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PREFATORY NOTE

THE object of this study is to discuss recent monetary prob-
lems of the British Empire with particular attention to Great
Britain. A study of British Monetary Policy should not be con-
fined to an examination of monetary conditions in Great Britain
alone. Isolation in monetary policy is a phenomenon of the past.
The British Dominions and India hold balances in London of
varying magnitude; and changes in their economic and monetary
conditions, which are reflected in fluctuations in their balances in
London, are of great significance for the London money market.
In the early days of the War, Dominion and Colonial balances
were wiped out as London refused to renew credits; but Dominion
and Colonial banks replenished their balances by rediscounting
pre-moratorium bills, accepting deposits of their Home Govern-
ments now borrowing from the British Treasury, and by calling
in large advances to the stock market. Although the Dominions
incurred abnormally large external obligations during the War,
their balances in London were large, with the result that meas-
ures had to be taken to absorb this surplus of cash. The unfavor-
able reversal in their balance of payments in 1920-21 had impor-
tant repercussions on Sterling.

An understanding of British Monetary Policy requires a con-
sideration of monetary conditions in foreign countries. Neutrals
exported more than they imported; and they accepted large pay-
ments in London balances or British securities. Moreover, when
Sterling depreciated, they were inclined to speculate on a rise and
hence retained balances in London. Sterling was strengthened by
the accumulation of balances and the liquidation of Sterling bills
from 1914 to 1918; but the reverse movement was a source of
weakness in 1919-20.

Inflation did not advance as rapidly in neutral countries as in
Great Britain from 1915 to 1917. But beginning in the latter part

of 1917, the cumulative effects of reduced supplies, gold imports,
ix
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the substitution of foreign assets for gold for reserve purposes
when the latter was not available, and the increasing participation
of the banks and the Government in the financing of exports and
in the trading and distribution of necessary supplies, all contrib-
uted to a rise in prices in 1918 and 1919 which was more spec-
tacular than the rise in belligerent Great Britain,

In the post-War period, neutrals withdrew their balances; but
the flight of capital from countries with currencies depreciating
rapidly, was probably an important source of strength for Ster-
ling. No doubt, the relatively unstable conditions in Great Britain
in 1919-20 prevented Great Britain from profiting fully from the
exodus of balances from Central Europe and from France and
Italy. However, in 1922 a similar movement accounted in part for
the spectacular appreciation of Sterling. On the whole, the move-
ments of British and European neutral exchanges were strikingly
parallel in the years 1922 to 1925. But a “European-American
exchange” does not accurately describe the situation. In 1919-20,
a few European neutrals resisted fairly well the general tendency
toward inflation. Sweden and the Netherlands did particularly
well. The movement of balances and credits was not exclusively
between Europe and the United States. The weakness of Sterling
in the early post-War period was caused not only by England’s
advances to European countries, but also by the repatriation of
balances previously held in England by European neutrals that
were now able to maintain relatively stable monetary conditions.
After 1920 one is struck by the similarity of movements between
British exchanges on the one hand and Dutch, Swedish and Swiss
:xchanges on the other. An examination of South American ex-
‘hanges reveals that they also shared in the general depreciation
n 1920-21, the appreciation of 1922, the decline of 1923, and the
ecovery in 1924. The exchanges of the weaker European neutrals
—Norway, Denmark, Spain, and Portugal—also moved in sym-
athy with Sterling. When Sterling was strong, balances from Cen-
ral Europe and the Latin countries were transferred to London.

The historian can get a measure of comfort out of the mass
f material published by the British Government relating to
Jritish Monetary Policies since 1914. Some obscurities remain
thich can be cleared up only by Treasury officials. But there are
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other points that could be elaborated with the help of materials
from widely scattered sources. Occasionally the evidence points
to conclusions that can not be labeled as certain. The British Gov-
ernment have never given more than a scattered and incomplete
history of the very important advances by the Bank of England
under Government guarantees in the early months of the War. On
the subject of Ways and Means they have not only remained un-
communicative, but in so far as they have published materials,
their figures are frequently inconsistent and misleading. The his-
tory of Department Ways and Mecans, advances to the Allies
and Dominions, and Special Deposits, is replete with obscurities
and inconsistencies. The British have remained silent on their
gold policy, gold movements and exchange policy. Frequently,
scattered materials published by them throw some light on
these problems, and official statements or documents emanating
from other countries are helpful. If Great Britain found it advan-
tageous to conceal gold movements, importing nations had less at
stake. India had less reason than Great Britain to conceal the
nature of financial transactions between India and Great Britain.
Australian and Canadian documents frequently reveal the posi-
tion of the British Exchequer in a more accurate manner than
British documents. Neutral countries, proud of their creditor
position, were more inclined than England to reveal the magni-
tude of London balances. American Treasury officials and Con-
gressional committees spoke relatively freely of the financial and
monetary relations of Great Britain and the United States.
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INTRODUCTION

In the first Book, the effects of the financial measures of the
British Government and of the Bank of England during the early
days of the War are discussed. An examination of the Bank of
England figures reveals that the very large rediscounts of pre-
moratorium bills and advances to acceptors were not of as great
significance as might be expected; the explanation is that the
discounts and advances were successive. As more bills were dis-
counted, others were liquidated; and the proceeds of the advances
to the acceptors were used to meet bills maturing at the Bank of
England. An examination of Financial statements, Parliamentary
questions, bank statements and Finance accounts reveals that
virtually all pre-moratorium bills were redeemed in the early
months of the War and that the larger part of the advances to
acceptors was repaid to the Bank in the first year of the War.
The Government made a payment of 28 millions to the Bank and
thus took over the advances to acceptors that were outstanding in
1915. Approximately 20 millions of advances had not been repaid
at the end of the War. Repayments were on a limited scale in
the last three years of the War,

The British moratorium in its international aspects can be
justified only if it did not lead to similar measures abroad. Ap-
parently the policies of important debtor nations were determined
by other considerations. Morecover, traders of high reputation re-
fused to take advantage of the moratoria.

In Book II, it is pointed out that Ways and Means financing
was not as important a cause of inflation as has generally been
assumed. Special Deposits were a mechanism for depriving the
market of surplus balances, and hence were in a sense deflation-
ary. Similarly, Department Ways and Means were deflationary,
because as departmental advances were made, transfers were
made from the money market to the Government. This statement
holds for the advances from the Currency Notes Account. The

3



4 INTRODUCTION

issue of notes was necessary to sustain a large measure of infla-
tion; but the additional notes were obtained in exchange for bal-
ances at the Bank of England. The large advances to the Allies
and Dominions were in part made by the Bank at first. Neither
in the accounts of the Government nor of the Bank of England
were they treated as Ways and Means advances. If we leave
them out of consideration, we may conclude that after the first
few months of the War the market was deprived of more cash as
a result of Ways and Means operations than it acquired through
their creation. However, a creation of an orthodox Ways and
Means advance is reflected in an addition of cash until the loan
is repaid; but the acceptance of a Special Deposit is deflationary
only until the Government disburses the proceeds.

Departmental Ways and Means and Special Deposits may be
considered deflationary to the extent that the market was de-
prived of cash. The loss was temporary, it is true, except in so
far as the Treasury held larger balances. Moreover, by accept-
ing Special Deposits and selling Treasury bills at relatively high
rates, the authorities pegged market rates. High rates were not
normally effective, however, and it is therefore doubtful whether
potential borrowers were deterred to any important degree by
the increase in rates. Rather, the deflation was produced di-
rectly in the transfer of cash to the Treasury and further infla-
tion was averted, for the Treasury was saved the necessity of
borrowing more heavily directly from the Bank of England.
When the Treasury was unable to obtain adequate supplies of
cash by the sales of Treasury bills and the acceptance of Special
Deposits at rates determined by the Government, it borrowed
from the Bank directly. Thus the Treasury prevented rates from
rising further. The Treasury rate was both a minimum and a
maximum. The Bank rate was therefore of limited significance in
the years 1915 to 1921 except in so far as it reflected the Treas-
ury rates. It is not exactly accurate to refer to the deflationary
effects of departmental advances. The money market lost its cash
when the State Trading Departments obtained the cash or when
the Treasury issued its notes. These transactions preceded the
advances.

Price control is in part a fiscal weapon. I point out in Book
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IIT that the control of prices, which was necessarily followed by
the control of the distribution of commodities, was in part respon-
sible for the phenomenal sale of War securities in 1917 and 1918.
Surplus purchasing power that could not be used in the purchase
of securities, was necessarily hoarded. When confidence in the
Government lagged, hoarding of cash and deposits became more
general. Hence, the Government put pressure on the banks to re-
duce their rates on deposits in 1918. The price level was fictitious.
Commodities were not always available at market or controlled
prices. Prices depressed by subsidies were fictitious. What the
consumer did not pay, the taxpayer paid. More units of purchasing
power may have been available for markets that were not con-
trolled or subsidized and, hence, the general price level may not
have been depressed as a result of interference. Purchasing power
was diverted to other markets in so far as sales of commodities
were restricted, but frequently the Government allowed con-
sumers to purchase freely in controlled markets and, hence, more
rather than less purchasing power was consumed on some markets.
Bread was sold in unlimited quantities at abnormally low prices;
bacon was sold in unlimited quantities in 1918 at the high pur-
chase prices paid by the Government.

The problem of inflation (Book IV) is in large part a problem
of deficient supplies. If a small deficit appears, the public dumps
large quantities of purchasing power on the market in an attempt
to obtain necessary supplies. The weight to be attached to the
large issues of currency notes in an explanation of inflation, has
been the subject of rather bitter discussions. Cannan’s contention
that notes were created to meet fiscal deficits, is scarcely defen-
sible. More notes were not forthcoming in periods of financial
stress; in fact, in 1917 and 1918, the years in which the fiscal
problem was most troublesome, the authorities began to issue
Bank of England notes secured by gold received from South
Africa. In return, Great Britain paid South Africa’s debts. If
currency notes were a necessary condition of continued inflation,
the withdrawal of notes was a deflationary factor in the midst of
a period of inflation, for balances at the Bank of England were
reduced. The position taken by the Government that the creation
of notes was not the cause of inflation, was on the whole defen-
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sible. Proposals to limit notes in such periods are fanciful. Criti-
cism may be justly placed on the shoulders of the Government for
encouraging high real wages in a period in which they should have
aimed to save supplies. Authorities were rather slow to perceive
the possibility of using taxation as a means of economizing on
supplies.

Advances on pre-moratorium bills were the first inflationary
measures taken. The beneficial effects of their repayment were
wasted, because the Bank made large advances to the Allies and
Dominions which were in part reflected in inflated balances at
the Bank of England. However, the banks lost part of this surplus
cash in paying for subscriptions to the early war loans; and the
introduction of Special Deposits was also a deflationary factor.
A higher Bank rate would have been of little avail. Market rates
were appreciably lower than the Bank rate, and in fact, only the
preparedness of the Government to accept unlimited supplies of
Special Deposits and to sell unlimited supplies of Treasury bills
saved the Bank rate from complete ineffectiveness. Too much at-
tention has been paid to it. Low rates were not an inflationary
factor of great importance, because through their control of raw
materials and capital and their pressure on the banks, the Govern-
ment were able to restrict the use of credit for non-essential pur-
poses. The reserve policy of the Bank of England was modified
in the latter part of the War, when the demands for cash were
met by issuing newly created currency notes or Bank of England
notes which were being created in large quantities in 1917-18
instead of by depleting the reserves of the Bank. Perhaps this
change was symptomatic of the Treasury’s concern over the lack
of confidence in the British monctary situation. That the Gov-
ernment did not request permission to issue £5 currency notes,
which might have been issued instead of Bank notes, seems to
indicate that the Treasury was prepared to preserve pre-war
monetary standards to the fullest possible extent. The issue of
Bank of England notes rather than currency notes in the latter
part of the War was not within the discretion of the Bank; but
it might well have been made a matter of discretion.

The Government’s contribution to the policy of deflation was
important. But their declarations of policy were colored by the
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economic conditions of the day. Increasing protests against exces-
sive expansion brought forth a declaration of a policy of contrac-
tion; but the grumbling that followed the first signs of business
recession made the Government extremely cautious, and soon the
independence of the Bank of England was proclaimed. A reduc-
tion of perhaps a hundred millions of Bank advances and a half
billion of Treasury bills was the Treasury’s contribution to defla-
tion. But a large loss of Special Deposits was offset by in-
creased sales of Treasury bills. Moreover, the reduction in
currency notes outstanding enabled the banks to replenish their
balances at the Bank of England. However, in spite of a reduc-
tion of notes by 1oo millions, the banks lost approximately
so millions of cash in the years 1920 to 1924 as a result of
the reduction of Ways and Means. The monetary stringency of
the period is easily explained by the history of Ways and Means.
(The normal reserves of British banks are approximately 200
millions.) Of course this movement was successive, and perhaps is
explicable in part by the steady transfer of balances from non-
British to British institutions at the Bank of England. The pro-
cedure was not unlike that to be expected under a gold standard.
However, the stringency of the period would probably not have
been so great had the market been able to import gold or had the
limitation of issues of fiduciary notes not been so stringent. When
I say that the reduction in Ways and Means was approximately
5o millions, I mean that the average in 1924 was approximately
5o millions below the average in the second half of 1920.

The British pegging policy (Book VI) was judicious. Control
of the import trade saved the country from the large imports that
might accompany pegging in a period in which unnecessary con-
sumption and, particularly, unnecessary imports were to be dis-
couraged. Moreover, Great Britain was thus able to obtain many
dollars for its large receipts in Sterling on capital account and for
shipping services and the like; and the resultant confidence in
Sterling made it easier to borrow at advantageous terms both at
home and abroad. However, the increased value of Sterling was
not a net gain; for American banks were forced to create more
dollars on account of the large number of dollars put at the dis-
posal of Great Britain in the course of the pegging process, and,
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therefore, as a result of the higher prices, more dollars were
required for the purchase of American commodities.

Writers are inclined to exaggerate the depressing effects on
Sterling of the credits advanced to Europe by England in the post-
War period. In fact, large disbursements were made through Lon-
don for Europe and the Dominions out of the balances and credits
accumulated in London during the War period. That is to say,
what was a source of strength for Sterling during the War, be-
came a source of weakness after the War. A consideration of the
phenomenal adverse balance of trade of Great Britain will con-
vince one that England’s large imports were an important cause
of the decline in Sterling. From 1920 to 1924, the influx of capital
was a source of strength. A courageous fiscal policy was effective
both in bringing down internal prices and thus strengthening
Sterling and in encouraging speculative movements of balances to
London. Modifications in monetary policies both in Great Britain
and abroad had significant effects on Sterling. When other coun-
tries were introducing stable conditions, Great Britain faced re-
newed competition for available balances. Monetary depreciation
abroad was a bullish factor for Sterling.

The objective of England’s deflation policy was to raise Ster-
ling to the pre-war parity with gold, and therefore, the apprecia-
tion of the dollar, or its equivalent gold, made England’s task
more difficult; and the fluctuations in the value of the dollar are
perhaps the most important single explanation of the fluctuations
in Sterling from 1920 to 1925. Mr. Hawtrey has presented this
position well in his brilliant discussions of British monetary policy
since 1914. In the discussion that follows I have somewhat neg-
lected this phase of the subject merely because Mr, Hawtrey’s
position is now commonly understood and accepted.

I am indebted to Mr. Hawtrey at numerous places in my dis-
cussion of inflation, deflation and the foreign exchanges. His
approach is always fresh and his interpretations ingenious and
sound.
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Book I

FINANCIAL HISTORY OF THE EARLY MONTHS
OF THE WAR

CuaprTER 1
INTRODUCTION

TuE Bank of England made large advances to the money mar-
ket before the Government announced their guarantee against
losses incurred by the Bank of England in rediscounting pre-
moratorium bills. Incurring additional obligations and subjected
to heavy withdrawals of cash, the Bank of England requested
permission to issue notcs beyond the fiduciary limit set by the
Bank Act of 1844. The result was the creation of the Treasury
note. It now became possible to lend directly to the banks rather
than to bill brokers, now in a precarious position.

When the Government agreed to guarantee the Bank of Eng-
land against losses incurred in discounting bills and (later) in
making advances to acceptors, they gave the first impulse to the
later inflation. But the magnitude of these discounts and advances
gives an exaggerated impression of the damage done. This is ap-
parent from the relatively moderate increase in the Other Deposits
of the Bank of England. The explanation is that all the bills dis-
counted by the Bank of England were not outstanding at once. As
new rediscounts were made, bills discounted before the guarantee
was introduced, as well as bills already rediscounted under the
guarantee on which remittances had been received, were redeemed.
Moreover, the large advances to acceptors were made to enable
them to meet bills already rediscounted.

In the early months of the War, advances to the Treasury by
the Bank were most moderate. It is necessary also to consider the

advances referred to above and the movements of notes and gold
II
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to understand the fluctuations in Other Deposits of the Bank.
(They consist for the most part of balances of London joint stock
banks with the Bank.) In the early days of the War, large with-
drawals of cash were made from the Bank, which were charged
against Other Deposits. Later, large accretions of gold, which were
in the main deposited abroad, were reflected in large additions to
Other Deposits. Moreover, Other Deposits were replenished by
disbursements of the proceeds of Ways and Means advances.
The relative stability of O.S.! and 0.D.? during the period in
which the large advances were made to acceptors, is evidence that
virtually all bills (pre-moratorium) rediscounted at the Bank of
England had been liquidated before November with the excep-
tion of those that were liquidated with the proceeds of .the ad-
vances to acceptors. In addition, there apparently were approxi-
mately 25 millions of bills on which no remittance could be ob-
tained, and in repayment of these the Government reimbursed
the Bank in 1915. The increase in O.D. in 1914 is not to be ex-
plained by direct advances from the Bank to the Government in
any large measure, because the larger part of Ways and Means
advances was departmental and hence was obtained in the first
instance from the market. An examination of the monthly figures
of the clearing banks reveals that they received smaller accre-
tions of cash in the early months of the War than might be ex-
pected. The explanation may be that outside institutions benefited
to a disproportionate degree from the early activities of the Bank
and Government and that the public withdrew large amounts of
cash.

In the chapter on the moratoria, it is contended that Great
Britain had much to lose from the adoption of a moratorium
which might have led to the adoption of similar measures abroad.
But except in a few unimportant instances, the British morato-
rium had no important effects abroad. Moreover, foreign creditors
attempted to meet their obligations in spite of moratoria.

The War worked havoc with the bill market. A brief descrip-
tion of the relation between the bill market and money market
might be helpful here. British joint stock banks, bill brokers and

1 Other Securities of the Bank of England.
2 Other Deposits of the Bank of England.
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outside institutions invest heavily in Sterling bills. British ac-
ceptance houses, and to some extent, joint stock banks guarantee
these bills. When foreigners in August, 1914, were unable or un-
willing to meet these bills at maturity, the British Government
announced that they would guarantee the Bank of England
against all losses involved in rediscounting bills drawn before the
moratorium (August 4). Thus investors and other endorsers of
bills were protected against losses. Accepting houses on the other
hand were still liable for the fulfillment of their guarantee al-
though they were temporarily relieved by the terms of the mora-
torium. When the moratorium was suspended, the Government
provided for advances to acceptors under a Government guaran-
tee, which might be periodically renewed until after the War.

British banks hold large balances with the Bank of England,
which constitute an important part of their cash. But the O.D.
of the Bank of England include also the accounts of outside bank-
ing institutions, and of foreign, Colonial and Dominion Govern-
ments as well as private accounts. Foreign and Dominion banking
houses—including the exchange banks—established in London
held large portfolios of Sterling bills at the outbreak of the War.
The payments on Sterling bills not renewed were reflected in re-
duced London balances of institutions from these countries; but
that loss was probably more than offset by the cash received in
exchange for bills rediscounted at the Bank.

As the Bank of England made advances to accepting houses
and rediscounted bills, its O.S. and O.D. increased. In a similar
manner, advances to the Government are reflected in increases in
Public Securities (P.S.) and Public Deposits (P.D.). In an ab-
normal period, it cannot be assumed that fluctuations in O.D. are
symptomatic of corresponding fluctuations in the cash holdings of
British joint stock banks. Gold imports result in an increase in
O0.D., and withdrawals of cash from the Bank of England result
in a reduction of O.D. But if part of the cash thus withdrawn is
retained by the banks in their vaults, the net loss of cash is
reduced.
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By August 1, the Bank of England had advanced upwards
of £27 million to bill brokers, bankers and merchants in London
upon the security of Government stocks, bills of exchange and the
like.! The banks had been ruthless in calling in advances to bill
brokers. It was not until several days later that the Government
guaranteed the Bank of England against losses incurred in redis-
counting pre-moratorium bills.? On August 5, 1914, Lloyd George
announced that although it had not been necessary to suspend
specie payments, it was necessary to issue small currency
notes in order to economize gold. He hoped that they would not be
brought in for redemption.® In an oral answer of November o,
1915, the Prime Minister pointed out that the Bank of England
had not availed itself of the privilege offered by the suspension of
the Bank Act except to issue a few millions of notes under the
Currency Notes Act before the currency notes had been printed.*

1 Correspondence between Treasury and Bank of England as to Issue of Notes
in Excess of Limit Fixed by Law at Time of Qutbreak of War. H. C. 370 (1914-
16).

2 Treasury Assistance to Banks and Discount Houses, Continuance of Mora-
torium and Nature of Banking Facilities Available. H. C. 457 (1914). Lloyd
George wrote an explanatory letter to the Bank of England on August 12, 1014.
He pointed out that the reduction of remittances from abroad was a very serious
problem. In a later letter to the Bank, he outlined the accounting procedure to be
followed in discounting pre-moratorium bills. The Bank was to be indemnified
later for the net balances remaining after the amounts realized by the Bank in
respect of bills and interest received for bills were deducted from the amount
due on bills discounted. Manual of Emergency Legislation, Financial Edition, pp.
33-34. Also see H. C. 457.

365 H. C. Cols. 1992-93. [This form refers to a Debate.] On August 1, the
Bank of England asked for permission to issue notes in excess of the legal limit.
It had advanced £27 million in 5 days, and its reserve would probably be reduced
to 11 millions by the end of the day. H. C. 370 (1914-16). .

475 H. C, Col. 1002. I discuss the significance of the currency notes in my
essay on Inflation. They were indispensable; the public absorbed 48 millions of
cash in the early days of the War. J M. Keynes, “The Prospects ui Money,
November, 1914,” Fconomic Journal, 1914, pp. 614-15. See Bill to Authorize Issue
of Currency Notes, 1914 (361) 1.867; Bill to Amend Currency and Bank Notes
Act 1914. 1914 (379) 1.873. Correspondence between Treasury and Bank of Eng-
land, H. C. 370 (1914-16). Treasury Minutes, August 6, August 20, 1914, etc.,

14



GOVERNMENT COOPERATION 15

The decision to issue £1 currency notes was not novel. Ricardo
had made a proposal that the Government should derive the prof-
its from the issue of currency notes and he proposed to issue £1
notes. However, he suggested precautions against over-issue.®
The panic of 1825 was partly caused by the demand for gold to re-
place the £1 notes withdrawn from circulation by the failure of
country banks.® The Economist criticized the Peel Act and pro-
posed the introduction of a £1 note in order to economize gold.”
In the course of a later panic, the Economist reiterated its earlier
position.® Finally in 1890 came Goschen’s well known proposals
to issue £1 notes, which were to be substituted for the gold carried
about by the public.®

The obligations undertaken by the Government in the ecarly
days of the War are described in a schedule appended to the
Government War Obligations Bill.' Of the obligations assumed,
the most important was the guarantee against losses incurred
in rediscounting pre-moratorium bills, the object of which was to
make the resources of investors in bills available for renewed
financing of foreign trade. According to an estimate made by
Lloyd George, 400 applications for accommodation under the
terms of the Government guarantee were made to the Bank of
England, and 300 were approved. In considering applications, the
Bank was guided by the nature of the transaction, the standing
of the applicant and the value of the security.'! It is known that
the Bank of England did not apply its usual standards; ** and
the Bank of England did not escape criticism for its decisions in
the early months of the War. Sir A. Markham accused the Bank
Cmd. 7836 (1914-16); Treasury Minute July 1o, 1915, Cmd. 8024 (1914-16).

One object of issuing currency notes was to make possible direct advances to
banks.

5 Plan for the Establishment of a National Bank. McCulloch’s edition of
Ricardo’s Work, pp. 503-9.

8 The Economist, May 18, 1844. [This periodical is commonly known as the
London Economist, and throughout this work is abbreviated—L. E.]

T L. E., 1845, pp. 238, 311, 337, 300, 385, 455; 1bid., 1847, pp. 543, 1186.

8 Ibid., November 14, 1357.

8 “Mr. Goschen’s Currency Proposals,” Economic Journal, 1892, pp. 139-56;
also see A. Crump, “One Pound Notes and the Metallic Reserve of the Bank of
England,” Economic Journal, 1892, pp. 156-62.

10 68 H. C., Col. 1154. 11 68 H. C., Cols. 1540-41.

12 French officials boasted that the Bank of France had given more accommo-
dation in the emergency than the Bank of England. L’Economiste Frangais,
January 2, 1915, Bulletin de Statistique et de Législation Comparée, 1914 (76),

pp. 470-71.
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of partiality to firms connected with members of the Directorate
of the Bank; but his evidence was not at all convincing.’® Of
the £350 to £500 million of bills outstanding, 120 millions were
rediscounted under the Government guarantee in the early weeks
of the War.1*

It has been pointed out that the liberal opportunities offered
by the Bank and the Government induced holders of bills to re-
discount them in order to free themselves of a contingent liability
even when they were in a relatively strong position.'® Of course
the result was unnecessary inflation. Even the banks of enemy
countries were given the privilege of rediscounting their bills, and
in fact they received accommodation to the extent of approxi-
mately £12 million.'® The object of granting this accommoda-
tion of a rather unusual type was to assure the resumption of
normal business relations by relieving investors in bills and other
endorsers of their liability.!?

The second weighty responsibility undertaken by the Govern-
ment was to guarantee advances to acceptors of bills. When the
moratorium was terminated, it became necessary to protect ac-
ceptors of bills. In a statement to the Press of September 5, 1914,
the Government referred to the codperation of the Bank of Eng-
land and the joint stock banks in making advances to the accep-
tors. On September 30, the Government announced the procedure
to be followed by acceptors in borrowing from the Bank of Eng-
land and on October 1, the Bank issued further regulations.!®
The acceptors were liable for the bills now held by the Bank as
well as those retained by the brokers and banks.

How large were the advances made by the Bank of England
under the provisions of these guarantees and when were they
repaid? In October, the Economist pointed out that the Bank’s
holdings of O.S. had declined, which movement the editor at-

13 68 H. C., Cols. 1158-62, 1520-29. 14 I'bid., Col. 1544.

15 Ibid., Col. 1559; W. R. Lawson, British War Finance, p. 19; J. M. Keynes,
0p. cit., Economic Journal, 1914, pp. 613-14.

18 Reports on Enemy Banks, Cmd. 8430 (1916); 8889 (1917). Also see
License of Deutsche Bank, Cmd. 8398 (1916). Advances were made to enemy
banks in order to enable them to repay British and neutral creditors. A:ceptances
i)ig J?S::?(ﬂx .Banks were paid off because the British assets were made available by

1768 H. C., Cols. 1547-48.
18 Manual of Emergency Legislation, Financial Edition, pp. 35-38.
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tributed to the excess of bills repaid over new advances.!® On
November 27, 1914, Lloyd George announced that all but £r2. 5
million of the bills rediscounted had been repaid.?® Apparently,
the remainder had matured and recourse had been had to the
acceptor or drawer.?! The inference to be drawn is not that the
remaining ro8 millions of bills rediscounted under Government
guarantee had been repaid out of the resources of the market, for
large advances had been made to acceptors to enable them to
meet bills at maturity. The Bank of England had advanced £6o
million or thereabouts to acceptors who had been unable to
collect from their clients. Lloyd George estimated that 5o millions
of bills accepted in large part for German and Russian institu-
tions would be unpaid at the end of the War.?* When Lloyd
George announced in November that all but 12.5 millions of the
bills had been repaid, his statement was in a sense misleading and
easily misinterpreted. He did not point out that 50 or 60 millions
of advances were obtained from the Bank of England by accep-
tors to meet these bills as they matured.*® Apparently, a very
large proportion of the bills rediscounted was thus liquidated.
That is not surprising as investors in bills would not as a rule
have rediscounted at the Bank of England if they were certain
of receiving payment at maturity. It is probable that many bills
were rediscounted merely because the future was uncertain or
because it was deemed necessary to obtain additional cash.

On June 21, 1915, McKenna announced that the liability of
the Government on advances to accepting houses and others had
been reduced from £120 million in November, 1914, to less than
5o millions in June.** McKenna’s statement is inaccurate. The
net liability in November, 1914, was probably no more than 6o
or 70 millions. One lability, advances to acceptors, had been
substituted for another, namely, guarantees on bills rediscounted,

19 L. E., October 24, 1914, Banking Number.

2068 H. C., Col. 1544.

21 The Treasury was to receive approximately one third of the interest
earned on these advances. 68 H. C. Col. 1536. ¢

22 Ibid., Cols. 1544-46.

28 A few days carlier he had announced that the total of bills dealt with
under the announcements of August 12 and September 15 had been 120 millions.
68 H. C, Col. 803. The repayment of approximately one half of the bills re-
quired advances to acceptors. Also sec Treasury Assistance to Banks, H. C. 457
(1914) ; and Government Assistance to Credit and Business, Cmd. 7684 (1914-16).

24 72 H. C, Cols. g51-52.
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and McKenna did not allow for the bills repaid before Novem-
ber out of the market’s own resources. That is to say, the Bank
of England in all had rediscounted 120 millions of bills. A large
part had matured and been redeemed before advances had been
made to acceptors. They borrowed 50 or 6o millions in order to
cover their obligations on bills not liquidated. That accounted for
all the bills with the exception of approximately 28 millions which
the Government had to cover. At no time was the Treasury liable
for a sum even close to r2o millions. McKenna announced that,
“the policy of the Government ought to be to reduce those debts,
direct and indirect, to the Bank of England so as to leave the
Bank as frec as possible to carry out its time-honored duty of
watching over the exchanges and protecting the gold reserve.” 25
The Government soon thereafter paid the Bank 28 millions and
thus took over the advances to acceptors.?¢

On December 22, 1915, McKenna announced that a total of
200 millions of advances had been made in the early months of
the War to protect the credit system, and that the total of ad-
vances outstanding was 35 millions. The repayments from 1916
to 1919 were of negligible proportions, for early in 1919, 30 mil-
lions of obligations were still outstanding.?” In June, 1919, Bald-
win announced that of 120 millions of bills rediscounted, all but
£40,000 1o 50,000 Sterling had becn repaid and of 70 millions ad-
vanced to acceptors, all but 20 millions had been repaid.?® Ac-
ceptors were not legally bound to repay before a few years after
the War. An examination of the Finance Accounts reveals that the
Treasury received £3.6 million on account of repayments and
interest on pre-moratorium bills in 1920-21. For the year 1922-
23, the receipts were £6.10 million.=?

A few bank reports throw some light on these transactions.
Thus the London and Hanseatic Bank in its meeting of February,
1916, announced that its acceptances including advances made
under the Government scheme of September, 1914, had been re-

25 972 H. C. Col. o51-52.

26 L. k., December 18, 1915, War Supplement. The losses of the Reichsbank
on similar advances were negligible. W. Prion, Kreditbanken, p. 33

277 H. C. Col. 470. In August, 1910, the outstanding obligations had been
reduced to 31 millions. 86 H. C. Col. 511.

28116 H. C. Col. 1790.
20 Finance Accounts 1920-21, p. 36; 162 I C. Col. 1725.
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duced by 174 millions.?* The Chairman of the London Merchant
Bank at its meeting in 1923 revealed that his bank had borrowed
£3.25 million under the Treasury scheme of September, 1914,
and that £242,000 of this debt were unpaid at the end of
1922.3! The London and Liverpool Bank of Commerce borrowed
£1 million from the Bank of England. The debt remained un-
comfortably large until 1920-1921 but was entirely discharged in
June-July, 1922, a month or two before it was due.** In 1926, the
Anglo-Austrian Bank was reorganized by the Bank of England
because it had failed to meet its obligations on pre-moratorium
bills to the Bank of England.??

The following figures from Bank of England’s weekly state-
ments are significant:

1914
Millions Public Other Public Other Percentage
£ Sterling Deposits Deponits Securities Securities Reserve

(P.D.) 0 D) (P.S) (0.5) (Banking)
July 22 ... 13.7 422 110 33.0 27.7
August 7 ...... 115 567 1o 033 8.4
August 1y . ... 7.9 83.3 23.0 708 14.7
Auzust 19 ..., 137 108 T 20.0 0.4.7 18 ¢
September 10 .. 239 1350 208 1138 31.9

(Figures for August 7 relate to Aucust 1.)

The increase in O.S. of 8o millions was surprisingly moderate.
If the Bank of Ingland rediscounted 120 millions of pre-mora-
torium bills and in addition advanced approximately 30 millions
in the last days of July, why did not O.S. increase by rzo mil-
lions? One important explanation is that the earlier advances and
the 120 millions of pre-moratorium bills rediscounted were not
outstanding simultanecously. While additional bills were being re-
discounted, earlier advances and bills previously rediscounted
were being repaid. Banks and brokers who rediscounted bills,
probably used the proceeds to pay off pre-War advances and to
pay off bills on which they had received remittances or were cer-
tain to receive remittances. I discuss the significance of these
early advances by the Bank of England in my essay on Inflation.
Here I wish to emphasize the point that the inflationary effects
may be exaggerated if we neglect to consider that these transac-
tions were successive. Keynes and Lawson have pointed out that

30 L. E. February 5, 1916, 82 1bid., February 10, 10:23.
81 J1bid., March 17, 1923. 38 [bid., September 4, 19.26.
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because the money market had been tempted by the additional
facilities put at its disposal by the Government, it had borrowed
from the Bank of England at 5 to 5)% per cent, or perhaps
6 to 7 per cent, and had lent the proceeds out at 2 per cent or
less; 3¢ but with the passage of time the banks and brokers be-
came aware that they had acquired too much cash and hence they
were disposed to pay off part of their indebtedness to the Bank.
The bill brokers, who especially profited from the intervention
of the Government, used part of their newly acquired cash to
repay their creditors, the joint stock banks. Thus the possibility
of inflation was increased in that British banks received additional
cash by rediscounting bills and calling in loans from bill brokers.
However, foreign banks and bill brokers had also converted bills
into cash, and hence, the additional cash was not put at the dis-
posal of British banks exclusively. Rates are depressed in London
by the creation of additional cash; but the danger of inflation is
especially great if the cash is accumulated by British banks.

The market did not take advantage of the special facilities
offered by the Bank and the Government as quickly as is com-
monly supposed. Thus the increase in O.S. in successive weeks
beginning with the periods ending August 7 (1) was 18 (this in-
crease is accounted for by the advances made before the Govern-
ment offered their guarantees), 6, 24, 15, and 11 millions. The
week ending September g witnessed a decline in O.S. and the gen-
eral tendency was downward in September and October, and
slightly upward in November. The rise in O. D. was approxi-
mately of equal magnitude.*® But in the period in which O.S. de-
clined, the tendency of O.D. was slightly upwards in spite of
appreciable withdrawals of currency notes.®® The divergent ten-
dencies in O.D. and O.S. are explained by the large receipts of
gold at the Bank of England and the reduction in P.D., both of

which were reflected in increases in O.D. The reserves of the

8¢+ W. R. Lawson, British War Finance, p. 19.

35 From July 22 to August 1 the increase in O.D. was but 14.5 millions as
compared to an increase of 3r.7 millions in O.S. The banks were withdrawing
Bank of England and currency notes.

