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John Maynard Keynes (1883—1946) was without doubt one of the most influ-
ential thinkers of the twentieth century. His work revolutionised the theory
and practice of modern economics. It has had a profound impact on the
way economics is taught and written, and on economic policy, around the
world. The Collected Writings of John Maynard Keynes, published in full in
electronic and paperback format for the first time, makes available in thirty
volumes all of Keynes’s published books and articles. This includes writings
from his time in the India Office and Treasury, correspondence in which he
developed his ideas in discussion with fellow economists and correspondence
relating to public affairs. Arguments about Keynes’s work have continued
long beyond his lifetime, but his ideas remain central to any understanding of
modern economics, and a point of departure from which each new generation
of economists draws inspiration.

This volume brings together Keynes’s attempts to influence public opinion
and policy concerning primarily British affairs between 1922 and 1929. Dur-
ing this period, his major concerns were Britain’s attempt to return to the
gold standard and its consequences, industrial policy (especially in the cot-
ton textile industry) and unemployment policy, although he became briefly
involved in many other subjects. Most of the volume consists of Keynes’s
journalism for the period, but it also contains his previously unpublished
evidence to official committees, anonymous contributions to the Nation and
Athenaeum, and related correspondence.



At a meeting of the Liberal Industrial Inquiry, 1927.

Sir Herbert Samuel, Walter Layton, David Lloyd George,
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Chapter 1
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FINANCE AND INVESTMENT, 1922-1923

Although domestic events and policies absorbed some of Keynes’s attention
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peace treaties and post-war reconstruction, absorbed most of the time and
energy he devoted to public affairs. From late 1922 onwards, however, the
focus of his interests began to shift more towards Britain and her problems.

An indication of this shift in focus came with the fall of Lloyd George’s
Coalition Government, in the midst of talk of an election campaign, following
the meeting of Conservative members of Parliament at the Carlton Club on
19 October 1922, and Bonar Law’s succession as Prime Minister. Two days
after Law assumed office, Keynes spoke to the g5 Club, a Liberal society,
in Manchester.

Notes for a speech at the 95 Club, Manchester, 25 October 1922

I believe in the depth and reality of the great traditional
divisions between parties,—that they depend on deep principles
which are forever reappearing in changing circumstances.

I therefore welcome it with profound relief that the confusions
which perhaps inevitably followed the suspension of political
controversy during the war have been brought suddenly to an
end; and that Liberals can again stand together as Liberals
determined to make prevail sooner or later the principles of wise
government.

But eight years have passed since we were in this position.
Other preoccupations have overwhelmed us. We need therefore
a greater intellectual effort than usual to get our principles
clearly embodied in a programme. And when Liberals meet
together on such an occasion as this, we shall spend our time
best in discussing together what this programme ought to be.

We must begin with the national finance, the consolidation

of which is the necessary condition of progress in most other

Rizwwaa Riiw Axww wididiez WASAANALLIRSLL WA PRAVRIMID il LLIVOL iiNwE

directions.



ACTIVITIES 1922—-192¢

I venture to lay down this proposition—that the field of
possible economies is comparatively narrow.

A large part of our expenditure—service of debt, pensions—
honourable and unalterable commitments.

A further part are social services which it would be wasteful
to curtail. I am afraid that we must agree that all further
expensive schemes of social improvement, even though they
may be productive in the long run, must be postponed. But we
must be equally obstinate in keeping those we have.

Beyond this there may be waste arising from mismanagement.
Economies in this direction not significant in relation to the
budget.

There only remain two categories of large expenditure,
armaments and commitments abroad.

I think we have got to go for these two items bald-headed.

B[onar] L[aw]’s administration will do its best but not
bald-headed.

We must have a change of policy so drastic that it may even
involve some risks.

Beginning with overseas commitments

Evacuation of Palestine and Mesopotamia with possible
exception of Basra

Appeal to Dominions to take up more fully their share of
policing the Empire

Reduction of the Army even to a point incompatible with
our exerting agreed influence in Europe.

There is no better way of ensuring peace than by assuming
it. We can only save ourselves by assuming that for 15 years we
are not going to be involved in a war by land, even if the
assumption is doubtful and needs courage. If no one is afraid
of us, I do not think that there is anyone of whom we need be
afraid.

We must take the lead in disarmament and not make it
conditional on the action of others.

If we have a happy and prosperous people at home, we should
always be equal to a great emergency if it ever arises again. This

2



FINANCE AND INVESTMENT, 1022—1923

is the best form of preparedness and if, as I believe it is, it is
incompatible with the other forms of preparedness, this is the
one to be followed.

There are no important economies to be made except in this
direction. We must therefore attack these with courage and the
utmost determination. So much for expenditure. (Does Mr
McK .[enna] feel confident that the conservative administration
will do this?) What about revenue?

It would be very nice to reduce the income tax—too high for
social expediency. But very rash at present to promise reduction
of any taxes at all.

Are there any new taxes which ought to be put on. What about
protective import duties?

I have not the slightest doubt that B[onar] L[aw]’s admini-
stratton will introduce protection sooner or later. Mr Law
himself won his spurs on this subject. He is still an ardent and
CODVIHLCQ pI'O[C(.IlUl'llb[ I'IC ﬂab bClC(.IC(] as mS L[nancellorj OI
[the] E[xchequer] the parent of the Safeguarding of Industries
Bill." He will find it hard to balance his budget. Partly on pretext
of revenue etc.

You in Manchester all know what a disastrous and deceptive
prescription this would be for making both ends meet.

Nevertheless the danger is great—a wave of protective
sentiment passing over Europe.

Yet every scrap of experience which accumulates emphasizes
the blindness and disastrous folly of this policy. We in this
country must not only hold high the banner of unfettered trade
here. But everywhere where we can exert our influence in
Europe we must cast it on the side of freedom.

Formerly free trade was a desirable aid to increased wealth.
It has now become a necessary and essential defence against a
crushing poverty. Unless we direct our resources into the
directions where they are most productive, we shall not be able

ratr a livinog at all
I.U Balll a IIVIIIB atl alr.

There is one other tax which deserves mention. The capital

I Stanley Baldwin.
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ACTIVITIES 1922-1929

levy. Two years ago I was in favour. The collapse of values
since that date has changed the situation. But circumstances may
still arise from which the capital levy will be the right way out.

The circumstances for which a levy is reserved are easily
indicated.

The working part of the population owes the burden of old
obligations—proportion of the fruits of their toil.

If this proportion becomes unbearably high there are two
remedies—one deliberate, the other undeliberate. The capital
levy and depreciation of the currency.

All the continental belligerents have chosen the second
alternative—Germany, France.

It is possible that we here can avoid both. But it would not
be prudent to rely on this until we find by trying what economies
are possible.

Even here I think there would be not much harm in a modest
dose of depreciation. I believe that we should be in a better
equilibrium all round if prices rose to 2 or 21 times pre-war. This
would go a long way towards balancing the budget. But if we
could not balance our budget at this level, I should prefer a
capital levy, which I believe to be perfectly feasible technically
(as a Manchester man Mr Sydney Arnold? has shown more
clearly than anyone), to further depreciation.

In short I do not think that a capital levy is practical politics
at present but it is not inconceivable that we may be forced to
fall back on it.

My financial policy for Liberalism is therefore

(1) Drastic economies on fighting and foreign services

(2) Uncompromising free trade

(3) No promises of any reduction in taxation until the Budget
has been balanced including provision for sinking funds

(4) The preservation of our existing social expenditure,
especially on health and education, but no new expensive pro-
jects just at present.

2 The reference is to S. Arnold, ‘A Capital Levy: The Problems of Realisation and
Valuation’, Economic Journal, June 1918.
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FINANCE AND INVESTMENT, 1922—1923

I believe that the Liberal Party is the only party in the state
which can achieve this programme.

I do not agree with McKenna that Bonar is the one man who
can do it because

(1) His economies will not be firm enough

(z) He will be led into protection

(3) If he attacks the social services he will cause a dangerous
reaction.

On the other hand the Labour Party though they may make
the economies and may be freetraders are likely to neutralise
these virtues by premature reductions of taxation and premature
social programmes

Webb’s article

A word or two about Foreign Policy

Our course is plain—a sincere, open and generous policy with
which we persevere Peace, Freedom and Reconstruction.
Seeking for ourselves no direct advantages. It may now be much
too late to preserve Europe from past catastrophes. The moral
defection of Mr L.G. at the last election and during the Peace
Conference, when he more or less consciously sinned against the
light, have made him an architect of almost irreparable ruin.

We can only do our best. I am not confident but I am not
pessimistic. Anyway the only possible hope lies in an attempt
to settle things on their merits, to tell the truth and not to talk
cant and humbug to please anyone.

I do not think that any party except ours combines the
wisdom and the experience with freedom from recent entangle-
ments necessary to carry this policy to success.

One further point. In the present situation of the Liberal
Party the personality of Mr L.G. has an inevitable importance.
At the moment apparently he is up for auction willing to heed
any party or section from Limehouse to Belgravia who makes
him a good offer. At this auction I hope we shall not be bidders.

But so far as our progr

a policy on which all rank-and-file Liberals can combine? And

mrﬂﬂ - —~ ~ on vl
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ACTIVITIES 1922—1929

is it not a policy which none but Liberals can hope to carry to
success?

The next day Keynes spoke to the Manchester Luncheon Club on Is the
Nineteenth Century Over?’. No notes for this speech survive.

Bonar Law obtained a dissolution of Parliament on 25 October, and called
the general election for 15 November. Keynes was out of the country for

maost nf the election r‘qmpmgn, acHing ag an unofficial d 15er to rhe Gm‘man
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Government.?

On the night of the election, with Sir Charles Addis a director of the Bank
of England in the chair, Keynes delivered the first of four lectures to the
Institute of Bankers. The lectures, which were followed by an examination
for those attending, were private and, as a result, not extenstvely reported.
A stenographer’s transcript, corrected by Keynes, survives. These lectures
provide a useful transition from Keynes’s German preoccupations to
domestic matters.

Lecture to the Institute of Bankers, 15 November 1922

MR KEYNES: Ladies and gentlemen, Sir Charles Addis, I owe
you all a sincere apology for not appearing last week. I tried up
to the last moment to be here, but I was unavoidably detained.
But perhaps there have been two advantages from that. In the
first place, you and I have the pleasure of having with us now

Sir Charles Addis on his first public anpearance t]‘nnl(, since
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his recovery. In h second place, my visit to Berlin will, I ho
hi
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shall put before you from some very recent events.

A great number of years ago now Professor Irving Fisher
wrote his book, which was called Appreciation and Interest
[1896]. He first emphasised what other economists had noted
but had not emphasised, namely, the important distinction
between the real rate of interest and the money rate of interest.
If prices are going up or going down there is a distinction
between the two. If a man lends for a year at 5 per cent £L100,

3 See JMK, vol. xvi, pp. 61-3.
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FINANCE AND INVESTMENT, 1922—1923

which is worth one hundred units of goods, and if at the end
of the year that sum of money is worth one hundred and ten
units of goods, he gets at the end of the year not one hundred
and five but one hundred and fifteen units of goods, because he
receives back the hundred units of money plus the five units of
money interest; so that, while the money rate of interest is five
per cent the real or commodity rate of interest is fifteen per cent.
Correspondingly, when prices are rising so that the money is
worth a smaller amount of commodities, at the end of the period
you may have a real rate of interest which is much lower than
the money rate of interest. If the £100 were worth ninety units
of commodities at the end of the period instead of one hundred
or one hundred and ten, as in the first example, then he would
receive back at the end of the period about ninety-five units, so
that the one hundred and five units of money would buy
ninety-five units of commodities. Therefore, while the money
rate of interest would still be five per cent, the real rate of
interest would now be minus five per cent. A man who had
simply kept the commodities or had bought the commodities at
the beginning of the period and had held them, would be in a
better position than the man who had lent out the money at five
per cent because the rate of depreciation in the value of the
money itself had been going on at a greater rate than was
represented by the interest. Professor Fisher brought that
fundamental truth to the front, and he illustrated it in connection
with dear and cheap money in relation to rising and falling
prices. When it is generally supposed that prices are going to
rise, a much higher money rate of interest is required in order
to make it the real rate of interest at a given level. Suppose that
it is generally expected that prices may rise anything up to ten
per cent in the period in question. If that is anticipated, clearly
a higher money rate of interest will be required in order to
compensate the lender for the fact that he will be repaid in a
currency of smaller value than that in which he lent in the first
instance. Businessmen do not look at it in that way; but they
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look at it in a way which comes to the same thing, because if
they feel that prices are going to go up rather than down they
are much more willing to buy commodities ahead and, therefore,
much more prepared to pay a stiffish rate of interest for the
money which they must borrow in order to enable them to do
so. When a boom is in full swing and is expected to continue,
businessmen think it imprudent to put off buying and, therefore,
they are not deterred by the high rate of interest. That is because
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the money rate of interest is high, the real rate of interest is not
high. Correspondingly, when you have a depression in full
swing, the unwillingness of people to buy, because they think
that if they hold off they will get goods at a lower price, makes
them particularly unwilling to borrow money in any case in
which they can postpone purchase; so that when you have a
depression and falling prices are anticipated there is a tendency
for money to be cheap, so the dearness or cheapness of money
in the boom and in the depression are attempts to keep the real
rate of interest more stable than it would be if we had the same
money rate of interest, whether prices were going up or were
going down.

It very seldom happens that the fluctuations of the money rate

of interest are nearly large enough to keep the thing stable. That
1S nﬂrﬂv be(‘a use nennle do not act eufﬁr‘gpnﬂv consciouslv in the

=227 LS AV R S AT o & A RE WS RLSARSE3A ¥

matter, an b ecause, when people have a general impression
the

&
An nat bnaw 1 f for rortain
VAV 6

that nricec are onina tn rice nr fall
veo UL RILUYWY IL 1UL Lol Lalll

€
that pri e going to rise or fall, they
and, therefore, they are not prepared to pay the same rate of
interest that they would pay if they knew for certain that prices
were going up. Thus you find in general that when prices are
rising there i1s a tendency for money to be dear, but not dear
enough to counteract the actual rise of prices that takes place.
That is a piece of what is now fairly familiar theory. I found
in Berlin a very startling example of its operation in practice.
In Germany prices have now continued to rise for so long and

with such violence that, rightly or wrongly (very likely rightly,
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but that does not matter), the impression in everybody’s mind
is that they will continue to rise. Nobody has confidence in the
future of the mark. Therefore everyone wishes to buy at once,
and nobody wishes to put off buying. They are willing to pay
what in ordinary times would be fantastic rates of interest. On
all past dates in the recent history of the mark, the real rate of
interest in Germany has been negative, to a very great extent;
that 1s to say, anybody who can borrow marks and turn them
into assets would at the end of any given period find that the
appreciation in the value of the assets in terms of marks was far
greater than the interest he had to pay for borrowing those
marks. It has been good business for many months now to
borrow marks and turn them into assets. Everybody is at the
game. The consequence is that now the rate of interest has risen
to fantastic heights with extremely interesting reactions on
business enterprise of all kinds.

When I was in Berlin a week ago, what you might call the
gilt-edged rate of interest for short loans was about twenty-two
per cent; that is to say, the Deutsche Bank or institutions of that
kind making advances to a favoured customer, on absolutely
perfect collateral, would charge about twenty-two per cent. That
worked out as follows: two per cent above bank rate (bank rate
at that date was eight per cent: it was altered to ten per cent
a day or two ago) plus a commission of one per cent a month.
That is the gilt-edged rate. I daresay that today it is two per
cent higher, because the Reichsbank has raised its rate to ten
per cent. It is two per cent above bank rate, plus the commission
of one per cent a month. Anybody who can borrow at twenty-two
per cent feels extremely pleased. As a matter of fact, demands
for credit at that rate are rationed. You must not only bring
perfect collateral, and you must not only be a favoured customer,
but you must make out a very strong case why you must have
the money before your bank will lend it you, even at that rate.

PO, PR, .

The open market rate for stock exchange transactions, or for
anything speculative, or for dealings in exchange was from sixty
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to one hundred per cent per annum. In particular, anybody who
had mark balances, anybody who had cash marks and was
prepared to sell them for foreign exchange spot and buy them
back three months forward so that he ran no exchange risk, could
earn interest for that three months—and I think that he can
today—at the rate of about one hundred per cent per annum.
Anybody who has mark assets, anybody who has cash marks can

utilise cash marks to earn interest at the rate of about one
hundred per cent per annum mdav hv dealmg spot and f'nrwnrd

over the exchanges But people are not partlcularly willing to
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that it is much better business to sell your marks for foreign
valuta than to buy them back three months forward. People
prefer the speculation of the exchanges to the certainty of one
hundred per cent per annum, that is, to the certainty of
twenty-five per cent over three months. It shows the extent to
which the demoralisation of opinion in the matter has now
proceeded.

Professor Cassel and Mr Hawtrey and other authorities have
held that the solution for a great many monetary troubles and
for the maladjustment of the market consists in raising the rate
of discount, the bank rate. In ordinary circumstances I agree

with them that the world under-estimates the power of that
instrument for hrmg'mg about a better aqurmenr In such

circumstances as exist in Germany that instrument has lost its
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people will pay these enormous rates of interest and will not be
deterred. Consequently, that particular method is virtually
ineffective. The scarcity of money which results from the
situation, the dearness of money, is bound obviously sooner or
later to have the most far-reaching effects on industry. The
position has been getting more acute for some months past, but
since about last August it has become really important. The
ordinary manufacturing concern in Germany is now suffering
acutely, not only from the higher rates of money which it has

10
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to pay, but from the inability to get funds at all to finance the
productive process during the period of production. In the
ordinary way a given firm can, of course, get money from its
bank for that purpose. The firm is chiefly influenced by whether
it sees good business. There are now cases in Germany in which
a factory sees good business, that is to say, that at the prices it
has to pay it anticipates that it can sell its products, after it has
manufactured them, at a profit; but it cannot obtain from its
bank enough credit during the productive process to finance the
purchase of the raw materials and the payment of wages. I heard
of many firms that were going at something less than full time,
even half-time 1n some cases, not because business was not
profitable, not because they could not sell their goods at a profit
when they had manufactured them, but simply because they
could not get from their banker, even at fancy rates, enough cash
to enable them to buy their raw material and pay wages during
the time that must elapse before their goods were ready for sale.
That sort of thing is bound to happen when you get money rising
to these heights. Money is bound to be at very high rates as long
as the present state of lack of confidence continues to prevail.
It may be—and I think that it is very likely the case—that people
are now not doing it; but people always do what it has been
profitable to do during the previous six months—they look back
and not forward—and as everyone who has borrowed marks has
done very well for a considerable time past now, that is the
popular way of conducting one’s affairs, and a high rate of
interest, as I have explained is not as deterrent as one might have
expected. That is one side of the situation.

I will now deal with more or less the same phenomenon from
a slightly different angle of approach. I daresay that many of
you are familiar, using Mr Fisher’s name again, with his method
of stating the quantity theory. There is an alternative method,
not so well known, which is more illuminating, I think. I think
that it is set forth in detail only by Professor Pigou. This theory
puts the quantity theory thus. In ordinary circumstances it is
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convenient for private persons and businesses to keep a certain
proportion of their total resources in the form of claims to legal
tender—in the form of money, if you like, but I take rather a
wider thing than [that to be] money—which will, of course,
include bank deposits. If, therefore, you measure the commu-
nity’s resources in terms of something other than money, say
in wheat, it suits the community for the purposes of convenience
and the rest of it that a certain proportion, k, of their total
resources should be kept in the form of titles to legal tender,
that is to say, money, bank deposits and the like. That is
obviously a true thing. Claims to legal tender, the amount of
claims for legal tender, depend on a certain proportion of the
scale of everybody’s turnover and the resources of the
community in general. It will fluctuate as the habits of the
community fluctuate; but in a given set of habits a certain
proportion of the community’s resources will be kept in the form
of titles to legal tender. If the number of titles to legal tender
is M and the value of each unit 1s P, then the total value is PM,
so that you have PM equal to kR. The number of claims to legal
tender multiplied by the value of each claim is equal to the
proportion of their resources that it suits the community to keep
in the form of titles to legal tender. That is absolutely
indisputable, although it may not take you very far until you
have further analysed the several items. In pre-war days it was
usual to concentrate on these two elements in the equation. It
was assumed that the community’s resources either changed
slowly or were constant. It was assumed that the proportion that
it suited the community to keep in the form of titles to legal
tender always was a comparatively stationary thing, that if you
doubled M you halved P, that PM was equal to something that
did not change rapidly or in the ordinary way; so if you double
the number of units of currency you halve their value, P being
their value and M their number. That is the ordinary crude
quantity theory. That, of course, 1s only the case if the other
elements in the equation remain unchanged. It is only true
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that doubling M halves P if kR is remaining constant. The
depreciation of the currencies of Central Europe began by the
increase of M. The value of P began to fall because M was
multiplied so largely. But we have now got to a different stage
of the proceedings. People who have kept their resources in the
form of titles to legal tender have come out of it so badly that
they are beginning materially to alter their habits and to try to
protect themselves from their losses by keeping a smaller and
smaller proportion of their resources in the form of money. The
great trouble in Germany now is not that M is getting so very
big, though that is getting big, too, but that k is getting so very
small. People are keeping a smaller and smaller proportion of
their resources in money. Nobody keeps a bank balance which
is going to be worth half its real value at the end of a month.
Equally, people keep very little money in their pockets; so that
the value of each unit of money has been falling much more than
in proportion to the increase in M because that little factor k
has been falling.

