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FOREWORD 
THIS little volume contains an ampbfication of cer
tain articles which appeared in the G10rnale degli 
Economisti, Riforma Sociale and the Ze,tsch"ft fur 
N ationaloekonom~e during the years 1932 and 1933 
I should like to take thIS opportunity of expressing 
my gratltude to the respective EdItors of these 
influential reviews for their permISSion to make use 
of this material in the present form. 

Although every writer naturally desires that his 
book may achieve a certain degree of popularity. I 
fully realise that this work may not appeal to the 
general public. Had I made this aim my first con
sideration it would have been necessary to proVlde 
a background of general knowledge, to embellish 
every chapter with illustrations of the vanous argu
ments, and also to make use of current phrases 
which would convey an impression of familiarity 
with business life and practlcal actiVlty. I should 
also have given a lengthy explanation of the reason 
why this book is opposed to those who prophesy 
the end of capitalism, or propose political and social 
panaceas as a means of avoiding a recurrence of the 
crisis. Controversy, especially when it is personal, 
constitutes for many people the indispensable spice 
of reading. 

Instead of doing this, however, I preferred to 
present the thought in the form in which it matured 
after long reflection. 

LONDON. 

June. 1933. 
vii 



CHAPTER I 

INTRODUCTION 

I. THE NECESSITY OF A PRELIMINARY THEORETICAL 
ENQUIRY 

THE crisis is a subject which concerns all classes of 
citizens. No one, be he ascetic or nabob, can feel 
that it is beyond his sphere. It is possible, indeed, 
that the universality of the interests involved is the 
cause of the confusion in the points of view and 
the failure to form a clear conception of the present 
economic conditions. 

It cannot be denied that the crisis is everywhere 
discussed and all are eager to emerge from it, as 
from a prolonged misery. But it should be remem
bered that-at least as regards certain classes
there have been, in the not far distant past, long 
periods of prosperity. It is therefore not unreason
able to assume that the economic hie moves in 
waves, the crisis phase of which is felt only because 
people accept periods of prosperity as the normal 
condition and are inclined to give undue importance 
to the adverse phases. 

Another noteworthy fact is that, at each recur
rence of a crisis-when on one hand large quantities 
of goods are amassed and on the other extreme 
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2 ESCAPE FROM STAGNATION 

poverty is nfe-Capltahsm is always accused of 
bemg the cause of the depression, and the necessity 
for a new economIC system IS proclaimed. Towards 
the end of the nineteenth century Soclahsm in vari
ous forms was urged m oppositIon to the theories 
of the hberal school. Dunng the period immedi
ately followmg the war, Bolshevism was offered as 
the panacea for all economIC ills. The fact remams, 
however, that no system devised for the general 
betterment of mankind has ever proved Itself capable 
of ehmmating, or even lessening, the seventy of 
the cnsis. 

MeantIme, people are driven by pecuniary dlffi
culties to seek some other means of escape from the 
present period of depression, Without resortmg to 
solutlOns so drastIc as Soclahsm or Bolshevism, either 
of whIch would cause a great upheaval in the 
econOmlC and legal structure of SocIety. Remedles 
of the most vaned nature are suggested by dlfferent 
classes of sufferers Each person has a rufferent 
suggestiOn to offer, With the exceptlOn of a few who 
confine themselves to enquinng mildly how much 
longer the cnsis will last. 

But any remedy, if it is to justIfy the confidence 
even of the person who suggests it, presupposes an 
explanatIon of the fluctuatmg course of business, 
just as a medical prescription, in order to effect a 
satisfactory cure, must be based on an accurate 
ruagnosis of the complaint. Unfortunately, we are 
still only groping our way towards the knowledge 
of the true causes of the crisis and the subsequent 
depression. The Governments devote their at ten-



INTRODUCTION 3 
tion to the most immediate phenomena: arma
ments, reparations, war-debts and tariffs; manu
facturers ascribe the crisis to over-production; 
merchants find a reason for it in decreased con
sumption; students dlfier more than ever In theIr 
opinions. In the study of economic fluctuations, 
therefore, the explanation of one fundamental ques
tion is still a subject of controversy, viz. why the 
movements in the level of profits, prices, employ
ment, production and consumption do not proceed 
upwards or downwards in one unbroken hne, but 
are a series of gradual movements in the same 
dIrection, comparable to a slowly ascendmg wave, 
finally reaching a climax and subsidmg. 

Taking into account, therefore, the fact that we 
have no certain knowledge on this point, the sound
ness of the explanation offered as to the cause of 
the crisis should be our first consideration when 
dealing with any remedy which may be proposed. 
If that particular remedy has already received a 
practical trial, its efficiency can of course be judged 
also in the light of experience. but in any case, the 
necessity of a preliminary theoreucal enquiry is 
evidently underuable. This process the reader is 
invited to follow in the consideration of the most 
important of the remedies suggested. 

2. THE TRADE CYCLE IS INFLUENCED BY FACTORS 
OTHER THAN MONETARY 

Many explanations of the trade cycle have been 
offered. These it is not necessary to refer to at any 
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length as they have already been most ably dealt 
WIth by other writers. It may be mentioned, how
ever, that certain authorities, such as Hawtrey,' 
attnbute the progressive rise and fall of the most 
obvious external marufestations of the trade cycle, 
and the most generally accepted indices of its course, 
almost excluslVely to monetary and crewt pheno
mena. Indeed, they regard the pmodical character 
of the industrial fluctuations which form a trade 
cycle as being wholly due to monetary causes. 
Among the many theones advanced, tlus particular 
opiruon has attracted numerous and mfluentIal 
supporters. 

Other wnters, such as Keynes, who formerly 
beheved the actual starting-pomt or "Impulse" of 
these fluctuations to be mdependent of the bankIng 
system, which they thought could only serve to 
mowfy the upward or downward movements of the 
level of profits and prices, have mocWied theIr 
op1Il1on. In their more recent works they state that 
the banking system Itself, "in so far as it is a free 
agent actmg with desIgn, can, by actmg as a balanc
ing factor, control the final outcome"; and hence 
booms and slumps are simply the result of oscilla
tions in the tenns of credit granted by the banks to 
those who produce goods and provide services.1 

Again, other authontIes, mcludmg Robertson, 
who endeavour to throw light on the true causes 
of the economIC fluctuations, as opposed to 

1 R G Hawtrey, Trade ana e,edu. Longmans, Green & 
Co, P 175. and many other references. 

I J M Keynes, A. TreatISe on Money, Vol. I. Nos. 183-4 eI 
i'asnm. Macmillan, London, 1930. 
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financial and psychological causes,1 consider that a 
preliminary demand for short-term credIts is indis
pensable to every expansion of production, and are 
constrained to admit that the responslbility of meet
ing this demand rests with the banks. They do 
not make it clear whether, according to Keynes' 
recently expressed opinion, the bank is the primum 
mobile in the chain of casuahties which leads to an 
mdustrial fluctuation, and also the most important 
factor in it; or whether the banks, by supplying 
loans, simply contribute towards the magnitude 
and dur~tion of the cycle. Moreover. With the 
monetary explanation of the trade cycle offered by 
writers of considerable authority are connected 
proposals of inflation and protective tartffs. as a 
means of bringing about a revival; proposals to 
which many Governments have hastily and without 
due consideration given effect. 

Industrial fluctuations are now so exhaustively 
studied that it seems superfluous to profess to be 
seeking .. causes" and premises other than those 
which have already been considered. more or less 
explicitly. in connection with the various theories. 
There may even be very httle excuse for seeking one 
sole cause for these waves. Even the writers men
tioned above are agreed that factors other than 
monetary are concerned in the determination of an 
upward phase. 

The problem is to ascertain which. among the 
different groups of factors. are really essential to the 

I D. H. Robertson, Batt/llflg PolICY ad 1M Pnu l.BfIeI. P 81. 
Kulg & Son. London. 1926. 
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production of a progressive movement of profits and 
pnces, and which playa secondary part. It is cer
tain that, when factors combine and converge, the 
mfluence of each depends to some extent on the 
condItlons In which the others operate. Whether a 
gIVen factor is indIspensable, or whether it IS of 
primary Importance, may be deduced from the fact 
that, in the first case, its absence WIll impede the 
development of the industrial fluctuation, but, 10 the 
second, WIll do no more than limIt Its magmtude and 
development. 

The study which follows excludes 10 its early stage 
all bankmg and credIt operatlons, In order to ascer
tain whether, In such condIhons, the development 
of an industrial wave is conceivable. Since this 
question can be answered in the affirmatIve, it 
naturally follows that an 10dustnal fluctuation can
not be regarded as a phenomenon dependent for the 
greater part on money and credit. The next step 
is to prove that, were it possIble to ehmmate the 
achon of a certain factor, not of a monetary nature, 
which will be revealed by the examination, there 
could be no economic wave, even in countries where 
the banking system is most widely dIffused. It is 
evident, therefore, that the movement may be 
attnbuted chiefly to this factor. Furthermore, the 
monetary theory be10g confuted per absurdum, it 
becomes possIble to formulate a new explanation 
of the cyclical phenomena. 

In the hght of these deductions, the soundness of 
which will bear the test of a cntical examination, 
the means of escape from depression can be studied 
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with increased assurance. If it can be proved, pend
ing events favourable to production, that the pro
posed remedies are closely connected WIth the 
fundamental factor which determines the ascendmg 
phase and the crisis, there will be a hope of adjusting 
the condItions of disequilibrium which result from 
these movements, as also of accelerating the ascend
ing wave movement whictl follows the declipmg 
phase and the stagnation. If, on the other hand, 
the proposed remedies appear to have no connection 
with this factor, their inadequacy WIll soon be 
apparent, and it will be the duty of scientific experts 
to expose it, in order that useless and even injurious 
experiments may be avoided. 



CHAPTER II 

THE ASCENDING PHASE RESULTING FROM 
ERRORS OF DEFECT 

I. EVENTS FAVOURABLE TO PRODUCTION LEAD TO 
AN INCREASE IN PROFITS AND PRICES WHICH 
IS BASED ON .. REAL" SAVINGS 

FOR the purpose of simplifying the arguments, we 
may Imagine a country In which banks do not 
exist, and gold coin is the only form of currency, 
the am~unt of gold produced bemg suffiCIent to 
meet all trade requirements. Our study of the situa
tion begins durmg a period of depresSIon, when 
production is at a low ebb.1 In the course of txme, 
therefore, the goods on the market are consumed 
and even the reserve stocks are depleted. The 
natural result is that pnces are driven up and pro
duction is consequently stimulated and expanded. 

But this phenomenon of consumption even durmg 
a period of depression, and with the natural tendency 
to expand production in the contInuous effort to 

1 We will follow the modern busmess lustonans. notably 
W C MltcheU (Bus~ness Cycles. 1927. p 79). 1Jl regarding the 
bUS1Jless cycle--or. more preclsely. the bUSiness lIuctuabon-as 
successive phases of cnsis. depresSion. revival. prospenty. and 
agalll cnsis (or recession) Those who support this theory do 
not. however. explam why all these phases are successIVe 

8 



THE ASCENDING PHASE 9 

regain the standard of living which existed before 
the crisis, can never lead to a progresswe increase in 
the profits of entrepreneurs, the revenues of fac
tories, and the prices of goods for which the demand 
has increased. That is to say, a new ascendmg 
phase cannot result from it. 

Even If the revival of production referred to above 
should occur simultaneously throughout all branches 
of industry - which very seldom happens - the 
entrepreneurs would gain only mechocre profits and 
they, in their turn, would remunerate capItalIsts, 
landowners and operatives at a low rate. It is 
obvious that prices cannot increase when the m
comes of all these classes of the community are 
restncted. Who could afford to pay high prices ~ 
How would such prices be maintained? So long as 
the conchtion of the market remains unchanged, it 
follows that those demands which persist, even 
through a period of depression, tend to restore an 
eqwhbrium as between requirements which are 
known and production which, with marginal varia
tions, is adapted to them; they tend, that is to say, 
to stabIlise prices rather than to cause a progresswe 
increase. 

As a matter of fact, before the so-called .. wave of 
prosperity" can begin to nse, there must have taken 
place certain events calculated to increase the 
profit of production, or at least to ralse the hope of 
an increase. Such events. may be, for example, 
an improvement in the method of prodpction which 
will reduce the cost; an increase in the demand for 
certain goods, leading to an increase in the price ; 

B 
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the abohuon of a duty which had artmClally raISed 
the pnce of certaIn commocbues. 

Sumlady, certain other events tend to reduce pro
fits. Among these may be menuoned a falhng-off 
in the demand, which leads to a reductIOn 10 the 
price; the unposition of any duty whIch leads to 
an Increase 10 the price of wheat and thus renders 
It necessary for the producers to pay higher wages 
to therr operatives.1 There are also events whIch 
may retard or entrrely suppress the upward phase 
of a cycle. 

Now when an event tendmg to increase profits 
takes place dunng a reVIval phase, the approximate 
result is that a manufacturer who formerly produced 
at 90 and sold at 100 is now able to produce at 50 
and sell at a little less than 100, or he may con
tmue to produce at 90 and sell, let us say, at 130. 
He will endeavour, therefore, to increase his out
put, even though he may have to pay a hIgher 

1 It IS obYloUS that an Ulcreased demand. eIther at home or 
abroad. may have somewhat the same effoct as a tecluuca1 
Improvement wluch reduces the cost of producbon and leads 
to an Increased output for the sake of lugher profits POSSIbly 
the effects of a genume and Important toclUllca1 Improvement 
are not hnuted to any partIcular branch of Uldustry, but thls 
IS equally true of an Ulcreased demand S1IDlIar1y. a falhng-otl 
m the demand IS tantamount to an ,ncretl$6 Ul the cost of pro
ducbon Tlus may be brought about by the ImposItIOn of a 
new duty or by the lluctuatlOnS of the purchaswg power of 
money 

There are also many events wluch tend to reduce the cost 
of productIon for certam classes of goods, wlule Increaswg It 
for others; ega war, or the cessabon of war, both of whlch 
benefit certam classes of prodticers and WJUN others Such an 
event will be favourable or unfavourable to the productIon of 
a country accordmg to whether the benefit or the wJury pre
dommates. swce the predommabng factor governs the dlfference 
between cost of productIon and market pnce 
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price for the factors of production. 1 also, if he 
I In the follOWIng graph, OX representIng the quantIty pro

duced and OY the cost per umt, either margInal or average, 
a. also the pnce of the product taken as constant, CCI IS the 
curve 01 the average cost per umt: eel the curve of the marglDal 
cost per unit: ppl the constant price of the product, whatever 
may be the ,upply. 

The entrepreJleur: (a) does not find It profitable to produce 
a quantIty Wenor to OA or supenor to OF, since In both cases 
he would Incur a loss: (b) always finds It profitable to produce 
any quantIty between OA and OF, (e) reahses the maxtmum 
profit by produclDg the quantIty OD, which corresponds to 
the marglDal cost of the umt DD , equal to the sale pnce OP, 
(ei) neltheq~alDs nor loses by producmg the quantIty OF. He does 
not hmlt himself, however, to prodUCIng the quantIty OB, but
either at one output or by degrees-expands the supply to OD. 

A reduction of costs lmphes the lowenDg of the two curves 
of the umt cost: and SImilarly, an Increase 111 pnce !mphes a 
displacement above the curve pPl, parallel to the abSCISsa. 
In both cases the quantity which ensures the ma.nm"m gam 
is obtamed by a mew, ,xt.mlll' production and the entrepreJleur 
must endeavour to obtam It by means of P'Ol"'SSIII' expansloDS 
of the supply. 

The curve of the lotal costs of an enterpnse IS shown by the 
graph on p. 25 

c c." , 
" "C 1 , ,C , .' 

" ,Y 
~~------~--~~r-~--P' p 

o D 



12 ESCAPE FROM STAGNATION 

has not the necessary capital, he will borrow 
the saviiigs of private capltaltsts up to an amount 
which will at least cover the estlmated cost of a 
first flow of output. This amount he hopes to 
realise by the profitable sale of the goods. Thus, 
from the begInning of the process of productIon 
there is an mcrease in the pnces of many pro
ducers' goods, such as raw material, machinery, 
necessanes for workers, etc. There IS also an 
mcrease in the incomes of the vanous persons 
engaged in the favoured productlon, such as 
operatlves, employees, capitallsts, landowners 1 

But, assuming that these persons, who probably 
imagine that the penod of prosperity will contmue 
mdefinitely, spend at any rate part of theIr addi
tional incomes, a larger mcome wilt also be earned 
by others from whom the former purchase com
modities at mcreased prices, thus excludmg from 
the market many former consumers. So long as the 
flow of the "real" increased mcomes lasts, It will 
be pOSSIble to mamtain the mcreased prices of goods 
purchased with them 

1 Many people beheve that the reduction of costs IS coupled 
WIth the ehmmatlon of the Incomes of certatn productive 
factors wluch can be dJspensed WIth. e g operatives whose 
work can be done by maciunery. producers of raw matertal 
wluch 19 replaced by another and less expensive type Hence 
the total Income of the commuruty would be dlmUllShed. 
A reduction of costs. however. may be obtamed unthoul the 
reduction of pre-eXIsting Incomes 1'Ius may occur when. still 
at a cost of 90. the entrepreneur can obtain nearly twIce the 
former quantity of goods owmg to an Improvement In the plant. 
Moreover. m spite of a reduction In the Incomes of certatn 
factors. the total Income of a country 19 augmented OWIng 
to the mereased productiveness brought about by the new 
combmabon of factors 
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Furthermore, the factors of production applied to 
other branches of industry gravitate in due course 
towards the favoured one, thus diminishing the 
supply of other classes of goods, both producers' 
and consumers'. This leads to an increase in the 
respectIve prices which is more or less accentuated 
according to the elasticity of the various demands. 
Hence there is a readjustment of the general price 
level, that of the articles produced under more 
advantageous condItions, in consequence of the 
favourable event, becoming relatively less, while 
there is an increase in the prices of various other 
commodities, both producers' and consumers'. 
Thus a general upward step is taken, first in incomes, 
and subsequently in prices, the origin of this step 
being an event which led to an increase in profits or, 
at least, to additional expenditure in the hope of such 
an increase. 

It may be objected that, since there is no change 
in the total amount of money in the country. wlule 
the quantity of certain goods obtainable at reduced 
prices has increased, there must inevitably occur a 
heavy fall in the prices of, at least, these particular 
goods. But, even if it mus~ be granted that such a 
fall is probable, it may reasonably be argued that: 
(a) in each case it is the amount of money in circula
tIon which must be taken into account, in connection 
with the increased velocity of circulation 1 during 
periods of increased activity; (b) during a period of 
depression, a certain proportion of the monetary 

1 In the sense of the average number of transactions earned 
out With the UDit of money In the UDit of time. 
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wealth of a country remains Idle in the hands of 
pnvate persons, loans being sought by entrepreneurs 
only when they requIre them; (c) any reduction ~n 
costs which affects several industnes, such as a 
reduction In the cost of transport, leads to a corre
spondmg reductIon in the cost of producing gold, 
and therefore to a rise in the price level of gold. 
(d) finally, goods obtaIned at a lower price are more 
readlly exported and may thus cause in individual 
countries a flux of gold and hence a redtstribubon 
of gold In proporbon to the acbvity of foreign 
trade, SInce a trade cycle never develops at the 
same rate in all countnes. 

It is however manifest that, if all whose Incomes 
are Increased should refraIn from increasIng therr 
consumption, the consequences above descnbed 
would be averted. 

2. EFFORTS TO INCREASE AN INADEQUATE SUPPLY 
MAY RESULT IN A PROGRESSIVE INCREASE IN 

PROFITS, INCOMES AND PRICES 

It is extremely dIfficult for a manufacturer, in his 
first output after a " favourable event," to place on 
the market so large a quanbty of goods that the 
whole of the profit accrumg from the reduced cost 
of producbon is reallsed. It may even happen that 
the margm of profit is entirely absorbed by the first 
increase in the price of producers' goods, in which 
case there would be no inducement either to aug
ment or curtail production. Simllarly, it may 
happen that the cost of the first output exceeds the 
profit. 
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But if, after paying for the factors of production 
and putting aside the necessary reserve funds, the 
manufacturer sees that it will still be profitable to 
follow up his first output by an increased productIon, 
he can devote to this purpose the remaIning profit 
on the first output without affecting the rate of his 
expenditure. In the same way, those who benefit 
by the renewed activity may-after raising their 
standard of hYing to its former level-lend the 
manufacturer the residue of their additional incomes 
in order that production may be still further in
creased. The manufacturer will thus be enabled to 
produce a second and more extensive supply, even 
'hough the means of production may be dearer. 

Hence many incomes are augmented and, if even 
part of this additional income be circulated, the 
result will be a second increase in the prices of various 
goods. This process will continue until, OWIng to 
successive expansions of the supply, all the profit 
rendered pOSSIble by the "favourable event" is 
exhausted. This profit forms the basis of the suc
cessive increases in the price of the factors of pro
duction, or rather of the incomes in which it is 
absorbed: it is also the basis of the prices of the 
various goods purchased by means of those incomes. 
Conversely, the progressive increase in prices may 
continue urunterruptedly until it is based on the 
profits arising from the expanded production. 

Again-and this is a more important considera
tion-iI the supply is still inadequate and produc
tion may profitably be increased, the capital neces
sary for this further output may be derived not only 
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from savings In eXIStence at the beginning of the 
reVIval, but, as mentioned above, from the addI
tional mcomes of those who profited by the reVIval. 
Meanwhile, the renewed consumption may be mam
tamed 

We are led, therefore, to the conclusion that, even 
in a country which has no banking system or credtt 
instruments, a progreSSIve rise in incomes and pnces 
IS conceIvable. This upward phase IS determmed 
by four prmcipal condttIons (a) a .. favourable 
event" whIch gives nse to the hope of Increased 
profit, (b) the eXIStence of Idle savings whIch admit 
of the first output, (c) the inclInation, on the part 
of manufacturers and others who profit by the 
Increased activity, to spend at least some propor
tIOn of their gatns and, after restormg theIr standard 
of lIving to its former level, to invest the remainder 
In productive actiVItIes, (d) production on a scale 
wroch finally exhausts the pOSSIble profits, though 
only after succeSSIve expansIOns. In other words, 
m the first output, as also In subsequent suppltes, 
may be observed an error, viz an inadequate supply 
in relatIOn to the profits obtaInable. 

3. CONFIRMATION OF HYPOTHESIS BY INDUCTIVE 
REASONING 

There anses the questIon: Are facts in accord
ance with the above theory ~ Inductive reasorung 
leads Inevitably to the conclusion that they are. 

It may be urged that inductive analyslS is not 
permlSsible, seemg that a country devoid of banks, 
such as we imagmed for the purpose of our argu-
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ment, does not exist. The facts to WhICh we 
appeal, however, are independent of any considera
tion of credIt, being concerned only with production, 
an activity which may be carried on-though per
haps with difficultY-Wlthout recourse to credIt. 

It is undeniable that, when the manufacturer 
embarks on the first output, there is only a limited 
number of factors of production. Setting aside the 
assumption that they are permanently avaIlable, it 
IS not easy-even when the revival has actually 
begun-to dISplace the factors applIed to other pur
poses, unless the profit of the new production is 
clearly manIfest. However Wllling may be t~e 
manufacturer to pay at a hIgh rate, he cannot 
immediately increase the number of factors on the 
market. For tills reason, the total expendIture of 
the manufacturer may be considerably below the 
price of the goods. Hence he will be encouraged 
to extend the supply. 

It is also undemable that various economies may 
be introduced in factories which are enlarged. They 
are effected by means of: a more ratIonal organ
isation of work; standardISation of work, e g. 
greater speed and precision in the routine work 
carned on in the various departments, an improved 
method of production; and also the vertical com
bination of enterprises. Finally, there are what 
Marshall terms external economies, resulting partly 
from the localisation of industries and partly from 
the improvement in general condItions. 

It is evident that these economies cannot be 
computed in advance, since some of them are 
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independent of any particular factory which may 
be under consideratlOn, e g. external economIes 
which are effected after a certain hme. They may, 
however, lead to the result that the cost of produc
'tion does not mcrease m proportton to the cncreaslng 
output and, therefore, remams below the market 
pnce. 

Facts also prove that the entrepreneurs, by enter
ing mto long-term contracts, can ensure to them
selves for a consIderable period the profit arising 
from the laggmg m the mcrease of salanes and rates 
of mterest The longer the period which elapses 
before the manufacturer renews his capItal or con
tracts new loans, the less will be hiS requirement, 
owmg to the increase in the price of consumers' 
goods. 

Furthermore, only the better-equipped factories, 
capable of producing a larger quantity of goods at 
a lower pnce, will devote therr energtes to the new 
actiVlty. Dunng the early days, therefore, the 
effect of competition m lowering the price of the 
product and the dIfferential gain of an enterprue is 
hmited All these consIderatIons confirm, m a more 
or less marked degree, the hypothesis that a first 
output does not exhaust all the reallSable profit, but 
leaves opportunity for progressJVe extensions of the 
supply. 

Moreover, the pO~IbIhty of gradually obtaining 
workmg capItal from the actual profits of pra. 
duction frees the manufacturer from the necessity 
of burdenmg hImself, from the beginning, with all 
the working capital necessary to the process of pra. 



THE ASCENDING PHASE 19 

duction. If he has to provide only a part of it, he 
may decide to extend his plant temporanly, and 
thus effect greater economies, dunng a specially 
active period. (In the meantime, it is true, he nsks 
the danger of being compelled in the future to hold 
in reserve a larger amount of workmg capital, 
according to the stage of the productive techruque.) 

Basing our arguments on fact-the fluctuation of 
prices-we have considered the imaginary case of a 
country Wlthout banks, in order to ascertam whether 
here also there can exist the possibility of a pro
gressive increase in profits, incomes and pnces. We 
have proved from facts that such an $ncrease is 
possible. Here may be seen, m its primary aspect, 
the incriminatory factor in the rising wave. 

At the base of a first apphcation of productive 
factors an error may be observed, viz. an madequate 
supply in relation to the profits obtamable. This 
is due to certain incalculable elements In the cost 
of production, chiefly the lack of elasticity in the 
supply of factors of production when the favour
able event occurs, and to the development of various 
dlfficulties in the plant which is gradually brought 
into use. This error is quite distinct from those 
which are sometimes termed .. optimism" and 
.. pessimism," 1 as also from that which certain 
writers connect with capitalistic methods, in the 
belief that, considenng the length of tIme required 
for the process of production, the manufacture of 
both producers' and consumers' goods must be far 

I PtgOU, Indusln4l Fluclu,,'IOfIS. P 87 Macmillan, London, 
1907· 
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m advance of therr sale, and hence the estimates of 
future demands are necessarily maccurate. 1 

Although spnngmg from conditions m whIch the 
technique of capitalIsm IS brought mto action, the 
fault we are endeavounng to account for is mvari
ably apparent, even when there are no currents of 
" optimIsm" or "pessImlsm" and the future 
demand can be accurately estImated. It consists 
in the mability of the manufacturer, in orgamsmg 
a fresh output, to compute the cost of the total 
profitable productIon and to avaIl hlmself, WIthout 
loss of tIme, of the reqUlslte number of factors. 

