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FOREWORD

Tuis little volume contains an amphfication of cer-
tain articles which appeared in the Giornale degli
Economisti, Riforma Sociale and the Zestschnift fur
Nationaloekonomie during the years 1932 and 1933
I should like to take this opportunity of expressing
my gratitude 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 provide
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 practical activity. 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.

Lonpon,

June, 1933.



CHAPTER 1
INTRODUCTION

I. THE NECESSITY OF A PRELIMINARY THEORETICAL
ENQuUIRY

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 hfe 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

x



2 ESCAPE FROM STAGNATION

poverty is nfe—Capitalism is always accused of
being the cause of the depression, and the necessity
for a new economic system 1s proclaimed. Towards
the end of the nineteenth century Sociahsm in vari-
ous forms was urged in opposition to the theories
of the liberal school. During the period immedi-
ately following the war, Bolshevism was offered as
the panacea for all economic ills. The fact remains,
however, that no system devised for the general
betterment of mankind has ever proved itself capable
of ebminating, or even lessening, the seventy of
the cnsis.

Meantime, people are driven by pecuniary diffi-
culties to seek some other means of escape from the
present period of depression, without resorting to
solutions so drastic as Sociahism or Bolshevism, either
of which would cause a great upheaval in the
economic and legal structure of society. Remedies
of the most varied nature are suggested by different
classes of sufferers Each person has a different
suggestion to offer, with the exception of a few who
confine themselves to enquiring mildly how much
longer the crisis will last.

But any remedy, if it is to justify the confidence
even of the person who suggests it, presupposes an
explanation of the fluctuating course of business,
just as a medical prescription, in order to effect a
satisfactory cure, must be based on an accurate
diagnosis 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 atten-
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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 differ 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 lne, but
are a series of gradual movements in the same
direction, comparable to a slowly ascending wave,
finally reaching a climax and subsiding,

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.
It 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 theoretical enquiry is
evidently undemable. This process the reader is
invited to follow in the consideration of the most
important of the remedies suggested.

2. THE TRADE CYCLE 1s 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 manifestations of the trade cycle,
and the most generally accepted indices of its course,
almost exclusively to monetary and credit pheno-
mena. Indeed, they regard the pertodical character
of the industrial fluctuations which form a trade
cycle as being wholly due to monetary causes.
Among the many theories advanced, this particular
opinton has attracted numerous and influential
supporters.

Other wrnters, such as Keynes, who formerly
believed the actual starting-pont or ““ 1mpulse ”* of
these fluctuations to be independent of the banking
system, which they thought could only serve to
modify the upward or downward movements of the
level of profits and prices, have modified their
opmion, In their more recent works they state that
the banking system 1itself, ““ in so far as it is a free
agent acting with design, can, by acting as a balanc-
ing factor, control the final outcome ”’; and hence
booms and slumps are simply the result of oscilla-
tions in the terms of credit granted by the banks to
those who produce goods and provide services.?

Again, other authonties, mcluding Robertson,
who endeavour to throw light on the true causes
of the economic fluctuations, as opposed to

1R G Hawtrey, Trade and Credt. Longmans, Green &
Oo’. P 175, and many other references,

J M Keynes, 4 Treatise on Money, Vol. 1, Nos. 183-4 et
passym. Macmullan, London, 1930.
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financial and psychological causes,® consider that a
preliminary demand for short-term credits is indis-
pensable to every expansion of production, and are
constrained to admit that the responsibility 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
mobsle in the chain of casualities which leads to an
industrial fluctuation, and also the most important
factor in it; or whether the banks, by supplying
loans, simply contribute towards the magnitude
and duration 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 tanffs, 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 ons
sole cause for these wayes. 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

1 D. H. Robertson, Bankmg Policy and the Price Level, p 81.
King & Son, London, 1926.
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production of a progressive movement of profits and
prices, and which play a secondary part. It is cer-
tain that, when factors combine and converge, the
influence of each depends to some extent on the
conditions 1n which the others operate. Whether a
given factor is indispensable, or whether it 15 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, 1n the
second, will do no more than limt 1ts magmtude and
development.