The depreciation of the German money could not now be
cured merely by reducing the units of legal tender; it could not
be cured merely by reducing M. You have to get k back to
something like normal, and the extent to which people have
economised in the proportion of their resources which they keep
in the form of money has been something phenomenal. It is
rather difficult to use figures because in the present state of the
market one’s figures change every day by something very
material. A week ago—and I do not think that it is very different
now—the value of all the notes in circulation in Germany was
about one-tenth of the gold value of the pre-war German
circulation; so that, though the Reichsbank has so enormously
multiplied its note issue, the value of the mark has fallen ten
times as fast as would be justified merely by the multiplication
of the number of units of currency. Since pre-war days the
territory of Germany has been reduced by about ten per cent
and the scale of operations of business in Germany has also been,
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to a certain extent, diminished. On the other hand, gold prices,
world prices, have risen fifty per cent, so I think that one can
very roughly set off one of those things against the other and
say that if Germany was pursuing its normal pre-war habits in
the matter of the proportion of its resources which it kept in
the form of money, it would require ten times as much currency
at the present value of each unit as it is actually using today.
That 1s what one means when one says that the value of the
currency 1s a matter of confidence. The phrase is very often used
very loosely. Politicians very often will tell you that it is a matter
of confidence when it is really a matter of the value of M. After
M has been multiplied to a certain extent there is a further
reaction. k begins to fall, apart from alterations in M. That is
what one scientifically means by the failure of confidence. In
Germany, in order to get things straight, you have to do more
than control M. You have to prevent the undue increase of M;
but the main thing you have to do is to increase k. If you
increased k and did not increase M, prices would have to rise
a good deal further, or rather prices would have to fall a good
deal, because the amount of currency would not go round if k
was increased; so, unless you seek a great deflation in Germany,
unless you are anxious for a very great deflation, you must allow,
I think, a certain further increase in the unmits of currency,
provided you have first of all set some definite limit to that. You
must not let M increase indefinitely. If you are going to increase
k by creating confidence, you must simultaneously be prepared
to increase M a little. Otherwise P would have to fall to so great
an extent—1I think that I might have it the wrong way round,
but you can easily keep me right: one always does that in
lecturing—would have to increase to such an extent that you
would have all the usual ill effects of deflation.

In present circumstances the attempts to economise the use
of money and to do without money have reached lengths that are
highly inconvenient to everybody concerned. Banks have not
nearly enough cash in their tills and customers have not nearly
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enough deposits. Nobody has enough change. The economising
of the use of money has gone to an extent which 1s extraordinarily
inconvenient. The moment there was any revival of confidence
the amount of money which people would want to have would
rapidly increase. I daresay that in pre-war days people were
unduly extravagant because they had more of their resources in
the form of titles to legal tender than was, in fact, wise. Now
they have gone very far in the other direction in Germany. There
is not nearly enough money, and great practical inconveniences
result. People cannot give change for ridiculously small sums
of money. It happens that banks have to refuse in a most
extraordinary manner on Saturday claims from their customers
for cash to pay wages. When I was in Hamburg in August there
was one Saturday there when the branch of the Reichsbank
actually advised all the leading banks of Hamburg not to cash
any cheque for a greater number of marks than at that time
represented a pound. You had firms employing hundreds of
men, coming for money to pay weekly wages and being told that
they could not have cash for a cheque for more than a pound,
simply because the banks had not enough money 1in their tills,
and the Reichsbank branch had not enough money in its till to
feed the other banks. Therefore, I say the situation 1s a very
artificial one. A very small revival of confidence would immensely
increase the amount of money which was wanted in circulation.

To a certain extent those people who economise in this way
do without money at all, but in certain important respects they
use foreign money. No doubt, one of the reasons why they can
get along with one-tenth of the gold value of the money they
used to have is the fact that for a considerable number of
purposes foreign money and foreign deposits are now employed.

In that connection I would emphasise one point. There is now
what everybody is very familiar with, namely, the flight from
the mark. Money hoarded was speculatively employed in the
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mark or, perhaps, to get out of the reach of the German tax
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collector, who was impelled by the Allied demands to require
a great deal. There is the flight from the mark. In Germany now
there is a considerable use of foreign currency. It is by no means
in the full sense of the words a flight from the mark. It is merely
the act of an ordinary prudent person. For example, I heard of
such a case as this. A man had saved enough marks to build a
house. He had been intending to do that, and he was told by his
friends and by his banker and everybody—and he acted upon
their advice—that the moment he let the contract to build the
house he must forthwith sell his marks for dollars, because, if
he did not do that, the depreciation of the mark during the
period when the house was being built would mean that his
marks might be utterly insufficient to pay the builder’s bill. The
builder, of course, would not give him a firm contract. It
depended upon wages and upon the cost of materials and so
forth. He was told that he ran the risk that, perhaps, the marks
would fall to such an extent that they would pay only one-tenth
part of his bill and that, in order to be quite sure that he really
could pay for the house during the period the house was being
built, he must hold his assets in the form of dollars and then,
when the bills came along, he would sell the dollars and would
pay the builder with the proceeds, which, in terms of marks,
would have risen in proportion to the depreciation of the mark,
if it had taken place in the meantime. If, on the other hand, the
mark had remained stable or had appreciated, provided prices
responded, he would be no loser. It was simply the act of a
cautious man.

The position has now been reached that people who keep
money as reserve against contingencies or against their commit-
ments for short periods will not keep it in the form of marks
any longer. It would be foolish and dangerous and rash to do
so. There is, therefore, a considerable demand for foreign
cuirency merely as a means of holding money safe for a short
period. If a German has accumulated some marks for the pur-
pose and is going abroad on business, he does not turn his marks
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into foreign currency as he requires it in the way that an English
traveller turns his money into foreign currency as he requires
it. The moment he decides to go abroad he turns the whole thing
into foreign currency in order that his plans may not be
completely deranged by an alteration in the value of the mark
in the meantime. That is, obviously, a legitimate and sensible
thing to do, and that you cannot complain of. It is a way of
protecting yourself. As the result of that, the German balance
of payments is burdened at the present time by the fact that
people have to have foreign money to bank in. Over and above
the flight from the mark strictly speaking, they have to have
foreign money in which to keep their bank reserves, in which
they keep the kind of money which persons in England would
put on deposit with their bankers for three or six months against
a commitment which was falling due at the end of that period.

There is one point of detail which it is worthwhile to
introduce at this point. Many persons who have bought foreign
currency, partly perhaps for security, partly in a speculative
spirit, now see very big profits. Other persons who have not
bought foreign currency have bought ordinary shares in order
to get out of money and to be in assets. That is being very widely
done in Germany. These ordinary shares have now risen, in
terms of marks, to dizzy heights. Some of the shares are quoted
at a thousand times what their price was a few months ago. Many
such persons might be content with their profit. They might say,
“The thing has gone on a very long way. It will not go on for
ever. Now, perhaps, is the moment to turn round. I will bring
my foreign assets back to Germany. I will sell my dollars and
pay off my banker’, or ‘I will get my assets in some other shape
than in ordinary shares.” But there is a law in Germany now
which stands very much in the way of that. Owing to the fall
iin the value of the mark since the law was passed, practically
everybody in Germany who is not starving pays income tax at
the maximum rate, because any income that is above starvation

point in terms of marks is so much above what it was when the
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law was passed that everybody is liable for the maximum rate
of income tax. According to this law, realised profits on stock
exchange transactions or from dealings in foreign exchange are
liable to income tax. Unrealised profits, book profits, are not so
liable. Therefore the man does not pay any income tax as long
as he keeps his shares or keeps his foreign exchange. If he sells
them he at once has to hand over to the tax collector sixty per
cent of his profit. Therefore, he has to take a very decidedly
bearish view of the situation before he is prepared to sell at the
cost of handing over sixty per cent to the tax collector. The effect
of that tax is to prevent people from realising. That, obviously,
works out in the absurdest way when the tax 1s so very heavy.
It means that the more any security rises in price the less willing
people are to sell because the bigger the sacrifice they have to
make to the tax collector. On the other hand, if a security begins
to fall in price everybody wants to sell it and everybody wants
to have a realised loss which they can set off in their income tax
returns against income or against profits. So whenever a security
falls in price it becomes an extremely popular thing to unload.
You have, therefore, the situation that the more prices fall the
more people sell, and the more they rise the less they sell.
Therefore a thing can go on rising to an absurd height.

I ought to say with regard to this income tax matter that the
Germans are not yet suffering as they will suffer if no change
is made from this crushing tax. Income tax in Germany, as in
all other countries, is necessarily collected a little in arrear. If
you are paying sixty per cent of your last year’s income in today’s
marks, you can clear it off by selling a handkerchief; so actually
at the moment the income tax paid by the Germans is not at
all burdensome. But supposing that the tax went on as it is now,
if the mark does not depreciate further, then, when next year
the tax collector comes round and tries to collect sixty per cent
of this year’s income in a mark of the same value or of a high
value, the burden will be a crushing one because, as I say, the
maximum income is now such a very small income that
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everybody who is not starving has to pay it. No doubt, there
will have to be some modification of the income tax, and, no
doubt, when the modification comes, we shall say, ‘The
Germans, as usual, are evading their proper liabilities and
evading the taxation that ought to be imposed upon them.’ The
worst of the existing situation is that you are always at one
extreme or the other. At present the Germans are getting off
income tax; but it is quite hopeless: you cannot prevent it. You
cannot levy a tax of £10 in the pound on your last year’s income,
and unless you levy a tax of £10 in the pound you are bound to
get very little if the tax is paid up in the mark at its present value.
It is quite hopeless to budget and collect your taxes in terms
of a unit which fluctuates in value to such an extraordinary
extent as the mark does at present. It means that direct taxation
becomes hopeless because it is either totally inadequate, as it is
at this moment, or hopelessly oppressive, as it will be next year
if the present situation is stabilised.

One part of the German income tax which they are getting
in which is proving of the utmost utility to them is the tax on
wages. Part of the income tax in Germany now takes the form
of a ten per cent tax on wages, which is deducted at the source
by every employer every week, and as wages rise roughly in
proportion to the depreciation of the mark, the yield of this tax
keeps up pretty well, even in actual value. The best part of the
return to direct taxation in Germany is really not income tax
proper in our sense of the word, but it 1s this weekly tax on wages
which is responding very well to the successive depreciations of
the mark.

There is one other point of detail which illustrates the
extraordinary anomaly of the situation. As I have just stated,
many Germans and many German firms, partly out of prudence
and partly out of a speculative spirit, own foreign assets. One
would have supposed that if a man in Germany wanted to
borrow marks the very best security that he could offer to his
bank would be sterling in L.ondon—that he would offer to
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transfer sterling in Loondon to his banker and borrow against it.
That is precisely the form of borrowing which it is most difficult
to do in Germany. Big firms will go to their bankers and ask
for loans and will be quoted a most prohibitive rate, the reason
for that being that the Reichsbank for two reasons discriminates
against that class of operations. The Reichsbank has got it into
its head, and it is half right, that if it allowed loans of that kind
it would mean that there was absolutely no limit to the extent
to which speculators could bear the mark because they would
have, say £1,000 in sterling, and if they then borrowed marks
against that sterling and then at once sold those marks they
would then have some more sterling, and then again, no doubt,
with appropriate margins, they could borrow some more on it,
and the only way of stopping bear speculation in the mark is
to have money tight. Therefore, if you take off the stopper at
all and allow people to borrow against foreign assets and to
speculate against the mark, you make it easier for that class of
persons to borrow more money. Therefore you must not do it.
You are driven to the absurd situation that you stifle industry,
you prevent your factories from having enough money to carry
on, for fear that if money could be procured your speculator
would procure it and proceed at once to be a bear of the mark.
That is, obviously, an absurd situation; but it is not quite easy
to see what the cure for it is.

There 1s also a second reason which obviously ought to be
cured. In the old days the Reichsbank had to keep, against its
note issue, a reserve of one third in the form of gold. At the
outbreak of the War a new decree was passed, making the
Treasury bills of the Empire the equivalent of gold for the
purposes of the note issue. That is the existing situation ; so that
the Reichsbank can, as you all know, issue notes to an unlimited
extent on the security of Treasury bills. It cannot issue notes
against any other sort of security. It is not permissible for the
Reichsbank to issue notes against a bank balance in London. One
would have supposed that the Reichsbank would have wished
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to have as many of its notes as possible represented by foreign
balances of good currency, but that is precisely what is not
permitted to it. The Reichsbank is not allowed to issue its notes
except against worthless Treasury bills; so if the Reichsbank was
to accept foreign balances as collateral they could not in any
sense be made a legitimate, lawful backing for its notes.

One of the technical points that one would have to secure in
any new system would, I am sure, be to facilitate the accumu-
lation by the Reichsbank of foreign balances on gold exchange
standard principles and the issue of notes against them. The
Reichsbank is deterred from any change in the existing situation
for the reasons I have just mentioned. At present with the
existing lack of confidence they do not want to have loans against
foreign assets because that might possibly facilitate bear
speculation, although I am inclined myself to think that that is
a short-sighted point of view.

One point in conclusion before I leave this section of my
subject. I pointed out the total inadequacy of the amount of
currency in circulation as compared with pre-war times, and |
measured that by the figure of one-tenth. As a matter of fact,
the scarcity is not quite so great as that in practice for a reason
which I have not mentioned, namely, that that figure 1s arrived
at by taking the gold value of the currency, whereas internal
prices in Germany have not by any means adjusted themselves
to the fall in the external value of the mark; so that money goes
a great deal further in Germany in proportion to its gold value
than it does here. I tried to obtain statistics, but matters were
moving so fast that it was impossible to do so. Also commodities
fall into three classes. Commodities which can be imported,
which must be imported, respond very rapidly indeed to
alterations in the gold value of the mark. Imported goods rise
very nearly as fast as the exchange falls. Also, articles which can
be exported, against which the export regulations are not severe,
rise very quickly. In fact, small articles which tourists and
persons of that kind can remove in their pockets or trunks have
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now risen to very great heights indeed. I should think that they
are probably dearer than they are in London. I should anticipate
that before long there will be a very brisk import trade into
Germany of such things as watches, for example. Every foreigner
who goes to Germany thinks that such a thing as a watch is going
to be very cheap just in proportion to his lunch. He sees that
his lunch costs him fourpence, and so he thinks that a watch
will be extraordinarily cheap, and, as nobody knows what the
right price of a watch is unless he is a watchmaker, he is apt
to think that it is good business to buy two or three watches and
put them in his waistcoat pocket and take them home. So articles
of that kind rise in price very smartly indeed. I should think
that they are above the world price, and you may anticipate a
heavy import into Germany, just as, at an earlier date, there was
a heavy import into Vienna of printed books and oriental
carpets and other such bargains, which rose to such heights in
Vienna that it paid to send them there from London. Those
classes of goods rise rapidly. At the other end of the scale come
a great many forms of services. There the rise i1s very much
slower. Then there are also articles of food in regard to which
there is a considerable amount of control and which are not
allowed to be exported. They rise very much more slowly. There
is an important class of articles in between which rise partly
because they use raw material imported from abroad, but which
do not rise to the full extent because they are still able to make
use of cheap labour. I think that one’s tendency from living in
Berlin is to under-estimate the extent of the adjustment. I should
have said, going about the streets, lunching in restaurants, taking
taxis and so forth, that money went about five times as far in
Berlin as in London; but I think that the adjustment is a great
deal nearer than that. If you are doing that kind of thing, you
are largely eating food and employing services. They are two
of the things that have not risen proportionately. I should
suppose that prices really are, perhaps, one third of what they
ought to be if things were completely adjusted, whereas parti-
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cular classes of things are not above one fifth. I was in
Berlin immediately after a very big fall of the mark, and every
week things were rising extremely fast. For the purpose of tips,
for example, or anything of that kind, a penny went a very, very
long way indeed. The cheapness of food at the present moment
is very striking to any foreigner. That is one reason why the
country is able to get along with one tenth of the gold value of
the currency which was used before the War. It is, perhaps,
really more like a third or a quarter, if you allow for the fact
that prices are not completely adjusted. If prices were adjusted
the people would require more currency even with their present
habits of economising the mark.

That is enough for today. I propose to continue next week
with various facts relating to the present situation in Germany,
and then in later lectures I shall go on to other topics.

Lecture to the Institute of Bankers, 22 November 1922

MR KEYNES: Ladies and gentlemen, in the last lecture I was
concerned with certain features of the situation in Germany
today. I go on this time to an examination of the possible
remedies that might be employed in Germany, and the condi-
tions under which those remedies could be applied if people
were willing to make those conditions exist.

In the minds of the German authorities two of the greatest
obstacles to any plan of stabilisation are the budget and the
balance of trade. At the present moment both of those are
adverse. The budget is unbalanced and there is an adverse trade
deficit. In many authoritative circles the view is held that there
must be a more favourable situation in both those respects before
it is any good to attempt to stabilise. It was held that, even if
the Allies were to be accommodating about reparations and were
to agree to a moratorium, it would be extremely rash for the
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the unfavourable symptoms of unbalanced budget and of
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the adverse balance of trade showed signs of curing themselves
or of being cured. Personally, I am not satisfied that that view
is correct. It is certain that in the long run the mark could not
be stabilised unless in the long run the budget was balanced and
the balance of trade was not excessively adverse. That is
perfectly true. You could not maintain stabilisation unless those
conditions were fulfilled. Nevertheless, I think it can be argued
that, speaking in order of time and thinking of provisional
measures, stabilisation has to come first and that you will not
balance either the budget or the trade account until you have,
first of all, given things a chance of settling down by a measure
of stabilisation. You must use your resources to stabilise for the
moment and then, during the transitional period, you must try
to get things straight, and then, if you do get things straight
during that period, your stabilisation will be a lasting one. But
to think that the budget or the balance of trade are going to put
themselves right with the mark as it is at present 1s, I believe,
much more optimistic than the alternative view which I have
been advocating.

First of all, taking the budget in a little more detail, 1 think
that I mentioned last week that in the case of the income tax
you necessarily assess a man on his income at a date somewhat
prior to the date of collection. The only exception to that is
the tax on wages which can be collected weekly at source. The
income tax on earnings of the type on which income tax falls
in this country must be collected to a certain extent in arrear.
The period on which you are assessing must be complete before
you can hope to collect the money. If the unit of legal tender
is depreciating as fast as is now the case in Germany, you are
inevitably always collecting your tax in a worse currency than
that in which you levied 1t and at which you have assessed, so
that by no ingenuity that I can see can you hope to get a full
return, the return which you ought to get, from direct taxation.
You must first stabilise in order to be able to collect your
revenue in the same unit as that in which you are assessing.
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It is equally so in the case of state services. You cannot very
well put up prices beforehand. The Government cannot presume
that the mark is going to fall, and, therefore, inevitably all
changes in postage, railway fares, and so forth are bound to be
in arrear. I do not think that it need be as much in arrear as
is, in fact, the case in Germany now. The costs of public services
such as the Post Office, or railway travelling, or the telegraph
are ludicrously low. When I was in Germany in August—I think
that it might have been even cheaper when I was there in
November—I sent a telegram of about twenty words inside
Germany for a halfpenny. That was a degree of maladjustment
that did not exist in prices outside Government control.
Nevertheless, bureaucratic establishments cannot possibly keep
pace with rapid fluctuations and, therefore, the revenue from
state services will always tend to be inadequate. For these
reasons, and also because of the general disturbance and
destruction of real income which takes place with an unstabilised
mark, it will, I think, be immensely easier for the budget to be
balanced when you have stabilised than as a preliminary to
stabilising. The German Treasury officials seem to think that,
apart from the extraordinary charges under the Peace Treaty,
there was no particular reason why they should not balance their
budget with a stabilised mark, and, indeed, I cannot see any
reason why they should not. It might mean that they must have
public services on rather a niggardly scale; but the problem is
a soluble one; whereas, when your money 1s falling all the time,
it is very nearly an insoluble one.

There is one other illustration which I might have given a
little earlier, but it left my mind for the moment. Germany has
no longer a bread subsidy which she had for a considerable time
after the Armistice; but she still imports wheat under the
auspices of the state. There is still a department that imports
wheat, and that department has lost money lately over its deals
in wheat, so that indirectly there has been a subsidy, an
unintentional subsidy, due to the fact that they were not raising

25



ACTIVITIES 1922—-1929

the price of their commodity in terms of marks as fast as the mark
was falling. There is another illustration of the way in which
you are almost bound to make losses on state trading in such
conditions.

I say, therefore, that stabilisation must come first. If you wait
until the budget is balanced you will have to wait for ever, unless
in the meantime you have attempted stabilisation.

