
 1 

Change and continuity in British macroeconomic 

policymaking during crises of capitalism: the 

resilience of orthodoxy in interesting times 

 

Dr. James Silverwood 

Coventry University 

Lecturer in Emerging Markets 

Tel: 02477659921 

Email: ac5068@coventry.ac.uk 

 

Abstract 

Recent years has seen renewed interest within political science in the causal relationship 

between economic crises and subsequent policy change or continuity. Influential in our 

current understanding of that causal relationship is the seminal paper of Peter Hall 

published in 1993. Based on a single case-study of British macroeconomic policy-making 

in the 1970s and 1980s, Hall sought to explain the role of economic ideas in 

policymaking through the theoretical framework of the policy paradigm and three-orders 

of policy change. Unsurprisingly, since the global financial crisis scholars have used 

Hall’s work to understand policy change and continuity. In sharp contrast, it is claimed in 

this paper that the theoretical framework advanced by Hall is flawed. It is argued that the 

empirical policy examples in Hall’s case-study do not support his conclusion pertaining 

to third-order (paradigmatic) change from Keynesianism to monetarism after the 1979 

general election. Instead, it is posited that the formation of the Conservative government 

in 1979 led to the (re)institutionalisation of an orthodox macroeconomic policy paradigm, 

which had previously been evident during the interwar years. Thus, it is not disputed that 

change occurred in British macroeconomic policy after 1979; rather, it is the 
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classification of that policy change by Hall as radical that is queried. Indeed, the 

restoration of the orthodox policy paradigm after three decades of departure with 

Keynesianism is more redolent of the existence of a powerful policy legacy in British 

macroeconomic policymaking; a state-centric explanation of policymaking that Hall had 

originally set out to critique in 1993. This is supported by the complementary challenge 

the paper provides to the empirical examples of second-order change provided by Hall. 

Consequently, a significant challenge to Hall’s theoretical framework is presented, which 

brings into question its validity as an explanation of policy change in British 

macroeconomic policymaking.  

 

 

Introduction 

 

The global financial crisis has led to resurgence in interest within political science 

pertaining to the causal relationship between economic crises and policy change or 

continuity (Bell & Hindmoor, 2015, 2017; Berry & Hay, 2016; Bresser-Pereira, 2010; 

Crouch, 2008, 2011; Dunleavy, 2010, 2010a; Engelen et al, 2011; Froud, Moran, Nilson 

& Williams, 2010; Gamble, 2009, 2014; Grant & Wilson, 2012; Hay, 2011, 2013; 

Helliner, 2014; Kalestky, 2010; Kotz, 2009; Lodge, 2014; Marsh, 2009; Mccartney, 

2011; Mugge, 2014; Nesevetailova & Palan, 2010; Schmidt & Thatcher, 2013, 2013a; 

Tsingou, 2014). An important literature in this debate has been the seminal paper of Peter 

Hall (1993). Hall sought to understand the role of economic ideas in policymaking 

through the theoretical framework of the policy paradigm and three-orders of policy 

change, which was developed from a single case-study of British macroeconomic policy-

making from 1970-1989. Subsequently, the identification of transformation (or lack of) 

between policy paradigms has become a popular method of understanding radical change 
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engendered by economic crises (Gamble, 2014, p. 40). Therefore, it is of little surprise 

that scholars have utilised Hall’s theoretical framework to chart the causal relationship 

between the global financial crisis and policy change and continuity (Baker, 2015; Berry, 

2016; Blyth, 2013; Hodson & Mabbet, 2009; Mackintosh, 2014, 2015; Pemberton, 2009). 

In sharp contrast, it is claimed in this paper that theoretical framework advanced by Hall 

is flawed. Specifically, it is argued that the empirical policy examples in Hall’s case-

study do not support his conclusion pertaining to third-order (paradigmatic) change from 

Keynesianism to monetarism after the 1979 general election. Instead, it is posited that the 

formation of the Conservative government in 1979 led to the (re)institutionalisation of an 

orthodox macroeconomic policy paradigm, which had previously been evident during the 

interwar years. 

This paper is split into three sections. The first section provides an outline of 

Hall’s theoretical framework of the policy paradigm and three orders of policymaking. 

The challenge to Hall’s theoretical framework is then delivered through a longitudinal 

case-study of British macroeconomic policymaking in two historical eras. The second 

section of the paper identifies the orthodox macroeconomic policy paradigm during the 

interwar period, which remained in place until the Second World War. The third section 

proceeds to document the restoration of this orthodox policy paradigm in British 

macroeconomic policy-making after the 1979 general election. Thus, it is not disputed 

that change occurred in British macroeconomic policy after 1979; rather, it is the 

classification of that policy change by Hall as radical that is queried. Indeed, the 

restoration of the orthodox policy paradigm after three decades of departure with 

Keynesianism is more redolent of the existence of a powerful policy legacy in British 

macroeconomic policymaking; a state-centric explanation of policymaking that Hall had 

originally set out to critique in 1993. This is supported by the challenges to the empirical 
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examples provided by Hall of second-order change earlier in the 1970s, which is 

provided in section three of the paper. Cumulatively, the paper presents a significant 

challenge to Hall’s theoretical framework, which brings into question its validity as an 

explanation of policy change in British macroeconomic policymaking.   

 

Policy paradigms, social learning and the state 

 

At the outset of his paper, Hall (1993, p. 276) established that his objectives were to 

‘examine the nature of social learning and the more general process whereby policies 

change’ so that a better understanding of the role of ideas and interplay of state-society in 

policymaking could be established. Hall was animated by his critique of existing state-

centric theories of policymaking that focused on the autonomous role of the state and 

institutionalised policy legacies. Here, Hall identified that state-centric scholars had 

incorporated into their analysis of policymaking the concept of social learning, which 

Hall claimed demonstrated two inherent weaknesses. First, that the concept of social 

learning was poorly explained and the role of ideas inadequately introduced into the 

policymaking process. Nor had it been described how ideas might change. Second, that 

social learning had been treated as confirmation of the autonomous role of the state 

within policymaking, when it was equally possible, Hall (1993, p. 276) argued, that social 

learning ‘may well be a process that is intimately affected by societal developments 

rather than one that takes place largely inside the state’. Consequently, Hall (1993, pp. 

276-277) established a series of questions that informed his work including the 

relationship between ideas and policymaking, how ideas changed and whether social 

learning occurred incrementally or suddenly.  
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After the placement of his paper within the literature, Hall (1993, p. 278) 

proceeded in earnest with a definition of the concept of social learning as ‘a deliberate 

attempt to adjust the goals or techniques of policy in response to experience and new 

information. Learning is indicated when policy changes as the result of such a process’. 

Furthermore, Hall (1993, p. 278) contended that social learning should be ‘disaggregated’ 

to consider that the ‘learning process might take different forms’ dependent on the kind 

of policy change occurring in policymaking. In order to disaggregate social learning, Hall 

(1993, pp. 278-279) introduced the ‘interpretative framework’ of the policy paradigm to 

the discussion, which involves three variables. First are the overarching goals and 

fundamental assumptions that guide policy. Consequently, Hall (1993, p. 279) posited 

that policymakers work within ‘a framework of ideas and standards that specifies not 

only the goals of policy and the kind of instruments that can be used to attain them, but 

also the very nature of the problems they are meant to be addressing’. Moreover, Hall 

(1993, p. 279) asserted that, ‘like a gestalt, this framework is embedded in the very 

terminology through which policymakers communicate about their work’. Second are the 

techniques or policy instruments used to achieve policy goals. Third are the settings of 

policy instruments.  

  Hall continued with the identification of three types of policy change (social 

learning). First order change is when the settings of policy instruments are altered, but 

policy instruments and goals of policy remain the same. Second order change includes 

changes not only in the setting of instruments, but also the introduction of new policy 

instruments to the paradigm. It does not, however, include change in the goals of policy. 

According to Hall (1993, p. 279), first and second order change are examples of ‘normal 
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policymaking’. In contrast, third order change is extensive encompassing not only 

settings and new policy instruments, but also the goals and fundamental assumptions that 

guide policy. According to Hall (1993, p. 279), third order change occurs ‘relatively 

rarely’, but when it does change is radical because, whereas first and second order change 

‘preserve the broad continuities usually found in patterns of policy’, third order change is 

‘a more disjunctive process associated with periodic discontinuities in policy’.  

The provision of empirical examples of his three types of policy change came 

from a case-study of British macroeconomic policymaking from 1970-1989, which Hall 

(1993, p. 279) asserted had ‘clearly revolved’ around the concept of ‘policy paradigms’. 

The prime example of first order change identified by Hall (1993, p. 281) was the annual 

budget held by Her Majesty’s Treasury, which adjusted the settings of fiscal and 

monetary policy according ‘to the revealed consequences of past policy and new 

developments’ in order ‘to attain a specified set of macroeconomic targets’. Meanwhile, 

Hall located three specific instances of second order change in British macroeconomic 

policy during this period. First was the introduction of Competition and Credit Control 

(CCC) in 1971. Second was the introduction of cash limits by Her Majesty’s Treasury, 

which had been trailed since 1974, but introduced formally in 1976-1977. Cash limits 

replaced the previous methods of public expenditure control with a new set limit on 

departmental spending. Here, Hall (1993, p. 282) noted that the introduction of cash limit 

was aided by ‘several additional measures designed to strengthen the hand of the 

Treasury against spending ministers, and it facilitated deep cuts in the projected rate of 

spending in subsequent years’. The third example of second order change articulated by 

Hall (1993: 283) occurred across 1981-1985 and involved the gradual departure from 
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monetary management based on targets for the growth rate of £M3 to one ‘guided for the 

most part by ad hoc considerations’.  

Hall (1993, p. 284) identified third order change after the 1979 general election 

victory of the Conservative party led by Margaret Thatcher, Prime Minister (1979-1990), 

which saw ‘a wholesale shift in policy paradigms in British macroeconomic 

policymaking from Keynesianism to monetarism’. Thus, Hall (1993, p. 284) idetnified a 

‘radical shift’ in British macroeconomic policymaking after 1979 that involved not only 

change in the ‘goals guiding policy, the instruments relied on to effect policy, and the 

setting of those instruments’, but also ‘substantial changes in the discourse employed by 

policymakers and in the analysis of the economy on which policy was based’. For 

example, Hall (1993, p. 284) asserted that ‘monetary policy replaced fiscal policy as the 

principal macroeconomic instruments, and it was reorientated towards fixed targets for 

the rate of monetary growth. Many regulatory instruments associated with state 

intervention, such as incomes policy, exchange controls, and quantitative limits on bank 

lending, were eliminated’. Hall (1993, p. 284) continued with the recognition that 

‘inflation replaced unemployment’ as the central goal of policymaking and 

‘macroeconomic efforts to reduce unemployment were rejected in favour of balanced 

budget and direct tax reductions’.  