36 Banks exchange balances at the Bank of England (OD.) for currency
notes. The Government’s balances (P.D.) increase with issues of currency notes;
but they are reduced and O.D. are increased as the Government dishurse the
proceeds.
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Banking Department of the Bank of England increased from
£8.4 million on August 7 to £31.9 million on September 16, and in
the same period, the gold coin and bullion in the Issue Depart-
ment increased by 22 millions. From July 22 to August 7, the loss
of gold had been but 12.6 millions. I point out in a later essay on
Gold that increased supplies of gold were deposited on behalf of
the Bank in the British Dominions and India.?” Balances of their
institutions in London were thus increased. In so far as the eco-
nomic position of these countries was adversely affected by War
conditions, they were forced to employ the cash thus received in
meeting their indebtedness in London.?®

The remarkable stability in O.S. in October and November
suggests that where recourse to acceptors was not necessary, the
bills were redeemed before rather than after October. In the
seven weeks during which approximately 6o millions of advances
were made to acceptors, O.D. fluctuated between 105 and 116
millions; and between October 14 and November 18, O.S. fluctu-
ated within a radius of 3 millions.*® Hence it is probable that the
bills paid off in this period were in large measure those which
were redeemed out of the proceeds of advances to acceptors.
Otherwise, fluctuations in O.D. and O.S. would have been greater,
On October 18, the first pre-moratorium bills became due, and
on November 17, the last of them became due.

The Government guaranteed advances by the Bank of Eng-
land up to 60 per cent on loans to the stock exchange on the con-
dition that the collateral would not be sold until one year after
the War.*® It was estimated that 70 to 8o millions of advances to
the stock market were outstanding, of which the banks had con-
tributed 50 millions. Lloyd George made an official investigation,
in the course of which he found that g2 millions of these advances
were outstanding and that 77 millions were adequately covered.*!

87 L. E., February 13, 1915; U. S. Mint Report 1915, p. 274.

88 Australian banks had low balances in London in 1914. L. E, October 24,
1914. Report of Union Bank of Australia. L. k., February 6, 1915; however, see
Report of Bank of New South Wales, L. £, January 16, 1915.

80 L. E., 1914, passim; also see Further Papers Relating to Measures taken by
His Majesty’s Government for Sustaining Credit and Facilitating Business. Gov-
ernment Assistance to Credit and Business. Cmd. 7684 (1914-16).

4068 H. C. Cols. 1548-50.

41 L. E., October 17, 1914. The Bankers’ Magazine estimated that one half of
the advances to the stock market had been repaid early in 1915. For an estimate
of the large depreciation of stock exchange securities before August 1, see
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Banks apparently did not consider the Government’s offer a gen-
crous one or the facilitics were offered for emergency purposes,
for the accommodation applied for under this guarantee was negli-
gible.®® The repayments of advances to the stock market were
made at a surprisingly rapid rate. Dominion and Colonial banks
especially profited from the repayment of stock exchange loans
as they had a large part of their resources invested in them. In the
early wecks of the War, Dominion and Colonial banks faced
great difficulties in maintaining necessary balances of cash in
London.*® But as stock exchange loans were repaid, their posi-
tion was strengthened.** Bill brokers were able to repay advances
to these banks out of the proceeds of cash received for bills dis-
counted. Where the stock market received the cash to repay the
banks, is a more puzzling question. It probably involved a loss of
cash for DBritish institutions. The repayment of stock exchange
loans frequently enabled outside institutions to repay the Bank
of England.*3

Bankers’ Augusine (hereafter abbreviated B. M), 1914, (03), pp. 368-70, Review
of Economic Stutistics, Prel, 1919, p. 169.

2o I C. Col. 8s3.

4% Meeting of Union Bank of Australin /. E., February 6, 1915.

4+t Canadian banks converted a debit balance in London in July, 19714, into a
large credit balance in October (Banking Number, L £, October 24, 1914.)
The explanation was not only that stock exchance loans were repaid. Advances
to acceptors and rediscounts by the Bank of England were probably important
(Meeting of Canadian Bank of Commerce L F., Iebruary 6, 1915) The Union
Bank of Australia (L. I, February 6, 1o1s, July 31, 1013), the Bank of New
South Wales (L. I7, July 14, 19i3), the London Bank of Australia (L. I5, May 8,
10135), the Commonwealth Bank of Australia (L. 12, Apnl 24, 1915), all reported
large reductions in Money at Call and Short Notice, and they generally reported
large increases in cash  The Standard Bank of South Africa put more of its
resources into Money at Call because trade was dull at home. L. E, April 24,
1915.

45 Meeting of Tonian Bank, L. E., April 17, 1915.
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PUBLIC BORROWING

THE direct relations between the Government and the Bank
should also be considered. On August 6, the Government warned
the Bank of England that heavy borrowing from the Bank would
be necessary.” However, an examination of the “Annual State-
ment of the Bank of England of Exchequer Bills and Other Gov-
ernment Securities Purchased” reveals that the Treasury bor-
rowed moderate amounts from the Bank in the early months of
the War.® The figures for August are as follows:

e of © Sterling

August 7.......... .. [
August 8.... ... .. 3
August ro.... .3
August 14..... ... L
August 15........... 1

According to the weekly Exchequer Accounts, the Government
borrowed more than 30 millions on Ways and Means in the last
two weeks of August; but these advances were not obtained from
the Bank of England. Perhaps they were in large part receipts
from issues of currency notes which were included in Depart-
ment Ways and Means. The increase in P.S. of the Bank of
England from August 7 to August 19 was 15 millions; the Bank
advanced 14.7 millions to the Government during the period
August 1 to August 15. On August 20 the Governor of the Bank
of England in a reply to a formal request of August 6 for tempo-
rary advances, began thus, “We beg to inform you that your
letter of the 6th instant was laid before, etc., etc.” But a reply
of October 1 promptly following a request of Scptember 30

UH. C. 123 (1014-16). Hahn points out that in the modern state, the Central
Bank cannot withhold necessary accommodation. I necessary, the Bank suspends
payments and the Government introduce a moratorium. A, Hahn, Volkswirt-
schaftliche Theorie des Bunkkredits, pp. 77-78.

2 Account of Exchequer Bills and Other Government Securities Purchased by
Bank of England. H. C. 103, 415 (1914-10).
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began thus, “We have to acknowledge receipt of your letter of the
3oth, etc., etc.” 3 Was the change of language pre-meditated, and
did it indicate a change of attitude? Advances from the Bank of
England to the Government for the remainder of the year were

as follows:
Millions of £ Sterling
October 3 .....c.vvivieennn.. 5
November 14 ...
November 21 ...
December 3

The increase in P.S. of the Bank of England in the last few
months of 1914 is to be explained in large part by the purchase
of Treasury bills. The Finance Accounts (1914-15) include
monthly figures for Ways and Means advances. They are given
below together with the figures for Ways and Means advances
other than from the Bank of England. The latter are obtained
by deducting advances from the Bank of England from the total

of Ways and Means.
Millions of £ Sterling

1914 Total Other Ways and Means
July oo 1.0 1.0
August ... 46.5 31.5
September ............ ... ... 15.3 15.3
October ................ ... ... 10.1 5.1
November .................c.... 20.2 5.2
December ............... ... ..., 3.0 3.0
1915
January 1-5 ... 5.0 5.0

I discuss more fully in my essay on Ways and Means the
nature of Department Ways and Means. 1 point out there that
they were probably composed in large part of securities in the
Currency Notes Account. It is apparent that all securities in
the Currency Notes Account were not included in Department
Ways and Means. Thus, at the end of the financial year 1914-15,
no Ways and Means advances were outstanding; however, securi-
ties were deposited in the Currency Notes Account. Securities ap-
peared in the Currency Notes Account for the first time on Sep-
tember 9 (10.9 millions). But the weekly statements of public
receipts and expenditures do not take cognizance of this issue of
securities. The only transactions in securities recorded in the
weeks ending September 5 and September 12 were an issue of

8 Application of First Lord of Treasury, 1914-15, H. C. 123 (1914-16).
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£1 million of Treasury bills, a creation of Ways and Means of
7.26 millions and a repayment of 7 millions of Ways and Means.
Moreover, although the Treasury obtained £31.5 million through
departmental advances in August, securities appeared in the Cur-
rency Notes Account for the first time in September. Hence it
seems improbable that departmental advances at this early date
were in large part advances from the Currency Notes Account
unless the Government included receipts from the issue of cur-
rency notes as Department Ways and Means even though they
were not covered by securities deposited in the Currency Notes
Account. This is a plausible assumption. It is difficult to account
for the receipts from issues of currency notes in any other
manner.*

* By the Treasury Minute of August 20, the Government assumed the power
to borrow from the Currency Notes Account. Select Statutes, Documents and
Reports Relating to British Banking, 1832-1928. Selected by T. E. Gregory, vol.
1, pp. liv-lv.



CHaArTER IV
THE BANKS

ArtHoucH the Government put additional currency notes
and other facilities at the disposal of the banks, the latter appar-
ently restricted their advances to the public unnecessarily.! Lloyd
George threatened to take action against the banks if they did not
grant credit more liberally.® The London Chamber of Commerce
demanded that the Government withhold their support of the
banks unless the latter accommodate industry.® However, 6341
out of 7310 business men or corporations replying to an inquiry of
the Government, were satisfied that banking facilities compared
favorably with those available before the War.* Dissatisfaction
was also expressed with the behavior of the German banks.?
French banks held inadequate reserves and a disproportionate
quantity of securities that could not be liquidated in a crisis.®

An examination of the monthly figures of clearing banks
throws some light on the financial history of this period. I give
below the fluctuations in cash holdings of these banks. Identical
banks are compared from month to month although the number
varies. Percentage change (compared to previous month):

1914 July............ L + 1 1915 January (Compared to
August ...l 41 Nov.) «oovveian.. —-11
September ............... +11 February ......... ... ..., — 2
October ................. + 6 March ...t — 1
November ............... +1x April ... 4+ 9
MAY ot + 2
June .o +18

0.D. constituted a large part of the cash reserves of banks; hence
it is clear why the increase of cash of British banks was so large
in August. That the increase was not larger may be explained by

1 J. M. Keynes, “War and the Financial System, August 1914, Economic
Journal, 1914, p. 470. 266 H. C.. Cols. 71-72.
8 L. E., August 29, 1914. 4 1bid., September s, 1014.

5 G. Bernhard, “Dic Politik der Reichsbank im Kriege,” Archi. fir Sozial-
wissenschaft und Sozialpolitik, 1915 (40), pp. 77-78. However, sce W. Prion,
Kreditbanken, p. 37.

8 “Exposé des Motifs.” Bulletin de Statistique et de Législution Comparée,
1914 (76), p. 455.
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the fact that the public hoarded more cash; and that the large
advances made by the Bank may have been reflected in dispro-
portionate increases in the cash of accounts other than those of
British banks. That the increase in cash was not greater in
October and November in spite of the very large advances to ac-
ceptors, is to be accounted for by the repayment of bills pre-
viously rediscounted and the important position occupied by for-
eign banks and British accepting houses in the acceptance market.
The later movements are explained by subscriptions to the war
loan (1914-15) and the disbursement of cash thus received by the
Treasury.

Money at Cuall and Short Notice Month-to-Month Change. Percentage of
Preceding Month
rgry July ool —Y 1915 January .......... —28
August ... -9 (Compared to
September L.l I November)
October . ... .. 7 February  ....... .. - 8
November ......... —4 March ........ .. 4
April .......... .. 10
May .. ... ...... 4
June ..ol 7

Bill brokers were able to repay the banks out of the proceeds
of bills rediscounted with the Bank of England. The large reduc-
tions of Moncy at Call in January and February were probably
the result of repayments by stock brokers who were now able to
dispose of their securities. If the public purchased these securi-
ties, which was probably not true in general, there was a cor-
responding reduction in deposits; in so far as the banks purchased
them, their investments increased. Perhaps appreciable sales were
made abroad. The increase in the later months may be explained
by the renewed activities on the stock exchange and a revival of
the practice of financing trade by bills.

The increase in deposits, if not large, was at least steady.
In February, 1915, the only decline of the period under considera-
tion was recorded. Only five banks distinguish discounts from
loans. Their bills were reduced by 21 per cent from July to Sep-
tember, increased by 1o per cent from September to November,
and by 28 per cent from January to June. The reduction is to be
referred to the rediscounting with the Bank of England. The first
increase is probably explained by the purchase of Treasury bills
and the sccond by purchases of trade bills.



CHAPTER V
MORATORIUM

THE Postponement of Payments Bill voted on August 3, 1914,
gave the Government the power to make legal the suspension of
payments on bills of exchange and other obligations.! The ac-
cepting houses were first to receive the support of a moratorium.
Sprague maintained that the moratorium gave Great Britain no
relief in its relation with foreign countries; but it saved the ac-
cepting houses.? The Commercial and Financial Chronicle
commented on the moratorium, which was introduced, in its opin-
ion, to meet the present crisis in international banking and to pro-
tect the Bank of England’s gold reserve which declined from 40
to 14.6 per cent in one week.® In fact, Great Britain, a creditor,
might suffer from the general stoppage of foreign remit-
tances.* New York normally borrowed large sums in the spring
which were repaid in the autumn when Sterling was at a low
value.® Lloyd George came to the rescue of the acceptors because
foreigners were not remitting.® New York had a floating indebted-
ness estimated at from 200 to 300 million dollars.?

Because Great Britain, a creditor nation, had everything to
gain and little to lose by the continuance of remittances between
countries, the wisdom of the introduction of a moratorium may

! Return of Papers Relating to Assistance Rendered by Treasury to Banks
and Discount Houses since Outbreak of War. H. C. 457 (1914). Government
Assistance to Credit and Business, Cmd. 7684 (1914-16). Copies of Postponement
of Payments Act, 1914, Cmd. 7633 (1914-16). 65 H. C., Cols. 1805-9; Manual
of Emergency Legislation, Financial Edition, pp. 19-22.

0. M. W. Sprague, “Crises of 1914 in the United States,” American Economic
Review, 1915, p. 526. 3 August 8, 1914.

* The Crédit Lyonnais, a French institution, complained of the refusal of
foreigners to remit. J. Lorin, La Politique des Banques Frangaises de Dépots,
p. I1go.

5 E. W. Kemmerer, Seasonal Variation for Money and Capital in the United
States, pp. 138-41.

S Manual of Emergency Legislation, Financial Edition, pp. 35-36.

7 The estimate of the Commercial and Financial Chronicle was lower. August
15, 1914. Raffalovich pointed out that American obligations were unusually large
at the outbrcak of the War. Le Marché Financier, Journal des Economistes, 6th
Series, 1014 (44), pp. 122-23.
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be questioned if Great Britain’s example led to the introduction
of moratoria elsewhere.® Moratoria are unhealthy because the
honest find it increasingly difficult to meet their obligations if
their debtors are indemnified against non-fulfillment of contracts.
The United States, Great Britain’s largest debtor, did not intro-
duce a moratorium. Moreover, Germany, the owner of large as-
sets in London, was an enemy country, and hence, for British-
German financial relations the moratorium was of no practical
significance.® Holland, another important debtor, did not declare
a moratorium. A large proportion of the creditors in countries
that introduced moratoria refused to accept the proffered protec-
tion and met their obligations. That is probably the explanation
in part of the early depreciation of the exchanges of many neutral
countries.'” Several countries proclaimed moratoria before Great
Britain or at about the same time, Russia issued Ukases on the
subject beginning July 27; Belgium introduced a moratorium on
August 2, and France on August 4.!' However, it is apparent that
several countries were forced to adopt moratoria because the
practice had become general. Thus Italy apparently did
not introduce a moratorium until August 16, and Norway
delayed until September 17. Several countries, Switzerland, Swe-
den and Argentina, for example, regulated their moratoria by the
actions of other countries. Almost all European countries, the
more important South American countries and China introduced
moratoria. Germany introduced a modified form of moratorium.
A few countries (Chile for example) allowed payments to for-
eigners in local currencies. It is doubtful whether Great Britain’s
example stimulated other countries, in any important sense, to
adopt similar measures.

8 For a history of the legislation in relation to moratoria throughout the
World, see Moratorien und Andere Sonderregelungen des Zahlungsverkehrs im
Auslande by Handelskammer Zu Berlin; Board of Trade Journal [hereafter ab-
breviated B. T. J.], especially August 13, and August 20, 1914; Commercial and
Financial Chronicle, especially March 6, 1915, June 12, 1915; Volkswirtschaftliche
Chronik (Geld, Kredit und Wihrung), September, December, 1914. Also see A.
Mayer, “Zur Geschichte und Theorie des Moratoriums,” Schmoller's Jahrbiicher,
1915 (39-4), pp. 181-228.

® Riesser wrote before the War that the accumulation of large foreign invest-
ments was necessary in order to obtain gold in the early days of War. J. Riesser,
Great German Banks and Their Concentration, p. 542.

0B, T. J., October 1, 1914.

11 Lorin_bitterly attacks the Government for introducing a moratorium in
France. J. Lorin, op. cit., pp. 195-¢6.
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What were the effects of the moratoria on Great Britain? 12
Most neutral exchanges depreciated in terms of Sterling. Appar-
ently the pressure for remittance to London was great in spite of
the moratoria. Creditors refused to accept the opportunity to
postpone payment either because their business ethics was high
or because they anticipated a termination of the moratoria. Ar-
gentina, Denmark, Sweden and several other countries complained
of the refusal of Great Britain to renew maturing credits.'?
France was the target for similar criticisms, although the authori-
ties of Russia and France made arrangements for the payment in
Russia of Russia’s debts to France.'* The moratorium was virtu-
ally over in Great Britain in November, but was renewed periodi-
cally in several countries well into 1915. In fact, the Trustee of
the Enemy Banks established in London was finding laws against
payment of debt an obstacle as late as 1917.'% The early appre-
ciation of Sterling is frequently attributed to the refusal to renew
maturing debts.2¢ That seems to indicate that the moratoria were
not as important as might be held. The reduction in Sterling bills
was not always followed by an increase in cash of British institu-
tions because an appreciable proportion of the bills was held by
foreigners, and hence at maturity payment was made by one
foreigner to another.'” Buffl was of the opinion that the state of
the foreign exchanges in gencral improved because of the intro-
duction of moratoria.'®

The effects of the moratoria in Great Britain are not easily
traced. It has been contended that they were followed by lethargy
in business because no pretense was made of meeting obliga-

12 Del Veechio was critical of the moratorin. G Del Vecchio, “Economia e
Finanza Di Guerra,” Giernale degli Fconomisti, 1915 (50), p 11,

13 Russia (“Projet de Budzet,” Bulletin de Stutistique et de [Législation Com-
parée, 1916 (80), p. 160), Denmark (E. Cohn, “Die Wirtschaftlichen Verhaltnisse
Dinemarks,” Julrbiicher fur Nationalokonomie, 1910, p. 520), Sweden (L E |, Sep-
tember s, 1914), Chile (L. S. Rowe, The Early Effects of the European War upon
the Finunce, Commerce and Industry of Chile, pp. 51-52), Holland (L. F, July
10, 1915), Argentina (B 7. J, August 27, 1914), were all scriously affected by
the withdrawal of Sterling credits.

i Minister Ribot admitted that France had refused to renew credits. (M.
Ribot, “La Situation Financiére de la France.™) L’Economiste Francais, January
2, 1915.

1% Sir William Plender’s Sccond Report on Enemy Banks, Cmd. <8¢ (1917).

1% A. Lansburgh, Der Internationale Kapitalmarkt im Kiiege, pp. s0-40.

17 See Annwal Report of the Bank of Nectherlands, 1914-15, p. 471, for some
comments on holdings of bills, A Dutch correspondent wrote that the bill port-
folio of the Bank was exhausted in the carly days of the War. L. E., July 10, 1015.

18 S. Buff, “Die Auswiirtizen Wechselkurse im Kricge,” Archiv fiir Sozial-
politik, 1916-17 (43), pp. 538-39.
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tions.” One writer says that the beneficial effects were lost be-
cause the public did not anticipate a moratorium and hence
hoarded cash.*® The temptation to hoard balances on account of
the uncertainty was reduced; but on the other hand, payments
were postponed. However, more payments were made after the
termination of the moratoria,

If foreigners were prevented from withdrawing their bal-
ances from London as a result of the moratorium, the result was
that more funds were available in London. But this was probably
not a very important cause of the monetary ease of the period.
Most foreign countries were forced to use their London balances
in order to meet their increasing liabilities in London.?! Large
balances of enemy countries in London could not have been with-
drawn even if moratoria had not been introduced. When Sterling
depreciated in terms of neutral currencies, creditors preferred to
postpone withdrawals from London until Sterling was at par
again. Apparently, large withdrawals of balances were made even
before the declaration of War; English and French banks were
withdrawing balances from Germany, Russia, and Austria from
July 28 to July 30.%2

It should also be considered that the Courts (Emergency
Powers) Act 1914, empowered the courts to relieve debtors
from harsh proceedings on the part of creditors when failure
to pay could be shown to be due to the War. This was im-
portant as facilitating an escape from the moratorium. Also,
the moratorium might have been averted if the Government
had announced ecarlier their willingness to make advances to
acceptors.

'% However, compare S. J. Chapman and D Kemp, “The War and the Textile
Industries,” Royal Statistical Journal [hereafter abbreviated R. S. J.1, 1915, p. 133.

=" A. Popovics, Das Geldwesen im Kriege, p. 103.

“L'A Dutch correspondent wrote that on account of the War large foreizn
balances were of little use except to pay for food and supplies. L. £, July 1o,
1015. The President of the Bank of Montreal said that foreign balances had
been very useful because gold shipments had been averted. Meceting of Decem-
ber 7, 1914, L. E, January 2, 1915,

2 The premium on the franc in the early days of the War has been explained
by the attempts of Continental banks without London branches to sell Sterling
through Paris. “L.e Marché Monétaire,” Journal des Economistes, passim,
1914, Also see L. I, August 20, 1or4. The London, County and Westminster
Bank was worried over transfers of balances irom London to neutral countries.
English and French banks were withdrawing balances in Germany, Russia and
Austria from July 28 to July 30. Commercial and Financial Chronicle, August 1,
1914. “Oecsterreich-Ungarns Geld und Kreditwesen im Kriege,” Archiv fir Sozial-
wissenschaft und Sozialpolitik, 1915 (40), pp. 328-29.



SUMMARY OF BOOK 1

EvEN before August 1, the Bank of England made large ad-
vances to the money market; and the banks withdrew large
quantities of cash. A few days later the Government announced
their guarantee of all Sterling bills rediscounted by the Bank of
England, which had been drawn before the moratorium. Later, a
similar guarantee was announced for advances to acceptors. In-
vestors in bills took advantage of the Government’s liberality,
and at the least provocation, they converted bills into cash. The
official figures have been rather misleading. Although a total
liability of 200 millions was involved, the total accommodation
outstanding at any time was appreciably less than 100 millions.
A steady flow of remittances enabled the market to redeem bills
held by the Bank of England at the same time that banks and
discount houses were rediscounting other bills. Moreover, the
proceeds of 6o or 70 millions of advances to acceptors were used
for the most part in redeeming bills held by the Bank of Eng-
land. The Government were relieved of one liability upon assum-
ing another. From 1916 to 1919, relatively few bills purchased
by the Bank under the guarantee were redeemed, and unim-
portant advances to acceptors were repaid.

An examination of the figures for O.S. and O.D. of the Bank
of England confirms the conclusion that the contingent liability
of the Government was at no time close to 100 millions. The
stability of O.D. and O.S. in October and November is explained
by the fact that acceptors of bills used the proceeds of advances
to pay off bills held by the Bank of England, and that the larger
part of the remaining bills purchased by the Bank was redeemed
before the termination of the moratorium. A more rapid increase
in O.D. than in O.S. in the last three weeks of August and in
September is explained by the disbursement of the j:coceeds of
Treasury advances from the Bank of England, and by large
accretions of gold.

32
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The Government’s proposal to aid banks that were creditors
of the stock market was not of great practical significance. The
latter repaid the banks in rapid fashion. Dominion institutions
were thus able to convert money at Call and Short Notice into
cash. Probably the latter thus obtained cash at the expense of
British institutions.

In the early months of the War, the Treasury’s borrowings
from the Bank of England were moderate. However, the Treasury
received additional receipts from Ways and Means. Included in
its Department Ways and Means were receipts from the issue of
currency notes. The Treasury probably included cash obtained
for notes as Department Ways and Means even before securities
were deposited in the Currency Notes Account.

A study of the monthly accounts of joint stock banks reveals
that they did not receive as much additional cash as a result of
the large amount of accommodation granted by the Bank of
England as might be expected. Withdrawals of money for circula-
tion, the participation of outside institutions in the distribution
of the additional cash created by the joint action of the Govern-
ment and the Bank of England, and the fact that the accommoda-

tion was given in successive installments, probably explain this
fact.






Book II
WAYS AND MEANS

CHAPTER 1
INTRODUCTION

THE history of Ways and Means is replete with obscurities.
The weekly figures for “Other Advances” were made consistent
with the quarterly figures by making large adjustments in the final
week of each quarter. The large Department Ways and Means
are not easily accounted for. A comparison of figures for securi-
ties in the Currency Notes Account and Department Ways and
Means outstanding, points to the conclusion that departmental
advances were in part securities issued against currency notes.
But there were other securities in the Currency Notes Account in
addition, as became apparent early in 1915 when all Ways and
Means were repaid, and all securities in the Currency Notes
Account were not liquidated. Moreover, Department Ways and
Means were not composed exclusively of securities in the Cur-
rency Notes Account, as is evident from the larger fluctuations in
the former. After the War, Treasury officials announced that se-
curities in the Currency Notes Account were for the most part
Treasury bills. Although Department Ways and Means in the
post-War period were not as large as securities in the Notes Ac-
count, it does not seem probable that Treasury bills constituted
the major part of the securities in the Notes Account unless the
Treasury bills were included in departmental advances.

Special Deposits were a mechanism by which the Bank of Eng-
land absorbed surplus funds on the money market, and thus main-
tained relatively high money rates. Because it was necessary to
command the large cash balances of foreign institutions estab-
lished in London, the privilege of making interest-paying deposits

35
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as investments by the Bank of England, I obtained figures for
P.S. (on the books of the Bank of England) that would have been
outstanding had no Special Deposits been accepted. By comparing
the P.S. on the books of the Bank of England with the latter
series, one can obtain an estimate of the magnitude of Special
Deposits.

From a perusal of the figures for the traditional type of Ways
and Means, Department Ways and Means and Special Deposits,
I come to the conclusion that the inflationary effects of Ways and
Means have been exaggerated, for the latter two are deflationary
in a sense. However, an allowance should be made for the
advances to the Allies and Dominions which were of great im-
portance in 1915 and 1916. The Bank concealed the true nature
of these advances by including them in its O.S. In their effects
they did not differ from the traditional type of Ways and Means.
The British Government reimbursed the Bank for these advances.
Normally, advances (Ways and Means) to the British Govern-
ment by the Bank of England are reflected by increases in P.S.

The Department Ways and Means and Special Deposits were
deflationary in the sense that the market was temporarily de-
prived of cash; and they should be distinguished from the ortho-
dox type of Ways and Means in that the creation of the latter
results in a net addition to the cash resources of the money
market. In addition, the authorities probably curtailed advances
by pegging rates in accepting Special Deposits and Treasury
bills at high rates. It may be pointed out here that advances to
the Allies and Dominions were provided for in the Votes of
Credit; but temporarily advances were made by the Bank of
England; and some rather large advances of a more or less
permanent nature were made to France by the Bank. During the
greater part of the early years of the War, O.D. were appreciably
inflated as a result of the large advances to the Allies and Domin-
ions outstanding.

The Treasury distinguished advances on Treasury bills from
Other Advances. The latter was composed of advances from the
Bank of England, Department Ways and Means, and Special De-
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posits.2 What were Special Deposits and Departmental Advances?
Of what significance were they? What quantities were outstand-
ing? These are important problems that require investigation.®

Only scanty information is disclosed by the authorities. In
fact, they sometimes published figures in a manner that suggests
intent to mislead. Thus although advances to the Government
from the Bank of England are normally recorded as an increase
in P.S. on the books of the Bank of England, the very important
advances of the Bank to the Government on behalf of the Allied
and Dominion Governments were recorded as increases in O.S.
(These advances were in fact made to the British Government,
which later reimbursed the Bank.) This episode is discussed in
detail in my essay on Inflation. Some information is obtained from
the official statistics for Treasury bills outstanding, the Quarterly
and Annual Finance Accounts, the Correspondence between the
Bank of England and the Lords of the Treasury, and the Annual
Statement of Exchequer Bills Purchased by the Bank of Englana-.
Oral or written answers to members of Parliament, and the finan-
cial accounting presented to Parliament on the introduction of
Votes of Credit, occasionally throw light on Ways and Means.
In the later years of the War, balances in London belonging to
foreigners were frequently converted into Ways and Means ad-
vances, and, therefore, foreign banking statistics sometimes are
helpful.

Official figures are frequently not consistent. Conspicuous
are the discrepancies between weekly and quarterly figures. The
total increases and decreases of Treasury bills for Supply for
the last 3 quarters of 1916 were:

Millions of £ Sterling

Increase Decrease
Weekly  Quarterly Weekly  Quarterly
April-June ..................... 3.8% 20.1 17.5 47.6
July-September ................. o 47.7 26.0 19.9
October-December .............. 286.5 371.8 6.0 70.9

2 Writers too frequently discuss all classes of Ways and Means without dif-
ferentiation. H. F. Grady, British War Finance, 1914-19, p. 121I.

3 The only important distinction before the War was between Deficiency Ad-
vances and Ways and Means. O. Hulftegger, Die Bank von England, pp. 83-84.
The Treasury was empowered to borrow from the Bank of England or otherwise
under the Appropriation Act. Committee of Public Accounts, Report, 1920, VI,
{)p. ng-ggﬁ.A[iiereafter reports of the Committees of Public Accounts are referred
oas C. P. A.
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The Government did not publish the figures for the last week of
the quarter, and hence the discrepancies may be explained by
this omission. On this point, the figures for Other Advances are
of some significance.

OTHER ADVANCES

Millions of £ Sterling
Total Change for Quarter Change of Last Week

1917 1st Quarter Increase 503 183
Decrease 427 91

2nd “ Increase 302 119
Decrease 305 102

3rd “ Increase 243 102
Decrease 237 123

4th “ Increase 293 140
Decrease 225 135

1918 1st Quarter Increase 192 114
Decrease 278 117

2nd “ Increase 3158 135
Decrease 192 126

3rd “ Increase 338 222
Decrease 315 216

4th “ Increase 459 282
Decrease 340 257

1919 18t Quarter Increase 457 333
Decrease 457 259

and ¢ Increase 774 447
Decrease 445 375

3rd “ Increase 468 170
Decrease 849 128

4th “ Increase 328 29
Decrease 474 9

The large increases and decreases in Other Advances of the
last week of each quarter are to be explained in part by the legal
requirement that they be repaid in the quarter following that
in which they are made; but the necessity of correcting figures
at the end of the quarter is also to be considered. In one of its
weekly finance statements, the Treasury announced that an in-
crease in Ways and Means of 117 millions for the last week of
1916 included 77 millions required for the adjustment of Ameri-
can transactions. (The Government had probably borrowed on
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Ways and Means to purchase securities to be sold in the United
States.) According to the Treasury’s weekly figures, there were
increases of 183 millions and reductions of g1 millions in the last
week of March, 1917. Was it probable that the Government
would borrow so heavily during a week in which very large rev-
enues from taxes were received, and when very large revenues
were being received in payment for a large War loan?

Perhaps the first protest against Ways and Means financing
emanated from the Bank of England. In a letter to the Treasury
on November 26, 1914, the Governor pointed out that the in-
flation of credit was affecting the foreign exchanges adversely.*
Criticism of the Treasury for its reliance on Ways and Means
emanated from the press, from economists, and from the better
official Committees, the Select Committees on National Expendi-
ture of 1917, and the Cunliffe Committee in particular. But ac-
cording to the published figures, advances on Ways and Means by
the Bank of England made in the early days of the War were re-
paid by January, 1915, and there was virtually no recourse to
Ways and Means advances from the Bank of England in 1915.
Advances of approximately 70 millions were obtained in the last
quarter of 1915; but these were probably departmental advances
and were repaid by the end of the year. Advances from the Bank
of England which were recorded as the traditional Ways and
Means both by the Government and the Banks, did not become a
significant factor on the money market until 1917. But there
was a type of borrowing, which in its effects was as inflationary
as the traditional Bank of England Ways and Means. The Bank
of England advanced cash to the Dominion and Allied Govern-
ments. Although neither the Government nor the Bank of England
itemized these advances as Ways and Mcans advances from the
Bank of England, they were essentially Ways and Means ad-
vances.

4+ H. C. 123 (1914-16).



CuaprTER II
DEPARTMENT WAYS AND MEANS

THE Government have not revealed much information con-
cerning Department Ways and Means. After 1915 the return of
“investments in British Securities by Government Departments”
was discontinued. According to the 1914 report, departments that
had invested over 300 millions in Government securities carried
but a few millions of Ways and Means on their books.! A study
of the annual returns for 1919 of these departments reveals a
negligible total of Ways and Means.? Two relatively ummportant
departments invested a few millions in Ways and Means.? Per-
haps the Depreciation Fund created by the Finance Act of 1917
was invested in Ways and Means; the law required that this fund
be invested in Treasury bills or in advances to the Treasury.*
However, this fund only amounted to approximately 1o millions.

It has been assumed by many that securities included in De-
partment Ways and Means were the most important investments
in the Currency Notes Account. This explanation is not without
difficulties. At an early period of the War, no Department Ways
and Means were outstanding although securities were included in
the Currency Notes Account. An important Treasury official, Sir
0. Niemeyer, appearing before the Select Committee on Public
Accounts in 1922 and before the Colwyn Committee in 1925, said
that the currency notes were secured primarily by Treasury bills.®
Perhaps the Treasury bills referred to were included in depart-
mental advances. According to the Bankers’ Magazine, Treasury
bills and temporary advances were the most important invest-

1H. C. 291 (1914).

2 Not published 1915-1918.

8 The following funds were important: Trustee and Savings Banks, Post
Office Savings Banks, National Insurance Act (Part I) Fund, Official Trustee of
Charitable Funds. H. C. 127, 128 (1919).

4 Consolidated Fund Abstract, 1917-18.

5C. P. A, 1922. H. C. 167 (1922), Qs. 2451-56. Committee on National Debt
and Taxation (Colwyn). Paragraph 99 of the Report, and Qs. 8691-99, 8704.
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ments in the Currency Notes Account, although some longer dated
securities were included.® My conclusion is that the Treas-
ury bills in the Currency Notes Account were included in De-
partment Ways and Means; but all securities in the Currency
Notes Account were not included in Department Ways and
Means. Probably, large supplies of cash in Government Trading
Accounts were transferred to the Treasury.

Fortunately, the Government began to publish figures for
Department Ways and Means in 1919. Their fluctuations in the
post-War period are of significance for both the War and post-
War period. The following observations are made:

1. Large scasonal movements. Reductions occurred in the
early months of the year, and increases in the last three months of
the year. In 1921, the seasonal decline was especially large, and
it was spread over a period of six months. (The seasonal move-
ment of currency notes was of similar proportions.) Department
Ways and Means were reduced from 211 to 113 millions in the
course of the first half of the year. The seasonal expansion was
also abnormally large and of long duration in 1921; but the peak
was below that of the preceding year. The minimum and maxi-
mum for the years 1919 to 1924 were as follows:

Millions of £ Sterling

Lowest Highest
1919 (after April 12) ... ... ... 180 245
TQ20 vttt e e e 167 219
TO2L ottt et e e e e 113 211
D022 ottt e e e 111 186
TO23 ottt e e 153 211
L0244 ot e 155 211

2. Elasticity. Fluctuations were rather large until the second
quarter of 1922. In general, when Bank of England Ways and
Means declined, Department Ways and Means also declined. But
frequently reductions in the former were accompanied by in-
creases in the latter; 7 what is, perhaps, a less harmful type of
borrowing was thus substituted whenever possible. However, the
departmental advances were not always available, as is apparent

6B. M., 1921 (111), p. 513.