However, that point did not weigh so heavily with the
authorities in Germany as did the other point, namely, the
balance of trade. It is commonly believed that the balance of
trade is heavily adverse, and the view is therefore held that if
the Reichsbank was to use some of its gold—it need not use,
perhaps, more than say half, which would be twenty-five
millions sterling—such a sum would be engulfed in no time by
the adverse balance of trade, and that it would be futile to throw
in a part of the last reserve so long as the conditions continue
to exist in which that could be absorbed in a very brief period.

I examined a great many figures in order to see what the
adverse balance of trade was. Through no fault of the German
Government, I think it is almost impossible at the present time
to prepare reliable figures. The returns of imports and exports
are made in terms of paper marks. Those paper marks have to
be converted into gold marks at some rate of exchange. The
method of the statistical office is certainly crude, because it was
found half-way through my stay in Berlin that the rate of
exchange as applied to exports was a month different in time’
from the rate of exchange as applied to imports. For example,
for the October trade figure they had converted the exports at
the figure—I forget which way round it was, but that does not
matter—of the average rate of November, and they had
converted the imports at the average rate of October and, as the
mark had fluctuated one hundred per cent or two hundred per
cent in the interval, it was clear that all the conclusions drawn
were perfectly worthless. But even if they converted them both
at the same month they were still nearly as worthless, first of
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all because the fluctuations within the month were so big, and
also because there was no sort of guarantee that the exchange
would have been provided in the month and at the rate
prevailing when the goods crossed the frontier. The actual marks
may have been converted into foreign valuta, either at an earlier
date or at a later date. In the ordinary way, of course, that does
not involve a very big error if the fluctuations of the exchange
over a period of three months are not portentous; but with the
sort of fluctuations which have been going on in the last three
months, when there have been periods when the mark has been
one eighth of what it had been worth as short a time ago as three
months previously, you can clearly get no clue worth anything
at all as to what the real adverse balance is from the published
trade figures. Further, owing to the numerous regulations that
exist governing exports and also governing imports, one may be
pretty sure that there will be a fair percentage of erroneous
declarations and a fair percentage of complete evasions. A very
considerable value of goods must be carried out of the country
in tourists’ luggage which probably escapes declaration almost
wholly. Therefore, I am not prepared to believe, merely on the
basis of the figures of the statistical office, that the adverse trade
balance is as big as the German Government represented it to
be.

According to their representations, there is an adverse trade
balance at the present time of something between two and a half
and four milliards of gold marks a year, say from one hundred
and fifty millions sterling to two hundred millions sterling. They
represented that they had an adverse balance of imports over
exports to that extent.

Then, in addition to that, there are, of course, the payments
under the Treaty and the coal deliveries, which amounted to a
quite appreciable figure in the course of last year. Including
payments under the Clearing, that is to say, pre-war debts, and
the value of deliveries and the value of cash paid to the
Reparations Commission, I think that probably something like
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sixty million sterling has been paid during the year. Then in
addition, it is alleged—I do not know with what truth—that
there has been some flight of capital from Germany, which, of
course, throws a burden on the exchange. Personally, I doubt
whether there has been any appreciable additional flight of
capital during the past year. I think that some people have had
to bring their capital back through lack of funds and other
persons may have exported money; but I doubt whether
German balances abroad have very much increased. However,
the ordinary popular view is that they have increased. Therefore,
on the debit side of her balance-sheet, Germany has had
somehow or other to look after the adverse balance of exports
and imports payments under the Treaty and the flight of capital.
On that side of the account she has also had to meet a certain
amount of interest on her foreign indebtedness. On the other
side of the account there are the receipts from tourists, which,
though not large, is not an entirely negligible item, and the
purchase of marks and mark assets by foreigners. While at
various dates in the past the purchase of marks and of mark
assets by foreigners has, of course, reached a big figure, though
not, I think, a figure so large as the figure generally mentioned,
it is to me quite unthinkable that the purchase of marks and mark
assets by foreigners during the past year can possibly have
reached a total sufficient to balance the account on the hypothesis
that the statistics given us were correct.

On the debit side, the net debit, on the hypothesis which I
have stated, would amount to something like from two hundred
millions to two hundred and fifty millions sterling. We will be
modest and we will take the sum of two hundred millions
sterling. I think that it cannot be argued seriously that, during
the current year, foreigners have bought marks and mark assets
to the extent of two hundred and fifty millions sterling. That
would represent in terms of marks, at the rate of exchange which
ruled during the past year, a quite impossible quantity of marks.
One cannot do it exactly because the value of the mark has
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fluctuated so much that you would have to decide in exactly
which month or even on which day the transactions had taken
place; but if you take a rough shot at the thing I do not think
that you would be far out in saying that if foreigners have really
bought marks and mark assets to as large an amount as that, they
would have had to buy practically all the ordinary shares quoted
on the German stock exchanges, all the mark notes circulating
in Germany and all the deposits in all the banks, which we know,
in fact, is not the case. The actual additional sum purchased by
foreigners must be a very much smaller sum than that. I,
therefore, draw the conclusion that if Germany was relieved of
the Peace Treaty payments, which, as I say, have come to
something like sixty millions sterling during the past year, she
should not be very far from balancing her accounts.

People will not understand that somehow or other trade
balances every day, that for every buyer of exchange there must
be a seller of exchange, that the total balance of payments is
always level at every moment and, consequently, there never is
in the strict sense of the words an uncovered balance. It may
be that the balance has to be covered by a bank having an open
position or by a speculator stepping in temporarily (that may
be the case: it is the case from day to day), but the uncovered
margin of that sort which the financial world is prepared to carry
is not very large. It is much too risky for them. Therefore, you
are thrown back for any important sum on the more long-period
speculator, not merely on the person who carries over from day
to day to deal with the adverse balance in the evening. If you
get it firmly in your head that somehow or other the balance
of payments is always covered every day, that it is as impossible
for there to be an uncovered balance as it is for a man to pay
out money that he has not got—if once you understand that,
you will, I think, dismiss from your mind the idea which is
popular in regard to a great many European countries that there
is somehow a permanent adverse balance that is not covered at
all in any way and that you have to get rid of that. The truth
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is that the exchange has to fall until somehow or other the thing
is balanced, until the country in question has either cancellied
certain purchases, or speculators or investors or somebody or
other have been tempted by the rate of exchange which is
quoted. Once having got that clear, I think you will cease to be
as pessimistic as the Germans are themselves as to the possibility
of their balancing the budget if they were granted a moratorium.
If they were relieved of payments under the Peace Treaty they
would be that much better off as compared with the past year,
and that sum would be sufficient, I should have thought, to make
the difference. I agree with the view that as long as they have
to make important indeterminate reparation payments, pay-
ments under the Treaty and other payments of the kind, it may
be right to argue that stabilisation is impossible and that any
resources which might be used for that purpose will be poured
unavailingly into the sea. But once there is a moratorium, and
once Germany is relieved of those payments, then I see no im-
possibility in the case.

That is on the statistical side; but I rely even more on a more
theoretical argument which it is very difficult to make appeal
to the minds of practical people. That is that once you have a
sound currency regulated on sound lines it cannot become
depreciated by what is called the adverse balance of trade, and
it acts as a corrective to the adverse balance of trade and prevents
an unduly adverse balance of trade from existing. In pre-war
days Turkey had practically no paper circulating. She had only
gold and silver. Nobody could maintain that, because Turkey
was an impoverished and ill-governed country and liable,
therefore, to an adverse balance of trade, her money must
therefore become depreciated. When Turkey was importing too
much some of her gold and silver would flow out in payment
therefore, and before more than a very small amount had flowed,
various corrective forces would be brought into operation and
the thing would tend to get straight. So, provided that the
German Government was in the position to have a currency,
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the amount of which could not be increased at will, you might
leave the balance of trade to look after itself. Once you have
really established a situation in which, by having balanced your
budget and having got a certain amount of reserve resources,
you are confident that you will not have to increase the volume
of your currency, you need not bother any more at all about the
balance of trade. It will be impossible for you to make certain
payments if more money is demanded of you than you have got;
but there will not be some subtle trade influence which you
cannot control making the adverse balance and depreciating
your currency, because as soon as the thing begins to work, as
soon as the imports are beyond what the country can afford, a
corrective is brought into play, tending to bring you back into
equilibrium. Whereas, under the present state of affairs that
corrective is not brought about in the orthodox and correct way;
it is brought about by the exchange falling to such a point that
people cannot afford to buy at all.

If trade must balance every day there are two ways in which
it could happen. You may have your population not having
enough money to make the purchases, or you may have the
money they have got falling in value to such an extent that it
will not cover the purchases. In both cases the ultimate result
is the same. When you have a depreciating currency a country
is prevented automatically from importing more than it can pay
for by the fact that the money it has got is falling in value all
the time. If you have an orthodox currency of a proper limited
kind which has a stable basis in terms of foreign valuta, then
the country is prevented from importing too much by the fact
that it has begun to buy more than it can afford. So the idea
that when you have established sound arrangements they can
be upset by the ordinary movements of trade as distinct from
sudden demands on the Government by a foreign authority is
really a bogey which plays a very large part in responsible
German mentality at the present time—(certainly one of the
things which fill them with timidity is the statistics which they
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have collected)—that they have this enormous uncovered
balance, and there is an inability to see the theoretical arguments
why that is not so formidable as it looks. You find responsible
bankers in Berlin at the present time solemnly assuring you that
the situation in Germany is such that, even if she were let off
reparations entirely and permanently, she would have to have
a foreign loan each year in order to enable her to balance her
accounts and that she must live at the expense of other people

Ty g +n
permanently. Of course, that is an absurdity. It is only seen to

be an absurd:ty, I think, if you get firmly into your heads this
point that I keep on repeating that, somehow or other, the
balance of payments is equal every day, and that therefore she
is somehow or other paying her way at this moment, and that
if she gets an appreciable relief from her present situation she
1s to that extent definitely on the plus side.

So much for the two great obstacles. I am assuming, by the
way—it is hardly worth mentioning—that a moratorium is
required. As long as you demand from Germany resources
which she does not possess and insist on her Government
attempting to sell paper in order to fail in obtaining the
resources, you can do nothing. That is obvious. Without the
moratorium you have no basis for discussion of any kind, and
I have not heard any rational argument to the contrary or any
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backing to his assertion. But havmg put hat out of the
me say that I do not agree with those who hold that th
and the balance of trade remain insuperable obstacles. Having
got to that point, that a stabilised mark is not necessarily
impracticable once a moratorium is granted, what are the
methods that you would employ?

For the transitional period you must plainly have some
reserve resources. I have said that you must first stabilise and
then trust to your budget and trade to get balanced, and then
that will enable you to make your stabilisation permanent. But

during the preliminary period you must be prepared to support
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your scheme by paying out foreign reserves if required. You
must, therefore, have some sort of original nest-egg. A great
matter of controversy is how that nest-egg should be provided.
For my part, I do not think that a very large nest-egg would
be required if the scheme was properly managed. Owing to the
extreme dearness and shortness of money which I mentioned
in my last lecture, as soon as people believed that there was any
chance of stabilisation holding good, money would tend to flow
towards Germany rather than to flow out, and it is unlikely that
she would have to find any large amounts of resources in the
earlier period. The danger would be a considerable number of
months later. I think that the first effect of a stabilisation scheme
might actually be that the Reichsbank would gain gold rather
than lose it. There are not enough people who have marks that
they can spare, that they have not an immediate urgent demand
for, for them to be able to throw them at you to any important
extent. The gold in the Reichsbank now amounts to several
times the value of the note issue, so at the present rate of
exchange the Reichsbank could buy up all the notes there are
and still have a large amount of gold left. There is not really,
therefore, any danger of a very appreciable drain in the first
instance. The risk would be nine months or a year later in the
event of the attempts to balance the budget failing and inflation
continuing so that you were always issuing more notes available
for redemption. But I think that you would have to take the risk
that in the period of a year’s grace, say, you would manage to
balance your budget. If by bad management or by misfortune
it turned out to be impossible to balance in that period, then
the drain on your resources might come nine months or a year
later, or a little longer. You would not run a very big risk in
the first nine months. I believe, therefore, that the technical
position is such that you could do it with a comparatively small
amount of gold, and I think that the Reichsbank’s gold would be
probably adequate for the purpose, even though there was no
question of using anything like the whole of it. The Reichsbank
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has fifty millions of gold sterling. If half of that was used as a
pool, if that was combined with a prolonged moratorium and
a firm policy, I believe it ought to be sufficient to put things
straight, and I think that it would be reasonable, if Germany
was granted a moratorium, to require of her that she should
make a sincere effort to use her gold for that purpose. I should
doubt if there is any case in history of a currency having gone
to such a complete smash as the mark has while it had a gold
reserve and while it was covered by gold at the prevailing rate
of exchange to the extent of several times its value. It is a most
extraordinary situation and one which can only exist on the
hypothesis that the existing inflation will not merely persist but
will increase a great deal. If there was a moratorium and if a
good attempt was made to balance the budget there is no reason
in the world why the assumption that a great deal more inflation
will take place should be justified, and as soon as it ceases to
be justified the gold reserve of the Reichsbank is fully adequate
to sustain the value of the notes.

However, in Berlin a different view is widely held. The
Reichsbank, like all Continental banks, believes that gold is not
kept in reserve to be used on any occasion whatever. They are
rather inclined to the view that the correct theory of a gold
reserve is that you only make it available when you are
absolutely certain that it will not be required. That view is not
only held by the Reichsbank. It is traditionally held by all
Continental state banks. The opposite view has been traditionally
held for more than a hundred years past now in England. One
of the great foundations, I believe, of our financial security has
been this simple point of the correct theory about the gold
reserve. We have very often had to use it, but not to a great
extent; but the fact that we were prepared to use it has been
of the utmost importance. There was one episode during the
War which is not generally known and of which the details have
never been published, in which, in my opinion, we only saved
our position and enabled ourselves to keep our credit by the fact
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that we were prepared to throw in our gold [ MK, vol. xxiI,
pp. 10-11.] As it turned out, we did not have to use all of it,
but there was a moment when we had to decide whether, if the
pinch came, we were going to use our gold or were going to hang
on to it. The fact that we were willing to use the gold carried
us through. That doctrine is the traditional English doctrine
established as a result of many arguments and much pamph-
leteering and so forth a hundred years ago. Although it has had
its occasional opponents, it has sunk deep into the tradition of
the City of London that there are circumstances, not ordinary
circumstances, when you do bring your final reserves into play.
But the tendency on the Continent is never to bring them into
play, but when things have gone completely to smash perhaps
to fritter them away under force of circumstances. The doctrine
stands very much in the way of any stabilisation notions now.

There is also another reason. What corresponds to ‘the City’
in Berlin suffers from the illusion that even in present conditions
they have a real prospect of getting a foreign loan. Their minds
have been on that subject ever since the Armistice. I was the
responsible official during the Armistice negotiations in
reference to the question how the food which was going to
Germany was to be paid for [ MK, vol. xvi, pp. 391—404.] It
was then a question of their using part of their gold or part of
their own resources. We spent all our time trying to persuade
the Germans that in the months of January and February, 1919,
it was not possible to raise a loan on their behalf either in the
City of London or in New York. They were very reluctant to
believe it. At every date since then they have had that same
tllusion, and they are extremely unwilling to use their own gold
so long as they think that people here will put up money for
them. It is not quite a certainty, and they would much rather
have the funds supplied here. As I say, I think that that is a
complete illusion. There, again, it is useless to suppose that you
can borrow money before your credit is re-established ; but when
Germany, if she ever is, is stabilised and when her credit is
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restored to a certain extent, ordinary loan operations might
possibly be feasible. The notion that the foreigner is going to
lend to you before your stabilisation and that he is going to take
the risk of your stabilisation breaking down seems to me to be
quite preposterous and to be a piece of extremely bad
psychology.

As you will have observed from the replies of the German
Government to the Reparations Commission, they still make
their plans contingent upon foreign assistance. If they put
forward a good plan, they ought, I think, to have all the
co-operation possible of international financiers. 1 think that
moral aid ought to be given to them and convenient overdraft
facilities against their own gold and so forth, and even, perhaps,
small overdraft arrangements in addition. All that might be
useful and might have a great effect on the psychology; but the
notion that at this stage in the affair you are going to make your
stabilisation scheme mainly dependent on foreign capital seems
to me to be very wide of the mark. The worst of the present
situation is that the talking of so much outrageous nonsense on
our side has provoked a situation in which no sense is talked
on either side. You find almost as much outrageous nonsense
talked in Berlin in one direction as you hear in Paris and London
in the other. Therefore, while I have been spending the last
half-hour explaining why I think stabilisation to be technically
a feasible proposition, and I see no reason except human wills
why the thing should not be put straight, I do not have
any very optimistic hopes because the psychological situation
does not seem to be one which will enable the technical solution
to be put into operation.

Assuming that point, I pass on to the next stage of my
argument. Assuming that Germany was granted a moratorium,
supposing that we were sensible on our side and supposing that
she was prepared to use her own resources with what aid we
could give her—because I hope that we should be able to give
her some practical assistance if she was prepared to use her own

36



FINANCE AND INVESTMENT, 1922192

N 2
= J

b

resources in a genuine attempt to put things straight—what, in
those conditions, would be the right technical plan? Two plans
were discussed in Berlin, one of which was incorporated in the
report of four of the foreigners called in, and the other of which
is in the report of the other three. I do not think that the readers
of the newspapers have got quite clear what the essential
difference between the reports by the two bodies of experts really
was.

The four experts held that the only chance of success was
stabilisation: that is to say, that you should fix some rate as
appropriate, the rate being selected with reference to the degree
of adjustment in existence at the moment when the change was
introduced—say, at the present moment, something like fifteen
thousand marks to the pound sterling, though it may be quite
a different rate months hence—and, having fixed it, to have
some official body which was prepared to buy and sell foreign
valuta at that rate. We held that you should abolish all exchange
regulations whatsoever and that you should have absolutely free
and unfettered dealings, and that there should be a buying and
selling rate for foreign valuta which might be, say, one or two
per cent apart, corresponding to the gold parity, as it were, but
that at those fixed rates the official body would be prepared both
to buy and sell unlimited quantities of marks. That would knock
out any hopes from speculation, and therefore you would be back
on the genuine demands of the country both ways, but you
would be protected by the fact that there is at present a shortage
of money in Germany so that you could not possibly have an
undue amount of marks thrown at you. You would rather have
people who would want to take advantage of the very high rate
of interest prevailing in Germany to buy marks from you than
to sell marks to you. We would combine that with a prolonged
period of dear money in order that the present incentive to remit
money to Germany rather than otherwise, apart from the fear
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We would have absolute fixity, we would have an absolute
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abolition of exchange regulations, and we would have dear
money. We would also rather put away from our minds the idea
of a subsequent improvement in the mark. I think that a long
period of deflation would be a very disastrous thing and might
bring German industry almost to a standstill. Possibly in the
early part of the period for a short time your rate might be a
little tentative; but the idea that some people have that you
might start, say, at fifteen thousand marks to the pound sterling
and then improve the rate by easy stages till it was ten times
as valuable and had got down to fifteen hundred marks to the
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the constantly falling prices in Germany, you would have
constant struggles over wages, you would have the whole
industry of the country thrown into disorder and you would have
all the trouble that we have had during our industrial crises
worse tenfold. No modern industrial community could stand the
prospect of official recognition that the legal tender was going
to appreciate in the course of the next few years by one thousand
per cent, which is what that scheme would amount to.

One recognises, of course, that if the mark was raised in value
it would be a pleasing thing to foreign speculators, and it would
also restore persons inside Germany who had been cheated of

their savings by what has happened; but it does not seem to me
to be a practicable thing. It is not feasible that the holdings of
foreign speculators should be appreciated in that way, and, as
regards the people inside Germany who have suffered so much
by that, that is a thing that is done and cannot at this date be
remedied. The suggestion was a fixed rate, free dealing, and no
intention of altering the rate except possibly that it might be a
little tentative at the very beginning of the period.

We added one technical point, which is important, and to
which I should like to call vour attention; that is, that the official
body which was in control of the exchange should not only deal
spot but should also deal in forward exchange; that is to say,
at appropriate rates it would always sell you marks spot and buy

those marks back from you forward one month or three months.
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That would mean that a German who had foreign assets which
he would like to employ for the time being in Germany but did
not dare remove altogether from the form of foreign assets
because he was not certain that the stabilisation scheme would
last, would be perfectly protected. He could then replenish his
resources in Germany by handing over his foreign valuta spot
against marks. He would receive marks in Germany, and he
woud have a forward contract that three months later he could
have the foreign valuta back again at an appropriate rate, and

the difference between the spot and forward rates would have
to be corresponding to the rate of discount inside Germany. In
effect it would be a way by which the Reichsbank or the official
body controlling the exchange could borrow foreign valuta. 1
believe they might receive a considerable amount in that way,
which would have the effect of putting in the hands of the official
exchange body the foreign floating resources of Germany. At
present you may have Germans with foreign resources which
they would like to use temporarily in Berlin, particularly when
money is as tight there as it is now, and they simply dare not
because they cannot. If they sell their foreign valuta spot they
cannot at present buy it back again forward at any reasonable
rate.