To explain when ideas changed, Hall (1993, p. 280) began with the observation 

‘that paradigms are never fully commensurable in scientific or technical terms’, namely, 

because adherents of policy paradigms differ in their fundamental world-view. This 

observation lead Hall (1993, pp. 280-281) to make three conclusions. First, change in 
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policy paradigms is sociological and political process rather than scientific. As a result, 

the view of experts becomes controversial and third-order change is predicated not only 

the efficacy of agent argumentation, but on the ancillary resources competing factions in 

politics can draw upon in support of their policy paradigm. Second, shifts in the locus of 

authority in policymaking are vital for third-order change. Third, policy paradigms are 

threatened when economic anomalies appear that can neither be explained nor solved by 

the prevailing paradigm, but which policymakers attempt to eradicate through policy 

experimentation. However, when the anomalies persist, policy experimentation serves to 

undermine the authority of the existing policy paradigm within state and society. In short, 

Hall (1993, p. 280) explained that ‘the movement from one paradigm to another that 

characterises third order change is likely to involve the accumulation of anomalies, 

experimentation with new forms of policy, and policy failures that precipitate a shift in 

the locus of authority over policy and initiate a wider contest between competing 

paradigms’. Finally, Hall (1993, p. 281) posited that this contest was one that permeated 

well beyond the machinery of state and into key societal institutions such as the media. It 

is only concluded, according to Hall (1993, p. 281), ‘when the supporters of a new 

paradigm secure positions of authority over policymaking and are able to rearrange the 

organisation and standard operating procedures of the policy process so as to 

institutionalise the new paradigm’. 

Once again, Hall (1983, pp. 285-286) provided empirical examples for his 

explanation of when ideas changed from his case-study of British macroeconomic 

policymaking from 1970-1989. For example, Hall argued that, although far from the only 

anomalies present in the 1970s, the twin crises of rising inflation and stagnating levels of 
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growth and employment put the post-war Keynesian policy paradigm under severe 

pressure. Policy experimentation to deal with inflation, such as incomes policy and 

monetary targets, came to be regarded as policy failures, which discredited the credibility 

of Keynesianism. In turn, Her Majesty’s Treasury suffered a loss of authority and a battle 

of ideas during which the political appeal of monetarism grew because it offered an 

alternative policy programme to that pursued by the Labour government of James 

Callaghan, Prime Minister (1976-1979). Specifically, monetarist doctrine offered an 

economic rationale for the long-held Conservative policy preference for reduced levels of 

public spending, state and trade unions in the British economy. This battles of ideas 

between Keynesianism and monetarism was only ended when monetarism became 

institutionalised within British macroeconomic policymaking, which occurred after the 

1979 general election victory of Margaret Thatcher and the Conservative party.  

The orthodox policy paradigm in British macroeconomic 

policymaking during the interwar years 

The terms orthodox and orthodoxy take a prominent position within the literature on 

British macroeconomic policymaking in the interwar years. One of the more frequent 

uses of the terms is in relation to the fiscal policy of the balanced budget (Booth, 1983, 

1987; Glynn & Booth, 1996, p. 133, 135; Gourevitch, 1984, pp. 99-100; Howson & 

Winch, 1977; Middleton, 1981, 1982, 1985, 2010; Stewart, 1967, p. 68; Tomlinson, 

1990, p. 67, 76-78, 95; Winch, 1969) and the gold standard (Eichengreen & Temin, 2000, 

2010; Peden, 1991, p. 78; Pollard, 1970; Tomlinson, 1990, p. 28, 66). The terms orthodox 

and orthodoxy are also used in relation to neoclassical economic theory (Glynn & Booth, 

1983, p. 348, 1996, p. 134; Stewart, 1967; Winch, 1969) and liberal political economy 
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(Middleton, 1996, p. 181; Peden, 1991, p. 2) that were deemed to have provided the 

ideational basis for British economic policymaking during the interwar era. Meanwhile, 

the commercial policy of free trade is also referred to as orthodox (Howson and Winch, 

1977, p. 162). Reflective of a general multiplicity, but also confusion, in the usage of the 

terms within the literature, Booth (1982) variously labels economic liberalism, sound 

money and monetarism as empirical examples of orthodox economic policies and ideas 

evident within British economic policy not only in the interwar period, but again after the 

mid-1970s. Therefore, although not directly expressed in terms of an orthodoxy, the 

closest agreement of what constituted orthodox economic policy during the interwar 

year’s centres on the policy regime of the balanced budget, gold standard and free-trade, 

which scholars identify as having emerged from Victorian political economy (Ingham, 

1984, p. 127; Middleton, 1996, p. 54, 181, 355, 2010, p. 421; Peden, 1991, pp. 1-6; 

Tomlinson, 1990, p. 14, 40-41, 98, Chp. 2). 

Whilst this paper may challenge Hall’s empirical examples of policy change in 

British macroeconomic policy, Hall’s theoretical framework of the policy paradigm 

allows us to provide greater precision and specificity to our understanding of orthodox 

macroeconomic policy in the interwar period. The priority goal of the interwar orthodox 

macroeconomic policy paradigm was price stability. Orthodox monetary policy 

instruments are those of the bank rate and open market operations (OMOs), which were 

utilised to alter credit conditions in the UK economy through short-term interest-rates. 

Meanwhile, the orthodox setting of fiscal policy instruments was to cut or restrain public 

expenditure and increase taxation, preferably indirect taxation, which were deployed to 

achieve the secondary goal of the orthodox paradigm of the balanced budget and national 
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debt reduction. The orthodox paradigm was also based on several identifiable 

fundamental assumptions, which guided the choice of policy goals, policy instruments 

and the identification of the economic problems that policy should address. The first 

fundamental assumptions was the quantity theory of money. A corollary was the belief in 

the inflationary potential of public expenditure and government borrowing, which 

ensured that fiscal policy played a supportive role to monetary policy within the orthodox 

paradigm. The second fundamental assumption relates to crowding-out expressed in the 

infamous Treasury View of 1929 articulated by Winston Churchill. The third 

fundamental assumption is economic liberalism.  

This orthodox policy paradigm operated in British macroeconomic policymaking 

until the Second World War. This statement is in contradiction to the assertion of several 

scholars that this period of British economic history saw radical change in monetary 

policy due to the international liquidity crisis in global financial markets during the 

summer of 1931, which precipitated a chain reaction of events that saw Great Britain 

leave the gold standard. First, via the introduction of cheap money in the spring of 1932 

when the Bank of England reduced the bank rate to 2% (Glynn, 1987, p. 170; Howson, 

1975, pp. 90-95, 142). Second, through the implementation of the Exchange Equalisation 

Act (EEA) at the 1932 budget on the 19th April, which established an institution within 

macroeconomic policymaking, operated by the Bank of England, but financed by Her 

Majesty’s Treasury, to counteract divergences from a stable exchange-rate through the 

purchase and sale of Sterling and foreign currencies (Middleton, 1985, p. 174).  

Moreover, radical change in monetary policy is contended to have introduced a new goal 
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to British macroeconomic policymaking of macroeconomic stabilisation (Middleton, 

1996, p. 218) and economic recovery (Howson, 1975, p. 89, Chp. 4-5). 

The economic reality of industrial and mechanised warfare during the First World 

War led to departure from the pre-war macroeconomic orthodoxy of the balanced budget 

and gold standard. became more apparent and led to departure from the pre-war 

macroeconomic policies of the balanced budget and gold standard. The fiscal cost of the 

First World War saw exponential increases in government borrowing and national debt, 

which, by 1917-1918, had risen to £1989 million and £7830 million respectively (Pollard, 

1992, p. 97). Meanwhile, British membership of the gold standard did not formally end 

until the introduction of the 1920 Gold and Silver (Export Control) Act; however, the 

1915 Defence of the Realm Act had effectively established a de facto suspension of 

British membership of the gold standard with significant controls introduced on the free 

movement of gold (Moggridge, 1972, p. 16). A further impact of the First World War on 

British macroeconomic performance was a sharp rise in prices, which rose at an average 

rate of 19.45 per cent per annum from 1914-1918 (Twigger, 1999, p. 13).  Consequently, 

the First World War was considered to have caused twin economic crises of inflation and 

national debt (Peden, 1991, p. 37-43; Tomlinson, 1990, p. 43, 51).  

 Whilst interwar scholars might differ in the policies to which they apply the terms 

orthodox and orthodoxy; where they are united is that British economic policymaking 

was predicated after the cessation of hostilities in the First World War on the 11th 

November 1918 by the desire of politicians and policymakers to rebuild the pre-1914 

global economic order (Glynn & Booth, 1996, pp. 125-128; Howson, 1975, p. 14; 

Robinson, 1975, p. 123; Sayers, 1967, p. 52; Tomlinson, 1990, p. 40; Williams, 1959), 
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which required the return of British macroeconomic policy to the balanced budget and 

gold standard (Boyce, 1987, Chps. 1-2; Glynn & Booth, 1996, p. 128-133; Howson, 

1975, p. 14, 23-29, Chp. 3; Moggridge, 1972, Chps. 1-3; Peden, 1991, Chp. 4; Pollard, 

1992, pp. 105-111; Tomlinson, 1990, Chp. 3, Winch, 1969, p. 75-78, Chps. 4-6). Indeed, 

that this should be the post-war British macroeconomic strategy had been established 

prior to the end of the First World War by the Committee on Currency and Foreign 

Exchange (1918) (henceforth Cunliffe Committee). For example, the central conclusion 

of the Cunliffe Committee’s interim report, published in August 1918, was that Britain 

should return to the gold standard at the earliest available opportunity because ‘nothing 

can contribute more to a speedy recovery from the effects of the war, and to the 

rehabilitation of the foreign exchanges, than the re-establishment of the currency upon a 

sound basis’. However, the interim report highlighted that the ‘conditions necessary to 

the maintenance of an effective gold standard in this country no longer exist, and it’s 

imperative that they should be restored without delay’. Thus, in order for Britain to return 

to the gold standard with Sterling at its pre-war parity of $4.86, the Cunliffe Committee 

advised that it was ‘essential that government borrowing should cease at the earliest 

possible moment after the war’ and that the ‘state should not only live within its incomes 

but should begin to reduce its indebtedness’.  

 The coalition government led by Lloyd George, Prime Minister (1916-1922), 

originally formed in December 1916, but maintained in the aftermath of the First World 

War until the Conservative party removed its support in October 1922, followed the 

advice of the Cunliffe Committee and implemented a stringent fiscal consolidation within 

the British public finances. Specifically, this period of fiscal consolidation in the British 
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public finances was driven by the fear of the significant amount of ‘floating’ national 

debt incurred during the First World War (Pollard, 1992, p. 103). Thus, government 

borrowing of £1693 million in 1918-1919 was turned into a surplus of £230.6 million in 

1920-1921 (Morgan, 1952, p. 98). The budget was to remain in surplus until the mid-

1920s (Pollard, 1992, p. 103).  