7In August, 1921, Bank of England Ways and Means were reduced and
departmental advances were increased. The London Economist accounts for
these changes by the increase in one of the departmental accounts, namely, the
Reparation Account. L. E., August 27, 192I.
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from the large additions to Bank of England advances in
April and May, 1921, when departmental advances were being
repaid.

3. Preparation for a War Loan. The major fluctuations in the
course of preparation for a large War loan, as well as during the
period of actual transfers, were in Bank of England Ways and
Means, and, to some extent, in Special Deposits. The market was
prepared by large disbursements of cash that had been placed
at the disposal of the Government by the Bank of England. The
fluctuations in the departmental advances were of minor propor-
tions; increases in departmental advances would not bring about
the required ease in the money market.

Millions of £ Sterling

1919 Ways and Means other than Departmental Departmental
May 31 .................. 221 237
July 12 ... 703 227
August 2 ....... ... 213 216
November 22 ............ 19 182

These figures give an exaggerated impression of the increase in
market resources from May to July. Part of the new resources
made available was immediately converted into Special Deposits,
and they are included in Ways and Means. Thus if 100 millions
were thus converted the market received no additional cash from
the creation of 200 millions of Ways and Means. (The problems
relating to Special Deposits are discussed in a later chapter.)
Keynes contends that the Government by borrowing on their Cur-
rency Notes Account, averted further recourse to Ways and
Means advances and to the sales of Treasury bills. Cannan’s reply
that as a result of increased issues more accommodation was
granted to the Government by increasing advances on Ways and
Means and purchasing Treasury bills for the Currency Notes Ac-
count, is not adequate. The nature of the advance is of signifi-
cance, not the name given to the advance.’

The Bank of England reveals the magnitude of advances to
the Government outstanding for January 5 of each year. The
Treasury, in its weekly statements, publishes the figures for
Other Advances outstanding. If the former are deducted from

8 E. Cannan, “Limitation of Currency or Credit,” Economic Journal, 1924,
pp. 56-57.
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the latter, the remainder is the total of Department Ways and
Means outstanding. I compare below the Department Ways and
Means and the Securities in the Currency Notes Account:

Millions of £ Sterling
Securities in the Notes Account Ways and Means (Department)

I0I5. e eenennn. 20 [¢)
b 103 £ 2 63 65
b 007 & S 118 1149
€43 2 J0 188 116
) £¢] £+ TSN 300 203
1920 i ieeannnns 330 190
b 273 S 330 219
192200 iivnvunnnnnn 283 174
(7 X SN 253 211
b <% 2 N 249 203
1025 eeiiennennnn 244 195

Except for the year ending January 5, 1918, the movements
are strikingly parallel. (In 1923, the fluctuations were in opposite
directions, but they were not large.) A possible explanation of
the stability of the Ways and Means (other than Bank of Eng-
land) for 1918 is that the Government became concerned over
the large Ways and Means advances outstanding and substituted
some other security in the Currency Notes Account.

A valid conclusion is not easily drawn from a comparison of
the seasonal increases in Department Ways and Means and the
securities in the Currency Notes Account:

Millions of £ Sterling—Seasonal Increases
Securities in

Departmental Currency Notes Account
1919. ... .. e 58 10
19200 . eerann.n. 75 12
) 173 S 8o 14
1022. 0 0iinvnnen 62 10
b {VP X SN 53 18
1924 vvennnnn. 36 7

The largest decline occurred in the first half of 1921 when De-
partment Ways and Means were reduced by 100 millions and
securities in the Currency Notes Account by 5o millions. Seasonal
reductions in departmental advances were larger than those of

9 There is a possibility of an appreciable error here. Other Advan.cs are given
for January 6, and undischarged Bank of England Ways and Means for January
5. Unfortunately, preparations were being made for the flotation of the 1917

War Loan, and, hence, the results obtained by interpolating may not be closely
accurate.



DEPARTMENT WAYS AND MEANS 45 ‘

securities in the Currency Notes Account. In these years (1919-
24) the correlation is marked; but it is evident that departmental
advances include items of great importance in addition to securi-
ties in the Currency Notes Account.



CuaprTER 111
SPECIAL DEPOSITS !

THi1s subject is discussed at some length in the essay on In-
flation. It repays investigation; for “Special Deposits” were a
mechanism by which the Government and the Bank of England,
by absorbing surplus cash, controlled the money market. During
the inflationary years, Sterling was strengthened by the transfer
of foreign balances to the Bank of England’s Special Deposit
Account. In 1919, the repayment of Special Deposits was a strong
inflationary factor at home, and the withdrawals of balances by
foreigners made the exchange problem more difficult for Great
Britain.? The acceptance and payment of Special Deposits were
a substitute for open market operations. Market rates were low
during the War. Hence to assure the retention of foreign bal-
ances, it was necessary to bolster the rates. Higher rates were
also necessary in order to discourage the consumption of bank
credit by non-essential industries. It was necessary to retain the
large foreign balances normally held in London as well as the
additional balances accumulated as a result of the depreciation of
Sterling and the peculiar monetary conditions of the War period.®

In November, 1915, the Bankers’ Magazine commented on
the heavy disbursements of the Government, which were reflected
in the large balances at the disposal of foreign institutions in Lon-

1 The London Economist wrote May 18, 1918, “Financial historians of the fu-
ture in centuries to come, are likely to devise some highly interesting theories as to
what really happened to our moncy market during the war if they make any at-
tempt to work on the published figures.” The occasion of this complaint was the
accounting of the Bank of England for Special Deposits,

2 Foreigners did not necessarily withdraw their balances. Joint stock banks
offered favorable terms. In 1926, a Treasury official recommended the conversion
of Treasury bills because (among other reasons) they were held in large part by
foreigners. Committee on National Debt and Taxation, Qs. 8689-9o. Chamber-
lain had made a similar point in 1919. 116 H. C., Cols. 1727-29. the Treasury
continued to sell Treasury bills at high rates; but the public was not tempted by
high rates on Special Deposits or Treasury bills.

8 See Jaffé, Das englische Bankwesen, pp. 101, 243-44; Annual Report of the
Federal Reserve Board, 1018, p. 22.

46
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don. An official proposal was made that the Treasury borrow these
balances for monthly periods at 474 per cent.* (A Dutch writer
inquired early in 1916 why investments of 400 million guldens of
money in neutral countries available for short periods should
yield but 1}5 per cent at home when they might be invested
in foreign Treasury bills.) In 1915, the Commercial and Fi-
nancial Chronicle commented on the introduction of some such
scheme.® In March, 1916, the Government began to pay 5 per
cent for balances of clearing bankers.” That foreign institutions
were the first to be offered the privilege, merely reflects the seri-
ousness of the exchange situation in the late months of 1915, and
the early months of 1916.% In June, 1917, the rates were reduced
to 4 per cent for clearing banks and 314 per cent for others.?
(America had come into the War, and hence the exchange problem
was less troublesome; but the problem of excessive cash supplies
at home still concerned the authorities.) Early in 1918, the rate
was reduced for domestic institutions, and a large differential was
established in favor of foreign institutions.’® The change in policy
is easily explained by the depreciation of the Allied exchanges in
terms of neutral European exchanges in 1917-18.!' The Bank of
Netherlands justified its high rates in 1917-18 (among other rea-
sons) on the grounds that foreign deposits in Netherlands might
be retained.'* More difficult to explain is the apparent voluntary
relinquishment of the control of the money market, which re-

¢ B. M., 1915 (100). November Review.

8 Rentegevend Goud, Economisch—Statistische Berichten, March 15, 1916, pp.
145-46. Also see Journal of the Institute of Bankers in South Africa, 1915-10,
pp. 90-9I.

8 Commercial and Financial Chronicle, October 23, 1915.

7 L. E., December 30, 1916.

81t is to be remembered that foreign countries from which England could
draw Special Deposits were virtually limited to European neutrals and possibly
Japan. The magnitude of Colonial and Dominion balances was determined by
other factors. South America was shifting its balances to New York. Federal
Reserve Foreign Bank: Hearings, Senate Banking and Currency Committee (65:2),
1918, pp. 220-21. 9 L. E, Junc 23, 1917.

10 1bid., February 16, 1918. The L. E. had suggested a differential rate early
in 1917. Ibid., January 20, 191%.

11 When Senator Owen became concerned over the depreciation of the
American exchanges in 1918, he pointed out that banks in neutral countries held
97 millions of dollars on deposit in New York. He proposed a higher rate as a
means of attracting additional balances. He also pointed out that Spanish ex-
porters and banks were holding increasing dcposits in both New York and
London. Federal Rescrve Foreign Bank: Hearings, Senate Banking and Currency
Committee (65:2), 1918, pp. 8-9, 27.

12 Bank of Netherlands Annual Report, 1917-18, p. 23.



48 MONETARY POLICY OF GREAT BRITAIN

sulted from the reduction of the rate on Special Deposits of do-
mestic institutions. The authorities obtained a modicum of con-
trol in the latter part of 1916 and 1917 by accepting Special De-
posits. But in 1918 the market rate fell to 3 per cent while the
Bank rate remained at 5 per cent.’® The explanation, in my
opinion, is that control was retained by dictating the nature and
distribution of bank advances and by virtually forcing the banks
to put all available resources into war securities directly or indi-
rectly, or into industries closely connected with the War. By
allowing the banks to substitute investments yielding 5 per cent
or more for Special Deposits yielding 3 or 4 per cent, the Govern-
ment were able to limit the expansion of Ways and Means ad-
vances. (Of course the resulting reduction in Ways and Means
was of significance primarily for window dressing purposes.)
Moreover, a reduction of the market rate made possible sales of
war securities at more favorable prices.

In July, 1919, the Bank of England discontinued the accept-
ance of Special Deposits from domestic institutions; and in Octo-
ber, it withdrew the offer to accept interest bearing deposits from
outside institutions.'* The differential rate in favor of France,
Italy, and Belgium had been discontinued early in the year. Con-
cerned over the depreciation of the exchanges, the authorities hesi-
tated to repay Special Deposits of institutions of other foreign
countries.'® However, the transfer of French balances was just as
damaging as the transfer of Danish balances. The depreciation of
the franc should have made little difference.

13 See the interesting chart presented before the Joint Committee on Agri-
cultural Inquiry. In the latter part of the War and the early post-War period,
the market rate in Great Britain was from 1 to 2 per cent below the Bank
rate; in New York, the market rate was higher. No doubt, the large foreign
balances available in London tended to depress the market rate. Joint Agricultural
Inquiry: Hearings (67:1), 1921, II, p. 550.

14 [,  E., July 26, 1919; October 25, 1919.

16 The repayment of Special Deposits did not necessarily result in a with-
drawal of balances from Great Britain. Joint stock banks now offered advanta-
geous terms to those holding surplus cash. Late in 1920, Spanish institutions were
still finding it profitable to keep these balances in London. Overseas Trade Re-
port on Spain, December, 1920, p. 14. The Spanish representative at the Brussels
Conference estimated that Spanish banks had balances of from £20 to £30
million in London in September, 1920. This cash had been received :n payment for
Spanish exports. The British paid 6 per cent on these deposits. Brussels Conference,
1920, Verbatim Record, p. 81. The Bank of Netherlands accumulated balances and
gold in the United States and Great Britain during the War with a view to pur-
chasing foreign bills. Bank of Netherlands, 1919-20, p. 24.
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In its annual statements to its shareholders, the British Bank
of Northern Commerce, an institution transacting business in
London but drawing resources from the Scandinavian countries,
revealed the nature and extent of its participation in the devel-
opment of Special Deposits.'® Money at Call and Short Notice
consisted mainly of deposits with the Bank of England.

Millions of £ Sterling
Money at Call and Short Notice Treasury Bills

) €03 & AR 825
1918........ 7.73 12.2
1910 . v evenn.. 15.00 18

The expansion of Special Deposits was marked, although the in-
crease in 1919 was at the expense of investments in Treasury
bills.

An indication of the large holdings of foreign assets in London
is given in the banking reports of foreign countries. The Guar-
anty Trust Company of New York had 25 million dollars on
deposit in London in 1918.'" According to a semi-official report,
Swiss Banks deposited roo million francs with the Bank of Eng-
land in 1918.'8% A large part of Scandinavian balances was held in
London. The excess of foreign assets over foreign liabilities of
all Norwegian banks was as follows: ¥

Millions of Kr.

July, B {07 D 13.
End of rgi6............ 190.
I €6 £ AU 340
R {+3 £« SN 212

Another official report reveals that in 1919 Norwegian banks had
assets of £34 million, a very large part of which was bank bal-
ances and other short term assets.*® The excess of foreign assets
over foreign liabilities of Swedish banks was as follows: 2!

168, M., 1919 (108), pp. 50-51.

17 Federal Reserve Foreign Bank: Hearings, Senate Banking and Currency
Committee (65:2), 1918, p. 207.

18 “Das Schweizerischen Bankwesen im Jahre 1919.” Journal de Statistique
Suisse, 1920, p. 439. The large British banks agreed to draw and accept bills for
a total of 100 million francs, which the British Government promised to meet
in Switzerlund. Treasury Minute, April 17, 1918, Cd. 9o49 (1913).

19 From Meddelelser Fra Det Stalistiske Centralbyraa.

20 “Finansstatistik Undersgkelse,” Statistiske Meddelelser, May, 1919, pp. Io-1I.

21 From Arbok Sveriges Riksbank and Ekonomisk Tidskrift, passim.
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Millions of Kr.

b (o) ¥ T 98
IQI0. ... 349
B (03 & JN 486
1918, ... ..., 484
101Q. .o v v 554

Colonial and Dominion banks apparently adhered to their tradi-
tional type of investment in London, namely, stock exchange
loans, Treasury bills, and deposits with bill brokers.*? However,
the South African Government accumulated large balances in
London which were deposited with the Imperial Treasury.?® The
deposits abroad of Canadian banks were unusually large in the
middle of 1917 and 1918. It seems probable that large deposits
were held in London.** The Banco de la Nacion advanced 3.6 and
6.24 million pesos on the security of balances abroad. A large part
of these was held in London.??

It is not true, as has been assumed frequently, that Special
Deposits were not recorded on the books of the Bank of Eng-
land.*® The procedure was regular. As Special Deposits were ac-
cepted on behalf of the Government, the Bank pledged an equal
amount of its portfolio. The acceptance of, say, 100 millions of
Special Deposits would result, as a rule, in an equal reduction of
the asset, P.S., and of the liability, O.D. It would be more accu-
rate to say that it was very difficult to deduce the quantity of
Special Deposits outstanding from the accounts of the Bank of
England. Equal additions of Ways and Means advances to the
Government and of Special Deposits would result in no net
change in P.S. on the books of the Bank.??” Cannan points out
that the Bank of England collected cash from the other banks

“2 Bank of New South Wales, Meeting of November 27, 1914, L. E., January
16, 1915; English, Scottish and Australian Bank, Meceting of November 7, 1917,
L. E, November 10, 1917; Bank of Montreal, Mceting of December 3, 1917,
L. E,, January 12, 1918; Union Bank of Australia, Meeting of January 28, 1918,
L. E., February 2, 1918; Australian Banks, L. E., August 10, 1918.

28 South Africa, Select Committee on Public Accounts, 1920, Testimony of
Secretary for Finance, Q. 131.

24 Review of Canadian Banking in 1918, Monetary Times (Toronto), January
3, 1910.

25 Banco de la Nacion, 1918 and 1919, passim.

26 [. E., banking number, May 18, 1918.

27 The Bankers’ Magazine made an error when it wrote that the full effect
of a reduction of Ways and Means and Treasury bills had not been felt because
no Special Deposits had been received. The writer did not realize that the market
was deprived of funds by an increase in Special Deposits. B. M. 1919 (108), p. 6.
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which it placed at the disposal of the Government; but these
transactions were not reflected in an increase in O.D. and P.S.28
Not only was there no increase, but there actually was a reduction
in the magnitude of these items. The reduction in O.D. was only
temporary, however. The procedure was as follows: 1. Bank of
England accepts Special Deposits: O.D. and P.S. decline. 2. The
Government accept Special Deposits: P.D. and P.S. increase.
3. The Government disburse the proceeds: P.D. decline and O.D.
increase.

Macrosty makes a few interesting comments on this subject.
He is struck by the fact that the total assets on the books of the
Bank of England were 175 millions on June 25, 1919, although
the total advances from the Bank of England were 529 millions
on June 30. He accounts for the discrepancy by pointing to the
large amount of Special Deposits outstanding. Macrosty con-
tends that the banks were cajoled into converting Treasury bills
into temporary advances.”® He is not completely accurate here:
In anticipation of the Victory Loan, the Government borrowed
large sums from the Bank of England. This cash was transferred
to the banks in the course of time, and the latter converted it
into Special Deposits in anticipation of the large transfers neces-
sary to pay for purchases of the new war loan.

The Bank of England accepted Special Deposits from 1916 to
1919, a period in which its O.D. and P.D., and O.S. and P.S. re-
mained stable, remarkably so, if we consider the large monetary
transactions of the period. In a period of three months in 1918,
the public subscribed to 300 millions of war bonds and the
Treasury repaid 8o millions of advances from the Bank of Eng-
land; but the P.S. of the Bank were reduced by but 11 millions.
When the Treasury borrowed to meet interest payments, the po-
tential addition to P.S. of the Bank was not made, because Special
Deposits were accepted; when the Treasury deprived the market
of large supplies of cash, Special Deposits were withdrawn.

The market obtained large cash resources in the early months
of the War when the Bank of England rediscounted pre-mora-

* E. Cannan, “Recent Memoirs on Currency Policy,” Economic Journal,
1922, pp. 62.

29 H. W. Macrosty, “Inflation and Deflation in the United States and the
United Kingdom, 1919-23,” R. S. J., 1927, pp. 73-74.
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torium bills, and banks consumed part of their unemployed
resources in the purchase of Treasury bills. Perhaps the Govern-
ment would have continued to rely on this method of absorbing
the surplus cash had not the happy system of Special Deposits
been conceived. But the banks may not have been willing to
deviate too far from traditional lines, and hence may have re-
fused to purchase large supplies of Treasury bills.

Did the Government pay interest on Special Deposits? The
Bank borrowed balances from the market in the form of Special
Deposits, and the Bank made its usual advances to the Govern-
ment. Hence, it might be said that the Bank of England paid
the interest in the first instance, and the Government reimbursed
the Bank in so far as Ways and Mecans advances were made to
the Government. The Bank intermittently made profits. Thus the
Treasury paid from 415 to 5 per cent for advances while the
Bank paid only 3 per cent to domestic institutions and 4% per
cent to foreign institutions in 1918, and approximately 4 per cent
to both in 1917. However, the Bank of England accumulated
unemployed balances in so far as Special Deposits at any moment
were in excess of advances to the Government.

Cannan and others have surmised that British banks classified
Special Deposits as Money at Call and Short Notice.?® That the
increase in this account in 1916 was from 262 to 369 millions, is
evidence of the correctness of Cannan’s guess. The Bankers’
Magazine accounted for a reduction of Money at Call and Short
Notice, during 1919, by a withdrawal of Special Deposits.*' In
addresses to their shareholders, the chairmen of two of the large
London banks revealed that deposits with the Bank of England
were included as Money at Call and Short Notice.** Pigou com-
ments on a rumor that banks included Special Deposits with their
cash.®® There are some grounds for such suspicions. Sir Edward
Holden, the Chairman of the London, Joint City, and Midland,
accounted for a reduction of cash in 1918 by the repayment of

30 E. Cannan, “Recent Memoirs on Currency Policy,” Economic Journal,
1922, p. 62.

81 B. M., 1920 (110), p. 267.

32 Ibid., 1919 (10%7), p. 315.

83 A. C. Pigou, Political Economy of War, p. 99.
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advances made to the Government through the Bank of Eng-
land.** It would be surprising if some banks did not include
Special Deposits as cash, for they were unlike the usual balances
with the Bank of England only in that they were interest-paying
deposits, subject to three days’ notice before withdrawal.

The total of Special Deposits outstanding has never been re-
vealed. In October, 1919, the Bankers’ Magazine estimated that
the total deposits of forcign institutions had reached 1 50 mil-
lions.*> Commenting on the condition of the London, Joint City
and Midland Bank in the autumn of 1918, Sir Edward Holden re-
vealed that the Bank had invested 40 millions in Government
securities and was lending an additional 50 millions to the Gov-
ernment through the Bank of England and otherwise.3¢ Perhaps
the advances designated by “otherwise” were the contribution
of the Midland Bank to the syndicated borrowing of British
banks from American banks before the United States entered
the War. That item, however. was but a few million pounds.
Considering that the rate on Special Deposits had been reduced
to 3 per cent, I find it difficult to believe that the Midland had
invested so heavily in Special Deposits. I{ the other banks invested
an equal part of their resources in Special Deposits, the total out-
standing was very large.

When the Bank of England made large advances to the Gov-
ernment, the banks obtained additional cash which they were able
to convert in part into Special Deposits. P.S. on the books of the
Bank of England were thus reduced; for in accepting Special
Deposits, the Bank pledged P.S. A rough approximation of the
total of Special Deposits outstanding might be obtained by sub-
tracting the total of P.S. on the books of the Bank of England
from the total of Bank of England advances. Unfortunately, the
Government did not distinguish Department from Bank of Eng-
land Ways and Means before April, 1919. However, the Bank
of England published an annual statement of Advances on Ex-
chequer Bills. Some allowance should be made for holdings of
P.S. as investments by the Bank. On the basis of the amount of

84 L. E., February 1, 1910. 88 L. E., September 13, 1918.
85 B, M., 1919 (110), p. 267.
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P.S. held by the Bank when no advances from the Bank of Eng-
land were outstanding, I estimate that an allowance of 30-40 mil-
lions is adequate.

An estimate of Special Deposits outstanding early in January
is given below. The method employed is as follows. An allowance
is made for P.S. held as investments. It is also assumed that when
there are roo millions of Ways and Means advances outstanding,
there should be at least 100 millions of P.S. on the books of the
Bank of England in addition to the securities held as investments.
Hence in Column 4 is given the total of P.S. on the assumption
that no Special Deposits are outstanding. The total of Special
Deposits is obtained by taking the difference between P.S. actu-
ally held (Column 2) and P.S. that would have been held had
there been no Special Deposits outstanding. If 1oo millions of
Bank of England Ways and Means (and no Special Deposits or
P.S. as investments) were outstanding, there would be 100 mil-
lions of P.S. on the books of the Bank of England. If 50 millions
were then deposited with the Bank of England and transferred to
the Treasury, the Bank of England would pledge 50 millions of
P.S. and the Government would deposit 50 millions of Exchequer
bills with the Bank. Therefore Ways and Means would now be at
150 millions and P.S. would remain at 100 millions.

Undoubtedly, Special Deposits were included in the advances
of the Bank of England, which are designated by the Bank in its
annual statement as Exchequer Bills Purchased. That is evident
from the very rapid decline of Ways and Means advances in 1919
when Special Deposits were withdrawn. The rapid increases in
advances of the Bank of England to the Government from 1917 to
1919 are explicable in part on the same grounds. It is apparent
from the table given below that the importance of financing by
traditional Ways and Means has been exaggerated; and that a
deflationary type of Ways and Means, i.e., Special Deposits, were
in magnitude larger than the inflationary type of advance from
the Bank of England. In fact, P.S. were at so low a figure that the
Bank early in 1917 had to use O.S. rather than P.S. as collateral
against Special Deposits; and allowance is made for the with-
drawal of O.S. in the estimate for 1917. The estimate for 1917
may be less accurate than the other estimates because an interpo-
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lation is necessary in the midst of a period during which prepara-
tions were being made for the 1917 War Loan.

I present below a similar table for the weekly periods begin-
ning April 12, 1919, when departmental advances were first dis-
tinguished. The important part played by Special Deposits in the
rather abnormal financial period of 1919, is apparent from this
table. As the Government borrowed from the Bank in order to
prepare the market for the necessary transfers involved in the
flotation of the Victory Loan, the market received additional cash,
which it converted into Special Deposits; and when payments
were made on the War Loan, the banks withdrew Special De-
posits. In part, the reduction in Special Deposits is to be explained
by changes in policy; but the flotation of the loan resulted in
large withdrawals. The inflationary movement of 1919 was stimu-
lated by the repayment of Special Deposits. With more cash at
their disposal, the banks were less inclined to resist the pressure
for more accommodation. One may argue that the continuation of
the acceptance of Special Deposits would have been a deflationary
factor.

On January 5, 1917, Exchequer bills purchased by the Bank
of England totalled 46 millions. Special Deposits were probably
in excess of that figure. The discrepancy is probably explained
by the use of O.S. for collateral against Special Deposits and the
excess of Special Deposits over the amount of these deposits put
at the disposal of the Treasury. (Adequate supplies of P.S. were
not available.) In the second quarter of 1916, P.S. remained rel-
atively stable; but O.S. declined from 96 to 64 millions for the
week ending June 7. The decline is to be explained by the in-
crease of Special Deposits. In accepting them, the Bank of Eng-
land was able to shift part of the responsibility for short-term
financing of the Government to private institutions.

The important part played by Special Deposits is well illus-
trated by the history of the War Loan of 1917. In six weeks the
market obtained 447 millions of cash from the redemption of
Treasury bills and from the disbursements of the proceeds of
advances of the Bank of England to the Treasury. Compared to
the large borrowings of the Treasury from the Bank and the large
transfers necessitated by the flotation of the Loan, the increases in
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P.S. and O.S. were moderate indeed. Although 281 millions addi-
tional Ways and Means were created, the maximum increase in
P.S. was but 150 millions. The difference is to be explained by the
creation of Special Deposits.

In four weeks, the Government received 733 millions in pay-
ment for the War Loan. But the reduction in O.D. and P.S. was
but 107 and 188 millions, and the increase in O.S. but 158 mil-
lions. The withdrawal of Special Deposits explains the moderate
decline in O.D, and P.S., and the moderate increase in O.S.

Special Deposits were of great importance in 1918. In the first
few months of 1918, the Treasury disposed of large blocs of war
bonds and used the proceeds in part to repay 78 millions of Ways
and Means advances. But P.S. increased. Of course the explana-
tion is that the market withdrew its Special Deposits to moderate
the disturbance caused by the payments to the Government for
these securities. In the last nine months of the year, Ways and
Means and P.S. increased by 262 and 12 millions respectively.
Although in part the increase in the former was in departmental
advances, the discrepancy is largely explained by the increase of
Special Deposits. Advances from the Bank of England totalled
150 millions on January s, 1918, considerably less in March 1918,
and 246 millions on January s, 1919. In the early part of the year,
the withdrawal of Special Deposits was the method by which the
market obtained the cash to make the necessary payments for
war securities and taxes; in the latter part of the year, additions
to Special Deposits absorbed surplus supplies of cash.

In 1919, there were frequent complaints of scarcity. However,
even during the course of the transference of 400 millions to the
Government in payment for the Victory Loans, the increase in
0.S. was most moderate. When Special Deposits were repaid in
the post-War period, the excessive cash made available contrib-
uted to the unhealthy expansion of 1919-20.37

By accepting Special Deposits, the authorities succeeded in
bolstering the market rate and thus attracted foreign deposits and
discouraged unproductive uses of bank credit. The 1.arket was

37 Chamberlain commented on a reduction of Ways and Mecans advances of
212 millions from March 31 to October 25, which had been made for the most
part by the Bank of England and other banks. 120 H. C., Cols. 751-52.
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deprived of 200 millions of cash, or more than the equivalent of
the average banking reserves of the United Kingdom during the
War. The deflationary effects of Special Deposits were offset by
the inflationary effects of other Ways and Means financing. The
higher rates that resulted from the introduction of Special De-
posits also enabled other banks to attract and retain large foreign
deposits. In the meeting of October 23, 1918, the Chairman of the
Anglo-South American Bank said, “Our own accounts bear testi-
mony to the fact that very important sums have during the war
accumulated here on behalf of neutral creditors for goods sup-
plied, and have been left here on deposit, earning good interest
pending a recovery in the currency value of the £, now fast ap-
proaching pre-War levels. Simultancously considerable sums have
been remitted here from neutral countries in Europe, as well as
The Treasury was generally prepared to sell unlimited supplies
of Treasury bills; hence bills might be substituted for Special
Deposits.

38 I.. E,, October 26, 1918.



CHAPTER 1V
WAYS AND MEANS AND INFLATION?

THE advances other than Special Deposits included under ad-
vances from the Bank of England were appreciably smaller than
Special Deposits in the latter part of the War. The surplus cash
made available by the creation of the former was taken off the
market by the acceptance of the latter; hence, it seems that the
net effects of advances from the Bank of England to the Govern-
ment from 1916 to 1918 were distinctly deflationary. That is, the
cash resources of the money market were reduced. If the advances
to the British Government for the Allies and Dominions are in-
cluded in Ways and Means advances from the Bank of England,
this conclusion would have to be modified. But more important is
the consideration that the creation of orthodox Ways and Means
resulted in an increase of cash which remained outstanding until
the advance was repaid; the creation of a Special Deposit de-
prived the market of cash only until it was disbursed by the
Government.

The Government borrowed little from the Bank in 1916 with
the exception of the large advances made in the last week of the
year in anticipation of the War Loan of 1917. Of course, the

1 The study of the inflationary effects of Ways and Mecans is made difficult
by the inadequacy of official information. In the first quarter of 1915, all Other
Advances were repaid; in the corresponding period of 1910, the net reduction
(absolute) was even larger Only Department Ways and Means remained out-
standing. Treasury bills were being issued at an alarming rate. It seems improb-
able that the Government would substitute bills disposed of to the public for
departmental advances, unless there were no alternatives. If the public departments
demanded repayment of their advances, it is unlikely that their advances con-
sisted of securities placed in the Notes Account to the exclusion of other assets.
It is also possible that the Government preferred to swamp the market with
Treasury bills rather than to maintain Ways and Means at a high level, merely
because high totals for Ways and Means aroused fears. The Government might
have solved this problem by distinguishing departmental advances from the more
harmful form of Ways and Means, and by explaining that the foiiner were not
inflationary. Perhaps the Government substituted Treasury bills for departmental
advances in the Currency Notes Account and thus issued Treasury bills without
relying on the money market; the advantage was an increase of confidence result-
ing from the reduction of Ways and Means outstanding.

60
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Millions of £ Sterling
Advances from the
Bank of England Advances

(Includes minus
Special Special
Deposits) Deposits Special Deposits
January 5 1916 .... o o o
1917 .... 46 —1I9 65
1918 .... 150 25 125
1919 .... 246 64 182

Government borrowed on behalf of the Dominion and Allied
Governments throughout the year; but these advances were re-
flected in the magnitude of O.S. The stability in P.S. was re-
markable (advances to the Government are normally reflected
in increases in P.S.):

P.S. at Bank of England (Banking Department)

Millions of £ Sterling
1916 32.8 first 14 weeks

33.2 next 7 ¢

382 week

42.2 29 weeks

57.2 week ending December 27
1916-17. 0622 “ “ January 3, 1917
1917 1207 ¢ “ “ 10, 1017

The P.S. in the first 51 weeks were probably almost exclusively
Treasury bills purchased by the Bank. Perhaps P.S. were used as
collateral against Special Deposits and thus were maintained at a
low figure; but in the light of such stability, that is not likely.
The Bank was apparently pledging O.S. against Special Deposits,
which were deposited against advances to the Allies and Domin-
ions, and, hence, were essentially P.S. The Bank of England ad-
vanced 46 millions on Exchequer bills to the Government from
January 5, 1916, to January s, 1917, and was repaid 19 millions
in the course of the year.

The resources of the Bank of England at the disposal of the
market were being reduced steadily in 1915 and 1916 by the re-
payment of the advances made in the early months of the War
and later by the conversion of cash into Special Deposits. The im-
portant inflationary factor was the large advances to the Allies
and Dominions. But in 1917 the increase in direct advances from
the Bank to the Treasury was large. The important advances that
had been made in anticipation of the new War Loan early in
1917 were not entirely repaid from its proceeds, and thereafter
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advances from the Bank of England remained at a higher level.
The Treasury apparently had exaggerated hopes, for although
Treasury bills were reduced rapidly, Other Advances increased
from 57 millions on December 23, 1916, to 420 millions on Feb-
ruary 10, 1917, and then fell to a low point of 124 millions on
March 24, and rose to 216 millions on March 31. But if the in-
crease in Other Advances from December 23, 1916, to January 5,
1918 was 209 millions, it should also be remembered that the
market was deprived of 200 millions or thereabouts by additions
to Department Ways and Means and Special Deposits. In 1918
the inflationary effects of Ways and Means financing were no
greater; for an increase of approximately 185 millions was offset
by an addition of 176 millions to Special Deposits and Depart-
ment Ways and Means. I assume additions to Department Ways
and Means were deflationary. In so far as they were advances by
the Currency Notes Account to the Government, the deflationary
effects are easily visualized. Once more, it is important to point
out, however, that the market regains its cash when the Treas-
ury disburses the cash received through Special Deposits. Here
again it is necessary to point out that I am talking in terms of
monetary resources, a reduction of which is considered defla-
tionary.

On July s, 1917, March 17, 1919, and September 22, 1919,
the Bank of England protested against continued financing by
Ways and Means. Undoubtedly, the first protest was called forth
by the unfortunate aftermath of the 1917 Loan. According to the
weekly Finance Accounts, the increase in Ways and Means ad-
vances was from 158 to 203 millions for the 10 days ending Sep-
tember 30, 1919. Perhaps the Bank was annoyed by a large in-
crease in the wake of rapid declines in July and August, 1919.
The protest was strong: “The Court, however, desires us to draw
your attention both to the amount and to the duration of these
advances, which for the past two years have in effect to a large
extent partaken of the nature of a continuous loan, ard again to
express the earnest hope that such loans may hereafter be ob-
tained from the public, and advances from the Bank once more
confined to the temporary requirements of the Treasury.”



SUMMARY OF BOOK II

THE more important conclusions of this Book follow:

1. Advances from the Bank of England to the Allies and Do-
minions were made on behalf of the British Government. How-
ever, they were not accounted for in the manner of Ways and
Means, and were reflected in increases in O.S. instead of P.S.
On occasions, these advances were of appreciable proportions;
however, with the exception of the advances to the Bank of
France, they were of a temporary nature. But in the early years
of the War, new advances tended to accumulate when old ones
were repaid out of the proceeds of War loans. (This episode is
discussed more fully in an essay on Inflation.)

2. Department Ways and Means were in large part securities
in the Currency Notes Account, which fact is apparent from a
comparison of the yearly movements and the seasonal fluctu-
ations in both variables. The Jarge amounts of Treasury bills used
as security against currency notes were probably a type of de-
partmental advance.

3. The introduction of Special Deposits prevented a danger-
ous ease in the money market and was a source of strength for
Sterling, because foreign balances were attracted and retained.
The changing attitude toward foreign balances was reflected in
the changing fortune of Sterling. In 1919, the repayment of
Special Deposits was a source of weakness for Sterling both at
home and abroad.

4. War Finance required large transfers of cash from the
Government to the market and from the market to the Govern-
ment. The Bank of England prepared for these disturbances by
advancing large sums of money to the Government, which the
latter promptly disbursed. But the increases in the balances and
borrowings at the Bank by the Treasury and the market were of
surprisingly small proportions. The explanation is that the market

converted its cash into Special Deposits when the Treasury dis-
63
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bursed much cash; and by withdrawing Special Deposits, the
market avoided the necessity of borrowing heavily from the Bank
of England when payments were made for subscriptions to the
War loans.

