course of
action with potentially undesirable consequences for future exports.

Hawtrey then looked at some of th e measures Keynes'’s had recommended for

reducing unemployment in his 7reatise on Money, starting with protective tariffs.
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He started by making the obvious point that the effectiveness of tariffs as a
means of reducing unemployment depended upon the extent to which the tariffs
were capable of causing shrinkage of imports, and this, in turn, depended upon
the capability of home producers to expand their output in order to fill the partial
vacuum left by the fall in imports. The bu Ik of British imports, at that time, were
agricultural products, or other raw mate rials where Britain had little scope to
expand its own output. Hawtrey also pointed out that there would be a
tendency for British prices to rise above world prices; this would have a
deleterious effect on British exports, with further implications for employment.
He also made three other points regarding the imposition of tariffs. First, the

uncertainty with regards to the fluctuatin g level of tariffs would make business
planning difficult, and thus, if any tariffs were imposed, they ought to be

considered as virtually permanent measures. Secondly, the field of products
favourable to protection by tariffs was ve ry limited; there was little to be gained

by imposing tariffs on agricultural prod ucts or raw materials, and where imports
were officially classified as manufactured, this often meant lit tte more (especially
in the case of petroleum products), th an that they were basic manufacturing
materials which had been put through a preliminary preparation process.
Thirdly, Hawtrey pointed out, effective ta riff protection tended to disadvantage
one country, or set of countries, to th e benefit of another set, whereas in a
trading nation such as Britain the imperative was for a general revival in world

trade.
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In the remainder of the memorandum Hawtrey dealt with the effects to be
expected from government expenditure, discrimination against foreign
investment, inflationary expenditure by Government, funding the floating debt
and the open-market operations of the Central Banks. The entire document was
heavily illustrated with numerical examples, with considerable mathematical
facility being required to follow the vari ous sets of figures thrown up by his
postulated scenarios.

Sir Richard Hopkins, the Treasury Controller of Finance and Supply Services
appeared as a witness on Friday 16 May 1930 and Thursday 22 May 1930. His
evidence signaled the adoption of a more pragmatic, and less dogmatic,
approach by the Treasury to the issue of public works. His interrogation by
Keynes over public works yielded the most fascinating of confrontations —
producing the temptation to dwell on it for longer than this particular thesis
merits. Hopkins’s views, as expressedwithin the Macmillan Committee, do have
a bearing upon Hawtrey’s position within the Treasury, and it is from this
perspective that his appearance will be considered.

The first day of Sir Richard Hopkins’s testimony dealt with technical matters
over profits on the fiduciary issue of Trea sury notes and policy objectives relating
to the conversion of floating debt to long-term debt. At the beginning of his
second day of evidence, Hopkins discissed the various forms of Government
assistance which had been in operation since 1920, before the Committee moved

on to the matter of how the Treasury viewed the possibility of a large
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programme of public works, initiated by Government, with the express purpose

of stimulating trade — establishing wh at really was ‘The Treasury View'.

HOPKINS. 1 think the Treasury view has sometimes been rather

compendiously and not very accurately stated.

MACMILLAN. Now is you chance, Sir Richard.

HOPKINS. If | may say so, officials, if their views are published,
start a controversy, and they are not able to intervene in its

progress, and sometimes the exad form of their view - - -

MACMILLAN. - - - is a little misunderstood?

HOPKINS. - - - is a little misunderstood. **’

Hopkins proceeded to explain certain aspects of the 1929 White Paper,
Memoranda on Certain Proposals Relating to Unemployment making the point
that it was not intended as a general statement of Treasury policy on
development works but as response to the publication of a scheme by the Liberal
Party and ‘an exceedingly able and livey pamphlet under the names of Mr.