 Whilst the initial reduction in government borrowing in the immediate post-war 

years were aided by the reduced demands on public expenditure arising from 

demobilization; the return of the British public finances to surplus relied upon 

discretionary fiscal policy through cuts to public expenditure (Morgan, 1952, p. 95-98, 

115-121; Tomlinson, 1990, p. 51-52). This fiscal strategy was encapsulated by the 

formation of the infamous Geddes Committee, which was appointed by Lloyd George to 

recommend public expenditure reductions. The Geddes Committee released three reports 

in total identifying £87million worth of cuts to public expenditure. Whilst the post-war 

coalition government of Lloyd George did not implement the full scale of cuts envisaged 

by the Geddes Committee total spending on defense and social services fell from 

£189.5million in 1921-1922 to £111million in 1922-1923 and from £205.8 million in 

1920-1921 to £175.5 million in 1923-1924 (Peden, 2000, p. 169). Public expenditure was 

then held in restraint during the Chancellorship of Winston Churchill (1924-1929), 

notwithstanding the claims of ‘accounting tricks’ and ‘fiscal window-dressing’ in the 

public finances (Middleton, 1981, p. 271-274; Middleton, 2010, p. 432; Pollard, 1992, p. 

203), which allowed the budget to be closely balanced for the remainder of the 1920s.  

The advice of the Cunliffe Committee was also followed in monetary policy, 

which was used to create the conditions necessary to return Sterling to the gold standard 
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when the Bank of England raised the bank rate to 7% in the spring of 1920. This 

introduced a prolonged period of dear money in British monetary policy (Howson, 1973, 

1974), which was intended to reduce the price level of Sterling relative to the Dollar so 

that Great Britain could return to gold at its pre-war parity exchange-rate of $4.86. As 

outlined by the Cunliffe Committee interim report, the deprecation of Sterling in value to 

the Dollar required deflationary economic conditions through a drastic credit restriction 

in the British economy through high interest-rates (Aldcroft & Richardson, 1969, p. 55). 

Thus, dear money brought an abrupt halt to the post-war economic boom in the British 

economy, which Lloyd George’s coalition government had allowed to develop due the 

strong fear within Whitehall that demobilised servicemen offered a revolutionary threat 

to the pre-war political and social heirarchy (Alford, 1996, p. 117; Glynn & Booth, 1983, 

p. 339-340). In his budget statement of the 28th April 1925, Churchill (1925, c. 52-58) 

announced that Great Britain would return to the gold standard with immediate effect.  

 According to Eichengreen and Temin (2000, 2010, p. 4), the gold standard 

operated not only as a fixed exchange-rate system for member countries, but also a policy 

regime that precluded policy innovation. Within this regime, deflation was considered the 

only proscription for falling demand and a world view developed that the maintenance of 

the gold standard was the primary economic prerequisite. In the interwar British context, 

Winch (1969, p. 85, 90) argues that ‘primacy was given to one aim of policy – stability of 

the exchanges – above all others’ and that whilst ‘Keynes concentrated on the problem of 

domestic stability, the defenders of the gold standard policy were more interested in the 

stability of the exchange rate’.  Similarly, the gold standard has been described as the 

central objective of British monetary policy in nineteenth century and interwar 
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macroeconomic policymaking (Aldcroft & Richardson, 1969, p. 52-53) and was the 

overall context in which economic policy was ‘framed’ (Middleton, 1996, p. 352).  

 Tomlinson (1990, p. 14-18, 43) identified the three-fold attraction of the gold 

standard for politicians and policymakers in interwar Britain. First, the gold standard had 

allowed the City of London to become the leading global financial centre in the world 

economy. Second, the gold standard provided a defence against inflation (See also 

Middleton, 1996, p. 217; Peden, 1991, p. 59-60). Third, the gold standard was believed to 

act as an automatic mechanism of monetary adjustment. It was upon this belief that the 

anti-inflationary credentials of the gold standard rested as inflation was perceived as the 

consequence of government interference in domestic credit markets. For example, 

Middleton (1996, p. 314-315) and Moggridge (1972, p. 86) highlight that both Her 

Majesty’s Treasury and the Bank of England thought ‘managed money’, as advocated by 

Keynes among others, was a weak barrier to inflation. In contrast, the gold standard was 

considered ‘knave-proof’. Thus, Ralph Hawtrey, Director of Financial Enquiries in the 

Finance Division of Her Majesty’s Treasury (1919-1945), wrote in 1919 that the gold 

standard was ‘a bulwark against inflationism, that insidious financial vice’.  

The priority goal of British macroeconomic policymaking, therefore, can be 

ascertained as price stability with the gold standard considered the means by which the 

goal of price stability would be secured. This does not mean that the fixed exchange-rate 

was not an objective within British macroeconomic policymaking in the interwar period, 

simply, that in the hierarchy of goals for macroeconomic policy it was secondary to the 

priority goal of price stability. This conclusion can be supported by the work of some 

scholars on the interwar period. For instance, Dewey (1997, p. 84) and Middleton (2010, 
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p. 240) note the twin objectives of the gold standard; the explicit objective being the fixed 

exchange-rate and the implicit objective being price stability.  

 That the priority goal of British macroeconomic policymaking in the 1920s was 

price stability is supported by a series of statements and interventions in the House of 

Commons delivered by Winston Churchill in which the return to gold was presented as a 

magic pill that would cure all ills in the economy (Clavin, 2000, p. 47). Churchill 

identified two aims in the return to gold. The first related to international trade and 

finance. For example, in his 1925 budget statement, Churchill (1925. c. 58) stressed that 

the ‘establishment of this great area of common arrangement will facilitate the revival of 

international trade and of intra-imperial trade’. Churchill (1925a, c. 670) added to this, in 

the House of Commons on the 4th May 1925, that ‘if we were now to repudiate the gold 

standard, and introduce legislation for the purpose of prolonging the embargo, an 

immense injury would be done to the whole structure of British finance’.  

The second aim articulated by Churchill related to the macroeconomic goal of 

price stability, which would be secured by the return to gold. For instance, Churchill 

(1925a, c. 671) articulated in a House of Commons debate on the 4th May 1925 that the 

principal interest of the British population, due to the reliance on food and raw material 

imports, is the ‘stability of prices’. Furthermore, Churchill (1925a, c. 671) contended that 

price fluctuations lead to economic slumps, reductions in real-wages and industrial strife, 

which ‘wasted an enormous quantity of wealth, and injures the whole community’. 

Consequently, Churchill (1925a, c. 672) argued that ‘we should endeavour to keep as 

steady a level of prices as possible, and we are far more likely to get that steady level if 

we are not drawn into over-trading and inflation, and we regulate our arrangements by 
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one common standard of value’. Churchill (1925b, c. 1466) later branded opponents of 

the return to gold as ‘inflationists and manipulators of the currency’ who, if their advice 

were to be followed, would cause deprecation of the currency that would lead to domestic 

price rises and lower real wages. Finally, in his 1929 Budget Statement, his last as 

Chancellor of the Exchequer, Churchill (1929, c. 34) reminded the House of Commons 

that ‘everyone knows… that the gold standard renders inflation impossible and that its 

introduction deprives the exporting power of a country of the hectic stimulus of a 

collapsed exchange’.  

The gold standard was far from the autonomous mechanism of adjustment 

claimed by politicians and policymakers in the 1920s whom persisted in the ‘dangerous 

myth’ that the gold standard was automatic and engaged in moral denunciations of 

‘managed’ monetary systems (Middleton, 1996, p. 314-315). In reality, the gold standard 

was a managed monetary system in both its classical (1870-1914) and interwar (1925-

1931) years through the operation of the orthodox monetary policy instruments of the 

bank rate and open market operations by the Bank of England (Aldcroft & Richardson, 

1969, p. 52; Alford, 1996, p. 96; Ford, 1981; Howson, 1975, p. 36; Ingham, 1984, p. 132-

133; Mcloskey & Zecher, 1981; Moggridge, 1972, p. 9-10, 13, 147-153, 169-176; Whale, 

1937).  

The persistent myth that the gold standard was an automatic mechanism of 

adjustment is particularly staggering given that pre-war monetary management by the 

Bank of England had been identified by the Cunliffe Committee (1918) in their 1918 

interim report. Here, it was explained that whilst ‘under an effective gold standard all 

export demands for gold must be freely met’ it was essential that ‘some machinery shall 
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exist to check foreign drains when they threaten to deplete the gold reserves’. The 

Cunliffe Committee identified that this was achieved through the bank rate, which was 

raised when the gold reserves were being depleted by outflows of gold from the British 

economy, to raise the cost of credit through higher market interest-rates. This served to 

halt or reverse the outflow of gold either through increasing the attractiveness of the 

British economy as a depository for gold or through keeping prices low via lower 

economic activity, which discouraged imports and encouraged exports. Thus, the 

Cunliffe Committee (1918) posited that ‘when the exchanges are adverse and gold is 

being drawn away, it is essential that the rate of discount in this country should be raised 

relatively to the rates ruling in other countries’. Furthermore, the Cunliffe Committee that 

unless this ‘machinery’, which through ‘long experience’ had shown was ‘the only 

effective remedy for an adverse balance of trade and undue growth of credit’ was once 

again established in monetary policy ‘there will be a very grave dangers of a credit 

expansion in this country and a foreign drain of gold which might jeopardize the 

convertibility of our note issue and the international trade position of the country’.  

 The surplus and balanced budgets of the 1920s were broken by the series of 

economic catastrophes that afflicted the global economy, which started with the 1929 

Wall Street Crash. The onset of economic crisis in the global economy coincided with the 

election, on the 5th June 1929, of the second Labour government (1929-1931) in British 

political history led by Ramsey MacDonald and Phillip Snowden. The rise in government 

borrowing under the Labour government, however, was not the consequence of radical 

economic policy to counteract recession and unemployment, which might be expected by 
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a government steeped in socialist rhetoric (Tomlinson, 1990, p. 66-67), but instead was 

due to the increasing sensitivity of the British public finances to the business cycle.  

 Before the First World War the vast proportion of public expenditure was 

accounted for in fiscal transfers to private individuals and institutions of which interest 

payments to holders of national debt was the most significant. Thus, the share of 

government expenditure as a percentage of gross national product (GNP) remained low, 

which meant public expenditure had negligible influence on (and nor was it influenced 

by) the business cycle (Peacock & Wiseman, 1961, p. 39). For example, from the end of 

the French revolutionary wars in 1815, public expenditure remained within a range of 

nine and fifteen per cent of GNP. A key check on public expenditure had been the 

convention in fiscal policymaking of the balanced budget rule (Buchanan, Burton & 

Wagner, 1978). The counterpart of the balanced budget in nineteenth century British 

macroeconomic policymaking was the sinking fund, a sum worth £24.5 million set aside 

per annum out of revenue to pay down the total stock of national debt and interest 

payments (Morgan, 1952, p. 89).  

 The First World War increased the cyclical impact of the business cycle on public 

expenditure in two ways. First, the First World War displaced public expenditure (and the 

size of the state) permanently onto a higher level when measured as a percentage of gross 

domestic product (GDP) (Aldcroft, 1983, p. 99; Tomlinson, 1990, p. 50). Second, the 

First World War altered the composition of public expenditure. Prior to the First World 

War, 44% of total public expenditure had been expended on defence, 14% on the 

servicing of national debt and 19% on social services. By 1925, these figures for public 

expenditure were 16%, 46% and 24% respectively (Morgan, 1952: 89). The rise in the 
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amount of public expenditure on social services increased the sensitivity of the British 

public finances to fluctuations in the demand for public goods, such as unemployment 

insurance, which increased when unemployment rose during economic downturns.  