1 Aftahon, "The Theory of EconomIc Cycles based on the 
Capltal.tstlc TechD1que of ProductIOn" Rei/sew of Economte 
Stat,st,cs, October, 1927. P 165 et seq 



CHAPTER III 

DIFFICULTY OF ESTIMATING COSTS 

I. COMPLICATIONS IN ESTIMATING THE COST OF 
PRODUCTION OWING TO THE DIFFICULTY OF 
DISTINGUISHING BETWEEN GENERAL AND P AR
TICULAR EXPENSES AND TO THE USE OF FIXED 
CAPITAL 

SEEING that the error of an inadequate supply is 
gradually corrected by succeSSlve expansions, It may 
be asked why the supply does not at last precisely 
meet the possibilities of the demand but, sooner or 
later, leads to a change in the trend of pnces. Thls 
change is a sign that, as regards the greater part of 
the industry, the supply exceeds the absorbing 
capacity of the market. 

If an unfavourable event should occur while the 
output is in course of expansion, thus reducing or 
eliminating the profits, a fall in prices is exphcable. 
The event may be entirely unconnected with the 
factory. e g. a falling-off in the demand, a poor 
harvest, which increases the price of foodstuffs and, 
consequently, the rate of wages; a prearranged 
and drastic deflation, etc. It is comprehenslble 
that, in such a case, the rising wave may be retarded 
or entirely arrested. If the profits are cut down 

21 
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many goods remain unsold, thus leadIng to the 
condltion known as a "CrisIS" in the producing 
factory or factones But the question arises why 
should thIs sItuation occur, as it always does, afteF a 
longer or shorter period of prosperity, even though 
no unfavourable event has taken place? 

It IS noticeable that in every firm the working 
expenses tend to increase, httle by httle, to an 
extent which the manufacturer cannot estimate in 
advance Wlth any degree of accuracy. He may 
anticipate the payment due from him for the use of 
capital, for wages ~d for rent, and yet, however 
accurate may be his estimation of these Items, his 
accounts will show that the actual cost per unit of 
his goods far exceeds the estimated amount. What 
is the explanation of this paradox? 

Here, also, the truth can be ascertained only by, 
first, inductive and, later, deductIve reasoning 
Inductive enqwry shows that the factors of pro
duction are very numerous. They are therefore 
divided into classes, variously denominated by the 
drl'ferent writers. There remains the difficulty of 
assigning each factor to its respective class, once its 
function has been determined. Any inaccuracy in 
thIs respect, e g. the inclusion under the heading of 
fixed expenses of an item which varies according to 
the extent of the output, may lead the manufac
turer to the conclUSIon that he is realtsing a profit 
when, in reahty, he is incurring a loss. In other 
words, it may lead to a second error, m addltion to 
that of an inadequate supply. An example of such 
an error may be found in the calculation of expen-
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diture for supenntendence as being in inverse ratio 
to the output while, in reality, it increases at almost 
the same rate. 

The error arises in the following manner: m the 
light of his past experience, the manufacturer cal
culates the cost of the present output on the basis 
of a percentage. No distinction is made between 
expenses which are fixed, within certam limits of 
production, and thus in inverse proportion to the 
output, and those which vary according to the scale 
of production-and this not at a fixed rate, but 
according to the different stages of develo~ent 
reached by the factory and the particular conditions 
of the market. For this reason the estimation of 
the various items of expendlture on the basis of 
unvarying percentages is liable to fall short of the 
reality. 

An inductive enquiry shows also that fixed capital 
to a considerable amount is necessary for produc
tion: e g. premises, machinery, land, according to 
the increasing requirements of the factory, all of 
which are indivisible and definite in substance. 

This fact entails various consequences: in the 
first place, the production is gradually expanded, 
since divisible factors, which vary almost continu
ously, are combined with the fixed capItal, which 
varies only at intervals. It is reasonable that this 
process should continue until the fixed capital is 
fully utilised, that is to say, up to the point at which 
the successive additions of variable factors result in 
an increased production, the increase being propor
tionately greater than that of the variable factors. 
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If, beyond this hInIt, the fixed capItal undergoes no 
change and the doses of vanable factors are contmu
ally mcreased, the rate at WhICh the production 
increases Wlll steadily dunimsh untIl the pomt lS 

reached at which every output is practically insup
portable 

In calculatmg the expenditure, especially m 
advance, the manufacturer usually considers the 
plant as producmg up to lts full theoretJC capacIty, 
while as a matter of fact the actual output may be 
-and often Is-conslderably less In other words, 
he assumes that the plant, represented by the fixed 
caplal, lS such that all the economies referred to 
above will be effected Tlus, however, lS rarely the 
case 

Any sl1ght defect in the organisatIon of the under
takmg will cause delays, inconveniences or obstacles 
WhICh will affect each department in succeSSIOn and, 
in the aggregate, senously lumt the output. These 
defects may possIbly occur in the co-ordination of 
the dIfferent processes or in the relations between 
the vanous departments. those which receive the 
ordets, arrange for theIr execution, provide the 
necessary factors, carry out the actual process of 
manufacture in the workshop. 

It will be readily understood that even a slight 
decrease in the output may lead to a more than 
proportIonate dlmmution in the profits 1 The truth 

1 In the folloWlng graph shOWIng the total expenditure of a 
smgJe firm, the output IS represented on the absclssa and the 
costs and successive returns from the sales on the ordinate. 
AB represents the curve of the constant costs Wlthm certam 
hmlts. m mverse proportion to the number of uwts produced • 
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is that the quantity of goods manufactured and sold 
is usually below the estimate, wlule the expeniliture 
is the same as if the output coincided precISely Wlth 
the amount anticip~ted. 

If such defects, which are hardly perceptible even 
to experienced and prudent manufacturers, con
tinue through several productive processes, the 
factory will probably incur heavy expenses which 

AC the curve of costs, in proportIon to the quantIty produced, 
wluch Inchnes towards the axiS of the abscISsa In proportIon as 
certain combinatIons of factors may be more easily replaced 
by more economical combinatIons, OR the curve of the returns 
from sales, assuming that the pnce does not vary on account 
of vanatIons In the supply 

In a plant the maximum capaCity of wluch IS represented by 
100, the productIon of the quantIty OD Imphes a loss, repre
sented by FG; If the ~roductlon IS extended beyond the 
quantIty OE, to the ma.nmum output, the profits Increase to 
an amount represented by the shading A reduction of barely 
20 per cent In the output, 1 e from 100 to 80, causes a reduction 
of over So per cent In the profits Tlus IS explained by the 
necessity of increasing the capital for vanous reasons, such as 
adding to Idle capital, meetmg the cost of hindrances, delays, 
etc 
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are not proVIded for In the estlmate, even lf no 
additIOnal outlay 18 necessary in respect of premISeS, 
improvements and pubhclty. Hence a loss will still 
be lncurred even though the maxunum capacity is 
reached as regards operatives, raw matenal, machIn
ery and all other Items In the eqwpment of a fac
tory: and this, as expenence shows, 15 very rare 

Furthermore, lf the maximum output is to be 
attained, one of the pomts to be considered 15 the 
ehminatlon of every cause of delay WhICh, however. 
perfect may be the organISation, is hkely to occur 
In the manufacturmg process. The work is often 
carried out in dtfferent departments, each bemg 
responsIble for some particular part of the product, 
and the assembhng of the parts is the final stage 
Imperfections, however sltght, in any of these parts 
leads to consIderable loss of tlme, seemg that they 
neceSSItate extra work In repainng or even remaking 
some of the parts. 

In th15 case also the wasted effort may be regarded 
as the subtraction of productive factors from 
efficient work, and hence as a further decrease m 
production, over and above that due to a pOSSible 
defect m the adminlStrative organISation On the 
other hand, the expenses would be no greater were 
the finn producing at Its maxunum capacity durmg 
the whole term of the contract. 

Any investigation mto the inaccurate estlmates 
of costs,ln wmch the inaccuracies are due to defects 
(however shght) in the manlfold actlVlties of the 
finn, would necessanly be very far-reaching: It 
would also be subject to continual modIfications 
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according to the particular branch of industry and 
the special market under consideration. In order 
to show how it is possible to incur losses--some
times very considerable-which cannot be antici
pated, even when organlSation and functioning are 
perfect in every respect, it is only necessary to point 
out, as above, the most usual defects in business 
concerns in which fixed capital is utilised. 

2. PART PLAYED BY FIXED CAPITAL WHEN A FIlW 
IS ENLARGED 

Inductive enquiry shows further that the use of 
fixed capital produces certain effects when a firm is 
enlarged. Once the maximum output has been 
attained, an enlargement of plant is necessary for 
any further increase, no matter how msignificant ; 
and this cannot be effected Wlthout incurring heavy 
expenses. 

When it is evident that production may profitably 
be expanded, it may be taken for- granted that. 
assuming the output of the onginal plant to have 
been 7S or ,80 per cent. of the amount estunated. it 
will not. after enlargement. exceed tblS proportion. 
Indeed. unless the management and organisation 
are raised to a higher standard. this percentage will 
not even be reached. since the relations between the 
managing departments on the one hand. and the 
different departments through which the goods must 
pass before they reach the workshops. on the other. 
are now more complicated. 

In addition to delay in the consignment of the 
various parts requislte for the finished product. there 
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will now be increased obstacles, smce the new factors 
of productlon will not harmonise Wlth the origmal 
elements to such an extent as to be entirely equal 
to the eXIgencies of the mcreased production. It 
follows, then, that the actual output of the new 
plant will be considerably less than double the 
percentage of utllisatJon attamed by the former 
works, I.e It will be neither 160 nor 150.1 A 
factory, for instance, Wlth a capacity of 100 and a 
~te of 25, may be enlarged unt1l its capaclty IS 
200: the waste will not only mcrease from 2S to 50 
or, m other words, remam m the proportIon of 
25 per cent., but will increase to 30 or 32 per cent. 

In thIS way a new Item of expendlture arISes 
which, hke those mentioned above, is connected 
neither with the pnce of the factors of production, 
nor with the ordmary estlIDates It appears in the 
form of a decrease m the output, the expendlture 
remalnmg as estlIDated for an output of preclsely 
double the former (at least ISO). It follows, then, 
that the profit accruing from the enlarged plant IS 

not sufficient to pay more than a small proportIon 
of the expenses ansmg from the new capital em
ployed for the addltlOnal production, since It is only 
slightly in excess of the former profit. Thus the 
manufacturer, havmg fruled to effect all practIcable 
econOmIes in the ongmal works (1 e. havmg fa1led 
to uttlJSe their maXImum capaCIty, in respect of 
output and profit, before mcumng new expenses), 

1 R de Fleury, La ProductIOn .naus/rlclle .ntenswe, P 56 
Dunot et ~t. Pans A Cablat1, Seamln .nlernazwnalJ " 
poMua bane .a In ,egtme dt moneta sana e alJarsata, PP 188-92 
Bocca, Tonn 1929. 
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finds himself confronted by heavy losses instead of 
the profit which he anticipated, as the result of 
increased business. In other words: although he 
may have the orders, he can neither carry them 
out entirely nor obtain from them all possible 
profit. 

It is obvious that the loss will be still heavier if, 
owing to a slight increase of busmess, the factory 
obtains new fixed capital for the purpose of increas
ing its output to only a sltght extent. In view of the 
absorbing capacity of the market, this capital cannot 
be fully utilised. Indeed, in many cases, the manu
facturer acquires it only because he expects his busi
ness to develop, and desires to be prepared for this 
contingency. It is usually said that fixed caPItal 
renders the supply of the product too "inelastic II 
as regards the needs of the moment; i e. the supply 
must either precede the demand-as in the case 
mentioned above-or it must lag behind, as may 
happen owing to the fact that new plant cannot be 
obtained without a certain delay. In either case, 
the disequilibrium of the supply is more accentuated 
than it would be, were there no fixed capital to take 
into account. 

Consequently, the use of fixed capital-whether 
or not a manufacturer enlarges his original works
may well lead to an increase in expenses which does 
not arise from the remuneration of the factors of 
production, and cannot therefore be estimated in 
advance by comparison with analogous cases. or by 
former experience. 

Fmally. when a firm is expanded. not by suc-
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cessive addltions of dlVlSible factors to the fixed 
capital, but by a s,multaneous increase of all the 
factors-wben, for mstance, it is amalgamated Wlth 
another-the economies which result from the larger 
scale of operations may be more than counterbalanced 
by other expenses. These anse from the dIfficulty 
of mamtaining the managing servIces at the highest 
degree of effiCIency, seeing that they are now larger 
and composed of mlXed elements from each finn. 
Consequently, there 15 less sense of solidarlty than 
would eXlSt between persons employed m one single 
firm Amalgamated firms, therefore, cannot reduce 
expenses to the extent antiCIpated. Hence, under 
the new condltions, the output either falls off to a 
very marked degree, or the quantity obtainable at 
decreasmg cost is less than that wruch was formerly 
assured by the two firms before amalgamatIon took 
place 

By whatever means a firm may be expanded, its 
estImate of expendlture must mc1ude the amount 
necessary to replace the fixed capItal as It becomes 
exhausted ThlS occurs either from technical and 
economic causes (depreciation of plant, amortisation 
of loans, etc), or as the result of fortwtous cir
cumstances (msurances, etc) The omisSIOn of 
any of these elements m the estimate of expendlture 
will cause the manufacturer losses which he has 
not taken into account. 

Every finn which 15 expanded requires a larger 
amount of workmg capital during Its future eXlSt
ence. It has been pomted out that the manu
facturer is not compelled to burden himself, from 
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the beginning, with the responsibility of providing 
the entire working capital necessary for production. 
But if the profit on the output is not sufficient to 
supplement within a reasonable period the capItal 
at the m,anufacturer's disposal, it may be necessary 
to pay interest on short-term credits at a rate which, 
taking into account the upward phase of the cycle, 
may be very high as compared Wlth that on a long
period loan.1 The uncertainty on this point forms 
another element which further comphcates the 
estimation of costs. 

3. COMPLICATIONS IN ESTIMATION OF COSTS OWING 
TO PRODUCTIVE PROCESSES. THE COST OF 
MARKETING 

Furthermore, inductive enquiry shows that pro
ducers' goods increasingly remote from the finished 
product are required in modern manufacturing 
processes. Many stages must be passed before a 
motor, an aeroplane or a cannon can be produced. 
Every firm, oWing to its use of fixed capital, finds 
a mfficulty in suddenly increasing its output. If, 
therefore, there should be any modification in the 
demand-as, for example, an increase in the demand 
for motors-the firms which supply the finished 
product would find it impossible, after the first 
expansIon of their output, to obtain, either im
mediately or at stated intervals, the quantity of 
producers' goods requISite for the manufacture of 

I I venture to refer to my .. Studles on the Monetary Theory 
of Trade Cycles Relations between Interest and DIscount." 
G.Ot'tIt.lI. degl. ECOIIomssh. March, 1930, 



32 ESCAPE FROM STAGNATION 

a further stock. This is described, somewhat 
vaguely, as the unposslbility of making the work 
"run parallel" in the dlfferent stages. 

As regards the production of motors, for example, 
the firms responslble for the second stage, who also 
make use of fixed capital, will find it equally dlfli
cult to produce the necessary supply of producers' 
goods for the first stage. This will cause a delay 
m the execution of the larger number of orders, and 
thlS delay will be repeated through each successive 
stage. Any firm, therefore, wroch manufactures 
consumers' goods will naturally provide agaInst this 
delay by obtaining a larger SUPPly of producers' 
goods than is needed for unmedlate use. 

This reasonmg applies to every finn wroch requires 
goods that are manufactured in a series of stages. 
It follows that, should the demand for such goods 
increase, the supply of producers' goods tends to 
mcrease in proportion to the number of stages neces
sary to the manufacture of the finished article, 1 

whlle a decrease in the demand naturally has the 
contrary effect. 

Meanwhile, the mcreased demand naturally leads 
in the first place to a shortage of producers' goods 
Thus the firms who are responsible for the finished 
article will not be able to produce at theIr full 
capaClty and, consequently, will find that their 

1 Cf the careful analYSIS of Prof Fanno m .. Clch ch Pro
duzlOne. clch ch credito e fiuttuazlOm mdustnah" Gwrna14 
degls ECOfWmsstS. May. 1931 ThIs IS an authontatIve con
firmatIon of the theory enunciated above. smce It bnngs to 
hght another element of expenchtl1re. which 19 not at first 
eVIdent m the pnce of the factors of productIOn. 
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profit is diminishing. But as, in the course of time, 
the supply of producers' goods becomes excessive, 
the manufacturers of such goods will reahse that 
the price no longer covers the cost of production 
They will naturally reduce their output, and this re
duction will be repeated and accentuated in the more 
remote stages. Productive actlVlty, however, aims 
at adapting itseU to the current demand of the market 
and, sooner or later, it must be resumed, even in 
the ~arlier stages. It is impossible to anticipate 
the moment when the temporary surplus of the 
more remote instrumental goods will be absorbed 
by the market so that the demand of the firms 
responsible for the finished product will revive It 
is necessary to wait until the demand actually 
occurs. Hence, when this happens there will be a 
certain delay in fulfilling the orders, seeing that it 
will be necessary to reopen, or increase the output 
of, factories which are wholly or partially out of 
action. The cost of production, therefore, will 
finally increase also for firms producing consumers' 
goods. 

Moreover, the cost of transport and of market
ing in the various countries must be added to the 
cost of expandmg production (in which all practic
able economies are not effected) combine~ with the 
loss involved by a deficient or excessive supply of 
producers' goods. These expenses tend to vary in 
direct ratio to the amount produced and to the 
distance of the enlarged factory from the market. 
In more remote factories, therefore, they may in
crease to such an extent as to neutralise, or even 
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exceed, the profit denved from the various mternal 
economies which are effected As a matter of fact, 
the facility of transport and marketIng IS seldom 
taken mto account m any extension of a factory 
These two conSideratIons, which are common to aU 
factones, are hIghly Important and of frequent 
recurrence TheIr OmISSion from an estImate of 
costs may pOSSibly lead to an unwelcome surprISe 

4 THE ESTIMATE OF COSTS IS NOT ONLY 

COMPLICATED BUT ARBITRARY 

The above consideratIons show how complIcated 
IS the estImate of costs Each firm, even in the 
same branch of Industry, is earned on under dIfferent 
condItions Each factor of productIon IS employed 
m a dIfferent degree In each firm, also, there is 
a contmuous expansion or contraction of the output 
owing to the dIfferent phases of Increasmg or de
creasIng per unit costs, or to changes m the pnce 
of one or other of the factors. 

In thIS perpetual motIon profit and loss are 
neutralIsed alternately up to a certaIn penod. The 
conceptIon of costs, therefore, can apply only to 
one particular moment, and the only reasonable 
method of estImatIng them is to take the average 
during a penod of suffiCient length to cover all the 
charges It would be extremely dIfficult to make 
any relIable estImate of costs by dealmg With a 
relatively short period, such as a SIngle year. An 
annual balance-sheet is admittedly an accountancy 
fiction. When -it is necessary, for any reason, to 
draw up such a statement, an arbitrary element 
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enters into the estimate of costs, in addition to the 
difficulties above mentioned. 

Arbitrary elements are noticeable in other re
spects. No large factory sells its products at iden
tical prices in different markets. In each market 
every factory, although it has competitors, is pro
tected by a partial monopoly. owing to its relations 
with its customers or for other reasons.1 Seeing, 
therefore. that the entire output must be distributed, 
it is necessary to take into consideration the prices 
obtainable in the dIfferent locahties and to cover 
the greater part of the cost by the sale of those 
goods which realise the highest prices. 

This principle is characteristic of firms producing 
on a system of joint and connected costs, as also 
of those producing by vertical combination, or the 
integration of industries. The entrepreneur of the 
vast concerns which are so numerous in these days 
continually displaces the burden of the total costs, 
removing it from one special product to another, 
according as the selling conditions are more or less 
favourable to him, and also accordIng to the con
tinual mochfication in the supply of the various 
goods or services produced by him. The proceeds 
of the sales decide the proportion of the expendi
ture which is to be assigned to the various products. 
It is obvious that these proceeds bear no relation 
to the price of the factors of production. The dlffi.
culty of estimating them in advance is therefore aU 
the greater. 

1 A Marshall, PntlC1pl,s 0/ EconomlQ, P 421, fifth echtlOll. 
Macmillan. London. 
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The errors whIch are liable to occur, when a manu
facturer attempts to estImate, even approximately, 
the cost of mcreased productIon in the near future, 
are already numerous Should he desire to go a 
step further and estImate the seU,ng price of the 
finished gQods, he will meet fresh dIfficulties SInce, 

when hIS output finally reaches the market, the 
pnce may fall to an extent which cannot be fore
seen. 

It is true that, in an open market, each manu
facturer proVides the amount which he considers 
advisable But if he cannot foresee the extent to 
which his own contributIon will affect pnces and, 
consequently, the profit, still less can he foresee the 
extent to which prices will be affected by the pro
ductIon of rival finns whose possibilitIes and inten
tIons he has no means of ascertaining Every 
manufacturer, therefore, is liable to mIScalculate 
the profits, whatever line he may take, OWIng to 
his Ignorance of the extent to which prices will be 
affected by hIS own and his competitors' contnbu
tIons to the market 

Finally, if the demand for consumers' goods should 
vary durmg the process of production-if, for in
stance, after an increase there should be a falling
off in the demand-the manufacturers incur a loss 
owing to the reduction in price which would result. 
To this loss must be added those caused by the 
faIlure to utIlise fixed capital to its utmost capaCIty; 
by the madequate or excessive output of finns 
responsible for the product in its earlier stages; by 
the reduction In prices due to competitIon. None 
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of those elements which curtail profits can be 
accurately determined in advance. The vanations 
in costs cannot be ascertained until the process of 
production is complete. It follows, then, that the 
manufacturer who gradually increases his output 
is, consciously or unconsciously, falsifymg his own 
estimates of expenses and profits. 

He will be tempted to increase his output by 
degrees until there 15 an appreciable margin between 
the costs, as computed a posteriori, and the market 
price. Since, however, the management of the 
concern does not rest entirely Wlth the manufac
turer but, on the contrary, is largely influenced by 
circumstances, there must always be a finaZ output, 
the cost of which will exceed whatever profit may 
be obtained from the sale of consumers' goods. 
The output will be launched on the market in the 
effort to obtain further profit by adapting the 
supply exactly to the demand. ThIS, however, is 
impossible, seeing that there are addltional expenses 
which cannot be estunated Wlth any degree of 
accuracy. 

These are the actual conditions of production, as 
\1ndeniably proved by facts. 

5. MOVEMENTS.oF THE MARKET AFTER A 

FAVOURABLE EVENT 

It may be argued that the situation descnbed 
above is the normal state of the market. There is 
never perfect eqwhbnum between supply and 
demand. And even if a careful analysis shows thIS 
to be due to variations in and inaccurate estimates 
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of the cost of production and the market price, it 
is still not clear why any explanation of the crisIS 
should be based on these circumstances. 

The logical connection may be understood by 
observmg the effect of a favourable event on the 
organisation of production In a market where 
supply and demand are almost equally balanced, 
e g. dunng a period of revival, even though there 
may not be a perfect equilibrium throughout the 
whole productive field, the excessive supply in some 
branches will tend to counterbalance the defect m 
others. Every manufacturer endeavours to adapt 
the supply to the demand by means of marginal 
vanations' thus, 1£ in one year the supply exceeds 
the demand, he will take care to reduce It to reason
able hmlts durmg the followmg year. 

But as soon as an event occurs which warrants 
the hope of increased profit, many branches of tn

dustry are at once stimulated and expanded The 
relatIon between mstrumental, complementary and 
substItutional goods hnks, ever more closely, busi
ness concerns whIch at first sight appear to be 
totally unconnected, and it is now impossible for 
an expansion in the supply to be confined to one 
branch of mdustry, or even two or three. Hence 
many firms must be affected by an increase in pro
duction, even those wruch may have been compelled 
to reduce their output because it exceeded the 
demand. If it be admitted that, in any factory 
wruch mcreases its productIon, the first output does 
not exhaust all avaIlable profits, it follows that the 
supply may be progress~vely increased, in order to 
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counteract the first error of deficiency. As a 
matter of fact, however, it is through these pro
gressive increases, which are usually more or 
less unregulated, that the manufacturer commits 
the errors referred to above. These errors tend not 
only to increase m magnitude as the expectatIon 
of profit becomes more certain, but also to appear 
in the same direction. 

The errors-and consequently the expenses
increase as production increases, if manufacturers, 
in the hope of increasing their profits, extend their 
plants and add to the number of their workers be
fore effecting all possible economies in the origmal 

. works.l Smularly, the greater the expansion in the 
production of consumers' goods, the less adequate 
becomes the supply of producers' goods to the re
quirements for the later stages of the manufacture 
Furthermore, the miscalculation of each factory is 
increased by lack of data as to the quantIty of goods 
which will be put on the market by their com
petitors. It will be seen, therefore, that the mass • 

I By a cunous Dllsapprehenslon. many manufacturers under-
stand .. Intensilicatlon of production" In the sense of expansIOn. 
rather than of Increased capacity They seek concrete eVldence 
wluch W111 convey the ImpreSSIOn of prompt action to that 
part of the publiC wluch IS Interested. and show that advantage 
has been taken of the preelse moment" favourable to Industry .. 
Tlus is done even before the plant already In use has been brought 
up to Its full capaCity. since the method of Simply mcre&Slng 
capaCity would appear too modest a programme to those 
Incapable of appreCIating the Importance of good administrative 
and executive organisation No weight IS attached to the 
fact that the caPital necessary for the new expenditure may 
amount to a large sum and poSSibly exceed the estimate In 
that case, the expanSIon. when complete. may prove to exceed 
the requirement and can only be profitable In the event of a 
continual Increase In pnces. 
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of errors which is almost ineVltable, and begms at 
a moment not easily determined, results in a more 
rapzd increase in the cost of productIon than in the 
selling pnce 

6 THE INCREASE IN THE COST OF PRODUCTION IS 

ACCENTUATED BY SPECULATION 

The mcrease m the cost of production, as com
pared Wlth the sellmg price, 15 sometunes accen
tuated by speculation The actual purchasers of 
consumers' goods are brokers, wholesale dealers 
and speculators. When an increase in pnce 15 

anticIpated they ImmedIately order large quantItIes 
of goods, regardless of present requzrements and 
prices The acceleratIon of productIon passes from 
stage to stage m Increasing propo1'tlon and-the 
output of producers' goods bemg first madequate 
and afterwards excessIve-leads to further mcreases 
in the cost as compared with selling pnces. If the 
purchasers are of opmion that, at a partIcular 
moment, the pnce will cease to vary, they reduce 
theIr orders, and thIs reduction contmues, also in 
increasmg proportions, throughout the successIve 
stages Thus, what is spoken of as a wave of 
" optlmlSm II or " pessimism II on the part of indI
Vldual manufacturers, 15 m realIty an example of 
capitallStIc technique, which has a stronger mfluence 
than psychological mamfestations. 