Keynes and Mr. Henderson, in which Mr. Keynes rather severely, though not

47 Macmillan Committee on Finance and Industry. Minutes of Evidence. (London,
H.M.S.0., 1931), paras. 5562-4.
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unkindly, beat the Treasury about the head for views which he ascribed to

them’. 48

Hopkins drew the attention of the committee to paragraph 3 of the 1929
White Paper in which the Treasury acknowledged that the state accepted
responsibility for such services as roads, telephones and housing ‘to the fullest
extent that can be justified by ou r economic needs without extravagance’.**® As

regards the actual amount of expenditure, Hopkins drew the Committee’s

attention to the following passage:

The scale of State capital expenditure is therefore not a question
of principle but of degree. The view hitherto followed has been
that State expenditure should be framed with due regard to
other competing calls on our national resources, and that, as the
natural test of profit making capacity was absent, the economic
justification of all schemes ought to be thoroughly examined

before they are put in hand. **°

The essence of the Liberal plan, to which the 1929 White Paper was addressed,
was that schemes should be started ‘swiftly’.*** Taking road construction as an

illustration, Hopkins pointed out that not only was ‘swiftness’ an objective

48 Ibid., para. 5565.
449 1bid,
40 sbid,

L Ibid.
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incapable of achievement — ‘[a road] cuts across people’s gardens . . . cottages .
. . beauty spots . . . time has to be spent by engineers familiar with the locality in
making plans . . . on proper recruitment and proper accommodation for labour’ -
but that the process of planning, especially if ‘swiftness’ was regarded as
essential, would arouse public hostility to the extent that it would be impossible
to attract financial support. Hopkins co ntinued to stress the importance of the
inter-related factors of planning feasibility and public acceptance in deciding
whether a proposed scheme was a ‘good’ scheme.

After some discussion Keynes returned the question of clarifying the nature of

‘The Treasury View'.

KEYNES. . . . there is the propostion that schemes of capital
development are of no use for reducing unemployment . . . .

[and] the proposition that it is difficult to find good schemes?

HOPKINS. Yes

KEYNES. Would it be a misunderstading of the Treasury view to
say they hold to the first proposition?

HOPKINS. . . . [that] goes much too far. . . [it] would ascribe to

us an absolute and rigid dogma, would it not?
KEYNES. . . . the Treasury view, Ithought . . . was, that . . . any

capital that could be found for those schemes would be diverted

from other uses. That is a misunderstanding then?
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HOPKINS. Yes. Thatis much too rigid an expression of any

views that have come from us.

The proposition, in the form in which it was put by Keynes, came as close as
possible to the conclusion of Hawtrey's Economicaarticle of 1925 that the idea

that public works, in the absence of credit creation, gave additional employment
was ‘fallacious’® The Treasury might have once had a large degree of
confidence in Hawtrey’s ability, on theoretical grounds, to counter Keynes’s
claims on behalf of public works. Clearly, that confidence no longer held and

Hopkins can be seen to be anxious to move as far away as possible from any
basis to the ‘“Treasury View’ within macroeconomic theory.

Keynes moved on to try to estab lish the grounds by which the Treasury might

judge a proposed scheme to be ‘good’.

KEYNES. So the issue between thse who are in favour of these
schemes and those who are againg them is not whether they

cure unemployment?

HOPKINS. Do you wish me to agree?

[MACMILLAN. | do not think you must take it that Sir Richard

agrees.]

52 Hawtrey, ‘Public Expenditure and the Demand for Labour’, p.48.
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KEYNES. What is the point where we differ?

HOPKINS. The capitdfor these schemes has got to come from

somewhere.

Hopkins had been at pains to make the point that speedy establishment of public
works was undesirable since he regarded the careful nurturing of public support
to be an essential part of any public works programme. Keynes's line of
guestioning offered Hopkins the chance to point out one particular reason why a
scheme which did not command public sympathy might, despite its short-term

creation of employment, be a ‘bad’ scheme.

KEYNES. [The need for capital] is equally true of ‘good’ and

‘bad’ schemes?

HOPKINS. ...if...a...scheme...is nota dynamic force
towards a great renewal of activity and prosperity . . . it does
make a hole in the capital which is available for the purposes of

the community.

KEYNES. But do ‘bad’ schemes mke a larger hole than ‘good’

schemes?

HOPKINS. ... they may in their consequences.

KEYNES. ... |fail to see the logic of what you are saying.
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HOPKINS. Well it may divert captal from more useful schemes.

KEYNES. That is equally trueof ‘good’ and ‘bad’ schemes?

HOPKINS. ... the general effect upon the public mind of what
you are doing is very much going to influence the amount of
capital which is going abroad. . . . It might lead people to think
that this country was a much bett er place to invest, or it might
lead them to think that it was a much worse place to invest.
When you were speaking of ‘bad’ schemes | was thinking of the

latter.