As I explained in my last lecture, the reason for that state of
affairs 1s that the present position is said to be a check on
speculation. Perhaps it is; but it has these various other bad
consequences. Once you have stabilised things I can see no
objection to developing a free foreign market in exchange. That
would enable the Reichsbank to collect temporarily loans of
foreign valuta which would not be drawn upon probably all at
one time. That would concentrate Germany’s resources and
would enable additional currency that must be put into circu-
lation to be put into circulation against the security of foreign
currency instead of Treasury bills. That 1s a little extra to the
scheme, so to speak, but it is not an unimportant part of it
technically.

The other three experts took a different view. They held that
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at present, even in the event of a moratorium, the whole situation
is too precarious for it to be safe for the Reichsbank or for the
body controlling exchange to guarantee any fixed rate. Their
notion was, therefore, that the Reichsbank would form a foreign
reserve, partly by means of its own gold and partly by a loan
from foreign capitalists, and that that reserve would be used for
intervening on the exchange market whenever the mark looked

particularly weak, and whenever you suspected that there was

a bear campaign going on you would raid the bears by hnvmg

marks heavily and so give them a good fright. You would get

a corresponding appreciation of the mark in the next day or two,

and you would do that always trying to raise the mark to a higher
level, gradually supporting it at a rather better level than you
had supported it at the previous month. I think that is
technically an entirely hopeless plan, if I may say so. It seems
to me that if you do not fix the thing, you will preserve the whole
of the existing state of uncertainty, and it is quite likely that you
would dribble your resources away without having got anything
like stabilisation because you would not have knocked out
speculation. You would rather have encouraged it, although
speculators would, no doubt, have to have in their minds the
possibility of these counter raids by the Reichsbank. They would
probably become quite as clever at it as the operators of the
Reichsbank, and, I should think, would very likely so arrange

their operations that the chchsbank dealings would be in their

favour rather than acainst them. Secondlyv. if there was the idea
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that the policy of the Reichsbank was steadily to raise the value
of the mark over a period, for the reasons I have already given,
you would tend to bring business to a standstill. If the scheme
was unsuccessful you would dribble away your resources. If it
was successful you would have all the evils of deflation in
Germany on a pronounced scale, and you would very soon reach
a point when your labour troubles became of an extraordinarily
severe character. It seems to me that in the matter of stabilisation
you have to go the whole way or not at all. It may be that the
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conditions for a courageous policy do not exist; but there is no
middle course really between leaving things as they are and
fixing them. Merely intervening irregularly and throwing some
resources in, without any real fixed policy, is exactly what you
are at and i1s the way to throw money away. I should have
thought that the whole history of the spasmodic interventions
of foreign bourses in support of particular exchanges showed
that that policy never succeeded.

The persistence of these two schools of opinion shows the
practical difficulties of the case. I believe that our plan is much
the safer, that you would run far less risk if you fixed your rate
and tried to make your rate believed in; but the other party hold
that it is a much rasher policy and that theirs is a much safer
one, because if at any moment you saw that your policy was
being a failure and was not working, you would withdraw your
support, you would keep the rest of your gold unused, and
therefore you would not have committed yourselves to anything,
and so you could draw back. But the very fact that you had
not committed yourselves to anything would be what had ruined
the scheme. It would be known that the support might be
withdrawn at any moment, and if the Reichsbank was losing gold
it would lose heart also and, almost directly, there would not
be any real strength in the market at all. That half-hearted kind
of policy is not the real one for such circumstances as these.

I have now given you two divergencies. One is whether the
Reichsbank gold by itself would be sufficient or whether there
must be a foreign loan. The next point is: Are you going to
stabilise exchange or are you going to support it? There is a third
policy which I think everybody will admit to be a pis aller (1
do not myself fancy it), but which on theoretical grounds is not
open to particular objection. That is the idea of having a parallel
currency to the existing one; not of attempting to fix the existing
mark at any particular level but of introducing a new unit, say
a gold mark, and providing that the new currency issued should
be the gold mark and that the gold mark should be redeemable
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for gold. By that means you would also make both the gold mark
and the paper mark legal tender. You would allow people to fix
their contracts in either and to pay in either at the official rate.
So you would then have these two currencies, the gold currency
and the paper currency, with a fluctuating rate between them.
You would fix that rate from time to time by a legal notice in
conformity more or less with the market rates prevailing at the
time, and the official rate fixed would be one at which you could

discharge in one currency obligations incurred in the other.
One can easily see that there are certain advantages in that
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wnth one of their great desiderata—namely, a sound money of
account. Everybody could keep their balance-sheets in terms of
the gold mark. It would also provide Germans who must have
money which would be of permanent value as reserves, with
something other than foreign currency which they can use for
that purpose. Such persons could acquire gold marks and the
new gold marks—which would be a paper document, of
course—would serve the purpose that foreign currency has to
serve now; so that Germany could reduce her requirements of
foreign currency. It would meet those two points: a good money
of account, and a good store of value. But so long as the paper
mark fluctuated in terms of the gold mark, one of the great
problems would be left unsolved, namely, the existence of a

stable unit in which taxation could be collected. People would

till have their taxes fixed in paper marks or. at anv rate. thev
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mlght have their incomes in them, and unless the paper mark
was a completely exploded thing, as long as it existed side by
side with the gold mark, you would have instability in your
budget, and I do not think that you would have gained by any
means all the advantages, whereas 1t might be just as difficult
to keep up the value of your new gold mark as it would be to
keep up the value of the entire currency. Assuming that no more
paper marks were issued, in the other things you would be able
to be successful. The present gold value of the existing paper
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marks 1s not a thing that need alarm anybody. Therefore if you
feel strong enough to lay it down that all future issues shall be
of a gold mark which you will keep at a stable value, you may
as well, I think, go the whole hog and not go in for this pis aller
which solves part of the problem, but by no means the whole
of it.

That is the essence of the case as it now stands. I explained
to you the chief facts of the German situation in my first lecture
and in this lecture I have tried to analyse the possible cures that
have been put forward in different quarters, the arguments as
they appear to me for and against, and the psychological
atmosphere which, I fear, makes the carrying out of any of them

a little improbable at the moment.

Lecture to the Institute of Bankers, 29 November 1922
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MR J. M. KEYNES: Ladies and Gentlemen: I propose to give
this lecture on the subject of devaluation. You probably all of
you know what that means. It may possibly be safer if I were
to repeat that it is concerned with stabilising the value of certain
legal tender monies somewhere near their present value in terms
of gold, in place of attempting to restore them to their pre-war
value in terms of gold. That is to say, of accepting existing facts
and fixing the level to which they are now adjusted permanently
rather than attempting to go back.

For the purposes of the devaluation argument currencies fall
into three groups. The first group are the very bad currencies
such as the mark and others about which it is not really a matter
of dispute. People may be in favour of raising them above their
present level, but no-one proposes that those currencies can be
restored to their pre-existing value.

Then there is another group of currencies of which our own
is a leading example, which I will deal with towards the end of
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not very considerable, so that there can be very little doubt that
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they could be restored to par if it is thought wise and expedient
to do so.

In between comes a very important class of which the franc
and the lira are the most important examples, where the depre-
ciation certainly exceeds 20 per cent and is very often a good
deal bigger than that, but where it 1s not as fantastic to propose
you should restore them to the pre-war level as in the case of
the mark.

I shall devote the first part of my lecture to these intermediate
currencies, and I shall return at the end of the lecture to the
rather special case of sterling.

About eight months ago I published an article [ JM K, vol.
XVII, pp- 355—69] about devaluation in which I went so far as
to propose some actual details of a scheme which at that time
I thought could be put into operation. That was just before the
Genoa Conference. This subject was considered very carefully
by the Financial Commission at Genoa, and the Conference
reported decidedly in favour of stabilisation at the existing level
rather than at the pre-war level in the case of all currencies which
were seriously depreciated. I do not think it is very easy to find
any reasoned statement of the arguments on the other side.
There is a good deal of dispute about currencies in the position
of sterling, but amongst accredited authorities there is not
very much divergence as regards the franc and lira. One might
have supposed, therefore, that I was not wasting my time,
though I might have been putting forward a bad scheme in
principle, so to speak in proposing actual details. But what has
happened since that time has convinced me that nevertheless I
was, and that although the opponents of stabilising somewhere
near the existing level are not free from that argument never-
theless the other side has by no means won over universal
opinion, and that we still have to do a great deal of enunciating
the fundamental facts of the case before it is worth while going
into the details of an actual scheme.

I want therefore with your approval to run through the
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fundamental simple facts of the situation, which I think ought
to be universally recognised and ought to govern all discussions
on the subject. Although the Genoa Conference declared in
favour of devaluation unanimously I think the representatives
of France, Italy and Belgium, in approving the principle, stated
at the same time that they wholly repudiated it as regards its
application to their own individual countries. Those gentlemen
may have been guided by political rather than intellectual
considerations, but that they should have thought it desirable to
deny what their intellect had just approved is a measure of the
difficulty which still exists in putting these things into force.
Genoa approved it in principle, but all the countries most
affected repudiated it in particular.

One argument which weighs so much with many people,
which has to be dealt with first of all, 1s the argument of justice.
It is thought that it would be a grave injustice not to put back
these monies to their pre-war parity. Some injustice is always
wrought by economic changes. That one has to admit. But to
regard the weight of gold as the measure of justice rather than
the purchasing power of the currencies is, I think, a very
technical form of justice, and yet no-one suggests in the United
States, for example, that it is an act of injustice not to restore
the dollar to its pre-war purchasing power.

Quite apart from that, justice means presumably that you
must put back people who have entered into contracts into the
position which they had reason to anticipate they would be in
when they entered into those contracts. Ifall contracts expressed
in terms of money had been entered into prior to the War there
might be a strong case on those lines, but the actual fact is that
the vast majority of the contracts have been entered into much
more recently. In particular war loans, which form a very
important category, were contracted to a very great extent since
the Armistice in terms of the deprectated money. So that you
would be giving a large uncovenanted bonus to the lenders if
you were to restore the value of the franc and lira to their pre-war
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value. In the case of the United States Irving Fisher has roughly
calculated that contracts in terms of money are on the average
about a year old, so that if you put the value of money back to
a very different value from what it has now with reference to
a period eight years ago you are almost certainly doing more
injustice than you are doing justice if you are considering the
relative position of creditors and debtors who are the parties to
the money contracts now in existence. There might be a case
on this head for a certain restoration, but the longer the
depreciation lasts the weaker the case is. More and more
contracts will have been entered into at the depreciated rate, and
more and more of the holders even of those contracts which have
a history back to pre-war times will have changed hands [sic]
in the interval.

I think therefore there is a great deal of misapprehension first
of all in making the criterion of justice a quantity of gold rather
than a quantity of purchasing power, and secondly in supposing
that the contracts which would be affected by any change mainly
relate to a pre-war epoch. I therefore argue that that particular
reason for making great sacrifices in order to get back, while it
has some force has not so much force as some people think it has.

That is the argument of justice. The next argument is the
argument of possibility. When the question of possibility is
considered 1t is common to look to the existing rates of exchange
and to the balance of trade, and to criteria of that kind. That
is a mistake, I think, when one is considering a long period
problem of this kind. From the long period point of view I say
that a different criterion is the one that settles the matter. The
long-period obstacle to any possible improvement, for example
of the franc, is the burden of the internal debt. You can always
restore the currency to any value you like if you want to, if you
think it worth while and adopt a sufficiently stringent policy to
do it, provided that it does not increase the claims of the
bond-holders beyond what is tolerable. If it does, the Govern-
ment is certain to be forced to inflate again, and the work will
be undone.
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In the case of France and Italy, I shall deal with France in
detail as an illustration. The policy of internal finance which has
been followed has brought up the burden of the internal debt to
a point which already makes it nearly impossible for their
budgets to balance. If you were to restore the franc and the lira
to their pre-war parity you would make the problem quite
hopeless. In the case of France you would rather more than
double the present burden of the internal debt; in the case of
Italy you would approximately multiply it by four.

Now what does this burden of the internal debt amount to?
It is not a question of economy and extravagance. Questions of
economy and extravagance can always be dealt with in the last
resort. It is a question of the distribution of the national wealth
between different classes. The burden of the national debt is the
measure of what the active earning part of the community have
to hand over to the rentier or bond-holding class. No community
ancient or modern will tolerate more than a certain proportion.
You will never induce the active earning taxpayer to surrender
more than a certain proportion to the inactive bond-holding
rentier class, and the general principles of contract have all
through history had to moderate themselves and to yield to that
grand principle of expediency that you cannot increase the claim
of the bond-holder, of the inactive person, beyond a certain
extent, and those persons who would press a contract to its
extremity and say that justice in the matter of contract must be
done at all costs are the people who are really the greatest
enemies of the sanctity of contract, because policies of that kind
are what bring the whole thing into complete disrepute and
eventually bring down the entire structure. The whole thing if
you are dealing, not with individuals, but with nations and with
epochs, has to be handled with moderation and with reason, and
it 1s utterly impossible to compel the active part of the
community to hand over an undue proportion to the bond-
holding class.

Therefore I say that the long-period criterion is this: Will the
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burden of the internal debt as to make the proportion that is so
to be handed over an intolerable one?

If it is intolerable there are only three solutions open. The
first solution is repudiation, which as regards internal debt in
Western Europe I think we can neglect at present. The second
way out is a capital levy which, when the necessary circumstances
arise, seems to be much the justest and wisest instrument,
because you can make the burden fall in the right place. But the
capital levy, as we have seen in the recent election, is a thing
difficult to explain or to understand, and the terrifying ignorance
of the real arguments on either side shown in the columns of
the Press shows that it is an expedient which a modern
community will very likely reject even when the conditions for
applying it exist. I do not want to be taken to imply by this that
I am in favour of a capital levy in this country at this moment.
I am not. I think you ought to have a capital levy only when
it is clear that the proportion of taxation which has to be handed
over to the bond-holder is more than the country can support,
and that premise has not yet been demonstrated beyond
controversy in this country. But most of the arguments raised
against a capital levy seem to me to be a little childish in
character, and not to go at all to the root of the matter.

I throw that out rather in parenthesis, but the controversy
with regard to the matter has I think brought home to every-
body how very difficult it will be to bring in a capital levy even
when it is the right thing. Therefore I strongly suspect that the
continental countries, who indubitably ought to have a capital
levy, will probably not do so but will follow the line of least
resistance, and the line of least resistance is to let your money
depreciate. You can always have a capital levy that way; you can
always allow the unit in which your money debts are expressed
to fall in value. In Austria, in Russia and in Germany they have
already had a capital levy of 100 per cent. In France they have
already had a capital levy of 50 per cent; and in Italy of about
75 per cent; and other countries in varying degrees. Experience
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shows that the population will quietly accept enormous de-
predations by this instrument when they would throw out of
power any Government that attempted to take one tenth of the
amount from them by juster and more scientific methods.

The great objection to the method of depreciation as compared
with the capital levy is that it falls entirely upon persons whose
wealth is in the form of claims to legal tender, to money, who
are generally, amongst the capitalists, the poorer capitalists. It
is entirely ungraduated; it falls on small savings just as hardly
as on big ones; and incidentally it benefits the capitalist
entrepreneur class, because those persons who borrow money and
possess assets, which is the case with the entrepreneur capitalist
class, benefit by depreciation. So that by that means you make
a capital levy which falls mainly on small savings and on
moderate savings. At any rate it treats them just as hardly as
it treats the richer man, and it may actually enrich the ordinary
c‘mrepreneur Ldpﬂ.dllbl 1 IIC bII]dll SaAvVErs WI]U ndVC most to lUbC
from depreciation are precisely the sort of conservative people
who would be most alarmed by the capital levy, so that they
would probably oppose it. On the other hand, the entrepreneur
capitalist class would obviously prefer depreciation which does
not hit them very much and may actually enrich them. The
combination of those two forces will generally bring it about that
a country will prefer the unjust, inequitable, disastrous method
of depreciation rather than the more scientific one of a capital
levy.

For those reasons I think that if the countries cannot balance
their budget at the present level they will probably have a bit
more depreciation until they can, rather than have a capital levy.
But anyhow, it is utterly impracticable for them to go back.

The advocate of stabilisation somewhere near the present
level takes a middle course. He says we accept the fait accompls.
It i1s quite out of the question for budgetary reasons to go back
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and a great deal of harm to trade. We must accept the
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depreciation that exists, but let us at any rate make an effort to
avold further depreciation. That will be immensely facilitated
by fixing it if we can somewhere near the present level. But he
has to admit that those forces which make it impossible to go
back may also make it inevitable that there shall be further
depreciation.

Let me illustrate that by reference to the particular example
of France. The internal debt of France amounts at the moment
to about 250 milliards of paper francs. That is excluding all
external debt including what she owes her allies. The further
borrowing already definitely in sight and more or less provided
for will, including reconstruction loans which the Government
has guaranteed, bring the aggregate internal debt by the end of
1923 to somewhere about 3oo milliards of francs. The service
of that debt will be about 18 milliards of francs, that is to say
at 6 per cent. That I think allows a certain amount for statutory
sinking fund, for while the recent debt has been raised at 6 per
cent, some part of the debt has been raised at lower rates. I am
not quite sure how much that sinking fund allows for, but I think
I am not far wrong in saying that including the statutory sinking
fund the service of that debt will be somewhere about 18
milliards of francs. That figure happens to be the budget
estimate of the ordinary revenue from all sources for the year
1923. So that by the end of 1923 the service of the internal debt
will absorb 100 per cent of the revenue. That is rather
optimistic, because it is assuming that all external debts are
cancelled; and it is also assuming what certainly will not be the
case, that after the end of 1923 France will be in a position to
assume that the burden of the external budget, that is to say
pensions and further expenditure for reconstruction will have
vanished. But still, take it at that. Within a short period the
service of the debt will absorb the whole of the revenue. As the
necessary expenditure of the Government is probably 10 or 11
milliards at least, that means that even at the present level of
the franc the Government will have to increase the yield of
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taxation by something like 60 per cent in order to make both
ends meet, and if the franc was materially to improve in its value
in terms of commodities the amount which the Government
would have to take from the taxpayer in terms of commodities
in order to satisfy the claims of the rentiers would become
something fantastic, something quite beyond the taxpaying
capacity of France.

Therefore I say in the long run that is the fundamental reason
why the franc cannot possibly return to parity, and I go further
and say that the difficulty of balancing the budget even now will
prove a strong temptation to France to pursue a policy of further
depreciation.

This figure I think is an interesting one. If the franc was to
fall to 100 to the £ sterling it would be possible to balance the
French budget by taking very little more in terms of commodities
from the taxpayer than is taken now. The French will have to
come to some compromise between increasing taxation and
diminishing ordinary expenditure and reducing what they owe
their rentiers by means of a further depreciation, and I have not
the smallest doubt that the French Government will consider
that course, as they have hitherto, as far more conservative, far
more orthodox, far more in the interests of the class of small
savers than they would a justly constructed capital levy.

Those figures I give in detail because they are particularly
striking, but something very similar, or at any rate if not quite
similar in degree the same in kind is also true of other countries.
On the one hand, therefore, when M. Picard, speaking for the
Government of France at Genoa, said it was the policy of the
French Government to restore the franc to par he was talking
rubbish.

The reasons I have given are reasons why the critics of
devaluation from the point of view of improvement cannot

maintain their case. But of course there 1s another class of critic
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namely those who say that the chief European currencies are so

51

. .
m‘llf‘k i o n ] o &) ﬂl‘lcg“ nnr fl‘\p"' C‘f]ﬂ ix7 N mMiict l\‘l mat

ra N
W ALIUIWLE RRAVE b L W@OUEL VAL LRIWEL OlWiby VY LLW LLIWOL UV L1IWL,



ACTIVITIES 19221929

very likely to go much worse that it would be a foolhardy thing
to try and fix them at their present level, and that the time has
not yet come at which there is any real hope of balancing. I think
there is a great deal of force in that criticism. I think it is very
likely that the governments are not strong enough to enforce a
policy of stabilisation, but I think it ought to be possible, if the
will is there and if the thing was understood, to stabilise at a
rate not very much worse than the present. I think it is very
unlikely that it will happen, but one has in these cases to preach
an ideal policy rather than to dilate on what is going to happen,
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it ought to be impossible to stabilise at some rate not very much
worse than the existing levels of the exchange.