It cannot be derued, however, that the psycho
lOgical element always plays some part m the 
situation and increases the errors incidental to it, 
although--once the pOSItIon is understood-It will 
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be seen that this element is less unportant than is 
usually imagmed. I t is also true that the speculators 
themselves may be influenced by a mismterpreta
tion of the various indices of the market, and also 
that the anticipated results may be frustrated by 
reckless speculation. Moreover, every manufacturer, 
seeing the growing demand for his products, can in
vest addItional fixed capital in his plant. The funds 
at his disposal, and at the disposal of those remuner
ated by him, being inadequate for his purpose, he will 
negotlate a loan of capltal, not derived from his former 
production, in order that he may enlarge his plant 
and consequently increase 1us output. Sooner or 
later his output will exceed the absorbing capacity of 
the market and, as a result of this error, the surplus 
supply will necessarily swell the reserve stock. 

It may also happen that the manufacturer will 
realise dB vis.. that his expenditure is increasing 
more rapidly than the price of the goods. During 
an upward phase, operatives, landowners and 
capitalists demand higher remuneration, being con
vinced that the increase in prices will be permanent: 
in many cases this remuneratlon is altogether dIs
proportionate to the actual prices. The manufac
turer may possibly refrain from putting his goods 
on the market, preferring to hold them in reserve 
in the hope of obtaining higher prices in the future, 
thus extending the process of production, which is 
not completed until the goods are sold. 

Either of these alternatives-the expansion of 
the plant or the carrying on of work in order to 
increase the stock-involves the use, not only of 

D 
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the sum invested m fixed capital and reserve stock, 
but also of the larger capital necessary to cover 
working expenses dunng the period in which the 
goods remain unsold 

To sum up: dunng a first applJcation of the 
tactors of production, a deficIency in the supply 
results in the costs increasmg at a less raptd rale 
than the pnces, as regards subsequent applJcabons, 
further errors-for wroch the manufacturers are 
only partly responsIble-lead to a more rapId in
crease m costs than in pnces, assuming that, 
m the meantime, no Improvement has taken place 
in the method of production. The importance of 
the phenomenon is seen by the fact that this in
creased rate cannot be anbclpated, nor is it possible 
to know preclSely when its slackening will result in 
a perfect balance between supply and demand. 
Slmllarly, it is impossible to foresee the pnces at 
which the firushed product will be sold, smce each 
manufacturer is free to put on the market the 
amount which he considers advisable. Hence each 
manufacturer reaches the limit of his profit after 
a succession of experiments; while, as has been 
said, a final applJcation of factors usually exceeds 
this hmit in a considerable degree 

Thus the mcrease in mcomes and pnces-which 
is necessanly progressive smce the manufacturer 
cannot, at one output, produce a supply equal to 
all pOSSible demands, and therefore endeavours to 
rectny the initial error by degrees-leads to errors 
of a dIfferent nature from the first, owing to varia
tIons in cost and price. These changes cannot be 
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foreseen, owing to the lack of avallable data. 
Hence it is never possible to adjust the supply to 
the demand and, for this reason, the upward phase 
itself breeds the germs of the crisis 



CHAPTER IV 

CRISIS POINT AND RECESSION OF PRICES 

I. EXCESS OF COSTS OVER PRICES. CONTRACTION 
OF THE SUPPLY 

WHEN a manufacturer finds that the cost of pro
ductIon exceeds the sale price of his goods, he 
naturally attempts to remedy this defect. His first 
step will be to cover the deficit by raising a loan 
wluch will supplement the returns and enable him 
to carry on Ius business, remunerating the factors 
of production according to his contracts and making 
no change in their combinations. 

It is understood that this solution is only tem
porary The manufacturer endeavours, therefore, 
in the meantime, to increase his profits by raismg 
the price of the goods. They should now be sold 
at a pnce sufficient to cover the cost of production 
and, also, to repay the debt which he has incurred 
in order to cover the deficit. 

Dunng an upward phase, however, the amount 
of "real" savings in the hands of private indi
viduals is limited, moreover, it is not always easy 
to call in, within a relatively short period, money 
already invested, in order to re-invest it at higher 
interest Hence the demand of manufacturers who 

44 
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require capital, at any cost, leads to a consIderable 
increase in the rate of interest.1 This increase will 
probably be maintained, since the scarcity of " real" 
saving is accentuated, owing to the fact that, at 
an advanced stage of the ascending phase, further 
increases in profits are not possIble for a consider
able period, owing to the series of outputs which 
is on the market by that time. 

All manufacturers who have been induced by the 
favourable event to increase their 'production, in 
order to realise as soon as possible the maximum 
profit, find that they have entered on the curve of 
increasing costs. This implies that the greater part 
of the profit is already distributed among the factors 
of production, admitting, for the sake of argument, 
that the average price level, for reasons connected 
with money and credit, remains practically un
changed. Hence the manufacturers can no longer 
obtain very high profits, nQr will the increase In 

the " real " incomes of the factors of production be 
long maintained. This general principle is not 
disproved by the fact tliat certain firms may not 
be in the position described, nor does their pros-

s Certam wnters, In examlmng the facts wmch mark the 
course of a cycle, attnbute tbJ.s Increase In the rate of Interest 
to reasons connected With monetary and bankmg operations. 
It IS, of course. qwte posSlble that there may be, dunng tbJ.s 
penod, international movements of caPital, or spec1al Sltuatlons 
In banks which tend to accentuate the Increase 

Such CIrCumstances, however, are exceptional and must Dot 
be confused With the factors already In existence The nse In 
the rate of Interest, even when apparently unwarranted by' 
circumstances, 19 hkely to result from the SC&rC1ty of .. real • 
saVlDg. To regard It simply as a phenomenon connected Wlt11 
money or Credit 19 hkely to lead to a IDlsapprehenslOD. as IS 
shown In Chap V. p 101 



46 ESCAPE FROM STAGNATION 

penty influence the total mcome to any apprec:table 
extent 

If, therefore, the incomes derived from the in
tensified productIon are not further mcreased, the 
manufacturers' attempt to sell at higher prices can 
have no lasting success 

In these condItIons, 1 e. when the manufacturer 
is compelled to pay a hIgher rate of mterest for 
any additIOnal capItal willch he may require, but 
cannot obtam a Ingher pnce for hIS goods, he adds 
to the reserve stock those already manufactured, 
and C1ll. taIls hIS output, hopmg thus to elimmate 
the excess of costs over the sale price In attempt
mg to carry out this IntentIOn he IS gUIded only 
by the sale prIce of hIS own goods and the average 
general pnce level I t can hardly be expected that 
he will at once adopt the alternative course of 
reducmg the price of hIS products He 15 deterred 
from doing so by the fear of "spoIling the market " 
and thus mcreasmg his dIfficultIes 

Strictly speaking, the manufacturer could reduce 
the cost to some extent by a more efficlent orgamsa
tIOn of hIS eXIStmg plant But, when the upward 
phase has already prevailed for a considerable penod, 
he is mduced by a vanety of motlves to mampulate 
the prices-or awaIt theIr settled Increase-rather 
than to operate on the costs On the other hand, 
taking mto account the s1IIUlar SItuation of many 
other firms, no, effort ill thIS dIrectIOn would 
be lIkely to have much effect In mo&fying the 
defiCIt The manufacturer, therefore, :fin.ds hIm
self compelled to restrict both the production of 
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consumers' goods, and hIS own orders for producers' 
goods. 

2 THE PEAK OF THE BOOM, OR CRISIS POINT 

The deficIt in the manufacturer's balance-sheet 
shows that, as far as current prices are concerned, 
a certain quantity of goods has been produced at 
a cost which cannot be entirely covered by the 
returns. Hence It IS necessary for the factory to 
restrIct production to such an extent as to bring It 
WIthin the bmit of the decreasmg per unit costs, 
or, at least, within a lower hIDIt on the line of in
creasing costs. In thIS way-assumIng that the 
demand does not vary-the market will absorb the 
goods above mentIOned, at current jmces, dunng the 
period of restricted productlOn 

It IS ObVIOUS that the success of tlus policy de
pends entirely upon the mamtenance of the demand, 
and also of the general pnce level. At the period 
when the manufacturer deCides to curtail hIS out
put, however, these conrutions are only partially 
fulfilled 

In regard, more partIcularly, to the production 
of consumers' goods, certam expenses-ill other 
words certain lllcomes-cannot be elimInated, even 
when the achvity of the factory is curtailed Such, 
for example, are the expenses connected with the 
managing and orgamsmg staff, mamtenance of 
the plant, amortisation of loans and insurance 
premmms. Other expenses may be reduced in pro
portion to the reduction of output, e.g payments 
on account of motor-power, 5upenntendence, main .. 
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tenance of machInery, correspondence and trans
port. There will also be a reduction m the expendt
ture for raw material and payment of operatives. 

Tlus decrease in expenses implies a correspond
ing e1unination of certain incomes lutherto denved 
from the:finn As the fallmg-off in the demand 
for producers' goods affects the industry in ever
w,demng c"cles, until it is felt in the most remote 
stages, and even m certain stages of associated 
mdustnes, the elImmatIon of mcomes will be 
extended to a correspondmg degree. Hence each 
smgle factory engaged m the producbon of con
sumers' goods, which restncts Its output causes a 
reductIon m the flow of those very incomes whIch 
mamtam the demand for various goods at current 
prices At the same tIme there IS no appreciable 
increase m other incomes to counterbalance the 
deficiency. seemg that the majority of manufac
turers have entered on the curve of increasmg per 
UnIt cost. 

The increase in the cost of production, with the 
resulting deficit, does not occur simultaneously in 
all firms engaged in any particular industry. No 
two firms coinCIde m every respect-penod of exist
ence, combmation of factors of production, organis
atIon of markets as regards both the supply of 
producers' goods and the sale of the product, finan
cial backing The different firms are dtrected by 
persons of varying degrees of intelligence and busi
ness capacity: no two therefore react in precisely 
the same manner to any alteration in the pnce of 
one of the factors of productIon, or in the market 
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price of the product. Various consideratlons, such 
as the review of the total expenditure, the repeated 
verification of an excess of costs over current prices, 
the end of an almost habitual waiting for an increase 
in prices, come to a head at different moments in 
the various factories engaged in the same branch 
of production and, a /ortlori, also in other branches. 
Thus many forms of production may be contmued 
on the same scale, or even extended, at costs which 
will prove in the end to have been excessive, but 
which, in the meantime-being distnbuted in a 
flow of incomes which may even show a certain 
increase-tend to counterbalance the fallmg-off in 
other directions and to maintain the demand for 
commodities at current prices. Workers and instru
mental goods, no longer required in a firm which 
has restricted lts output, may be absorbed in another 
whose activity is unabated, or even increasing, be
cause it is still lucrative-or thought to be so. 

Sooner or later, however, the progressive increase 
of costs is clearly evident, not only in any particular 
branch of industry, but also in related branches 
which are drawn up with it on the rising wave. 
Sooner or later a point is reached at which it is no 
longer possible to counterbalance the decrease in 
certain mcomes by a simultaneous increase in others. 

Thus the criSIS point is reached. At this stage, 
every firm which restricts its output of customers' 
goods and its orders for producers' goods reduces 
the aggregate income of a large number of persons, 
while no correspondmg increase occurs in other in
comes. In other words, not only does such a finn 
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produce an over-supply of Its goods-as shown by 
the "deficit" accordmg to current prices-but it 
causes a smular result as regards the goods pro
duced by other firms, seemg that the reduced in
comes no longer admit of purchases on the same 
scale and at the same pnces as before. It may be 
stated, therefore, that an attempt on the part of 
a finn to rectliy an error In Its output leads sooner 
or later to a reduct~on of the roghest general price 
level, as a consequence of the lneVltable fallmg-off 
in the demand. 

In the course of bme it will lead also, owing to 
the comphcated connecbons of industrial Me, to a 
reduct~on in the price of the goods produced by the 
finn Itself, smce, as has already been said, the 
reduced incomes no longer admit of the former 
expenruture Both reducbons will be more or less 
marked accordmg to the extent to wroch the out~ 
put was restricted. 

Thus it may be said that the original reduction 
of output leads to two dIstinct senes of results: 
(r) In regard to other firms producing goods of a 
d1jJerent nature, who may find that-although they 
have cOmmltted no error-their costs exceed even 
the market price of the goods, so that they also 
are compelled to reduce their output, (2) In regard 
to tke firm wkJck first restricted.lts output, which finds 
that, after the fall In price of its own goods, the 
first restriction is not suffiClent to adjust the dlffer~ 
ence between cost and price. It may therefore be 
compelled to effect a further reduction of output, in 
order to ehminate the new excess of costs, which 



CRISIS POINT AND RECESSION OF PRICES 51 

is due to the p;micular remedy it has elected to 
apply. 

3. AFTER THE CRISIS-POINT IS REACHED THE FALL 
OF PRICES CONTINUES UNTIL THE CoSTS ARE 
CURTAILED TO A GREATER EXTENT THAN 
IS NECESSARY ACCORDING TO THE PRICE LEVEL 

It is obvious that these successive restrictions 
must lead to a fall in prices, proportionate to the 
number of firms whose accounts show a deficit 
owing to previous reductions. This downward 
movement will probably continue unhl the firms 
on the market no longer consider 1t necessary to 
curtail their costs; i.e. until the only firms left 
on the market are those whose costs do not 
exceed a given price level. This will occur when 
the costs have been curtailed to an even greater 
extent than is required by the price level, and the 
separate combinations of factors of production have 
been reorganised in each factory on a more econo
mical basis. The firms remaining on the market 
have shown themselves capable of producing at a 
lower cost than others, owing to a more efIective 
combination of factors, or because they possess a 
larger reserve fund, accumulated in the time of 
prosperity. When differenhal gains are ignored
and during this period they are not large-it may 
be said that the curtailment of the cost of produc
tion must preced6 the fall of prices if the former, 
being distributed in incomes, is to maintain a given 
price level and render it permanent. 

The reduction of costs may occur in those very 
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firms WhIch show a deficIt, or possIbly in others 
engaged m drl'ferent branches of production. In 
the latter case, seemg that profits are increased by 
a prudent reduction of costs, the curtallment of 
production and of mcomes in certain undertakmgs 
may be more than counterbalanced by the increase 
in others. A further collapse of pnces may thus 
be prevented 

In concluslOn, a general fall in prices occurs when 
a factory, at the highest point of expansion, restncts 
its output in order to do away Wlth the excess 
of costs over current prices, assuming that the 
accompanymg reduction of incomes is not counter
balanced by an increase of others m another part 
of the market It has already been pointed out 
that restnctions of output are extremely detn
mental to factories other than those in WhICh the 
reduction takes place, even when there is no error 
on theIr part and their costs have been kept far 
below the maXImum level reached by incomes and 
pnces during the upward phase. The reduction of 
output also mvolves the necessity of further reduc
tions on the part of the same factory from the 
moment when the price of its product begins to 
fall This decrease in incomes and prices, for 
reasons given above, marks the beglnning of the 
CrisIS. 

In order to determine the precise moment at whIch 
the cnsis begins on any partIcular market, it would 
be necessary to have access to the accounts of all 
factories and to draw just concluslOns therefrom, 
m spIte of the ddIiculty of calculating the costs. 
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By no other means IS it possible to ascertain 
when, and for what partIcular reason, the de
crease in the aggregate flow of incomes occurred, 
and when the recession of prices became an estab
lished fact. 

Nor is it possible to foresee the duratIon and 
extent of the recession. They depend on the facility 
with which the factories engaged in the vanous 
industries can be reorganised and thus reduce their 
costs below the level which the prices are hkely to 
reach m consequence of the onginal reduction of 
output. The fall in incomes and pnces cannot 
be arrested until the costs of the greater number 
of factories are adjusted to this level. 

It is obvious, however, that the standard of living 
will then be considerably reduced as regards the 
majority of the population. 

4. How TO PREVENT OR CURTAIL THE DOWNWARD 
TREND OF PRICES 

At this point it may be seen that the effort to 
find the new equilibrium between the results of 
over-supply, as manifest at the height of the up
ward phase, and the objective possibilities of pro
duction is made by means of a series of attempts; 
that is to say, by means of errors and of deviatIons 
from that policy which, when the cycle is complete 
and its elements understood, may be termed abso
lutely If rational." 

As a matter of fact. a period of price recession 
could be avoided, or at least much curtailed, if 
the following condltions were fulfilled: (a) the 
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obtaining of timely and precise knowledge as to the 
moment in which the "deficit" of one or more 
factones on the market, with the consequent restnc
tion of output, caused a duninutxon in the total 
flow of mcomes, owmg to the fact that there was 
no corresponding mcrease mother dtrechons to 
counterbalance this loss; (b) the accurate estima
tion of the manner m which the general price level 
may be affected by a first restnchon of the out
put of one or more factones, whose accounts 
show a "deficIt," smce the need for successIVe 
reductions-leadmg sometimes to the collapse of 
other firms .guilty of no error of judgment-is 
gradually determmed by the manner in which such 
consequences influence the prices; (c) the lffi

medlate restriction of output in such a degree as 
may be necessary in order to produce an equilibnum 
between costs and lower prices, (d) the destruction 
of surplus goods, that 15 to say, all goods which 
destroy thlS equilibrium 

For greater precision, the sometimes very heavy 
expenmture for the maintenance of unemployed 
workers must be included in the cost of the pro
duction which is still carried on, since the restric
tion of output implles the dellberate suppressIon of 
many workers' means of subsistence Such persons 
must, therefore, be ass15ted~ven if only m a sl1ght 
measure-by the State, bemg paid for public works, 
or receIving some other form of rehef. Hence the 
actual cost of production, strictly speaking, should 
be much below the amount necessary for adjust
ment WIth the lower price level, in order to admtt 
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of the accumulation of savings to be devoted to the 
maintenance of those who have lost thell" employ
ment and are not absorbed iilto other branches of 
industry. 

Whatever form it may take, owing to the com
plicated nature of the phenomena, the accumulation 
of such savings is indispensable to the establishment 
of an economic and social equilibrium at the close 
of a period of recession, as also for the arrest of 
the downward movement in incomes and prices. If 
single groups of a commumty are taken into account 
it will be seen that the savings may be transferred 
from one to another, in the form of loans. The 
consideration of particular cases, however, does not 
affect the general problem. 

On the , other hand, if it is not possible to induce 
individual producers to take the Spartan decision 
of destroying all surplus goods-since owners of 
reserve stocks always cling to the belief that the 
fall in prices is temporary and, sooner or later, a 
revival of trade will enable them to obtam even 
higher prices than before--a certam amount of 
savings will also be necessary in order that the 
surplus goods may be purchased. This purchase 
will be made either in one single transacllon, at a 
fixed price for the whole amount; or by degrees, 
the price being determined in each case by the 
average price level which, being adapted to the cost. 
can be maintained in that particular market. 

So long as former accumulations of savings are 
still in reserve, the necessary allocations for this 
purpose may be made with facility. When they 
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become exhausted, the cost of the production still 
carned on must be reduced so far as to allow a 
margm capable of covenng, not only the expenses 
for the mamtenance of unemployed factors of pro
duction, but also the amount necessary for the 
purchase of such goods as have been produced in 
excess of the new eqwhbrium. It may be defirutely 
stated, as a general rule, that d u solely the saving 
of those who continue to produce, or who accumulated 
reserve funds m former tunes, which to some extent 
neutrahses the errors of the rest of the commuruty 
and retards, or arrests, the recession of pnces. The 
essential point is that it should be .. real" savmg 
-that is to say, saving obtained by an effective 
reductlon of costs or preVIOUS accumulation. 

In this phase of the business fluctuation, wluch 
has very acute polItical and soclal repercussions, the 
State usually intervenes, raising large sums by 
means of taxation or voluntary loans. In the case 
of taxation, it appears as if the country pays noth
ing for the use of the saVIng; but all the phenomena 
relative to the mcidence and diffusion of taxabon 
take place. With regard to loans, the nation pays 
interest to the owners of the saving which It borrows 
and, similarly, the phenomena of readjustment may 
be observed. Any enqmry into the various results 
of t1us phase would lead to subjects far remote from 
our present purpose, which is to ascertain the 
condItions necessary for ending, or curtailing, the 
recession of pnces. 
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s. DIFFICULTY OF FULFILLING THE CONDITIONS 
NECESSARY FOR AVOIDING OR CURTAILING 
THE PERIOD OF RECESSION 

There are, however, many obstacles to the fulfil
ment of the conditions necessary for putting an end 
to the period of recession and developing the rational 
policy by which the crisis may be brought to a close. 

In the first place, it is difficult to ascertain the 
extent to which each separate firm has produced 
goods in excess of the quantity absorbable, at cur
rent prices, at any given moment. It 15 also diffi
cult to decide precisely when the aggregate income 
ceases to show an increase in one direction sufficient 
to counterbalance the decrease in another, due to 
the first reduction of output by a smgle firm. In 
the third place, it is difficult to determine how far 
prices will fall as a result of the first reduction of 
output by a single firm, and subsequent reductions 
by others, as they became necessary. It has been 
already pointed out that the duration of the reces
sion depends upon the promptitude with which the 
factories reduce their cost of production. 

Again, even if these data could be obtained, it 
would still be no easy matter suddenly to restrict 
the various forms of production to such an extent 
as would bring the supply into equilibnum with the 
lowest level of prices compatible with the flow of 
incomes arising from the production that is still 
carried on. Such drastic action would deprive of 
their means of subsistence a large number of per
sons engaged in productive industry. while for many 

B 
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other reasons, both social and polItIcal, it would be 
inadvisable. 

Finally, it is difficult to obtain possession with
out delay of all the real saving necessary to arrest 
the fall of prices, assummg that the crisis extends 
to various countnes in which the costs of production 
are not being steadlly reduced. 

Only at the end of a period of recession is it 
noticed that certam firms, faced by a deficit in the 
balance-sheet, have cut down their production 
and thus reduced the aggregate flow of incomes, 
seeing that there were no correspondIng increases 
in the market. It can be observed, also, that, in 
consequence of tlus cutting down of production, a 
certam amount of saving must be devoted, in some 
form or another, to the maintenance of unemployed 
workers and the reabsorption of surplus goods. It 
can be defirutely stated that the whole community 
is compelled to fulfil these conditions. As, how
ever, It 15 Impossible accurately to foresee the future 
state of the market, the necessary conditions are 
fulfilled, after a certain time, by the whole com
munity, Pt opposition to what appears to be the only 
rational pohcy, during the lowest phase of a cycle, 
if only it could be carried out. That is to say, the 
community fulfils the above conditions after many 
" errors" due to inability to estimate the supply 
that should be produced, taking into consideratIon 
the state of the entire market. 

As a matter of fact, the proceedings of single 
firms must necessarily be erroneous, even durmg 
this descending phase. Being unable to decide the 
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level of the cost at which it is profitable to produce 
and the level of the price at which the goods should 
be sold, they endeavour in this phase also to reach 
an equilibrium by means 0/ expmments. Indeed, the 
whole period of recession represents this search for 
an equilibrium through errors which, even in this 
phase, may take the form first of "defect" and 
later of "excess," as opposed to a reasonable course 
of action which can be determined beforehand. 

6. ERRORS OF DEFECT AS REGARDS THE NECESSARY 
REDUCTION OF OUTPUT IN CONSEQUENCE OF 
A DEFICIT 

It is very probable that, even in cutting down 
production, a manufacturer may commit an error 
of defect, i e. he may /a.Z to reduce i' to the extent 
demanded by the deficit. Or, he may make no 
change, under the mistaken impression that he is 
thereby protecting the interest of the factory. 

Thus, for example, even though he may realise 
that the cost exceeds the sale price-which he can
not increase-he may possibly continue to produce 
at the same rate as before owing to an exaggerated 
fear of spoiling the market, or even in the expecta
tion of an improvement in prices, which blinds him 
to the changed conditions of the market. 

At first sight it may seem that the errors of defect 
in the reduction of the supply are hkely to lead to 
a correspondingly slighter reduction of incomes and 
of the general price level. But if, meanwhile, the 
costs continue to increase in a' least the same pro
portion as during the penod prior to the deficit. 
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each delay in reaching a decision as to the course 
to be pursued adds to the gravity of the factory's 
sltuatlOn and leads in course of time to a far more 
sweeping reduction of costs. 

Statistics constantly show that, after the first 
recession of prices, the supply of the jintshed goods 
does not dimmish in proportion to the decrease in 
the demand. This is due in part to reasons already 
given, and also to the fact that the pnces of the 
factors of production do not fall at the same rate. 
The price of raw materials falls rapidly, so that the 
inventory value of the factories 15 also reduced, 
seeing that it includes the raw material purchased, 
or ordered, in the time of prospenty, as well as the 
stock of manufactured goods ready for sale. On 
the other hand, salaries and other Items of expendi
ture for which there 15 a long-term contract are 
less affected by the fall of prices Hence the pro
ductlon of a factory dtminlShes Wlth greater or less 
intensity, accordmg as the largest Items of expendi
ture are those wruch may be reduced Wlth less or 
greater facility respectively: that is to say, m the 
first case the factory continues to produce m Jarger 
quantities, committing errors of defect in the 
reductlon of costs. 

It often happens that a firm maintains its out
put, even when the returns do not cover the pnme 
cost, because it considers that it would incur heavier 
expenses by remaining inactive for a certain period, 
takin~ into consideration the maintenance of expert 
workelf and the managing staff in the present and 
the res'?IIlption of business relations in the future. 
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Again, as has been already mentioned, even if a manu
facturer contemplates definitely retiring from busi
ness, owing to the deficit in his balance, he may carry 
on his production as before until the returns cover 
the average cost-not indeed of the production already 
in hand-but of other possible undertakings which 
the sum acquired ffom the liquidation of his plant 
might enable him to enter.1 

In reality, the price which leads to the diminution 
or suspension of a firm's activities differs greatly, 
in relation to the costs, from that which induces it 
to offer its goods on the market or to enlarge its 
plant. • The last-named must at least cover the 
average cost of a first application of factors. The 
former may not for some time cover the average 
or even the marginal costs. This is the reason why. 
during this phase-unlike the characteristics of an 
upward phase-the firms desiring to remain on the 
market do not If discount" the fall of prices. and 
therefore do not immediately contract to the degree 
necessary their production of consumers' goods and 
their orders for instrumental goods. Before making 
a choice among the various courses open to them. 
they continue to produce goods which swell the 
existing stock. In this case, also. the error naturally 
leads to certain results. The costs are likely to 
increase out of proportion to the continued produc
tion; the longer the delay in reducing them. there
fore, the greater will be the necessary reduction 
when it is made. Should the entrepreneur elect to 

I See also the present wntu's book Yllf'UlnOlii til _10 • 
wuuppo tin Ad, "OIIoml&l. Sampaolesl. Rome.I929. PP.55-57. 
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reduce costs by reducing output, rather than by 
re-organisatIon, this reduction also will be greater 
in proportion to the tune which elapses before it is 
effected. 