KEYNES. Our foreign investmats cannot increase unless our

exports increase.

HOPKINS. No, but the burden on the exchange can increase.

Here, in conceding that capital might be diverted from ‘more useful’ schemes,
Hopkins had come dangerously close to admitting that the old Hawtreyan
‘Treasury View’ with its thesis of ‘crowding out’ still persisted. On this occasion
he outsmarted Keynes by changing the nature of ‘crowd ing out’ from one of rival
schemes competing for limited home investment funds, to one in which the
necessary investment funds would only be forthcoming if the schemes

themselves did not alienate public opinion — a ‘psychological crowding out’.*>

>3 The copyright to the term ‘psychological crowding out’ could probably be claimed by
Roger Middleton. See R.Middleton, 7owards the Managed Economy(London, Methuen,
1985), pp.93, 149, 162-3, 171.

318



Keynes was forced to concede that he had been left in a position where he could

not press home his advantage over Hopkins as an economist.

KEYNES. ... Nearly all of what you have been saying today

comes to this, that it is difficult to find good schemes?

HOPKINS. Yes.

KEYNES. That is quite differentfrom what | previously thought
to be the ‘Treasury View'. It wa s not a view of that kind but a
theoretical view, that the object ion to these schemes was that
they caused diversion on theoretical grounds. That was a
misunderstanding on my part of what the Treasury intended,

was it?

HOPKINS. Yes. ... ltis.. .the views we take as to the

practical reactions of [a] scheme.

KEYNES. It bends so much that | find difficulty in getting hold of
it.

Keynes certainly did not relent at this point, nor was there any relaxation in the
drama of the confrontation. Keynes continued to press Hopkins on his criteria
for a ‘good’ scheme; at one point progressively pushing Hgpkins down from 5
per cent, then 4 per cent., and finally to 3 per cent., on the ov erall return which

the Treasury might expect before deeming a scheme to be worthwhile. In the
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end, the Chairman declared the discussion to have been a ‘drawn battle’.*>*

Many subsequent commentators have viewed this verdict by Macmillan as being
overly generous to Hopkins since there is no doubt that he underwent
considerable discomfort under Keynes'’s relentless questioning®® But if Keynes
scored more debating points than Hopkins (as Keynes tended to do with
everybody) then, in terms of overall strategy, Hopkins emerged as the clear
winner. He (at least, for some time, until Keynes began to introduce the
multiplier concept into his promotion of public works) successfully removed the
guestion of public works out of the realm of macroeconomics and into that of
microeconomics, where individual works were assessedon their merits in terms
of the returns which they might generate and the extent to which each project
might receive public support. In doin g so he temporarily took the debate on
public works away from the sphere of Keynes's special economic expertise.
Within the Treasury, he took the public works debate away from the area of the
expertise of Hawtrey.

Public works did not disappear as an issue. But, so far as the Treasury was
concerned, they were divorced from the issue of unemployment. Instead of

being part of a macroeconomic solution to the overall level of unemployment,

44 Macmillan Committee on Finance and Industry. Minutes of Evidence. (London,
H.M.S.0., 1931), paragraph 5690.

5% D. Winch, Economics and Policy: A Historical StudyLondon, Hodder and Stoughton,

1969), p.113. Winch found it difficult to see ‘how anyone reading the Keynes-Hopkins
exchange today could agree with the Chairman’s description of it as a “drawn battle”.
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they were dependent upon feasibility and local acceptability, as judged by the

Board of Trade and the members of various local Boards and Councils.
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Chapter 6

Leaving the Gold Standard

1931- 32

The formal process of withdrawing fr om the gold standard began on Thursday
17 September 1931. On that day, the Cabinet Committee on the Financial
Situation discussed the drain of gold. It was resolved at the meeting to make
every effort to secure extended credit from abroad in order to avoid resorting to
either of the two alternative courses of action: suspension of the gold standard,
or import tariffs. **® However, on the same day, the Treasury began contingency
preparations for suspending the gold standard when Frederick Phillips began to
draft the Gold Standard (Amendment) Bill.**” On Friday evening, 18 September
1931, at 9.45 p.m., Ramsay MacDonald me with the Deputy Governor of the
Bank of England, Sir Ernest Harvey, ard Fisher, Leith-Ross ard Phillips from the
Treasury. Harvey announced that £17 million had been lost during the day and
this had exhausted the dollar credit. The Federal Reserve Bank of America had
indicated that a banking credit would be unlikely to be available to save the