 As a result, Middleton (1981, p. 286) identified that the actual budget balance was 

a misleading indicator of the stance of fiscal policy from 1929 onwards. Primarily, 

because the actual budget balance figures showed a significant increase in public 

expenditure and government borrowing under the Labour government (1929-1931) of 

Ramsey MacDonald, Prime Minister (1929-1935) and Phillip Snowden, Chancellor of the 

Exchequer (1929-1931). Instead, Middleton (1981, p. 281) argued that the true stance of 

fiscal policy under the Labour government is demonstrated in the constant employment 

balance, which excluded the impact of rising unemployment on public expenditure. In 

contrast to the actual budget balance, the constant employment balance showed ever 

greater budget surpluses from 1929-1930 onwards as the Labour government strived to 

return the budget to balance through a mixture of public expenditure cuts and tax 

increases (See also Tomlinson, 1990, p. 77-78).  

Continued disquiet during the summer of 1931, particularly within institutions 

such as the City of London, about the rise in government borrowing led Phillip Snowden, 

Chancellor of the Exchequer (1929-1931), to convene the May Committee to recommend 

cuts to public expenditure. The report of the May Committee, published on the 31st July 

1931, forecast prospective government borrowing of £120 million for the following year 

and recommended immediate cuts to public expenditure worth £97 million, which 

included reduction in unemployment insurance of 20 per cent. This report only worsened 

the already febrile political climate surrounding government borrowing and became the 
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focus of a political crisis and the downfall of the Labour government, which was replaced 

by a Conservative dominated national government in August 1931, after several cabinet 

members of the previous Labour government had refused to accept the proposed cuts to 

unemployment insurance.  

 The National government continued the orthodox fiscal strategy of the Labour 

government under Neville Chamberlain, Chancellor of the Exchequer (1931-1937), a 

man described as ‘wedded’ to orthodox fiscal policy (Middleton, 1985, p. 114), when the 

budget was returned to balance. The stand out budget of Neville Chamberlain’s 

Chancellorship was his first in September 1931, which was the most deflationary of the 

entire interwar period implementing fiscal consolidation through public expenditure and 

tax increases worth £76 million (although not the £120 million advised by the May 

Committee) (Middleton, 1981, p. 281-282, 2010, p. 431). Fiscal tightening by the 

National government continued until 1933/1934 when the budget returned to surplus 

(Broadberry, 1986, p. 155; Eichengreen, 1981, p. 311; Middleton, 2010, p. 433; Miller, 

1976, p. 460-465, Tomlinson, 1990, p. 112-113). Consequently, the budgets of Neville 

Chamberlain Chancellorship corresponded with deflationary budgets throughout the 

interwar period, with policymakers prepared to override the automatic stabilisers in the 

British public finances to achieve a balanced budget (Middleton, 1981, 2010, p. 415). 

Thereafter, the level of public expenditure was restrained, but income taxes rose 

throughout the decade. The only area of public expenditure to show significant growth in 

the 1930s was defence, which began to rise from 1934 onwards (Richardson, 1969, p. 

215-217, 229-231).  
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 The impact of the economic and financial crises that struck the world economy 

from 1929-1931 fell not only on the public finances, but also led to the collapse of the 

gold standard as an international monetary order. A liquidity crisis in the summer of 1931 

in global financial markets arose from a series of banking collapses in Austria and 

Germany. These banking collapses caused panic in financial markets and led global 

investors to withdraw gold from international financial centres to domestic markets; the 

position of the City of London as a premier centre of global finance making the British 

economy vulnerable to the spread of uncertainty in financial markets. The Bank of 

England was unable to stem the flight of gold from British shores through higher interest-

rates and with its gold reserves on the point of exhaustion, Great Britain was forced to 

leave the gold standard in September 1931. In the spring of 1932, a period of ‘cheap 

money’ was instituted, which lasted until 1951, with reduction of the bank rate to 2 per 

cent. The introduction of ‘cheap money’, however, did not signal the departure from 

orthodox monetary policy in the interwar era. For example, the novelty of ‘cheap money’ 

was a monetary policy response to economic downturn can be challenged. Stewart (1967, 

p. 63) labels ‘cheap money’ as an ‘orthodox’ and ‘time-honoured step’ in British 

monetary policy. Similarly, Middleton (1996, p. 355) claims that ‘cheap money’ was a 

‘traditional response to depression pursued with perhaps a new vigour’.  

 Earlier periods of ‘cheap money’, prior to that began in 1932, are therefore 

identifiable in British monetary history. For example, scholars identify that the Bank of 

England adopted cheap money in response to economic downturn in 1984-1985 (Peden, 

1984, p. 172) when the Bank of England lowered the bank rate in successive stages from 

five per cent in August 1893 to 2 per cent in February 1984. The bank rate was then held 



 24 

at 2 per cent from two years and seven months until a point five per cent increase in 

September 1986 (Bank of England, 2017a). Moreover, cheap money was implemented in 

1908 in response to disturbances in the financial markets (Middleton, 1996, p. 218) when 

the Bank of England lowered the bank rate in successive stages from seven per cent in 

November 1907 to two point 5 per cent in May 1908. The bank rate was then held in a 

range of 2 point five to three per cent between May 1908 and October 1909 (Bank of 

England, 2017a). Howson (1975, p. 66) also identifies that the immediate response of the 

Bank of England to the 1929 Wall Street Crash was to implement a policy of ‘cheap 

money’ when the Bank of England lowered the bank rate from six per cent in October 

1929 to two point five per cent in May 1931. On this cheap money reaction to the Wall 

Street Crash by the Bank of England, Sayers (1956, p. 147) posits it was partly a 

‘classical reaction to the relaxation of the strain upon the supply of money, and partly as a 

deliberate effort to reverse the world-wide slump’.  

 The monetary policy instruments of ‘cheap money’ also remained those utilised 

under the gold standard, namely, the bank rate and OMOs (Richardson, 1967, p. 182-

183). Consequently, Middleton (1996, p. 358) states that in terms of money supply 

control and interest rates, the [interwar] period saw few new instruments of control save 

some technical devices such as sales of government debt to the public departments when 

there was insufficient take-up by the non-banking sector’, The orthodoxy of the ‘cheap 

money’ response is further evidenced when we consider that the policy was partly 

motivated by the national debt. Specifically, the adoption of ‘cheap money’ was based on 

the desire to reduce the size of the national debt with Her Majesty’s Treasury taking 

advantage of low market interest-rates to alter the structure of the national debt. First, the 



 25 

war loan conversion of 1932 led to the transfer of national debt from the First World War 

into bonds at lower interest-rates. Second, it reduced the interest payments paid on 

remaining floating debt (Morton, 1943, p. 275-276).  

 There is also little evidence to suggest that the priority goal of macroeconomic 

policy altered from price stability after Great Britain left the gold standard in 1931. 

Indeed, that British monetary policymakers could now pursue ‘cheap money’ and the 

goal of price stability without reference to the gold standard was a positive. Membership 

of the gold standard monetary system had periodically forced the Bank of England to 

abandon cheap money and implement deflationary monetary policy to protect the gold 

reserves, which, despite policymakers belief about the qualities of the gold standard, was 

inimical to domestic objectives such as price stability and employment (Almunia, 2010; 

Calvin, 2000, p. 107; Eichengreen, 1992, p. 393-394). The theoretical basis for the 

relationship between cheap money and price stability was outlined by Ralph Hawtrey in 

his oral evidence to the Macmillan Committee (1930, q. 273-295) in 1930. In his 

evidence, Hawtrey explained that the primary goal of macroeconomic policy should 

always be price stability. To achieve this goal, monetary policy should ensure, through 

the bank rate and OMOs, the relaxation of credit when prices fell to expand the money 

supply and the restriction of credit when prices rose to contract the money supply. 

Similarly, Sir Frederick Phillips (cited in Howson & Winch, 1977, p. 143), who held 

several posts with Her Majesty’s Treasury in the interwar era including Under Secretary 

(1932-1939), is recorded as stating that when the price level threatened inflation the bank 

rate should be increased so that the money supply contracts. The foundational assumption 
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of the quantity theory of money survived Great Britain’s departure from the gold 

standard.  

 It was Her Majesty’s Treasury’s hope, therefore, that cheap money would lead to 

‘rising prices’ in the British economy, which would counteract deflationary economic 

conditions and lead to an economic recovery through increase private sector investment 

inspired by higher profit margins (Booth, 1987, p. 509-510; Glynn, 1987, p. 183; 

Tomlinson, 1990, p. 116-117). The ‘rising prices’ policy being limited to the ambition of 

returning British prices to their pre-crisis level so as not to threaten the onset of inflation 

(Howson, 1975, p. 86, 90; Peden, 1991, p. 88). That the priority goal of British 

macroeconomic policy remained price stability in the 1930s was confirmed on several 

occasions by Neville Chamberlain (1931, 1931a, 1933) in the House of Commons.  

 Finally, the claim of change in monetary policy due to the formation of the EEA 

must be addressed. A recent study by the Bank of International Settlements classed 

foreign exchange intervention as the most common type of OMO engaged upon by 

central banks in the world economy (Borio & Disytat, 2009). A type of OMO that has a 

rich historical pedigree in British monetary history with Gordon Richardson, Governor of 

the Bank of England (1973-1983), highlighting that the genesis of the EEA lay in the 17th 

century agreement between London and Edinburgh to prevent fluctuations in exchange-

rates. This sort of central bank cooperation was central to the management of the gold 

standard in its classical period (1870-1914) deployed to prop up currencies and minimise 

the dangers of systemic economic collapse (Eichengreen, 1992). Furthermore, Her 

Majesty’s Treasury had intervened in foreign exchange markets to manage the exchange-

rate during the First World War and in the years prior to the return to gold in 1925 
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(Moggridge, 1972, p. 176-196). Indeed, Burk (1979, p. 240) found that Her Majesty’s 

Treasury went to dramatic lengths during the First World War expending $25-40 million 

per week in foreign exchange markets to maintain Sterling at its $4.76 peg.  

  The final period of British fiscal policymaking in the interwar era under 

examination are the immediate years before the Second World War. Despite continued 

objections to government borrowing for employment creation via schemes of public-

works, Her Majesty’s Treasury accepted as early as April 1935 of the case for borrowing 

to fund military rearmament (Peden, 1979). What followed was a rapid and vast 

expansion of defence spending from 11 per cent of all government expenditure in 1935 to 

30 per cent in 1938 (Aldcroft, 1983, p. 102). It was not until 1937, however, that the 

House of Commons passed the Defence Loans Bill, which authorised the Treasury to 

borrow £400 million over five years for rearmament. This was followed by another bill in 

September 1938, which authorised borrowing of a further £400 million. As a result, 

Middleton (1985, p. 140-142, Chp. 6) highlights that 1937 onwards saw a relaxation of 

orthodox fiscal policy that had dominated the interwar years as government borrowing 

rose. Similarly, Tomlinson (1990, p. 133) argues that it was the first occasion that Her 

Majesty’s Treasury was drawn into the management of demand.  