Fmally, finns may commit other errors of defect 
under the pressure of polItical interest. The work
ing classes have the right to lIve durmg a period 
of depression: it is not lust that they should suffer 
for the mIStakes of others It therefore happens 
that, either drrectly or owing to measures taken by 
those in authonty, private finns continue to pro
duce, even though the workmg day may be short
ened and the profits negligible. The remedy for 
this economic absurdity is the awarding of bonuses 
and indemmlzes to such undertakings, in the most 
varied forms and naturally at the charge of the 
State, as would also be the grants allotted to the 
unemployed and the publIc works inItiated for their 
benefit. 

All such expedlents as bonuses, public works and 
grants are intended to add temporanly to the flow 
of incomes and so lead to an increase in production, 
or at least to the absorption of the commodities 
already manufactured. But in order to form a just 
conclUSIOn as to whether these expedIents fulfil their 
purpose, or whether they resolve themselves into 
errors of defect, as regards the cutting down of pro
duction and, even more, of costs, It is necessary to 
take into account the sources from which the funds 
are drawn. 

Whether the sums employed in any form of relief 
represent saVIng on current or on past production, 
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the level of incomes is temporarily raised. The 
injections of "real II saving make it possible to 
extend productive activity, or at least to absorb 
part of the unsold commodities. But, when the 
firms are encouraged to increase their activity, the 
cost of production, if not ,educed beforehand, tends 
to increase in at least the proportion which, either 
in the firms under consideration or in others, resulted 
previously in a deficit. Scarcely, then, has the 
direct or indirect demand of the State ceased, than 
the excess of costs over the reduced prices reappears 
The temporary remedy only causes the situation to 
become more acute. The saving devoted to bonuses, 
public works or grants must be regarded as lost, 
except as regards that part which has taken some 
concrete form of public or private utility. The 
error of over-production, increased by State inter
vention, leads to errors of defect which, in thea 
tum, result sooner or later in an even more serious 
fall of prices, unless costs are reduced before fac
tories are encouraged to increase their actiVlties. 

If, on the other hand, the funds are drawn from 
the current incomes of citizens in the form of 
taxation, the result is practically the same, while 
the object of increasing the aggregate income of 
the community is not even temporarily attained, 
since taxation in this case only means taking a 
certain proportion of the income of some groups 
in order that it may be given by the State to 
others. 
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7 ERRORS OF "EXCESS" AS REGARDS 

CURTAILMENT OF SUPPLY 

As opposed to errors of defect, there may be an 
" excess" m the curtailment of supply, eIther on 
the part of those particular factories whlch were at 
first mchned to abstain from reducing theIr output, 
or of persons engaged in other occupations 

The psychologIcal element is a powerful factor in 
mcreasmg the reductIon in incomes and prices 
durmg a descendIng phase. A slIght fall in the 
pnce of raw matenals may lead to a much more 
senous drop in the value of plant and stock, since 
It causes the apprehensIon of a future decrease in 
the sales 

Those who buy short are especially sensitive to 
alarmISt rumours and, as soon as there is any weak
ness in quotatIons--either of commodities or secur
Ities-the purchaser endeavours to dispose of the 
goods thus emphas15mg the downward trend. 

Even those who would be inchned to pay cash 
for theIr purchases follow the natural incImatIon to 
walt until the price has reached the mmimum, 
although It 15 impossible to know when this will 
happen or what the mmimum will be. This delay, 
however uncertain it may be, retards the sales and 
causes the pnces to fall more rapidly than would 
otherwise be the case 

Finally, speculators who operate on a large scale 
may dehberately cause a fall in pnces, in order 
that they may repurchase either commodities or 
securities at advantageous prices. 
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The result is that the reduction of output and 
incomes continues for a longer or shorter period 
according to the gravity of the errors of " defect " 
or "excess" in the reduction of the supply. or, 
in other words, according to the magnitude of the 
individual interests involved, the pressure of the 
working classes-which renders the elements of cost 
more or less inelastic-and the organised action of 
speculators. 

The reduction in incomes and prices, as also the 
increase during the upward phase of a cycle, takes 
place gradually as the result of errors due to the 
variations of cost and price. Errors do not spring 
from the action of any particular firm but of all 
those on the market. The upward phase represents 
the attempt to correct the error of an insufficient 
output. In the course of this attempt other errors 
are committed for which individual firms are only 
partially responsIble. The result is an excess of 
supply over demand and, consequently, a change 
in the trend of incomes and prices. The downward 
phase, on the other hand, represents the attempt 
to eliminate the excess of costs as usual, by cutting 
down production. Since these successive reductions 
of output affect the level of incomes to an extent 
which cannot be foreseen, in the actual elimination of 
costs they may lead to a course of action which errs 
either by .. defect" or by .. excess." But the reduc
tions of incomes and prices continues step by step 
until a point is reached at which the costs are ad
justed to the reduced prices. At this point the costs 
are distributed 1n the form of incomes, the spending 
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of which serves to arrest a slump in prices and to 
maintain the level which has been reached. 

8 DEFINITION OF BUSINESS FLUCTUATION 

An industnal cycle-or, more precisely, a bUSI
ness fluctuation-may be defined as the develop
ment of a series of errors in the supply of a product, 
first of defect and subsequently of excess, onginat
ing m an event favourable to production 

It may happen that, after the completion of a 
wave, the event which caused it continues to mfluence 
the profits. In such a case, if a second favourable 
event should lead to a second wave, this wave (or 
cycle) tends to develop on an ascending curve of 
profits and prices, as compared with the first. 

Sunilarly, if there should be any deterioration 
of the social or the purely productive organisation 
during the progress of the first wave, for political 
or economic reasons, Wlth destmction of wealth and 
more or less manifest losses, and If, in the mean
tune, a favourable event should lead to another 
wave, this second wave would tend to develop on 
a descendmg curve of profits and prices. 

The trends of longer duration appear to be due 
to the action of events the influence of which extends 
beyond the descendmg curve of the shorter indus
tnal wave and modIfies its natural course, whether 
upward or downward. The wave of the longer 
fluctuation does not rise to so great a height and is 
more extensive, because the influence of the favour
able event which gave rise to it, although continuous, 
is gradually weakened by other influences brought 
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to bear upon it. But even the longer wave may be 
regarded as due to a series of errors committed by 
factories which do not realise the inlensJly, the 
duration, or the overlapping of events influencing 
production, and therefore do not succeed in adjusting 
the supply to the demand, even during the longer 
period. 

We will not touch here upon the repercussions 
which a business fluctuation produces in countries 
having trade relations with that in which the 
disturbance actually occurs, whether or not the 
situation is aggravated by tariff restrictions. The 
position may be complicated ad Milum. 



CHAPTER V 

INFLUENCE OF THE MONETARY AND 
CREDIT ELEMENT ON THE DEVELOP
MENT OF AN INDUSTRIAL FLUCTUA
TION 

1:. TYPICAL EXAMPLES OF THE INFLUENCE OF THE 

MONETARY AND CREDIT SYSTEM 

THE points dealt with so far show that errors 
may anse independently of any action on the part 
of banks, and may lead to progressive upward or 
downward movements in incomes and pnces. The 
mdustnal fluctuation cannot, therefore, be regarded 
as a phenomenon due chiefly to the system of credit. 
Even when this element does not enter into the 
situation, errors connected with the incalculable 
dynamics of costs and prices are still found to be 
the predominant factor. 

The probability that errors may be committed 
by entrepreneurs in the most varied branches of 
industry, in theIr attempts to adapt the supply to 

(tr.e pOSSibilities of absorption, increases according 
f ~P\\ (a) the extent and unexpectedness of the 

fluctrence between costs and prices, as caused by 
more emable event; (b) the number of industries 
able eveL this chfference is felt; (c) the complexity 
is gradurulationship {mstrumental, complementary 

68 
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or substitutional) between the additional goods pro
duced and those already on the markc:t. It will be 
readl.ly understood that in this network of connectmg 
links the disequilibria must necessarily be multiplied 

But this further stage of the theory which explams 
the crisis and the industrial wave must be buIlt on 
definite facts capable of being expressed m numer
ical terms, so that there can be no doubt that we 
are dealing with practical realities and not with 
abstract arguments. It is necessary, therefore, to 
bridge over the last gap by means of concrete facts 
or, in other words, to consider the cyclical develop
ment as it occurs in countries where money may 
be obtained in various forms and a system of credit 
exists. Only in that way is it possible to decide 
whether the monetary and credit element exercises 
a definite influence on the origin; as well as the 
development, of an industrial fluctuation and, If 
so, in what manner. 

In post-war literature there is considerable 
exaggeration on this point. In order that illusions 
may be dispelled, it is desirable to examine econ
omic activity as carried on under three distinct 
monetary systems: (I) the pure If gold standard" 
system, i.e. the circulation of gold, or notes 
readily convertible into gold; (2) the If managed 
gold standard" system, l which allows an internal 
circulation of notes and also makes use of gold (or of 
bills or other forms of credit) for payment in other 
countries; (3) the paper money system, which 

I Tlus Includes to some extent the systems of .. gold bullion It 
and .. gold exchange standard." 
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enforces the circulation of inconvertIble notes. In 
such cases the analysis will determine whether the 
monetary or crewt element can in itself produce 
the favourable event which originates an upward 
phase, or, if not, whether it is capable of influencing 
the development of the business fluctuation. 

2. UNDER A PURE" GOLD STANDARD" SYSTEM AN 
INCREASE IN THE QUANTITY OF GOLD TENDS 
TO BRING ABOUT AN UPWARD PHASE 

As regards the first and second systems above
mentioned, whIch are based on the circulation of 
gold, it is evident that the monetary element may 
Itself produce the favourable event, should it happen 
that an ever-increasmg amount of gold 15 obtamed 
from the mines. Those who export goods and 
labour from gold-producing countries obtain in 
exchange an increasmg quantlty of gold, WIth which 
it is pOSSible to purchase goods and labour on thelt 
own markets If the total of such goods and labour 
remams unchanged, their pnce will increase 

It is possible to follow thIs movement from the 
first person who handles an mcreased quantlty of 
gold, i e. the exporter m the gold-mining country, 
to the last person who sells certain goods m the 
country under consideration, i e. the person who, 
sellmg his goods at higher prices than before, 
extends and eventually completes the dlfiuslon of 
the increase in prices. This last seller, however, 
although he may obtam a high price, does not pront 
in the same degree as the first exporter, since a 
general mcrease m prices has taken place on the 



INFLUENCE OF MONEY AND CREDIT 71 

home market during the interval between the first 
and the last transactions. 

It is well known that the increase of prices is not 
uniform with that of costs. Indeed, the temporary 
existence of differential profits, which render the 
production of certain goods more profitable than 
that of others and so lead to an extension of the 
supply of the more lucrative goods, arises from the 
disparity between the cost of production and the 
increased market price of the goods. 

The greater availability of gold is 'thus tanta
mount to an increased demand for commodities, 
the prices of which will. in consequence, rise auto
matically. When this increase becomes very con
siderable. as compared with the increase in costs, 
while at the same time a first application, or sub
sequent extension, of productive factors does not 
entirely exhaust the additional profit of the increased 
production. the result will be a progressive increase 
in the remuneration of those engaged in the work. 
There will also be a progressive increase in the prices 
of various commodities. according as this additional 
remuneration is devoted to the purchase of such 
commodities. It is evident, therefore, that the 
rising wave. the crisis and the depression may be 
experienced in precisely the same manner as has 
been described in the hypothetical case of a country 
in which there is no banking system. 

It is obvious that the action of the increased 
quantity of gold will be felt. sooner or later. in all 
countries which have commercial relations with the 
gold-producing country. In each of these countries 
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it may be of longer duration than the industrial 
fluctuation whIch It has caused, and may eventually 
lead to more prolonged ascending and descending 
movements.1 

3 UNDER THE .. GOLD STANDARD" SYSTEM THE 

TOTAL AMOUNT OF LOANS GRANTED MAY NOT 
EXCEED THE LIMITS FIXED BY THE RESERVE 
FUNDS 

Apart from the case of the increased production 
of gold, It ~ necessary to consIder the mfluence of 
the crewt system on the development of the indus
tnal fluctuation, in regard to the .. pure gold" and 
also to the "managed" standard I 

Under the "pure gold" standard, the element 
1 In Cassel's well-known Geneva studIes on gold (L'of!" d, 

1'01', Rapport provmnl'. de la DiUgat.on d. I'M dll Co .... U 
FtnancUJl", 1930, p 73 et seq) he IS enbrely In agreement With 
thIs VIew when he states that, dunng the mneteenth century, 
the prolonged cycle of pnces depended on the producbon of 
gold wmch, 10 that country, was the predOQllQaQt factor In the 
vanabons of the general level But thIs dependence does not 
anse from the Simple stabsbcal correlabon traced 10 the study 
referred to above Close reasowng IS necessary In order to 
arnve at thls concluslOn, SlQce the producbon of gold consbtutes 
only one of the events wmch may lead to a cycle of long durabon 

• It IS well known that a pure gold COlO standard 18 cbarac
tensed by the followmg condIbons; (I) equahty of each 
country's monetary uwt WIth a given weight of gold; thls 
equahty bemg mamtamed by the ready converbtnhty of comage 
lQto gold, or VIce versa, 1 e the free fUSion of colDage or the 
converslOn of metal Into COins, (2) the free lQternabonal crrcu
latlOn of gold, (3) the constant equahty m exchange of monetary 
uwts (gold panty) of the dIlIerent COUDtne9, (4) connectwn 
between countnes wmch adopt gold as colDage, lD the sense 
that, assummg the purchasmg power of the monetary uwt to 
be constant 10 terms of gold and 10 terms of other gold curren
aes-although the purchasmg power 10 terms of goods, and 
hence the general level of pnces, may vary-the vanabons lD 
the general level of pnces tend to occur 10 the same dIrecbon 



INFLUENCE OF MONEY AND CREDIT 73 

of credit exercises no influence on the beginning of 
an upward phase because loans are not granted by 
banks untlZ an event favourable to the production of 
certain goods has already taken place. This is per
fectly logical. Banks which are responsIble for the 
loans, and are guided by sound business principles, 
prefer to entrust capital only to those who appear 
capable of using it to the best advantage and repay
ing it in due course. On the other hand, pnvate 
entrepreneurs are induced to negotiate loans and 
expand their production only when they antIcipate 
profit on such a scale as to justIfy them m so doing. 

It is true that the Central Bank may lower the 
discount rate to such an extent, and grant loans at 
so low a rate of interest. as to reduce the cost of 
production and thus bring about a favourable 
difference between cost and price, or, in other words, 
increase the profits. By this means the entre
preneur is enabled to obtain land. capital and labour 
on profitable terms, seeing that he can borrow 
capital at a low cost. Without taking into account 
the psychological factors, which have consIderable 
influence during a period of depression, it must be 
assumed that the Bank, in order to grant these 
loans, must have at its disposal a large amount of 
gold, as would be the case during an increased pro
duction of gold, or as happened to certain countries 
after the war, e g. the United States. This super
abundance of gold, however. does not occur under 
a genuine .. gold standard II system, with the free 
international distribution of gold, since one of the 
advantages of this system is that the quantity of 

F 
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gold in each country is adapted to the reqwrement 
All the gold in excess of tlus amount finds Its way 
to other countnes and adapts itself to the demand 
by means of contmuous importation and exporta
tion. Thus the Bank's polIcy of lendIng at a low 
rate of interest could only be carried on durmg a 
brief period and could never constitute the favour
able event wluch would onginate an upward phase. 

As regards indIvidual firms there is undoubtedly 
a danger in connection with the amount of the loans 
granted by the Bank. So long as only a small 
amount is lent, such as would naturally have accrued 
to any given firm, the intervention will only serve 
to facilitate the savmg, without producing other 
results of any importance. But J1 the Bank-for 
the sake of profit and disregardIng the situation of 
the market and the factories-should grant larger 
loans to indiVidual entrepreneurs, it sets in mohon 
a productive actiVity beyond that degree wluch 
can be profitably earned on by them. The result 
of bankers' intervention is that, even when the out
put of a factory no longer covers the costs, funds 
are provided to enable the entrepreneur to pay for 
the factors of production and thus maintain their 
output on the same scale as before. Hence, as 
regards separate factories, there are good grounds 
for the opinion that, under the condItions indicated, 
credit facilities tend to increase the errors and 
accelerate the deficit. 

This, however, is a consideration which applIes 
only to. mdIvidual firms With regard to the entIre 
market, this danger does not exist under the II gold 
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standard" system. The Bank is always !united 
by the quantity of gold at its dIsposal or, in other 
words, by the necessity of maintalning a reserve, 
either in complIance WIth the law or in accordance 
WIth ordinary business pnnciples 1 Thus, if a 

1 The note convertible mto gold represents an obligation on 
the part of the Issue Bank to pay at light to bearer the sum 
mdlcated. just a. a cheque represents a corresponding oblIgation 
on the part of a depOSit bank. whatever differences there may 
be between the two demands for payment. or between the 
functions of an issue bank and an ordmary depoSit bank Any 
person who has depoSited alum m these banks IS entitled to 
demand notes or draw Cheques. as the case may be. dunng the 
penod for which the loan IS ¥ranted 

The lituatlon of borrowers In regard to the bank IS Identical 
with that of the origmal depoSItors. whether they have pre
VIOUsly depoSited other secuntlelt-bills of exchange. shares. 
bonds. etc. as guarante&-<>r whether. havmg opened a credit 
on the base of a Simple verbal promise. they occupy the posItion 
of creditors In regard to the bank for the sum lent them and. 
leavmg It on current account. may gradually aV&l1 themselves 
of it as If they had previously depoSited a correspondmg amount. 
which they were entitled to draw upon dunng the penod covered 
by the loan 

In this way the present·day Bank IS the organ which con· 
tlnuously .. creates" deposits. I e continuously declares Itself 
a debtor towards those who depoSIt cash. or secuntles readily 
convertible mto cash (eifletllJ' deposits). and equally towards 
those to whom It has granted loans for a certalD penod. dunng 
which they have a current accoun~ In the bank (jietdlO1fs 
dlj>ostls) Assummg a system of full exchange of notes mto 
gold. however. both Issue Bank and others are only able to 
grant loans In notes or chequelt-In other words. to create 
credit-Within certain limits 

According to the working of the present system the lilDlt. 
whether automatic or governed by ordmary busmess pnnclples. 
IS reached as Boon as the Bank has to make use of Its reserve 
In order to meet the demands for payment. whether made by 
orlgmal depoSItors or by borrowers The ordinary Baak 
exhausts Its reserve of notes If. then. the notes are taken 
to the Issue Bank for conversion mto gold. the gold re
serve of the Issue Bank becomes exhausted In such a case 
as this. the monetary system of the .. Gold Standard." as It 
existed before the war, IS exempWied. 
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larger loan be made to certain finns, thereby in
creasing their errors, smaller loans must be made 
to others. nus unmemate "check" may be seen
to be another advantage of a If gold standard" 
system, in addition to that of adjustmg the supply 
of gold to the actual reqUIrements 

4 UNDER THE GOLD STANDARD ANY DECREASE IN 
THE PROPORTION BETWEEN RESERVE FUNDS 
AND LIABILITIES INCREASES THE LENDING 

CAPACITY BUT DOES NOT PRODUCE INFLATION 

It is true also that, when the mechanism of cremt is 
fully developed, every bank may fora time grantloans 
in excess of its available reserve funds. Furthermore, 
every lessening of the fixed proportion between 
reserves and lIabilities tends to increase this faculty 1 

1 Thus a bank may take lnto account that the cllents to whom 
loans are granted do not always avatl themselves .mmedwl,ly 
of the total amount of the loan wlnch IS placed to their credit 
on current account As a matter of fact. a taCJt understandJng 
IS estabhshed between the bank and the borrower by wlnch 
notes are requested. or cheques drawn. In a measure detenmned 
by the reqUirements of the latter The Bank. therefore. esb· 
mabng this measure With much accuracy. accumulates as 
reserves for the loans granted. not the whole amount of the 
efiecbve depoSits wlnch rema.ulS after malang due allowance 
for Withdrawals. but SJIJlply a percentage of tlns amount wlnch. 
In Its turn. IS u'bhsed as .. reserve .. for covenng Withdrawals 
on account of the loan 

Consequently. whatever sbll rema.ms of the ongmal depos1ts 
after deducbng tlns twofold" reserve" percentage. may be 
devoted to further loan operabons With clients whose busmess 
methods are ldenbcal With those of the borrowers referred to 
above The possibility of the Bank granting and ralsmg loans 
IS much lncreased, but lIlfiaboll WJll not occur. 8JIJlply because 
the borrowers do not avatl themselves unmedlately of the 
whole amount to wlnch they are enbtled Thus the ClrCulabon 
of notes or cheques 15 less than would be expected In companson 
With the loans nommally granted 

The capaCIty of the Bank to grant larger loans may be due 
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Inflation, however, does not take place when the 
Bank negotIates loans with persons whose financial 
position is undoubtedly sound. When the loan 
matures, the borrower repays the notes or cheques 
which were Wlthdrawn, these having been in cir~ 
culation in the meantime and played their part in 
business affairs. On their return to the Bank the 
II fictitious" deposits are annulled and the frozen 
capital becomes liquid. Should other loans be 
negotiated at the same moment, a flow of notes or 
cheques takes place, this tending to adapt itself to 
the current demands of the market. 

Inflation is bkely to occur when bills discounted 

less to the pollcy of the borrowers than to the credIt mechamsm. 
particular circumstances or preferences of the pubhc As part 
of the credIt mechanism may be mentioned the .. c:learmg .. 
eystem. whIch reduces the need for reserves 

Among the cases In which each loan does flol always Imply a 
decrease In the available reserve may be mentioned one to 
which Keynes attaches much Importance. VIZ that of loans 
granted to chents who are debtors to the e/fecl,ulI deposItors of 
a bank (.4 Trial,s. 0tII Mon,{" Vol I. p. 26) rn such a case, 
the amount which hes idle In the Bank. In reserve for loans, 
becomes l1quld and aV&1lable as soon as the effective depositors 
receive payment and. consequently. lDcrease theJr deposits by 
the amount of such payments. 

Among the preferences of the pubhc may be mentioned that 
for depOSIt accounts. The necessary proportion of reserve 
funds varies accordmg to the nature of the deposIt, that for 
current accounts (demand depOSIts) bemg larger. e g 9 per 
cent. whlle for depoSlt accounts (time deposIts) It may perhaps 
be only 3 per cent Thus. when the publ1c manifest a prefer
ence for depOSlt accounts. it is to the Interest of the Bank that 
thiS preference should be encouraged as much as posSlble. 
seemg that two-tmrds of the reserve formerly m&1nt&Jned for 
the purpose of covenng current account depoS1ts are released. 
Thus It becomes posSlble to grant loans for proportionately 
larger sums (F. A. von Hayek ... Rellectlons on 'The Pure 
Theory of Money' by Mr. J. M. Keynes," EcOtllOlllICGS. Febroary, 
1932. p 34. footnote) 
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by the Bank are not met when they fall due and, 
consequently, are renewed, when credIts are not 
dIsposed of at the expIratIon of theIr term, when 
advances to the Government, WhICh should be re
funded from the revenues, cannot be hqUldated 
OWIng to the Inadequacy of these revenues In 
such cases the notes or cheques Issued do not return 
to the Bank for cancellatIOn, but remaIn In circu
latIon BeIng In excess of the goods for whIch they 
may be exchanged, they tend to deprecIate in value 

But, so long as they CIrculate exclusively on a 
fiduciary baSIS, as they do under a pure "gold 
standard" system, the owner-whether depOSItor, 
borrower, or a thud party-can always present 
them at a bank for converSIon mto gold, Just as the 
owner of a cheque-book can always demand from 
the bank the payment of hIS deposIt In convertIble 
notes. 

The reserve of the Central Bank, In all Its forms, 
IS a prompt and automatIc correctIve to any excess 
In the means of payment InflatIOn dISappears 10 

proportIOn as the reserve enters mto CIrculatIon 
Beyond that pomt, unless there IS very skilful 
manipulatIon, the Bank becomes msolvent 

In no case, therefore, can the credIt element serve 
to raISe pnces and thus produce the favourable 
event whIch leads to the upward phase SImilarly, 
It can have no lastIng Influence on the development 
of the bUSIness fluctuatIon unbl banks support the 
error by grantIng unduly large loans from theIr reserve 
funds Hence the mfluence of the credIt element 
0n the ongm and development of an economIC 
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fluctuatIOn IS-at least under the "gold standard" 
system-almost neglIgIble 

5 IN ALL COUNTltlES THE GOLD STANDARD IS 

MODIFIED UNTIL IT BECOMES A "MANAGED" 

GOLD STANDARD 

A slffiple fiducIary CIrculatIon, 1 e a pure gold 
standard, such as was conceIvable before the war, 
no longer eXJSts ill any country Gold IS not 
ill cIrCUlatIOn, but safely housed m the vaults of 
the Issue Banks, ItS place bemg taken by a mass 
of credIt 1Ostruments, WhICh has everywhere 10creased 
to an extraordmary degree 1 m proportIOn to the 
increasmg demands of 10dustry and trade ThlS 
stupendous need for money, as compared Wlth the 
scanty supply of gold, has made It necessary to 
exerCIse the utmost economy 10 the use of thIS 
metal 

As regards tnternatwnal relat~ons, the "gold 
standard" has been modtfied m a correspondmg 
degree Those States which, after the war and the 
consequent penod of mflatIOn, addressed themselves 
to the task of restonng theIr currency, were first 
confronted With the problem of stablllSmg Its pur
chas10g power 10 terms of gold and of other gold 
currenCies, and subsequently With that of adopbng 
a system under wmch gold would be excluded from 
mternal cIrculahon and the demand for It Imnted. 