situation. With the following day bein g a Saturday, and thus a short day, it

456 Cab. 27/462, Committee on the Financial Situation, 17 September 1931.

5" Treasury Papers, T. 163/68/G 3788. Phillips memorandum, 17 September, 1931.
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might be possible to get through it with the aid of a loan made available from
France, but they would be forced to stop on the Monday.*® It was agreed that
the suspension of the gold standard should be announced before trading
commenced on Monday, and the necessarylegislation should be rushed through
parliament on Monday 21 September 1931. In the event, the public
announcement of the suspension was made after a special Cabinet meeting on
the evening of Sunday 20 September 1931 — provoking the Darly Mai/headline of
Monday 21 September: ‘Six months suspension of Gold Standard’**® The Gold
Standard (Amendment) Act was passed on Monday 21 September, and Bank rate
was immediately raised to 6 per cent. for the purpose of preventing an
immediate collapse of sterling. Now, at least for the time being, the currency
needed to be managed.
The introduction of a managed cu rrency was not quite the straightforward,

‘commonplace’ event that A.J.P.Ta/lor might have had us believe.*®® The
suspension of the gold standard on 21 September 1931 forced the issue of a

managed currency on to the economic agenda, but neither the Chancellor, nor

58 5. Howson, Domestic Monetary Managenent in Britain, 1919-38 (Cambridge, C.U.P.,
1975), pp.77-8.

9 R.S.Sayers, The Bank of England 1891-1944(Vol. Il) (Cambridge, C.U.P., 1976),
p.413.

0 A J.P.Taylor, English History: 1914 -1945 (Oxford, O.U.P.,1965), p.297. In referring
to the events surrounding 21 September 1931, Taylor comments that a ‘few days
before, a managed currency seemed as wicked as family planning. Now, like
contraception, it became a commonplace’.

323



the Treasury nor the Bank of England had a policy regarding the future of
sterling.

Prior to moving off the gold-standard the Bank of England had exercised the
greater control over monetary policy and interest rates. Its discount rate, at
which it was prepared to lend to the commercial banks, formed the basis of
short-term interest rates, and its level was determined by the Bank in accordance
with its need to preserve its gold reserves. The emergency legislation, the Gold
Standard (Amendment) Act — drafted by Phillips within the Treasury - gave
responsibility for, and power over, monetary policy to the Treasury. The Act
represented a giant snatch of power, by the Treasury, away from the Bank of
England. But, for the Treasury, these were uncharted waters and it had no firm
idea of how it should use its enhanced powers - of the course upon which it
should embark. There was little agreement between the Chancellor and senior
Treasury officials as to the best way forward. Between 21 September 1931 and
February 29 1932, when Sir Frederick Phillips presented the final draft of his
policy memorandum to the Government, there had been wide divergences of
opinion and much changing of minds. For Philip Snowden, the Chancellor of the
Exchequer, the suspension of the gold standard was a temporary measure
designed to deal with abnormal withdrawal of deposits — ‘I believe the countries

will return to an improved Gold Standard’ he assured the nation.*®* Others were

61 K .Laybourn, Philip Snowden: a biography (Aldershot, Temple Smith, 1988), p.143.
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less sure. The steadiest mind throughout the entire period of deliberation was
that of R. G. Hawtrey, and it was his view which was to eventually prevalil.

The first contribution to the Treasury’s debate on the future of sterling came,
on 26 September 1931, from the direction of the Bank of England; from the
Treasury’s former Controller of Finance, Sir Otto Niemeyer. Niemeyer, it must be
remembered, was the civil servant who, along with Montagu Norman, presented
Churchill with the ‘irrefutable’ arguments for the restoration of the gold standard,
and then proceeded to act as Churchil’'s ‘minder’ through the subsequent

parliamentary debates. Time had not softened his views.

| start from the point of view that the suspension of gold
payments, so far from being a welcome and glorious relief from
unconscionable burdens, is alike for this country, for foreign
countries and for the general restoration of world confidence, a
very great disaster, the full dangers of which we are as yet far

from realising. *®?