5. An estimate is made of Special Deposits outstanding for the
years 1916-19. The figures are obtained on the basis of (1) the
Exchequer bills purchased by the Bank of England; (2) P.S.
revealed in its weekly statements; (3) P.S. held as investments
by the Bank; and (4) comparison between P.S. actually held with
P. S. that would have been held had no Special Deposits been out-
standing. The acceptance of a Special Deposit is reflected by a
reduction of O.D. and P.S.

6. The inflationary effects of Ways and Means financing have
been exaggerated by writers. Advances from the Bank of Eng-
land were moderate in the early years of the War. In the latter
part of the War, Special Deposits and Department Ways and
Means were deflationary forces that at least in large part offset
the inflation caused by the orthodox method of borrowing from
the Bank of England. But advances to the Allies and Dominions
from 1914 to 1916 were large and in their effects were as infla-
tionary as traditional Ways and Means though they were not in-
cluded with Ways and Means. True enough, these advances were
generally temporary; but until the Government were able to re-
imburse the Bank out of the proceeds of Votes of Credit, the
market retained additional resources; and the Government were
in debt to the Bank for appreciable sums advanced to the Allies
and Dominions during most of the time in the years 1914-16. It
is to be recalled that the issue and repayment of Treasury bills
had effects similar to the acceptance and payment of Special
Deposits.



Book III
CONTROL OF PRICES AND SUPPLIES

CuarTER 1
INTRODUCTION

A coNsIDERATION of prices and supplies is necessary for a
satisfactory understanding of the price history of 1914 to 1919.
The object of official interference was to eliminate unnecessary
profits and to assure the country of adequate supplies at reason-
able prices. The authorities in turn controlled the profits of mid-
dlemen and producers by negotiation, inspected books and deter-
mined prices according to the costs of production of the units un-
der consideration and—in some instances—according to the higher
costs of production then current, and finally nationalized impor-
tant industries or assumed control of the distribution of impor-
tant commodities. An inspection of books would be made against
opposition only if the Government were prepared to requisition.!
Where supplies were for the most part obtainable abroad, control
of the distributive profits in Great Britain alone was possible.
The Government learned from experience that middlemen, stra-
tegically located, might obtain unreasonable profits if control
were not introduced at every stage.

The Government made large savings as a result of their con-
trol of prices and supplies. Undoubtedly, the public was left with
smaller supplies because the Army and Navy and other official
organizations had prior liens on essential supplies. But a large part
of the total purchasing power was diverted to the Government,

1Lloyd presents an excellent legal study of price control. In particular, he
points out that the carly requisitions were made under Section 115 of the Army
Act. The latter was soon superseded by D.O.R.R. 2B, and by 30A and :E. The
latter two were especially important. Manufacturers were not obliged to submit
their books under the D O.R.R., but they found it convenient to do so rather
than yield to the jurisdiction of the courts. E. M. H. Lloyd, Experiments in State
Control, especially pp. 51-64.
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and, hence, the purchasing power and commodities available for
private purchases were reduced. The net effect on prices of these
official purchases depends upon the manner in which the Treasury
obtained the necessary Sterling. Was it taken from the public or
was it created ad hoc? The authorities introduced discriminatory
prices for some commodities, and sold at low prices for military
or other essential purposes.

In one domain, official interference was costly. Subsidies were
offered for the purchase of bread, sugar, and iron and steel.
Prices on these markets were therefore fictitious. However, the
general price level may not have been seriously affected because
purchasing power saved on these markets was diverted to other
markets. But disbursements on other markets were probably re-
duced as a result of the depressed prices and restricted sales on
subsidized markets. A relevant question is, was thc amount of
money spent on each of these markets reduced. Also of signifi-
cance for this problem is the question of the manner in which the
Treasury raised the money necessary to finance these subsidies.

The Government did not always seem to be aware that the
problem of the control of the prices of many commodities was a
different problem {rom that of the control of individual commodi-
ties. It may be contended that if price control is successful, prices
are reduced. That holds even if we allow that the British Govern-
ment perceived the necessity for encouraging production by of-
fering a fair price. But a general depression of prices brought on
by control does not seem possible if we consider that purchasing
power saved on one market on account of price reduction and
control of distribution, is diverted to other markets. However,
supplies were deficient, and as the Government obtained control
of more and more commodities, the possibility of expending this
surplus of purchasing power on commodity markets became more
and more difficult. Bread is an important exception. The policy
of the Government was to allow unrestricted purchases of bread.?
It becomes apparent why control necessarily spreads to less and
less important markets; for as the free markets become less nu-
merous, the pressure of the surplus purchasing power becomes

2 Sir W. Beveridge, British Food Control, pp. 81-82; F. H. Coler, 4 State
Trading Adventure, p. 118.
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greater. Rents were also depressed. Wage earners may refuse to
accept large reductions in real wages; but they accept a reduction
in their standard of living when they are compelled to find alter-
native uses of their money, such as hoarding or investing in Gov-
ernment securities, or purchasing commodities merely because
they are available. In the post-War period they may have an op-
portunity to disburse their hoards. The phenomenal success of the
Government’s borrowing policy in 1917 and 1918 may be ex-
plained by the restrictions on consumption.

Authorities can choose between competitive prices and high
excess profits duties, and low (controlled) prices. I agree with
Pigou that justice to the poor demanded the acceptance of the
latter alternative. Cannan is not justified in his contention that
the advocates of control assumed that prices were determined by
cost of production rather than by supply and demand. The pecu-
liar conditions of supply and demand placed middlemen and pro-
ducers in an advantageous position, and hence the authorities
attempted to bring prices down to costs. They attempt to solve
the problem of deficient supplies by economy of distribution and,
wherever possible, encouraging production and purchases from
abroad. In the troublesome year, 1917, Clynes, the Food Minister,
was inclined to put too much emphasis on profits, prices and mid-
dlemen and to neglect the all important question of costs and sup-
plies. But the dangerous situation in 1918 brought the authorities
to their senses.

In the early period of the War, the officials were inclined to
point out the futility of control on the grounds that prices were
determined by world conditions and that the prices of manufac-
tured goods depended on the prices of raw materials. By the
early part of 1916, the pressure to introduce a comprehensive sys-
tem of interference had become irresistible. The Government had
already made much progress in controlling prices by negotiation,
The authorities began to set the prices of iron, steel and coke,
with the result that in the second half of 1916, the prices of the
mineral group remained relatively steady; but on that account,
other prices fluctuated more than ever. Moreover, the reduction
of shipping tonnage made necessary the restriction of imports of
bulky materials and luxuries. In 1916-17, conditions became so
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unsatisfactory that the Government were forced to extend con-
trol. As the prices of imported and non-controlled commodities
rose, control spread rapidly. The feature of the year 1917 was the
thorough and comprehensive manner in which the Government
assumed the responsibility for the distribution of supplies. In
1918, similar measures were taken for the conservation of food.
Textiles alone of important classes of commodities apparently
escaped comprehensive measures of control; and the effects were
reflected in the very rapid rise in the price of clothing. The in-
crease of prices in the last eighteen months of the War was at a
more moderate rate than in the previous two years in spite of the
fact that the Government were more concerned over the scarcity
of supplies. But the price level should be considered in relation to
the restricted supplies, compulsory rationing and enforced hoard-
ing of cash. Perhaps the decline in the rate of depreciation of
money was fictitious. That prices rose in 1919 with the relaxation
of control, was evidence of the artificial level of prices in 1918.
The public now expended their hoards with a vengeance. In addi-
tion, of course, the post-War expansion of banks had an unfavor-
able effect on prices.



CuAPTER II
AN ANALYSIS OF CONTROL 1

To understand the price movements of the War period, a con-
sideration of the development, effectiveness, and significance of
maximum prices is necessary.? The Government requisitioned
ships at blue book rates and regulated the price of coal and sugar
at an early stage of the War; but they made no attempt to insti-
tute a comprehensive system of control until 1916.

The policy of the British Government was not to fix prices
below the cost of production in the manner enacted by the French
Jacobins, but rather, to prevent the acquisition of excessive prof-
its from trading in abnormal markets.® To discourage the pro-
duction of particular commodities, the Food Ministry occasion-
ally set prices below the cost of production. Thus because the pro-
duction of cheese and butter required milk which was scarce and

! The two most important sources of information are the Parliamentary
Debates and the Board of Trade Journal. The laws and administrative regulations
relating to the control of prices and supplies were published in the latter Fre-
quently, the reports of the Select Committees on Public Accounts, on National
Expenditures, and the reports of the Comptroller and Auditor-General throw
some light on the subject An inspection of Trade and Navigation Accounts
reveals the necessity of control. The Food Supply Manual, the Manual of Emer-
gency Legislation, Defense of the Realm Regulations, Vote of Credit Appropriation
Accounts (Naval and Military Operations and Other Expenditures Arising Out of
the War), Reports of the War Cabinet for 1917 and 1918, Reports of the Rovyal
Commission on Sugar Supplies and the Financial Reports, the Adnnual Appropria-
tion Account, Trading Accounts, and the Balance Sheets of the Ministry of Food,
are all helpful.

2See L. Mises, Theorie des Geldes und der Umlaufsmittel, 2d edition, revised,
pp. 231-32, for an unusually strong condemnation of price fixing. Pribram argues
that price fixing was necessarily ineffective. K. Pribram, “Zur Entwicklung der
Lebensmittelpreise in der Kriegszeit,” Archiv fir Soszialpolitik und Sozialwissen-
schaft, 1916-17 (43), p. 788. In the opinion of Bruins, Governments substituted
consumption according to need for consumption according to ability. Brussels
Conference, 19z0. Paper no. 13, p 5.

8 Thus in 1920 McCurdy said that the policy of the Food Ministry had been
to fix prices at a level high enough to encourage production. 126 H. C. Col. 569.
The authority to control prices and the distribution of supplies was granted
under the Defense of the Realm Regulations. Sections 2B, 2D, 2E, 2F, 2G, and
30A and 30 B were especially important. See Defense of the Realm Manual (4th
ed.). Sections 30A and the more drastic 2E, provided for the State control of
trade, maximum prices and rationing. E. M. H. Lloyd, op. cit., pp. 61-64.
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because pigs consumed much food as compared to the quantity
made available by them, the prices of cheese, butter, and pork
were set below the cost of production.* If pre-War profits were
not excessive, prices of the manufacturer’s wares were fixed at
the cost of production, which included an allowance for profits at
the pre-War level. Infrequently officials determined prices of units
previously produced on the basis of the abnormal (higher) costs
then current.® Until February, 1916, the Government had paid
competitive market prices for requisitioned commodities, and
profits were limited by negotiation. Acting under the D.O.R.R,,
the Government thercafter began to limit profits, inspect books
and determince prices on the basis of the cost of production.® The
problem was more difficult when the merchant as opposed to
the manufacturer was concerned. If the former were prevented
from selling at market prices, he was more likely to incur a
loss.”

Gide comments on the limitations of control: the legislature is
unable to modify prices in so far as they reflect natural causes;
but profits may be limited.® Jaffé propounds the thesis that maxi-
mum prices for cereals were necessary because real incomes had
fallen.® The danger of this position lay in his failure to realize
that the decline in the purchasing power of income was a symp-
tom of reduced supplies, and hence that consumption had to be
curtailed. It seems to be the opinion of important officials that
the civilian population of Great Britain obtained adequate sup-
plies of food during the War, and that the calorie content had

4103 H. C. Cols. 347-50.

5 Cannan contends that price fixing was introduced on the erroncous assump-
tion that prices were determined by the cost of production. (E. Cannan, An
Economist’s Prolest, pp. 95-96.) In fact, price fixing was based on the assumption
that prices were determined by supply and demand. The scarcity of supplies
enabled most producers to obtain prices in excess of the cost of production. The
authorities aimed to brineg prices down to the cost of production, and then to
offset the resulting reduction of supplies by cconomizing on supplies through
the control of distribution. Lloyd rightly points out that high prices do not result
in adequate economics of consumption K. M. H. Lloyd, op. cit., p. 290.

(. P. A, 1916, Q. 2005. In the opinion of Lever, Finance Minister of Muni-
tions, the Government thus saved 25 to 30 per cent on the price of munitions.
1bid., Q. 2819.

TE. M. H. Lloyd, op. cit., pp. 53-54.

8 C. Gide, “La Guerre et 'Organisation Nationale de I'Alimentation,” Revue
d’Economie Politique, 1916, pp. 8-9.

9 E. Jaffé, “Dic Militarisicrung Unseres Wirtschaltslebens,” Archiv fiir Sozial-
politik und Sozialwissenschaft, 1915 (40), p. §520.
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been maintained, although they admit that there were difficult
periods.t?

In the opinion of Pigou and Stamp, the Government were suc-
cessful in reducing profits.’* That the Government were not al-
ways successful, is apparent from an inspection of income figures.
The Dunlop Rubber Company obtained unprecedented profits
although prices had been determined by the Government after a
minute investigation of costs.'? Costs could not always be investi-
gated, for a manufacturer under certain conditions might refuse to
submit his books.’® Lloyd says that manufacturers usually co-
operated.™ The Metropolitan Carriage, Wagon and Finance Com-
pany, for example, refused to open its books to the Government,
intent on determining a fair price for 3000 tanks.’® An interesting
controversy raged in Germany on the question whether profits
from the sale of commodities at maximum prices were Preis-
wucher and Kriegswucher.18

The Government controlled prices and the distribution of sup-
plies. Hence they were able to assure themselves of adequate sup-
plies at low maximum prices. If the Government paid less than
they otherwise would have, more purchasing power was avail-
able for the public, and hence prices of commodities available for
the civilian population were higher. We should also consider
whether the quantity of purchasing power crcated by the Govern-
ment is determined independently of the cost of commodities and
services. If prices had remained relatively high for the Govern-
ment, they might have created the additional purchasing power
necessary and thus raised prices for everybody, or they might
have deprived the public of part of its accumulated purchasing
power and thus have compelled the public to curtail its purchases.

Since high prices result in reduced consumption, maximum

10 Sir W. Beveridge, 0p. cit., pp. 313-19; F. H. Coler, 0p. cit., p. 150.

11 A. C. Pigou, “Government Control in War and Peace,” Economic Journal,
1918, p. 370. M. S. Birkett, “The Iron and Steel Trades during the War,” R. S. J.,
1920, p. 397.

12 Meeting of January 29, 1918, reported to L. E., February 2, 1018.

13The C. P. A. estimated that the investigations of the cost of gun ammunition
would save the Government {43 million in 1917, C. P. A., 1017, p. xiii, Section
2G of the D, O. R. R, provides for the inspection of books: D. Q. R. R. Manual
(enlarged ed.), pp. 44-45.

14 M. H. Lloyd, o0p. cit., p. 46.

15C P. A, 1919, Qs. 4415-20, 4449.
18 F. Terhalle, Frei oder Gebundene Preisbildung, pp. 87-102.
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(low?) prices are not a complete blessing. Price control should
be accompanied by the control of supplies; and maximum prices
below market prices are not practicable unless the Government
control consumption or are prepared to cover any losses of pro-
ducers or traders.” If the public voluntarily or through compul-
sion curtails its purchase of controlled commodities, purchasing
power is diverted to non-controlled markets. Hence control
spreads from relatively important to relatively unimportant mar-
kets.'® Roberts, the Food Minister, announced in 1919 that 85
per cent of the total food supplies of the country were bought
and sold by the Government, and that the prices of 94 per cent
of all commodities were controlled.!® Several luxuries escaped con-
trol.

The administrative difficulties were innumerable. Consump-
tion goods are also production goods.*® If prices are not deter-
mined at every stage from the producer to the final consumer,
middlemen strategically located may obtain the full advantage of
control.?! The administration was hampered by the difficulty of
standardizing commodities,** by the virtual impossibility of ascer-
taining the cost of some commodities,*® by the seasonal variation
in prices, and, finally, by the varying cost of production for dif-
ferent units of the same commodities. Whereas approximately
three fifths of the total output of coal were produced at a profit
of 2s. 3d. per ton, one eighth was produced at a loss of 2s. a ton;

17 E, Lederer, “Die Regelung der Lebensmittelversorgung wihrend des Krieges
in Deutschland,” Archiv fiir Sozialpolitik und Sozialwissenschaft, 1915 (40), pp.
759-60. G. E. Bonnet, La Politique Anglaise d’Assainissement Monétaire, 1918-22,
Pp. 40-41, says that inflation remained latent during the period of maximum prices.
W. Lotz (Die deutsche Staatsfinanzwirtschaft im Kriege, p. 29) observes that
depreciation could not be measured by the controlled prices.

18 Thus, by 1918, the pressure of surplus purchasing power on the free mar-
kets had become so strong that the Government set maximum prices for potable
spirits. B. T. J., April 25, 1918.

19 Beveridge estimated that but 10 per cent of the total food supplies were not
controlled. Sir W. Beveridge, op. cit., p. 160.

20 F. Elsas, “Einige Grundfragen der Ernihrungswirtschaft im Kriege,” Jahr-
biicher fiir Nationalokonomie, 1917 (109), p. 426.

21 In 1916 the Government restricted the output of potable spirits. The Gov-
ernment had to increase the duty to prevent speculators from deriving very
large profits. B. T. J., April 30, 1919.

22 The Government attempted to standardize bacon, tea, il ur and several
other commodities. 104 H. C. Cols. 1286-87. In 1919, the Sub-committee of the
Consumers’ Council expressed the opinion that standardization had been one of
the beneficial effects of control. B. T. J.,, February 6, 1919.

28 103 H. C. Cols. 347-50.
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while some operators were earning 6s. per ton, others were losing
6s. per ton.?* In 1918, the cost of converting a sack of flour
into bread varied from 10s. to 25s.; but the Government allowed
all bakers to charge 23s. per sack.?’

The Government frequently found it necessary to take over
the entire supply of important commodities and to regulate the
price at every stage.*® Where the prevention of the acquisition of
large profits was likely to prove difficult, the Government fre-
quently “pocketed” them. Lord Leverhulme complained that his
company supplied the Government with glycerine at £59 10s. per
ton when the market price abroad was £200-500 with the result
that the Government made profits of 10 millions from the sale
of glycerine purchased from Lever Brothers.2”

Although the Government requisitioned ships at blue book
rates, they disposed of space for private purposes at market
rates.?® This practice was quite general when middlemen’s profits
were not controlled.?® A similar policy of cutting off distributive
profits at the source was employed in the disposal of raw wool, a
commodity almost exclusively in the possession of the Govern-
ment. After they had discovered that discriminatory prices for
civil and military purposes were not easily enforced, they raised
the price of wool, and made refunds on purchases for military pur-
poses.?® Frequently radical price revisions were not possible, be-
cause the country was dependent on foreign supplies, A limitation
of the profit to be appropriated by the middleman was then the ex-
tent of control®' The rationing of important war supplies on the

24 Testimony to Coal Industry Commission, Cmd. 359, (1919) especially Qs.
101, 103, 152, 159-66.

25 107 H. C. Cols. 400-402.

26 Sce the testimony of Mr. Wintour in behalf of the Army, C. P. 4., 1917,
Q. 3202.

27 Meeting of Lever Brothers of April 22, 1921, as reported in Statist, April 30,
1921; also sce the report of the mecting in 1918 (L E., March 30, 1918) when
Lord Leverhulme complained that the Government assumed none of the risk,
did none of the work, but appropriated all the profits ordinarily accruing to the
middleman.

28 Testimony of Ministry of Shipping, C. P. 4., 1921, Qs. 2536-42.

29 g6 H. C. Cols. 1354-63.

30 Discussion of Navy Appropriation Account. Report of Comptroller and
Auditor General, 1919, Qs. 5335-36. The Government also were anxious to main-
tain the export trade in wool by discouraging domestic consumption. B. T. J.
April 21, 1917,

81 Third Report of Committee Appointed to Investigate Increase of Prices.
Cmd. 8483, (1917-18).
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basis of priority lists became a common practise. When the most
complete control could only consist of a limitation of the profits of
the middleman, the maximum control was often realized at a rel-
atively early stage of the War. Runciman asserted that a limita-
tation of the profits of middlemen had been effected for many
important commodities as carly as 19r4.%"

The Government were anxious not only to prevent unneces-
sary increases in prices, but also to encourage production. The
Board of Agriculture, representing the interest of the farmers,
was eminently successful in 1916 and the early part of 1917 in
its policy of encouraging production by the bribe of liberal market
prices.** But beginning in 1917, the Government became less gen-
erous toward the farmers. Clynes, as Food Minister, fought the
industrial unrest which waxed during the period of rising prices,
and he rebelled at the notoriously high profits made possible by
public interference. Captain Bathhurst, his spokesman, main-
tained that the object of the Food Controller was to obtain ade-
quate supplies for the poor at reasonable prices.>* Clynes was
concerned primarily with prices, the profits of middlemen, and
the elimination of unnecessary distributors. But aroused by the
alarming conditions in 1918, he began to take a greater interest
in supplies. Col. Sanders, Parliamentary Secretary to the
Board of Agriculture, revealed at what advantageous terms the
country had obtained its home-grown cereals.’® However, differ-
ences in quality and the abnormal shipping costs should be con-
sidered in comparing the prices of American and British wheat.
It is the opinion of several officials that farmers were treated
liberally.®¢

Average Cost of

Imported Cereals Home-Grown

S. d. s. d.

April to December, 1917 92 7 75 9
1918 100 10 72 10

January to May, 1919 95 5 72 9

3296 H. C. Cols. 1335-51.

33The Government gave up a program of minimum prices in 1915 when
crop reports became favorable. S. Litman, Prices and Price Control in Great
Britain and the United States during the World War, p. 153. Cannan presents
some interesting arguments against a subsidy for home-grown wh at. E. Cannan,
An Fconomist’s Protest, pp. 42-44.

8t g0 H, C. Cols. 201-13.

38 118 H. C. Col. 74.

88 F, H. Coler, op. cit., p. 212.
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It is apparent from a study of the history of control that as
the price of any particular commodity increased beyond a point
considered justifiable by the cost of production, the authorities
were tempted to assume control of its price*” and thereafter, the
price of the commodity in question frequently declined.*® Much
light is shed on the history of control by the discussion of the In-
demnity Bill of 1920, an Act to provide the instructions for the
Defense of the Realm Commissioners, who were entrusted with
the task of estimating losses suffered by the public on account of
official intervention. During the War, the Government had made
effective use of the theory that any compensation for requisitioned
commodities was an act of grace; but the House of Lords
rejected this theory in 1920°? Sir E. Pollock, the Solicitor
General, ably defended the Government’s policy of control in the
course of the debate in Parliament. He estimated that the Gov-
ernment had paid 331 millions for shipping services, which in-
volved a saving of 350 millions; and that the Government had
saved 850 millions in all through their control of the prices of
insurance, shipping, munitions, leather and raw materials. Quot-
ing Mr. Justice Greer in Hudson Bay Co. v. Macloy, he upheld
the power of the Government to set prices under the D.O.R.R.
“The power to restrict the use of the carrying power of ships to
commodities that the country especially requires, and the power
to control the remuneration to be given to the shipowner and to
mitigate the intolerable burden of high prices caused by the
War seems to me not to be beyond the powers which the Legis-
lature contemplated might be given to the shipping controller in
the interests of public safety and the defense of the realm.” *°

That the prices of particular commodities had been depressed
as a result of official interference, became especially evident upon
the removal of control. Thus the price of Cleveland no. 3 pig-iron
which had long been maintained at gss. increased to 142s. 6d.

37 The War Industries Board of the United States presented a chart compar-
ing the prices of controlled and uncontrolled commodities. It is at once apparent
that commoditics, later controlled, were advancing in price at a much more
rapid rate than other commoditics. S. Litman, op. cit,, p. 324. Also sce P. W.
Garrett, Government Control over Prices, pp. 419-20.

8% Thus the rate of increase in prices of controlled foods in the 15 months
subsequent to July, 1017, was but 25 per cent of that in the preceding three
years. F. H. Coler, 0p. cit.,, p. 148.

3V E. M. H. Lloyd, op. cit., pp. §1-52. 40128 H. C. Cols. 1758-65.
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The price of cotton seed rose from £19 to £35, of palm kernels
from £26 to £42, of barley from 67s. to 9ss., of oats from 52s.
to 62s., of veal from 10l%d. to a maximum of 3s.4! If one is to
judge from the price reactions in 1919, the prices of the mineral
group more than those of any other group had been depressed by
the authorities.

The Government did not always seem to realize that the re-
duction of the price of one commodity involved different con-
siderations than reductions for many commodities. The point is
that the introduction of control of one commodity may bring
about the diversion of purchasing power to other markets; but
the possibility is not great that the effect on prices of these com-
modities will be appreciable. The likelihood of marked effects on
free markets is greater if several commodities are controlled.
In other words, the pressure to introduce control universally in-
creases as more commodities are controlled.** Control gradually
spread until, finally, Clynes, the Food Minister, announced that
only fish and a few vegetables were not controlled. Through a
rather rigid system of inspection and accounting, the Govern-
ment discouraged the hoarding of commodities and made an eco-
nomical use of supplies. Merchants were compelled to reduce their
stocks to a minimum. Many entrepreneurs complained of the en-
forced reductions.** In so far as these policies bore fruit in an in-
creased provisioning of the market, a general reduction in the
price level was effected by the intervention of the Government.
What the Government did not always seem to realize was that
purchasing power saved on one commodity, was available for
other markets.** Since maximum prices were presumably lower
than potential market prices for any particular commodity, the
public had more purchasing power available for other markets
unless it increased its consumption of the commodity in question.
It was not always possible to increase the consumption of particu-

41126 H. C. Cols. 662-63.

42 However, see A. Skalweit, Die Deutsche Kriegsnihrungs-wirtschaft, pp. 119-
20, and Sir W. Beveridge, op. cit., pp. 36-37.

43 Meceting of Samuel Allsop and Sons of December 28, 1917 Under Govern-
ment pressure, stocks were reduced from £195,000 to £92,000. L. E, January s,
1918.

44 Terhalle pointed out that as prices of some commodities are fixed, the prices
of non-controlled commodities increase. F. Terhalle, 0p. cit., p. 55.
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lar commodities. In 1916 and 1917, the Government had obtained
control of the distribution of raw materials and manufactured
commodities, and in 1918, had introduced rationing for several
important food products.

Many observers have been struck by the marked diminution
in the rate of increase of prices in the latter part of 1917 and in
1918. In this period, the control of markets was thorough. Thus
Roberts, the Food Minister, estimated that in the first three years
of the War, prices rose 3 per cent (over 1914 prices) per month,
and that from July, 1917, the increase was only 2 per cent.*®
Confessing that its faith in voluntary economy had not been
justified, the Food Ministry introduced a rather extensive
system of rationing in 1918. Cannan had already criticized
the Government for instituting a wasteful system of ration-
ing sugar, and he had proposed a restoration of competitive
conditions.*® McCurdy later estimated that the net saving in
the consumption of sugar as a result of control was 700,000 tons
valued at approximately £83 million.*” Complete freedom would
have been disastrous, for when there is a danger of scarcity, wide-
spread hoarding is more likely to follow. On the grounds that
maximum prices were essential to the welfare of the poor, Pigou
recommended price control rather than free competition and the
heavy taxation of profits.#® T merely mention Pigou’s position to
indicate that he and Cannan both were intent upon assuring the
poor of adequate supplies; but rather than depend upon the level-
headedness and generosity of the wealthy, Pigou would assure
the poor of their requirements. Perhaps Cannan realized bet-
ter than Pigou that compulsory economies were necessary, and
that appreciable economies could come only from an economy of
consumption on the part of the many. Moreover, the advantage
of artificially low prices is lost in so far as commodities are not
obtainable.*®

#5115 H. C. Cols. 781-86. In computing the prices for the latter period, he
made an allowance for the bread subsidy. F. H. Coler (op. cit., p. 148) finds a
more marked diminution of the rate of increase.

46 E. Cannan, “Industrial Unrest,” Economic Journal, 1917, pp. 464-69; also
“Report on National Expenditures,” Economic Journal, 1918, p. 103, and An
Economist’s Protest, pp. 16-26. 47128 H. C., Col. 2288.

48 A. C. Pigou, Political Economy of War, pp. 116-17.

49 Terhalle points out that at maximum prices there was no Awusgleich of sup-
ply and demand. F. Terhalle, op. cit., p. 83.
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Prices were depressed and commodities were rationed; but the
Government and the banks continued to create money and de-
posits. The surplus of purchasing power was hoarded in part in
the form of bank deposits to provide reserves for contingencies,
taxes and for postponed depreciation. A large part of the surplus
was invested in war securities; does that not explain the phe-
nomenal success of the sale of war securities in 1918? If opera-
tions had been less restricted on the stock exchange, a diversion
of large supplies of cash to the stock market would have been
possible. (Several Continental countries witnessed speculative ex-
cesses in the latter part of the War.) Increases in rents were
restricted during the War and post-War periods and hence it
might be argued that more purchasing power was therefore avail-
able for other purposes.®’ According to the figures of the Min-
istry of Labour for the cost of living, the increase in rents and
rates over 1917 was but 2 per cent at the end of 1918.5! But the
landlord was deprived of what the tenant was saved and the same
amount of money in the possession of the former would more
likely be used in the purchase of securities than if distributed
among the tenants.

In a later chapter, I present a history of prices in the inflation
period. Here I mention a few relevant considerations. From 1914
to 1917, the increase in the price of cereals was much greater
than that in meat, fish and the like (Board of Trade Wholesale
Prices). But in 1918, the price of the former declined, and the
price of the latter three increased. The index for meat and cereals
(Economist) jumped from 961 in July, 1916, to 1299 in Decem-
ber, 1916. (The increase for food in the cost of living index was
4o per cent for the same period.) That is an adequate explanation
of the introduction of rigid control. It is significant that the in-
dices for minerals dropped from 942 in May to 824 in December
(Economist). It is apparent from both the Economist and Board
of Trade figures that the rise in the prices of textiles was steady

50 r13 H. C. Cols. 8o1-5, 857. 129 H. C. Cols. 2223-35. Aftalion suggests that
the control of house-rents was more likely to be successful than of most other
commodities because housing accommodations could not be wi!*hheld from the
market. A. Aftalion, Monnaie et Industrie, pp. 119-20.

51 Nineteenth Abstract of Labour Statistics of the United Kingdom, p. 132. In

the construction of the Cost of Living Index, rent was given a weight of two
out of a total of twelve and a half.
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and uninterrupted. The authorities evinced comparatively little
interest in the prices of textiles. The effect of inaction is apparent
in the cost of living figures: in the year 1918, the increase in the
price of clothing was twice as great as that in the composite figure.
The increase in the Board of Trade index number for 1918 over
1917 was 10 per cent, for the London Economist index s per cent,
and for the cost of living 16 per cent. However, note the following
figures from the Economist index:

Cereals
and Meat  Minerals Other Foods
August, 1917 ....... 1392 830 September, 1917 .... 726
December, 1918 .... 1303 903 December, 1918 .... 782

That is concrete evidence of the effectiveness of control in keep-
ing prices down in a period when additional quantities of pur-
chasing power were being created at an unprecedented rate.
Hampered by administrative difficulties and motivated by po-
litical considerations, the authorities in several instances intro-
duced subsidies.” For the years ending March 31, 1918, 1919,
and 1920, bread subsidies cost the Government 20, 50, and 50.5
millions.”® According to an estimate made by Kelloway, Parlia-
mentary Secretary to the Ministry of Munitions, the cost of the
iron and steel subsidy for the 3 years ending January 31, 1919,
was 48.5 millions.”* The Sugar Commission reported in 1921 that
a loss of 24 millions on trading in sugar by the Government would
have been averted had the Government acceded to the demands
of the Commission for an increase in the price of sugar.’s By
August 18, 1921, the last day of control, the Government had
paid the railroads 3or millions for losses sustained under Govern-
ment control; but a total of 143 millions for services to the Gov-
ernment should be deducted.”® A subsidy was offered to the poor
in another form. Thus in 1917, the Government made an agree-

520. Johlinger (*Ucbersicht itber den Weltgetreidemarkt,” Jahrbiicher fiir
Nationalokonomie, 1917 (109), discusses the subsidy system of Great Britain; see
also M. S. Birkett, op. cit., pp. 368-69.

83 C. P. A, 1921, Qs. 6389-90. That the Royal Commission on Wheat supplies
lost 87 millions, is to be explained by the bread subsidy. Trading Accounts and
Balance Sheets, (Naval and Military Operations Arising Out of the War), Cmd.
1062 (1920), p. 106. Beveridge puts the total cost of the bread subsidy at 162
millions. Op. cit., p. 302.

54112 H. C. Col. 279.

53 C, P. A, 3rd Report, Qs. 4679-81.

86 C. P. 4., 1922, Qs. 4694-95.
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ment with the distributors of tea to sell 40 per cent of the Indian
and Ceylon supplies at the low price of 2s. 2d.—2s. 4d." (They
were to replenish their losses by increasing the prices of better
grades.)

If subsidies are introduced, market prices do not give an accu-
rate picture; for consumers pay part of the price, and the Treas-
ury pays the remainder. This may not be of great significance, for
the consumers of the subsidized products have more purchasing
power available for other markets. The problem raised by the
iron and steel subsidy was relatively simple: the Government,
virtually the only consumer, saved in purchasing the finished com-
modity the equivalent of their disbursements in payment of the
subsidy. But, of course, the published prices of iron and steel were
fictitious. The other subsidies were harmful: the public diverted
part of the purchasing power saved to other markets, and the
Government were forced to inflate further in order to finance the
subsidies. If the effect of a subsidy is merely to reduce the price
of the commodity in question, more purchasing power is available
for other commodities, and the net change in the price level may
be nil. Whether this in fact is the result will depend upon the
extent to which the low prices encourage the consumption of the
commodity in question, and upon the manner in which the Gov-
ernment raise the revenue necessary to finance the subsidy. Thus
the policy of the British Government was to allow unlimited con-
sumption of bread, with the result that the consumption of bread
was in excess of the pre-War level.*8

I discuss later the more important measures taken by the
Government to improve the state of the markets. The market
conditions were peculiarly unsatisfactory at the outbreak of the
War and during the winters of 1916-17 and 1917-18. To remedy
the evils caused by the failure to provision the markets ade-
quately, the Government introduced comprehensive measures
early in the War. But the complete ban on the exportation of
foods was appreciably modified within a few days of its announce-
ment. In the winter and early spring of 1916-17, the authorities
introduced additional bans on the exportation of food and war

87B. T. J., March 22, 191%.
88 Sir W. Beveridge, 0p. cit., pp. 310-11.
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supplies and yielded to the increasing criticisms of the Press and
the labour elements and to the pressure of the submarine, to in-
stitute a thorough and comprehensive control of supplies, prices
and middlemen’s profits. Maximum prices became a reality. The
program of the State Interventionists, which included rationing,
the elimination of unnecessary middlemen, and the control of
prices of virtually all commodities, was accepted by the Govern-
ment in the latter part of 1917 and the early part of 1918.
Control finally encompassed every important war commodity
and almost all foodstuffs. Although the Government made no pre-
tense of controlling luxuries, a rigid control was exercised in fact

through the regulation of imports and the rationing of supplies
and labour.

The least complicated system of control involved the purchase
of all available supplies of commodities by the Government. As
the problem of obtaining adequate supplies became more difficult,
public trading assumed larger proportions. Bonar Law announced
during the winter of 1916-17 that expenditures for food accounted
for the large excess of Miscellaneous Expenditures over esti-
mates.” The Ministry of Food disposed of approximately £1
billion of commodities.®® A large part of the trade in food supplies
was administered by other organizations, i.c., Board of Trade,
Wheat Commission, and the Sugar Commission. Thus Roberts
estimated the turnover of the Food Ministry in 1918-19 at £550
million, or £9oo million if wheat and sugar were included.®!
The Sugar Commission purchased 37 million tons of commodities
valued at £1 billion.** In 1918, Sir Worthington-Evans, Financial
Secretary of the Ministry of Munitions, announced that his Min-
istry was purchasing and importing raw materials valued at £150
million and operated with capital valued at £435 million.®* The
total expenditures of the Ministry of Munitions, to March 31,
1920, were in the neighborhood of 470 millions.%*

59 9o H. C. Cols. 319-20.