1 In the most Important countrIes, such as Great Bntam, 
the total value of credlt lllstruments now ill clrcuiabon IS ten 
tImes greater than It was III 1850, willie the gold has illcreased 
scarcely two and a half brnes In other countnes the sltuabon 
IS practically the same 
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The most sUltable systems appeared to be those 
under WhICh, m addItIon to abohshmg the nght of 
pnvate persons to receive com from the Mmt m 
exchange for gold, the convertIbIlIty of notes mto 
gold comage should also be abolIShed, except m 
cases of payments due to other countnes In these 
cases notes would be convertIble mto gold bars, as 
under the gold bullion standard, or mto bills which, 
m their turn, would be convertIble mto gold m the 
country of issue, as under the gold exchange stan
dard 

The disadvantages of these systems, however, as 
had been antICIpated, soon became apparent in 
prachce In the first place, those countnes WhICh 
had lmked theIr currencies With stedmg were more 
senously affected by the fluctuatIOns m Its pur
chasmg power m tenns of gold or of other gold 
currencies Furthennore, those whlch had m their 
possesslOn notes convertIble mto bills were mflu
enced by these fluctuatIOns to convert the bills 
themselves mto gold, or some other fonn of cash, 
m the country of ongm, thereby causmg a rapid 
outflow of large quantItIes of gold from those very 
countnes whIch were financIally the soundest 
Hence the Central Banks of these countnes were 
compelled to exerCIse an mcreasmgly ngorous con
trol over the available gold, as also over the home 
market, m order that the mflows and deflows of 
gold should no longer affect the mass of credit mstru
ments on the market, more especially notes and 
cheques Without such control even slIght vana
hons m the gold reserve would soon lead to serious 
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mflatIon or drastic deflation, thus rendenng prac
tically unpossible any development m the economIC 
hie of the country 

ThIS control, or "sterihsatlon" of gold, was 
necessarily mcreased as a result of the poht~cal 
condzhons wruch prevailed after the war, mvolvmg 
the payment of reparatIOns otherwtse than m kmd 
and the settlement of mter-alhed debts, and of the 
technical conazt10ns under WhICh many natIOns have 
attempted to restore theIr currencies 1, some 
selectmg a high, others a low standard of stabilisa
tion, but all estabhshIng an artificial difference be
tween the purchasIng power of their currency at 
home and abroad The gold naturally flowed into 
the credltor countnes, as also mto those which 
adopted a low level of stabihsatIon, such as the 
Umted States and France respectively In the 
others, owing partly to theIr Immediate requrre-, 
ments and partly to their amaety With regard to 
the future, gold was actively forestalled for the 
purpose of mcreasmg the reserve, and, once obtamed, 
was Jealously guarded 

In pre-war days, when It happened that a quan
tIty of gold m excess of the demand flowed mto a 
country, the result was an mcrease m the means 
of payment, a nse in the general price level, and 
also the lInportatlon of goods and services from 
countnes in which they were cheaper At the same 
tune the reserves of the ~ntral Bank were strength
ened, and It was thus enabled to lower the dlscount 

1 Cf P Iannaccone's lUCId arbcle, "II Problema dell'oco," 
NU(Jva Antolog.a, 16 October, 1932 
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rate and faclhtate financIal operatIOns of all kmds 
WIth debtor countnes, thereby savmg them from 
the necessIty of puttmg theIr products on the mter
national market at any pnce The automatIc 
functIOnIng of the gold standard system, as well as 
the mchnahon of each country to utilise ItS surplus 
gold m the form of loans, led to the redIstrIbutIon 
of gold on the mternatIonal market, elther m pay
ment for Imported goods or as loans 

After the war the United States and France 
sterilised large quantItIes of gold, thus rendermg 
them neghgIble as a basIS of credIt, mcreasmg the 
scarCIty of gold and, m 'a certam measure, contrI
butmg towards the fall of prIces WIth the object 
of safeguardmg themselves from any possible mva
SIOn of goods or services cheaper than theIr own, 
these countnes have mtroduced hIgh tarIffs and 
evmced a deCIded, and to a great extent unreason
able, deSIre for lSolatIon 

In thls way, owmg to poht1cal and techmcal con
dItIons, the automatIc functIomng of znternal rela
hons between gold movements, credIt mstruments, 
and the general pnce level has ceased As regards 
1nternatwnal relatIons, prIce mechanlSm-by WhiCh 
merchants Imported goods from other countnes and 
paid in gold rather than m bills, whenever the cost 
of bills exceeded the "gold pomts" -has been 
destroyed In many cases even the deVIce of raISo
mg the dIScount rate m order to attract gold from 
other countnes has been rendered practIcally m
effectIve in consequence of the intense desIre of 
every country to retain ItS gold 
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Thus, as regards relations With other countnes, 
the Central Banks, havmg acqUIred control of the 
crecht CIrculation, encourage the lll1portatlOn and 
exportation of gold by means of drrect buymg and 
selling, marked vanatIons m the chscount rate, and 
operations on the open market theIr object bemg 
to ensure relative stability m the exchange rates 
As regards the home market, smce notes are no 
longer freely convertible mto gold, the Central 
Banks seek to neutralJ.Se the effects of manreuvred 
gold currents on the cIrculation of credit mstru
ments and pnce levels 

6 EVEN UNDER THE" MANAGED GOLD STANDARD" 

LOANS ARE NECESSARILY LIMITED, AND PLAY 

NO PART IN CAUSING A BUSINESS FLUCTUATION 

The conVlction that Central Banks have the 
power of ra15mg or lowenng pnce levels, accordmg 
as they mcrease or dimmiSh theIr loans, pOSSIbly 
anses from the fact that they have the power of 
stenl15mg gold-no dIfficult matter, smce It 15 only 
a question of WithdraWing It from crrculabon-and 
that there 15 now no free mternatl0nal flow of cur
rents WhICh would adjust the amount of gold m 
each country to Its actual requirements Some 
authors, therefore, beheve the Central Bank to be 
capable of contnbutmg dlrectly towards avertmg 
a downward phase 

ThIS theory, however, 15 open to dlspute Not 
even under a "managed gold standard" can the 
Bank grant loans at Its own diScretlOn In the 
first place, if It is guIded by economIC prmcipies It 
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cannot dIScount bIlls at a rate below that whlCh It 
pays as mterest on deposIts On the contrary, It is 
compelled to mamtam a hIgher level of mterest on 
loans granted to entrepreneurs The reason IS that 
the Bank must be m a posItIOn to advance, at some 
future date, the workIng capItal requIred for the 
mamtenance of those plants WhICh are now resum
mg or extendmg productIOn by means of loans 
already granted. Also, It must be prepared, In the 
event of the profit bemg madequate, to advance 
the sums reqmred for the amortIsatlOn of these 
plants 

It follows, then, that the mmIDlUm rate of mterest 
on loans granted by the Bank must always exceed 
that whIch the reserve renders possIble, and must 
show a contmuaI vanation. Not even under the 
" managed standard" can the mere fact of a fall 
m the dlscount rate lead to so great a reductIOn m 
costs, and consequently to so great a dIvergence 
between reduced costs and statIOnary pnces, as to 
bnng about the resumption of acttVItIes 

Assummg that the divergence IS felt temporarzly, 
the questIOn anses whether any person who resumes 
or mtensifies productton on thIS account can know 
how long the low rate of mterest will be contmued. 
If hIS costs should mcrease, has he any assurance 
that hIS bank-and, mdeed, the bankmg system 
of the whole country-WIll reduce the rate of m
terest so far as to neuh'ahse the dlmmlshmg dlver
gence between TIsmg costs and statIonary pnces ~ 
Furthennore, who can foresee the m$ntmum rate of 
mterest and the ma:nmum extent of credit whIch 
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will be necessary m Qrder to favour productIon of 
vanous kmds ? 

Consequently, the utility of resummg or extend
mg such productIOn must remam doubtful Abun
dance of means, made possible by the low rate of 
mterest, constitutes a eonilltIon favourable to an 
upward phase, but It does not elImInate that ele
ment of msecunty which so strongly mfluences the 
actIons of busmess men All these conslderahons 
would be more or less openly taken mto account 
by them and, however IrratIOnal they might be, 
they would not expand therr productIon simply 
because the Bank, for the moment, was granting 
loans at a low rate of mterest. 

Correlatively, rl the Bank can neither reduce the 
discount rate to any great extent, nor grant Im
portant loans, neither can It exercISe a lastIng mfiu
ence on the average general pnce level It may, 
however, m defiance of sound economic prInCiples, 
grant loans to persons who do not repay them at 
the tIme fixed, thus raISIng the pnce level It IS 

true that notes, even If they depreCiate m value, 
cannot be freely converted Into gold and thus do 
not drrectly affect thfo'l gold reserve The mcrease 
of pnces on the home markets, however, leads to 
an mcrease m ImportatIOns from other countnes 
where the goods are cheaper The demand for 
foreign bills becomes more marked, m consequence 
of the mcrease m the mass of notes, and thIS demand 
weakens the exchange quotatIOns of the natIonal 
currency untJ.l, finally, the Government IS compelled 
to mtervene m order to protect It ThIS Interven-
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hon takes the form of dIsposmg of the bills WhICh, 
equally Wlth the gold, are mcluded m the Govern
ment's reserve funds In practice, therefore, even 
under the" managed standard," and when notes 
are no longer freely convertible mto gold mternaUy, 
the Bank IS bound to refram from reducmg the 
dIscount rate, and also from grantmg loans, beyond 
the lImits consonant Wlth ltS reserve By no pos
Sible means, therefore, can the Bank brmg about 
a favourable event whlch will avert the downward 
phase 

What, then, would be the consequences of pur
sumg a policy of very easy credlt. regardless of aU 
consIderatIOns to the contrary? There bemg no 
genume CIrculatIon of bills, loans obtamed from the 
Bank would be mvested, not m labour, machmery 
and raw matenal, but m Treasury bonds and other 
Government secunties, whlCh would therefore m
crease m pnce The Government would therefore 
be enabled to profit by reducmg the mterest payable 
on other secuntles 

Takmg mto conSIderatIOn the low level of mdus
tnal and commerclal actIVIty durmg a phase of 
depreSSIOn, the proceeds from the sale of secunt1es 
would not be mvested m productive actiVIty. 
Whether It were prudent or not, persons who sold 
theIr Government secuntIes would remvest the 
proceeds in mdustrial secuntIes YIeldmg a higher 
rate of mterest They would naturally choose. first, 
the most rellable mvestments and, sub~equent1y, 
those that were less sound Fmally, lIttle by httle, 
pnvate entrepreneurs would follow the example of 
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the Government and replace old bonds, at a hIgh 
rate of mterest, by new loans on better condttlOns 
New shares and bonds would be Issued The Stock 
Exchange would show sIgnS of revIval and enthu
SIasm In Amenca, for example, dunng the first 
months of 1932 secuntIes rose to about 120 per cent 
of theIr value Here, however, the effects of easy 
credtt would cease except m the event of forced 
expansIOn, and thIS would endanger the stabIhty 
of the natlOnal currency 

It IS certamly dIfficult to grasp the reasons for 
dIvertmg funds from Stock Exchange speculation, 
m WhICh at least a certam profit mIght be expected, 
to mdustnal undertakmgs m WhICh the profit 
was very uncertam owmg to the fact that low 
pnces were expected to prevail for a long penod 
The mcentIve to expand productIon must have 
ongmated m a rIse m prIces whIch, m the CIrcum
stances under consIderatIon, must, m all pro
babilIty, have been due to one of the followmg 
causes 

I A reductIon m taxes, resultmg from the con
verslOn of Government debts and the lessemng of 
the burden of the mterest payable thereon But 
no budget has ever been balanced as the result of 
the converslOn of seCUrItIes and, even m such an 
event, no Government would Immedtately cut down 
taxatIon No examples of such an actIOn are to 
be found m hIstory In any case, the reactIon on 
prIvate mcomes of such a reductIon would be too 
remote and mdirect to lead to an mcrease m the 
demand for any commodtty and hence to an In-
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crease In its pnce This reason, therefore, may be 
dIsmIssed 

2 The expectatlOn of an Increase in pnces might 
be traced to the profit realIsed by pnvate firms 10 
whIch certam lIabilitIes had been replaced by others 
less heavy ThIS reductIOn of costs, however, 15 

usually trifhng In comparISOn WIth the total habilitles 
of a firm, and does not prOVIde a satISfactory reason. 

3 The profits aru10g from fortunate speculation 
mIght pOSSIbly lead to an 10creased demand for 
goods and serVIces, and thus to an illcrease In pnces 
It IS true that considerable SUnIS were acquired 10 
thIS way, but they were limited to groups of bill~ 
brokers and financiers Hence they were not 
dIffused extensIvely enough to lead to a deCIded 
10crease In pnces of general commomtles 

4 Fmally, the 1OItiatlon of publIc works might 
be the reason But however large mIght be the 
Government's demand for goods or labour, It 
scarcely serves to reduce, in any appreciable degree, 
the unemployment whIch IS so senous a burden 10 
all countnes 

If, therefore, no flSe ill pnces can be traced to 
any of these causes, there was no reason why the 
funds of the banks should flow towards productIon, 
become redIStnbuted ill the form of 10creased 
1Ocomes and, by means of the expendIture of these 
addItIonal sums, lead to an 10crease 10 the demand 
for many commoditIes and a correspondmg Increase 
10 theIr pnces 
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7 EXAMPLES OF THE RESTRICTED INFLUENCE OF 

CREDIT ON THE GENERAL PRICE LEVEL 

The above arguments find theIr confirmation In 
facts An upward phase has never been caused by 
credit, whether under the "gold standard" or the 
"managed standard" system 

If we tum to the past and conSIder the countnes 
under the "gold standard" WhICh have had wIde 
expenence of the credIt system, e g the UnIted 
States, we see that, from the tIme of the senous 
depressIOn of the post-war penod until 1928, the 
loans and Investments of all the banks have In
creased contInuously, at a more rapId rate than 
that of the commodittes to be exchanged ThIS 
IS shown In Table I of the AppendIx to thIS 
Chapter 

As a matter of fact, the figures also show a pro
gresSIve increase In bank depOSIts, parallel With the 
Increase In loans ThIS parallel movement pomts 
to the conclusIOn that the quanhty of goods m
creased at a lower rate than the mass of monetary 
means, from the moment when a large 'proporhon 
of such means was left Idle at the Banks In spIte 
of the Increase In monetary means, the general level 
of pnces showed no deCIded tendency to nse dunng 
the penod of 192I-28, as will be seen by Table 2 of 
tne AppendIx 

In 1928 the pnce level corresponded to that of 
1921 The fluctuatIOns WhICh occurred dunng thIS 
penod may be attnbuted, accordIng to a very 
detaIled study whIch appeared In the Federal 

G 
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Reserve Bulletm,l to changes in the pnces of raw 
matenals, more especlally in those industries in 
which the supply of producers' goods lS not adjusted 
to the demand. The quesbon of credit plays no 
part in this matter. 

Durmg the shorter period 1928-30 no decrease 
is apparent m the loans and investments of the 
Banks. Thus, at the time of the collapse of the 
shares of the New York Stock Exchange in 1928, 
large sums formerly employed in speculation were 
thrown on the market. But even this mass of 
monetary means did not serve to avert a collapse 
in prices, or even to prevent its gradual mcrease 

If we take the case of Great Bntam-whlch pro
Vldes an example drlIering in many respects from 
America-the doubt as to the value of credit, as a 
remedy for depreSSIOn, will increase. After the 
revaluabon of sterling there occurred m England 
an uninterrupted senes of difficulties and obstacles 
m connection Wlth trade and industry. The effort 
of pursuing a difficult line of action, however, has 
not prevented the mass of monetary means from 
exceeding the demands of the market. Bntish 
statistics, indeed, show a contmuous tendency on 
the part of depositors to increase therr bme deposits 
and deposit accounts. The abundance of means of 
payment did not prevent a heavy fall in pnces be
tween 1929 and :1930. The reason is obvious. The 
available saving was not invested in industry, which 
was under the mcubus of serious deflation and offered 

1 .. Recent Changes m the Wholesale Pnce Level m the Ulllted 
States," FedeYal Reserve Bulletin, May, 1931, P 17Z eI "'I 
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no attraction in the form of assured profits. Neither, 
for the same reason, can it be invested in production 
in other countries while the depression continues and 
no favourable event takes place Thus, in England 
also, the Banks were compelled to invest their avail
able funds, more or less directly, m Government 
securities and Treasury bills, owing to the lack of 
the usual financial operations connected with pro
ductive activities. 

An expansion of crewt occurred more recently, 
when the British Government abandoned the gold 
standard. After September, 1931, the price of 
British goods increased by about 8 per cent. as 
compared with their former level. It was neces
sary, however, to limit the inflation in order to 
prevent too severe a reaction on the exchange value 
of sterling. The increase could not be mamtained 
and, after a short period, there was a fall in the 
general level of wholesale and retail prices, as also 
in the cost of living.1 (See Table 3) 

The same conditions may be observed in France. 
The inflow of gold, which has lasted over three 

1 It cannot be wd that deflatIon took place dunng the year 
July, J93J-July, J933 (see Tables of and 5) The CirculatIon 
of notes has lDcreased, as also the volume of bIlls and bank 
investments. Bankers' depoSIts at the Bank of England have 
increased by £J6,ooo,ooo sterllDg, whIle the vanous rates of 
interest have been very moderate. Even the pnce of BntIsh 
goods has fallen although, talung mto account the devaluatIon 
of sterlIng. It should have Increased consIderably The c:WIerence 
between the pnce level whIch they mIght reasonably have been 
expected to reach, and that whIch they actually attalDed, was 
in favour of exportatIon, so far as thIs IS poSSlble In VIew of 
the protectIve barners ralsed by other countnes and by Great 
Bntam itself. ThIs proves that not even here has the abundance 
of credIt led to a dOClded mcrease lD pnces. 
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years, could not be entlIely "sterilised" and has 
produced notable changes in the mass of secunbes, 
though in varying degrees. From 1929 onwards, 
however, there has been a decided downward trend 
m the general level of wholesale and retal! prices, 
as also in the cost of lIving. 

When we come to the present moment and con
sider the. results of a polIcy of credIt on a large 
scale, as carried out in the United States, we find 
httle dlfference. The formahon of the "Recon
struction Fmance Corporation" in October, 1931, 
is one of the prinCIpal outcomes of this policy. By 
the end of June, 1932, this inshtutIon had granted 
loans to the total value of $805,150,000, of which 
barely $76,000,000 has been repald. 1 This is m
flahon, m the true sense of the word, since the 
loans, once granted, remam in clIculabon. Men
tion should also be made of the purchase of securities 
by Federal Banks, on the open market, to the total 
value of $IIO,OOO,ooo, the passing, m July last, 
of the "Federal Home Loan Act," by whlch the 
use of other classes of pubhc secunbes was authorised 
as guarantee for the issue of NatIonal Bank notes, 
and thus the clIculation of additional notes to the 
value of another nulhard dollars was rendered pos
SIble II, the achvihes of the Bankmg Bond Con-

I "Second Report of Reconstrucuon Finance CorporatIon, 
Federal Reserve BulletIn, August, 1932, P .. 81 

I In virtue of thJ.s measure, secunues to the value of 
$3.763,000,000 may be used as guarantee for the ISsue of notes 
The maximum value of such notes must not exceed the amount 
of paId-up caPital belongmg to the Issue Banks, which amounted 
m June, 1930, to $1,569,000,000 As there were already m 
clfCulauon notes to the value of $652,000,000, a further 
$917,000,000 could be ISSUed. 
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sortium, and, finally, the operations of the" Com
modities Fmance Corporation," established on 9 
August, 1932, for the purpose of extending credIt 
to purchasers of goods. It will be seen, therefore, 
that, in a relatively brief period, one of the most 
comprehensive programmes of expansion on record 
was carried out. 

So far, only the Stock Exchange has been affected. 
There was an increase in unemployment during 
July and August, 1932. The weekly reports issued 
by the Banks continue to show a decided contrac
hon in discount bills and investments relating to 
commerce. Goods and passengers are needed for 
the railway transport industry, rather than capital, 
either fixed or liquid. 

It is true that the fall in price of certain raw 
materials has ceased during recent months, an up
ward curve having, indeed, begun (see Table 6). 
It will be seen from Table 7 that the vmble stocks 
show a continuous increase from 1928 onwards; 
hence the increased price is not due to a larger 
demand, but to a cut in the supply, due to the fact 
that the greater part of production is controlled as 
a safeguard against over-supply and subsequent 
depression, in the event of a continuous rise in 
prices during a long period. 

It is reasonable to conclude, therefore, that, even 
under a " managed gold II standard, the Banks can 
neither raise the general price level, nor lower the 
cost of production, to such an extent as to produce 
an industrial fluctuation in the one case, or to 
remedy trade depression in the other. They may 



94 ESCAPE FROM STAGNATION 

possibly influence the development of the econOInlC 
wave, once the upward movement in incomes and 
prices has been started by otke, events, and th15 
influence will make itself felt in proportion as the 
Banks retain control of the exchange and the 
Government, by means of tariffs, hinders the im
portation of foreign goods by those who wish to 
avoid paying the high prices of the home markets 
Under these condItions a certain degree of mflation 
may take place, within lirruts which have been fre
quently indicated m preceding chapters, and cer
tam factones may be encouraged to produce on a 
larger scale than is profitable. Even under the 
"managed standard," however, these phenomena 
do not attam consIderable proportions over the 
entire market, and the influence of the credIt element 
on the development of the cycle 15 always lImited 
The contrary OpInIOn of many wnters, and of 
Governments who YIeld to the pressure of mterest, 
is thus dIsproved by facts. 

8 UNDER THE SYSTEM OF FORCED CURRENCY, 

CREDIT MAY BE THE CAUSE OF AN ASCENDING 

PHASE 

The pOSSIbility of mflatIon, when the Government 
authorues the ISSue of inconvertIble notes by the 
Central Bank, IS an entIrely drfferent matter. Such 
an ISsue generally implIes the insolvency of eIther 
the Bank or the Government. In the latter case 
it means that the Government is unable to repay 
the loans granted by the Bank, whIch may be due 
to vanous reasons, e g the outbreak of war, when 
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the reserves of the Bank are appropriated by the 
Government, and its. crechtors withtn the country 
are paid in paper money. 

The inconver~bihty of notes lent to the State 
must obviously be extended to notes lent to private 
persons, in order to meet the exigencies of com
merce. Hence, side by side with an in1lation on 
account of the State is an in1lation on account of 
the market. The Central Bank is relieved of the 
obligation of maintaining a fixed relation with the 
reserve, and the only restriction to its issue of notes 
is a maximum value, usually large and susceptible 
of increase. The public arrive at the conclusion 
that the obtaining of loans depends on the strength 
of political pressure. The loans, therefore, which 
the Government devotes to the remuneration.of its 
contractors, as well as those granted to private per
sons, serve equally to increase the demands for 
commodities of the most varied nature and thus 
lead to an increase in prices. That is to say, they 
may constitute the favourable event which leads to 
the increase of production and thus to an upward 
phase of incomes and prices. 

The Issue Bank has to meet only a trifling charge 
for the printing of inconvertible notes. Hence it 
may allow itself the luxury of granting them, in 
the form of loans, to persons who will find repay
ment difficult. While maintaining a low discount 
rate, it can supply entrepreneurs, within a short 
period, with all the saving they require, and the 
entrepreneurs always end by demanding more than 
is necessary. 
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When saving is scarce, it is indeed difficult to 
estlIDate the precISe amount WhICh should be 
devoted to the expansIon of production. when It 
becomes abundant, the dlfficulty IS increased to an 
enormous degree The facility Wlth whlch credlt 
may be obtamed does not encourage restramt in 
thIS drrection, but tends rather to cause neglIgence 
in effectmg all possIble econoffiles in the onginal 
plant However prudent the entrepreneur rrught 
be, he could not have the necessary contacts Wlth 
owners of savmg, or be in possession of other in
formation, whlch would enable him to ascertain 
whether savmg is really plenttiul. From the mo
ment when the Banks become its sole adminIS
trators, supreme Wlthm certain limits, they can 
increase its availability at will. 

In raising a loan the entrepreneur can also claim 
that he IS actmg Wlth foresIght Once the upward 
phase has begun. a larger amount of money IS un
doubtedly requrred in order to carry on the same 
amount of business. He IS influenced also by the 
desire to proVlde hlIDself Wlth funds while interest 
and dIScount rates are low. since It is lIDpossible 
to say what will happen to-morrow. Furthermore, 
when a rise in pnces is expected, it is desrrable to 
work for the reserve stock as well as for the market, 
in the hope of selling the stock so accumulated at 
a hlgh price. Hence the demand for loans increases 
and the issue of notes continues. This demand is 
also increased for other reasons, beyond the require
ments of the moment. 

Such reasons may be the desire to avoid a possible 
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depreciation of the note, which would involve the 
depreciation of the loans obtained on advantageous 
terms. The entrepreneur therefore invests part of 
the loan in new plant. which has the advantage of 
increasing in value so long as the upward J>hase 
continues. Another reason for raising loans is that 
an increase of fixed capital necessitates an increase 
in the working capital, since a given proportion 
between the two factors must be maintamed. 

Under a system of inconvertible paper money, 
therefore, business concerns tend to assume unduly 
large proportions and to accentuate those errors 
which are associated with an upward phase. 

9. ~HE CONTINUOUS ISSUE OF INCONVERTIBLE 
PAPER ACCELERATES THE PROGRESS OF CoSTS 
AS COMPARED WITH THAT OF PRICES 

The mistakes and omissions of individual factories 
in the extension of their output lead to errors in 
all directions. The failure to effect all possible 
economies in the working of the original plant. to
gether with the inferior organisation of labour which 
is bound to accompany the hurried extension of a 
business, leads to an increase in costs more than 
proportionate to the additional activity.! Secondly, 
the maladjustment in the supply of producers' goods 
becomes more marked from the moment that the 
demand for the expansion of fixed capital follows 
the movement of credit, and appears to be very 
considerable. The disequilibrium between supply 
and demand increases, and adds to the burden of 

I Cf the present study. preceding chapters, especially Chap II. 
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costs. Thirdly, errors in the calculations of each 
factory occur more frequently now that there IS a 
general expansion of production. in the hope of 
higher prices. All entrepreneurs seek to make profit 
by the sunple means of borrowing tq-day a certam 
amount of saVIng which may be repaid to-morrow 
in depreciated currency. At the same time, the 
reckless output on the part of continually expand
ing factories has the efiect of lowering the pnce to 
an extent which cannot be estimated beforehand, 
and thus leads entrepreneurs into fresh errors. The 
combined mass of these errors continually increases 
the progress of costs as compared WIth that of the 
market prices. We thus arnve at another conclu
sion. In order to ensure the continuation of pro
ductive actiVIty and defer the beginning of the 
crisIS, loans are granted by the Bank: but thIS is 
not sufficient. These loans must be granted to each 
firm in such a measure as appears, a posteriori, more 
than proportionate to the increase in the sellmg 
price, so that, in the meantime, it covers the vaned 
and irregular progress of the costs, as occasioned 
by the above-mentioned errors. If the costs should 
increase so rapldly that, in certain firms, the injec
tions of capital by the Banks do not cover them, 
and if, at the same time, there is no increase In the 
incomes assured to the commuruty from other 
sources, these firms will find it impossible to main
tain their rate of production, in spite of the fact 
that the Bank has issued, and continues to issue. 
large blocks of notes. When this stage is reached. 
it may be said that the crisis has begun. • 
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As a matter of fact. it is not so much the amount 
of a loan. at any given moment. which is of im
portance to a finn. as the succession of loans for 
the purpose of remunerating the productive factors. 
and thus maintaining the prices of the most varied 
commodities, by means of the circulation of the 
incomes thus provided. From this consideration 
also it may be seen that the principal cause of the 
economic fluctuations is not the credit system. 
but the different rates at which the cost of pro
duction and the seIling price increase. 