Niemeyer suggested that foreign countries were ‘vacillating between following
gold and following sterling’ and that the ‘first and urgent [Niemeyer's
underlining] essential is to frighten th e bears and reassure those people who
would follow sterling if given a modicum of hope’. To this end he felt it

necessary that there should be a ‘definite official statement that there was going

%2 Treasury Papers, T188/48. The Leith-Ross Papers. Memorandum by Sir Otto
Niemeyer, 26 September 1931.
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to be no inflation of credit and that it should proposed not to allow an increase of
the note circulation’. By making it clear that the authorities would take strong
measures to support sterling he believed that it would be possible to form a
considerable sterling block which would cause ‘the position of the gold holding
countries, i.e. France and America [to] become more and more unenviable’.*®®
Niemeyer's argument for fiscal and monetary rectitude as a means of
establishing a strong sterling block did, to a large extent, presage the
international currency situation througho ut the 1930’s and was very much in line
with the arguments being put forwar d by Snowden as Chancellor of the
Exchequer. But Niemeyer’'s (and Snowdens) ultimate purpose in establishing a
strong sterling block was as a means of bringing about a re-distribution of the
world’s gold with the intention of rest oring a more effective gold standard.
Likewise at the Treasury, Leith-Ross, formerly assistant to Niemeyer,
representative of the old ‘sound finance’ regime and still, for another year,
occupying the post of Deputy Controller of Finance at the Treasury, favoured an
early return to the gold standard (maybe , at a slightly redu ced sterling value).
But Frederick Phillips, his successor-iawaiting, was unconvinced about the
advantages of returning to gold. A week after departing from the gold standard

Phillips responded to Leith-Ross. The exact date of the response is uncertain

since the memorandum is undated, but the position of the memorandum in

483 1bid.
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Leith-Ross’s well-ordered file indicates a date between 26 September and 28

September. Phillips pointed out to Leith-Ross that:

... since October 1929, the appreciation of gold has:

Lowered whol esale prices by 25%;
Lowered cost of living by about 10%;

While wages have been practically unchanged.

Now all these things were out of harmony already in 1929. By
the beginning of this month the disharmony was becoming

fantastic. Compared with pre-war:

Wholesale price level was about the same (100);
Cost of living was about 145;

Wages were about 175.

This is what was crushing our farmers and manufacturers for the
benefit of the rentier, the dist ributive trades and the fixed
income man, while the working classes were losing as much
from unemployment as they were gaining from an increase in

real wages.

Why go on with it? . ... %%

%4 Treasury Papers, T 188/20. The Leith-Ross Papers. Memorandum by Sir Frederick
Phillips, September 1931.
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Phillips went on to argue against Leith-Ross’s suggestion that the return to gold
might be at a somewhat lower level; suggesting that if the valu e of gold went on
rising at its present rate (and he saw no reason why it shouldn’t) then, within a
year, the country would be back in the same position from which it had just
escaped — ‘. . . a poor set off to th e blow our prestige has suffered from
suspending gold payments’*®® Phillips favoured attempting to stabilise the
pounds exchange rate with the dollar with out recourse to the gold standard. He,
nevertheless, favoured the rather high value of four dollars to the pound as a
target.

Hawtrey echoed Phillips’s rhetorical question of ‘Why go on with it?”. He saw
no advantage in rushing back to gold; moreover, to him, four dollars to the
pound was far too high a target level fo r the stabilising of the pound. He
recommended that policy on the exchange rate should aim at the maximum
beneficial effect on trade and industry, and accordingly suggested that the
monetary authorities should attempt to peg the pound at $3.40. His advice
regarding future exchange rate policy was laid out in a memorandum — ‘Pegging
the pound’ - addressed to Sir Richard Hopkins on 28 September 1931.

Hawtrey began his memorandum by making it clear that the virtue of the gold

standard was not the extent of the level at which it maintained the pound, but its

use as an agent of stability.

485 1bid.
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It was, no doubt, desirable to maintain the gold standard in
order to avoid the adverse effects of fluctuating exchanges with
gold standard countries upon the credit business of London.
But, the gold standard, once suspended, the effect on credit
business is much the same whatewer the value of the pound is,
whether 50 per cent or 95 per cent or par. In either case there
IS uncertainty. The question of the rate of exchange to be
maintained ought therefore to be settled with a view to securing

the maximum beneficial effect upon trade and industry. The

d