0 Trading Accounts and Balance Sheets (Naval and Military Operations Aris-
ing Out of the War), Cmd. ro62 (1920), p. 68

61 B, T. J., May 6, 1919. 82 C. P. A, 1921, Q. 6323.

63 H. C. Cols. 1182, 1109I1.

8¢ Ministry of Munitions, Trading Accounts and Balance Sheets (War Serv-
ices), Cmd. 1368 (1921), p. 9I1.
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Control was an essential part of early post-War economics.
A member of Parliament complained early in 1919 that the cost
of living had increased concomitantly with a decline in the price
level. For the public, rebounding from the system of compulsory
economy, purchased more greedily than ever.®® The decline in
prices was temporary, and they began to rise in the spring of
1919. Disappointed by this unexpected turn of events, the public
protested vociferously, a short-lived profiteering committee was
appointed, and a profiteering law was passed. In order to keep
prices down, the Government disposed of available supplies below
their replacement cost.®® Roberts, Food Minister, announced on
July 14, 1919, that control of all essential foodstuffs would be
continued by administrative order or by arrangement with the
trades concerned.®” In August, the Government gave the Board
of Trade authority to investigate costs, and to determine the
prices of important commodities at every stage.®s

An attempt to force farmers to dispose of their crops below
world prices led to acrimonious discussions in Parliament. The
Government finally capitulated.®® The Food Ministry again as-
sumed control of commodities that had been subjected to specu-
lative influences upon decontrol.” In December, 1919, Roberts
announced that all domestic agricultural products except wheat
would be freed from control in the first six months of 1920, but
that a measure of control of food supplies would be necessary for
at least three more years.”* Under the Ministry of IFood (Continu-
ance) Bill of 1920 the Food Controller retained the power to regu-
late the distribution, storage, and sale of foodstuffs, and even the
right to requisition.”™

85 116 H. C. Col. 1830.

86 112 H. C. Cols. 1141-43.

87 118 H. C. Cols. 48-49.

68 y19 H. C. Cols. 1697-99, 1747.

69126 H. C. Cols. 1167-73, 1181-85, 1524-25.

70 Ibid., Cols. 568-69; 121 H. C. Cols. 1909-10.

71323 H. C. Cols. 236-37.
72 132 H. C. Cols. 880-87.



NOTE 1
HistorYy oF PRICES, 1914-19

THESE conclusions are based largely on the indices published by
the Economist and Statist.

1914. The marked increase in the price of cereals was the out-
standing change of the year.

1915. The decline in the price of cereals was the cause of the tem-
porary interruption of the upward movement of prices. A shortage
of meat and a sudden rise in the price of cotton, now declared contra-
band, were features of the year.

1916. A marked rise in prices, apparent in the closing months of
1915, continued in the early months of 1916, and soon led to the
control of the prices of iron, steel and coke. The prices of the mineral
group were remarkably stable in the second half of 1916, but the ad-
vance in other groups was unprecedented. The Government saved
the iron and steel markets from greater disturbances, but other markets
suffered more because of this interference. The authorities introduced
control of the wool market late in 1916; the pressure of surplus pur-
chasing power on the remaining free markets was therefore greater.

1917. Many important markets were subjected to control by June,
and the wholesale prices of meat, butter, cheese and bread were fixed
in September. The usual scasonal decline of prices occurred in the
summer. In general, the prices of controlled commodities were stable,
and the prices of uncontrolled commodities advanced rapidly. As the
free markets became less numerous, the Government made more fre-
quent changes in the prices of controlled commodities. The upward
tendency of prices was checked to some extent in 1917, for the increase
was only one half as great as in the preceding year. The increase was
particularly marked for several imported commodities, namely, tea,
coffee, sugar, and rice. Apparently even a government monopoly in
sugar was not effective in keeping prices down. The Statist and the
Royal Statistical Journal explained the high prices by the high freight
charges, the shortage of foodstuffs, and the demand for war supplies.
(R. S.J, 1917, p. 339.) The editors of the Economist pointed out
that index numbers were of limited significance in a period in which

83
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changes in quality were marked, restraints on consumption were uni-
versal, and representative quotations were frequently not obtainable.

1918. Control was extended to new markets; consumption was
curtailed; and subsidies were offered. Hence the upward movement
of prices was moderate. Because the authorities rationed foodstuffs in
1918—the rationing of industrial raw materials had become general
in 1917—the published index numbers for 1918 do not fully reflect
the increase in prices. The consumer was forced to hoard or invest a
part of his cash. When he was able to purchase commodities, the
army of officials determined the channels of expenditure, and, more-
over, they offered him commodities of inferior quality.

19rg. The expansion of bank credits and bank notes was more
rapid in 1919 than in any of the previous four years. A price decline
in the early months of the year was followed by a rapid increase in
the later months. Even attempts to reestablish control during the
latter part of the year were ineffectual in preventing a further rise
of prices; for an accumulation of purchasing power that had re-
mained inactive for years or had been invested temporarily in Gov-
ernment securities, was now available for the purchase of supplies from
stocks that were comparatively low.

NOTE II
History or CONTROL

1914. August 3. A ban is put on the exportation of important war
commodities. (B. T. J., August 6.)
5. A ban is put on the exportation of goods of all kinds. (B.T.J.,
August 13.)
7. The army is to be given the right to requisition food sup-
plies during emergencies. (65 H. C. Col. 2186.)
10. A more definite interpretation of the decree of August §
is given; all important foodstuffs are included. (B. T. J., August 1 3.)
20. Apparently the Government realize that they have been too
zealous, for they substitute, “‘animals, living for food,” for “meats of all
kinds,” and erase from the list tea, vegetables, fish, and fruit. (B. T. J,,
August 27.)
But the Government put extensive restrictions on the exportation
of wool (and its products) and iron. (B. T. J., September 10, October
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8 and 22. Also Consolidating Proclamations in B. T. J., of November
12.)

September rr. The creation of a Royal Commission on Sugar Sup-
plies is announced.

17. The Government delegate to the Board of Trade the author-
ity to seize articles unreasonably withheld from the market on the pay-
ment of a reasonable price. (B. T. J., September 24.)

November 16. In asking for a Vote of Credit of £225 million, As-
quith announces that large sums have already been expended on wheat,
sugar and other necessaries. (68 H. C. Col. 257.)

1915, February rr. In Parliament the day was devoted to a discus-
sion of the increased prices of necessities. Asquith dwelt upon the pe-
culiar conditions of supply and demand, emphasizing in particular the
subnormal transportation facilities, the unavailability of Australian
wheat, and the Dardanelles situation. He scorned the proposal to fix
prices. Of the score of speakers only one (Mason) dwelt on the increase
of money in circulation, and only one (Clynes) argued vigorously in
favor of price fixing. Asquith said, “I am not speaking with the
prejudice of an old-fashioned political economist but as a practical
man.” (69 H. C. Cols. 776-84, 853-57.)

17. On the second day of the debate, Runciman, the President
of the Board of Trade, said that private individuals could buy more
cheaply than the Government, and that high prices accompanied by
high wages were not undesirable. This is a dangerous doctrine, for ap-
parently he did not realize that economies of consumption were nec-
essary. This argument appealed to those who were critical of official
interference. In the course of this debate, Snowden made a vigorous plea
for the control of the price of wheat. (69 H. C. Cols. 1179, 1189,
1264-65.)

March r5. Barnes bitterly attacked the Government for their failure
to consider the problem of high prices seriously, and he demanded of
the Government that they tax the profits received in coal mining and
fix the price of corn. (70 H. C. Cols. 1822-29.)

April 29. The increasing number of questions addressed by private
members to the Government in relation to the rising prices of food re-
flected the rising discontent. (71 H. C. Cols. 811-16.)

June 7o, Attacked for their inactivity by Sir H. Daziel during a
discussion of the Board of Trade Vote, the Government replied that
the price of wheat was determined by conditions in the world market.
They repeated this argument in the course of almost every debate on
this subject in the next two years. (72 H. C. Cols. 413-24.)
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June 22, The Committee on the Home Production of Food was
created. (B. T. J., June 24.)

23. Lloyd George, hampered by the restrictions of labour and
the withholding of supplies by contractors, threatened to assume com-
plete control of the metal trades. (72 H. C. Cols. 1193-1204.)

July 19. The opposition criticized the Price of Coal (limitation)
Bill primarily because the prices for consumers were not determined.
(73 H. C. Cols. 1205-14.)

September 2z. Runciman accounted for the high price of flour by
the high price of wheat, the high price of eggs and butter by the reduc-
tion of supplies and the high price of meat by increased consumption.
(74 H. C. Cols. 487-93.)

The discussions of 1915 were peculiarly sterile and devoid of an
insight into the important issues. One important cause of the increase
in prices, namely, the creation of additional purchasing power, received
little attention both from the Government and their critics. (Perhaps
discretion was necessary here.) In contending that the deficiency of
supplies was the prime cause of high prices, the Government assumed a
position that was defensible; but more often they contended that high
prices resulted from high prices abroad, or the high prices of finished
products merely resulted from the high prices of the raw materials.
Economists underestimated the significance of deficiencies of supplies
for inflation; and politicians underestimated the influence of excessive
paper money and bank credit.

The list of prohibited exports became increasingly large in 1915.
Additional restrictions were introduced for coal, oats, wheat, potatoes,
iron, bacon, ham, pork, vegetables, wool and cotton yarn. In the sec-
ond half of the year, the Government increased the number of restric-
tions. In particular the proclamations of May 6 (B. T. J.,, May 13),
June 2 ( B. T.J., June 10), July 30 (B. T. J., August 5), October 19
(B. T. J., October 21), November 24 (B. T. J., November 25), and
December 20 (B. T'. J., December 23) were important. That in spite
of the presence of a very troublesome exchange problem the Govern-
ment rigidly restricted exports, is evidence of the unsatisfactory state
of the markets.

1916. The Government resisted the pressure for a revolutionary
advance in the measure of control until the latter part of the year.*

1 Several official committees made proposals to fix prices. Interim Report on
Meat, Milk, and Bacon, Committec appointed to investigate Increase of Prices,

Cmd. 8338 (1916), p. 17, Report on Wheat, Committee appointed to investigate
Increase of Prices.
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Churchill vigorously assailed the Government on August 22 for their
failure (1) to ration commodities and (2) to reduce prices to a
reasonable level. (85 H. C. Cols. 2508-19.) Pretyman replying for the
Government, relied on the hackneyed argument that prices were de-
termined by world conditions. (85 H. C. Cols. 2733-46.) The Press
continued to agitate, submarines continued to be active, and the Gov-
ernment finally capitulated on November 15. They announced that
they were prepared to demand the right to ration, and to regulate the
consumption and manufacture of goods. For commodities that were
under the control of the State-—flour, wheat, sugar and meat—the
problem was relatively simple. The Government would limit the rate
of profit on the sales of other commodities. (87 H. C. Cols. 855-63,
1103-4.) The Board of Trade was entrusted with the task of regulat-
ing supplies. It might dictate the manner of use and sale, as well as
determine the prices of commodities. Prices were to be based on the
cost of production plus a reasonable profit. (B. T. J., November 23,
1916.) The authorities acted quickly: they prohibited the use of wheat
for the manufacture of beer, purchased the Australian wool crop, and
gave the Board of Trade the power to take over the coal mines.

Early in the year, the Government, disturbed by the failure of con-
sumption to fall with increasing prices, and handicapped by the lack
of shipping space, had curtailed imports. (B. T. J., February 10 and
March 16, 1916.) The Government published lists of commodities, im-
portable only by license. (B. T. J., March 2, April 6 and December 28,
1916.) Included were bulky commodities (paper), luxuries (linens, hats,
feathers) and commodities traded in exclusively by the Government
(sugar, tea). At this time, the authorities limited imports of tobacco
to one third of the quantity imported in the preceding year; but they
soon realized that the sale of tobacco was profitable for the Exchequer
and hence imports were encouraged until they were in excess of the
pre-War level. (B. T. J., June 8, 1916; 105 H. C. Cols. 715-16.)
The prices of various grades of steel and iron products were fixed in
April and those for iron were revised in August. (B. T. J., April 20
and August 24, 1916.) In May, the control of all types of leather was
instituted. (B. T. J., June 1, 1916.) Spokesmen for the Government
threatened to ration commodities. (82 H. C. Cols. 2570-71.)

A definite price policy was formulated during the year. In requisi-
tioning war supplies, the Army, the Admiralty and the Munitions Min-
istry were freed from the obligation to abide by market prices. How-
ever, in setting the price of coke, bar iron and steel, the authorities
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were not guided by the actual cost of production of the units purchased
but rather by the current abnormal costs. The Government planned to
reduce prices by discouraging speculation, and under the D. O. R. R.
they prohibited trading in metals not in one’s possession. (B. T. J.,
March 2, 1916.) They issued an Order-in-Council enabling the Board
of Trade to enter premises in order to make certain that supplies in
excess of requirements were not being held. (B. T. J., August 24,
1916.) The War Office announced that wool disposed of for civil re-
quirements would be sold at market prices. (B. T. J., August 24, 1916.)
That the Government were able to enforce official prices for important
commodities, is to be explained by the system of licenses by means of
which trades were regulated. (B. T. J., November 9, 1916.)

1917. The Government had proclaimed their conversion in 1916;
they gave practical effect to their new position in 1917. Events moved
rapidly in the early months of the year: the submarines were active,
supplies were scarce, and industrial discontent was rife.

Perhaps the outstanding accomplishment of the year was the vigor-
ous manner in which the Government attempted to economize sup-
plies. Committees on supplies became more and more numerous.
(B. T. J., from January to March, 1917; Statistics of the Military
Efforts of The British Empire during the Great War, 1914-1920, pp.
529-30.) The Government regulated the distribution of supplies by in-
troducing a comprehensive system of licenses. (B. T. J., January 11 and
February 22, 1917.) The authorities bolstered maximum prices of milk
and potatoes in the hope of encouraging production.? (B. T. J., March
29, September 13 and September 20, 1917.) But in general, public pol-
icy was not so far-sighted during this period. In the gloomy days just
before the entry of the United States into the War, the Government
threatened to take drastic measures against hoarding; but under the
pressure of a hostile public opinion, they recanted.®* (91 H. C. Cols.
1528-29; 92 H. C. Cols. 1447-48; B. T. J., April 12, 1917.) Requisi-
tions, periodic censuses of supplies, limitations on trading and priority
lists were all employed, in order to make the most profitable use of
inadequate supplies. The Central Wool Advisory Committee proposed
to ration wool for domestic purposes. (B. T". J., April 26, 1917). Tan-
ners of leather were compelled to work exclusively on Government
orders (B. T. J., March 15, 1917). Trading in raw cotton, timber, and
cereals without license was prohibited. (B. T. J.,, July 5, July 12, and

2 The concern over the submarine warfare is apparent from the discussion of
May 8, 1917, 93 H. C.

3 The Food Hoarding Order of April 5 was a rather extreme measure, never-
theless. D. O. R. R. Manual, 4th ed., p. 290.
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July 19, 1917.) The Cattle and Meat Returns Order provided for full
information about supplies. (B. T. J., August 2, 1917.) By September,
trading licenses were required for all important war commodities. (See
B.T.J, April 12, 1917, for an example of the multiplicity of censuses,
of requisitions, and of limitations on free trading introduced by the
Government.)

If prices were fixed only at the early stages of the distributive
process, distributors raised prices skyward. (B. T. J., April 26, 1917;
94 H. C. Col. 573; 96 H. C. Col. 1414.) Confronted with this situation,
the Government fixed retail prices. Tobacco, meat, bread, butter, cheese,
tea, coffee, cocoa, bacon, ham, lard, coal, and timher were some of the
important commodities for which the Government attempted to de-
termine sales prices for the final consumer. (91 H. C. Col. 897; 92 H. C.
Cols. 1444-46; B. T. J., March 22, August 23, September 26, 1917.)
When it became difficult to fix prices, the Government restricted
profits.*

When the price of a commodity rose beyond what the authorities
considered reasonable, it was generally subjected to control. Thus when
the market price of beans rose to £80 per ton, they were requisitioned
by the Food Ministry at £37 per ton. (B. T. J., May 3, 1917.) Control
spread from important to less important commodities. Tea, coffee, cocoa,
beer, timber, fruits, beans, all received the attention of the authorities
when their prices became excessive. (91 H. C. Col. 897; B. T. J., March
29, August 30, and October 18, 1917.)

One peculiarity of the history of maximum prices was the infre-
quency with which changes were made. Thus the price of sulphuric acid,
an important war commodity, apparently remained unchanged from
February 28, 1916, to January 4, 1917; the prices of some steel products
remained unchanged from July 7, 1916, to January 4, 1917. (B. T. J.,
January 4, 1917.) By 1917, the doctrine that maximum prices should
be based on costs of production of the units in question was generally
accepted.® However, although costs of production were in a constant
state of flux, maximum prices were changed infrequently.

The die-hards still talked of the failure of maximum prices and
of the mistakes made by the administrators, but in 1917 the country
witnessed a final consummation of the policy advocated by Barnes,

4 Trading Accounts and Balance Sheets, Cmd. 1368 (1921). Agreement between
Board of Trade and six oil companies.

5 Thus the Government was allowed to requisition war materials and food-
stuffs at prices to be determined by a tribunal. The prices of the tribunal were
to be based on costs plus the usual rate of pre-war profits, if not excessive. (B. T.

J., March 1, 1917). Arbitration before the courts was necessary if the manufac-
turer or dealer was dissatistied with the price set by the Government.
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Snowden, Clynes and Daziel. (g6 H. C. Debates of July 24-25, espe-
cially Cols. 1335-63.)

Extreme measures were effective. The variety and vigor of govern-
mental action are to be gleaned from a description of measures taken in
the span of a week early in 1917: The Government assumed control of
the copper supply and linen yarns, set maximum prices for steel and
steel scrap, determined the prices for the 1917 crops of wheat, oats, and
potatoes and ordered a census of wool and wool products. (B. T. J.,
January 4 and 11, 1917. The D. O. R, R. (2F) empowered the Food
Ministry to regulate the production and distribution of foodstuffs, to
requisition supplies and to determine maximum prices. (B. T. J., Janu-
uary 18, 1917.) A statement made by Prothero, President of the Board
of Agriculture, that maximum prices for agricultural products would
have been minimum prices but for the influence of the Food Ministry,
is evidence that the Food Ministry, representing the consumer, and in-
tent upon obtaining sufficient supplies at reasonable prices, was becom-
ing more powerful in national affairs. (9o H. C. Col. 145.) When the
Government commandeered the wool crops, they dispensed with the
middleman. (go H. C. Cols. 831-63.) The prestige of the FFood Ministry
reached an apex in July with the announcement of a bread subsidy.
Clynes defended the revolutionary measure on the grounds that wages
had not risen as much as the cost of living. (96 H. C. Cols. 1354-63).

In February, 1917, Lloyd George presented a very gloomy picture
of prospects in the subsistence market. He estimated that 5o million
tons had been imported in the twelve months before the outbreak of
the War as compared to 30 million in the preceding twelve months.
(90 H. C. Col. 1593.) But in August he was optimistic again. (97 H. C.
Cols. 1472-74.)

1918. In the closing months of 1917, supplies were once more dan-
gerously low, and the Government again resorted to vigorous measures.
Food orders were numerous; the authorities regulated the distribution,
use, and methods of manufacture. (B. T. J., January 24 and February
28, 1918.) The Food Ministry, aided by local authorities, rationed im-
portant commodities. (103 H. C. Cols. 1647-51.) It had been the prac-
tice since the outbreak of the War to restrict the profits of middlemen
by friendly cooperation with the trades concerned. Such cooperation had
been resorted to in the sale of bread, meats, tea, sugar, cotton, leather,
and several other commodities.” If the Government could not assume

6 Discussing his price policy in the early years of the War, Runciman said
that the Government had controlled the profits of middlemen on important food

products since November, 1914. (96 H. C. Cols. 1335-51.) Also see the Third
Report on Sugar, Committee appointed to investigate Increase of Prices, Cmd.
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control, they enlisted the cooperation of the trade. (B. T. J., March
28, 1918.) The Government also nationalized several trades.

In June, 1918, Clynes drew an enthusiastic picture of the fruits of
Government intervention in the previous nine months. The Food Min-
istry was rationing meat, bacon, butter and margarine; it had control
of markets through the control of prices or profits. A net gain was
apparent in an increase of the size of rations. (ro6 H. C. Cols. 1761-
81.) Major Astor, Parliamentary Secretary to the Food Ministry,
estimated that the country would import 11.7 million tons of food in
1918 as compared to 19 million in 1913, and he added that 2 million
tons had been saved by rationing. (110 H. C. Col. 2762.) To adjust
the demand for cotton to the declining supplies, the Government regu-
lated the' number of machines to be operated. (B. T. J., March 14,
1918.) Relative price quotations of 637 for iron, steel and manufactures
thereof, and 432 for manganese ore in 1918 are significant for the
history of control. Even allowing for large transport costs, the de-
pressing effect of control on prices is apparent. An increase in the price
of tea from 124 to 3or and of tobacco from 101 to 235 from 1916 to
1918, are explained in large part by the British fiscal policy.

8483 (1917-18), for a discussion of limitations of wholesalers’ and refiners’
profits.
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Book IV
INFLATION

CHaprTER I
INTRODUCTION

ONE result of the financial measures taken in the early months
of the War was that Other Deposits of the Bank of England in-
creased, and remained at a higher level. The largest part of
O.D. belongs to British banks; but the proportion varies. In
the first few months of the War, the balances belonging to out-
side institutions and foreign and Dominion governments probably
increased although these institutions had lost much cash in the
first few weeks. The Government maintained unnccessarily large
balances at the Bank in the first two years of the War. A satis-
factory control of the money market by the Bank of England un-
der these conditions was not always possible. Sales of securities
or borrowing by the Bank would not have resulted in adequate
losses of cash by the banks. However, the Treasury obtained a
measure of control by selling Treasury bills and accepting Special
Deposits. Thus rates were pegged; and the Treasury prevented
further increases in rates by borrowing directly from the Bank
of England.

Authority is divided concerning the contributions of issues
of currency notes to the inflation during the War. In a sense, the
withdrawal of notes was deflationary because banks in general
purchased currency notes with balances at the Bank of England.
The charge that the Government forced currency notes into cir-
culation to meet expenses, is without merit. The regularity of the
flow is a refutation of this charge. In issuing currency notes, the
Government made it possible to export gold which served as a
basis for inflation abroad, and thus a greater measure of inflation

95
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was possible at home without a corresponding depreciation of
Sterling abroad. The Government and the bankers pointed to the
reduced production as the explanation of high prices, and the
former defended their large issues on the grounds that they were
based on trade needs. Under the peculiar conditions of the War
period, excessive notes and deposits were necessarily diverted to
the market for Government securities or to hoards. The Treasury
restricted one possible use for surplus purchasing power in dis-
couraging operations on the stock market, and another possible
outlet, the commodity markets, was of less importance than usual.
In contrast to the policies of the Continental authorities, use of
checks was not encouraged in Great Britain. The motive on the
Continent was to reduce the supplies of currency notes in circula-
tion; in Great Britain, the demand for notes was greater because
the authorities made no attempts to encourage the use of other
methods of payment. Curiously enough, the purchase of securi-
ties on the Continent was adversely affected, but the credit of
their notes was not affected to an equal degree. The Government
thus obtained interest-free advances.

The Government were slow to realize that the rise in prices
might be moderated by economizing supplies through a correct
wage policy and a judicious use of taxes. High wages were un-
necessarily encouraged on the assumption that the standard of
living of the worker should be maintained even in the midst of an
exhausting war. Authorities adjusted wages according to changes
in index numbers of the cost of living. But many critics pointed
out that normal supplies were not available, and hence an index
number weighted according to pre-war consumption could serve
only a theoretical purpose. At first, the authorities considered
taxes as a means of obtaining required revenue; but eventually
the emphasis was shifted to the necessity of reducing consump-
tion. In fact, the shift was so complete that the Government were
called upon to reprimand members of Parliament for assuming
that the magnitude of monetary expenditures was of no signifi-
cance.

The problem of appropriate Bank rates has been an impor-
tant subject of discussion in the course of debates on inflation.
Many hold that low rates were in large part responsible for the
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inflation; but others contend that high rates would have been of
no avail in a period of restricted gold movements. Too much at-
tention has been given to this subject. To those who contend
that the low Bank rate was the handmaid of a Treasury policy
of cheap money, it may be replied that the high rates offered by
the Government on their Treasury bills and their acceptance of
unlimited Special Deposits at high rates saved the Bank rate from
ineffectiveness. The cause of the low market rates was the exces-
sive supplies of money available. The Government established a
system of priority and control of the distribution of bank credit,
and hence, the low rates did not encourage unnecessary expansion
of bank credit. Peace industries reduced their demands to a low
level. The Treasury rate was the significant rate.

During the War, the magnitude of the reserves of the Bank
of England was of limited significance, Monetary and fiscal poli-
cies were not dictated by the fluctuations of the reserves in the
Banking Department, but rather by the exigencies of war. In the
latter part of 1914, large additions were made to the reserves of
the Bank of England as a result of the influx of gold, a large pro-
portion of which was not actually imported. In 1915-16, the Bank
of England exported much gold; but the public had given up an
important part of its gold and thus the reserves of the Bank were
not seriously affected by the losses. In so far as the public with-
drew currency notes in exchange for gold deposited with the Bank,
the net effect was an increase in Public Deposits and Cash of the
Bank of England ( Banking Department). The Issue Department
might have been forced to issue notes to the Banking Department
in large quantities in exchange for this gold; but the diversion of
gold to the Currency Notes Account and the exports of gold made
large issues by the Bank of England unnecessary.! The loss of
gold was a deflationary factor in the midst of a period of infla-

1 1. Banks deposit gold with the Bank of England.
0. D. increase; cash (Banking reserves) increases.
Public draws Currency (Treasury) Notes.
Q. D. decline.
P. D. increase.
2. Gold deposited with the Bank of England is exported.
O. D. and cash (Banking Department) both fall.
3. Gold deposited with the Bank of England is transferred to the Currency
Notes Account.
P. D. and cash (Banking Department) both decline.
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tion. That the market was forced to borrow in the first quarter
of 1915 in spite of the large advances to the Allies and Domin-
ions, is to be explained in part by the reduction of balances at the
Bank in payment for gold exported. In other words, the large
advances did not result in a corresponding increase in O.D., be-
cause they involved extensive obligations abroad. In 1917-18, large
issues of Bank of England notes were made. The Bank of Eng-
land paid out notes from its banking reserves in the early years of
the War; but when a large part of the newly mined gold of
South Africa became available in 1917-18, it was able to satisfy
demands for notes without reducing its reserves. Thus a policy of
stable reserves was introduced in place of the policy of fluctuating
reserves. The additional issues of notes were made possible by the
receipts of South African gold.

The very large advances to the Allies and Dominions made in
the first instance by the Bank of England, were an inflationary
factor of the first importance in 1915-16. For some unexplained
reason, this type of Ways and Means advance was not recorded
in the traditional manner. The advances were reflected in move-
ments in O.D. and O.S. rather than in P.D. and P.S. Hence when
the Treasury in 1915 reduced its indebtedness at the Bank of
England by 160 millions, P.S. were reduced by but 6 millions;
and the transfer of a few hundred millions to the Bank of Eng-
land in payment for war securities was accompanied by very mod-
erate fluctuations in O.S., for the British Government were re-
imbursing the Bank for advances to the Dominions and Allies.
The Government maintained balances appreciably in excess of
100 millions although the Treasury was heavily indebted to the
Bank of England.” The large advances by the Bank of England
to the Dominions and Allies in the early months of 1916 are not
apparent from the weekly statements of the Bank of England, for
the increase in O.S. resulting from these advances was offset by a
reduction in O.S. which were earmarked against Special Deposits.
From French official figures many of the details concerning the
magnitude of the advances made by the Bank of England to

France are revealed. These advances to France were ,articularly

? Hawtrey says that large balances were held by the Treasury in order to
counteract the inflationary effects of other policies. R. G. Hawtrey, “Review of
British Budgets,” Economic Journal, 1930, p. 479.
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harmful because more cash was put at the disposal of the British
money market and because France in order to obtain many of the
commodities she needed, turned to the understocked markets of
Great Britain. In 1915, the market transferred cash to the Gov-
ernment in payment for war securities and to the Bank of Eng-
land for the liquidation of pre-moratorium bills, for the repayment
of advances to acceptors and for currency notes. On the other
hand, the money market obtained cash as a result of the advances
to the Allies and Dominions.

If my conclusions on the significance of advances to the Allies
and Dominions are not tenable, I am at a loss to explain the large
payments of the Treasury to the Bank, and the large fluctuations
in 0.D. and O.S. in the years 1915 and 1916. Moreover, there
have been statements made on the subject by the British Govern-
ment and by Dominion and Allied authorities. True enough, these
advances, with the exception of those made to the Bank of
France, were of a temporary nature; but although payment was
ultimately made out of Votes of Credit, the Treasury was in debt
to the Bank for large sums for relatively long periods.

1916 was a year of inflation. It is possible to obtain an insight
into the direction and magnitude of movements of cash by com-
paring (1) the movements of cash and balances at the Bank of
England of British banks with (2) the sum of the movements in
O.D. at the Bank of England, currency, Bank of England notes,
and gold in circulation. In 1916, the increase in Cash and Money
at the Bank of England was in excess of the increase in O.D.
and money in circulation. Although the direction of the flow
of cash was apparently from the public to the banks, prices in-
creased by one third.* When the total of O.D. was 121 millions,
the total of cash of British banks was no less than 327 millions.
Allowing for O.D. belonging to foreign banks, private accounts
and the like, O.D. accounted for no more than one fourth or one
fifth of the total cash of British banks. (The results would be
more accurate if account were taken of (1) the inclusion of
cheques in course of clearing in the cash item of the banks;
(2) the possibility of large changes in O.D. between the last

3 Because the increase of cash of British banks is not explained by the increase
in their cash at the Bank of England (0. D.) and by the increase of money in
circulation, I assume that the public was depositing cash with the banks.
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Wednesday of the year and the 31st of December; and (3) the
large issues of silver coins.) This was a rather abnormal distri-
bution of the cash resources of British banks for that period.
Did the banks include Special Deposits as cash?

Was the increase in prices in 1916 apparent or real? Undoubt-
edly paper money circulated more rapidly than gold. It is signifi-
cant that bank advances declined in 1916 in spite of the low
money rates. An increase in deposits of 200 millions would have
been possible without any addition of cash by the banks. Bank
reserves were high even if we allow for the large deposits out-
standing. The increase in deposits was probably largely in cur-
rent deposits, as saving deposits were consumed in the purchase
of securities.

In 1917, the flow of cash was reversed. The banks placed the
responsibility for purchasing public securities on the public. The
year 1918 witnessed unprecedented accretions to the circulating
media, which the public rather than the banks absorbed. More-
over, the reliance on Ways and Means financing of the tradi-
tional type was greater. (However, Special Deposits and depart-
mental advances were of also greater magnitude.) British banks
expanded rapidly and used up their surplus cash during the year
with the result that they were compelled to borrow at the end of
the year. The market borrowed by withdrawing Special Deposits,
which transaction was reflected in an increase in P.S. on the books
of the Bank of England. In 1918, prices rose but 5 per cent in
spite of the large increases in notes and deposits. Price control was
a vital consideration. The public was unable to purchase commodi-
ties to the extent that would have been possible in a free market.
In 1919, the process of inflation was continued; but the control of
prices and supplies was gradually given up; and the repayment
of Special Deposits was an additional cause of inflation.

In a note at the end of this essay, the problem of supplies
is discussed. On the basis of available figures on production, em-
ployment, military requirements, and imports and exports, it is
apparent that the assumption of adequate or normal supplies dur-
ing the War period, which has been made by eminent economists,
is untenable.



CuAaprTER 1I
OTHER DEPOSITS

IN my essay on Ways and Means I conclude that the infla-
tionary effects of Ways and Means advances of the Bank of
England bave been exaggerated. The Treasury repaid the ad-
vances of the early months of the War by January, 1915, and did
not borrow from the Bank of England in 1915 in the orthodox
manner. In 1916 the direct relations of the British Government
with the Bank of England did not lead to a large measure of in-
flation, for Special Deposits, of great importance in 1916, were
larger than other Ways and Means advances from the Bank of
England. By accepting Special Deposits, the Bank absorbed sur-
plus cash. But Special Deposits are not as effective as orthodox
Ways and Means, because cash received by the Bank as Special
Deposits is ultimately disbursed. In referring to 1916, I have in
mind the first 51 weeks. The Treasury relied on the Bank of
England much more in the last week of 1916, and in the years
1917 and 1918. But even in these years, the additional advances
from the Bank were not nearly as large as the increase in Special
Deposits and departmental advances.

The inflationary effects of advances by the Bank of England
to the Treasury have been exaggerated, but the unfavorable ef-
fects of its rediscounts of pre-moratorium bills and advances to
the acceptors of bills have not been given adequate attention.!
The spectacular increase in O.D. at the Bank of England in the
early months of the War put the banks in a position to expand
rapidly. Although the transfers necessitated by subscriptions to
the War Loans of 1915 made an impression on O.D., they re-
mained above the moderate heights of July, 1914. The large re-

11t has been estimated that the Bank of England, between the middle of
August and the end of November, 1914, rediscounted bills of a value of 120
millions Sterling under Government guarantees. W. R. Lawson, British War
Finance, 1914-1915, p. 117. The Bank of England was also prepared to lend on
the security of the First War Loan issued in 1914-15. L. E., November 21, 1914.
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payments in 1914-15 of pre-moratorium bills discounted and of
advances from the Bank of England deprived the banks of much
surplus cash. Moreover, the Government recouped the Bank for
losses of 28 millions incurred on these transactions. (Both O.S.
and P.D. were written down.) I discuss the history of the repay-
ments of these advances more fully in a later chapter.

For a few months in 1915 and 1916, it scemed that O.D.
might decline to the pre-war level. The decline was from r1r
millions in December, 1915, to 81 millions in May, 1916. The
decline in O.S. was even more marked. From 111 millions in De-
cember they were reduced to 64 millions in June, 1916. Ninety
millions or more of O.S. had been held by the Bank since the first
month of the War; hence it is unlikely that the decline of market
borrowings can explain the large reductions of 1916. (In fact,
money had been plentiful, and therefore advances from the Bank
of England were not large.) The repayment of pre-moratorium
bills could not contribute to the reduction of 0.D. and O.S., the
most plausible explanation of the larger part of these movements
is that the Bank began to accept Special Deposits. The banks con-
verted their O.D. into Special Deposits; and O.S. fell because the
Rank of England used them as collateral against Special Deposits.
The increase in O.S. and O.D. was as marked in the second half of
the year as the decline had been in the first half. With the ebb of
disturbances caused by the War Loan of 1917, O.D. remained
remarkably stable at 125 to 135 millions until the end of the War.

With the progress of the War, the Government learned how
to economize their balances with the Bank of England and thus
were compelled to borrow less from the Bank. The average of
P.D. was approximately 15 millions in the years immediately pre-
ceding the War. During the War large Exchequer balances were
necessary, and often because the Treasury had not learned how
to collect and disburse large sums of money with a minimum of
disturbance to the money market, and perhaps because it was
necessary to withhold the cash from the money market as long
as possible, Treasury balances were large. The Government held
balances of 45 to 6o millions after the flotation of the War Loans
of 1915. But they gradually reduced their balance to an average of
30 millions in 1917 and 1918 in spite of a rapidly rising price level



OTHER DEPOSITS 103

and increased expenditures. Because the market was able to con-
vert excessive O.D. into Special Deposits, and because the Govern-
ment held relatively small deposits with the Bank of England, the
Bank was able to maintain a relatively high reserve ratio in the
latter part of the War. Also, more gold was available.