The weakness of Keynes' recentIyexpounded theory 
regarding the crisis hes in its dIsregard of the differ
ential and impredictable dynamics of cost and price 1 

10. UNDER A SYSTEM OF INCONVERTIBLE PAPER 
THE TREND OF PRICES IS VERY IRREGULAR 

The excess of cost over price is more probable 
under a system of inconvertIble paper than under 
the" managed gold" standard. In the first place. 
it is due to the isolation of the country from inter
national monetary currents and also to the greater 
variability of the exchange rate. which increases 
the element of risk in all trade relations. In the 
cost of many imported goods is included. therefore. 
a heavy premium for insurance against the depre
ciation of the national currency in terms of other 
currencies. This premium varies according to the 
SUbjective valuations of importers. which no com
petition can equalise. 

In the second place. the cost may suddenly in
a J. M. Keynes. A r"lIIu, Olf MOIf'Y. Vol. I. Part I. pp.18,3-4. 
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crease at a more rapid rate owmg to the vanability 
m the pru:es Under a system of inconvertible 
paper these rISe and fall suddenly, at trregular 
mtervals, as may be seen from the comprehensive 
stat15tIcs Issued in this connection Accordmg to 
a theory which 15 very useful for the study of the 
relations between home and foreign pnces, this may 
be explained by the fact that paper money, 15 at 
the same time, the medIUm of exchange and a credit 
instrument for the pubhc debt. Hence, whlle it 15 

subjected to those fluctuations in purchasmg power 
wmch always accompany inflation, it is also affected 
by the fluctuations in the value of securities 1 As 
an example of this twofold influence, mention may 
be made of the fact that a fall in the level of prices 
may be caused by the hoarding of paper money in 
the country, or by a large demand for it abroad, 
as the result of a movement of confidence. The 
lack of confidence leads, naturally, to the opposite 
result. Hence that feeling of distrust wmch 15 im
medIately reflected in the fall of the exchange rates 
reacts on the cost of the product, causmg It to rISe. 
Confidence, which 15 more directly reflected in the 
buymg up of paper money, reacts on the pnce of 
the product and depresses it. Both distrust and 

I .. The vanatIon In value due to an Increase In the amount 
of money In circulation may be descnbed as an objective 
phenomenon of quantIty. automatically affecting pnces On 
the other hand. the vanatlon due to the dally traffic In pubhc 
debt secuntles IS a subjective phenomenon, and anses from the 
oplDlon of the Investors, which vanes from moment to moment. 
from place to place. from person to person "-A De Viti De 
Marco, .. La Fmanza Straordmana." Appendix to I pnml 
prltl(;'PI dell' economUJ fi",mnana Sampaolesl, Rome, 1933 
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confidence cause variations in the two limits of 
profit and may facilitate the unexpected emergence 
of costs as compared with current prices. 

In so unstable a position, a factory which is in 
danger cannot be saved by fresh issues of paper 
money. Long before the prices on the home market 
have increased, the new mass of notes may lead, 
after movements of cbstrust, to a further collapse 
of exchange rates and an increase in the cost of 
many imported articles, such as raw materials and 
other instrumental goods. 

The Bank, finally aware of this danger, safeguards 
itself, therefore, by suddenly raising the discount 
rate in anticipation of a heavy increase in the 
demand for loans. This raising of the discount 
rate is regarded by many as the cause of the CrISlS 

But such a conclusion mayoe described as mistak
ing the shadow for the substance. The monetary 
phenomenon is always a reflection of disturbances 
in business. When they finally reach a climax the 
Banks realise the futility of giving further help in 
the form of credit. 

Hence, as a conclusion to what has been said 
above, it may be stated that the efficacy of the 
monetary and credit element, as a means of arrest
ing depression, appears to be very slight except in 
two cases: when gold is abundant and when there 
is an issue of inconvertible paper. The first is very 
far from being the present position. The second 
brings with it numerous misfortunes and, in reality. 
only adds to the gravity of the situation. even if it 
temporarily diverts a crisis. 
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With regard to an issue of inconverbble paper, 
it may be stated that, when the upward phase has 
once begun, the grantmg of loans accentuates the 
nse m prices and hastens the development of the 
busmess fluctuation. But its repercussions on the 
progress of costs and the rate of exchange are so 
marked as to increase the severity of the collapse, 
rather than to llIDlt its effects. In no case, there
fore, does mfiation afford the means of puttmg an 
end to a penod of depressIOn. 



APPENDIX TO CHAPTER V 
TABLE I 

TOTAl. LoAl'S, INVltSTJaNTS AND DItPosns--Au. BANKS IN TBE Ul'lTED STATES· 
(ExclusIve of Interbank DePOSIts) 

[m mllhons of dollars] 

AD 8aDka. ~8aDka. N ... ·1IaDher 8aDka. ~.duoMof 
la Deposbl 

Data. N_ 
TotaL '- la-to TotaL '- la_to TotaL lMDI. 

la_ AD MaDbor MaDboor _tao _tao mmtL BuIlL BuIlL BuIlL --- --- - ---f--- ---I-
1924-30 b UDe , 4,,180 SI,,23 13,657 .,,176 19,204 IJ.963 18,013 12,320 5.693 43.'°' '5.711 17.694 

31 ee, , 4,,182 32.440 ,.,7'2 28.7.6 19.933 .813 18,'37 12.501 '.929 .,.835 .,.836 17,999 
192rso

b
UDe 48,830 33.86, '.,96, 29.518 20,6H 8.863 19.312 13,210 6.102 4,.612 .a,440 19.172 

31 ee, · 50,603 35,640 14,963 30,884 21,996 8,888 19,720 13,6« 6,0,6 49,224 30.029 19,195 
192~SObUDe · 51,562 36,157 ".404 31.1 84 22,060 X,123 20,378 14,097 6,281 49.733 19,781 19,925 

31 ee. · 52,818 36.759 15,260 31,642 22,652 ,990 20,376 14,106 6,2651 50,029 30.474 151.355 
1927-30 bUDe 53,7SO 37,360 16,391 32,756 n.938 9,818 20,994 14.411 6.573 51,662 31•2651 10'C3 

31 ee. 55,45° 38.407 17.043 34.247 2,,886 10,361 11,204 14.521 6.683 ,2.909 32.063 '0. 6 
192&-SO &UDe • 57,265 39.464 17.801 ".061 24,3°3 10,758 '2,2°4 15,161 7,043 53.398 32,131 .1,165 
• 31 t.. 57,219 39.611 17,549 34.229 24,325 10.604 22,291 15,346 6.945 53.7:10 32.13 '1,58• 

31 Dee •• 58.266 40.763 17.,04 3,,684 25.155 10,529 22,582 15,607 6,975 56,766 3.,826 11,940 
1929-27 Marc:h 58,019 40,557 17,462 35.393 1 •• 945 1°.448 22,626 15,612 7.013 54.545 33,215 11,330 

29 bune • ,8.474 41,,12 16.96. 35.711 25,658 10,052 22,763 15.8n 6.910 53.852 32,284 21,,67 
31 ct. · ,8.835 42,201 16,634 55,914 26.165 9,749 22.922 16.036 6,885 55.180 33.004 112,176 
31 Dee •• ,8,417 41,898 16,519 35,934 26,150 9.784 22,483 15.748 6.13~ 55,289 33.865 11,424 

193~30bune 58,108 40,618 17.490 35,656 25,214 10,442 22.'53 15,404 7,04 54.954 33.690 11,264 
31 ee. 56.209 38,1~5 18,074 34,860 23.870 1°.989 11.349 14.246 7.08, '3.0~9 32.560 10,419 

1931-30 b:" . 55.001 3,.3 4 'X·637 33,913 11.816 12,106 11.099 '3.586 1.5~1 51.1 2 31.560 10.216 
31 • 49.704 31,30, I ,399 SO,515 19.261 11.314 '9,129 12.054 7,04 45,821 21,432 18,839 
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TABLE 2 

INDICES OF WHOLESALE PRICES IN THE UNITED STATES 
(Annual Averages) 

1921 
1922 
1923 
1924 

(BUREAU OF LABOR STATISTICS) 
(1926 =- 100) 

976 1925 
967 1926 

100 6 1927 
981 1928 

TABLE 3 

103 S 
1000 
9S 4 
96 7 

INDICES OF WHOLESALE AND RETAIL PRICES AND OF CoST 
OF LIVING IN GREAT BRITAIN 

(Bulletm mensuel de statutlque OF THE LEAGUE OF NATIONS) 

Indes of 
Wholesale Indes of Cost of 

Year Pnces Retall LIVlDg 
(Board of Pnces lndes 
Trade ) 

(Base, 1914 ) (Base, 1913 ) (Base, 1914 , 

1921 . 197 230 226 
1922 IS9 176 183 
1923 IS9 169 174 
1924 166 170 175 
1925 159 171 176 
1926 148 164 172 
1927 142 160 168 
1928 140 157 166 
1929 · 137 IS4 164 
1930 120 154 IS8 
1931 . · 104 130 147 
1932 (Jan) 106 130 147 
1932 (June) · 98 125 143 
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TABLE 4 
CUIlUNCY AND BANKING 

Bank of England: 
Gold. 
Note Cll'culatJon 
Reserve. 
Proportwn 
Bankers' Deposlts 

CLEAIlING BANK: 
Deposlts. · Acceptances 
Casb. 
Dlscounts · Investments 
Advances . · 

(£ Mlllion) 

July, 1931. July, 1932. 

154.5 136'7 
3582 367 0 

57'5 45'5 
486% 33 8% 
693 85 0 

1,787'7 1,8039 
113-0 84'5 
183 0 190 7 
281-0 3174 
299.5 348-8 
913 0 8362 

TABLE S 
MONEY RATES. 

I Dlfference. 

- 17 8 
+ 88 
-12'0 
-14 8% 
+ 15'7 

+ 162 
- 28'5 
+ 69 
+ 344 
+ 493 
-768 

luly, 1931 
July, 1932. 

( eginning). 
Beguuung. End. 

% % % 

Bank rate . 
Treasury Bill ten-

21 

der rate. · MaIket Rates: 
!1-19S 9 8711 I6s II 8211 lOS. I 9311. 

Call money · Il-2 l-I l-l 
.. Hot" Treasury 

Bills • .. I It-2 l-lt 11-1 
Three Months' 

Bank Bills · I It-2 I-I~ t 
Bank's Deposlt 

rate (London) I 1 1 

H 
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Commodity 

Wheat (No I Maw-
toba, Wmrupeg) 
doll. per bushel 

Cotton (Amencan 
~ddlmg) --d per 

Wool (Queensland 
scoured)--d ~er lb 

Sugar (B WI, per 
cwt 

Tea (all saleable In 
London)-d per Ib 

Petroleum (Kansas-
Oklahoma) doll per 
barrel 

Tm (London-standard 
Cash) £ per ton 

Copper (London-stan. 
dard) £ per ton 

Rubber (London-stan-
dard, nbbed) --d 
per lb 

TABLE 6 

AVERAGE PRICES • 
- ~--

1928 1929 19J1 1931 
Uune) ---

135 13. 059 050 

II 17 10 52 592 429 

41 26 201 17 

26$ 4id 221 9d J9S JId 171 94 
1672 1625 J2 24 731 

1203 I 231 0772 0860 

227 63 20394 11811 11611 

6373 7547 38 31 2991 

10719 10250 3151 I 712 

• Westminster BanI< RevIeW, September, 1932 

TABLE 7 
VISIBLE STOCKS 

July. 
1928 

July. 
1929 

July. 
19JI 

(A 

o .s6 

J 9 

17-

14 

3 

0860 

808 

5 81 

2906 

July. 
19J' 

-------------1-------

Wheat (M1llion bushels) 
Cotton (Thousand bales) 
Wool 
Sugar (Thousand tons) 
Petrol (MIllion barrels) 
Tm (Thousand tons) 
Copper 
Rubber (Thousand tons) 
Tea (MIllion lbs ) 

244 351 441 HS 
, 4.962 4.476 7,752 8,205 • I (Data no t avatlab'Je) 

1

4.764 I 5.669 /8.J04 
571 612 587 

25 S 30·3 6200 
(Data DO t avaJlab1le) 

I 271 I 301 546 
I 179 239 223 

8.069 
552 t 

6100 

• August. 7.793 t Data of June t August. 202 



CHAPTER VI 

CONCLUSIONS DRAWN FROM THE 
THEORY 

I. BANKING OPERATIONS LEAD TO AN INCREASE IN 
THE ERRORS OF ENTERPRISES, AND POSSIBLY 
ACCOUNT FOR THE RECURRENCE OF UPWARD 
AND DOWNWARD MOVEMENTS 

THE development of the industrial fluctuation is 
affected to a more or less marked degree by the 
Bank's action in granting excessive loans to entre
preneurs and thus facilitating the comIDlttal of 
further errors. 

As the Bank relieves the entrepreneur of the 
difficulty of obtaining capital, placing large sums 
at his disposal from the moment when he begins 
to expand his production, the latter is less observant 
than he would otherwise be in noting the exact 
moment when his desire for expansion leads him 
to increase his output to excess. The Bank, there
fore, increases the duration of the business fluctua
tion in proportion to the length of the period of 
inflation which it is able to bring about, and also 
accordmg to the monetary system which prevails. 
It thus increases the severity of the crisis. 

Hence the intervention of the Bank plays a part 
107 
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in the theory which we have formulated in explan
ation of the error, since the Bank first comnuts 
a sunilar error itself, either in the hope of profit or 
for pohtical reasons, and then asSISts entrepreneurs 
to commit it also The error, although in no way 
actually brought about by the Bank, 15 therefore 
increased by it, and appears to be a fundamental 
characteristic of all productive activity. If errors 
could be ehminated, 1 e. if at each moment the 
supply could be adjusted to the demand, there 
would be no cause for a cychcal movement, even 
in countries where banking actiVitIes are most 
widely dtffused. 

The conclusion we have reached so far-if It be 
sound-entirely confutes the explanatIon of the 
cycle as a phenomenon mainly due to monetary 

""'-and crewt reasons. It also explains why, as far as 
we know at present, the trade cycle is not broited 
to the capitalist system, but is common to all 
systems of production-collectIve, soClalJStIc or 
syndical. From the moment that errors arISe in 
the unpredictable dynamics of costs and prices, .t 
.s not a different system of production which is 
needed, but d~fferent men to deal Wlth the SituatIon, 
i.e. prudent and far-seeing men, capable of deabng 
with the increasingly comphcated network which 
hnks the production of the vanous commodlhes. 
ThlS, however, can scarcely be llOped for, either in 
the near or the distant future 

On the other hand, some Iiiht may be thrown 
on the appro:nmate recurrence of the wave move
ment by the knowledge that banks may cause an 
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upward phase by means of the issue of mconvertible 
paper, and may also increase the strength of even 
a slight "impulse" favourable to production. 
Adrmtting the necessity of a prehminary event 
favourable to the arrest of a revival phase, and 
admitting also the possibility of fluctuatmg move
ments which are independent of banks, there is 
still ample reason to assume that banks, even when 
they do not originate the upward phase, exercise 
considerable influence in this direction. 

When a reVIval phase lasts for a considerable 
period and no event occurs in the ordmary course 
which is bkely to affect It, the interest of certain 
groups demands that no effort shall be spared in 
order that a favourable" event" may be created. 
The efforts range from measures readlly effected by 
persons possessing political influence, such as an 
issue of inconvertible notes, the granting of certain 
loans, or the abohtion of tarlffs,l to those requiring 
special conditions in respect of persons and environ
ment, e.g. an improvement in methods of produc
tion. It is very probable that the combination of 
these efforts will result in a favourable event of 

I There IS no mystery III the strollg pressure which. for some 
bme. the industnal classes have brought to bear on all Govern
ments. III their deSire for anlllcre&se 1Il the ClrCulatloll of money 
The excesSIve rlglC:lity of the econOmiC orgarusm. the need for a 
more" elastic" pollcy. 11 there IS to be any hope ofre-estabhshlJlg 
the Interests of the enbre commumty. which are now Impenlled. 
IS a subJect which IS often discussed. The problem cannot be 
f:ut on another plane. It IS always. problem of Incre&Smg 
• elasbClty .. Wlllla" III. I.",," of profilabl. prodW&laOfl. ascertamed 

With prectSlOIl If. In the beglDIllDg. the means for this pro-
duction are Inadequate. they must be lIlcreased; and, as has 
beell shown, creWt on easy terms IS not suffiClent 



:no ESCAPE FROM STAGNATION 

some kind, possibly unimportant in ItseU but, when 
seconded by banking intervention in the form of 
adequate loans, capable of initlating a new trade 
cycle 

2 THE THEORY BUILT uP 50 FAR IS COXFlRYED 

BY INDUCTIVE REA50XIXG 

The last gaps in the concrete phenomenon haVIng 
been bridged, the next step is the considerahon of 
the lustory of the industnal fluctuations m those 
countries where it may best be studIed. Induchve 
reasonmg, which shows the relahons between prices 
and the most vaned phenomena~ g the produc. 
lion of precious metals-but does not go so far as 
to explain these relations, which tests theones, 
but is not equal to saving us from the necesslty 
for them, which accompanies, step by step, the 
deVelopment of a theory on deductive hoes, but 
cannot be subshtuted for it; here fulfils its last 
typical function of confimnng, not isolated hypo. 
theses and abstract theones, but the entire theoret· 
ical structure. 

As a matter of fact, it is possible, in the first 
place, to trace in many countries the relationship 
between the beginning of an industrial fluctuation 
and the "favourable event" which arouses the 
hope of increased profit It may take the form of 
an improvement in the method of production, e g. 
the constructIon of rallways in 1872, the utilisation 
of steel in 1882, the adoption of electricity for 
practical purposes in 1<)00-07, the invention of 
motors propelled by 011 in 1912. It may also be 
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a political expedient, by means of which loans are 
granted to certain industries, as happened after the 
war through variops forms of inflation. 

In the second place, it is known that, in the early 
days of an industrial fluctuation, after a period of 
revival, only a very small number of firms devote 
themselves at first to the favoured production, and 
also that the available factors of production are 
very limited. These facts go far to prove the truth 
of the hypothesis of a firs' flow of production below 
the demand and the posslbility of progressive 
expansions of this flow. 

When this takes place the number of factories 
gradually increases, as is shown by the issues of 
shares and bonds ProductIve activity, aided by 
the Banks, rises to a feverish height, and reasonable 
meas1l!es for efiectmg all posslble economies in the 
working of the original plant, and so aVOIding an 
increase in costs, are too often neglected. American 
statIstics on the ptilisahon of plants, which form 
a valuable contribution to this branch of investiga
tion, show that, during the upward phase, many 
factories are enlarged, although their output is 
barely two-thirds of the capacity; and, moreover, 
after the enlargement, the new plant often produces 
far less than its maximum output. These additions 
to costs, which cannot be estimated in advance, 
appear as dlmjnjshed production, owing to the fact 
that all posslble profit is not extracted from the 
capital, seeing that the former waste is continued. 

In the same way, statistics of the production of 
instrumental goods show that not only is it in excess 
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of consumers' goods in the upward phase, but also 
m advance, so that the supply of instrumental goods 
to manufacturers of consumers' goods-or of goods 
closely allied to them-becomes more and more 
madequate Thus the progress of costs increases 
as compared with that of prices 

In the last stage of the upward phase a reckless 
production on the part of competitive firms IS shown 
by the statIStics of warehouse and reserve stocks, 
and thIS has the effect, sooner or later, of depressmg 
the price of consumers' goods. Fmally, when the 
CrisIS actually prevails, the fact that all countnes 
feel the necessIty of " rationahsmg " their respective 
industries can only mean that they feel they ought 
to remedy what is "irrational," in other words, 
errors cOmmltted m large numbers by business firms, 
though certainly not of deliberate mtent By the 
most varied mamfestahons, wroch it is not posslble 
to enter mto here, inductive reasoning confirms the 
essential points of the theory to a degree almost 
unhoped for 

2 THEORETICAL CONCLUSIONS 

Thus our theory lends Itself more espeCIally to 
the supplementmg of that which ascnbes the dIs
equilibrium between demand and supply to " resist
ance" or "frichon" in the adjustment of the 
supply to the demand: or, to make use of another 
expression, to the varying degrees of "elasticity" 
manifested by all goods and services produced. It 
investigates the nature of the obstacles which im
pede the uniform progress of productive actlVlty, 
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seeing that it should be possible to estimate this 
progress WIth precisIOn. It harmonises with the 
theory which recognises the "unequal reactions" 
of the data of equilibrium to the mocWicatIons of 
the market, as factors in the imperfect adjustment 
between supply and demand. It explams all the 
most striking phenomena of the economic fluctua
tIons around a " secular .. trend: from the varying 
progress of the respective curves of consumers' and 
instrumental goods to the increased disequilibrium 
which occurs in those countries having the most 
complicated economic organisation; and finally, to 
the decrease of this disequilibrium which results 
from some form of combination-horizontal or 
vertical-between business enterprises. 

The" error" also may bear some definite relation
ship to the general fact that a certain Period of time 
elapses between the beginning and the end of a 
productive process, and that, during this period, 
the irutial data may be modified in such a way as 
to impede the adjustment between demand and 
supply in the majority of industnes, while at the 
same time there are no compens,atory movements, 
either in those particular markets or in others. 
But .. time" is a condition which enters into all 
our actions; it must be taken into account in every 
dynamic construction. The problem will be more 
readily solved, therefore, not by a simple reference to 
this factor, but byexamming which of the phenomena 
arising in the cou,se of a productive process causes 
the rusequihbrium which leads to an increase or 
decrease of the total income. 
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Thus the concluslOns whlch may be drawn from the 
points dlscussed so far appear to be the followmg : 

I In a country Wlthout banks, an upward move
ment after a penod of depresslOn can only be 
InitIated as the result of an " event" whIch arouses 
the hope of mcreased profit. there being at the 
same time sufficlent saVIng to proVlde for a first 
apphcatIon of productive factors 

2. In the case of a manufacturer's productIon 
bemg below the demand, owmg to unpredlctable 
crrcumstances, such as lack of elasticlty m the supply 
of factors of productIon and neglect of the numerous 
econOmles wIDch could be effected Wlthm and Wlth
out the factory, tIDS error may be corrected by 
succeSSlve expanslOns Each expanslOn leads to an 
mcrease m mcomes and the expendlture of thIS 
increase causes the pnce of many commodItIes to 
be ralSed -

3. The adjustment of the supply to that partICular 
quantIty of goods wIDch can be profitably produced, 
as also the contmuous equllibnum between produc
hon and consumptIon, lS never attamed smce, m 
the expanslon of activitIes, the cost finally exceeds 
the pnce, the production haVIng been mcreased 
in the endeavour to adjust them proportlOnately. 
The increase m costs, more rapld than that m pnces, 
is also determIned by factors whIch are unpredlct
able, some bemg due to the actlOn or the neghgence 
of the entrepreneur under consIderation, and others 
to the actIon or the negligence of others connected 
Wlth him m regard to instrumental, complementary 
or substitutional goods 
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4. Moreover, the unregulated supply of any par
ticular product which is put on the market by nval 
finns tends to depress the market price to an extent 
which cannot be foreseen. Also the diiIerent 
dynamics between cost and price, which occur in 
most of the finns in those particular branches of 
industry which are drawn into the upward movement, 
lead to production beyond the absorbmg capaCIty 
of the market. Thus, even during the upward 
phase, the germs of the crisis may be discerned. 

s. When the manufacturer observes the excess 
of costs over prices he reduces both his producbon 
of consumers' goods and his orders for instrumental 
goods. This involves a reduction in the incomes 
of a certain group of persons. When this decrease 
is not counterbalanced by a corresponding increase 
in the incomes of other groups, the market under 
consideration reaches .. crisIS pomt." The stages 
are as follows: diminution in the price of goods, 
the demand having fallen off owing to a reduction 
of incomes; diminution also in the price of the 
goods produced by the factory under consideration, 
wluch finds that it has a defiCIt balance and will 
be compelled to cut down its production a second 
'.me. Thus there will be a succession of falls m 
prices, until such time as the reduction of costs is 
not followed by a reduction of prices but-the costs 
being permanently distributed in income-serves 
to maintain them at a given level. The fall of 
prices may lead to the collapse of finns which have 
committed no error, since errors committed on a 
large scale react on all, without distinction. When 
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the general collapse is' arrested, there will remam 
on the market only those firms which can produce 
at the lowest costs. 

6 It is marufest, however, that m the cost of 
production still being carned on, there must be 
mcluded the expendlture, sometimes very heavy, 
for the mamtenance of unemployed persons by 
means of grants, publIc works, or any other form 
of assl5tance 

7. In addltlon, when the bottom of the depres
sion 15 reached, a certain amount of saVlng will be 
required for the purchase of the surplus goods on 
the market, m the event of therr not bemg destroyed 
Fmally, It is in all cases exclUSively the savmg of 
those who are still producmg, or who have already 
accumulated a certam amount, which repairs the 
errors of others and so serves to arrest the fall lD 

mcomes and pnces, assummg that the flow of tlus 
savmg continues 

8 Not even in the descending penod can firms 
succeed m calculatmg the level of the cost at which 
it 15 profitable to produce, and of the pnce at which 
It IS profitable to sell. They try to find the mean 
between the two extremes by attempts, 1 e. by 
conuruttmg errors which, even m thl5 phase, may 
appear first m the form of defective, and later m 
the form of excessive, production, as compared 
Wlth the only course WhiCh, at the end of a cycle, 
could be termed <t rational." 

9 The mdustnal fluctuatlon, therefore, may be 
defined as II the development of a senes of errors 
in productIon, first on the defective and later on 
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the excessive side, which have their origin in an 
event favourable to production." The fluctuation 
of longer duration may also be regarded as due to 
the errors of firms which fail to grasp immedtately 
the magnitude, duration and overlappmg of such 
events as are favourable or unfavourable to a 
country's production. 

10. The influence of the monetary and crewt 
element on the beginning of an economic fluctuation 
is not important, except in two cases of an increased 
production of gold and the issue of paper money. 
At the present time it is very improbable that the 
first case will arise; while, WIth regard to the 
second, recent experience has proved that it involves 
deplorable economic consequences. 