 Borrowing for rearmament, however, lay within the paradigm of fiscal orthodoxy. 

For example, as identified earlier in the paper, Churchill (1929, c. 53) had made it clear 

that Her Majesty’s Treasury was prepared to borrow when national security was 

threatened. Diligent archival research by interwar scholars has led to the widespread 

conclusion that Her Majesty’s Treasury only countenanced borrowing for rearmament 

due to growing fear within Whitehall of the threat posed by the return to German 
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militarism and ominous reports of large-scale German defence spending (Alford, 1996, p. 

150; Middleton, 1985, p. 115; Peden, 1979, 1980, p. 12). Consequently, rearmament was 

a pragmatic policy response to threats to national security, rather, than a determined ploy 

of economic management. Furthermore, government borrowing for rearmament was only 

ever thought of as a temporary measure (Middleton, 1985, p. 173-176). For example, Her 

Majesty’s Treasury expected the rearmament programme to be completed by 1941-1942, 

by which time peace was expected to have been secured and budgets could be returned to 

balance (Peden, 1980, p. 9). Indeed, the return of balanced budget conformed to an 

identifiable pattern in the British public finances dating from the 1688 Glorious 

Revolution of departure from fiscal orthodoxy in times of threats to national security, 

before its reimplementation after the onset of peace (Bordo & White, 1990, p. 4-5; 

Buchanan et al, 1978, p. 31-37; Peacock et al, 1961, p. 41). Furthermore, Her Majesty’s 

Treasury was yet to accept after 1937 that deficit-financed rearmament vindicated the 

more general case of government borrowing for schemes of public-works for the creation 

of employment (Middleton, 1996, p. 357). Consequently, it is widely accepted that, 

British fiscal policymaking had yet to become Keynesian in the years before the Second 

World War (Aldcroft, 1983, p. 102, Chp. 14; Booth, 1983; Howson, 1975, p. 126; 

Middleton, 1985, p. 170-173, 1987, p. 121, 1996, p. 309; Peden, 1980, p. 6, 9, 12, 1983, 

1987, p. 105-108, 1998, p. 38; Skidelsky, 1975; Weir & Skocpol, 1985, p. 109; 

Youngson, 1960, p. 252).   

The interwar orthodox macroeconomic policy paradigm was founded on several 

foundational assumptions, which guided the goals of policy, choice of policy instruments 

and their settings. The first foundational assumption was the was expressed in the 
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infamous Treasury View, articulated by Winston Churchill (1929, c. 53-58) in his budget 

statement of the 15th April 1929, on the question of whether national prosperity can be 

restored or enhanced by public expenditure and government borrowing for employment 

creation. Here, Churchill (1929, c. 53) stated that ‘the orthodox Treasury View… is that 

when the government borrow in the money market it becomes a new competitor with 

industry and engrosses to itself resource which would otherwise have been employed by 

private enterprise’, which ‘in the process it raises the rent of money to all who have need 

of it’. Thus, Churchill (1929, c. 54) argued that ‘for the purposes of curing unemployment 

the results have certainly been disappointing. They are, in fact, so meagre as to lend 

considerable colour to the orthodox Treasury doctrine which has steadfastly held that, 

whatever might be the political or social advantages, very little additional employment 

and no permanent additional employment can in face and as a general rule be created by 

state borrowing and state expenditure’. Consequently, Churchill (1929, c. 57-58) stated it 

was Her Majesty’s Treasury view that ‘unemployment can only be reduced to the normal 

by the revival of industry as a whole’ and ‘such revival will draw men and women now 

unemployed through a thousand channels back into their own trades… that is far more 

preferable to setting the unemployed in masses on road construction or other forms of 

public work’.  

 Several interwar scholars have posited that the Treasury View was not an 

inflexible economic dogma. Indeed, after questioning Sir Richard Hopkins, Second 

Secretary (1932-1942) at Her Majesty’s Treasury, at the 1930 Committee on Finance and 

Trade, Keynes remarked that the Treasury View ‘bends so much that I find difficulty in 

getting hold of it’ and that the Treasury View was ‘gravely misjudged’ (Peden, 1980, p. 
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7; 1984, p. 169). As a result, Peden (1984, p. 169) concludes that ‘any attempt to 

construct a logical argument about the Treasury View in the interwar period is liable to 

founder on ambiguity. There is some doubt about how consistent the Treasury View 

was’. For example, an important element of the Treasury View was the administrative 

difficulties associated by Her Majesty’s Treasury with the implementation of schemes of 

public-works, especially the time-lag between identifying and starting such projects, 

which made public expenditure a counter-productive counter-cyclical policy instrument 

for employment (Middleton, 1982, 1983; Youngson, 1960).  

 In terms of its ideational component, however, Middleton (1985, p. 92-95, 161-

163, 1987, p. 113-117) posits that two versions of crowding-out existed within the 1929 

Treasury View: financial and psychological. Financial crowding-out refers to the belief 

that schemes of public works finances by government borrowing had little effect on long-

term employment creation. This was because the sales of government bonds to finance 

the deficit served to increase market interest-rates, which crowded-out private sector 

investment and depressed economic activity by raising the cost of credit in the British 

economy. Psychological crowding-out related to the issue of confidence. Here, the 

departure from fiscal orthodoxy through government borrowing was claimed to lead to 

the loss of economic confidence in the British economy. This loss of confidence resulted 

in higher market interest-rates that crowded-out private sector investment and lead to 

lower economic activity. These two ideational componants of crowding-out, according to 

Middleton (1985, p. 155), did not mean that British governments would not borrow to 

fund public-works; rather, this fiscal strategy would only be pursued in special 

circumstances. For instance, in his 1929 budget statement, Churchill (1929, c. 53) 
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identified that the government would borrow for public-works when the national safety 

was in danger or to provide public goods that would otherwise not be undertaken by the 

private sector, or could be more efficiently delivered, by the state. Furthermore, in terms 

of the latter, schemes of public-works must be remunerative in that future revenue 

streams from the project would mean no increases in the national debt (Middleton, 1996, 

p. 192; Peden, 1980, p. 5).  

Successive Chancellors of the Exchequer in the 1930s continued to believe that 

public-works were a failure in terms of employment creation and that public-works 

undertaken should be remunerative and, where possible, funded out of current revenue, 

rather, than deficit-financed (Chamberlain, 1937, 1937a; Middleton, 1985, p. 165; 

Snowden, 1930, 1931, 1931a). Moreover, the maintenance of confidence continued to be 

an important disciplinary force on British macroeconomic policymaking in the 1930s. For 

example, Sir Richard Hopkins (cited in Peden, 1984, p. 179) observed in 1932 that the 

repercussion of foreign financial opinion limited the range of policy options that could be 

considered by British macroeconomic policymakers lest capital flight from the economy 

ensued from the adoption of ‘questionable doctrines’. Moreover, a National government 

cabinet paper produced in 1935 stated that ‘to maintain confidence by the pursuance of a 

steady policy of sound finance… is the most essential task of government’.  

The very choice of macroeconomic policy mix of orthodox fiscal policy and 

cheap money in the 1930s was also designed to maintain confidence (Peden, 1988, p. 35) 

with Chamberlain and Her Majesty’s Treasury securing a balanced budget in the public 

finances precisely because, it was believed, fiscal orthodoxy would secure the confidence 

to keep the bank rate low and the cost of money cheap (Glynn, 1987, p. 167; Peden, 
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1988, p. 35). Consequently, ‘cheap money’ reinforced the commitment to ‘orthodox 

budgetary policy’ in fiscal policymaking (Middelton, 1985, p. 114) and deficit-financed 

schemes of public-works were rejected because they threatened ‘cheap money’ through a 

loss of economic confidence (Tomlinson, 1990, p. 112, 114-115). Her Majesty’s Treasury 

seeing the ‘lowering of interest rates as the principal weapon for dealing with a 

depression both in the 1920s and the 1930s’ (Peden, 1984, p. 180). Indeed, as late as 

April 1939, Sir Frederick Phillips (cited in Peden, 1980, p. 6), wrote that ‘the real 

stimulus comes from reflationary finance. If there was no reflationary finance, the 

government works tend merely to replace private works without much effect on 

unemployment. But this is the famous or infamous Treasury View, still a most bitter 

subject of controversy which it would be great mistake to raise’.  

The economic component of the Treasury View, however, was not just crowding-

out, but also the belief that government borrowing was inappropriate to Britain’s 

‘structural’ unemployment problem that had caused by the loss of competitiveness of 

British industry and exports after the First World War (Chamberlain, 1932, c. 259, 1933, 

c. 388; Geddes, 1919; Glynn, 1987, p. 169; National government, 1935, p. 7; Middleton, 

1996, p. 154, 323; Winch, 1969). Thus, macroeconomic policy was considered an 

inappropriate instrument to solve the ‘structural’ unemployment problem in the British 

economy, which should be approached through industrial strategy to improve the 

competitiveness of British industry (Howson & Winch, 1977, p. 162). Thus, government 

departments such as Her Majesty’s Treasury and Ministry of Labour believed that 

schemes of public-works, pursued on a substantial scale and financed by government 

borrowing, distorted price signals and hindered industrial competitiveness by delaying 
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economic recovery based on private-sector investment (Middelton, 1985, Chp. 8; 

Stewart, 1967, p. 75). In contrast, it was considered that ‘cheap money’ would encourage 

an economic recovery based on private investment (Howson, 1975, p. 91; Peden, 1991, p. 

88). Peden (1991, p. 89) concludes that Whitehall departments still believed in the 1930s 

that ‘private investment in industry was superior to public works from the points of view 

of wealth creation and international competitiveness’.  

 Further ‘structural’ barriers to unemployment identified in the British economy 

was a matter of political economy. Here, unemployment was attributed to institutions, 

such as trade unions and unemployment insurance, which were claimed to distort price 

signals and resource allocation by the market mechanism. Specifically, trade unions and 

unemployment insurance were claimed to cause unemployment by keeping wages 

artificially high in the context of falling demand for labour. For jobs to be created, it was 

argued, wages must be allowed to fall to a level whereby supply and demand would find 

equilibrium. Consequently, a key component of economic recovery was deemed to come 

from structural reforms to British capitalism to enhance the efficiency and 

competitiveness of markets (Churchill, 1930, 1930a; Clay, 1929; Maitland, 1930, 1930a, 

1930b; Pigou, 1927; Robbins, 1934).  

The second fundamental assumption guiding macroeconomic policy in the 

interwar period, therefore, was economic liberalism. For example, the balanced budget 

orthodoxy rested on antipathy towards debt and a suspicion of big government 

(Middleton, 1996, p. 181-183). It was feared that excessive national debt would divert 

savings from optimal investment opportunities. Furthermore, the burden of debt was 

considered to arise at its point of creation, which meant it was an immediate burden for 
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the current generation. The antipathy to debt within the British state was founded on the 

legacy of the Napoleonic wars, which saw a trebling of national debt and had been 

deemed to compromise the state’s authority by limiting its ability to response to military 

and political shocks. Meanwhile, the fear of big government rested on the supposed 

inefficiencies of resource allocation by government. Importantly, the balanced budget 

rule in the nineteenth century was considered crucial in the constraint of public 

expenditure and the size of the state (Buchanan, Burton & Wagner, 1978). Similarly, low 

direct taxation was defended on grounds that the alternative provided economic 

disincentives to labour and savings through the erosion of profit, income and savings. 