The Bank of England by purchasing or selling securities might
have accelerated or retarded the rate of inflation. But the Bank
held a relatively small portfolio of investments. The sale or mort-
gaging of all investments held by the Bank of England would not
have deprived the market of a large part of the cash acquired as
a result of Lloyd George’s financial guarantees. P.S. suffered only
moderate fluctuations in 1915 and 1916; open market operations
were not of great importance. An appreciable increase in P.S.
occurred in the first quarter of 1915, and a corresponding decline
occurred after the payments for the first loan were made. These
changes are accounted for in part at least by the purchase and
sales or redemption of Treasury bills. In 1917 and 1918, the
acceptance and withdrawal of Special Deposits was a substitute
for the sale and purchase of securities by the Bank. Of course,
the initiative was with the market, although the Government and
Bank might modify their rates.

The banks are commonly supposed to hold about one half of
their cash with the Bank of England.? But it is not safe to infer
that fluctuations in O.D. indicate proportionate fluctuations in the
cash of British banks, for O.D. include many private accounts,
as well as the balances of foreign and Dominion governments
and banks. Macrosty estimates private deposits at the Bank of
England at 7 millions.® (He includes in private deposits all de-
posits not belonging to British banks.) The Bankers’ Mag-
azine estimates that one half of the loans to the stock ex-
change outstanding at the outbreak of the War was repaid by
1915. Thus cash at the disposal of brokers fell, and balances of
British and foreign banks increased; but O.D. remained rel-
atively stable. Colonial and Dominion banks probably gained at
the expense of British banks. Outside institutions and bill brokers

2 R. H. Brand, War and National Finance, p. 19; also, A. W. Kirkaldy, Indus-
try and Finance, War Expedients and Reconstruction, pp. 230-3I.
8 H. W. Macrosty, “Some Current Financial Problems,” R. S. J., 1922, p. 198.
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received large additions of cash by rediscounting pre-moratorium
bills and by borrowing to fulfill obligations on acceptances. More-
over, the balances of outside institutions increased as large loans
were made to the Allies and Dominions and payments were made
to foreign countries for war supplies.* Special Deposits owed their
origin in large part to the unparalleled growth of cash at the dis-
posal of Colonial, Dominion and foreign institutions. Hence the
inflationary effects of the large creations of cash in the first
month of the War may be exaggerated if one does not consider
that a large part did not accrue to British banks. However, the
balances of outside institutions were reduced by the repayment
of advances that the London market refused to renew.

¢B. M., 1915 (100). October and November reviews.



CuarTEr 111
WAR SECURITIES AND INFLATION

I discuss the effects of the long term war loans on the money
market in an appendix. The inflationary effects of war loans have
been exaggerated by writers. In 1914 and 1915 the banks pur-
chased large quantities of Treasury bills and other war securities
which were included with their Bills Discounted or Investments.
The banks bought Treasury bills in part to replace commercial
bills, which were scarce during the War. With the flotation of the
War Loans of r9rg, Treasury bills temporarily became less pop-
ular. But by the end of 1916, a total of 1050 millions was out-
standing. The Government had found it necessary to appeal to
the public by offering unlimited supplies at fixed rates. The Chair-
man of the Board of Barclay’s announced that the money market
was prepared to buy all bills offered and he criticized the Gov-
ernment for selling to the public at unfavorable prices.? No vig-
orous protests against the Treasury bill policy were made in Par-
liament until May, 1916.% S. Samuels criticized the policy in May
and Sir C. Henry protested in August.*

If banks subscribe to public securities, deposits increase ulti-
mately. But because the profits of the creditors of the Govern-
ment increase, and because accumulations of cash are made in
anticipation of depreciation, renewals, taxes, and the like, part of
the newly created deposits remains inactive. Moreover, as wages
and prices rise, deposits are reduced by the withdrawal of cash.

! The Treasury Minute of May 31, 1899, made provisions for issues by tender
and issues at fixed rates to the National Debt Commissioners or to other public
or semi-public departments. A Minute of April 13, 1915, made provision for
issues to the public at a fised price. Treasury Minute, April 13, 1915. H. C. 199
(1914-16).

2 L. E.,, January 29, 1916.

882 H. C. Cols. 2352-54; 85 H. C. Cols. 1268-71.
4In June, 1915, McKenna, the Chancellor of the Exchequer, expressed a desire

to pay off all Treasury bills, because the failure to renew was embarrassing, and
because they were purchased with bankers’ money. 72 H. C. Cols. 952-53.
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When the public subscribes, some inflation results, for saving
deposits are thus converted into current deposits. This is a criti-
cism of the views generally held (1) that subscriptions of banks
to War loans are a net contribution to inflation by the amount
subscribed; and (2) that subscriptions by the public, not financed
by borrowing from the banks, are not inflationary.® What is of
significance and is often neglected, is that the subscribers reduce
their inactive balances to a minimum; and thus what were previ-
ously hoards, now become active purchasing power. Not only do
they transfer to the Government the purchasing power that
would have been employed on consumption markets—the assump-
tion is generally made that they curtail consumption by the
amount that they subscribe—but they transfer to the Govern-
ment what might have been idle balances. In Keynes’ terminol-
ogy, Thrift and Enterprise do not always keep in step.

The frequency of issue of large War loans was determined by
the capacity of the short term market to absorb Treasury bills.
McKenna, the Chancellor of the Exchequer, said that long term
loans were issued when inflation was rampant, and the Treasury
was obtaining purchasing power that did not represent savings.®
Lansburgh rightly observed that it was not a question of long or
short term loans, but primarily of absorbing power.?

5 Cannan contends that since the poor subscribe to only a small part of the
war seccurities issued, necessary economics in consumption are not obtained by
the sale of securities E. Cannan, An FEconomist’s Protest, pp. 110-11.

680 H. C. Col. 1285.

7 A. Lansburgh, Die Politik der Reichsbank, pp. 38-39.



CuaprtER IV
CURRENCY NOTES AND PRICES

THE contribution of the currency notes to the inflation of the
War and post-War period has been a subject of acrimonious dis-
cussion, both by monetary theorists and politicians. Rist points
out that in general (1) advances to the State by central banks
and (2) issues of notes were strikingly similar in magnitude.t
Cannan takes an extreme position in referring the high prices
exclusively to the excessive issues of notes.? He also contends that
the Government issued notes in order to meet their deficits.?
Mason took a similar position in Parliament. Goodenough pro-
posed a limitation of notes as a cure for inflation.* Pigou’s posi-
tion was moderate, for he maintained that at a certain stage,
limitation of notes would be effective in stopping inflation.® Haw-
trey is of the opinion that the damage was done when the law
limiting issues of currency notes was made inoperative. However,
in an earlier discussion, he contended that so long as credits at the
Bank of England were obtainable, a limitation of note issue was
useless.® Marriott took the orthodox viewpoint in Parliament.
However, he criticized the contention that notes were issued ac-
cording to the needs of bankers.” Grady holds that if the Bank
and not the Treasury had created the currency note, inflation
might have been checked after 19715, since the Bank would have
been warned by its declining gold reserve of the necessity of con-
trolling prices and wages.?

1 C. Rist, “Les Banques d’Emission,” Revue d’Economie Politique, 1921, p. 201.

2 E. Cannan, “Limitation of Currency or Credit?” Economic Journal, 1024,
pp. 53-54. Also An Economist’s Protest, pp. 109-10; H. W Macrosty (Op. cit,
R. S. J, 1922, p. 203), says that currency notes were issued for fiscal purposes
until the middle of 1919.

8 E. Cannan, An Iconomist’s Protest, pp. 115-16.

4 L. E., January 31, 1920. 5 Letter to L. E., December 27, 1910.

6 See his Review of Cannan’s “An Economist’s Protest,” R. S. J., 1928, p. 95;
also Monetary Reconstruction, 1st ed., p. 31.

7123 H. C. Cols. 474-75.
8 H. F. Grady, British War Finance, 1914-19, p. 15§.
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Probably the weight of authority is against Cannan. Wick-
sell contends that the high prices and increased paper money
were the result of a misguided discount policy.? The conclusion
of the Brussels Conference was that a limitation of note issue
would only aggravate the situation.!® When Hahn argued that
central banks might refuse to grant credit and hence to issue
notes, Goldschmidt severely criticized him.'* The latter main-
tained that the central bank is the creation of the State, and,
hence, it is under compulsion to issue notes required for the suc-
cessful financing of a war. According to Leaf it is inexpedient to
limit issues so long as purchasing power in other forms is avail-
able.** Another authority says that increased issues were merely
a symptom of the deterioration of the quality of the notes, which
resulted from the loss of prestige suffered by the State.!® Lieu-
tenant Commander H. Young, in accounting for the inflation, em-
phasized the rapid expansion of credit; but he added that notes
might be restricted to the amounts required by the existing level
of credit.'* Heyn writes that the State is compelled to issue the
quantity of notes required to make credit liquid. As prices rise,
the State necessarily manufactures more paper money.'® Hahn
takes a position different than the one imputed to him above in his
Geld und Kredit where he maintains that the refusal of authori-
ties to create necessary supplies of money would not prevent the
creation of supplies demanded by the public. But he agrees that
logically inflation can be explained by the increase of paper
money, because in the creation of bank credit, such increases are
anticipated.'® He also says that to reduce notes in circulation is

9 K. Wicksell, “Hinauf mit den Bankriten,” Archiv fiir Sozialpolitik wund
Sozialwissenschaft, 1916 (41), p. 751.

10 Brussels Confercnce, *“Two Years After,” p. xl.

1t Jahrbiicher fir Nuationalokonomie, 1918 (111), pp. 740-41. (Review of
Hahn’s Von der Kriegs zur Friedenswahrung). The problem of the increase in
currency notes is similar to the one that arises when a scarcity of small denomi-
nations hampers the exchange of goods for money. Small issues appear inevitably.
See W. Schwinkowski, “Uber Kriegs- und Notgeld im Alter und Neuer Zeit,”
Jahrbiicher fiir Nationalokonomie, 1917 (108), pp. 628-38.

12 Meeting of London, County, Westminster and Parr’s, L. E., Fcbruary 7,
1920.

13 A, Cohn, “Verhandling iiber thcoretische u. 6konomisch-tech- ische Seite d.
Wihrungsproblems,” Schriften des Vereins fiir Sozialpolitik, 1925 (170), p. 289.

14 123 H. C. Cols. 476-78.

18 Q. Heyn, Ueber Geldschipfung, pp. 63-67.

16 A, Hahn, Geld und Kredit, pp. 105-6.
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analogous to lowering the mercury in a thermometer in order to
cure fever.!?

Ricardo’s remarks early in the nineteenth century are worth
quoting. “The argument that no more is issued than the wants of
commerce require is of no weight, because the sum required for
such purpose cannot be defined.” ¥ Aftalion points out that fluc-
tuations in the price level are not determined by fluctuations of
notes in circulation, but he admits that anticipations of fluctua-
tions may have important effects.!?

The position taken by Cannan, Goodenough and Mason is
not tenable. Pigou and Hawtrey are on strong ground, however,
when they put the emphasis on the removal of the limitation of
issue. A limitation of issue is a check on excessive creations of
credit by the Bank of England and joint stock banks. Hawtrey
has expressed himself well on that point. There is general agree-
ment that credit should be restricted directly rather than indi-
rectly through the introduction of a limitation on note issue. It
is also clear that authorities issued notes in response to requests
from the public. An accidental agreement of the fluctuations of
notes and prices is of limited significance for the determination
of the causes of price changes.

One might well argue that the creation of currency notes pre-
vented further inflation. The balances at the Bank of England
were reduced by the withdrawals of cash. Of course the Bank
of England credited P.D. with the proceeds of the issue of
Treasury notes, and these balances were ultimately transferred
to accounts of banks at the Bank of England. If the Government
had not obtained resources in this manner, they probably would
have borrowed more from the Bank of England. Moreover, the
transfer of 28.5 millions of gold from the Bank of England to
the Currency Notes Account was a deflationary operation. Both
notes (reserves) and P. D. were reduced.

The early issues were made for emergency purposes and re-
mained in circulation for but a short period. The Cunliffe Com-
mittee pointed out that the country would not have required ex-

tensive recourse to advances of currency notes had not the credits

17 A. Hahn, Volkswirtschaftliche Theorie des Bank Kredits, pp. 9o-92.
18 Reply to Bosanquet in Works, (McCulloch Edition), p. 341.
19 A. Aftalion, Monnaie, Prix et Change, p. 217.
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created by the Bank of England in accordance with the emergency
legislation made possible appreciable increases of bank deposits.?
With an increasing price level and the disappearance of gold from
circulation, the Government created notes for more permanent
use. I do not agree with Cannan,** Macrosty and Lacout who
contend that the issues of currency notes were made for financial
reasons primarily.*® If the financial motive determined the issues,
could they have been so regular? Would there not have been very
large issues in 1916 and moderate ones in the second half of
1917? Only the large holdings of currency notes by the banks
lead one to suspect that there may have been some pressure from
the Treasury. (‘The large cash reserves of banks are not easily
explained by increases in O.1.)

Hawtrey points out that issues of currency notes made pos-
sible the exportation of gold, and hence, inflation in the United
States. Certainly, economies in the use of gold were made pos-
sible; and the value of Sterling was enhanced by the spread of
inflation abroad. But the exports of gold made possible by the sub-
stitution of paper money in Great Britain, were not an important
cause of inflation in the United States. The gold imports into the
United States were in large part newly mined gold, and secondar-
ily, supplies from the other belligerents. However, Great Britain
would have had to retain more of the new supplies had paper
money not been available to meet the increasing demands for cur-
rency under a rising price level. Hawtrey was one of the few
British economists who discerned some advantage in the circula-
tion of inconvertible paper money.

The reply of the Government to the frequent charges of in-
flationary finance was that the notes were issued according to
trade needs.?* Mason, the most unrelenting critic of the Treas-
ury’s monetary policy, earned the disfavor of Parliament. In
August, 1914, the Government maintained that the redemption of

20 First Report of Committec on Currency and Foreign Exchanges, 1918,
paragraph 10.

22§, Cannan, An Economist’s Protest, pp. 109, 115-16.

28 }{, W. Macrosty, “Some Current Financial Problems,” R. S. J, 1922; G.
Lacout, Le Retour a VEtalon-Or, pp. 28-29. Also see G. Bonnet, La Politique
Anglaise, p. 20.

24 See for example, 70 H. C. Cols. 130-54 and 201-8.
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notes depended upon the action of the banks; but by February,
1915, the Treasury took measures to discourage redemption.??
On a number of occasions, the Government emphasized the need
of centralizing gold supplies by issuing notes.*® Lloyd George, in
explaining the method of issue, said in March, 1913, that the
notes were issued not to meet war expenditures, but rather in re-
sponse to trade demands.?” During a discussion of the Finance
Bill in November, 1915, Montagu, the Financial Secretary, ad-
mitted that the creation of notes was inflationary, but he added
that the demand had increased as a result of the military situa-
tion, the higher wages and the larger hoards; and, moreover, the
currency note policy was approved by Mr. H. Samuel, the spokes-
man for the City.*® Acland, a spokesman for the Government,
denied that the depreciation of the exchanges had been caused by
the excessive circulation of notes.?® Chamberlain, as Chancellor
of the Exchequer after the War, still insisted that the needs of
the public determined the quantity of money in circulation, but he
added that the monetary requirements were determined by the
magnitude of public and private expenditures.3°

In accounting for the high prices, the Government usually
pointed to curtailed production, consumption for war purposes,
disorganized transportation, and similar causes.*' In 1917, Bald-
win, the Financial Secretary, referred the high prices to curtailed
production and the creation of bank credit.** In 1918, Bonar
Law, the Chancellor of the Exchequer, put the emphasis on the
scarcity of supplies.®® Committees appointed by Parliament de-
voted little attention to the creation of paper money and bank
credit. According to the Interim Reports on the Prices of Meat,
Milk and Bacon and on the Prices of Wheat and Sugar, the cause
of high prices was reduced supplies.?*

25 Ibid. Cols. 150-4. 28 75 H. C. Cols, 1961-68; 101 H. C. Cols. 1430-55.

26 Ibid. Cols. 192-97. 2970 H. C. Cols. 154-57.

21 Ibid. Cols. 817-18. 30 114 H. C. Col. 886.

31 Litman is not well informed when he says that inflation (increase of pur-
chasing power) has been one of the explanations most frequently employed to
account for high prices. He is also in error when he says that that explanation
has been used over and over again by the London Statist. S. Litman, Prices and
Price Control in Great Britain and United States During the World War, p. 37.

3292 H. C. Cols. 347-50. 33 yo1 H. C. Col. 1408.

3¢ Report of Committee appointed to Investigate Increase of Prices of Com-
modities, Cmd. 8358 (1910) and 8483, (1917-18).
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British economists have contended that decreased production
was an unimportant cause of high prices. Thus Cannan, in his last
edition of Money, maintains that production increased during
the War.3® Continental writers have put greater emphasis on the
deficiency of supplies.*® For Knapp and his School, money has no
value; hence higher prices were necessarily caused by the cur-
tailment of supplies.37

In general, bankers and politicians put the emphasis on cur-
tailed production and supplies; but economists pointed to the
excessive creations of money and credit.*® In the Swedish Report
of the Committee of Bankers and Political Economists, the latter
concentrate their attention on the increase in notes outstanding
and the low Bank rate.3® Heyn *° referred the high prices to the
increase in consumption, and Vissering *! to scarcity and hoard-
ing of supplies. Jéze and Truchy find in the increase in purchas-
ing power an explanation of secondary importance.** The Board
of Trade Journal pointed out that other factors besides high
profits were responsible for high prices.*® In 1925, the Royal
Commission on Food Prices in its First Report, commented on
the widely held opinion that high prices were caused by defi-
ciencies in supplies.**

Central banks oiffer varying explanations. As early as
1914, the Bank of Lngland commented on the unfavorable
effect of excessive bank credit on prices. But throughout the
War, the Reichsbank denied that higher prices had been caused
by increases in money.*” In the Restriction Period the scar-
city of commodities probably received more attention than

35 E. Cannan, Money, sth Ed. Rev., pp. 89-91. The subject is discussed at
some length in a note at the end of this essay.

36 Thus F. Eulenberg, “Die Entwicklung der Warenpreise in England,” Jahr-
biicher fiir Nationalokonomie, 1917 (109), pp. 457-80.

87 B. Moll, Die Moderne Geldtheorien und die Polilik der Reichsbank, p. 20.

88 Thus Cannan, writing in 1919, said that production was at a higher level
during the War. E. Cannan, An Economist’s Protest, p. 181.

89 B, T. J., August 29, 1918.

40 0, Heyn, “Zum Problem der Geldentwertung,” Jahrbiicher fiir Nation-
alokonomie, 1919 (113), pp. 338-39.

41 G, Vissering, ‘“The Netherlands Bank and the War,” Economic Journal,
1917, pp. 170-7I.

42 G, Jéze and H. Truchy, The War Finance of France, pp. 171-11.

48 B. T. J., May 5, 1921.

44 First Report of Royal Commission on Food Prices, Cmd. 2390 (1925),
paragraph 2s.

46 A, Lansburgh, op. cit., pp. 36-37.
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the excessive supplies of money as the explanation of high
prices.*®

At the end of this essay, I append a lengthy note to the prob-
lem of supplies, and I discuss the problem in my essay on the
Control of Prices and Supplies. Here I need introduce only a few
relevant considerations. An important cause of the increase in
prices was the scarcity of supplies. The economies ob-
tained through the control of exports and centralized distribution
were not large enough to offset the losses suffered on account of
curtailed production and reduced imports. The country was more
concerned over the adequacy of supplies in 1918 than in any
other year; but the increase of prices was moderate. This was
only possible because prices and the distribution of commodities
were controlled, and hence prices were of limited significance.
Because the Government determined the distribution of commodi-
ties, the pressure of large quantities of purchasing power on the
under-stocked markets was reduced. What could the public do but
hoard cash and deposits, or invest in public securities? Do not
maximum prices and curtailed supplies explain in part the success
of continuous borrowing in the latter part of the War? The Treas-
ury allowed the public more liberty in the purchase of a few semi-
luxuries in order to collect more tax revenues. An examination of
British trade figures reveals that commodities were imported
primarily from the Dominions and the United States, Purchases in
the latter country were paid for by borrowing and by selling se-
curities; the purchases in the Dominions were paid for in part by
meeting the foreign war expenditures of the Dominions, and in
part by advances from the Dominions. Exports to the United
States and the Dominions and India fell appreciably. In so far as
Great Britain thus obtained supplies from these countries with-
out giving commodities in exchange, its economic position im-
proved, and a greater deficiency of commodities was averted.

A rather hostile attitude toward the stock exchange during the
War deprived the public of a possible source of employment for
its surplus purchasing power.*” In the early years of the War,

46 See especially, T. Tooke, History of Prices, 11, pp. 346-48, and Brief Ob-
servations On a Letter Addressed to Pitt by Boyd, p. 18.

47 Lawson criticizes the Government for this reason. W. R. Lawson, op. cit.,
p. 130.
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this action of the Government may have had some inflationary
effects. But the Government’s position was vindicated later, for
the public, unable to purchase commodities, had no alternative but
to hoard cash or purchase public securities. The curtailed activi-
ties on the stock exchange probably explain the very slow rate of
increase in bank clearings. In fact, in 1916, the total was lower
than in 1913. That is, however, not the whole explanation, for
provincial clearings did not increase as rapidly as prices. Appar-
ently deposits were not being consumed as rapidly as before the
War.

By encouraging the use of non-cash payments the Continental
authorities tried to keep the amount of notes in circulation at
a minimum.*® Great Britain, on the other hand, did not inter-
fere in that manner, and did not encourage the use of checks.
The check is widely used in Great Britain, and, in general,
notes are employed only where payments by check are not con-
venient. On the Continent, it was hoped to introduce checks into
general use and thus to economize cash. The authorities seemed
to believe that to make payments without the use of notes was less
inflationary than with notes.

Note the contrast in attitude toward the circulation of notes.
The hoarding of notes on the Continent was at an unprecedented
level throughout the War. In Germany when Giro money had
increased ten times, and notes six times, the premium on gold
was only 70 per cent. Of course, the price of gold was a rough
measure of depreciation. The explanation of the moderate rate of
depreciation is that the public held an unusually large part of their
notes for future use.*® Nevertheless, the authorities were hostile
to hoarding; for as a result, the notes outstanding remained at
a high level. Moreover, the public hoarded notes instead of invest-
ing in public securities.”® The governments feared that these large
hoards of notes might be dumped at unpropitious times with dis-
astrous effects on prices. The hoarding of cash was not a trouble-
some problem for Great Britain, although the public held large

48 ['Economiste Frangais, July 21, 1917.

49 A, Lansburgh, op. cit., pp. 18-21.

50 “Les Opérations de la Banque de France,” 1916, Bulletin de Statistique et de
Législation Comparée, 1917 (81), p. 210.
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inactive deposits. The relative increase in purchasing power was
in much closer agreement with the relative change in price levels
in Great Britain than on the Continent; but we should consider
the inadequacy of index numbers in use. Mazzei observes that the
English preferred to put their savings in securities, rather than in
hoards.5?

Hoards, both of notes and of deposits, were of relatively less
importance in Great Britain than on the Continent. The prestige
of the British Government was never reduced to as low a point
as that of the Continental governments, and, hence, there was no
wholesale preference for cash in hoards over Government securi-
ties; but on the Continent, the failure of war loans from 1917 on,
was a reflection of the decline in confidence.

The civilian demand for commodities was sub-normal because
workers had to be content with reduced real wages during the
War; the Government took a large part of all incomes to meet
their expenditures. Workers recouped their losses in part by work-
ing more hours, holding more jobs, and consuming less expensive
commodities.

London

Lconomist

Index no.

Increase of wages Increase of Cost (Increase

compared to July, of Living over July,
1914 1914

Per cent. Per cent.)
December 31, 1914......... 1-2 10 10
19I5, cvvenn. 10-15§ 23 41
I9I6. . ....... 20-25 46 90
I917 . cvevenn. 55-76 76 120
1918. . ....... 95-100 103 137
1919 ... .o, 115-120 115 186
1920......... 170-180 149 131

In 1918, the British Government were embarrassed by a dis-
inclination on the part of the public to exchange deposits for se-
curities. The Government coerced the banks into reducing their
rates for deposits. In Great Britain, it was a question of weighing
cash deposited at advantageous terms against public securities; on
the Continent the alternative was a non-interest bearing invest-
ment, currency notes. In an important sense, it was advantageous

51 J. Mazzei, Il Cambio Itdaliano, p. 46.
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to suffer a loss of prestige. Notes issued by the Continental gov-
ernments retained a relatively high value merely because the pub-
lic refused or were unable to purchase commodities and refused
to purchase securities; and the governments made large savings
on interest.



CHAPTER V
ECONOMY AND TAXATION

ArTHOUGH the British Government referred the high prices to
the scarcity of supplies, they were slow to perceive that real
wages could not be maintained at their pre-War level.! In the
early years of the War, the Government failed to realize that the
successful issue of a great war might be jeopardized by the at-
tempt to maintain real wages; but several members of Parliament
were quick to discern the danger. In the course of a debate on a
Vote of Credit in November, 1915, they dwelt on the need of
economy. Major Evans opposed the extension of the system of
war bonuses, which inevitably result in increased consumption.?
In 1916, Banbury argued that since prices were higher for every-
body, workers alone should not receive compensation.? Harcourt
pointed out that bonuses were not indispensable for workers for,
as prices increased, they purchased less expensive commodities.*
In a discussion of national expenditures, H. Samuel objected to
the official figures for the cost of living because they were based
on pre-War consumption budgets. On the recommendation of a
committee on national expenditures, the Government appointed a
committee to investigate the problem.” That committee concluded
that a comparison of the cost of identical commodities in 1914
and 1918 would serve only a theoretical purpose, for there had
been important changes in commodities consumed. It added that
the Government were intent on obtaining an equitable distribu-
tion of supplies by making necessary adjustments in wages.®

It is pointed out in a note appended to this chapter that the

1 Cannan, perhaps more than anyone clse, objected to the dangerous policy of
allowing workers to maintain real incomes at an undiminished level. E. Cannan,
An Economist’s Protest, pp. 178-84.

245 H. C. Cols. 1209 et seq. 485 H. C. Cols. 88g-9o.

882 H. C. Col. 1705. 5101 H. C. Cols. 1452-53.

8 Cost of Living Committee, Working Classes, Cmd. 8980 (1918), paragraph
4. (Sumner Committee.)
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country suffered from inadequate supplies during the War. Im-
portant officials of the Food Ministry, however, are of the opinion
that more rather than less food was available during the War than
was available before the War.” It is not easy to reconcile that
contention with the testimony presented in the note at the end
of this chapter, However, even if we assume that Beveridge and
Coler are justified in making this contention, it is probable that
the conditions of supply were in part responsible for the higher
prices. Scarcity was prevalent in certain periods; scarcity of
many important commodities—food and other commodities—con-
cerned the public. The extensive measures taken by the authori-
ties were evidence of the danger of inadequate supplies. It is
pointed out by officials that stocks of food were larger in 1918
than in 1913; ® but one may inquire whether the explanation of
the increase is not that available stocks were concentrated in
1918 and hence, that a larger part was included in the census of
1918 than in earlier years. By the early part of 1918, rationing
of several important commodities had been introduced. Condi-
tions were probably better in 1918 than in 1917. The assurance of
necessary supplies through Government control made competition
for available supplies less keen, and hence, the increase in prices
was relatively moderate in 1918 although the rate of increase of
purchasing power was more rapid than in any previous year.
Deficiencies of supplies of a few per cent were quite general; and
even so small a deficiency may result in marked increases in
prices. Maximum prices are usually accompanied by a deteriora-
tion of quality; hence competition for commodities of normal
quality was apt to result in higher prices.

Bowley is critical of those who employ constant weights in
the construction of index numbers; he maintains that the weights
should be based on realized consumption.? But the position that
wages should rise in proportion to the rise of the price of identical
jualities of commodities consumed by the working man was al-
nost universally held. Stamp takes that position when he main-
ains that the poor gained little from the legal restriction of rents,

7 Sir W. Beveridge, op. cit., pp. 230, 310-311, 315; F. H. Coler, 0p. cit., p. 150.

& Sir W. Beveridge, op. cit., pp. 318-19.

? A. L. Bowley, “The Measurement of Changes in the Cost of Living,” R. S.
7., 1919, pp. 347-50.
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because indices for the cost of living and, hence, wages were
depressed.!® In maintaining that the poor were at a disadvantage
because they were unable to substitute less expensive commodi-
ties, Wood took a position diametrically opposite from that taken
by the Sumner Committee.!! (His assumption was that before the
War, the poor consumed commodities of the worst possible
quality.)

The Departmental Committee on Prices reported that in Sep-
tember, 1916, the average increase in the cost of living of the
working classes was 45 per cent, but the increase in wages was
not as great. However, allowance should be made for the increase
in over-time work and the shift to more profitable employments.'?
According to a Report of the Committee on National Expendi-
tures (1922), the Government had been more liberal than private
industry in yielding to demands for higher wages.’®> In Germany,
the cost of a soldier’s ration was widely employed as a measure
for the purpose of adjusting wages. It was a compromise between
a theoretical (unchanging) budget and a budget of realized con-
sumption.'* Private individuals adjusted their purchases to chang-
ing prices more rapidly than soldiers. The Germans early recog-
nized the necessity of reducing real incomes in the midst of a
period of declining supplies.!®

In the early years of the War, the exclusive purpose of taxa-
tion was to raise revenue. But, as we have seen, authorities later
began to consider taxation a means of reducing consumption and
thus economizing supplies. In fact, the shift of emphasis to sup-
plies was so complete that McKenna found it necessary to repri-

10 Sir J. Stamp, Current Problems in Finance and Government, pp. 113-14.

11 F. Wood, “The Increase in the Cost of Food For Different Classes of Society
Since the Outbreak of War,” R. S. J., 1916, pp. 502, 508.

12 Report of Committee appointed to investigate Increase of Prices of Com-
modities, Cmd. 8358 (1916).

13 Report of Committee on National Expenditures, Cmd. 1589 (1922),
paragraph XVIII. According to the Survey of the Ministry of Labour, increases in
wages were not as great as the increase in the cost of living. In 1918, however,
workers had almost attained their pre-War level of real wages (weekly). It
appears from an examination of the detailed figures that increases of wages
were larger in industries controlled more or less by the Government. Engineer-
ing trades, railroads, coal mining, and shipping industries were all liberal toward
their workers. Nineteenth Abstract of Labour Statistics of the United Kingdom, pp.
98-101.

14 R, Dalberg, Finanz-Gesundung aus Wdhrungsnot, p. s.

16 F. Terhalle, Frei oder Gebundene Preisbildung, pp. 18-19.
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mand Joynson-Hicks for denying that the magnitude of monetary
expenditures was of any importance; '® and Bonar Law rebuked
Sir A. Mond for saying that the country needed not money, but
commodities and men.!” Jéze, the French historian of British
finance, takes the same extreme position when he writes that ex-
ploiting the Treasury in its capacity as a buyer, was not a great
evil.® Perhaps the emphasis on supplies was overdone. Unneces-
sarily high wages and high prices for war supplies encouraged
competition with the Government in the consumption of supplies,
and there resulted more inflation than would otherwise have been
necessary.

McKenna and Montagu pointed out as early as October, 1915,
that consumption would be reduced by heavy taxation.'® In No-
vember, 1915, the Prime Minister referred to the necessity of
saving supplies; but he expressed himself in monetary terms.2°
Among economists, Bickerdike and Cannan early pointed to the
necessity for a far-reaching system of taxation if consumption was
to be curtailed.?!

In 1917, a vigorous minority began to consider the problem
of official extravagance and to make it the cardinal point of at-
tack on the financial program of the Government.?? Thus the
emphasis once again was placed on money instead of supplies.
The Government did not lose sight of the fact that revenues had
to be raised. In 1918, their policy of restricting imports of semi-
luxuries was modified. Imports of tobacco, tea, and wine were at
a higher level than before the War. The motive of the Government
was to raise more revenue.

A great war cannot be financed without inflation.?® A strong

1672 H. C. Cols. 608-700; The Committee of Public Accounts (1920) wrote
. . . “financial considerations took a very secondary place in the minds of public
servants. If any proposal had a reasonable chance of helping to win the War it
was, as has been repeatedly shown in the evidence before us, held to be justified,
almost regardless of cost.” C. P. 4., 1920, IV, p. xxii.

17475 H. C. Col. 1734.

18 G. Jéze, Les Finances de Guerre de PAngleterre, 11, p. 97.

1994 H. C. Dcbate of October 13, 1915.

2045 H. C. Cols. 518-19.

21 C. F. Bickerdike, “On Paying for War by Loans,” Economic Journal, 1915,
pp. 440-42; E. Cannan, “Industrial Unrest,” Economic Journal, .917, p. 463.
See also P. Snowden, State and Local Finance, p. 39.

22 Thus see g2 H. C. Discussion of Consolidated Fund Bill of x917.

23 Compare Brussels Conference, 1920. Paper no. 13, Notes on Financial
md Monetary Situation, p. 3.
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Government, however, will reduce inflation to a minimum by in-
troducing a strong tax policy. The tax policy of Great Britain was
courageous. Prion’s contention that it was forced upon the Gov-
ernment because of the unsatisfactory condition of the capital
market, is unfair.?* The magnitude of taxation in Great Britain
was unprecedented. McKenna’s efforts were particularly effec-
tive. The Government recognized that the imposition of heavy
taxes affected motivation and production adversely.?® Under the
onerous rates of the Income and Excess Profits Duty, borrowing
from the banks for the purpose of paying taxes became common.
Even Bonar Law, as Chancellor of the Exchequer, commented
on the practice.?® However, there is some truth in the contention
of witnesses before the Colwyn Committee that the taxpayer
borrowed to pay taxes merely because he postponed disagreeable
payments as long as possible.?” The borrowing was in reality for
other purposes. Was it likely that the banks would extend eddi-
tional credit for this purpose?

The objection to heavy taxation was particularly strong on
the Continent. Bonnet contends that heavy taxation is inflation-
ary.?® Bonn maintains that it impairs saving.?® Several writers
held that heavy taxation is indispensable for an adequate restric-
tion of consumption.®®

24 W. Prion, Der Internationale Geldmarkt, p. 24.

25 See the criticisms of a vigorous tax policy by Heyn: Industry is deprived
of capital and the wealthy do not reduce their consumption. O. Heyn, Ueber
Geldschopfung, p. 54.

26 93 H. C. Col. 382; 105 H. C. Cols. 704-5. Also see testimony of Colonel
Pownall Before the Select Committee on Increase of Wealth (War), Q ss57; G.
Cassel, World's Monetary Problems, pp. 22-27.