II. Once the upward phase is initiated by one 
or other of the events mentioned above, or for other 
reasons, the influence of the credIt element varies 
according to the monetary and banking systems 
of the country. Under the" managed standard" 
system the mass of gold can accentuate the rise in 
prices and the duration of the upward phase, in 
proportion to the restrictions placed on the conver
sion of notes into gold; but disturbances are pro
duced in productive economy which lead to a more 
rapid increase in costs than in prices. Under a 
regime of inconvertible notes the mass in Clf

culation invariably leads to an increase in prices, 
but it causes still more profound disturbances in 
the productive world, since the hope of savmg 
businesses from collapse by means of new issues of 
inconvertible notes is futile. 
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12. The errors of firms, however, are mcreased 
by the intervention of banks. They marufest them
selves as the fundamental charactenshc of all pro
duchve actiVIty, as also of the fluctuahons WhlCh 
accompany It 



CHAPTER VII 

SOME RECENT EXPLANATIONS OF 
THE CRISIS 

I. KEYNES' THEORY AND THE REMEDIES PROPOSED 
FOR THE DEPRESSION 

IN certain respects the theory developed in this 
study. wlule corresponding Wlth those mentioned 
above. is opposed to more recent works which 
offer other explanations of the crisis. It is not 
possible to make here an exhaustive critical exam
ination. but perhaps a few words with regard to 
the most important points of dlfference will not 
be out of place, as they may help the reader to 
grasp more fully the significance of what has been 
said so far. 

The outstanding works on this subject-to which 
many Governments have had recourse for practical 
purposes-are the monetary explanation of the 
crislS given by Mr. Keynes and the explanation 
offered by Professor von Hayek regarding alterna
tions of the length of the productive process, there 
is also the pohtlcal aspect, under which the crisis 
is connected with the instability of the monetary 
systems and the growth of protectionism. 

The explanation which has been given so far 
119 
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makes it unnecessary to enter into a detalled discus
SIOn of Mr Keynes' theory, which is built up with 
much mgenuity from a very original pomt of view. 
In his opinIon, as is well known,1 the upward phase 
consISts in an mcrease in the price of consumers' 
goods and the consequent posslbility of profit for 
the producers. He does not consIder the manner 
in wruch the loans granted by the Banks will affect 
the productive structure and the cost of production. 
Thls conception of the cycle naturally leads to 
conclusions of the utmost lmportance. 

The first of these concluslons is that, by means 
of contmuous inflation, the upward phase may be 
maintained for an indeftrute period, should the bank
ing organisatIon so desrre At the same tIme, the 
remedy for the crisIS is to be found in inflatIon, 
which renders it posslble for every consumer to 
purchase goods, whatever may be the successive 
increases in the cost of production, because the 
Bank supplies the means for increasing the selling 
price to an even greater extent I 

I The second conclusion arnved at is that the up
ward phase will last only until loans are no longer 
granted, seeing that the demand for consumers' 
goods is mamtained by means of loans: or until 

1 .. TIlls IS not mtended as an assertIon that the bankIng 
system IS the only factor m the situation, the net result depends 
on the pohcy of the bankIng system In conjunction WIth vanous 
other factors But In so far as the banIung system IS a free 
agent actIng WIth a definIte deSign, It can, by Intervenmg as a 
balancmg factor, control the final output "-J M Keynes. 
A. TJ'eatJSe Off Money, Vol I. P 183 

a TIlls statement IS more exphclt In Essay. In Persu4SWfI. 
p 148 eI seq. London. 1931. 
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the supply is capable of meeting all possibilities of 
demand. The "boom" will cease, therefore, as 
soon as the price of consumers' goods shows a 
sufficient reduction. But this arrest of prices is not 
necessarily followed by loss for the factory and 
depression on the market. The preceding profits 
may well be annulled, but the lowest profit obtained 
from the sale of the goods may still cover the costs 
of production. A well-balanced supply is estab
bshed, however, at the level of this lower price.1 

According to the theory evolved, the first con
cluslOn, i e. the possibility of perpetuating an up
ward phase by means of continuous inflation, is 
untenable. Even on the hypothesis of a banking 
system under which only cheques are used, w~thout 
the obligation of a corresponding reserve - which 
coincides to some extent Wlth a system of incon
vertible paper I-the loans contmually raise the 
level of prices, but at the same time increase the 
errors of firms, as has been seen, and acceleratmg 
the increase of costs in such a degree that. at a 
certain point. the costs exceed the selling price of 
the product. Since this rapid progress of costs is 
increased. rather than corrected, by inflation. the 
hope of maintaining production by the aid of fresh 
loans is bound. sooner or later. to prove futile. 

The second conclusion is also untenable. It is 
obvious that. at the end of the upward phase. the 
recession of prices and trade depression is bound 

I J. M. Keynes.op at. p. 28g; also Chap XVIII. espeaally 
Section 2. 

I J M. Keynes. op. at .• p. 31. 
I 
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to occur WIthout delay If it can be proved that, 
with no posslbility of proVldIng agamst It, the costs 
may finally exceed the price obtamed for the goods, 
tlus excess lmphes not only the ehmmation of all 
profit and the expenditure of savmg formerly 
accumulated, but also an econOIDlC loss for the 
factory and a consequent contractIon of output 
When, therefore, a deficIt occurs in the majonty 
of firms on the market, the dumnutIon of the 
aggregate mcome is mevitable, WIth all the conse
quences mentIoned above 

, 2. VON HAYEK'S THEORY I 
In Professor von Hayek's opmion, the ongin of 

the trade cycle 15 to be found m the changes of the 
productIve structure or, to speak more precl5ely. in 
the transItIon from a longer to a shorter productIve 
process 1 This transItion takes place when the 
demand of a large group is transferred from instru
mental to consumers' goods 

Thl5 theory is bwlt up by means of a very close 
analysis. Taking into consideration certam con
ceptIons and propositions of Bohm-Bawerk, e g. 
the conception of the average length of the produc
tive process and the affinnatlon that the longer 
processes result in a larger supply of goods'; 

1 The clearest exposlbon of &8 theory IS found III Pnce. 
and Product,on. G Routledge &: Son London, 1932. 

• Made by more recent cnbes, Augusto GrazlaIll, Cafntale /I 
Interesse. Monograph wntten for the Royal Academy of Moral 
SCiences. Naples. 1923, PP 22 and 23, also StudIes by the 
present wnter on the .. Monetary Theory of Trade Cycles 
ReIabon between Interest and DIscount ... G,01'fUIle deCI. Eumo
m,sll, March, 1930 
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admitting the hypothesis that each productive pro
cess for a certain quantity of consumers' goods may 
be divided into various stages, requirIng equal 
periods of time, so that the length of each process, 
or the degree of capitalisation, is proportionate to 
the number of stages; recognising, according to 
von WIeser's distinction, a twofold category of 
instrumental goods, "non-specific," including those 
which may be used in all (or nearly all) stages of 
production, and II specific," including those which 
can be used in only one stage (or very few stages) 
of production; assuming that the contmUlty of the 
flow of capital invested depends on the profit 
assured from each stage of production, Professor 
von Hayek deals Wlth two hypothetical cases m 
which modifications may take place in proportion 
with the eqUilibrium established at a given moment 
between the demands for consumers' and producers' 
goods. Each argument is comphcated, at every 
stage, by the consideration of the banking interest, 
based on a conception previously formed by von 
Mlses.1 

The first hypothesis is that, given an unvarying 
mass of money, part of 1t is wverted from the 
purchase of consumers' goods and applied to new 

I .. The first effect of the Increase of productive activity. 
lrutlated by the policy of the Banks to lend below the natural 
rate of Interest, IS • to rasse the pnces of producers' goods, 
wlule the prices of consumers' goods are very slightly affected • 
But a reverse movement soon sets In; the prices of consumer's 
goods nse and those of producers' goods fall; I e the Interest 
on loans IS raised and again approaches the normal rate "
L. von Mlses, TIII()T1' d,s GIld,s .. ,,4 dn Umlau/smlttei Fisher. 
Jena, 1912 
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production Hence there 15 a decrease m the price 
of consumers' goods and an mcrease m that 
of producers', although not in the same degree 
The decrease in the price of consumers' goods 15 

generally felt more strongly m those productive 
stages whtch are nearest to the firushed product, 
and less in those whtcb are more remote. Thts 
does not unply that the pnces of producers' goods 
m the advanced stages decrease m the same ratio 
as those of consumers' goods, smce the fall 15 checked 
by the greater demand whtch arises for all pro
ducers' goods, now that a larger amount of saVIng 
has been devoted to their production. The decrease 
in price naturally results m a decrease in profits, 
thts being also more marked m the advanced than 
in the remote stages It follows, then, that the 
manufacturer of producers' goods in the advanced 
stages will be dtsposed to curt all hts output. 

But, as has been said, the mcreased demand for 
all producers' goods leads to a declded increase m 
the pnces of those belonging to the more remote 
stages, and a hIgher pnce arouses the hope of greater 
profit. A larger quantity of "non-specIfic" pro
ducers' goods flows, therefore, towards the remote 
stages. But the consequent decrease in the supply 
of producers' goods belongmg to the advanced 
stages tends to cause an mcrease in theIr pnce 
Hence, after a longer or shorter period of prepara
tion, the" specIfic" and " non-specIfic" productive 
factors are dtstnbuted among the various stages m 
such proportions as to equalise the remuneration 
received by factors in each stage. This implIes a 
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tendency towards the equalisation of profits through
out all the stages 

Thus the investment of additional saving in pro
ductive actiVlty, and less in consumers' goods, 
results in an increase in the prices of both .. non
specific" and II specific" producers' goods of 
higher stages; as also a decrease on the amount 
spent in the more advanced stages If, therefore, 
the demands for consumers' goods and instrumental 
goods respectively were formerly in the proportIon 
of, for example, 40 to 80, or I to 2, the proportion 
will now be, pOSSIbly, 30 to 90, or I to 3 

It should be noted that, with regard to the first 
hypothesis, the author does not show that the 
aggregate income of the entire group concerned 
undergoes any reduction. The factors are dIs
placed in favour of the remote (or higher) stages 
only because these are more remunerative. The 
incomes, therefore, are redistributed rather than 
decreased. Manufacturers of consumers' goods, 
and of If specific" producers' goods in the more 
advanced stages, obtain less, wlule those of If non
specific " and If specific " goods in the higher stages 
obtain more. The total remains unchanged. It 
should also be noted that Professor von Hayek 
offers no explanation of the reason why funds are 
diverted from consumption and invested in produc
tive activity. It can only be in the hope of realisingl 
greater profit, at least in the production of certain . 
goods. A larger supply of producers' goods may 
be put in hand, simply in view of the fact that 
consumers' goods, once manufactured, are sold at 
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considerable profit. Hence, as regards any group 
of goods, or of mdustnes, wluch warrants the hope 
of mcreased profit, there must always be either an 
increase m the demand, or a decrease in the cost 
of productIOn, przor to any new injection of savmg , 
that is to say, there must always be a .. favourable 
event" out of the ordmary course, wluch constitutes 
the real origin of the dIsplacement 

WIthout, however, entering into any further 
examination of the theory, it should be noted that, 
m the author's first hypothesIS, the ",sis does not 
necessartly take place In consequence of a larger 
investment of savmg in productIon, a condItion of 
equzhbnum could readIly be brought about, since 
the productIve factors are dIstnbuted in such a way 
as to equalISe the profits of each stage, whUe, 
taking mto account that there IS no decrease in the 
aggregate income, there is no justIficahon for a 
general recesSIOn of pnces 

The second hypothesIS deals WIth the case of a 
mass of money whi\h mcreases because: (a) the 
Banks grant credIts, the greater part of wruch are 
employed m the purchase oj producers' goods, (b) 
the Banks grant credIts, the greater part of wluch 
are employed in the purchase oj consumers' goods 

In the first case, there is a greater demand for 
producers' goods and for the expansion of supplles 
m the productIve stages, in other words, for 
transition to longer productive processes The 
dJiference between tlus and the former case of 
additional savmg is that, in each stage, the pnce 
of goods may mcrease, owmg to the larger amount 
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of money available. This increase may be distri
buted in the form of larger incomes for those engaged 
in the production of the goods, taking into account 
the competition existing among the manufacturers 
who obtain the loans. But, if the length of the 
productive process, the addItional number of stages, 
and also the flow of non-specific goods towards the 
higher stages be admitted, it follows that a point 
must be reached at which the production of con
sumers' goods begins to decrease. An increase in 
price will naturally follow, and this will lead to a 
movement in the opposite direction to I that which 
was started when capital was diverted towards the 
production of producers' goods, seeing that there 
is now a hope that the profit on the manufacture 
of consumers' goods will exceed that on producers' 
goods. The latter, therefore. will no longer be pro
duced in such quantities as before, wlule the pro
duction of consumers' goods will increase. The 
course of this movement will be similar to what it 
would have been had the additional credit been 
devoted, in the'first place, to the purchase of con
sumers' goods, as in case (6). 

What, according to Professor von Hayek, are the 
consequences of this movement? The increase in 
the prices of consumers' goods causes a flow of non
specrlic producers' goods towards the more advanced 
stages. The 'manufacturers of such goods in the 
more advanced stages also receive greater remuner
ation. Only the .. specific II goods of the higher 
stages remain unemployed, decrease in price, and 
finally are produced in much smaller quanhtIes. 
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This, accordmg to Professor von Hayek, explams 
why, at a gIven moment, many factors cannot find 
employment 1 

It 15 true, he adds, that the Banks may still defer 
this unemployment unhl new credIt can be found 
In this way the supply of producers' goods can be 
increased, so as to maintam the proporbon estao
hshed between producers' and consumers' goods at 
the hme when loans were devoted to mcreasing the 
supply of the former. New loans, however, cannot 
be granted ad infimtum for the purpose of main
tammg a fixed proportion through all vicissi
tudes A point must always be reached at wruch 
the Bank is no longer in a position to grant such 
loans. Then will come the return to less" capita
hsbc" production and the number of stages will 
be reduced. The recurrmg modlfications 10 the 
proportion between the demands for consumers' 
and producers' goods, wruch the Banks cannot 
always succeed 10 ehminatmg, must ineVltably lead 
to a crislS. 

3. OBSERVATIONS ON PROFESSOR VON HAYEK'S 

THEORY 

While fully appreciating the subtlety of the 
analysis which is here bnetly summarised, we must 
express some doubt as to the necess,ty of a general 
CrISlS, even according to the second hypotheslS. If 
it be admitted, as Professor von Hayek implicitly 
admits when he quotes von Mises, that a fall in the 
discount rate f creates' the dlScrepancy between 

1 F von Hayek, Pru;es and ProductlO1J, (at, p 87 
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cost and price, and constitutes the "favourable 
event" which originates a cycle, it is hardly con
ceivable that, simply because money is cheap, 
the production of producers' goods of every de
scription is expanded for the purpose of producing 
larger quantities of consumers' goods of every 
descnption, by means of longer productive pro
cesses. (It has been demonstrated, both by argu
ments and by facts, how improbable it is that a 
fall in the dIscount rate could have such an effect 
as von Mises imagines) 

On the actual market, however, the costs and 
prices of the dlfferent goods are not equal There 
will always be a group of goods which appear to 
be more profitably produced than others, and to
wards this group will flow by preference the funds 
granted at a low rate by the Banks. Similarly, the 
production will be expanded, not indeed of all kinds 
of producers' goods, but of those which are 
necessary to the increased production of that 
group of consumers' goods which is sold at the 
highest profit. The production of such goods will 
be maintained until it is estimated that the price 
covers the cost. At this price there is a tendency 
to establish a supply adapted to the demands of 
the market. 

Accordmg to the author's argument, when the 
increased production of producers' goods required 
for (J given group of consumers' goods leads to a 
scarcity of other groups of consumers' goods-with 
a corresponding increase in price from the moment 
when the demand for them becomes constant-the 
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non-specIfic goods apphed to production which was 
formerly profitable will be diverted towards the 
production of these other groups of consumers' 
goods In so far as greater remuneration is expected 
and obtained from them. Greater remuneration 
will also be obtained by the producers of" spectftc" 
producers' goods in the vanous stages necessary to 
the manufacture of these consumers' goods which 
have increased in pnce. Only the "specific II goods 
of the remote stages of the firushed products which 
have decreased in price, as compared with others 
WhICh have increased, will be unemployed. ThIS, 
however, is very far from constitutIng a decrease 
in the total mcome of the commuruty, and a general 
recesSIon of pnces. 

It should be noted also that the flow of "non
specific II goods towards the production of that 
group of consumers' goods WhICh, owing to thell' 
scarCIty, have Increased in pnce leads finally to a 
reduced output of those consumers' goods from 
WhICh they were diverted If the demand for these 
last-named goods shows no dechne, it follows that 
theIr price will Increase; hence, for the second hme, 
they will attract either the "spectftc II goods 
belongmg to the higher stages, which have been 
unemployed, or the "non-spectftc II goods which 
had been diverted towards the production of those 
goods which had become scarce It will now be 
necessary to increase the number of stages if the 
supply is to be increased. These movements of 
productive factors will continue until-as in the 
precedIng case-a redIStnbution of producers' goods 
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has taken place, together with the equalisation of 
the profits assured by each productive branch and, 
within the ambit of each branch, by each stage 
supplying goods again found to be necessary to the 
production of a certain quantity of consumers' 
goods. 

Hence it is inconceivable, according to Bohm
Bawerk's and the author's premises, that as great a 
mass of consumers' goods, constantly demanded by 
the market, could be produced through long pro
ductive proc~sses Wlth numerous,stages as through 
shortened productive processes with fewer stages 

There can be no doubt that, while factors are 
diverted from one group of goods to another, accord
ing to economic principles, i.e. for the purpose of 
lugher remuneration, productive methods should be 
improved in such a way as to make it possible to sup
press certain stages, together Wlth the corresponding 
II specific II goods, otherwise there will be a net 
decrease in the aggregate income, with no counter
balancing increase in other parts of the market 

This coincidence, however, is not hkely tb occur. 
In each case an extraneous event, not contemplated 
by the author, would be introduced into the pro
ductive structure. Hence, even if the hypotheslS 
of an increasing mass of monetary means be accepted, 
the inevttaiJiZJey of a general CflSis does not spring 
from the displacement of productive factors so that 
they may be employed in more remunerative pro
duction. Nothing more important than particular 
and temporary movements of factors is hkely to 
occur, for a crisis in certain branches of industry 
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IS counterbalanced by the prospenty In others. 
The pOSSIbility of a general cnsis, wroch only arISes 
when a reduction occurs In the aggregate income 
of the enhre commumty, IS confined to the occur
rence of some event extraneous to the productIve 
structure. Examples of such events are' an Im
provement whIch elIminates the need for certain 
producers' goods and consequently of the corre
spondIng stage of production, a decline m the 
demand for certam goods onginally produced at 
greater profit, with no compensatmg increase else
where, or an mcrease m the rate of mterest, owmg 
to the bankIng SItuation 

It IS mterestmg to notice that, while this bnlliant 
wrIter does not deal With the possIbility of entre
preneurs cOmmIttmg errors of excess in theIr out
put, he accounts for the CrISIS by an explIcIt 
reference, towards the end of his work, to a collec
hve error in production 1 He affirms, m fact, 
that the credits granted by the Bank are employed 
at first m manufacturing producers' goods of every 
descnption m order to mcrease the production of 
consumers' goods. As the productIve processes 
become longer, the available quanhty of consumers' 
goods begms to decrease. This IS followed by a 

1 "The situatIon would be smular to that of a people In an 
ISOlated Island d, after havmg partially constructed an enor
mous machme wh1ch was to proVlde them With all necessitIes, 
they found that they had exhausted their savmgs and free 
caPital before the new mach1ne could tum Its products They 
would then have no chOice but to abandon temporarily the work 
on the new process and to devote all thelJ' labour to producmg 
thelJ'dally food, Without any capital "-F A von Hayek, op Cit , 
P 84 
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reckless return to their production, in order to meet, 
as far as possible, the demands of the market, which 
have not varied. Thus the manufacture of producers' 
goods is interrupted. It must be observed, how
ever, that this collective error, which is due to 
an entire lack of foresight regarding the marketing 
and the profits of producers' goods, seems altogether 
inexplicable. .. 

As a' rule, the individual entrepreneur extends 
his plant in proportion to the margins of profit 
which he already anticipates, whether on account 
of the reduction in the rate of interest, or in conse
quence of any other event. If he should be mis
taken in his estimate, the reason is that the cost 
and price are modlfied to a degree that could not 
be anticipated. 

But, in admitting that entrepreneurs of all in
strumental production hasten to extend their plant 
simply because they can raise loans at a low rate 
of interest (although there is no prospect of selling 
goods thus produced within a reasonable time 
and at an appreciable profit), while at the same time 
neglecting the production necessary for meeting the 
normal demands of the market, Professor von 
Hayek is fully accepting the theory that the crisis 
is due to the errors of those responsIble for the 
undertaking, though he presents it in an exaggerated 
and improbable fashion. 

To sum up: in the author's chain of reasoning 
the crisis is imputed to the Bank's inability to 
continue to grant loans indefinitely, which makes it 
impossible to maintain the established prowrtion 
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between the respective demands for consumers' and 
producers' goods He thus gIves primary Import
ance to those very "monetary causes" which he 
hlffiself has throughout carefully subordmated to 
other and deeper reasons connected with the pro
ductive structure 

4. SALTER'S AND SCHANZER'S THEORY 

AccordIng to other wnters, the declSlve factor of 
the present depreSSIOn IS to be found in the polItical 
condttIons which prevatled after the war These 
condttions have had profound repercussIOns in the 
economic field, espeCially as regards the instability 
of the monetary system of drlferent countnes and 
the growth of protectionIsm 

Among the many works m agreement With thIS 
trend of thought mention may be made of two, VIZ 

Recovery: the Second Effort, by S11' Arthur Salter, 
one of the greatest exponents of the League of 
Nations in the effort to reconstruct Europe, and 
also It M'undo Ira la Pace e la Guerra (The World 
between Peace and War), by Carlo Schanzer, formerly 
an Itahan MInister of State The last named is a 
scholarly work beanng eVidence of careful prepara
tion 

DIfferent as they are m conception and analytical 
processes, the two works are allke m theIr cntical 
examination of the factors wruch, accordIng to the 
respective authors, have combmed to bnng about 
the present condttlOIlS. Nor are they entIrely at 
variance With the opinIon expressed in the MInonty 
Report of the Geneva Delegation on Gold, wruch 
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brings forward, as the preliminary and essential 
cause of the crisis, the unequal distribution of gold 
among the various countries. This is an injustice 
which, hke so many others, is aggravated by the 
question of reparations and war debts. 

As a matter of fact, the proposlhon has no true 
theoretical basis. In the monetary field it depends 
on the principle of the "pure gold standard " and 
the circulation of notes readlly converhble into gold 
In international relations It reaffirms the advantage 
of free trade for all countries. It goes so far, how
ever, as to ~dmit that the violation of these prin
ciples has led to the collapse of prices from which 
we are now suffering. This statement, too, sounds 
well in the mouths of pohticians and "practical 
men," who for once find themselves in agreement 
with theorists in admitting the undeniable influence 
of these principles upon the life of a nation. 

There can be no doubt that monetary disorganisa
tion and hindrances to the freedom of international 
relations render the course of economic hfe difficult. 
reduce the revenues of those countries which raise 
protective barriers. and also increase the burden of 
costs to such an extent as" to provoke a crisis, as 
at the present time. 

But the recognition of the foundation of these 
principles, and of the result of their violation, does 
not imply that a complete explanation is offered 
as to how and why economic fluctuations are pro
duced in all times and all places. 

It is only necessary to observe the phases of 
depression in the cycle which began its course after 
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the war, and to note the" occasional" factors-as 
pohtIcal factors must be-wluch have assumed 
notable unportance in bringmg about the depressIOn 
durmg the penod referred to. Cyehcal phenomena, 
however, have taken place also when there were no 
such events to account for them, i e. events extran
eous to the econonuc and productive structure. 
Moreover, the theory of the above-mentioned 
wnters, although supported by unquestIonable prin
cIples, is not concerned with the discovery of the 
recurrent factor which governs the detenrunation 
of each cyehcal vicisSItude, or the discernment of 
the mechanism behmd the development of the 
fluctuation itself It 15 true, therefore, only Wlthm 
the penod under conslderahon. When It leads 
to the enunciation of concrete proposals for remedy
ing the present depreSSIOn, -there is no means of 
proVIng that the removal of the "occaslOnal" 
factors WhICh have brought about the present CflSlS 
must lead to a general revival and a period of 
prosperity. The reason is that the theory does not 
take mto account the motives for puttmg mto action 
the mechanISm of an economic fluctuatlon, nor the 
processes by WhICh this fluctuatIon 15 effected 

This explams why, in the proposals of the above
mentioned writers, so httle consideration 15 gtven, 
not only to the pOSSIbility of gtving effect to 
them but to theIr practIcal efficacy, even If the 
experiment could be made. In th15 connection, 
it 15 perhaps advisable to dispel certam illUSIOns, 
confinmg our attention prmClpally to two of the 
remerues proposed, viz. a return to the gold stan-
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dard and the abolition of tariffs, since most of the 
other proposals either lead up to, or result from, 
these. 

S. RETURN TO THE GOLD STANDARD AS A REMEDY 
FOR TRADE DEPRESSION 

Is it possible to return to the gold standard, as 
it existed in 1913? 

I t has been shown that the adoption of a managed 
standard is not an arbitrary actIon on the part of 
Governments and banks. but rather the chmax of 
a process of adaptatIon to certain conwtions. These 
conditions are in part objective, such as the increase 
of monetary wants and the mass of crewt, the 
absolute decrease of gold in proportion to the in
crease of the want of money, and the greater inflow 
of gold to certain countries as compared Wlth others. 
In part, also, they are politICal, being the result of 
post-war conditions, such as the hoarding of gold 
by the credItor countries into which it flowed. the 
forestallmg of gold by other countries for present 
and future requIrements, and also the increasingly 
artlficial distnbution of gold as a result of the 
schemes for the settlement of reparations and war 
debts. It must also be admitted that, even if the 
political conditions could be changed, the objective 
condItions must always remain. necessitating strict 
economy in the use of the metal. Hence the return 
to a system of notes freely convertIble into gold 
seems extremely unlikely. 

If, however. an international organisation, in
vested with the power now possessed by the countries 

K 
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owning the greater part of the gold, were formed 
for the purpose of regulatmg the purchasmg power 
of gold in such a way as to mamtam the general 
pnce level m each country, there would be a return 
to a managed standard, certainly more rabonal than 
that eXlStmg at present, but equally far removed 
from a free and automatIc gold standard. 

Here, however, IS a PItfall ThIS mtemabonal 
organISation may maintam unchanged the general 
pnce level, as it eXlSts m each country in accord
ance With a given monetary arrangement, m which 
case Its value as a means of remedymg trade depres
sIon will be negligIble as soon as it reframs from 
modrlymg eIther costs or pnces. Or It may tend to 
restore lower gold pantIes, after the depreClatIon 
of certam currencIes. 