Why am I so anxious to stabilise? It is obvious that it would
be foolish to try and improve the value of the currencies, but
what is the overwhelming argument for fixing them? The
argument that is much the most important in my mind is one
which is fairly familiar, but I think it is under-emphasised. It
is this. Even though a country may be in adjustment with other
countries in respect of its balance of trade and so forth over a
year as a whole, it does not follow that it is perfectly balanced
every day. It is well known that industrial countries which buy
large amounts of agricultural products find it convenient to make
the bulk of their purchases, or at any rate a larger proportion
than normal of their purchases, rather early in the crop year.
That was very familiar in pre-war days. Even when the balance
is level for the year as a whole, the industrial countries are in
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they get level with them again in the spring and summer. If you
want to have just the quantity and just the quality of the leading
crops you do well to buy them rather early in the year. That
is an ordinary practice of trade which has not been abandoned
even in post-war times. That was recognised in the pre-war
financial world, and one of the most important functions of
international banking used to be to adjust this temporary
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balance between two seasons of the year, and very admirable
machinery has been devised by means of which that function
was carried out at very small cost to trade. When the banker
knew that there were gold points, so that his loss on the
exchange was limited, he was willing to move floating balances
between London and New York, for example, for a very
moderate commission. A little higher rate of discount in the
temporarily debtor country so that his money earned a little
more there than it could in the other country, together with a
slight exchange turn due to movement between the gold points,
was enough to remunerate him. He was content with a normal
banker’s commission, the reason for that being that his losses
were definitely limited, and his profit was more or less calculable
beforehand. He did not have to be rewarded for taking a risk,
because he was not taking an appreciable amount of risk.
That worked extremely well, but what happens now? The
autumn pressure comes along just as usual, but now the banker
is not content or able to move his balances for small turns, as
he could formerly, because he now has no guarantee at all as
to the rate at which he will be able to bring his money back again
later in the year. He may have a very strong opinion as to the
course of the exchange, but the transaction is no longer a
calculable one. He is bearing a risk, and owing to what has
happened in recent years he estimates the risk as a very big one.
And even apart from the fact that he has to be remunerated for
risk, it ceases to be quite a banker’s business. A banker, even
though he thinks the risk is actuarily rewarded by the prospective
profit, cannot afford to run risks of that kind on a big scale.
Consequently this business that used to be a proper banker’s
business for a small term has become a speculator’s business.
The balancing of the account in the autumn, quite apart from
the account for the year as a whole, has to be looked after in
part by the suppliers of speculative finance. In order to attract
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movement. They will not come in and support the market until
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the exchange has moved to a figure which in their judgment
gives them good prospects of profit when the next easy season
comes round. Moreover, as speculative finance of that kind is
discouraged by other banking institutions, and by state banks
and so forth, it is generally in short supply. The amount of
speculative finance going is barely enough to look after the
autumn trend in its pre-war dimensions. Where a banker would
not at all mind in the old days remitting millions to and from
New York, hundreds of thousands are now as much risk as even
very big people care to look to. So that, partly from the shortage
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and partly because they, estimating the risk to be a large one,
do not operate until they see a big profit, you may have a very
large seasonal fluctuation of the exchange even though the thing
is in perfect adjustment over the year as a whole. You will not
get a steady exchange until you have a ‘pegged’ exchange,
because, until you have that, every little up and down is bound
to have a disproportionate effect on the exchange, because the
adjustment has to be effected by persons who are speculating
rather than by persons who are conducting banking.

It is no good therefore to think, as some people do, that you
must first of all wait for the exchanges to be stable, and after
you have seen them stable for a year or two you will then fix
them. They never will be stable until you have fixed them; you
have to act first. And it is extremely important to do so in the
case of any country for which it is practicable, because this
seasonal fluctuation and the big rewards which have to be paid
to speculative finance are a very heavy burden on trade. It means
partly that those merchants who make their purchases according
to the pre-war rule in the autumn have to finance them at a very
unfavourable rate of exchange as compared with the average
exchange of the year, and also to a certain extent it means that
merchants deterred by the bad exchange rates that are offered
them in the autumn postpone a part of their purchases to a
season of the year in which they hope the exchange will be better,
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but one which may be far less convenient and efficient from the
point of view of the transaction of their business. Nothing but
harm therefore results from these big seasonal swings.

That is known in a general way, but I wonder how many
people realise the extent to which the fluctuations of sterling and
of francs and lire during the last three years have been seasonal
rather than progressive. In the year 1919 when the exchanges
were unpegged because the inter-allied arrangement for finance
came to an end, there was a very heavy fall in francs and lire
and sterling of a non-seasonal kind. All through the early part
and the middle of 1919 they were falling for that reason and for
non-seasonal reasons. There has also been this year an
improvement in sterling which is of a non-seasonal character,
and it may be for the reasons that I have just given relating to
the internal debt that at some future date there may be a
non-seasonal decline of some of the continental exchanges. But
although those facts are true—two of them are true, and one
of them possible—nevertheless the bulk of the movements
between the autumn of 1919 and the autumn of this year have
been seasonal and not progressive.

I will put on the blackboard, if I may, a rather striking table.
It is a table of percentage of dollar parity. The figures I shall
put down represent the percent of dollar par that each currency
reached at various dates, and I will give the lowest and higher
for each season. For this purpose a season has to run from, say,
August to August, rather than the calendar year, but I have not
taken any exact period. Taking 1919—20, and beginning with
sterling, the lowest percentage of dollar par that sterling touched
was 69, and the highest was 82. In the following year 192021,
the lowest percentage of dollar par reached by sterling was 69,
and the highest was 82. In 1921-22, the lowest reached was 73,
and the highest 93. In 1922—23, only half of which season is over,
the £ sterling has fallen below go.

Now here of course there is an improvement which is
independent of seasons, but it is remarkable how steady the
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lowest figures are, and how steady the highest figures are, and
how very big the fluctuations between the lowest and the highest
are. It looks to me from that as though the fluctuations between
the lowest and the highest were mainly seasonal, but you have
to fall down to that point before the speculator would come in
to look after the seasonal adverse balance. The difference
between the two sets of figures is some measure of the enormous
burden thrown on trade.

It looks from that table as though, supposing we had decided
as long ago as 1919—20 that we would stabilise the £ sterling
say at 75 per cent of its pre-war parity, we could probably have
kept sterling pegged without any disturbance to trade through
the whole of this period, and I believe it would have been a very
much wiser policy to have done so.

Sterling is a fairly impressive case, but the franc and lira are
in a way, I think, even more impressive. We realise that the
movement of sterling has been mainly seasonal, but the extent
to which it is true of the franc and lira is equally striking.

Let us take the franc. In 191g—20 the lowest point of the franc
was 31, and the highest point was 44. In the next year the lowest
was 30, and the highest 45. In the following year the lowest was
37, and the highest 47. This year so far the lowest has been 34.

I think that this is an extraordinarily striking table. There has
not been any clear movement of the franc either up or down
if you take the highest figures in each year, and the lowest figures
in each year. But there is an enormous divergence between the
highest and lowest figures. So that the man who imported his
goods in the autumn and covered his exchange has had to pay
a tremendous fine for the convenience of importing then rather
than later in the year, and the people who have eventually
accommodated him in the exchange have reaped an enormous
profit. Surely it would have been much better all through this
period to have stabilised the franc at some intermediate figure.
Although for the reasons I have given I am not very optimistic
for the future, I think it looks from this as though it would have
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been practicable for the Bank of France to have taken a figure
such as 40 and to have kept the franc pegged at 40 all through
that period. They would have lost reserves at certain seasons,
but they would have gained them at others, and they would have
added enormously to the prosperity of the country.

The lira, which is my last example, is almost the most striking
of all. The lowest point reached by the lira in the first year was
22, and the highest was 32. In the next year the lowest was
18, and the highest 29. In the following year the lowest was 20,
and the highest 27. And in this year the lowest has been 20 so
far.

One sees from that [that] the lowest points of the lira in terms
of the dollar have been 22, 18, 20 and 20, while the highest points
have been 32, 29 and 27. But whereas the lowest points are
steady, and whereas the highest points are steady, the fluctuation
between the lowest and the highest has been as much as 50 per
cent, and has never been less than 35 per cent. That shows that
the violent movement of the lira has not been a progressive
movement, but it has been a seasonal movement.

Therefore I argue that if you are thinking of the hindrances
to trade, it is the seasonal point which one must largely attend
to. And I also draw this conclusion: that so long as the exchanges
are not stabilised by policy they will never come toan equilibrium
of themselves. You may get smaller oscillations than these.
Suppose this sort of thing went on year after year people would
learn by experience, and no doubt the oscillations would not be
nearly so large. Speculators would come in a little sooner, and
importers would make even greater efforts to spread their
importations more evenly over the year. But even so, I should
think there would always be a very substantial difference
between the busy season and the slack season so long as nobody
knows at what level these currencies are going to settle down.

While people talk as they do at present there is, quite apart
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all the official authorities threatening to bring back the franc and
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the lira to par, so that any operations on the one side are very
dangerous. On the other hand, you have the condition of
internal finance which I have just been talking about, which
indicates that they might possibly go a great deal worse. So that
nobody knows with certainty, or even with probability, whether
they are going to be a great deal better or very much worse.
Therefore you must have a very wide fluctuation before people
will come in purely from motives of self-interest to balance the
day to day fluctuations and the month to month fluctuations as
distinct from the annual fluctuations.

Signor Mussolini has lately threatened, I am told, to bring
back the lira to 50. It is such an awful threat that I should think
the Italians will do almost anything rather than accede to it. But
would Signor Mussolini have said that if he had understood
what he was saying? Suppose he put it like this: I propose to
halve wages, double the burden of the national debt and reduce
by 50 per cent the prices which Sicilians will obtain for the
export of oranges and lemons. If he put his policy in that form,
it would not have been as popular. But that is what his policy
amounted to.

When you have those kinds of remarks being made on one
side, and the hopeless state of the internal debt on the other side,
naturally you have a complete uncertainty of mind which can
only be cured by the government adopting a deliberate policy
and saying we are going to do all in our power to prevent further
depreciation, and we are not going to be so crazy as to try to
perform an impossible task and restore our currency to par. When
they do that you may be in sight of getting rid of this enormous
hindrance and expense to trade by these vast seasonal
fluctuations.

There has been one country—I should like to point the moral
from this—which was unusually in a position to adopt a course
of wisdom. That is Czecho-Slovakia. Early in this year Czecho-
Slovakia found herself with a budget that was not very far from
balancing, with, comparatively, a freedom from the internal debt
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that oppresses France and Italy and other countries. Her credit
was good. She raised quite important loans in London and in
New York. Nobody would have blamed her for fixing the Czech
crown at the level which then prevailed. It had been ruined by
no fault of her own, and was an inheritance from the Hapsburg
Empire. At that time the Czech crown was worth about
one twelfth of its pre-war parity. Czecho-Slovakia was in a
splendid position for stabilising. She had the foreign resources
to make a reserve fund, and there was no internal reason why
the thing should not have been perfectly successful. In the light
of what has actually happened it is clear she could have stabilised
with complete success. What did she do? She has used the funds
that she raised on the New York and London markets to buy
Czech crowns over the exchange, and gradually to raise her
exchange until the Czech crown is now worth double what it
was in the spring. The consequence of that has been to throw
out of gear the whole of her industries. She has had very severe
unemployment, and a crisis through the greater part of her
industries. She now finds herself a year later with her foreign
resources partially depleted, with her crown worth one sixth of
its pre-war parity instead of one twelfth, and still completely
unstabilised, blown about by the breath of the seasons and the
wind of politics. Could anything have been more foolish.
How long is it to go on? Is Czecho-Slovakia going to go on
having industrial crises until she has raised her currency to six
times its value? It is no easier for her to stabilise now than it
was six months ago; indeed it is more difficult because her
resources in foreign currency are no longer quite intact. What
good has she done by deflating the value of legal tender? Apart
from the satisfaction and pride in getting back to pre-war parity,
it is very little better to have it at one sixth than to have it at
one twelfth. The whole thing, as far as I can see, has been
entirely purposeless, and it has been the result of deliberate
policy. M. Alois Razin the Finance Minister, has dogmatic views
on this subject. He is one of the leading bankers, and
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unfortunately he has had the opportunity of putting his tenets
into practice. There has been a strong opposition, but he has
overcome it. I should like to have it explained to me what good
of any sort or kind he has done his country by this revolution
in the value of legal tender money?

The modern capitalist world is even less suited in my opinion
for violent fluctuations in the value of money upwards than it
is for violent fluctuations in the value of money downwards.
Either form of action is very ill advised, and ought never to be
undertaken on purpose. I give that example partly as illustrating
the disadvantages of following a false doctrine, but also as
showing the state of opinion at the moment. When you do get
a country which could stabilise, it immediately follows this vain
and empty project of improving the value of its currency up to
an undetermined point.

I have left over two questions which I must deal with. I should
like to deal in a little more detail with the effect of a deflationary
policy on industry, and I should also like to deal with the rather
peculiar case of our own country and with the relation of sterling
to the dollar. But if you will excuse me, I will not embark on that
part of the argument today but will postpone it till next week,
when the lecture, as Mr Steele [the chairman] has said, will be
given on Tuesday instead of Wednesday.

Lecture to the Institute of Bankers, 5 December 1922

MR J. M. KEYNES: In my last lecture 1 discussed some of the
general principles governing the proposals for devaluation, and
I went into some particular details relating to France and to
Czecho-Slovakia, but I made no comment as regards this
country. In this lecture I propose to repair that omission. I have
kept this country till the last because it raises rather separate
questions from other countries, I think. To begin with, the
problem of restoring sterling parity is a perfectly possible
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problem. There is no reason why we should not put sterling back
to its pre-war parity if we wish to. So that one of the strongest
arguments which I mentioned in the case of foreign countries,
that any attempt was bound to be futile in the end, does not
hold good in our case. There are also, owing to our past history,
and owing to our position as an international financtal centre,
some rather specially strong, if sentimental reasons, if you like,
for returning to the old parity. I recognise the force of those
arguments. In the course of the wars of Napoleon, sterling
suffered a depreciation just as it did in the course of the late
war; but after many years, by a persistent effort, we succeeded
in returning to par. It would naturally be a matter of great pride
to this country if, after even the worst war of the twentieth
century, we were again able to return to our previous undisturbed
parity. These matters cannot be neglected in any monetary
affairs where confidence, security, and all that, are of very real
weight. So that not only is it possible for us to return to par,
but there are special reasons both of self-interest and of pride
why we should wish to do so. If it is our policy, and I believe
it is, that we should return to par, then certainly it is to our
interest that we should do so as rapidly as possible. The
transitional period of uncertainty is undesirable, and if sterling
is going to par with the dollar, the sooner it gets there, in my
judgment, the better for all of us; and it looks now as if it were
quite conceivable—whether it will stay there or not—that
sterling may touch par at no very remote date. Nevertheless,
while we have pursued this policy, and while it looks as though
we shall pursue 1t with a considerable measure of success, I still
think that the policy of restoring sterling to par was a mistake.
In spite of the arguments which I have mentioned, and to which
I give full weight, I think we should have been better advised
if in the course of the last two years—perhaps two years ago—we
had stabilised, say, somewhere between four dollars and four
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detail are the reasons why it seems to me that we should have
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been more prudent to have adopted a policy of stabilisation
which, at the level to which I think experience points, would
have been possible at any time in the course of the last two years.

My first argument why that would have been a wise course
brings me back to one argument I emphasised very much in my
last lecture, namely, the burden of the national debt. In the case
of France, as I pointed out, the burden of the internal debt is
an overwhelmmg reason why the restoration of the franc to par
is impossible; but it is also an argument which must not be
neglected in the case of sterling We are in danger of being the
umy country which will have a very hcavy internal debt in
relation to its resources. The countries of which the money has
become depreciated have been relieved, as I explained in my last
lecture, of a very large part of their burden. In the United States,
while the nominal figure is considerable, in relation to the wealth
of the country, it is no serious burden. We, however, will have
to govern our tax system for a long time to come by reference
to the tremendous burden of debt, and that, I think, may hinder
the prosperity of our industry in relation to the prosperity of
other countries which are not similarly burdened. I think the
policy of bringing sterling to par renders it decidedly less likely
that we shall be able to do without a capital levy. You will

remember how in my last lecture I put the capital levy and
currency devaluation as to a considerable extent alternatives. I
think there 1s a slight prospect that we may be able to come to
an equilibrium without a capital levy. But if sterling goes to its
old par and is kept there, unless gold prices rise—of course, a
fall in the value of gold might see us out—it will make very much
more probable the necessity of a capital levy. I will illustrate that
by some very rough figures. Suppose we put the burden of the
debt, which is fixed in the terms of legal tender, at somewhere
about £350,000,000 a year. I am not sure how exactly accurate
that is, but it is a round figure. Suppose, after making what
economies we can at the present level of prices, we are able to

reduce the other expenditure to about £500,000,000, so that we
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are spending £850,000,000 altogether. Well, that will be an
extremely heavy burden on the country. It is quite likely that
we shall not be able to get below that at the present level of
prices. If the value of gold falls and prices rise, the yield of
taxation, generally speaking, will respond sooner or later. This
part of the expenditure will also probably respond and increase
proportionately sooner or later, but the other part will remain
fixed; so that the real burden of the debt will be diminishing.
The argument 1s equally true if you are comparing stabilisation,
say, at four dollars to the £ sterling, with stabilisation at the old
parity. If that is the situation with sterling at par, if we had
stabilised at four dollars to the £ sterling, then you may suppose
that that figure would have remained the same, that the
expenditure would have risen, say, 20 per cent, to £600,000,000,
and the revenue, which I am assuming just balances that, would
also, without any increased real burden to the people, have risen
20 per cent to £1,025,000,000; so that we should have a surplus
of £75,000,000 for the reduction of taxation. That margin of
£75,000,000 1s again the amount which you might hope to save
by a moderate capital levy scheme. The schemes that [ have seen
drawn up which are not very oppressive, and which allow for
hard cases, I think can be made to yield something of the order
of an annual equivalent of £75,000,000 to £100,000,000 sterling.
So that if a capital levy of that sort is brought in, it would make
just about the same relief to the Budget in the long run as we
should have obtained by fixing sterling at four instead of at the
old par. Taken in conjunction with various other factors, I
believe it would be a far less disturbing thing to have done to
have a fixed sterling at four, rather than to have the burden of
internal debt which is very near the limit. As I said in my last
lecture, I do not know yet whether it is above what we can
support without a capital levy or not—I think only time can
show—but everybody will agree that it is very near the margin.
I think those people suffer from a certain confusion of mind
who simultaneously hold we must indubitably restore sterling
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to par, in all circumstances we must respect contract, and in no
circumstances must we have a capital levy. If you lay down those
things as a4 priori absolute principles, you will land yourselves,
or you may land yourselves in an impasse—you will produce a
situation which you cannot possibly solve on those principles,
and you will have to give way to persons of other ideas who may
solve them, on principles not moderately opposed to your own,
but radically opposed to your own. The right way of preserving
stability is not by a priori principles of that sort, but by
considering the whole matter coolly and intellectually. That is
my first reason for thinking it would be more prudent to have
stabilised sterling at an early stage.

The next argument is of a more fleeting kind, and of the
disadvantages of which we have already borne the greater part
of the brunt. The depressing influence of a prospective fall of
prices in relation to world prices on trade, hardly needs to be
pointed out. Sterling is now about 7 per cent below its parity.
Well, if it is going to its parity, that means that English prices,
sterling prices, must drag 7 per cent behind American prices.
If American prices remain steady then English prices must fall
7 per cent. If American prices rise a further 7 per cent, then
English prices need not, in fact must not follow them. In the
meantime, nobody quite knows what will happen, and you have
a continuance of the depressing influence we have had in the
last eighteen months, and a further prospective possible fall in
prices. In the first place, that reacts on trade in many more ways
than one easily realises at first sight. The Manchester merchants
are complaining very much that the price of cotton goods is too
dear. Well, in the terms of sterling, the prices of cotton goods
are not very dear. They are a great deal cheaper than they have
been for a good many years. The real trouble is that the silver
exchange 1s so adverse to the silver-using countries. I take one
instance in one particular kind of country. What makes
Manchester goods dear in China is not their sterling price, but
their sterling price taken in connection with the present value
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of silver. As silver has a world value, every time you raise the
value of sterling, you put down the sterling price of zilver. Every
time that the sterling goes nearer to par, it makes it more difficult
for China to buy our cotton goods, until China has shaken down
to the new level of prices. All this has a fleeting influence. Once
you have reached your equilibrium it is all over. But we have
already had about eighteen months of it, and the prospect of
another six months of it is, I think, a very serious damper on
trade. My own view is that, apart from the depressing influence
of the actual and prospective rise of sterling, and apart from the
European situation, which I take very seriously, apart from those
two influences, trade is straining at the leash, and will easily have
a very fine revival. The European situation may develop at an
early date, of course—I am not speaking of that today—but
the other influence, the course of sterling, i1s one which has been
under the control of our financiers, as European policy has not
been; and 1 think the policy they have actually adopted,
although I understand the honourable motives which have
prompted it, has certainly prolonged the trade depression. It
may have been worth it—I do not say it was not—but it is a
very important argument on the other side if I am right in
thinking that the slowness of the revival of trade in this country
as compared with what is now going on in America, 1s due to
an important extent to the course of the sterling exchange. The
tremendous fillip that trade has had in America through the rise
of prices has hardly been reflected here. The rise of prices in
America has been counterbalanced here in the improvement in
the rate of sterling, so that things are left here very nearly as
they were. That is hindering our merchants, I think, partly
because trade will never go ahead until people are certain they
have touched bottom. They will never be certain that they have
touched bottom until they see them going up a little; so that
I am in favour of a moderate rise in prices as the only way of
getting out of the present period of dep*e"smn and I think the

improvement of sterling towards par is a hampering influence
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on that. Indeed, it is obvious it must be. In that connection, in
connection with a rise of prices being necessary, the more I study
statistics the more convinced I am that we shall not be in
equilibrium until wholesale prices have risen from 15 to 20 per
cent. The business of forcing down certain levels of wages, and
so forth, into equilibrium is almost hopeless, or it will take a
long time. The continuance of unemployment is to an important
extent due to the fact that we have got the level of wages,
particularly the level of wages of the unskilled, out of gear with
everything else. The only way in which they will get into gear
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been lately published which are very striking in showing just
how we are out of gear. At the moment you may say, broadly
speaking, that food and the cost of living generally is somewhere
about 60 per cent above pre-war. It is also interesting that this
year we have been paying for our imports generally about 60
per cent above the pre-war price. On the other hand, the average
level of wages is about 8o per cent above pre-war. That is the
level of weekly wages. The level of unskilled labour is very
materially more than that, the level of skilled labour rather less;
and it averages out at 180. The skilled labourer is being paid
by no means too much, rather to the contrary; but one of the
things that has happened is that the old margin between skilled
and unskilled labour has largely disappeared, and the unskilled
labourer is now being overpaid in relation to the cost of living,
and in relation to what the skilled labourer is getting. At any
rate, the thing averages out at somewhere about 180, or more.
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number some of the more hlghly paid unskilled labourers have
not been taken full account of. That is weekly earnings; but
owing to the reduced hours of working, the wages that were
paid per hour are probably double pre-war, that is to say, 200.
200 1s the remuneration of labour compared with pre-war 100
per cent of work done; but food and raw materials are only 160.
The effect of that 200 means that we are actually having to

66



FINANCE AND INVESTMENT, 1922—1923

charge for our exports a materially higher price that we are
having to pay for our imports. Our exports generally during this
year have been sold at a price double the pre-war price exactly
corresponding to the wages. High wages are compelling us to
ask double for our exports when the world level of prices as
measured by what we must pay for our imports, is only about
60 per cent up. It is clear that that is not a situation which can
go on permanently. People will not pay us for our exports at
so discrepant a price from what goods generally are worth in
the world; and we see the fruits of high prices in the diminishing
volume of our exports, and in our complete incapacity to employ
the whole body of labour. I do not mean that that is the whole
reason—1I think there are many reasons why we are unable to
employ all the available workmen—but I think one important
reason is that we are attempting the impossible task of raising
their remuneration something like 20 per cent more than is
and what we generally have to pay for our imports. I do not see
much prospect of bringing that 200 up to 160, but I think there
is a very real likelihood of the 160, that is to say, the general
level of prices, rising to 200. Every hindrance in the way of that
puts off the day when we shall be in equilibrium, and when we
can employ our population.