27 Committee on National Debt and Taxation, passim.

28 G. Bonnet, Les Expériences Monétaires Contemporaines, pp. 69-70.

20 M. J. Bonn, Stabilisation of the Mark, p. 41.

30 C. Supino, La Carta Moneta in Italia, pp. 100 et seq. Also F. Neumark,
Begriff der Inflation, pp. 39-42.



CHAPTER VI

BANK RATES AND THE CONTROL OF THE MONEY
MARKET

EconoMisTs in general contend that Bank and discount rates
were too low during the War. Keynes, Hawtrey, Cassel, Pigou,
Cannan and Rist were of that opinion.! The Reichsbank defended
its low rate on the grounds that speculative profits were so large
that high rates would have been ineffective.? Many held that high
rates were inexpedient. Prion, however, maintained that in spite
of the monetary ease, discount rates were high; they were deter-
mined by the conditions on the capital market.® Because the
movement of capital was not free, Lotz doubted the expediency of
a high rate.* Bonnet agreed that discount rates were of import-
ance even in abnormal times, but the effects on securities might
neutralize the beneficial effects of a change in the discount rate.?
Especially after the War the London Economist supported the
thesis that high discount rates would be of no avail. They would
not deter foreigners from borrowing.® Many could see no advan-
tage in higher rates when gold movements were not free.” With
an embargo on gold shipments in effect, the market was not
concerned over the strength of the reserves of the Bank of

1See R. G. Hawtrey, Monetary Reconstruction, pp. 30-31. The orthodox view
is expressed well in the Compte Rendu de la Banque de France, 1915, pp. II-12;
also see R. Wolif, “Le Marché Monétaire et les Changes,” Revue d’ Economie
Politique, 1926 (40), p. 300. E. Cannan (An Economist’s Protest, pp. 280-81) made
the statement in 1921 that probably the most important reason for inflation was
that the Government were unwilling to pay a high rate of interest on their
loans. One might inquire if the Government would have been able to borrow
adequate sums at any rate in 1917 and 1918°?

2 A. Lansburgh, op. cit., pp. 39-42.

8 W. Prion, Der Internationale Geldmarkt, pp. 66-67.

*+W. Lotz, Die deutsche Staatsfinanz-Wirtschaft im Kriege, p. 92.

5 G. Bonnet, Les Expéricnces Monétaires Contemporaines, pp. 158-59.

8 L. E., October 4, 1919.

7 Aretz points out that during the Restriction Period a large iuc::ase in dis-
count rates was necessary in order to attract gold, for the ecxpense of trans-
mission was great. P. Aretz, Die Entwicklung der Diskontpolitik der Bank von
England, 1780-1850, p. 15. Of course, the expenses were great during the recent
War.
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England. Thus the market was relieved at the announcement
of a legal embargo on gold in 1919.® However, the state of the
exchanges and the reserves of the Banking Department was not
without influence on the policy of the Bank of England. One may
reasonably take the position that a high discount rate would
result in large movements of temporary funds; and, hence, since
gold movements were restricted, the favorable effect on the ex-
changes might be greater than during normal times.

Wicksell maintains that high rates would have discouraged
the purchase of foreign securities, and hence the balance of pay-
ments of belligerents would have been more favorable. He, there-
for, deplores low rates. He also writes that under the gold stand-
ard a slight increase of the price level results in an increased dis-
count rate, for the supply of cash becomes inadequate at the new
price level. This is a rather doubtful point.?

The contention has frequently been made that the unrestricted
issue of currency notes made it possible for the Bank of England
to lend freely and maintain a low discount rate. It is interesting
to recall that the Lord’s Committee on the Panic of 1847 con-
cluded that the crisis of 1847 had been brought on by the low
discount rate of the Bank of England, and that the Committee
complained because the Bank of England had relied exclusively on
the inflexibility of the note issue instead of on changes in the dis-
count rate.'® According to Nicholson the normal checks against
inflation did not function under the peculiar banking and mone-
tary conditions of the War period.!* Rist maintains that whereas
the quantity of notes in circulation is normally determined by the
production of gold and the international balance of accounts,
during the War the central banks determined how much money
was to be put into circulation.}?

Perhaps too much attention has been given to the problem of

8 B. M, review of April, 1919 (107).

Y K. Wicksell, Vorlesungen iiber Nationalokonomie, 11, pp. 749-52.

10 J. W. Gilbart, A4 Practical Treatise on Bunking. p. 66. One of the im-
portant reasons advanced in support of the Bank Act of 1844, is that under a
rigid system of notec issue, changes in the Bank rate are put into effect to
prevent unnecessary increases in the price level. K. Wicksell, 0p. cit., p. 20%.

11 J. S. Nicholson, “Inflation of the Currency and the Rise in Prices,” Eco-
nomic Journal, 1916, pp. 433-34.

1z C. Rist, “Les Banques d’Emission,” Revue d’Economie Politique, 1921 (35),
p. 20I.
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the appropriate Bank rate. The Government interfered in the
distribution of credit directly; but, in fact, indirect control was
more effective. Industries more and more were rationed in their
consumption of raw materials, man power, and of virtually all
instruments of production.'® It became almost the exclusive busi-
ness of banks to finance industries essential for carrying on the
War. The Bank rate was of little significance in the determination
of the borrowing policies of the war industries. In contrast to
conditions on the Continent, the British Government paid their
bills promptly and often anticipated payments. To some extent,
the Government financed industry. On the Continent, the banks
were forced to finance industry whenever governments were
delinquent in their payments.

In the first quarter of the nineteenth century, the British
Government were accused of inducing easy monetary conditions
in order to effect a profitable conversion.!* During the recent War
there was some evidence of official dictation of the Bank of Eng-
land rate. The only increase in the Bank rate after 1914 and be-
fore the autumn of 1919 was made in August, 1916. The occasion
was an outflow of gold. Perhaps the announcement by the Gov-
ernment that their borrowing powers had been exhausted, is
significant. McKenna said on that occasion: “Of course I cannot
take any responsibility for the Bank rate, because that is a matter
exclusively in the control of the Bank of England. I would like
to say at once that the Governor of the Bank of England spoke
to me of an advance and I entirely agreed with his action.” 1%
In 1917, the Government admitted that they were responsible
for the high rate. The cost of borrowing money had been weighed
against the necessity of supporting the exchanges.!®

It should be recalled here that the Treasury bill rate and the
rate on Special Deposits were of greater significance than the
Bank rate; and the latter is of significance only in so far as it
reflected the Treasury rates. The very stability of the Bank
rate is evidence that it was not always a satisfactory guide. As

13 McKenna stated that taxation could not hamper business enterprise, be-
cause business was wholly controlled by the Government. 105 H. C. Col. 72z:2.
A. Loria (Le Peripizie Monetaria della Guerra, pp. 4-5, 22) points out the sig-
nificance of commercial stagnation for war finance.

14 G, R. Porter, The Progress of the Nation, pp. 580-8I.

1585 H. C. Col. 1286. 16 g5 H. C. Cols. 376-77.
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has been pointed out, there were additional reasons why the
Bank rate was of limited significance.

Both the Government and the Bank of England would have
preferred a low rate for the Government and a high rate for the
public. But that was not practicable. Hence the Government at-
tempted to absorb surplus cash by issuing unlimited supplies of
Treaury bills at high rates, and by accepting unlimited de-
posits (special) at relatively high rates.!” The deposits were ac-
cepted from financial institutions operating in London through
the intermediary of the Bank of England. Thus the market rate
was maintained at a relatively high level.’® The Government ap-
parently applied pressure on private banking institutions. Early
in 1915, banks had agreed not to lend balances at rates below 2
per cent.”® In the latter part of 1915, Dominion and Scotch banks
had agreed to abide by the practise of English banks of maintain-
ing a minimum rate for advances of 4Y2 per cent.?’ During the
greater part of the War, monetary ease was caused by the offer
of excessive supplies of funds. The plenitude is apparent in the
differences between market and Bank rates. The differences were
as follows: 1914—£r1 3s. 2d.; 1915—£1 5s. 11d.; 1916—£0 §s.
od.; 1917—fo 6s. 8d.; 1918—£1 8s. 3d.

The British Treasury was the most important borrower on
the market. Hence the rate for Treasury bills virtually determined
the rate for advances for short periods. If the Government could
borrow at 4 per cent, a Bank rate of 6 per cent would not be
effective. On the other hand, if the Government paid 6 per cent,
no one would lend at 4 per cent. Nicholson observes that changes
in the rates on public securities preceded changes in the price of
money.>t

Undoubtedly, the difference between the Bank rate and the
market rates (bills) was of less significance than usual, for the
commercial bills constituted an abnormally small part of the
investments available in short term money markets. A relatively

17 The issue of unlimited supplies of Treasury bills in 1915 resulted in an
increase in money rates, B. M., 1915 (99), pp. 720-21, 78%-88.

18See comments of L. E., July 3, 1915.

19B. M., 1915 (99), pp. 720-21, 787-88.

20B. M., 1915 (100), p. 499.

21J. S. Nicholson, 0p. cit., Economic Journal, 1916, p. 439. In 1918, the policy
of the Government was to bring down market rates. B. M., 1919 (107), p. 47.
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inelastic demand from some quarters for the reduced supplies of
bills probably depressed the return on them appreciably. These
lenders preferred commercial bills at low rates to Treasury bills
and interest-paying balances at the Bank of England at more
profitable rates. The Bank rate is of significance only because it
reflected the Treasury rate on bills and on Special Deposits. As
has been pointed out, the Treasury controlled both the maximum
and minimum rates on the market through its sales of Treasury
bills at a fixed rate, its acceptance of Special Deposits, and its
preparedness to borrow directly from the Bank of England when
adequate supplies of cash were not forthcoming at the rates set
on bills or on deposits. Under the peculiar conditions of the War,
money did not flow as freely as usual between the various short
term markets,

In 1916, the Government instructed banks to be guided by an
official priority list in making loans. It was reported in Parliament
by an influential member that joint stock banks were asked to
refrain from lending at a rate below 4 per cent and that bill
brokers were threatened with a 6 per cent rate if they discounted
at a rate below 5 per cent.** Bonar Law announced in 1918 that
he had coerced the bankers into reducing their rates to de-
positors.=?

The demands of peace industries for banking accommodation
declined rapidly with the progress of the War. At the Barclay
meeting in November, 1915, the Chairman of the Board of Direc-
tors informed the stockholders that Bank credit had been largely
diverted to war industries.”* In 1918, Sir E. Holden declared that
peace industries had been reduced to a minor position and that
they had converted their assets in large part into inactive bank
deposits.*® Martin, before the Select Committee on the Increase of
Wealth (War) in 1920, testified that the increase in deposits in
his bank—and other bankers agreed—was in business accounts.
Private accounts were of less importance.2®

Peace industries, in the same manner as other industries,
repaid their debts to the banks. Under the peculiar monetary con-

ditions of the War period, business managers were able to ac-

2282 H. C., Col. 23353. 25 L. E.,, February 2, 1918.
23109 H. C,, Col. 674. 28 H. C. 102 (1920), Q. 2049.

920), 49
24 L. E, November 6, 1913.
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cumulate large balances and, therefore, to repay a large part of
their debts to the banks. That is the explanation of a relatively
moderate increase in bank advances in the midst of a period of
rapidly rising prices. If allowance is made for the large advances
made in conjunction with the flotation of war securities, it will
be evident that the accommodation granted to war industries was
not great, and that the advances to peace industries were most
moderate. Bankers frequently commented on the liberated posi-
tion of industry.2?

However, the banks were called upon increasingly to make
advances to clients who were unable to raise capital on the long
term capital market because of Treasury restrictions.?® An exam-
ination of prospectuses issued from 1918 to 1920 reveals that
many such advances were made. A few examples follow:

The General Electric Company issued £2 million of securi-
ties in order to repay the banks for advances for capital pur-
poses.*® The British American Tobacco Co. issued £3 million of
securities to repay banks for advances made since September,
1918.%Y Rowntree and Co. sold securities, “To extend plant and
buildings, and pay off bankers’ loans obtained for financing busi-
ness expansion during the War.” 31 The London Nitrate Co. 32
Rubber Plantations Investment T rust,* Lyons and Co.,** also
borrowed from the banks instead of borrowing on the capital mar-
ket. A leading banker informed the Select Committee on In-
crease of Wealth (War) that a bootmaker who normally bor-
rowed equal amounts from the capital market and the banks
before the War demanded four fifths of his advances from his
bank in 1919.” But these advances in the aggregate may not
have been very large. In 1919, 62.6 per cent of a sample of 310
large private concerns had no overdrafts at the banks, 3

Rist’s statement that the trouble during the War was that
commercial credit was an addition to Government credit, is not

2T L. E., January 27, 1917 and July 28, 1917,
28 B. M., 1920 (110), pp. 46-48; also see 108 H. C. Cols. 88-95.

20 Statist, March 6, 1920. 32 L. E, March ¢, 1918.
30 Statist, May 24, 1919. 33 Ib%'d., December 21, 1918.
81 1bid. 3t Ibid., June 22, 1918.

95 Select Committee on Increase of Wealth (War), Q. z037.

86 Ibid., Further Note by Board of Inland Revenue on Possible Effects of
War Levy upon Business.
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in accordance with the facts.?” The figures for French banks are
significant.?® The decline in the demands of peace industries is
reflected in the reduction of current accounts (creditor) from
1914 to 1916. The figures for the four big credit institutions

were.
Current Accounts (Creditors)
Millions of Francs

4/30/1913 .... 5700 12/31/1915 .... 3600 1917 .... 5960
12/31/1914 .... 3500 12/31/1916 .... 4260 1918 .... 66%0

Prion presents the figures for German institutions. War credits
were substituted for peace credits. The decline in trade credits
from 1914 to 1917 was phenomenal.??

Those who are critical of central bank policy during the War,
seem to be unaware of the fact that the central banks were in a
weak position. The Bank of England’s official rate was 5 per cent
during most of the War, but the market rate was much lower.
Bills were scarce and large quantities of foreign money and un-
usable balances of peace industries were available. The large dis-
crepancy between the Bank and market rates was reduced in
1916 and 1917 by the happy contrivance of Special Deposits.
But in 1918, the gap became abnormally large again. The desire
of the Government to sell securities at a low rate was in part
responsible in 1918. Of what advantage would it have been to
have had a higher Bank rate? *° The rate for advances may have
gone up, but even with a 5 per cent rate, the Government found
it necessary to instruct banks to stop lending at a rate below 4%
per cent. The rate for advances is customarily above the Bank
rate; the pressure of excessive funds is apparent. The authorities
interfered directly with the lending policy of the banks; this
direct action was more effective than an increase in Bank rate.
What concerns the critics of central banking policy is that, en-
couraged by the low rates, peace industries borrowed too much

87 C. Rist, op. cit., pp. 190-9I.

38 J. Lorn, “Principaux Comptes des Quatres Grandes Sociétés de Crédit
Francaise,” Revue d’Economie Politique, 1920 (34), pp. 622-24.

89 W. Prion, Kreditbanken, pp. 72-75.

40 In the latter part of the War and the early post-War period market rates
were much lower than the Bank rate in Great Britain, and appreciably higher in
the United States. The decisive factor was not the Bank rate but other monetary
conditions. Joint Committee on Agricultural Inquiry: Hearings (6%:1), 1921,
p. 559-
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from the banks. But we have seen that advances to peace indus-
tries were seriously curtailed, especially in the first few years of
the War. Most important, the Treasury controlled rates.

Critics of central banking policy are also generally critical of
the Government for offering securities at a low rate of interest;
they assert that the pressure of the Exchequer explains the low
Bank rate. But the offer of the British Treasury to accept all
surplus funds either by selling unlimited supplies of Treasury
bills, or accepting unlimited deposits, both at relatively high rates,
was the measure that saved the official rate from complete inef-
fectiveness. These critics have a real grievance against the Treas-
ury only in 1918.

One should look elsewhere for a tenable explanation of infla-
tion. The supply of loanable funds was excessive. The cash bal-
ances of the banks were abnormally large because the Govern-
ments had disbursed cash obtained through direct borrowing
from central banks, or because the financial community borrowed
from central banks. Moreover, the demands of peace industries
for banking accommodation were reduced. London was peculiarly
affected by (1) the accumulation of large foreign balances, and
(2) by the unprecedented reduction of bills. Foreigners accumu-
lated balances in London either because profitable opportunities
for investment were not available in their own countries, because
they were unwilling to accept the loss involved in converting de-
preciated pounds, or because they had to make advances in order
to maintain their export trade.*' (They were unable to exchange
their £ balances for gold.) Although Sterling exchange was sup-
ported by the retention of balances in London, it suffered indi-

rectly from the encouragement given to inflation by the influx of
foreign funds.

1 Santaponte said that the cheap money policy in Great Britain could be
defended on the grounds that the British could not profit from a high rate in
London, because Italy and Russia could not send short term capital to England.
G. Santaponte, “Il Mercato Monetario ¢ la Guerra,” Giornale degli Economisti,

1917 (54), pp. 211-12. Perhaps, more accurately, the rate was kept high enough
to attract all available balances.



CuartiEr VII
RESERVES OF THE BANK OF ENGLAND

THE reserves of the Bank of England against deposit liabili-
ties were at an abnormally low level during the War; but reserve
ratios had lost their usual significance. The reserve position of
the Bank improved with the liquidation of pre-moratorium bills
discounted and the repayment of advances made in the early
months of the War; but the reserve was reduced by the early with-
drawals of gold for exportation. The United States Mint Reports
reveal large receipts of British sovercigns in the early years of
the War. That fact taken in conjunction with the magnitude of
transfers of sovercigns to the Bank of England in 1920, indicates
that the public and the banks deposited most of their gold with
the Bank of England in the course of the War. In so far as the
authorities substituted currency notes for gold formerly in cir-
culation, the net effects on the books of the Bank of England were
equal increases in banking reserves (cash) and P. D. This is
on the assumption that the gold was not transferred to the Cur-
rency Notes Account. From this viewpoint, the substitution of
currency notes was inflationary. Since the gold received by the
Bank was exported for the most part, the net result was a reduc-
tion of O.D. and an increase in P.D. If the exports were made
on behalf of the Treasury, the resultant statement of the Bank
of England would be identical with the one published before
any of these transactions had becn carried through.

Gold imports, movements of gold from the banks to the Bank
of England, and from the Bank of England to the Currency Notes
Account, are of secondary importance for many who contend that
the magnitude of the reserve is immaterial under an inconvertible
standard. Credit policy was determined by the exigencies of
war. But the movements of gold in these early years determined

the size of the reserves in 1919 and 1920 when the state of the
130
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reserve was an important consideration in the formulation of
monetary policy.

In the second half of 1914, the reserves of the Bank of Eng-
land suffered very large fluctuations:

Millions of £ Sterling

Percentage reserve against
deposit labilitics

July 1 ...... 27.1 40
August 1 .... 84 14
December 1.. 54.8 34

Large gold deposits were made abroad on the security of which
the Bank of England issued notes. Thus in the latter part of 1914
the Bank of England was again able to accumulate adequate re-
serves in spite of the large amount of accommodation offered in
the early months of the War. Gold flowed in when the London
money market refused to renew short-term obligations, and Great
Britain temporarily retained South African supplies. England’s
exports were deflationary and were reflected in losses of gold
from the reserves of the Bank of England. These large gold
exports were deflationary and were reflected in reductions of
0O.D. (and possibly P.ID.) in a period in which advances to the
Allies and Dominions tended to inflate them. In spite of the large
receipts of gold from the banks, the trend of notes issued by the
Bank was downward. In other words, the Bank of England ex-
ported the incoming gold, as well as gold previously held in the Is-
sue Department. In so far as these outward movements took place,
the repercussions were not unlike those under a gold standard.
The trend of reserves was downward in the second half of 1916,
both because gold was being exported, and notes were being with-
drawn for circulation; hence the Bank increased its discount rate.

An understanding of the problems raised by the many con-
flicting movements is to be had by an examination of the banking
figures of the month of March, 1915. The figures for the Bank
of England were as follows:

Millions of £ Sterling

Gold Coin Notes in

Notes and Banking

Issued Bullion P.D. O.D. P.S. 0O.S. Reserve
February 24 ........ 81 62 27 118 2% 103 46
March 31 .......... 71 52 114 90 45 140 36

What conclusions are to be drawn from these figures?
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1. The increase in P, S. is not explained by borrowing on
the part of the Government. That is evident both from the figures
for P. D. and from the figures published in the Annual Return
of Exchequer Bills Purchased by the Bank of England. March
is normally the most profitable month of the year for the Treas-
ury, and in 1915 in addition, the Treasury was receiving cash in
payment for the war loan recently floated. Perhaps the Bank
of England purchased Treasury bills either from the market di-
rect or from the Government. Perhaps the Bank intended to assist
the market.

2. The increase in O. S. does not necessarily mean that the
market was in difficulties. Temporary advances to the Allies and
Dominions by the Bank of England should have made large re-
sources available for the market. The figures for gold and bank-
ing reserves of the Bank of England should be examined. Large
gold exports were made; the necessity of making large payments
abroad for the Allies was an important cause of the exports. In
other words, the cash advanced to the Allies was not entirely
retained at home. The increase in O. S. is not explained merely
by market borrowings to meet tax payments; probably more im-
portant were the advances to the Allies and Dominions. The re-
duction in O. D. is explained in part by the repayment of pre-
moratorium bills; the increase in O. S. occurred in spite of these
repayments.

Fluctuations in Bank of England notes in circulation were
moderate in 1915 and 1916. Fluctuations in the total of Bank of
England notes outstanding were reflected almost exclusively in
fluctuations in the banking reserve. The Bank did not seem to
be much interested in the magnitude of its reserves. Beginning in
1917, appreciable fluctuations of Bank of England notes in cir-
culation became common.! The British profited from the inter-
vention of the United States by retaining a large part of South
Africa’s newly mined gold. Part of this gold was not introduced
into the accounts of the Bank of England. The Bank of England
now began to issue notes secured by it. Fluctuations in its bank-

1 Grady’s explanation that larger denominations were needed is not adequate.
H. F. Grady, British War Finance, 1914-19, pp. 194-95.
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ing reserve were relatively very moderate in 1917 and 1918.
Fluctuations in Bank of England notes issued were reflected by
movements of similar proportions in notes in circulation. In 1917,
notes in the reserve fluctuated between 27 and 34 millions; in
1918, they fluctuated between 26 and 31 millions. The reserve
ratio was even more stable. The Bank was now able to maintain
relatively stable reserves by retaining a larger or smaller part of
its newly manufactured notes. From a policy of stability of Bank
of England notes in circulation, the Bank turned to a policy of
stable reserves. The failure of the Bank to strengthen its reserve
reflected a lack of interest in the magnitude of banking reserves.
In 1919, the reserves began to fall once more; the Bank of Eng-
land was apparently prompt in following the recommendations of
the Cunliffe Committee.
Relevant figures are as follows:

Millions of £ Sterling

Currency Bank of England Bank Notes
Notes* Notes Issued in Circulation
1914 June .................. 57 30
December .............. 20 88 36
1015 June ...l 70 35
December ... .. ... ... 69 70 35
1916 June .................. 78 36
December ........... ... 121 76 40
1917 June ... .. ... 73 39
December .o 185 76 46
1918 June ........... ... ... 83 54
December ..o L. 206 97 70
1919 June .............. ... 105 81
December ... ... ... .. 327 109 90
1920 June ............... ... 135 120
December ... L 320 105 133

* Gold and BRank of England notes in the Redemption Account are de-
ducted from the total outstanding.

True enough, the Treasury controlled the export of gold and
the Bank had a distinctly limited control over the issue of notes.
But the availability of South African gold and the need for notes
of large denominations made it possible to maintain stable re-
serves in the latter period, and to issue Bank of England notes
in larger quantities. To some extent, they were probably inter-
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changeable with currency notes. It is not clear whether the gold
policy was determined in part by the desire to maintain the
reserves of the Bank of England. My opinion is that the Treas-
ury and the Bank were concerned over the magnitude of the
reserves of the Bank and the large issues of currency notes, and
that in part, policy was responsible for the more stable condition
of the Bank reserves in the latter part of the War, and the less
rapid rate of issue of currency notes. If necessary, it was possible
to provide for £5 notes.



CuarteERr VIII

ADVANCES TO THE ALLIES AND DOMINIONS AND THE
INFLATION OF 1915-16

Tue Government transferred 160 millions to the Bank of Eng-
land in the weeks ending July 24 and August 7, 1915, primarily
for advances to foreign, Colonial and Dominion governments and
secondarily to cover advances to acceptors taken over.! On Octo-
ber 23, 1915, the London FKconomist estimated that the sub-
scriptions of the banks to the recent War loans had been 1350
to 200 millions, a total approximately equivalent to the advances
to the Government from the Bank of England. Neither on the
books of the Bank of England nor in the published accounts of
the Government are these advances recorded in the traditional
manner. According to the weekly returns of the Government for
1915, only a few millions of temporary advances were outstanding
in the first few weeks of 1915, and they were repaid in the second
and third quarters of the year. These important Ways and Means
advances were made in an unorthodox manner. Large loans were
made to foreign, Colonial and Dominion governments in 1914 and
1915. The Bank of England was to provide the funds in the first
instance. Apparently, stipulations had been made as to when and
where these funds were to be disbursed. In the agreement with
France of April 30, 1915, it was provided that the French Gov-
ernment were to disburse one third of the credits put at their
disposal in Great Britain.” Canada and the other Dominions were
granted accommodation for the purpose of paying debts in Great

1 According to the L. E. (December 18, 1913), the Government repaid so
millions between July 18 and September 11, and §4 millions between September
12 and November 6. According to the weekly Exchequer accounts, the repayments
were ¢6 millions for the weck ending July 2.4, and 64 millions for the week
ending August 7. (Included were about 28 millions which represented the ad-
vances to acceptors outstanding.) Possibly the larger figures include repayments

on account of Treasury bills held by the Bank.
2 G. Jéze and H. Truchy, op. cit., pp. 305-7.
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Britain.® In so far as the payments were made in Great Britain,
O. D. increased. Advances of 160 millions from the Bank of Eng-
land to the British Government should have been reflected in a
corresponding increase in P. S. But no such change occurred. The
probable explanation is that the Bank of England considered them
private advances, because they were made on behalf of foreign
and Dominion governments. Hence the advances were reflected in
increases of O. S. and O. D. That O. S. and O. D. did not increase
as much as might be expected, is explained (1) by the large
repayments to the Bank of England and (2) by the foreign pay-
ments which were reflected in part by exports of gold.

The weekly statements of the Bank of England and the weekly
finance accounts shed some light on this problem:

Millions of € Sterling

EXCIIEQUER RETURNS

Week ending July 24 July 31 August 7
Receipts .......... 154 4 103.2 622
Expenditures ...... 120.2 37.7 100.2
(Includes ¢6 o of (Includes 64.2
repayments to Bank of repayments to
of England) Bank of England)
BANK OF ENGLAND—WEEKLY FLUCTUATIONS
July 21 July 28 August 4 August 11
P.D. +56.2 +08.4 —30.6 -~4.5
0.D. —23.4 ~39.1 —IT3 +o9
P.S. + 1.4 no change — 6.3 —1.0
0.S. +245 +27.0 - 309 -1

Unfortunately the weekly figures of the Government and the
Bank of England do not cover identical days. A few observations
follow:

1. Although the Government repaid 160 millions to the Bank
of England during this period, P. S. were reduced by but 6 mil-
lions. Apparently these Ways and Means advances were not
included in the Bank’s P. S.

2. Although the market borrowed heavily in order to pay the
Government two or three hundred millions for war securities in

3 Treasury Minute of November 17, 1914, H. C. 47 (1914-16). {'he Dominion
governments were to borrow 42.25 millions from the British Government, which
the Bank of England was to advance until the forthcoming War loans were
floated. Their respective borrowings were (in millions of pounds): Canada, 12.0;
Australia, 18.0; New Zcaland, 5.25; South Africa, 7.00.
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a period of a few weeks, O. S. increased but 52 millions in the
first two weeks, and declined 47 millions in the next two weeks.
The magnitude of the advances made in conjunction with the
flotation of the war loan was concealed by the reduction of O. S.
which followed immediately the Treasury’s repayment of ad-
vances to the Bank of England. The Government now repaid the
Bank for advances on behalf of the foreign and Dominion Gov-
ernments; and P. D. and O. S. were reduced.

Apparently the authorities attempted to conceal the nature of
these transactions by an irregular system of accounting. Al-
though the Dominions and Allies profited from these advances,
they were in fact made to the British Government. The latter
repaid them. Nevertheless, they were not included in P. S. The
repercussions were similar to those that follow the granting of
traditional Ways and Means advances.

The magnitude of the advances of the Bank of England to the
Allies and Dominions is not revealed by the Bank’s statements.*
The British Government revealed the following facts. In June,
1915, the Government were concerned over the large loans of the
Bank of England to the Allies and Dominions.” In the second
half of 1915, the Government reimbursed the Bank for advances
to the Allies and Dominions and for losses suffered in rediscount-
ing pre-moratorium bills. The Bank of England received 104
millions, of which approximately three quarters were for accom-
modation granted on behalf of the British Government to the
Allies and Dominions.® From July 18, 1915, to September 11,
1915, the Bank of England advanced 45 millions to the Allies and
Dominions; and from September 12 to November 6, the Bank ad-
vanced 32 millions.” All advances made after August 12 were still

4 Some revelations have recently been made in the publication of the Amtorg
Trading Company (Russian Gold, 1928) and in M. W. Bernatzky, Monetary
Policy in Russia, and P. N Apostol, Credit Operations. The latter two are pub-
lished in Russian Public Finance During the War. As early as October, 1914,
Russia had exported £8 million of zold to Liverpool. (Amtorg Trading Com-
pany, op. cit,, p. 12.) Russia demanded credits at the Bank of England equiva-
lent to the amount of gold exported and agreed to ship gold only on the
condition that France also would put gold at the disposal of Great Britain and
that the Allies pay Russia’s debts abroad. Amtorg Corporation, 0p. cit., pp. 12-15;
P. N. Apostol, op. cit., pp. 305-7.

592 H. C. Col. s36.

675 H. C. Col. 1198. However, the Finance Accounts reveal total payments
to the Bank of England of 160 millions.

71bid., Cols. 1197-98.
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outstanding in February, 1916. From November 7, 1915, to
February 19, 1916, the Bank of England advanced no less than
66 millions.® In April all but 12 millions of these advances had
been repaid.? In the years 1915 and 1916 the Bank of England’s
Annual Return of Exchequer Bills Purchased revealed unimpor-
tant advances to the British Government. But the advances to
Allies and Dominions described above were Ways and Means, and
both the Government and the Bank were aware of that fact.

The Bank began to advance cash to the Allies and Domin-
ions in 1914.7” That O.S. were maintained at a very high level in
the first half of 1915—there was a gradual increase of 5o millions
—is to be explained by the large advances to the foreign and Do-
minion Governments. It has not been satisfactorily explained why
the British Government did not reimburse the Bank from March
to June when P.D. were well in excess of 100 millions, The re-
payments by the Government in the second half of 1915 were
reflected in a reduction of O.S. to the level of January. That there
were no large increases in O.S. in the first three months of 1916
in spite of the large advances to foreign governments or Central
banks, is probably explained by the fact that securities were with-
drawn as collateral for Special Deposits. There is no evidence
either in the published figures of the Bank, nor in information
revealed by the Government, that the Bank made advances of
this type after 1916. However, the French Government reveal that
£25 million of French Treasury bills had been sold to the Bank
of England by July, 1916, 55 millions by the end of September,
61 millions by the end of January, 1917, and over 70 millions by
the end of July, 1917.'* The Bank of England purchased smaller
quantities of these French bills in the later period of the War.

# 8o H. C. Cols. 452-53. 982 H. C. Col 2003.

10 Thus General Smuts revealed the following facts in an address before the
South African House of Assembly. In September, the Imperial Government had
agreed to advance £7 million to the Union Government. In behalf of the
Government, the Bank of England advanced £5.995 million which obligation the
British Government assumed on December 23, 1914. An additional advance of
£4 4 million was required in the first thrce months of 1015, The Bank of
England had advanced part of this loan. What is particularly interesting in this
statement, is that the Government had taken over some of thew advances as
carly as December, 1914. South Africa. House of Assembly Debates. 1st Parlia-
ment. 6th Session, Cols. 486-87.

11 Byulletin de Statistique et de Législation Comparée, 1916 (80), pp. 330-36;
1917 (81), p. 360; 1917 (82), p. 393.
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From April to July, 1917, the Bank purchased in excess of 8
millions (net); from August to October, it purchased no addi-
tional bills.'* If the Bank retained these French bills, they con-
stituted a very large part of all its O.S. Thus at the end of Janu-
ary, 1917, the total of O.S. was 38 millions and of French bills
61 millions. Of course, O.S. were abnormally low because they
had been used as security against Special Deposits. But even if
we take the normal height of O.S. during the War period—say
100 millions—the importance of this peculiar type of Ways and
Means is easily seen.

Advances to the Dominions were of some importance in the
first year of the War. They were cut off from the London capital
market and required assistance in meeting their obligations in
London. But with the progress of the War, the Allies took a
larger and larger part of the total advances made by the British
Government.’® In the early part of 1915, the French Govern-
ment estimated that their requirements abroad were no less than
250 million francs monthly; and the French Government agreed
to lend Great Britain 500 millions of gold in exchange for foreign
credits of 1500 millions over a period of six months.'* In 1916,
the French Government anticipated foreign expenditures of 600
millions monthly.’> The British Government financed all the ex-
penditures by the Allies for goods produced in Great Britain, and
in addition, up to the entry of the United States into the War,
a part of the expenditures in foreign countries.’® In order to
finance French expenditures abroad, Great Britain required Ster-
ling in London and dollars in New York. Financing French ex-
penditures in Great Britain was a particularly vicious form of in-
flation. Large advances from the Bank of England were involved
and inflation in other forms was necessary in order to raise a few
billions for France. It was particularly unfortunate that this ad-
ditional money was being spent in Great Britain to purchase large
supplies of commodities for exportation to France. The advances
to the Allies were especially irksome in 1917. Financial help from

12 Bulletin de Statistique et de Législation Comparée, 1917 (81 and 82), passim.

13 Thus see 88 H. C. Col. 039.

1% Bulletin de Statistique et de Législation Comparéde, 1915 (77), pp. 587-88.

15 Ibid., 1916 (80), pp. 335-36. The situation became so critical that at the
suggestion of Great Britain, France restricted the importation of luxuries.

1896 H. C. Col. 1122.
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the United States was not obtained as rapidly as had been
anticipated.!?

Canada’s financial relations with Great Britain throw some
light on the problems raised between Great Britain and its Do-
minions. Advances were necessary at an early stage in order to
meet maturing obligations in London, and also to meet the most
pressing capital expenditures.'® Great Britain was prepared not
only to meet Canada’s expenditures abroad, but also to meet war
expenditures in Canada.'® But by 1915-16, the Dominion Govern-
ment announced that they would consume only a minimum of
British credit, and that they were prepared to finance their own
war expenditures; *” and the British exchange problem became so
troublesome that Canada was soon forced to finance its own war
expenditures.** Moreover, in order to obtain a large share of
British war orders, Canada offered to finance purchases of war
supplies in Canada.** Great Britain advanced cash in Europe in
exchange for dollars in Canada. In the course of the War, the
former became indebted to the latter for approximately a hun-
dred million dollars.* A large part of the expenditures financed
by Great Britain was for the maintenance of Canadian troops in
France.*! Great Britain reimbursed France with Sterling in Great
Britain. Canada’s balance of trade changed from a highly unfav-
orable to a highly favorable one in the course of the War. Thus
Great Britain received large additional supplies for the prosecu-
tion of the War. The contribution was not wholly Canada’s, for
its balance with the United States became more unfavorable. The
necessity of financing Great Britain’s war expenditures in Canada
made it impossible for Canada to maintain exchange parity with
the United States, and in 1918, the former attempted to obtain

1793 H. C. Cols. 1089-9o0.

% H. C. Canada, 1915, I, pp. 82-83. (Canadian House of Commons Debates.)

19 Ibid., p. 836.

20 1bid., 1916, I, pp. 39-40, 815. The Canadian Treasury was informed early
in 1915 that it would have to borrow clsewhere. 1bid., 1918, 11, pp. 1285-86.

*1 [bid., 1916, I, p. 808.

22 Ibid., 1916, II, pp. 960-60, 1810-11; 1916, I, pp. 28-29; 1017, I, Pp. 31-33.
Sir T. White, the War Finance Minister, has recently presented new material on
the financial relations of England and Canada during the War. Sir 1. White, The
Story of Cunadu’s War Finance, especially pp. 57-69.