The opmlon has recently been expressed by the 
Umted States of America that a fixed unIVersal 
standard of the purchasmg power of money should 
be estabhshed on a gold baslS. ThIS followed lffi

medIately on the embargo on gold, the result of 
the panIc of March, 1:933, which was due to the 
excess of loans Furthermore it is said that the 
desrred object can only be attamed by the de
precIatIon of the dollar; that the problems of 
increasing world prices and creatmg fresh possi
bilitIes of work for men and women who need It 
are m reahty one and the same; 1 that the Amencan 
Government mtends to facilitate matters for debtors 

1 Quoted from the report of the conversatIon between 
President Roosevelt and the Hon jung, ltahao ~hnlSter of 
Fmance. 6 May, 1933 
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by raising the prices to "such a point that those 
who have contracted loans will be enabled to repay 
them, generally speaking, in currency of the same 
purchasing power as when the loan was granted." 1 

It is not easy, however, to beheve that the return 
to the gold standard by international agreement, 
and possibly preceded by a more or less drastic 
depreciation of currencies, can afford means of 
escape from the phase of depression. 

In the case of a deliberate depreciation of the 
dollar only, nothing can be. definitely affirmed as to 
the facility of an industrial revival. If to-day the 
cost of production exceeds the market price, the 
currency must be depreciated to such an extent as 
to ehminate this excess. Should it be desired also 
to create profit in order to stimulate productIon, 
the deprecIation must be on a still larger scale. 
How far would any Government be prepared to 
pursue this slippery downward path? It is dlfficult 
to say. Hence a reVlval due to the depreciatidIl 
of the currency is impeded, from the outset, by this 
uncertainty. It depends entirely on the degree to 
which the Government feels the necessIty of depre
ciating its currency in Vlew of the cost of productIon, 
and on the price level which must be reached in 
order to admlt of a reasonable profit. 

The progress of the costs, however, IS no less un
certain. In the case of all enterprises which are 
not reorgarused and worked on more economic lines, 
the reVlval tends to bring about, sooner or later, a 
progressive increase in costs such as that which 

I Speech broadcasted by Pre&ldent Roosevelt, 8 May. 1933. 
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culmmated in theU' present excess over market 
pnces What, therefore, may be expected? Will 
recourse be had to a further deprecIation in order 
agam to equalise costs and pnces? If a Govern
ment periodlcally avalls Itself of such a method of 
covenng fresh defiClts, the ineVltable result will 'be 
the anruhilation of the currency, whUe the deficlt 
in the natIonal balance and the balances of pnvate 
enterprises will remaIn. Germany, Austna and 
Poland depreciated theU' currenCIes unbl they were 
practically worthless, but, in spIte of thIs, they 
have nelther strengthened theU' econonuc structure 
nor increased theU' capacrty for future expansIOn 

Nor does the hypothesis of the delIberate depre
ciation of certain currenc~ only appear more 
reasonable. When the dollar was defirutely diS
sociated from gold, many currencIes hnked Wlth it 
inevitably followed the same course, elther by force 
of circumstances or by internatIonal convention. 
In both cases the exportIng industnes of these 
countries would ineVltably compete Wlth surular 
American industries by forestalhng the selhng 
markets, their chance of success increasmg in pro
portion to the depreciation of their currency. 
Furthermore, they would tend to invade the Ameri
can market which, despite all declarations of a 
truce in tariffs, would be compelled to protect 
itself, by means of higher customs dutIes, from the 
new" dumpmg" This would lead to a wave of 
protectionism throughout the world, smce It would 
be very drlIicult for any country, seeking to improve 
its situatIon by mampulating the currency, to re-
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fram from safeguardmg Its fundamental industries. 
As regards America in particular, this necessary 
raising of the tanffs would soon do away Wlth any 
increase in exportation due to the deprecIatIon of 
the dollar. It is not possible, therefore, to take 
up the illogical position of increasmg exportation 
and hindering importation, seeing that imports are 
in reality payment for exports. 

What, then, is the advantage of depreciation? 
It does not ensure a genuine revival, such as the 
world needs in order to recuperate. It promises no 
appreciable increase in the exports of those countries 
in which it has taken place. It is not even Just, 
since, for the advantage of debtors (although the 
debts may be those of the Government and publIc 
bodIes towards the nation) senous injury is inflicted 
on other classes far more numerous and certainly 
not less mentorious, namely, workers in receipt of 
fixed incomes, landowners, and persons in possession 
of savings. The crisis, which results from a gradual 
accumulation of errors, cannot be suddenly arrested 
by monetary miracles. 

A further point-and one which is already under 
consideration-is that, after depreciation has taken 
place a fixed standard of currency must be re
established by each country. No Economic Con
ference or international power 15 capable of lowering 
the existmg gold parities without causing considerable 
inconvenience. Every country in which the currency 
is depreciated is faced with a far-reaching problem, 
viz. the adaptatIon of its whole economic structure to 
the new standard of values: an adaptation only to 
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be effected by means of a process of stalnZlsatlon 
which, as is demonstrated by four or five years' ex
penence, must necessarIly be gradual and labonous 

If, m the antIcipated process of stabilisatIon, the 
currency is depreciated even to a luruted extent, 
the much desIred reVlval will be greatly impeded. 
Thus depreciatIon serves no purpose but that of 
cancellmg outstandmg debts and dlSpellmg distrust 
for the future m regard to contractual undertakmgs. 

It can also be admItted that, Wlthm reasonable 
limits-i e as regards the present purchasing power 
of certain currencies-legal deprecIation is necessary 
in order to resume a gold system managed by mter
natIonal agreement But It 15 qUIte certam that 
this resumptIon, whether or not preceded by the 
depreciation of the currency, forms only a pre
hmmary condItIon for secunng to a country the 
amount of money and the elasticity of circulation 
wroch it needs at such a penod and hence reducing 
the danger of future oscillations in prices But it 
cannot be regarded as an effectIve remedy for trade 
depression sunply by reason of the fact that depre
ciatIon is a convement resource for Governments. 

6. ABOLITION OF TARIFFS 

The proposal to abol1Sh tanffs seems perhaps to 
offer greater hope of success in this respect. It is 
true that some persons, apparently more practical 
than others, advocate a reductwn only, since they 
desire to retain a certain degree of protectIon at the 
frontiers. They affirm that th1s is necessary in order 
to assure to the country a vanety of products, some 
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of which could not be obtained Wlthout a certain 
degree of protection, however slight. They claim 
that it affords a safeguard from "dumping" by 
other countries. i e. the invasion of goods at prices 
so low as to be calculated to destroy competition, 
either from the country into which they are intro
duced or from others. In reality such persons wish 
to retain some degree of protection in order to safe
guard the interests involved, from which no Govern
ment has ever succeeded in liberating itself. For 
the purpose of studying the phenomena more 
closely. however, we will select the most favourable 
hypothesis and consider the abolition of tanffs-the 
principle which is attributed with so much pleasure 
to hberal doctrines. Can it put an end to the cnsis 
and remedy the depression? 

Tariffs hmder the flow of products at low prices, 
therefore their abolition undoubtedly offers 1Ill

mediate advantages to the exporters of goods from 
foreign countries and the consumers in the country 
which has estabhshed free trade. It is possible, 
however. that certain classes may be adverselY' 
affected by the change. 

No exhaustive analysis of the subject is needed 
in order to show that, if tariffs were abolished. none 
of the industries which previously enjoyed protec
tion could survive. The country would be faced 

. by two alternatives. 
The first is the disclaiming of all responsibility, 

on the part of the Government, for the consequences 
of the innovation. In that case there would be 
serious loss of capital in industries which had 
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formerly been protected, as also unemployment on 
a vast scale This state of affairs would contmue 
untu, on one hand, the saving effected by the pur
chase of products at reduced pnces and, on the 
other, a posslble increase in the demand for horne 
products on the part of countnes whose exports 
had mcreased, led to the reVlval of these industnes, 
or to the expanSlon of others The increased 
demand for produchon would then lead to the re
absorption of men and capItal. ThlS process, how
ever, IS mdIrect and tedious In ItS earlier stages, 
moreover, the advantages obtained by the abohhon 
of tanffs would be neutrallSed, if not outweighed, 
by the losses mcurred. Thus the economic reVlval 
could not take place m the event of the Govern
ment disclaimmg all responsibility for the results 
of the suppression of tarIffs 

The second alternahve is that the Government 
should mdemmfy the industnes concerned for theIr 
losses m thiS respect, whIch at first SIght appears 
more just The amount required for such mdem
mties, however, must be ralSed eIther by taxatIon 
or by loans In either case, thiS places on the 
country addIhonal burdens which may well prove 
to be very heavy, taking into account the extent 
of the protected mdustries Such burdens may 
thus neutral1Se, or even exceed, the advantages 
derived from the new system 

It is inevitable also that a number of problems, 
by no means easy of solution, should arise in connec
hon WIth the payment of the indemruties; whlle 
the choice of an unsatlSfactory method would only 
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worsen the situation. It would be easy, for in· 
stance, to compensate proprietors and capitalIsts 
for their losses, but how could the workers who 
have lost their employment be compensated? By 
grants from the Government? By employment in 
publtc works? Account must be taken also of all 
the repercussions caused by the two oppostte lines 
of action. How, for example, will the capitalIsts 
employ the sums they receive as indemnity, if the 
country cannot offer profitable production in which 
they may be invested? For reasons connected 
with the absorbing countries and the internatlOnal 
markets, it is quite possible that the development 
of such productive achvihes will be retarded. 

On practical grounds, then, the sudden redlstri· 
bution of wealth which would accrue from the pay
ment of indemnities could not fail to cause an 
economic upheaval. The protected industries of 
the pnncipal countries represent enormous sums. 
It 15 hardly conceivable that the great coalttions 
of interests benefited by protection could be easlly 
deprived of their industrial interests, which repre
sent the result of years of work together with generous 
gifts from the Government, for the benefit of the 
consumers and the facilitating of a somewhat 
problematic economic revival. 

There is considerable resistance in a strong com
bination of interests, cemented by habit and pre
judice The ease with which it may be overcome 
depends upon the inducement offered, in the form 
of an indemnity, to those who have been deprived 
of their normal occupations. On the other hand, 
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a heavy burden is imposed on those who, directly 
or indIrectly, provide the amount reqUIred for thIS 
purpose, which benefits a class formerly in the 
enjoyment of consIderable privlleges. 

It is illummating to note in passmg some of the 
consequences of the abolltion of tariffs, smce actual 
examples are extremely rare. However logIcal a 
theory may appear to humaruty, It is wfficult to 
put it mto practice. Thus the SCIence of economICS, 
whIch is logical, is often wametncally opposed to 
politIcs, or the expressIon of interests and some
times of sentiments among the less advanced 
members of the commuruty. 

But a close exammation of the two remedies 
proposed IS perhaps superfluous, seeing that their 
applIcatIon is dependent on one prelimmary con
wtlOn whIch can only be brought about wIth great 
dIfficulty. 

The adoption of the gold standard and the aboli
tion of tanffs allke unply unansmous goodwIll among 
all nations, expressing itseU in the form of mter
national co-operatIon for the weUare of the mdi
Vidual and of humanity at large. This unanImOUS 
goodwill should first find expression in a IDs
position to curtail armaments, m order to reduce 
the overcharged budgets, and to dimInish the 
productIon of war material-a most unsatisfactory 
proceedmg in the opInion of certain sections of the 
publlc. 

Unanimous goodWill demands that the problem 
of reparations and war debts should be settled on 
the ground of a clear understanding of the debtor 
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countries' possibilities of payment and the credltor 
countries' possibilities of absorption. without serious 
injury to elther, although it might involve a sacnfice 
for all, especially the wealthier countries. 

It demands that the atmosphere of insecurity, 
which for years has been the paradoxical result of 
a position of s<>-called "armed securIty," shall be 
dispelled; that there shall be a return to the custom 
of investing capital abroad, as regards creditor 
countries, which receive greater wealth than they 
give out; that it shall be made possible for debtor 
countries to give their products in payment for 
goods and capital imported. 

Too many premises, perhaps I But it is not until 
these preliminary conditions have been fulfilled that 
any profitable discussion can take place as to how 
the mechanism for international payments may be 
improved by means of an improved II managed II 
standard; and only then will it be reasonable to 
cease from hindering the flow of products and 
capital between the various countnes by the gradual 
abolition of tariffs. Then. also. the unequal distri
bution of gold will be adjusted, proving itself to 
be less the cause of the crisis than the result of other 
conditions brought about by the cnslS. Already, 
in fact, the distnbution of gold among industrial 
and financial investments tends to be m favour of 
the latter, owing to the increase in the purchasing 
power of the gold coined during a period of high 
prices. Thus the amount of gold which has been 
so far concentrated in the United States tends to 
become redIStributed throughout the world, in con-
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sequence of the revival of international trade and 
the dIfferent lmes of monetary pohcy. 

To state the matter frankly' so arduous is the 
task of assuring peace m many fields and between 
many confilctmg mterests, so unconvmcing are 
the results of efforts to settle mternational questions 
of the utmost graVlty-(m this connection it 15 only 
necessary to mention that hberal Great Bntain 
undertook at Ottawa not to suppress certain heavy 
duhes, Wlthm a period of five years, Wlthout the 
consent of the DominlOns, also that the adoption 
of the preferentIal system between Great Bntain 
and the DOmlnlOns has mcreased the difficulty of 
lowenng the barners agamst countnes outside the 
Emprre, by means of the most favoured nation 
clause)-and finally, so doubtful 15 the prachcal 
efficacy of both the remedies proposed, even were 
it possible to apply them, that the second means 
of escape appears by no means hopeful. 



CHAPTER VIII 

PRACTICAL CONCLUSIONS 

THE question therefore arises: Is there no other 
remedy? Must we remain in the state of depres
sion which prevails at present, until Providence 
sends a favourable event? Is this the last word 
of economists on the subject? If so, what becomes 
of the claim that the study of economics is a guide 
to the fundamental reality, that it clarifies our ideas 
on complex social phenomena? At the moment, 
there appears to be some justification for those who 
declare that it has been of no practical value since 
the outbreak of the war. Of what use is any science 
that does not guide us towards the solution of urgent 
problems? Advice, at least, may be obtained from 
a student of medicine or botany, even though its 
value in regard to the matter at issue may be doubt
ful: a general agreement may be reached on a 
question of hygiene. But what do we find in the 
economic field? Rigid with technicahties and 
argument, uncertain in their analysis of causes, 
economists have not even the art of formulating 
theories which appeal to the public. Yet there are 
so many schools of thought and so many candidates 
who VIe Wlth each other for leaderslup. 

149 
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sacnfice of certam local mterests, or the uprooting 
of anti-economic orgarusations which have gathered, 
hke parasites, on commercw hfe. 

If we pass from the cost of marketing to that 
of productIOn, we shall find in every factory possi
bilities of economy. All that is necessary is con
slderable patience and a certain degree of intelli
gence. 

It 15 of primary importance that producers and 
dealers should be able to calculate preclSely the cost 
of a productive process, at least a posterwri The 
maJonty of them, however, cannot do so, thelf 
nearest approach 15 to calculate it on the basis of 
a percentage on the sales. Thus it is not possible 
to follow the course of expenditure during the 
dlfferent penods of the factory's existence, to 
obtam up-to-date information of all possIbilities 
of sales on the vanous markets, or to know 
the exact total of the so-called economIes, both in
ternal and external, effected in each factory Many 
people imagme that they are thoroughly acquamted 
Wlth the mtunate workmg of the factory, whue m 
reahty they are entirely ignorant of it The only 
means of becommg fanuhar with all the detaUs 
of a large factory is the study of the copious m
formation afforded by a carefully collected mass of 
statlStics, obtained by the talent and initiatIve of 
the entrepreneur. Unfortunately, however, it 15 

very dlfficult to gain access to all thJS information, 
owing to the desire for secrecy. As a matter of 
fact, the further the investigation was carried, the 
easier would It be to deal Wlth extravagance, negh-
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gence and defects in the management of the factory. 
Increased knowledge undoubtedly would lead to a 
reduction of the costs. 

REDUCTION OF COSTS: INCREASE OF 
PRODUCTIVENESS 

In the second place, as has been said, l it is neces
sary to be convinced that economy in the expendi
ture, without detriment to the product or duninu
tion of the aggregate income, is beneficial to the 
individual and to the commumty. We have seen 
how fallaclous is the opmion that a reduction in 
costs would always lead to a reduction in incomes, 
and so worsen the situatIon. If the pollcy of 
a reduction of costs were adopted simultaneously 
throughout the country, on a large scale, it would 
probably lead to a temporary reduction in the 
standard of living of certain classes, VIZ. those 
whose services could be most easily dispensed 
wlth under the new conditions. But the sacnfice 
imposed on the whole community would be less 
severe, and of shorter duration, than that de
manded by any other of the remedies proposed. 
Moreover. even this sacrifice could be avoided 
if the reduction of costs were first effected in 
the manufacture of those goods which have the 
largest market. since a diminution in their price 
would be more widely felt than in the case of 
goods for which there was less demand and would 
increase consumption. 

If, then, instead of compelling banking institu-
1 See Chapter II. p. II, footnote. 

L 
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tIons to grant unprofitable loans solely for the pur
pose of prolongmg the existence of certam specIally 
favoured firms, Governments would endeavour to 
proVlde credit for undertakings m whIch all WISe 

economies had been effected, they would encourage 
retrenchment and facilitate further development 
on these lines. 

In order that these efforts may be fruitful it is 
also necessary that the currencIes should be stabilised 
ap,d the tariffs reduced. The endeavour to effect 
Wlse economies in production accentuates the diverg
ence of the "comparative costs": the essential 
factor m the development of new currents of com
merce 1 Governments should do thelf utmost to 
stabilise the purchasing power of the currenCIes 
and to enter mto negotIations for the reduction of 
tanfis, more particularly between those States whlch 
present wide pOSSIbilitIes of reciprocal outlets for 
their respective goods Thus, when the pomt on 
wroch the efforts must be concentrated becomes 
evident, other remedies will be subordmated to it 
and assist in bringmg about a complete revival. 

A solutIon of thlS nature, conslStmg as It does in 
the deVelopment of details of productIve techruque, 
must necessanly appear insigruficant in comparISon 
with the magnitude of the phenomenon. Such a 
solution, relymg entirely on facts, unsupported by 
brilhant phrases and holding out no hope of miracu
lous results, may appear uninterestIng Great up
heavals sometImes result from trifling errors. The 

1 nus result cannot be lundered by unstable currency or 
protectIve pohcy. 
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correction of these errors is the entry to the road 
which leads back to nonna! conditions. The atten
tion bestowed on apparently unimportant events 
may lead to the explanation of striking phenomena. 
Keen and reflective research does not debase scieQ
tific study to dull and humiliating drudgery but, 
on the contrary, serves to illumine it. 

Those who are eager to put an end to the depres
sion are confronted by a laborious task. They must 
reduce costs with the energy which springs from 
conviction, persevere steadily in this course and, in 
the new productive activity, avoid errors as far as 
possible; at the same time fuliilling other condi
tions which will not neutralise the benefits obtained. 
In any case their efforts will not be fruitless. On 
the contrary they may lead to a new phase of 
prosperity, especially in those countries where 
social forces have been seriously disciplined. 'In 
this strenuous effort in the direction of economy, 
in which man's intellect is brought into ever closer 
touch with the practical work of production, is it 
not possible that some invention~ applicable to 
many industries, may be brought about, such as 
an important technical improvement, a substitute 
for some costly raw matenal? This has often 
happened in the past, after a critical period, and 
such a discovery would bring a reviving breath of 
prosperity to a depressed world. 

For rescue from stagnation, it is always better to 
look to a continuous effort, which cannot fall to bring 
about a result, rather than to the application of 
certain methods proved by history to be unsound, 



:r56 ESCAPE FROM STAGNATION 

such as inflation. or to the delusIve hope of uni
versal goodwill, WhICh 15 mcompatIble With national 
interests Let us trust. not to others' reasomng. 
but to our own. Accordmg to our own concluslOns 
let us bUIld. The essential dlgmty of man demands 
that his greatest conquests and most lastmg happI
ness shall sprmg from hIS own inventive and 
productive energy. rather than from a welter of 
political mterests. 
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The coneblSlons of tbe book, a1tbougb as free froln b ... as may be, are hkdy to 
gIve nse to some controversy If 

THE ECONOMIC TENDENCIES OF TO·DAY. 
By STEPHAN VlLJOEN, Ph D , of the Uruverslty of Pretona 

Demy Bvo 256 PP 10 •• 6d. 
CoNTBNTS The Nmeteenth Centnry-PopuJat.on-Enterprise-Transporl, Po...,. 

and the Location of Industnes-OrgawsatlOn (II RatlODlJlJsatJon, (II) Conct'lltra· 
bOD, (III) The Causes and Effects of ConcentratIOn. (IV) Marketmg-PolJc,. 
(I) SoclaJ Pohey (U) Industnal PolJcy 

BRITISH PUBLIC EXPENDITURE, 1921-31. 
By JOSEPH SVKES, M A, Head of the Department of 
Economlcs, Umverslty College. Exeter. 

Demy Bvo 430 PP lSI. 
The many changes winch bave occurred m the Bnwb I,..tem of tautlOll 10 the 

post-war penod ba.., AlCelved a faa measure of altentlOll froln domestlc e<ODOII1IIt, 
Unbl recently, however, not so much attentwn bas been gIVeD. to cbangee m e .. penru. 
ture QUesllODS of expemhture have come to assume large Importance, and tbIo 
volume records the more Important changes that occurred dunng the decade 1921-
31 (March) and to trace their more obVIOUS ecooomtc and IOCIaI OODJeqUf'D"'" 

CHANGES IN THE STRUCTURE OF WORLD 
ECONOMICS SINCE THE WAR. 
By DR FELIX SOMARV, WIth an Introducbon by T E 
GREGORV. D Sc (Econ). Professor of BankIng and Currency 
ill the Umverslty of London 

Crown Bvo 224 PP 7 •• 6d. 
Wntten hy an emment Contmental banker, tins book dea1s ... tb tbe present 

pohllcaJ and econorme problems 01 Europe, and ... ,b thooe currents of publJc opuIIOII 
which are shapmg the oonne of events to-da,. The Issues dJsc:uaoed range froln the 
possrblhbes of Franoo-German c<HIperatlOll to Empue Free Trade and the dangen 
of contmued European partJcu1ansm ID the fane of the 0ClQII0III/c p<>"u of the V",1ed 
States 

P. S. KING & SON, LTD. 
14 Great Smith Street, Westminster 



BOOKS TO READ. 
THE ITALIAN CORPORATIVE STATE. 

By DR. FAUSTO PJTIGLIANI. 

Demy 8vo. 320 pp 15 •• 
TbIa book deocrIbee the economlc organisatlon of the FalCllt CorporatIVe State and 

emphulid the real Iclllevementl of the System. mamly In the field 01 Industnal 
reJatlono The growing Influence of • opmt of Iyndlcal coheoloD among employers 
and workerl ... participant. iD natlooal productum, ia Ihown iD the dewlopmAlot 
olth. occupatlODai 8IIOC1atiDoe and iD the cooalitutum of the organa rospooable for 
the Jta1lao ecoDOIIlIC movement. 

AUSTRALIA IN THE WORLD DEPRESSION. 
By E. RONALD WALKER, Lecturer m EconomlCS m the 
UruversIty of Sydney. 

Demy 8vo. 232 pp. 10 •• 6d. 
AUlIraIla " .. 000 of the lint couolrieo to esperieooe tho present world slumII' 

TbIa hook traceo the way iD which ovene .. cboturbanceo have reacted upon the 
AualralJao OCOIlomy, and diac ...... 1n detail the oflecta of the varioua pohcleo adopted. 
It ia the lint comproboDaive Itudy of tlua subject 

UNEMPLOYMENT IN GERMANY SINCE THE WAR. 
By K. I. WIGGS, Ph.D., WIth an Introduchon by Professor 
HENRY CLAY 

Demy 8vo. 228 pp lOs. 6d. 
TbIa book dealo with the C8U101 of unemployment iD Germany, dlstiogulshlog 

hetweenlboee which wore operallve belore the Wu and t_ pocuhar to the poet·war 
yean AI fu .. poISlble, • cholinclloo Is also mad. between opoclDcaUy German 
and general world C8US01. At _lim. of pohtical cboturbanoe, when Ibe average penon 
II overwhelmed by tho magnitude of the prohlem, tlua cbspassIonate analysIS Ihould 
prove gartJcularly valuable, 

STATE SOCIALISM IN VICTORIA. 
By HOD. F. W. EGGLESTON, formerly Attomey-General, 
State of V1Ctona. 

Demy 8vo. 375 pp. ISs. 
Tu Btim" A ",IN""'" n HIs book IhouId have remuoblo value iD Austraha, 

where,readen nan leun from It how iD futuro to .""'d mistakes "luch mte11J8ent. 
own.,. of th_ great State onterprlsoo must wish to avoid. Nor Ihould It be loss 
useful here iD Ihowing student. of soclaI and pohllcai problems, DOt only what 
Victoria haa loot or lulfored tluough hu State Soaahsm, hut also what abe has 
.... ped or gaiDod." 

P. S. KING Be SON, LTD. 
U Great Smith Street, Westminster 



BOOKS TO, READ. 
ECONOMIC SCARES. 

By EDWIN C .... NNAN. Ementus Professor of Pohbcal ECQn9my 
In the Uruverslty of London' 

Cro~ 8vo IH PP , •• 6d. 
CONTBM1'9 II An Advel"Sl Balance of Trade "_" No& enough Wot'k for AD u_ 

.. Too uUle SaVIng "-" Over populatlOD" Append".,. I. A Forecast of Popula
tIOn made Itt '895-11, A Forecast of Natahty made ill 1902 

'THE TRADE CYCLE. 
An Account of the Causes Producing RhythmIcal Changes 
m the Achvlty of Busmess. By F LAVINGTON, M A, 
GIrdler's Lecturer m the UnIversity of Cambndge Second 
Eilltton. reVISed and brought up to date 

Crown 8vo Il3 pp 4 •• 64. 
500_" .. WeU-reasoned and mstrucU"" thro\JghQut, It tbrow1O out IOIlIe 

practlcal suggestions f01 cbeckmg reckless speculatl ... eltpaoBlOll of bCWDeOl and over· 
optumstlc stunulatlOn Itt penods of boom." 

THE MECHANISM OF THE t:RED\T STANDARD. 
By HANS GLa~KSTADT, B Sc (Econ) 

Demy 8vo. 128 pp • 7 •• 64. 
nus book sets out practical proposals for a ne .. Monetary Standard baoed on tbe 

pnnClp1e of controlling DIODey productIon by means of • ne .. lotematlOllal Money 
The amount of tlus new International Money beld m ea£b country II 10 delnmJne 
the quantity of tbe national money, and It IS demonstrated tbat the .... ull will be 
stability of pnoes and exchanges Speaal _asuRII are proposed for deaIIog Wltb 
the present Cl1SIS 

GOLD RESERVES AND THE MONETARY STAN· 
DARD: With Special Reference to the Position of 
the Bank of EnIVan4 an4 an Outline of a Propose4 
Monetary System for the British Commonwealth 01 
Nations. • 
By D S EDWARDS, B Com ,late S~ Ernest Cassel Travelling 
Scholar of London UnIvennty. 

Crown 8vo 160 pp 5s. 

P. S. KING & SON, LTD. 
14 Great Smith Street, Westminster 
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