Thus, a general presumption arose in the nineteenth century in favour of indirect taxes on 

the grounds of economic efficiency (Middleton, 1996, p. 185).  

The economic liberalism of the nineteenth century and interwar period, however, 

was a ‘portmanteau of ideas and concepts’, which combined notions of individualism and 

the virtue of market competition with the designation of the market mechanism as the 

superior allocator of economic resources and welfare. Meanwhile, the state would 

provide certain public goods and services - that would otherwise not be provided by 

private individuals - and ensure competitive markets through the role of regulator against 

monopolistic behaviour and the formation of cartels (Alford, 1996, p. 19-20). Similarly, 

Middleton (1996, p. 212) argued that the notion of laissez-faire developed during the 

nineteenth century as a general policy proscription of non-intervention in markets with 

state intervention limited to ensuring the efficiency of markets and social justice 

outcomes. Consequently, Middleton (1996, p. 399) concludes that by the interwar period, 

Her Majesty’s Treasury no longer subscribed to a strict interpretation of the Gladstonian 
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tradition of public finance, which rejected all claims on public expenditure, and instead 

were more concerned with ensuring prudence and value for money. 

The third fundamental assumption that guided macroeconomic policy decision-

making quantity theory of money, which was implicit in the belief of politicians and 

policymakers that the gold standard secured price stability. The quantity theory of money 

was expounded by David Hume (1748/1832) in the eighteenth century in his argument 

that the price level was determined by the quantity of money in circulation in the 

domestic economy. Increases in the quantity of money were claimed to lead to higher 

prices and lower quantity of money causes lower prices. Hume (1752/1963, part 2) later 

combined his quantity theory of money with his price specie flow mechanism to 

understand how international transactions within a gold standard effected domestic 

monetary conditions. Here, Hume posited that gold would flow into countries that 

secured a balance of payment surplus due to the need of deficit countries to pay for 

imports. This inflow of gold would lead to increases in the money supply and prices to 

rise. Concurrently, gold would flow out of deficit countries, which led to contraction in 

the money supply contracted and falling prices. These alterations in prices, however, 

would lead to an automatic adjustment of competitiveness in global trade and ensure the 

return to balance of payments equilibrium in the world economy that resulted in domestic 

price stability.  

Furthermore, politicians and policymakers believed that public expenditure and 

government borrowing contributed to inflation (Booth, 1987, p. 509; Howson, 1975; 

Middleton, 1985, p. 6, 37-38, 85-88, 91-92, 119-120, 162, 175; Peden, 1979, p. 75-76, 

79-81; Thomas, 1983, p. 553; Tomlinson, 1990, p. 61; Winch, 1969, p. 89-90) with the 
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fear of inflation influencing many of the policy decisions of the period (Middleton, 1996, 

p. 86). Thus, Peden (1998, p. 12) highlights that the Treasury thought itself responsible 

not only for controlling public expenditure in terms of broad aggregates, but also from 

the perspective of controlling the value of money. Indeed, due to this, Howson and 

Winch (1977, p. 162) have suggested that officials in Her Majesty’s Treasury were proto-

monetarists. Consequently, in the interwar era, fiscal policy fulfilled a monetary function 

within macroeconomic policymaking and played a supportive role to monetary policy 

(Middleton, 1996, p. 360).  

Margaret Thatcher, the Conservative party and the 

return of the orthodox policy paradigm to British 

macroeconomic policymaking after 1979  

 Most explanations of change in British economic policy centre on the 1979 

general election victory by the Conservative party, which is viewed as an epoch defining 

moment in British economic history. In this literature, the election of the Conservative 

government is portrayed as heralding significant change in economic policy with the 

replacement of Keynesian social-democracy with monetarism (Bale, 2012, p. 204-206; 

Booth, 1982, 216; Dutton, 1997; Hay, 2001; Jessop, 2002; Jessop, 2003, p. 5). As 

identified in part one of this paper, change in British macroeconomic policy after the 

1979 general election was evidenced by Peter Hall (1993), and latterly other scholars 

(Hickson, 2005; Oliver & Pemberton, 2004; Pemberton, 2009) as being of the radical 

third-order variety, which involved transformation of policy goals, policy instruments and 

fundamental assumptions. Indeed, the scale of subsequent political, economic and social 

change engendered by the election victory of Margaret Thatcher and the Conservative 
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party in 1979 has been described as ‘revolutionary’ (Britton, 1991, p. 4; Greenaway & 

Shaw, 1998, p. 388; Harvey, 2011, p. 1; Pemberton, 2009; Roy & Clarke, 2005).  

 In contrast, this section of the paper will demonstrate that British macroeconomic 

policymaking saw the return of the orthodox macroeconomic policy paradigm, which had 

last been evident in the interwar years. Thus, this paper does not dispute that change 

occurred in British macroeconomic policy; rather, it is Hall’s classification of change as 

radical that is queried. The dictionary definition of radical is ‘(especially of change or 

action) relating to or affecting the fundamental nature of something; far-reaching or 

thorough’. Therefore, on first appraisal, radical seems to adequately describe policy 

change from Keynesianism to orthodoxy during the Margaret Thatcher led Conservative 

governments. However, radical is also ‘characterised by departure from tradition; 

innovative or progressive’. It is on this definition of radical that the macroeconomic 

policy change instituted by the Conservative governments after 1979 is most problematic. 

The macroeconomic strategy pursued by Conservative governments was neither a 

‘departure from tradition’, ‘innovative’ nor ‘progressive’, which ‘in rejecting Keynesian 

short run demand management’ institutionalised the return to British macroeconomic 

policymaking a ‘classical macroeconomics prior to Keynes: ideas of balanced budget, of 

the quantity theory of money, of equilibrating labour markets, of supply determining 

demand rather than demand determining supply’ (Maynard, 1988, p. 43). Indeed, the 

restoration of the orthodox policy paradigm of the interwar years, after three decades of 

experimentation with Keynesianism, is more redolent of the existence of a powerful 

policy legacy in British macroeconomic policymaking; a state-centric explanation of 

policymaking that Hall had originally set out to critique in 1993. Furthermore, argument 
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is supported in this section of the chapter by challenges provided to the empirical 

examples of second-order change highlighted by Hall. Consequently, a significant 

challenge to Hall’s theoretical framework is presented, which brings into question its 

validity as an explanatory tool to explain policy change.  

 The Conservative government elected on the 3rd May 1979 had been in office for 

only seven and a half weeks when, on the 28th June 1979, the oil producing export 

countries increased the price of oil by fifteen per cent. This second oil price shock of the 

decade, the first occurring in 1973, served to inject further turbulence to an already 

volatile global economy. The domestic economy then saw the onset of a severe recession 

as gross domestic product fell by five point nine per cent between quarter two 1979 and 

quarter one 1981 (Chamberlin, 2010, p. 52), which was the largest recession in British 

economic history until 2008-2009. The unemployment rate, which the Conservative 

government inherited at a rate of five point four per cent, did not peak in 1984 when it 

stood at eleven point eight per cent (ONS, 2017). Two explanations of the origins of this 

recession are available. The first relates to the monetary policy implemented by the 

incoming Conservative government, which saw interest-rates rise and caused 

bankruptcies and factory closures (Michie & Wilkinson, 1992, p. 197). The second 

pertains to the hitherto sheltered position of the manufacturing industries in the British 

economy by Keynesian macroeconomic and industrial policies, which struggled to come 

to terms under the Conservative government with market forces and foreign competition 

(Minford, 2005, p. 53).  

 The Conservative manifesto in 1979 confirmed that macroeconomic policy would 

institute proper monetary discipline through targets for the growth of the money supply 
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and cuts to public expenditure and government borrowing (Conservative party, 

1979/2000, p. 267-268). The Conservative government’s macroeconomic strategy was 

enshrined in the medium-term financial strategy (MTFS), which was introduced in the 

26th March 1980 (HM Treasury, 1980) and was the first in a series of revised MTFS’ 

published, at subsequent budgets. According to Thatcher (1993, p. 96), the MTFS was to 

‘remain at the heart of our economic policies throughout the period of their success’, 

which established a series of targets for growth of £M3 money and the reduction of 

government borrowing. Later MTFS’ aimed for a zero per cent public sector borrowing 

requirement, or, in other words, a balanced budget. Subsequently, a submission by Her 

Majesty’s Treasury to the Treasury Select Committee (1980, p. 9) memoranda on 

monetary policy stated that the money stock would be controlled by ‘an appropriate 

combination of fiscal policy and interest-rates, supported as necessary by operations in 

gilt-edged markets’. The aim of the MTFS was to ‘reduce inflation… [and] progressively 

reduce the growth of the money stock’ (HM Treasury, 1980, p. 16) in order to secure the 

priority goal of price stability (Britton, 1991, p. 209; Howe, 1979, p. 1; Lawson, 1983). 

This was no more evident than in the fifth Mais Lecture delivered by Nigel Lawson, 

Chancellor of the Exchequer (1983-1989), in which he stated that the era of demand 

management was over because ‘it is the conquest of inflation and not the pursuit of 

growth and employment, which is or should be the objective of macroeconomic policy’. 

Furthermore, Lawson (1984) claimed that the firm monetary and fiscal discipline of the 

Conservative government’s macroeconomic strategy, alongside the freedom given to 

markets by an industrial strategy based on economic liberalism, formed a ‘British 

experiment’ in economic policy.   
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 British macroeconomic policymaking, therefore, saw the return of the 

foundational assumption of economic liberalism, which was the microeconomic element 

of the increasingly popular theory in the 1970s of monetarism. Inflation itself was argued 

to dislocate the delicate mechanism of prices that lead to rising unemployment (Butler, 

2011, p. 56-57). For example, Thatcher (2010, p. 113) contended that ‘inflation destroys 

nations and societies as surely as invading armies. Inflation is the parent of 

unemployment’. The relationship between prices and economic liberalism was conjoined 

in the natural rate of unemployment, which posited that each economy had a level of 

unemployment at which prices remained stable. If policymakers sought to reduce 

unemployment below the natural rate through expansionary macroeconomic policy then 

inflation occurred (Farmer, 2013, p. 248).  

The natural rate of unemployment, however, merely represented a refinement of 

the ‘classical’ and ‘liberal’ political economy, which considered unemployment as a 

‘voluntary’ choice or result of ‘structural’ barriers to the market economy (Gamble, 1979, 

p. 19; Glynn & Booth, 1996, p. 95). Institutions such as trade unions and welfare state 

were once again identified as causers of inflation and unemployment through rising 

wages (Clarke, 1996, c. 28-29, 1996a, c. 446; Dorey, 1999; Hill, 1999; Hayek, 

1960/2006, p. 236-237, 285-286; Joseph, 1978, 1979, 1980, c. 1886, 1980a, c. 189; 

Lamont, 1991, c. 1196, 1992, 1993; Lawson, 1984c, c. 790, 1984d, c. 1196). Thus, 

Lawson (1984, c. 1180) explained to the House of Commons that Conservative 

governments after 1979 embarked upon economic liberal inspired industrial strategy to 

‘remove the impediments to the efficient working of the economy by allowing markets to 

work better and by the creation of conditions conducive to growth and employment’ 
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through de-regulation, trade union reform, privatisation, liberalisation, tax cuts and 

competition.  