The business of raising the value of sterling 20 per cent has
put off the moment of equilibrium from anything from six
months to two years, so we have had to pay a very high price
for the sentimental satisfaction to our pride in the prolongation
of the industrial depression, and in the immense volume of
unemployment which we have had, and still have, and are likely
to continue to have, I think, until the basic statistics of our
economic life have got into some better equilibrium than they
are at the present.

But there is also a third reason which ought not to be
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sterling reaches par in the course of the next spring season, it

67



—

ACTIVITIES 1022—1Q20
ALVIVITIES 1Q22—10Q2)

is uncertain, to my mind, whether it can be kept there during
the autumn pressure. We have already suffered for two or three
years the immense expense of the autumn seasonal fluctuation
which I expounded in my last lecture; and it is not at all unlikely
that we may have to suffer that for at least one year more.
Measured in money, I believe that the expense to trade and
efficiency of the uncorrected seasonal swing is enormous;
whereas though we could have probably stabilised with complete
success at a lower value, it is uncertain how soon we shall be
able to stabilise at par.

Even though the upward swing of this spring takes sterling
to par without any difhiculty or effort on our part, there is no
guarantee that it will stay there. So that the present policy, apart
from the first two arguments, puts off for an unduly long period
the moment when we can get back to complete stability of the
exchanges. One particular reason for doubting whether we can
keep it there is the still unsolved question of the payment of the
interest that we owe to America. I should like to say a few words
about that, because it is quite impossible to come to a conclusion
as to how easy it is to maintain sterling at par until one has
thought a little about the payment of the interest to America
which we have not yet discharged on the basis of a full year’s
payments. I confess that I am a little alarmed at the light-hearted
way in which some authorities talk about the supposed ease with
which we can discharge that liability. I quite agree that if we
are called upon to pay it we must pay; but I think it is a great
mistake to pretend that it would be an easy thing to pay, or that
it will not create very great disturbance to 2ll parties concerned.
We have to think out a great deal more carefully than we have
what the exact course of events 1s likely to be. If we are to pay
the debt within the limits of the present Act of the American
Congress, that 1s to say, interest plus sufficient sinking fund to
discharge the debt in 25 years, that will cost something between
sixty to seventy miliions sterling annually, according to the rate
of exchange. I think at the par exchange, it will be a little over
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sixty millions sterling, or at $4.40 it would be about seventy
millions sterling. That is an enormous sum, 300,000,000 dollars,
to be found over the exchange every year. When Mr McKenna
was speaking in America he pointed out quite correctly that it
must be within the capacity of this country to pay that sum, if
it was already lending a more than equivalent sum to foreign
borrowers, Qur annual investments abroad, even now, on their
diminished post-war scale, probably amount to not less than
£70,000,000. That is a reason for supposing we can pay that sum
of money. I quite agree with that; but we have to follow out
the causal train a little more carefully. Supposing the American
investor would step straight into our shoes, and would take over
precisely the same loans that we otherwise would have taken over
from the same borrowers on the same terms, then the payment
of this £70,000,000 a year can be arranged with the least possible
disturbance. There would be no particular reason why the dollar
exchange should be affected, and no particular reason why the
balance of exports and imports need be interfered with. They
would merely hold in their safes documents from foreign
debtors which otherwise we should hold in ours. But it will not
happen automatically. When we announce that we are going to
pay 300,000,000 dollars a year to America, nothing will
automatically happen to make Americans step into our shoes as
lenders. At present the foreign borrowers come to London
because the terms they can get in London are more satisfactory
to them in some cases—not always, and then they go to New
York-—than the terms they can get in New York. They do not
come here for any other reason. At any rate, they would not go
to New York instead of coming here until New York is offering
them more attractive terms than London is offering them.
Something will have to happen, therefore, which will make the
New York market more attractive to borrowers than London to
the extent of 300,000,000 dollars a year. If the American investor
is very nearly primed for this class of investment, if he is only
just hanging off because he would like another quarter per cent,
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or something of the kind; if he just cannot quite compete with
the terms London can offer to India or to Australia, or whoever
it is, if that is the case, then a comparatively small amount of
pressure of dear money in London might make borrowers go
to New York instead. But I am not sure that that is the case.
One of the difficulties is not the rate of money, but the fact that
New York is more inclined than we are to tnsist on tying up
the loans with contracts. If the loan is tied up with conditions
as to who gets the contracts, then the substitution of America
as the lender will not help us to pay the debt, because other

factors in the balance of trade will also be altered. It is only

a loan on the same conditions as we make the loan which will
help us to pay the debt. That is one reason. The other reason
is that it is very doubtful whether the American investor for a
very long time to come is going to take the attitude towards
foreign investment that we in this country traditionally have
taken. In the first place, in a great undeveloped country of that
kind, there are immensely more opportunities for investment at
home. Secondly, in a country like America, the average investor
necessarily knows far less about the outside world from an
investment point of view than a country like this, where such
an enormous number of business men have direct connection
with international trade, and are in a position to know of their
own knowledge a good deal about the relative credit of foreign
borrowers. Thirdly, there is another influence which I think is
rather alarming. America has in fact lent on a very large scale
during the last two or three years, and if you look through the
list of what she has lent I think that any L.ondon issuing house
would think she has lent a good deal rather injudiciously. The
Americans have taken up a great many loans that the best issuing
houses in London have been inclined to turn down. It is not
at all outside possibility that a good many of those loans which
America has made lately will not turn out very well for her. If
that is the case, there will be a very considerable reaction against
lending abroad. The combination of that with other factors I
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have mentioned may make a very great reaction against lending
abroad, so that the American investor will only be willing to step
into the shoes of the London investor on very different terms
from those which the London investor has been prepared to
take.

Suppose we start paying 300,000,000 dollars a year to
America, as I say, nothing will automatically happen to stop the
foreign borrower from coming to London, and send him to New
York instead. In order to preserve our exchange under the
burden of the payment of 300,000,000 dollars, we shall have to
take steps to induce or to drive the foreign borrower to go to
New York. There are various ways in which we could do that.
The Bank of England might exert its influence and take a very
stiff line against the admission of any foreign borrowers to
London at all. It probably would be within the power of the
Bank of England to exert very great influence in that direction.
That is one way. But while we may prevent the foreign borrower
from coming to London, we could not ensure that he would be
entertained in New York, and if the class of foreign loans which
we have been making are not made at all, that may have very
sertous reactions on foreign trade generally. That will not leave
things exactly as they are. It will not mean that our exporting
industries can go on exactly as they have done if the countries
which are in the habit, for reasons of development, of being large
borrowers, are cut off from the market altogether. If America
steps into our shoes, well and good, but if they are merely cut
off from London by the attempt of England to preserve the
London market from a charge which is incompatible with our
paying the American debt, then the situation 1s in all respects
different.

Another method would be to keep money in London for a
long period very dear—decidedly dearer than in New York. We
might have a policy which we intended to maintain over years

of keenino monev cav effectivelv two per cent hicher in T andon
A I\\.«Ut}llls jllulluj DuJ S AlA W WLl ¥ vn LAY tl\/l T WAL L Allbll\f& 4L B INFLANANSAL

than in New York, in order to make sure that the price which
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we should have to charge for loans for foreign borrowers would
be very much higher than they could probably get accommodated
with in New York. There would be a great objection to that on
our part. People do not like very dear money going on for years.
They would point out quite justly that, while it might be
effective for the particular purpose, it would also hinder our own
industry enormously that they should have to pay a rate for
money which was not justified on its merits, but which was
merely a deterrent rate to keep foreign borrowers away. If, on
the other hand, you try to meet them by attempting, as was the
case at one time during the War, to have a different rate for
foreign money from what you have for home money, I think you
are landed into all kinds of interference with the freedom of
finance which is the essence of the success of London. During
the War it was necessary to do it, and during the war there were
so many interferences with freedom that one more did not very
greatly matter; but a continuing policy of interference, not
merely for months, but for years, I believe would be extra-

. e .
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ordinarily injurious to the position of London, and to its whole
finances. For all these reasons, therefore, I think that the Bank
of England, the Treasury, and the City generally, will have their
work cut out to make sure that borrowers to the tune of
300,000,000 dollars per annum, who would naturally come to
London, shall not come to London but shall visit New York
instead, and be favourably entertained there. Unless that can
be arranged, there will be enormous difficulties in our paying
the interest on this loan. We could not do it merely by an
alteration of exports and imports without undergoing a significant
change in our level of life, and in fact no one really thinks we
could do that. The source from which we are supposed to be
going to pay it is the source which I am mentioning, namely,
that fund which we are now investing abroad will be transferred
to America instead of to the pockets of people who would
otherwise borrow from us. Nobody looks to any other source.
But the business of diverting that source from the channels into
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which it naturally flows into the channels into which it would
have to flow in the future, is going to be extraordinarily difficult
and anxious, and it is not likely that we shall discover quite the
right way to do it possibly for a few years to come. We shall
make experiments, but we shall have a new problem of extreme
difficulty which our financial genius may enable us to solve
sooner or later, but which will not be easy.

During the transitional period, before we have solved how to
get that adjustment brought about, it will be very difficult to
stabilise sterling for good at the old par—in fact, it will be
difficult to stabilise it anywhere, and it will probably be more
difficult to stabilise at a high level than at a lower level which
gives us a certain margin in hand. Unless, therefore, there is a
distinctly satisfactory solution in our favour of the American
debt question, the whole future is very full of anxiety, and trade
will be very liable to be burdened for a considerable time to come
with the expense, inconvenience, and uncertainty of the big
seasonal fluctuation, which, for the reasons I gave in my last
lecture, is bound to take place till you have sterling pegged
again. Unless you have sterling pegged, there is no possible way
of avoiding the seasonal fluctuation, though as time goes on, it
may keep within rather narrower limits than has been the case
in the past.

All this I am saying tonight is a little complicated, and it is
not very clear-cut; but it is these things which have to be in the
mind of the banker when he is deciding what his policy is
towards the levelling of sterling and all these linked-up questions
of the repayment of the debt and so forth. I am not satisfied,
from the discussions which I have heard, and from the discus-
sions which I have seen in print, that all these considerations
have been taken fully into account. The thing has been done
a little blindly. People have said, ‘Of course we must go back
to par, and we can do it, and honour requires it’, and so forth.
But we have put a bandage round our eyes and just plunged
blindly in that direction. If it was absolutely required by honour,
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I agree we ought to do it; but for the reasons which I quoted
from Professor Irving Fisher in an earlier lecture, that is not
really the case—we are under no such obligation. In fact, in so
far from injuring creditors by having sterling below par, we are
helping foreign debtors. A great many countries owe us money
in terms of sterling. The more we raise sterling in the terms of
value, the more they owe us. That is one of the subtle advantages
we get, but, so far as the outside world goes, they owe us much
more sterling than we owe them. It is quite untrue, therefore,
to suppose that we are cheating the rest of the world in any sense
by fixing legal tender at a new value. Legal tender has constantly
been fixed at new values in history. We have a long history, but
even after the wars of Napoleon a change was made. Our
standard is the only one which has existed for a hundred years.

There is no other standard in Europe which has lasted for fifty
years, and all the precedents are in favour of change. The worst
of it is they generally take place, not judiciously, not moderately,

but under the pressure of events, immoderately and injudi-

ciously, and very often with a considerable flavour of dishonesty.

It is worth mentioning again, if there is any question of justice,

surely it is a stable purchasing power you have to give to people

rather than a stable quantity of metal. However, 1 see the point

of view of those who hold the opposite opinion, only I say those

who hold the opposite opinion must not take it light-heartedly.

Those who think that for reasons that they regard as over-

whelming we must fix it at par must face, which I do not think

they do, the cost of that. They must not do it without facing

the cost. Just as I agree with those who say that we must pay

America what they call upon us to pay, also we must not say

that light-heartedly, or without thinking a very great deal about

what the consequences are going to be. It is so easy to get a good

reputation by saying, ‘Of course we shall pay’, without going
into any detail about it. That is not, in fact, the way we shall

pay. We shall only pay if we go into full details and arrange our

policy in all particulars so as to bring about the result to which

we have committed ourselves.
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That completes what I have to say about devaluation in this
country. I just have one word in conclusion on a small
theoretical point which I think is a little interesting; that is the
difference in the method of adjustment of a currency to the
outside world when the exchanges are pegged and when they
are unpegged. Under present conditions, as soon as we import
too much or export too little, the exchanges move against us;
and when the exchanges move very rapidly the price of every
article is changed—the price of imports and exports is changed
almost forthwith. In Germany now when the exchange falls,
prices adjust themselves not completely, but very rapidly so that
as soon as the country is buying too much, prices rise very
rapidly, and the reaction sets in—it economises and it purchases
less. So that the unpegged exchange has one curious advantage
which people overlook—it puts the brake on very rapidly. If]
on the other hand, you have a pegged exchange, then if you are
purchasing more than you can afford, there is a tendency for
gold to flow out in payment of the adverse balance. The effect
of the outflow of gold is to make money dearer by slow stages
which are familiar to people. That reacts on trade. It makes trade
curtail itself rather, and gradually, by a very slow causal process,
forces home prices down, until the home price is no longer
attractive to the importer because it is falling below the outside
price, and the country then economises in its consumption. But
it 1s a very long and slow process. You do not get adjustment
anything like as fast as you do with the unpegged exchange;
consequently the pegged exchange is very hard to operate except
in rather stable conditions, because the method by which
correction comes into play is such a very slow one. That is one
of the very deep reasons why in unstable conditions you almost
invariably do have an unpegged exchange. The advantage of the
pegged exchange is that as the method 1s a slow one a mere
seasonal or temporary deficit does not produce an excessive

result. If it is a seasonal or temporary deficit, the method of

correcting this, long before parity, which operates under the
pegged exchange, has had time to work itself out, so that things
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are left undisturbed; whereas, the unpegged exchange is
sensitive, not only to influences to which it ought to be sensitive,
namely, when the country has been buying too much, but it is
sensitive to mere fleeting influences, mere news in the news-
papers, or the mere season of the year, and so on; so that you
have home prices bobbing about for reasons which are not
permanent causes at all. The unpegged exchange is so sensitive
that it is valuable for certain purposes, but it is far too sensitive
for other purposes; yet one has to admit that the pegged
exchange is so slow in its operation that it is dangerous for a
country to adopt until it is sure that the basic conditions are
fairly sound: then, as a correction to the seasonal movement, it
is essential. That is an argument which is rather of the opposite
tenor to most of what I have been saying in these lectures, but
it is of sufficient interest and importance, and has enough
relevance on the other side of the case for it to be right that I
should mention it in conclusion.

Keynes sent a copy of the transcript of his lecture of 5 December to
Stanley Baldwin, the Chancellor of the Exchequer.* He met Baldwin on
18 December.

During the remainder of 1922 and early 1923, Keynes returned to
international matters. However, he also began work on what was to become
A Tract on Monetary Reform (JMK, vol. 1v). On 15 January 1923 he reported
on his progress to his publisher.

To MAURICE MACMILLAN, 15 fanuary 1923

Dear Mr Macmillan,

I am preparing for early publication, I hope in March, a short
volume entitled ‘Essays on Money and the Exchanges’. 1
enclose a provisional Table of Contents.® I estimate that the
length ought not to run to more than 40,000 to 50,000 words.

4 See JMK, vol. xvin, pp. g9, 101-2,
$ This has net survived in Keynes’s own papers.
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I am proposing to make use in this volume of the material
of articles which I have contributed during the past year to the
Manchester Guardian Special Supplements on Reconstruction in
Europe, of which I have been the Editor. But the volume will
be a continuous one, by no means a mere reprint of articles. I
am discarding a good deal of what I printed in the articles, on
the other hand adding a good deal of new matter, and, generally
speaking, modifying and re-arranging the whole so as to weld
it into a continuous story.

I should be grateful if your firm would publish this volume
on the same terms as you have agreed to for my other recent
publications. I think the format might be the same as my last
volume, A Revision of the Treaty, on which I estimate my matter
would run from 160 to 200 pages. I am in a position to send
more than half the copy to the printer forthwith, and as I should
like him to get on with the proof sheets without delay, I should
propose¢ to send this to you for transmission to Messrs Clark (if
they are to print the volume) as soon as I hear from you that
you are willing to undertake publication.

The book will differ from my other recent volumes in that
it will be suitable for use as a textbook in universities, and as
it contains a considerable amount of new matter adapted either
for advanced or relatively elementary work I think it might have
a considerable vogue as time goes on for this purpose. This
means that the sales are likely to be spread over a long period,
and not so much concentrated as was the case with my
pamphleteering works. I should also hope, however, for a
considerable immediate circulation in financial circles, and
should propose to print a first edition of 5,000 copies.

As regards the American rights, I am writing to Messrs
Harcourt, Brace & Co., who have published my two volumes on

the Peace Treaty. ,
y Yours sincerely,

[copy imitialled] j.M.K.
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On 31 January, during his speech as Chairman of the National Mutual
Life Assurance Society, Keynes returned to domestic affairs.

From a speech to the Annual Meeting of the National Mutual, 31 January
1923

My own view is that the strong tendency towards the revival
of trade and confidence in this country, which has already begun,
will need facts, and not merely fears, to hold it back. Many
favourable conditions are now developing, and although the
growth of confidence about the level of prices has been necessarily
retarded here, as compared with the United States, so long as
the rise of the sterling exchange has continued to depress
sterling prices in relation to dollar prices, the end of this
movement must come sooner or later. Whether political de-
velopments are good or bad, I expect a rise, rather than a fall, of
prices, which, however, is not necessarily the same thing at all
as general prosperity. The number of men in employment is now
about the same as before the War, which is something to set
against the depressing facts that no work is at present available
for the substantial increase in the employable population since
1913, and that those who are employed are probably producing
on the average about 10 per cent less than formerly for
approximately the same real wage. Without great improvements
in the technique and intelligence of trade and industry, it looks
doubtful whether, on these terms, we shall be able to employ the
whole employable population except at the very top of the
periodic booms. The above estimate is in conformity with the
indications of several other groups of statistics that the general
turnover of trade is now on the average somewhere round about
10 per cent below the pre-war level.

Keynes’s comment was picked up by several newspapers and by Ramsay
MacDonald, the leader of the Opposition in the House of Commons, during
the debate following the King’s Speech; Keynes then clarified his views.
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To the Editor of The Times, 14 February 1923
Sir,

A statement which I made as chairman of the Natio
Mutual Assurance Society about the capacity of this country to
find work for the whole employable population has been so
widely quoted in a form slightly but materially different from
that in which I made it, notably by Mr Ramsay MacDonald in
the course of the debate on the Address, that I beg leave to
explain myself.