2 H. C. Canada, 1919, 111, p. 3138; Canadian Sessional Papers, Public
Accounts, 1918, pp xi-xiv.

24+ H. C. Canada, 1917, I, pp. 283-84.
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permission to sell securities in New York for the purpose of im-
proving its exchanges.** Apparently Great Britain had some objec-
tions.

The year 1915 might have been a year of contraction, for
0O.D. were reduced by the liquidation of pre-moratorium bills and
the repayment of advances. But the market was able to retain
the large supplies of cash obtained in 1914, largely because the
Treasury resorted to Ways and Means financing on behalf of
forcign and Dominion Governments. The Government profited
from the large resources at the disposal of the banks by selling
war securities to them.?® Advances of 160 millions would not
necessarily result in an increase of 160 millions in O.D. of joint
stock banks, for some payments had to be made abroad. More-
over, a large part of the payments in Great Britain were credited
to foreign accounts in London. The British banks probably re-
ceived more cash from these expenditures of the Dominion and
Allied Governments than they gave up in liquidating pre-mora-
torium bills and repaying advances. Large repayments to the
Bank of England for obligations entered into in the early months
of the War were made by foreign and private banks and bank-
ers. As foreign banks received cash in London in payment for the
large imports into Great Britain, they employed it to repay the
advances made at the outbreak of the War.

While the Government were borrowing heavily from the Bank
of England in order to finance the Allies, they were maintaining
unnecessarily large balances with the Bank of England, especially
in the second and third quarters of 1915.*" The level of P.D. was
higher in 1915 than in any other year. On 23 occasions, they

5 Canadian Monetary Times, January 9, 1920; . C. Canada, 1918, 11, pp.
1255-56. The debt of Great Britain to Canada became so great that the United
States paid part of Great Britain's bills in Canada. H. C. Canada, 1o, I,
pp. 1255-58; Sir T. White, o0p. cit, p. 57.

261t might be pointed out here that the debt to the Bank of England from
the Treasury was increased appreciably during the War period as a result of the
heavy interest charges on Ways and Mecans advances Perhaps 50 or 100 millions
of additional borrowing were necessary for this purpose. The debts incurred for
the management of the public debt were probably not rellected on the books of
the Bank of England. P. S and Undivided Profits (?) would have been appre-
ciabli\irlargcr. This debt was voluntarily cancelled by the Bank of England after
the War.

2T Hawtrey has an interesting explanation. R. G. Hawtrey, op. cit.; Economic
Journal, 1930, p. 479.
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were in excess of 1oo millions. The high level of P.D. was the
result in part of the rather inexpert management of the two war
loans. P.D. increased at the expense of O.D., which were reduced
as the market made payments for war securities,

Writers are prone to exaggerate the inflationary effects of the
war loans. O.D. were abnormally high as a result of the large ad-
vances made on behalf of foreign and Dominion governments;
but the possibility of inflation was reduced by the loss in O.D.
resulting from the transfers in conjunction with the two loans of
1914-15. The Government hoarded large supplies of cash at the
expense of the banks. Other Deposits were reduced to a relatively
low level by the transfer of cash in payment of subscriptions to
the war loans. If reserves determine credit expansion, these loans
were deflationary. The most important conclusion of this section
is that 1915 would have been a year of deflation had it not been
for the financial needs of the Allies and Dominions.

The banks required large balances in 1915 in order to repay
advances, to obtain gold for export purposes, and to pay for
currency notes. As P.D. declined to a more normal level, the
banks obtained the necessary balances at the Bank of England.
By the end of the year, O.S. were at a level appreciably lower
than had become normal during the War. Pre-moratorium bills
were largely liquidated, and advances made to the banks by the
Bank of England during the course of the flotation of the Second
War Loan had been repaid.

I should like to restate and amplify my position. One may
be reasonably sure that important advances of a temporary
nature were made by the Bank of England to the Allied and
Dominion Governments, and that more permancnt advances
were made to the Bank of France, and possibly to the Russian
State Bank. Although the advances were paid out of votes of
credit, large advances were made by the Bank of England in the
first instance, and although periodically repaid, large advances
by the Bank were outstanding during most of the period 1914-16.
It is possible that these advances were made dircctly to the
foreign authorities, and hence that their inclusion with O.S. was
justified; but the British Treasury repaid a large part of these
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advances out of money appropriated for the Allies and Dominions
by Votes of Credit. It is also possible that borrowings from the
Bank on the part of the money market, and, possibly, State
trading ventures, accounted for the increase in O.S. to a greater
extent than I have supposed.

The inflationary sequence was as follows:

I. Pre-moratorium bills discounted and advances to acceptors.

2. Advances to foreign and Dominion Governments on behalf
of the British Government. But the inflationary effects were
reduced by the large war loans,** the large gold exports, and the
increase of currency notes in circulation. From September 1 to
December 29 the gold coin and bullion held by the Bank of
England declined by 15.1 millions, the notes in the Banking De-
partment declined by 19.1 millions, and currency notes in cir-
culation increased by 38 millions; but in spite of these with-
drawals which were paid for with balances at the Bank, O.D.
increased from 89 millions on September 1 to 112 millions on
December 29. This increase synchronized with an appreciable
decline in O.S.: the decline was from 155 millions on August 11 to
93 millions on December 18. The increase to 1r2 millions on
December 29 was in part seasonal.

Other Deposits at the Bank of England increased as the Gov-
ernment consumed the large balances obtained from the flota-
tion of the Second War Loan. The market received additional
cash, and was thus able to repay the Bank for part of the ad-
vances received in the early months of the War and for those
received in conjunction with the sale of war securitics.

The banks subscribed generously to the first two loans. Be-
cause such subscriptions supposedly result in a corresponding
increase of deposits, the practise is frowned upon by economists.
When the banks subscribe, their cash declines and investments
rise; when the Government expend the money thus received, cash
and deposits both increase. The Government thus receive pur-
chasing power that competes with the supplies of cash already
available. Public contractors in turn receive part of this additional

28 The offer of the privilege of borrowing on the security of war loans and
the 4 per cent Treasury bills was a proposal to inflate. 72 H.'C. Col. 1325.
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purchasing power. They have already borrowed from the banks
in order to pay for commodities and services in anticipation of
payments on Government contracts. The Government were gen-
erous debtors, frequently making payments before the fulfillment
of contracts. Some objections can be raised to the position, gen-
erally held, that subscriptions of, say, 1o millions by the banks
result in the creation of 10 millions of additional purchasing
power. The large profits that were made on Government contracts
were held in part as inactive bank deposits; and later they were
in part converted into Treasury balances in payment for taxes.
Additional provision for taxes, for extensions, and for delayed
depreciation and renewals were made by holding larger inactive
balances. Moreover, writers adhering to the above view assume
that the policies of the banks were not moditied in other direc-
tions by the purchase of public securities. The subscriptions of
banks to war loans and the advances to war industries in antici-
pation of these disbursements were, in part, substituted for ad-
vances to peace industries. But, more important, is the question,
would the banks have been willing to hold the large cash resources
received in the course of the War without expanding their de-
posits proportionately? The answer of the banking witnesses to
the Colwyn Committee (1926) was an emphatic no: English
bankers adhere to traditional reserve ratios. If subscriptions to
war loans, advances to potential lenders to the Government and
to contractors had not been made by the banks, other employ-
ments for their resources would have been found. It has also been
pointed out that part of the expenditures of the Government out
of the proceeds of war securities was not reflected in an increase
in credit balances, for depositors with debit balances received
these payments.2?

29 A. W. Kirkaldy, op. cit., pp. 220-21.
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1916—INFLATION

EncLisit banks that held go per cent of the total of (1) Cash
at Home and at the Bank of England and (2) Money at Call
and Short Notice in 1916 distinguished (1) from (2). Their Cash
at Home and at the Bank of England increased by 69 millions
in 1916. (Compare the movement in balances at the Bank of
England and money in circulation.)

Milions of £ Sterling

Increase Subtract
O.D. o, 14.7  Increased gold held by the
Bank of England notes in Bank of England ........... 1.5
circulation .................. 4.4 Gold exports® ... ........... 34.0
Fiduciary currency notes ...... 03.5 —
35.5
Total ..o i 82.6
Net excess ovvvvin i, 47.1

Why was the increase in (1) Cash at Home and Money at
the Bank of England of English banks (69 millions) greater than
(2) the increase of the total money in circulation and of O.D. at
the Bank of England (47 millions)? If we assume that all British
banks held the same proportion of cash to all resources as Eng-
lish banks, the increase in cash of British banks was go millions.
The above comparison is made on the assumption that all in-
creases in O.D. accrue to British joint stock banks. But fluctu-
ations in O.D. do not always accurately reflect fluctuations in the
cash balances of British banks.? British banks may have received
payments on the books of the Bank of England from brokers,
and from foreign, Dominion and Colonial banks and Govern-
ments. Because money rates were high in London, and because
neutrals were often unwilling or unable to receive payments

! The estimate of gold exports is based on published figures for January to
July. This estimate is more likely to be an under- rather than an over-statement.

2 The London Economist (March 24, 1917) points out that the total of O. D. is
not conclusive evidence of the state of the reserves of clearing banks.
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abroad, transfers of deposits may have been made by foreigners
to British banks. To those who agree with Macrosty that British
bankers’ balances constituted over 87 per cent of O.D., the possi-
bilities of such movements within O.D. would not seem great.?
Hulftegger estimates that the balances of British banks were ap-
proximately 4o per cent of O.D. at the outbreak of the War. The
former is undoubtedly nearer to the truth.* It is also probable that
0.D. of foreign institutions, which were abnormally large at the
end of 1915, were largely converted into Special Deposits by the
end of 1916. The conclusion is that the relatively marked in-
crease of cash of British banks is accounted for by the fact that
they acquired a larger proportion of O.D. More is said below on
this point.

Prices rose 34 per cent (Sauerbeck) during the year. How was
that possible when the cash available outside of the banks de-
clined? The increase of cash at the disposal of all British banks
was approximately 9o millions. Since O.D. increased but 15 mil-
lions, the banks’ increased holdings in currency and bank notes
or gold were perhaps in the neighborhood of 75 millions, but the
total increase of money in circulation was appreciably below that
figure. (I am neglecting at present the possibility of transfers
from outside institutions to British banks at the Bank of Eng-
land.) A marked increase in prices occurred while the public was
losing cash. The public continued to give up gold in exchange for
currency notes. Gold was needed for remittances abroad. In ac-
cepting paper money in place of gold that was formerly hoarded,
the public obtained purchasing power that circulated more rap-
idly than gold. Moreover, the proportion of O.D. belonging to
British banks probably increased; hence their increased holdings
of currency notes were not as large as seems probable at first
glance. The large exports of sovereigns to the United States are

3 H. W. Macrosty, “Submerged Information, Banking,” R. S. J., 1927, pp.
367-68.

4 Q. Hulftegger, Die Bank von England, p. 03.

The Bank of England revealed the magnitude of bankers’ deposits in Novem-
ber, 1928. They came to 62 millions as compared to 99 millions of O. D.
(L. E., November 28, 1928.) Most of the former belong to ¢l .ring banks un-
doubtedly. Keynes points out that the clearing banks held two thirds of their
rescrves in notes in 1928. J. M. Keynes, A Treatise on Money, I, p. 6o. Fluctua-
tions in reserves may be accounted for in large part by movements of cash be-
tween the banks and the public and vice versa.
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evidence that the gold holdings of the banks probably had not
increased.

The increase in prices was 34 per cent, in deposits but 13
per cent, and in cash of British banks approximately 37 per cent.
That British banks did not adhere tenaciously to traditional re-
serve ratios, is attested by the history of the year: the reserve
ratio rose from 19 to 23 per cent. If Special Deposits had not
been accepted during the year, the improvement might have
been greater. Investments increased 4 per cent; but bills dis-
counted rose from 1oo to 194 millions. A few banks, publishing
details, revealed that commercial bills were disappearing. Hence
the banks probably purchased more than 100 millions of Treasury
bills. Although the public absorbed almost a billion of Treasury
bills and Exchequer bonds, advances of British banks declined by
4 per cent. The investments in public securities required little
support from the banks. What explains the increase in deposits
of 200 millions? Purchases by the banks of Treasury bills was no
doubt a cause of the increase. One may infer from the rapid ex-
pansion of business profits, from the large reserves made for
capital expansion, taxes and depreciation, and from the increased
savings, that the increase in deposits was largely in saving de-
posits; but actually they were in large part consumed in the pur-
chase of securities. The increase in prices is not easily explained
by the Fisher version of the quantity theory, for neither the
banks nor the public obtained additional cash adequate to ex-
plain the rise of prices. The decline of advances is significant.
The influx of cash gave the banks an opportunity to expand
which they did not take. Money in circulation and advances
probably declined.

The banks may have redistributed their cash, for they held a
rather high proportion in their vaults. With O.D. at but 127 mil-
lions and their cash at 327 millions, the balances of British banks
at the Bank of England were no more than from one third to
one fifth of their total cash holdings.® (Allowance is made for
O.D. not belonging to British banks.) Another possibility is sug-

gested. There have been rumors that the banks included in their

5 McKenna's estimate of the cash holdings of British banks in 1914 and
1019 is of interest here. Apparently the increase in holdings of cash was at a
more rapid rate for the banks than for the public. L. E,, January 31, 19:20.
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cash the Special Deposits at the Bank of England. If we estimate
liberally that the British banks held 9o millions of O.D., there
remain 237 millions of cash to account for. The total of currency
notes and Bank of England notes in circulation was but 220 mil-
lions. If we assume that the joint stock banks held 5o millions of
gold—a liberal estimate in the light of later developments—that
would leave but 30 millions of paper money in circulation in
addition to the gold still hoarded by the public.

The decline of advances is to be noted, and the decline in
commercial bills (compared to 1914) was also significant. The
purchase of Treasury bills by the banks was important because
of the ensuing expansion of deposits. Probably, the increase in de-
posits was more largely in current deposits, for during this year of
continuous borrowing an important part of saving deposits was con-
verted into Government securities. Current deposits were main-
tained at a relatively high level because business had improved
and prices were rising.® Under similar conditions on the Con-
tinent, the rate of increase in current deposits was very rapid.
Since advances were reduced and commercial bills were scarce,
it might be asked what is the explanation of this increase in de-
posits. Purchases of Treasury bills and other investments by the
banks and the increase in cash were contributory causes. If banks
purchase Treasury bills and the Treasury disburse the proceeds,
deposits and securities of banks increase. This is on the assump-
tion that these purchases are not a substitute for other methods
of consuming resources.

The decline in clearings (bank) from 1914 to 1916 is not ex-
plained satisfactorily by the restriction of dealings in securities.
Perhaps the proportion of current deposits was reduced, or, more
likely, they were not normally active.” Otherwise, how are we

6 The Chairman of Parr's explained the increase in deposits in the latter part
of the War by the necessity of holding large Dbalances in anticipation of large
payments in the future. B. M., 1018 (105), p. 436.

7 Keynes in a capable manner discusses the relative magnitude of Current and
Saving (Time) Deposits in his brilliant Treatise on Money. He contends that the
proportion of Saving Deposits declined during the War. However, in my opinion,
an unusually large part of Current Deposits remained inactive, for business men
were accumulating large balances. The failure to verify the imple quantity
theory is perhaps not unexpected. It is too late in the composition of this book
to consider several cogent points made by Keynes in his treatise on money. In
particular, his argument that wholesale index numbers are inadequate meas-
ures of changes in purchasing power, is convincingly put; and he gives an
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to explain the moderate increase in clearings as compared to the
increase in deposits and prices?

The financial year 1916 ends on the 51st week for our pur-
poses, for in the last week of the year, preparations were made
for the War Loan of 1917. Prices rose 34 per cent in 1916, de-
posits increased but 13 per cent, and money in circulation (out-
side of banks) probably declined. Direct advances from the Bank
of England to the Government were of secondary importance.
Advances to customers to enable them to carry war loans were
not of great importance; loans and advances declined 4 per cent.
The increase of cash at the disposal of British banks was marked.
However, with an increase in deposits of but 200 millions, the
banks would have held adequate reserves if they had obtained no
additional cash during the year. The financial measures at the
outbreak of the War, and the advances on behalf of Allied, Do-
minion and Colonial Governments, and, perhaps, to others, made
inflation possible in 1915. But after the flotation of the Second
War Loan (1915) O.D. declined to a low level. However, they
remained appreciably above the pre-war level, although the or-
thodox type of Ways and Means from the Bank of England was
almost entirely repaid. One explanation of the inflated level of
0.D. in December, 1915, is that all pre-moratorium bills were
not paid off, and an appreciable proportion of the advances to
acceptors was periodically renewed. Also, advances from the
Bank of England to the Allies and Dominions were still out-
standing.

That the acceptance of Special Deposits was deflationary, is evi-
dent from the reduction of O.D. by 34 millions in the early months
of 1916. This conclusion might not hold if banks considered
Special Deposits as cash. Of course, in part the reduction was suf-
fered by outside institutions. In the second half of the year, O.D.
and O.S. were again at the higher level of December, 1915. Was
this reaction caused by the withdrawal of Special Deposits, or by
renewed financing by the Bank or Treasury on behalf of the Al-
lies? Probably the Bank substituted P.S. as security against

Special Deposits. Large advances were made to the Dominions
important place to the relation of Savings to Investment or Thrift to Enterprise

in the determination of prices. J. M. Keynes, A Treatise on Money, 1, pp. 36-40,
57-64; Book IlI, Chs. 9-12; 11, Book VI, Book VII, Ch. 37.



150 MONETARY POLICY OF GREAT BRITAIN

and (especially) to the Allies in 1916. The Bank purchased French
Treasury bills in large quantities. If the financing of Allied Gov-
ernments by the Bank or Treasury resulted in larger O.D., the
effects were in part nullified by the acceptance of Special Deposits.
As foreign and Dominion banks converted these resources into
British securities and Special Deposits, the proportion of O.D.
to the credit of British institutions increased, for Treasury pay-
ments were made in large part to British contractors, and even
when made to the credit of foreign and Dominion institutions, the
proceeds were in turn invested in British securities or Special De-
posits. Thus they would ultimately be converted into a balance of
a British bank at the Bank of England.

No large loan was floated in 1916, McKenna announced that
so long as the public subscribed to short-term Government securi-
ties out of real savings, no large loan would be floated. In 1916
the public was converting its savings into short term securities;
inflation was making little headway. The increase in prices is to
be explained in part by deficient supplies, rather than by the cre-
ation of artificial purchasing power. The large issues of currency
notes were made as a result of the high prices and to replace
gold formerly in circulation.



CHAPTER X
1917-19—MORE RAPID EXPANSION

THE increases in deposits, advances, and cash of British banks
were greater in 1917 than in 1916; but the increase in prices was
but 20 per cent. Deposits were higher by 20 per cent, and ad-
vances by 14 per cent. The latter is a more informative measure
of inflation in a period in which the distribution between saving
and current deposits is chaging rapidly. Although Treasury bills
outstanding declined, discounts of British banks increased by 6o
per cent, After the flotation of the Loan of 1917, Ways and Means
remained at a higher level, and the trend was upward thereafter.
Approximately 70 millions of additional Currency and Bank of
England notes were put into circulation. The increase of O.D.
from the last Saturday of 1916 to that of 1917 was not great.
The increase would have been greater had not O.D. been ab-
normally high in the last week of 1916 on account of the prepara-
tions for the War Loan. British banks held more cash than in
1916; O.D. had increased from 120 to 148 millions, and money
in circulation had increased 71 millions. Whercas cash flowed from
the public to the banks in 1916, the flow was reversed in 1917.
The Government disbursed hundreds of millions in 1917 and
1918 in the purchase of commodities. Traders received in return
bank deposits, which were created by the banks for the Govern-
ment. Deposits increased as a result of the activities of the Gov-
ernment. The increase in deposits is not a satisfactory measure
of inflation, because the proportion of deposits that are con-
sumed relatively slowly probably increased. On the other hand,
advances are of limited significance, because the inflation of the
period was caused in large part by excessive purchases of public
securities.

Movements of securities between the banks and the public
may be inflationary or deflationary. The absorption of Treasury

I5I
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bills in 1917 by the banks was reflected in an increase of deposits
and of bills discounted. But the dumping of investments by the
banks resulted in a decrease of investments and deposits. Al-
though the War Loan of 1917 had been floated in the meanwhile,
the banks held a smaller amount of these investments on June 30,
1917, than on June 30, 1916. The public absorbed the long term
securities issued in 1gr7; but large advances were made by the
banks in order to enable subscribers to pay.! The flotation of the
loans of 1915 had not been accompanied by such large advances.
Bonar Law announced in May, 1918, that a “big” loan was in-
advisable, because the advances obtained from the banks in the
course of the flotation of the last loan had not been repaid.®

The history of 1918 was not unlike that of r917; but the
Treasury relied more on continuous borrowing. The banks con-
tinued to purchase Treasury bills from the Government and the
market, and did not purchase long term investments in large
quantities. The latter constituted a smaller proportion of all
banking assets in 1918 than in 1917.3

Approximately 120 millions of notes were put into circulation;
this was easily the most impressive increase of the War period.
The increase in “Cash and Money at the Bank of England” of
British banks was approximately 6o millions. I estimate O.D. at
205 millions on December 31, 1918, or an increase of 56 millions.
Bank of England notes in circulation were higher by 31 millions,
a phenomenal advance. The public absorbed large supplies of
cash during the year, for the addition to O.D. was approximately
equivalent to that in Cash and Money at the Bank of England
of British banks. But outside institutions may have acquired part
of the additional O.D., because in the course of the ycar, the
rate on Special Deposits was reduced. However, they probably
transferred part of their deposits at the Bank of England to joint

1 Fraser even attributed the decline in the rate of increase in the price level in
1017 and 71918 to the participation of the public in the purchase of public
securities. Sir D. D. Fraser, “The Maturing Debt,” R. S. J., 1921, p. 27. The
Government again offcred Treasury bills by tender, with the result that the
public was virtually excluded from the Treasury bill market. B. 1., 1917 (103),
pp. 696-07.

2106 H. C. Cols. 235-39.

3 However, the banks offered gencrous help to purchasers of Government
securities.
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stock banks at high rates of interest, or invested in Treasury
bills. That the banks were not holding large surpluses of cash in
1917 and 1918, is attested by the unusually large borrowings in
the last week of the year from the Bank of England. The loss of
surplus cash as a result of the introduction of Special Deposits,

is apparent.
Millions of £ Sterling

1915 1916
0. 8. O D. 0.S. 0.D.
12/22/18. ... a ... 102 99 12/27/16. .. ... 106 127
12/29/18. ... . ..... 112 112 1/ 3/17. 92 116
1/ 5/16.......... 115 100
1917 1918
0.S. 0.D. 0.S.
12/26/17. . 00o.. .. 95 124 12/23/18. ... ... ... 92 149
1/ 2/18.......... 106 153 i/ 1/19. ..., 106 215

These figures do not fully indicate the extent to which the market
relied on the Bank of England, for additional resources were ob-
tained by the withdrawal of Special Deposits. P.S. were generally
pledged against Special Deposits. A phenomenal increase of P.S.
from 58 millions on December 26, 1918, to 124 millions on Janu-
ary 1, 1919, is probably to be explained by the withdrawal of
Special Deposits to meet the end-of-the-year requirements,

The public disposed of part of its holdings of Treasury bills.
With profits abnormally high in 1917 and 1918, deposits were in-
creasing rapidly, and were being converted, in large part, into
Government securities. However, the increase in deposits was too
rapid to satisfy the Government; hence the banks were coerced
into reducing their rate for deposits. The increase in deposits was
marked both in the second half of 1917 and the first half of 1918;
but in the second half of 1918, it was inappreciable,

A large increase of money in circulation and in deposits was
accompanied by a rise in the price level of but 5 per cent (Econo-
mist). Movements in the total of deposits, in money in circulation,
and in banking reserves do not offer an adequate explanation of
the changes in the price level. In 1916, 1917, and 1918, the corre-
lation between fluctuations in money and deposits and the price
level was not high.*

The Government disposed of several thousand millions of

4 HHowever, contrast J. S. Nicholson, op. cit., Economic Journal, 1916, p. 439.
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investments in 1917 and 1918, but a modicum of inflation re-
sulted. The increase in bank advances was small compared to the
issues of securities, and moreover, the increase is to be explained
in part by the higher price level.

In 1918, as in 1917, the Government resorted to Ways and
Means (Bank of England) advances more systematically and
more intensively than in the earlier part of the War. But by
accepting Special Deposits and borrowing on Department Ways
and Means, the authorities absorbed the surplus of cash thus made
available by the Bank of England. However, O.D. tended to rise
in 1917 and 1918, although the increase was small in comparison
with the movement in prices. Probably, O.D. were composed
largely of balances of British institutions, for the balances of out-
side institutions were converted largely into Special Deposits and
British securities. The upward tendency of O.D. is to be ex-
plained in large part by the accretions of gold and by advances
from the Bank of England to the market. O.D. were reduced as a
result of large withdrawals of currency notes; but that is already
accounted for in large part by the increase in Department Ways
and Means.

An increase in prices of 20 per cent; a large addition to de-
posits, and an even larger increase in advances; the discontinu-
ance of Special Deposits; a negligible increase in money in cir-
culation; a decline of 150 millions of Bank of England Ways and
Means in the last quarter made possible by large issues of Treas-
ury bills; an unsuccessful loan in the third quarter—these were
the outstanding events of 1919.

The repayment of Special Deposits was unfortunate at this
time. Occurring in the midst of a period of inflation, it was par-
ticularly undesirable, for the market thus acquired additional
supplies of cash. In repaying 150 millions of advances to the
Bank of England, the Government displayed courage. Although
the Government sold 250 millions of Treasury bills (net), the net
effect might have been deflationary. But unfortunately the reduc-
tion of Ways and Means was in large part a repayment of
Special Deposits, and hence, O.D. did not decline rapidly. Of
course, the Bank repaid the market’s Special Deposits with cash
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previously transferred by the market. But this cash might have
been used to reduce the traditional type of Ways and Means.
True enough, the Treasury continued to sell bills, and in so
far as investors were prepared to purchase bills to replace Spe-
cial Deposits, the effects of the reduction of Special Deposits
were not of importance. However, such reductions of Ways and
Means are to be distinguished in their effects from the reductions
in the orthodox type of Ways and Means.

Cash and Money at the Bank of England of British banks
increased by 5o millions; but O.D. declined by 34 millions. The
increase of money in circulation was 28 millions. Perhaps with
the termination of Special Deposits, the proportion of O.D. be-
longing to British banks increased, for they offered to accept
deposits at advantageous terms from foreign holders of balances
in London.

The repayment of Special Deposits handicapped the authori-
ties in their attempts to enforce deflation. In the first quarter of
the year, the Government received large revenues from taxes and
from the sale of war supplies. But the banks, withdrawing their
Special Deposits, were not disturbed. Although Ways and Means
were reduced by 97 millions from January 11 to February 4,
P.S. declined but 21 millions. The divergence in the movements
of P.S. and Ways and Means is explained in large part by the
withdrawals of Special Deposits, which movements were reflected
in additions to O.D. and P.S. A policy of deflation was not en-
forceable so long as the banks held large quantities of Special
Deposits or Treasury bills. Their importance is made clear by the

following figures:

Midlions of £ Sterfing
Ways and Means P.S.

June 7-30 ..o 4317 June 4-July 2 ... ..., J-40
July 12-August 2 ... —498  July 16-August 6 ............. —12
October 11-November 29 ...... —z215  October 8-December 3 ....... 27

The independent position of the banks is apparent from the
unprecedented stability of O.S. Even in the first quarter of the
year they were remarkably stable. Reports of scarcity were fre-
quent, however.

The Victory loans were a failure: the banks were forced to
purchase 1oo millions of the issues. Advances increased at a more
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rapid rate than in any previous year. Nevertheless, evidence of
the inflationary effects of the loans is not apparent in the magni-
tude of deposits which were at a lower figure on December 31
than on June 30. (The Victory Loan was floated in the 3rd quar-
ter.) A possible explanation of the stability of deposits is the sale
of Treasury bills to the public by the banks, the large remittances
abroad, and increased issues of currency.



CONCLUSION

THE introduction to this book contains many of the important
points made in this essay, although it does not in any sense serve
as a substitute for the reading of the book. The object at this
point is to bring the reader’s attention to a few conclusions wor-
thy of special emphasis.

Fluctuations in the total purchasing power are not an ade-
quate explanation of the price history of 1914-19. In the early
years of the War, the currency notes put into circulation were in
large part substitutes for the gold formerly in circulation. The
net addition of money was not adequate to explain the marked
increase in prices 1914-16. Moreover, since the increase in cash
of British banks during this period is not accounted for by the
increases in O.D. and Bank of England and currency notes, 1
conclude that the movement of cash was from the public to the
banks. Although prices increased less rapidly in 1917 and 1918
than in the earlier period, the authorities created money at a more
rapid rate and cash flowed from the banks to the public. Mod-
erate creations of cash and reductions of cash in circulation (out-
side of the banks) were accompanied by rapidly rising prices in
the first few years of the War; and a more rapid rate of manu-
facture of money, and movements of cash from the banks to the
public in the latter part of the War were accompanicd by mod-
erate increases in prices. What is the explanation?

An examination of available statistics reveals that supplies
were below normal in 1915-16; but the scarcity was more marked
in 1917-18. In the carlicr period, the public disbursed their cash
quickly; hence prices rose rapidly. In the latter period markets
were controlled. Prices were fictitious in the sense that unlimited
supplies could not be purchased at market (controlled) prices.
Hence more purchasing power was diverted to security markets
and hoards. Thus is explained the decline of the rate of increase
of prices in 1917-18, for the increase of prices might have been
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greater as a result of the great concern over supplies, the large
creations of money and credit, and the demands for cash emanat-
ing from the public.

An advance by the Bank of England to the Government re-
sults in an increase in P.D.; and (later) a reduction of P.D., and
an increase in O.D. The inflationary effects of the orthodox type
of Ways and Means advance have been exaggerated. In the early
period of the War, such advances were moderate and were repaid
at an early date. In the later period, they were of greater im-
portance; but their inflationary effects are to be considered in
conjunction with the deflationary effects of Special Deposits,
which were accepted by the Bank of England and put at the dis-
posal of the Government. However, when the cash thus received
was expended by the Treasury, the deflationary effects were neu-
tralized. Moreover. the receipts from the issue of currency notes
were included in Department Ways and Means, and the with-
drawal of notes was reflected in a reduction of balances at the
Bank of England. The money market exchanged O.D. for cur-
rency notes; however, the former were replenished when the
Government disbursed the cash (balances) received in payment
for notes.

The activities of the Bank of England in the early months of
the War and in conjunction with the 1917 War Loan led to an
addition of O.D. which was maintained more or less permanently
in spite of the reactions that followed soon after. The early ad-
vances of the Bank of England to the money market, the advances
to the Allies and Dominions from 1914 to 1916 and the smaller
advances in 1917, the accretions of gold, and large advances
to the money market in the latter part of the War were the
successive operations that tended to keep O.D. at a high level.
Without a doubt, too much attention has been paid to the
traditional type of Ways and Means. However, the latter had a
particularly unfavorable effect in that the additional balances at
the Bank of England were retained until the Government repaid
the advances. Hence the deflationary effects of an equal quantity
of Special Deposits or Department Ways and Means ( withdrawals
of notes, for example) were not as great as the inflationary effects
of orthodox Ways and Means advances from the Government.



CONCLUSION 159°

The loss of cash was only temporary; the market was reimbursed
as soon as the Government disbursed the proceeds of these ad-
vances. By accepting Special Deposits and selling unlimited sup-
plies of Treasury bills, the authorities obtained cash formerly at
the disposal of the banks. Indirectly also they thus were respon-
sible for a measure of deflation; for, by pegging rates, they
discouraged borrowing to a limited extent.



NOTE 1
KEYNES’ INTERPRETATION OF THE INFLATION I’ERIOD

KevNEs’ brilliant Treatisc on Money has just appeared. His inter-
pretation of the Inflation period is as follows ': “Thus forced transfer-
ences of purchasing power in some shape or form were a necessary con-
dition of investment in the material of war on the desired scale. The
object was to curtail gemeral consumption, and it would have been
quite insufficient to curtail the excess consumption of the relatively
rich, since their consumption, especially in times of war, is not a large
enough proportion of total consumption. It was a choice, therefore,
between the remaining alternatives—between lowering money-wages or
letting prices rise.* Thus the entreprencurs would become, assuming the
adoption of either of these alternatives, the collecting agents, so to
speak, for the resources abstracted from the ecarners of incomes. At
such a time it is necessary to divert production resources of all kinds
from one employment to another on a large scale and as rapidly as
possible. It would be next door to impossible to achieve this except by
involving the assistance of the price mechanism, i.e., by placing credit
facilities at the disposal of the new employments and allowing them to
bid for productive resources against the old employments, thus allow-
ing some measure of Income Inflation. But the object, we must remem-
ber, is to let prices rise more than earnings; we desire primarily, that
is to say, a Profit Inflation, not an Income Inflation. It is expedient to
use entrepreneurs as collecting agents. Having adopted for quite good
reasons a policy which pours the booty into their laps, let us be sure
that they hand it over in the form of taxes, and that they are not
enabled to obtain a claim over the future income of the community by
being allowed to ‘lend’ to the State what has thus accrued to them.
They (British Treasury) had got as near to the ideally right procedure
as could be expected. They are only to be criticised for not applying
the procedure early enough and for not following up their other taxes
by a Capital Levy in 1919.”

1J. M. Keynes, A Treatise on Money, 11, pp. 170-76. What follows has been
pieced together.

2 Keynes makes a deserved attack on the financial purists, and then points
out that it would not have been expedient to reduce money wages.
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The following criticisms of Keynes’ interpretation of this period are
offered : —

1. The Income Inflation was greater than might be inferred from
Keynes’ discussion. Wage earners were remarkably successful in keeping
wages up, interest rates were high, and net profits after payment of
taxes remained at a high level.

2. Hence maximum prices, control of supplies and security markets,
and sales of Government securities to workers, capitalists and entre-
prencurs were of great importance. This is especially important if, as
Keynes contends, taxation was carried as far as was practicable. T am
inclined to agree with him in that conclusion, in general, although
Bonar Law’s régime in the latter part of the War was not characterized
by a vigorous tax policy. By controlling prices, supplics, bank credit,
the Stock Market and the like, the Government succeeded in diverting
purchasing power to the market for their securities. Control of supplies
and prices was an important adjunct to the tax power.

3. The entreprencur did not hold the vital place in the mechanism
that Keynes would have us believe. Large sales of securities were made
to others. These sales were of great importance especially because
vigorous taxation of the many was difficult, and the danger of excessive
consumption was great. Moreover, the banks advanced credit directly
to purchasers of securities and purchased securities on their own ac-
counts. Of course, this process increased the Profit Inflation. Taxation
was of secondary importance-—especially taxation of the business man—
compared to other methods of obtaining revenues. Moreover, one should
not neglect the important revenues received in the process of introduc-
ing a state of Profit Inflation.

The large sales of securities in 1918 constituted one of the great
achievements of the Treasury. Subscriptions by all classes were of im-
portance, and without control of markets and prices, the campaign of
continuous borrowing would have failed.

4. Keynes points out that limited Income Inflation was necessary
in order to assure the diversion of credits required for War purposes
from non-essential consumers of credit. But in part the diversion was
effected through the control of the distribution of both bank and capital
resources.
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NOTE 11
PropucTioN AND SUPPLIES

One important cause of the high prices during the War has not been
adequately investigated. Statements have bcen made concerning the
adequacy or deficiency of supplies, but no attempt has been made to
assemble the available facts.! The more important sources of informa-
tion are:

Annual Statement of Trade of the United Kingdom with Foreign
Countries and Britis