As a result, macroeconomic strategies of demand management were rejected by 

the Conservative governments of Margaret Thatcher and Her Majesty’s Treasury 

because, as was explained in written evidence to the Treasury and Civil Service Select 

Committee (1980, p. 8), ‘it is now abundantly clear… that governments themselves 

cannot ensure high employment… government create the conditions in which it can be 

achieved’ and any ‘attempt to meet… [full employment] by expansionary fiscal and 

monetary policies would result in higher inflation, and in the end be disastrous for output, 

growth and employment’. Thus, Her Majesty’s Treasury asserted in further memoranda 

to the Treasury and Civil Service Select Committee (1981, p. 86) that an ‘important shift 

in emphasis’ has occurred in British macroeconomic policymaking, which no longer gave 

‘pride of place to short-term stabilisation of output, employment and the external current 

account that dominated economic policymaking in the 1950s and 1960s, but become so 

manifestly unsuccessful in the 1970s’.  

The determination of the Conservative government to reduce public expenditure 

and government borrowing was complicated during the 1979-1983 parliament by the 

recession of 1979-1981, which caused public expenditure (until 1982-1983) and 

government borrowing (until 1980-1981) to rise significantly (OBR, 2017). Although, 

attention should be focused on the primary balance, which calculates government 

borrowing excluding interest payments on national debt. In the primary balance, the 

Conservative government secured fiscal tightening amounting to two point seven per cent 

gross domestic product between 1980-1981 and 1981-1982. It was in this context for the 
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British public finances that Geoffrey Howe (1981, c. 771-778), Chancellor of the 

Exchequer (1979-1983), and Her Majesty’s Treasury implemented the infamous 1981 

budget on the 10th March, which sought to override the automatic stabilisers by 

introducing significant tax increases in the depth of recession. Thus, Gamble (1994, p. 

111) notes the determination of the 1981 budget to see a reduction in government 

borrowing meant that ‘in the midst of the deepest recession since 1945 the government 

made progress towards fiscal balance its priority rather than attempting to counteract the 

fall in demand’.  

Like the Labour government of 1929-1931, however, when the public finances 

are cyclically-adjusted to exclude the impact of rising unemployment 

, we can begin to see the magnitude, already indicated by reduction in the primary 

balance, of the fiscal tightening implemented by Howe and Her Majesty’s Treasury after 

the 1979 general election. For example, 1979-1980 and 1981-1982 saw a four point three 

per cent reduction in public sector net borrowing, a three per cent reduction in the current 

budget and four point five per cent reduction in the primary balance. This significant 

fiscal tightening in the public finances meant a return to the balanced budget in 

cyclically-adjusted terms during the 1979-1983 parliament (OBR, 2017).  

The fiscal policy of the Conservative government after the 1979 general election, 

however, was not an abrupt policy change, but a continuation of the fiscal strategy 

established by previous Labour governments under Harold Wilson, Prime Minister 

(1964-1970 and 1974-1976) and James Callaghan. Here, Hall’s classification of cash 

limits as an example of second-order change and normal policymaking does not seem to 
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adequately explain its association with a fundamental rupture of the Keynesian policy 

paradigm. The rupture with Keynesianism occurred not at the 1979 general election, but 

at the 1975 budget statement delivered by Denis Healey (1975) on the 15th April, 

Chancellor of the Exchequer (1974-1979), which should be considered the decisive 

moment in British macroeconomic policymaking in the 1970s. Healey (1975, c. 282) 

informing the House of Commons that ‘the budget judgment is conventionally seen as an 

estimate of the amount of demand which the government should put into the economy or 

take out of it in order to achieve the optimum use of resources in the short term. For 

many reasons, I do not propose to adopt that approach today’. Healey also used his 

budget statement to identify two economic weakness, which were inflation and 

government borrowing, rather, than the full employment of labour. Therefore, Healey 

established a fiscal strategy ‘to achieve a very substantial improvement in our current 

account deficit in the next two years and to eliminate the deficit entirely as rapidly as 

possible thereafter’. Henceforth, the Labour government secured significant restraint in 

public expenditure, particularly, in the context of high inflation causing upwards pressure 

on public spending (OBR, 2017), which was greatly aided by the change to the system of 

public expenditure control with the introduction of cash limits (HM Treasury, 1976).  

The importance of the 1975 budget as a fundamental rupture with the Keynesian 

macroeconomic policy paradigm is given greater credence upon consideration of the 

memoir of Douglass Waas (2008), Permanent Secretary to the Treasury (1974-1983). 

Thus, Wass (2008, Chp. 2) acknowledges that Her Majesty’s Treasury advice to the 

incoming Labour government in 1974 included the need for control of public expenditure 

as part of efforts to rebalance the British economy. However, Wass (2008, Chp, 3) locates 
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1975 as the year that Her Majesty’s Treasury came to recognise that ‘a significant shift of 

policy required a sharp break in hitherto established practice; which involved a ‘big 

improvement in public finances’ and a ‘determined attack on inflation’.  Here, Wass 

(2008, p. 91) highlights that Her Majesty’s Treasury ‘judged’ the 1975 budget as the 

‘most opportune moment for a policy change’, which included a ‘new approach to 

policymaking’ and a ‘significant change in direction’.  

After the initial period of fearsome austerity in the public finances implemented 

by the Conservative government during the 1979-1983 parliament, a period of restraint in 

public expenditure ensured over the remainder of the 1980s, This ensured that total 

managed expenditure and public sector current expenditure falling from their peak of 

forty six point nine per cent and forty point three per cent gross domestic product in 

1982-1983 to thirty seven point four per cent and thirty two point nine per cent 

respectively by 1990-1991. Moreover, the combination of public expenditure cuts and 

then restraint, alongside the proceeds from the privatisation of nationalised industries, 

meant that the Conservative government secured a return to balanced and surplus budgets 

in the public finances between 1988-1989 and 1990-1991 (OBR, 2017). In his 1988 

budget statement of the 15th March, Lawson (1988, c. 996) claimed that ‘henceforth, a 

zero PSBR will be the norm. This provides a clear and simple rule, with a good historical 

pedigree’. Similarly, Thatcher (2010, p. 297) declared that the Conservative party had 

‘set the standard of sound finance not seen for two generations. At last there has been a 

return to orthodox finance… we have done more than balance the books’. Meanwhile, 

national debt fell from forty-one point seven per cent gross domestic product in 1979 to 

twenty-three point six per cent in 1990.  
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Whilst it remains a relatively straightforward task to demonstrate the return to 

fiscal orthodoxy after 1979, the restoration of monetary orthodoxy necessitates the 

challenge to the role of monetarism in British macroeconomic policymaking. This 

challenge begins with identification of the monetary policy instruments deployed by Her 

Majesty’s Treasury and the Bank of England to achieve targets for monetary growth, 

which were the orthodox monetary policy instruments of the bank rate and OMOs 

(Hotson, 2014, p. 126; Needham, 2014, 2014a; Riddell, 1983, p. 57-65). In the first few 

months of the Conservative government the bank rate was raised from twelve per cent to 

14 per cent on the 13th June 1979 and then seventeen per cent on the 15th November 1979 

(Bank of England, 2017a). This period of dear money in British monetary history, which 

was initially introduced by the previous Labour government of James Callaghan when the 

bank rate raised from six point five per cent on the 9th January 1978 to fourteen per cent 

on the 8th February 1979 (Bank of England, 2017a), was implemented by the 

Conservative government to contract the money supply in the British economy (Gamble, 

1994, p. 107-110; Needham, 2014, p. 1-2, Chp. 5). 

 The Conservative government then partially relaxed this period of ‘dear money’ 

with reduction in the bank rate to sixteen per cent on the 3rd July 1980, fourteen per cent 

on the 25th November 1980 and twelve per cent on the 12th March 1981 (Bank of 

England, 2017a). A decision that Needham (2014, Chp. 5) argues had no underpinning in 

monetarist theory given that Her Majesty’s Treasury had lost control of £M3, which was 

growing considerably above the monetary targets set in the MTFS. Instead, the purpose 

of these reductions in the bank rate was to ease the liquidity squeeze facing the 

manufacturing industries in the British economy. Thus, Needham (2014, Chp. 5; 2014a, 
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p. 179) identifies the two per cent cut to bank rate at the 1981 budget of the 12th March as 

critical in our understanding of the importance of the policy instrument to British 

monetary policymaking in this period.  

 The use of the orthodox monetary policy instrument of the bank rate to meet the 

monetary targets established in the MTFS led Milton Friedman to posit, in his submission 

to the Treasury and Civil Service Select Committee (1980, p. 55-61) memorandum on 

monetary policy, that the Conservative government were not monetarists. This was the 

case, Friedman argued, because the bank rate and public expenditure cuts were an 

alternative, not a complement, to direct control of the monetary base. Primarily, this was 

because market interest-rates reflected the price of credit, not money, and credit 

conditions had only an erratic and undependable influence on the money supply. 

Furthermore, Friedman contended that the bank rate had been given primacy as a 

monetary policy instrument due to a long-standing confusion within British monetary 

policymaking between money and credit, which had its origin in the Bank of England’s 

management of the gold standard in the nineteenth century and led to the historical 

tradition of exercising indirect control of the money supply through the bank rate and 

credit conditions.  

The bank rate was not the only orthodox monetary policy instrument used to meet 

monetary targets, however, with the Bank of England (2017) engaging in OMOs, as they 

had during their management of the gold standard, to supply liquidity to the British 

banking system. The Bank of England supplied this liquidity either through the purchase, 

outright or through repo (sale or repurchase agreements), from discount houses of a range 

of assets including Treasury bills, eligible local government bills and bank bills. The 
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discount houses competed against one another to sell bills to the Bank of England at their 

own choice of rates. The Bank of England’s used their reaction to these offers to 

influence market interest-rates towards the bank rate, which was set in this period by Her 

Majesty’s Treasury. For instance, if the bill offers by discount houses were at a rate that 

conflicted with the need for higher market interest-rates the those offers would be 

rejected in part or whole. This forced the discount houses to deal at a lending rate that 

was consistent with the level of market interest-rates set by the bank rate.  

OMOs were also used by the Bank of England as part of their national debt policy 

(Nelson, 2013). Here, the Bank of England used OMOs to ‘overfund’ government 

borrowing through the sale of more Treasury bills necessary to cover the public sector 

borrowing requirement. Gordon Richardson, Governor of the Bank of England (1973-

1983), gave two reasons in oral evidence to the Treasury and Civil Service Select 

Committee (1982, p. 42, q. 268-269) pertaining to why the Bank of England had 

deployed OMOs in this manner. First, so that government borrowing made a negative 

contribution to monetary growth. Second, because the purchase of commercial bills from 

the financial system allowed the Bank of England to provide relief against the credit 

squeeze in the British economy during the 1979-1981 recession.  