I estimated, speaking broadly, that the working classes were
receiving approximately the same real wage as before the War
for an output (largely due to a diminution of working hours),
perhaps 10 per cent less, and then went on to say that I doubted
‘whether on these terms we shall be able to employ the whole
employable population except at the very top of the periodic
booms without great improvements in the technique and intelligence
of trade and industry’.

The words which I have italicised have been generally
omitted by those who have quoted me. But they are important.
I limited myself to doubting whether the present standards of
working-class conditions of life were compatible with the
provision of full and continuous employment, failing more
economical production by some means or another.

Nevertheless, even though we may still hope to get relief from
the progress of science, the accumulation of capital, and more
good will and skill, in their respective functions, from workmen
and from employers; yet, if the young men entering on their
working life continue to exceed in number the old men
completing theirs by 100,000 to 250,000 every year, sooner or
later knowledge, saving, industry, and skill may be outpaced,
and the standard of life decline. I meant to suggest, therefore,
that the problem of unemployment is already, in part, a problem
of population.
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Except for an article ‘ Some Aspects of Commodity Markets’ (JMK., vol. x11)
and a reply to a criticism of the National Mutual’s investment policy (JMK.,
vol. xi1), Keynes then remained out of public print until control of The
Nation and Athenaeum passed in May to the group of Liberals of which he
was chairman. Thereafter, he was a regular contributor to that journal, both
in longer articles, initially dealing with international affairs, and in a weekly
contribution under the general title ‘Finance and Investment’, often with
a more informative sub-title.

From The Nation and Athenaeum, § May 1923

THE RISE IN GILT-EDGED SECURITIES

The prolonged rise in long-dated Government stocks from their
low point at the end of 1920 has profoundly modified the rate
of interest obtainable. If we take Funding Loan as representing
the general movement (Funding Loan, Conversion Loan, and
Local Loans Stock all yield nearly the same rate of interest), the
interest yield (allowing for redemption) has been as follows:—

£ s L s
Jan. 1, 1920 5 8 Jan. 1, 1922 5 6
April 1 518 April 1 415
Juiy 1 518 July 1 412
Qct. 1 6 0 Oct. 1 416
Jan. 1, 1921 6 2 Jan. 1, 1923 4 14
April 1 515 April 1 4 9
i e i

t.

Deducting income tax at 4s. 6d. in the £, the net yield to the
investor on these stocks has now fallen as low as £3 7s. per cent,
which is within a few shillings of the corresponding net yield on
Consols in 1914. That is to say, the return to new savings has
practically gone back to its pre-war figure. This seems rather
remarkable having regard to the vastly increased supply of
Government securities, the shortage of available capital for (e.g.)
housing and many other desirable enterprises, and (according
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to the general belief) the diminished volume of saving. Thus a
question arises of the greatest possible interest and importance
to every banker and insurance company, and even to most
trustees and average investors: Is the movement of recent
months an indication of permanent tendency and of a return
under peace conditions to a low yield on new savings? Or is it,
in part at any rate, merely a phase of the business depression
out of which we are just emerging and a consequence of low
Bank rate, which is certainly not going to last for ever.

It 1s very much the fashion just at present to give the first
answer. The conventional advice to trustees and athers is that
the rate of interest may be expected to fall further and that they
will do well, therefore, to get into long-dated securities. Yet we
cannot help thinking that this may be just the contrary of what
is wise. To begin with, the conventional advice is often wrong,
because of the natural tendency, in the absence of a reasoned
opinion, to believe that what has been happening lately is going
on happening for the future; whereas, in truth, every rise in
Conversion Loan makes a further rise not more, but less, likely.
When, three years ago, long-dated securities were falling in price
and beginning to look attractive, that was just the moment when
the conventional advisers put it about that short war bonds were
the only safe investment.

But there are deeper reasons than this for thinking that the
present prices of long-dated securities may be connected with
the present phase of the business cycle, and may weaken when,
in due course, this phase gives place to the next. We have now
had cheap money and low rates of interest on bank deposits for
a long enough time to affect the slow-moving mind of the
general public. Money rates fell by half during 1921, but bank
deposits were undiminished. During 1922, while money became
still cheaper, deposits began to diminish steadily. For nine
months now, ever since last July, the banks have paid only 1
per cent upon deposits. And at last, this spring, bank deposits
have experienced a really sharp fall—f100,000,000 In two
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months. Probably part of this money has been paid over to the
Government 1n taxes and has enabled the Treasury to redeem
debt, and part has flowed into the investment market. A
movement on this scale cannot continue long, and, when Bank
rate rises again, the deposit account may recover its popularity
with the public and will certainly be needed by the banks to
finance trade.

If and when trade and business activity revive (and they show
many signs of recovery), a direct influence will be felt on the price
of long-dated securities. At present stocks of goods of all kinds
are low and average prices have not risen materially. Thus firms
which are financially strong are not yet in need of all their
resources and have temporarily invested many millions in the
gilt-edged market. So far the reduction of bankers’ deposits has
been mainly met by a reduction of the banks’ holdings of
Treasury bills, which are now only half what they were at the
beginning of 1922. Consequently, when their customers again
require an expansion of advances, it may be necessary for the
banks to sell investments to provide the funds.

To a material extent, therefore, the present strength of the
gilt-edged market is due to the ease of the money market and
the low Bank rate. Thus it depends for its continuance on a
continuance of these conditions. Is such a continuance likely?
When we look at what 1s happening in America it hardly seems
so. Conditions in America have been of late about six months
ahead of conditions here. Experience there is not encouraging
to holders of long-dated securities. In New York gilt-edged
securities touched their highest prices last September. Since
then they have depreciated about 8 per cent. During the same
period similar securities in London have appreciated ¢ per cent.
Thus within six months relative bond prices in the two centres
have changed by 17 per cent. A big volume of buying of bonds
by London in New York has been the inevitable result—a factor
which may largely explain the fall of the dollar—sterling exchange
so early in the year (from 4.72 touched in February to 4.63 this
week).
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The same situation is apparent in the bill market (sixty to
ninety day bills). Last September the average New York rate
for these maturities was 4 per cent and the London rate about

1 per cent—already a dangerous difference in favour of New
York. At the present time the New York rate has risen to 5 per
cent; that is to say, a difference of 11 per cent per annum has
widened to 3 per cent within the last six months. New York is
anxiously watching lest the intense business activity there
should flare up into a boom, and the tendency of money with
them is upwards rather than downwards. Thus the London
position is highly unstable. The sterling exchange is already
showing great sensitiveness, and it is unlikely that we can get
through the usual autumn pressure with such a disparity of
discount rates between London and New York.

The general upshot is that—at present prices, at the present
season of the year, at the present phase in the credit cycle, with
present conditions in New York—Conversion Loan, Funding
Loan, and the like are a highly speculative proposition,
unsuitable for timid investors, and especially unsuitable for
businesses which will want their money liquid if trade and prices
revive.

From The Nation and Athenaeum, rz May rg23

FURTHER REFLECTIONS ON GILT-EDGED SECURITIES

Several comments in the City columns of the Press on the
contents of this page last week include, amongst much complete
or partial agreement, some friendly criticisms. The City Editor
of The Times points out that the reduction in the supply of
Treasury bills may have played a considerable part by driving
the banks into longer-dated securities. If this is the case, the
effecthasprobably been produced rather by the banks’ customers
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bills, into long-dated securities than by direct purchase of such
securities on the part of the banks themselves. Between January,
1921, and the present time, the banks’ deposits have fallen
by about £200,000,000. During the same period the banks’
advances fell by f100,000,000, and their discounts by
£113,000,000. Thus the amount of the reduction of their
bill-holdings was almost wholly required to meet the falling off
in the excess of deposits over advances.

Moreover, the banks, so far from increasing their investments
in recent months, have largely diminished them. Between
August, 1921, and August, 1922, the banks’ investments were
rising, but since last August they have fallen by more than
£60,000,000. The complete figures are worth giving in detail:—

Nine clearing banks (£000,000s)

Excess of

Deposits Advances deposits
Jan. 1921 1810 845 965
Jan. 1922 1826 752 1074
July 1922 1730 721 1009
October 1922 1686 724 962
Jan. 1923 1693 726 967
March 1923 1596 742 854
April 1923 1606 744 862

Thus the banks have for investment £212,000,000 less than
at the beginning of 1922, the other side of which is shown by
the following figures:—

Discounts Investments Total
Jan. 1921 362 317 679
Jan. 1922 440 333 773
July 1922 335 386 721
Oct. 1922 309 370 679
Jan. 1923 320 358 678
March 1923 250 333 583
April 1923 249 327 576
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Thus whilst since the beginning of the year the public have
been taking their money off deposit for investment, the banks
have been busy turning their investments out. The public have
been buying what the banks have been selling.

In arguing along these lines, however, one is liable to overlook
that the Government can only pay off Treasury bills out of the
receipts of taxation or new bond issues. Thus the deposits lost
by the banks, in excess of the amount used to pay off the banks’
own advances and to buy investments which the banks are
selling, must have been spent, directly or indirectly, either in

paving taxes or in bu
paving taxes or in b

ying the new bond issues, leaving nothing
over to compete for pre-existing bond issues. The word ‘de-
flation’ used in this connection is perplexingly ambiguous. If the
gradual replacement of Treasury bills by Treasury bonds and
other longer-dated Government issues is called deflation, Mr
McKenna has constantly proclaimed, from his vantage post of
knowledge, that this policy has actually retarded the rise in the
gilt~edged market. On the other hand, one must accept the
argument of The Times that the reduction in the supply of
Treasury bills has been a factor in keeping money cheap, which
in turn is largely responsible for the strength of the gilt-edged
market.

Perhaps a complicated situation can be summed up like this:
a relatively small excess of demand over supply for long-dated
British Government securities, due to the lack of competing uses
for money has been able with the assistance of favourable
sentiment and the unattractive yields on short-dated securities,
to drive up their price. But if this is right, the tendency may
be rapidly reversed as soon as competing uses for money revive
and the yield on short-dated securities improves. In short, we
get back to the same conclusion as before, that the prices of
long-dated securities will find it hard to stand up against a
revival of enterprise and a higher Bank rate.

It must be admitted that this argument leaves open one
contingency, in the event of which long-dated securities may
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continue to rise in price, namely, a prolonged period of
stagnation and lack of confidence such as was experienced in the
189os. If loans for foreign governments and home industrials
are both distrusted, the rate of interest obtainable on British
Government securities may remain artificially low.

These broad movements are hard to analyse correctly. More
simple-minded correspondents ask—if they are not to buy
Conversion Loan and the like what ouglzt they to buyp On the
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on redemption (they stand at about 106§ and will be paid off at
105), yield a shade more than Conversion and Funding Loan,
namely, about 43 per cent. They have only shared very shlightly
in the recent rise, and should not fall much even if the gilt-edged
market has a set-back. Incidentally, they have the advantage of
a continuing option of convertibility into 5 per cent War Loan
(at the rate of L1054 War Loan for each 100 War Bond); an
option which costs next to nothing at present prices, since with
War Loan at 101, the amount of War Loan into which £100
War Bond 1s convertible is worth £1063. Thus in order to prefer
Conversion Loan and the like to these War Bonds, it is necessary
to be fairly confident that there will not be a revival of trade
between now and 1927 sufficient to bring Conversion Loan at
any time materially below its present level. Many authorities
believe that Conversion Loan is on an uninterrupted progress
to a 4 per cent basis, which would mean a price of 871 as
compared with the present price of nearly 81. It would be rash
to deny the possibility of this. But Conversion Loan will be
poised between two opposing sets of influences, and might just
as well fall by 61 points as rise by that amount.

Those investors for whom stability of money income over a
large number of years to come is of paramount importance can
properly ignore these arguments. But there are just as many for
whom stability of capital value is important. Amongst these,
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firms holding more money than they can use in the business for
the time being must certainly be included; and for them War
Bonds seem clearly the right alternative.

All readers of The Nation who hold 5 per cent National War
Bonds (3rd series) due September, 1923, ought to do something
about it immediately. Owing to these bonds having an option
of conversion into 5 per cent War [.oan, they stand at present
at an artificial price. This option, however, must be exercised
at latest within a fortmight of June 1st next. Holders should,
therefore, either sell and deliver their bonds before the option
right expires, or exercise the option themselves. Otherwise they
will incur a certain loss of about 41 per cent. The present price
of the bonds is 106§ p/us accrued interest. On September 15t next
they will be paid off at 102. It is an unusual pleasure to be able
to give a piece of financial advice which will almost certainly
benefit some reader of The Nation and will quite certainly be
right!

From The Nation and Athenaeum, 19 May 1923

THE FOREIGN EXCHANGES AND THE SEASONS

The dollar-sterling exchange merely compares the value of the
dollar and of the pound. The value of the dollar is what it will
buy in the United States. The value of the pound is what it will
buy in England. Therefore the rate of exchange depends on the
level of prices in America compared with the level of prices here.
That, in a nutshell, is the modern theory of exchanges, which
perplexes nine-tenths of the world under the honorific designa-
tion of purchasing-power-parity.

In theory and even in practice there are some refinements to
mention. But if we are comparing one year with another they
are comparatively unimportant. Ever since the Armistice the
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theory has worked on the whole amazingly. If you draw curves
of the actual rates of exchange between the United States,
England, France, and Italy, and then another set of curves
showing the ratios of the price levels in these countries, you find
that the two are seldom far apart and always tend together again
after every divergence. For example, between the United States
and England the actual rate of exchange and the ratio of the price
levels in the two countries have been within 1 per cent of one
another in September—November, 1919; March-April, 1920;
April, 1921; September 1921; January—]une 1921; and Feb-
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another, but one week with another, or one month with another,
there are two other influences which are very important.

The first is speculation. A country’s exchange is more sensitive
than its price level to what the world thinks is going to happen
but has not happened yet. Speculators may sell or buy a
country’s money because they anticipate that it is going to fall
or rise in value. But this influence obviously cannot last very
long. Speculators can only cause the exchange to rise or fall at
an earlier date than it would have done otherwise. For they have
to reverse their transaction in due course, buying back or selling
out as the case may be; so that, whether the thing which they
anticipated has happened or not, their influence washes out
sooner or later. Generally sooner rather than later, because the

mass of speculators take short views and lose heart very quickly
if there is any delay in what they anticipated. The various
Reparation Conferences of recent years have caused the most
ridiculous fluctuations in the franc exchange, but the lasting
influence of the speculation to which they have given rise has
been absolutely nil. Most people vastly exaggerate the effect of
speculation on the course of exchange. Its momentary effect is
often so sensational that we forget what a fleeting affair it
is—worth three months hence about as much as a leader in
today’s Daily Mail. It is only really important on the very rare

occasions on which it precipitates a panic—that is to say,
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imitative action on a large scale by numbers of people who are
not speculators at all, but are just terror stricken.

The other is the season of the year. This influence is as much
under-estimated by the public as that of speculation is
exaggerated. Sensible speculators ought to observe a close
season for shooting at the franc just as much as at other
high-flying birds. Economical tourists will find it, as a quite
general rule, decidedly cheaper to travel in France and Italy in
the summer and autumn than in the spring—quite apart from
the fact that these countries are always much colder at Easter
than is generally supposed. If France had walked into the Ruhr
in July instead of in January, the franc exchange might have told
quite a different tale.

Why is this? It is mainly due to the revolution of the earth
round the sun. Western Europe buys from the rest of the
Northern Hemisphere the fruitful produce which the soil yields
in the late summer and autumn. If her merchants are to get what
they want on the best terms and of the right quality they must
buy a considerable proportion just after harvest, when the
agriculturalist is selling it. Somewhat earlier than this—some
time between June and August—they begin to make their
financial preparations. Simultaneously, America tends to call in
her floating balances from abroad to help her in financing the
crop movements. Thus in the summer and autumn Europe owes
America money which she can only pay off gradually over the
average of the year. This has always been so—before the War
just as much as now. But when the exchanges were fixed within
narrow limits, by virtue of the convertibility of the various
national currencies into gold, international finance found on easy
terms the credit required to tide over the seasonal difficuity. But
now, when no one can say for certain what sterling, francs or
lire are going to be worth in terms of dollars six months hence,
it is not worth anyone’s while to run the risk of supplying it
except for an expectation of considerable profit; which expec-
tation can only be provided by the European currencies, which
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are being pressed for sale, falling to a price decidedly below
what, on balance is thought to be the probable price six months
hence. Recently these expectations have been, on the whole,
pretty well realised in practice, and international finance has
pocketed its reward for the risk it has run. Perhaps this
favourable experience may lead to its being prepared to do the
business a bit cheaper this year, which would mean a less violent
seasonal depression of the Western European exchanges. But the
required is so large, and the effect of

.
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of risk so precarious,
fairly sharp movement of the usual kind. If the Ruhr business
were to be settled, that, of course, might make a considerable
difference; and short-range speculators may make themselves
felt for a moment whenever the rumours in the newspaper
suggest that something is in the air.

In 1919 the European exchanges fell heavily as a result of the
Inter-Allied credits coming to an end. In 1922 there was a
definite recovery of sterling, and this year there has been a
definite deterioration of the franc for obvious reasons. But the
following table shows how largely recurrent the movements have

been:—
Percentage of dollar parity

Steriing Francs Lire
Aug.—July Lowest Highest Lowest Highest Lowest Highest
1919-20 69 88 31 66 22 56
1920-21 69 82 30 45 18 29
1921-22 73 92 37 48 20 28
1922-23* 90 97 29 41 20 27

* August—May.

During the past three years, francs and lire have been at their
best in April and May, and at their worst between October and
December. Sterling has not been quite so punctual in its
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movements, the best point of the year falling somewhere
between March and June, and the worst between August and
November. It will be seen that we are just approaching what
has been hitherto the turning point of the year, and it will be

interesting to watch what happens.

From The Nation and Athenaeum, 26 May rg23

FINANCE AND INVESTMENT

Investors have short memories, and it is not easy to remember
just what proportion the recent slight slump in industrial
securities bears to the previous rise. For such a comparison the
index number of twenty representative industrial ordinary
stocks, published weekiy by The Economic Review, is very useful.
It tells the following story:—

1919 Jan. 1 148 1922 Oct. 14 114
Nov. 1 173 Dec. 30 119

1920 Mar. 1 187 1923 Feb. 3 122
July 1 149 Mar. 3 129
Dec. | 130 April 7 130

1921 Oct. 20 91 April 28 138
Dec. 31 100 May 11 133

1922 April 1 103 May 18 132
July 15 112

In the past week there has been a further fall of about one
point. Thus the reaction has merely obliterated the big
improvement between April 7th and April 28th, and has lost
very little of the progressive improvement of nearly 50 per cent
since the low point of October, 1921. The latter also shows how
very far off we still are from the boom conditions of 1920. We
are not yet back at the level prevailing immediately after the
Armistice.
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The reaction in the United States began a little earlier,—in
the middle of March; and has progressed rather further. Indeed,
the downward movement on the London Stock Exchange has
not been by any means an isolated phenomenon. Staple com-
modities, of which the price is sensitive,—copper, tin, rubber,
cotton, jute and linseed, for example—have suffered at the same
time quite a substantial fall. Memories of the slump are still so
vivid that markets are unduly nervous, and everyone is on the
look-out to avoid losses like those of 1920—21. The Ruhr
situation is also extremely damaging to confidence. Nevertheless,
the underlying conditions do not seem to be compatible with
any serious set-back. Money is cheap and stocks of many
commodities are inshortsupply. The business world is borrowing
too little rather than too much. A renewal in due course of the
upward movement is therefore the more probable alternative.

We are reaching the season of the year when the first forecasts
of the harvest prospects begin to appear. In India a large crop
has been just gathered. The Argentine crop harvested at the
beginning of the year has also been large,—20 per cent better
than last year. The Australian crop, however,—though this is
not a big factor in the situation—was only moderate. The
prospects in North America, to judge from the acreage and the
condition of the winter-sown wheat, are fairly good, but are not
unlikely to show some decrease on last year, when the Canadian
crop realised a record figure. The most striking and fortunate
feature is the unusually good promise of the European crops.
In France the acreage has been increased by 1o per cent, and
the condition is very good. In Italy the acreage is only slightly
better, but the condition is brilliant. Throughout Germany,
Austria, Hungary, and Jugo-Slavia the prospects are satisfactory
to good. It is too early to say much about Russia. But there is
more land under wheat than a year ago, and the outlook is
promising. M. Krassin has published an article forecasting a
considerable export surplus next autumn. The only important
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exception to these favourable conditions is in Roumania, where
there is a serious reduction in acreage, mainly due to a huge
falling off in Transylvania, and it does not appear at present as
though there would be much surplus this year for export. Our
own crops are rather backward. There was not enough frost in
the winter and too much cold lately. But whilst British farmers
can never be cheerful, they need never despair. Anything can
happen.

From The Nation and Athenaeum, 2 June rgz3

TRUSTEE INVESTMENTS—HOME, COLONIAL, AND INDIAN

A note of caution was sounded in this column a few weeks ago
[above, p. 86] about the merits of long-dated British Govern-
ment stocks, such as Conversion Loan, as compared with short-
dated stocks, such as National War Bonds. We pointed out that
the latter offered less risk to any investor for whom stability of
capital value was an important consideration. Nevertheless, if
we are comparing not British Government stocks amongst
themselves, but British Government stocks with other trustee
investments, there are strong arguments for sticking to our own
home securities. It is generally a good rule for an investor,
having settled on the class of security he prefers—long-dated,
or short-dated bonds, trustee investments or foreign government
bonds, or bank shares, or oil shares, or investment trusts, or
industrials, debentures, preference or ordinary, whatever it may
be—to buy only the best within that category. The extra yield
obtainable on the second-best seldom compensates adequately
for the increased risk and diminished marketability. This 1s not
less true in the gilt-edged than in other markets.

The extra yield obtainable just now on Indian and colonial
stocks is too small to justify the investor in preferring them to
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home stocks. It is not prudent for those who take long views to
overlook either the precarious element in the Indian situation
or the great weight of foreign debt accumulating in Australia
in proportion to population. The slump in India stocks some
little time ago may have been overdone; but the subsequent
recovery has left no adequate margin to cover contingencies.
And on Australian and other colonial stocks the extra vield is so
trifling as to do little more than compensate for their inferior
marketability. The following comparisons exhibit the present
situation, all the yields being calculated to allow approximately

for accrued interest and for loss or profit on redemption :—

Long-dated stocks

Yield

Price £ s d
319, Conversion Loan (after 1961) 80 4 7 6
49, New South Waies (1942-62) 91 410 0
49, New Zealand (1943-63) 92} 4 80
497 Vicroria (1940-60) 9!% 4 9 0
4% South Afnca (1943—63) 91 4 90
319 India Stock (after 1931) 711 419 0

For the period between the dates given in brackets there is an
option to the borrowing governments to redeem which they are
free to exercise if it benefits themselves, and not to exercise if
it would benefit the investor. Thus, in the case of the colonial
stocks this option against the investor for a period of twenty
years outweighs the advantage of definite redemption some forty
years hence. Surely Conversion Loan is far preferable to any of
these alternatives amongst long-dated stocks. Or if a somewhat
higher yield is required, Bank of England stock yields, on the
assumption of a continuance of half-yearly 6 per cent dividends,
which the Governor’s speech at the last Court seemed decidedly
to encourage, about £4 15s. 6d. If a slight element of uncertainty
is not disliked, 1s not Bank stock to be very much preferred to
India Stock at the present level of prices?
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Intermediate stocks

Yield
Price £ s d
59, War Loan {1929-47) 1011 415 6
59 Victoria (1932-42) 101 417 6
59, New South Wales (1932-40) 1023 416 6
59 South Australia (1932-42) 1023 416 0

Here again the British Government security seems the cheaper at
the price, even allowing for the extra three years’ run on the
colonial stocks before the option to redeem operates. It is not
worth while to leave the straightforward course of home
Government stocks for a shilling or two per cent.

Stocks redeemable within ten years

Yield
Price £ s d
59 National War Bonds {1929) 1064 410 6
519 Treasury Bonds (1930) 1035 413 0
49, New Zealand (1929) 95% 416 0
529, New South Wales (1922-32) 101 515 0
54% India (1932) 1031 55 6

For these maturities the extra yield on Indian and colonial stocks
is much more adequate. For example, 15s. per cent extra is
obtainable on the comparable Indian security, as against 10s. per
cent extra on the long-dated stocks. Moreover, the risk attaching
to India stocks is more likely to eventuate after 1932 than before
that date; so that there are some attractions in a ten-year Indian
security yielding five guineas per cent. Nevertheless, in this, as
in the other categories, there is not really enough inducement
to tempt the ordinary investor outside his home Government
stocks.

The prices at which new colonial and Indian loans have been
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floated during the past month indicate, however, that the
ordinary investor is tempted. New Zealand has just borrowed
£4,000,000 at £4 12s. 7d.; and India £20,000,000 at £5 4s. 4d.
The New Zealand loan stands at a trifling discount, and the
other at a premium. Part of the explanation is probably to be
found in the preference of many investors for new issues which
can be purchased by filling up a form cut out of the newspapers
without the interposition of banks or brokers. Immense numbers
of small investors have no regular broker, and do not know the
address of one. This big gap in our investment system is difficult
to fill, yet requires some remedy. The brokerless investor may
be reminded, however, that for any family which has not yet
acquired its full quota Savings Certificates are still by far the
biggest bargains in the gilt-edged market.

The 6 per cent cumulative income stock of the New Town
Trust, redeemable at 110 not before 1933 or after 1945, of which
the prospectus has been published in The Nation and Atheneum
(May 19th), and which is still open for subscription, makes it
appeal not to the ordinary investor, but to those anxious to
support Garden City developments. The company has been
formed to work in association with Welwyn Garden City Ltd.,
which has already secured substantial success. The board of
directors receive no remuneration. The Trust holds £20,000
shares and debentures of the Welwyn Garden City Company,
and its purpose is the general development of the new Garden
City, particularly in connection with the farming of the perm-
anent rural belt through an agricultural guild. £34,082 of the
income stock has been already issued, and also [i12,771 of
ordinary capital. This stock has speculative features without
offering speculative rewards; but investment in it will assist an
interesting social experiment.

Keynes used his ‘Finance and Investment’ columns of g and 16 June for
comments on the situation in Germany and the League of Nations loan to
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IS CREDIT ABUNDANT?—THE GRAND TRUNK RAILWAY

In spite of a low Bank rate, it is doubtful whether credit is really
abundant, or adequate to carry on the business that offers at the
present level of prices. indeed, there 1s some indication that a
secret process of deflation—surely to be regretted with trade as
discouraged and unemployment as high as they are now—still
continues. The most fundamental figure of our banking system
is that of the ‘other deposits’ at the Bank of England, because
these furnish the basis upon which the other banks, by an almost
unvarying rule, build up their advances and their deposits. The
banks lend in the form of advances to their customers between
40 and 50 per cent of their deposits, and they keep a trifle over
11 per cent of their deposits in cash and at the Bank of England.
Unless they are armed with deposits at the Bank of England,
their hands are tied, however cheap money may look, and
however eager borrowers may be. Now the outstanding fact is
that the ‘ other deposits’ at the Bank of England, which averaged
£128,000,000 1n the first quarter of last year, £118,000,000 in
the second quarter, and £112,000,000 in the third and fourth
quarters, have been steady for the past five months at an average
of £108,000,000. £20,000,000 off the other deposits may not
look big; but it means that the banks must bring down their
deposits by £180,000,000 and their advances by £90,000,000.
These reductions have been fully realised; although the banks
have been able latterly to keep their advances about steady by
severely reducing their investments and bill holdings. The
figures show that it cannot be easy for the banks to find resources
for additional loans. It is impossible to say precisely why the
‘other deposits’ of the Bank of England have fallen, because the
¢ See JMK, vol. xvii, pp. 161—5, 176—9.
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Bank works in secret and does not explain itself. But whether
it is deliberate or accidental, this deflation of at least 10 per cent
can have done no good, and must share with political
developments in Europe the responsibility for the weakening of
the trade revival and the severe continuing unemployment.

The settlement of the claims of the United States for the
payment of the expenses of its army of occupation, amounting
to about £50,000,000, has been scarcely noticed in the English
Press. According to the New Republic the sum due is to be paid
in twelve annual instalments ;—for four years the United States
is to receive a quarter of the cash paid by Germany after the
costs of the Allied armies of occupation have been met, and after
four years the American claim will be a first charge on the cash
receipts. After the expiry of four years the arrears are to carry

interest.

Only now is there a Bill before the German Reichstag
releasing trustees from the obligation to invest in fixed-interest
bearing securities. The result of this obligation, intended
presumably to secure safety, has been the total loss of all trust
funds. The result of compelling any class of persons to invest
solely in titles to legal-tender money is, sooner or later, in almost
any country—to judge from past history—to deprive that class
of a large part of their fortunes. Indeed, modern legisiation
governing trustee investments could be regarded, if we take a
long view, as a provision to secure the gradual disappearance
of inheritances and to avoid the foundation of perpetual
fortunes.

Not that other types of investment are immune from disaster.
The history of the Grand Trunk of Canada is a lesson against
investing in public utilities abroad. It is within the power of any
government, by means of suitable legislation, to render valueless
an investment in a public utility; and if the proprietors are
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absentee, the temptation to do so is considerable. In this
particular case, however, the argument that the property is in
fact altogether valueless has not completely convinced anyone
outside Canada. There are two particular weaknesses in it which
are worth pointing out. The incompetence of the late management
is adduced as a reason for the worthlessness of the property. But
this fact, precisely because it accounts for the absence of profits
in the past, is, inasmuch as it is remediable, a bull point for the
future. The worse the railway has been managed hitherto, the
more hope for it in better hands. The other point is of a different
kind. The arbitrators who judged the property to have no value
seem to have believed that this result followed if, on the
evidence, it was highly improbable that it would ever pay a
dividend. This is not sound reasoning. Even if the odds were
ten to one against a dividend being paid, still the property is not
valueless; for a one-tenth chance of a dividend is worth
something. No one could say, considering the future possibilities
of increased population and prosperity in Canada, that the odds
are more than a hundred to one against the first preference
shares ever earning a dividend. But if not, then these shares have
some value. The case of the Canadian Government must be
based entirely on the argument that the liabilities of the Grand
Trunk to the debenture holders of the Grand Trunk Pacific
exceed the value of the Grand Trunk itself, and on the argument
that it is within the power of the Canadian Government to
render any railway valueless by its freight-rate legislation. It
must not be forgotten, however, that the stockholders accepted
arbitration, and naturally have no redress merely because the
result of the arbitration is arguable. Apart from questions of
equity, the attitude of Canada might be of doubtful prudence,
—unless the country is prepared to be relatively independent in
future of the type of foreign investor whose feelings and pockets
are now suffering outrage,—if experience did not show
abundantly how short memories are.
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The path of the average investor is a miserable one. There
is no financial reform more needed than a new and better
organisation for taking reasonable care of ordinary savings.

On 5 July 1923, in the light of sterling’s weakness on the foreign
exchanges, the Bank of England raised Bank rate from 3 to 4 per cent. Keynes
did not comment on the change at the first opportunity, The Nation for
7 July, but he turned to the issue the next week.

From The Nation and Athenaeum, r4 July 1923

BANK RATE AT FOUR PER CENT

The raising of the Bank rate to 4 per cent i1s one of the most
misguided movements of thatindicator which have ever occurred.
Trade 1s discouraged and declining; prices are falling slightly;
employment is very bad; and the political situation is such as to
damp down enterprise and hold everyone back from entering
into new business. It is a moment when the business world
requires every scrap of stimulus and encouragement which can
be given it. There is no necessary reason why disturbances on
the Continent need cause a million or two of Englishmen to
stand idle. The present state of affairs is due quite as much,

indeed much more. to rlenrpcmnn in home trade than to loss of
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business with Europe. Our job 1s to do our best to free ourselves

from the psychological reactions of foreign politics, which are

found, in any case, to produce very considerable evils here also,
and resolutely to keep our own business going as best we can.
This is the moment which the Bank of England chooses
deliberately to add one more discouragement, one more warning
sign to anyone who contemplates new business that he had better
wait a bit and keep his hands in his pockets, even if it means
that his workmen must keep their hands in their pockets, too.

What is the explanation? It is not the practice of the Bank
of England to give explanations. But there is not much doubt
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that the explanation is to be found in the fall of the dollar
exchange (not at all unusual at this time of year) of about 2 per
cent. That is to say, the Bank of England think it more important
to raise the dollar exchange a few points than to encourage
flagging trade. They do this under the influence of the Report
of the Cunliffe Committee, a document written several months
before the Armistice, necessarily without any knowledge of all
the extraordinary post-war developments, and not containing a
single reference to stability of prices and employment. The
revision of this Report in the light of subsequent events is
becoming a matter of first-rate political importance.

If the rise of the dollar were due to a rise in British prices,
that is, to the depreciation of sterling, an increase in the Bank
rate would be an appropriate remedy. But this is not the case.
Many influences are at work,—a tendency of dollar prices to fall,
the relative rates of interest here and in New York, the usual
seasonal pressure, and political unrest. In so far as the fall of
dollar prices is responsible, the dollar-sterling exchange ought
to fall if, as Mr Baldwin said last week, we want to keep British
prices stable. In so far as temporary transfers of funds are in
question, by speculators on political prospects, or to meet
seasonal requirements, the matter will cure itself sooner or later,
and ought to be remedied, if the movement is severe enough to
call for remedy, by the Bank’s shipping gold or by the
Treasury’s postponing its purchases of dollars to meet interest
on the debt. We are left, therefore, with the difference between
the rates of interest in London and New York as the sole
justification.

This difference is certainly one factor in the fall of the
exchange. In this column, more than two months ago, [above,
p- 83] we were amongst the first to point out the probable effect
of the disparity on the dollar exchange. When the exchange is
fixed within narrow limits, as it was before the War, relative
interest rates are of paramount importance of determining the
volume of short-period remittances,—a fact upon which the
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pre-war theory of Bank rate was largely based. When the
exchange is not far off parity, as was the case earlier this year,
this influence is still important. But with every movement of the
exchange downwards its effect is diminished; and, as we have
seen on several occasions in the recent past, a comparatively
moderate fall in the exchange is sufficient to weaken the
connection between the London and New York short-loan
markets. That this must be so is made plain by straightforward
arithmetic. If interest rates are raised 1 per cent per annum, the
borrower for three months pays an additional § per cent. At the
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present rate of exchan nge this is a little more Lhau O6ic NInerican
cent in the £ sterling; more exactly, the effect of the increased
interest rate to the borrower would be counterbalanced by a
movement of the exchange from 4-57% to 4-56 between the date
of borrowing and the date of repayment. A fluctuation of this
amount is often experienced in a single day; a movement of ten
times this amount has occurred in the past three months, and
may very likely occur, one way or the other, in the next three
months. Thus a trifling movement in the exchange would wipe
out the advantage or disadvantage of paying 1 per cent per
annum less or more for loans. The alleged American borrowing
in London cannot be a pure interest transaction, but must be

mainly an exchange speculation, either outright or in anticipation
of the proceeds of sterling trade bills normally negotiated by

125% 2 VLRI DI IMp RAARS RIS SLhaalinainy

Amer1can banks later in the year.

The effect on the exchange of raising the Bank rate at the
present time is, in fact, limited to two influences. In so far as it
is taken to indicate a determined policy on the part of the Bank
of England to hold up the dollar exchange, it may have a
temporary effect by inducing short-period speculators against
sterling to close their positions. If such action is worth while—
which is always doubtful, because the effect of such speculation
cancels out over quite a short period—the same result can be
achieved, without a bad effect on home trade, by shipping, or
threatening to ship, gold, with the idea of buying it back again
when the reaction comes.

t
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The remaining influence, which is the only real and lasting
one, brings us back to where we started. The paramount
significance of an increase in the Bank rate must lie in its effect
on sterling prices. Its real influence depends upon its leading
to some curtailment of credit and some fall of sterling prices.
It cannot be right to raise the Bank rate in present-day
conditions,—which differ vitally from pre-war conditions, in
that our currency is inconvertible,—unless we deliberately desire
to bring about a curtailment of credit, and to arrest a rising tendency
or to produce a falling tendency in sterling prices. This is not the
case. The day before Bank rate was raised the Prime Minister
and Chancellor of the Exchequer had rightly committed himself
[sic] to the contrary. The Bank of England, acting under the
influence of a narrow and obsolete doctrine, has made a grave
mistake.

Keynes’s article was the subject of extensive critical comment elsewhere
in the Press. He dealt with his critics in the next issue of The Nation.

From The Nation and Athenaeum, 27 July 1923

BANK RATE AND STABILITY OF PRICES—
A REPLY TO CRITICS

The articles in The Nation and Athenaeum on this subject
have been widely quoted and have succeeded in creating a lively
and useful controversy. Even the Daily Mail has done us the
honour of a leading article entitled ‘The New Suicide Club’,
the main point of which is that the dollar exchange should be
as high as possible, because in that case the burden of the
American debt will be as low as possible—a point to which we
will return in a later issue. The Manchester Guardian heads its
comments ‘An Inflationist View’—a charge which anti-
inflationists can, I suppose hardly expect to escape. If a low Bank
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the present writer ‘go farther and advocate a 1 per cent Bank
rate and Government inflation to assist in providing credit for
industry? Where exactly does he propose to draw the line?’ He
draws it at inflation. Why not? Rising prices stimulate trade
unhealthily; falling prices depress trade injuriously. If prices
had continued to rise sharply, as was the tendency earlier in the
year, an increase in the Bank rate would have been perfectly
right. A policy of price stability is the very opposite of a policy
of permanently cheap money. During the last boom the present
writer preached vehemently in favour of very dear money,
months before the Bank of England acted. But when employment
is very bad, enterprise disheartened, and prices with a falling
tendency, that is not the moment to raise the Bank rate.

Some of our gentler critics, notably 7The Economist, agree with
us in our general contention, but point out that a 4 per cent Bank
rate is really a very mild measure, since the rates at which most
bank advances are made do not follow Bank rate downwards
below 4 per cent, and are therefore unaffected by the recent
increase (although they would feel the full effect of a further rise
to 5 per cent). There is much force in this argument. In so far
as raising the Bank rate has no consequences, it will do no harm.
A four per cent Bank rate is not nearly so injurious as a five per
cent rate. If the recent movement is not to be regarded as an
indication of a policy which may soon require five per cent for
its maintenance, but is, so to speak, a casual act, it need not,
we agree, be taken too seriously. Nevertheless, even a four per
cent rate does have consequences—psychological reactions
which cause enterprise to hesitate, dearer rates for trade bills,
and marked discouragement to new issues, all of which depress
trade.

One apologist for the Bank—the City Editor of the Morning
Post—has discovered a reason for its action which had not
occurred to us, namely ‘enormous speculative positions’ in
gilt-edged stocks.* The object of the Bank, according to this

* He did not support us, however, when, more than two months ago, we suggested in this
column that long-dated Government securities might be standing rather too high.
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authority, was to make these speculators unload, this step being
required because they were absorbing funds ‘required for trade
purposes’. ‘Enormous benefit,’ the argument goes on, ‘has
accrued to speculators in gilt-edged stocks, who have been able
to borrow money on such terms as to secure very large profits
arising both out of appreciation in capital value and the
difference between the interest payable on the stock purchased
and the rate of interest paid to the bankers.’ Earlier in the year,
bull speculation in this market was certainly very profitable; but
the argument overlooks the fact that for two months before the
Bank rate was raised, these bulls, in so far as they exist, had been
steadily losing money. Moreover, it is cruel for those who have
been predicting week by week that Conversion Loan was going
to rise many points further, to turn round in this way on those
who have taken their advice. If the object of the Bank was really
to bring about a slump in the gilt-edged market, it has scored
a modest success. It 1s possible, however, to agree that there has
been a great deal of unwise investment of temporary funds in
long-dated securities, especially by the financially stronger of
our industrial concerns, without thinking it worth while to raise
the Bank rate merely to force these holders out.t

Many of our contemporaries, however, have shared our views
in greater or less degree—The Spectator, The Saturday Review,
The Investorss Chronicle, The Economist (on essentials), the
Westminster Gazette (with an admirably clear argument), for
example; the weight of opinion making it clear that, whilst a four
per cent Bank rate may, by itself, have only limited consequences,
the policy behind it will, if it is persisted in at the cost of a further
rise, provoke a widespread hostile criticism. Indeed, so long as
unemployment is a matter of general political importance, it is
impossible that Bank rate should be regarded, as it used to be,
as the secret peculium of the Pope and Cardinals of the City.

1t The Economist goes further than the Morning Post and thinks that the object of the Bank
was to bring about speculative liquidation of all types of securities, and to shake markets
generally—rather a savage procedure in view of the fact that these markets had been drooping
and shaky for some little time.
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The criticism of The Nation’s articles set forth in the City
columns of The Times was perhaps the most interesting of all,
because of the divided mind between the old school and the new,
very representative of the state of mind of the City generally,
which these comments show. The Times begins by agreeing that
the object of monetary policy is to keep the price level stable,—
which is our main point. In the next paragraph it perceives that
this might mean abandoning the gold standard, a step which
would be ‘too complicated and hazardous’. It continues that
‘the official policy is to restore the old gold parity’; that ‘the
penal monetary measures’ which such a policy might require
are objectionable; and that ‘that, at any rate, is no part of our
present monetary policy,’—which finally boxes the compass.
The Times account of the matter might seem comical, if it were
not such an accurate reflection of the actual state of affairs. It
used to be our policy to restore the gold standard. It has become
our policy to keep prices stable. We have taken on the new
doctrine, without, as yet, discarding the old, and when they are
incompatible we are torn between the two. Fortunately, we
cannot but feel, reading its comments carefully, that 7he 7imes,
like The Economist, is really with us on the main issue. We
attacked the grandmother of Threadneedle Street, which was
very improper, and we must expect a slight peppering. But The
Times, like nearly everyone else, shrinks from the practical
measures which the old doctrine would require from true
believers.

The next week saw him turn to another comment by the 