The historical antecedents to Conservative macroeconomic policy after 1979 was 

not lost on Nigel Lawson (1980) who claimed that the Thatcher’s government’s 

economic strategy stood in the broad historical tradition of Conservatism. Indeed, 

Lawson (1980, p. 3) argued that Conservative macroeconomic policy was ‘the reversion 

to an older tradition in the light of the failure of what might be termed the new 

enlightenment [of Keynesian social democracy]’ that is more ‘deeply rooted in the hearts 
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and minds of ordinary people than is the conventional wisdom of the recent past’. Thus, 

Lawson (1980, p. 7) argued that ‘to describe what we are engaged in as peaceful counter-

revolution would be somewhat fanciful. Whatever else they may be, Conservatives are 

not revolutionaries’. Consequently, Lawson (1980, p. 12-13, 1982, p. 2-4) emphasised 

that the MTFS was the contemporary version of the nineteenth century and interwar 

macroeconomic policy strategy based on the gold standard and the balanced budget.  

Lawson (1980, p. 3) also identified that to the ‘extent that new Conservatives turn 

to new sages – such as Hayek and Friedman – this is partly because what those writers 

are doing is avowedly reinterpreting the traditional political and economic wisdom of 

Hume, Burke and Adam Smith. Indeed, Vinen (2010, p. 108) highlights that, whilst the 

fashion for monetarism in the British economic debate of the 1970s owed something to 

the influence of Milton Friedman ‘the links between Friedman and British Conservatives 

were in fact fairly limited and many British ministers were not unqualified admirers of 

his thinking’. Instead, Lawson (1980a) argued ‘monetarism’ was a ‘new name’ for the 

‘old maxim’ of the quantity theory of money established by David Hume, which had 

been a fundamental assumption in nineteenth century and interwar British 

macroeconomic policymaking. Here, Lawson (1980a) posited that monetarism ‘consisted 

of… two basic propositions. The first is that changes in the quantity of money determine, 

at the end of the day, changes in the general price level; the second is that government is 

able to determine the quantity of money’. Lawson (1980a) insisted that in terms of British 

macroeconomic policymaking ‘this… translated… into the twin axioms of the Pre-

Keynesian consensus; that the primary economic duty of government was to maintain the 

value of the currency, and that this was to be achieved by not increasing its supply – a 
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constraint which operated quasi-automatically for a country on the gold standard. Today, 

the intolerable social consequences of the present high levels of inflation, and the still 

greater dangers to the fabric of society that would stem from any further acceleration, 

have combined with the economic dislocation caused by inflation to reinstate the old 

conviction that the prime economic duty of government is to maintain the value of the 

currency’. The link between monetarism, the gold standard and quantity theory of money 

was also highlighted by economists (Congdon, 1978).  

If monetarism did have an ideational component, beyond its rehabilitation of 

economic liberalism, it was not inspired by the theories of Milton Friedman. Minford 

(2005, p. 50-51) identifies two versions of monetarism operating under the rubric of 

monetarism. In the version of Milton Friedman, the remedy to inflation and achievement 

of price stability lay in the control of quantity of money, which would be secured through 

targets for the money supply to check its growth in line with the output of the economy 

(Butler, 2011, p. 46, 61-62). Meanwhile, the British expectations school argued that the 

person’s expectation of future inflation was determined by observation of the 

government’s economic policies, especially government borrowing. To reduce inflation 

expectations, it was necessary for governments to reduce inflationary borrowing at its 

source through the reduction of public expenditure otherwise interest-rates would have to 

kept at a high level. Once the government had reduced government borrowing, however, 

market participants would take account of the situation and reduce inflation expectations 

(Minford, 2005, p. 50-51).   

Under the Conservative government it was the British rational expectations school 

that was more influential on macroeconomic policymaking, which led fiscal policy to 
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fulfil a monetary function and play a supportive role to monetary policy as it had during 

the interwar period. For example, Her Majesty’s Treasury (1979, p. 1) exclaimed in its 

1979 budget report that it was necessary to reduce the public sector borrowing 

requirement to reduce inflation because government borrowing was a main determinant 

in monetary growth and complicated the task of controlling the money supply. Likewise, 

in its 1980 budget report, Her Majesty’s Treasury claimed that the public sector 

borrowing requirement was direct cause of excessive growth in the money supply. Thus, 

the 1979 general election saw the return of the belief that public expenditure and 

government borrowing contributed to inflation (Lawson, 1982, p. 3-4; Thatcher, 2010, p. 

97).  

 The identification of the return to orthodox monetary policy and foundational 

assumptions after the 1979 general election allows us to be more specific about the role 

played by monetary targets in British monetary policymaking, which is very different 

from the explanation of radical change articulated by Peter Hall (1993). Monetary targets 

should be considered neither as a policy goal, policy instrument nor foundational 

assumption. Instead, monetary targets provided policymaking with governance, or set of 

rules, according to which policymakers could understand prevailing monetary conditions 

and operate the monetary policy instruments of the bank rate and OMOs in pursuit of the 

goal of price stability.  Furthermore, this role played by monetary targets was the same in 

monetary policymaking played by the gold standard in the nineteenth century and 

interwar period. For example, Rogers (2015) identifies that the gold standard gave British 

monetary policy membership of a global governance institution that was supposed to 

secure international credibility and domestic anti-inflationary discipline.  
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 Moreover, the Bank of England had begun to experiment with targets for 

monetary growth to reduce the rate of inflation well before 1979 in the aftermath of the 

1967 devaluation crisis (Needham, 2014, Chp. 1-2). This policy experimentation resulted 

in the introduction of the CCC in 1971, which Needham (2014, p. ix, 3) describes as ‘the 

most radical overhaul of UK monetary policy since the Second World War’ because it 

abandoned the panoply of quantitative and qualitative restrictions on bank lending and 

replaced them with the ‘interest-rate’ weapon. Indeed, Charles Goodhart (2014, p. 1), 

Chief Advisor at the Bank of England (1969-1985), describes the orthodoxy of the CCC 

when he explains that its ‘the intention was…to achieve the monetary authorities’ 

objectives of policy via the operation of market mechanisms, notably adjustments in 

interest rates and open market operations’. This is indicative of a change in monetary 

policy, in the direction of orthodoxy, that is far more extensive than that described by 

Hall as an example of normal policymaking under his formulation of second-order 

change. The CCC as mechanism of control of the money supply came to be considered a 

failure and was replaced by the supplementary deposits scheme (corset) (Needham, 2014, 

p. 3). However, according to Goodhart (2014, p. 1), this represented only ‘a partial 

reversion towards a partial direct control system’ and therefore continued ‘the direction 

of travel towards a more liberal, market based system’.  

  Finally, British macroeconomic policymaking also saw the return of the 

fundamental assumption of crowding-out in both its financial and psychological 

conceptions. Indeed, Greenaway and Shaw (1988, p. 8) argued that the MTFS amounted 

to an affirmation of the 1929 Treasury view. Perhaps the most famous articulation of the 

financial version of crowding-out was by Bacon and Eltis (1976) who posited that British 
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economies woes in the 1970s lay in the size of the unproductive public sector, which 

starved economic resources from investment by the productive private sector. 

Meanwhile, the psychological version of crowding-out was expressed by Geoffrey Howe 

in his 1980 budget, which stated that expansionary macroeconomic policy caused ‘fresh 

inflation’ and ‘undermine the confidence of the financial markets, industry and 

consumers. The action that would then be necessary to deal with the ensuing crisis would, 

equally, certainly, destroy jobs and cut living standards further. Consequently, Middleton 

(1985, p. 185) highlights that this passage differs little from the defence of the Treasury 

view provided by Sir Richard Hopkins in evidence to the Macmillan Committee in 1930. 

Furthermore, Tim Lankester (2014), Private Secretary to Margaret Thatcher (1979-1990), 

noted that a major incentive for the imposition of the 1981budget was to secure further 

reductions in the bank rate. This was confirmed by Thatcher (1993, p. 96) in her memoir 

when she wrote that her government aimed to ‘bring down inflation by decreasing 

monetary growth, while curbing borrowing to ensure that the pressure of disinflation did 

not fall solely on the private sector in the form of higher interest rates.  

Conclusion 

This paper has argued that the theoretical framework advanced by Peter Hall in the early 

1990s is flawed. Specifically, that flaw is related to the empirical examples provided by 

Hall in his case-study of British macroeconomic policymaking from 1971-1989, which 

do not support his central conclusion pertaining to third-order (paradigmatic) change 

from Keynesianism to monetarism after the 1979 general election. Instead, this paper has 

demonstrated that the formation of the Conservative government in 1979 led to 
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(re)institutionalisation of an orthodox macroeconomic policy paradigm, which had 

previously been evident in the interwar years.  

The priority goal of the interwar orthodox macroeconomic policy paradigm was 

price stability. Orthodox monetary policy instruments are those of the bank rate and open 

market operations (OMOs), which were utilised to alter credit conditions in the UK 

economy through short-term interest-rates. Meanwhile, the orthodox setting of fiscal 

policy instruments was to cut or restrain public expenditure and increase taxation, 

preferably indirect taxation, which were deployed to achieve the secondary goal of the 

orthodox paradigm of the balanced budget and national debt reduction. The orthodox 

paradigm was also based on several identifiable fundamental assumptions, which guided 

the choice of policy goals, policy instruments and the identification of the economic 

problems that policy should address. The first fundamental assumptions was the quantity 

theory of money. A corollary was the belief in the inflationary potential of public 

expenditure and government borrowing, which ensured that fiscal policy played a 

supportive role to monetary policy within the orthodox paradigm. The second 

fundamental assumption relates to crowding-out expressed in the infamous Treasury 

View of 1929 articulated by Winston Churchill. The third fundamental assumption is 

economic liberalism. 

This paper has not, therefore, disputed that change occurred in British 

macroeconomic policymaking after 1979; rather, it is the classification of that policy 

change by Hall as radical that has been questioned. Indeed, the restoration of the 

orthodox policy paradigm after three decades of departure with Keynesianism is more 

redolent of the existence of a powerful policy legacy in British macroeconomic 
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policymaking; a state-centric explanation of policymaking that Hall had originally set out 

to critique in 1993. This has been supported by the challenge the paper has also delivered 

to the empirical examples of second-order change provided by Hall in the introduction of 

the CCC in 1971 and cash limits in 1976. For example, the CCC was a far more extensive 

change in monetary policy, in the direction of orthodoxy, than an example of normal 

policymaking through the introduction of a new policy instrument. Similarly, the same 

description can be attached to the introduction of cash limits public expenditure control. 

Here, Hall’s classification of cash limits as an example of second-order change and 

normal policymaking does not seem to adequately explain the association of cash limits 

with the more dramatic change in British fiscal policymaking, which occurred at the 1975 

budget and caused a fundamental rupture of the Keynesian policy paradigm. 

Cumulatively, a significant challenge to Hall’s theoretical framework is presented, which 

brings into question its validity as an explanatory tool to explain policy change. 
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