The study which follows excludes 1n its early stage
all bankmg and credit operations, 1n order to ascer-
tain whether, in such conditions, the development
of an industrial wave is conceivable. Since this
question can be answered in the affirmative, it
naturally follows that an industrial 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 eliminate the
action 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
attributed chiefly to this factor. Furthermore, the
monetary theory being confuted per absurduwm, it
becomes possible to formulate a new explanation
of the cyclical phenomena.

In the light 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 ascending
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 which follows the declining
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 11

THE ASCENDING PHASE RESULTING FROM
ERRORS OF DEFECT

I. EVENTS FAVOURABLE TO PRODUCTION LEAD TO
AN INCREASE IN PROFITS AND PRICES WHICH
1S 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 amount of gold produced being sufficient to
meet all trade requirements. Our study of the situa-
tion begins during a period of depression, when
production is at a low ebb.? In the course of time,
therefore, the goods on the market are consumed
and even the reserve stocks are depleted. The
natural result is that prices are driven up and pro-
duction is consequently stimulated and expanded.

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

1We will follow the modern business historiams, notably
W C Mitchell (Business Cycles, 1927, p 79), 1n regarding the
business cycle—or, more precisely, the business fluctuation—as
successive pbases of crisis, depression, revaval, prospenity, and
again crists (or recession) Those who support this theory do
not, however, explaimn why all these phases are successive
8
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regain the standard of living which existed before
the crisis, can never lead to a progresstve 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 ascending
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 mediocre profits and
they, in their turn, would remunerate capitalsts,
landowners and operatives at a low rate. It is
obvious that prices cannot increase when the in-
comes of all these classes of the community are
restricted. Who could afford to pay high prices ?
How would such prices be maintained ? So long as
the condition of the market remains unchanged, it
follows that those demands which persist, even
through a period of depression, tend to restore an
equibbrium 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 progressive
increase.

As a matter of fact, before the so-called * wave of
prosperity '’ can begin to rise, there must have taken
place certain events calculated to increase the
profit of production, or at least to raise the hope of
an increase. Such events may be, for example,
an improvement in the method of production 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 abolition of a duty which had artificially raised
the price of certamn commodities.

Similarly, certain other events tend to reduce pro-
fits. Among these may be mentioned a falling-off
in the demand, which leads to a reduction in the
price ; the imposition of any duty which leads to
an increase 1n the price of wheat and thus renders
1t necessary for the producers to pay higher wages
to their operatives.? There are also events which
may retard or entirely suppress the upward phase
of a cycle.

Now when an event tending to increase profits
takes place dunng a revival phase, the approximate
result is that a manufacturer who formerly produced
at go and sold at 100 is now able to produce at 50
and sell at a little less than 100, or he may con-
tinue to produce at go 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 1s obvious that an increased demand, either at home or
abroad, may have somewhat the same effect as a techmcal
improvement which reduces the cost of production and leads
to an increased output for the sake of higher profits Possibly
the effects of a genune and important technical improvement
are not himited to any particular branch of industry, but thus
1s equally true of an increased demand Similarly, a faling-off
1 the demand 1s tantamount to an sncrease 1a the cost of pro-
duction This may be brought about by the imposition of a
new duty or by the fluctuations of the purchasing power of
mone

Thg’re are also many events which tend to reduce the cost
of production for certain classes of goods, while 1ncreasing 1t
for others; eg a war, or the cessation of war, both of which
benefit certain classes of prodficers and injure others Such an
event will be favourable or nnfavourable to the production of
a country according to whether the benefit or the injury pre-
domunates, smce the predominating factor governs the difference
between cost of production and market pnce
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price for the factors of production,? also, if he

1 In the following graph, OX representing the quantity pro-
duced and OY the cost per umt, either marginal or average,
as also the price of the product taken as constant, CC? 1s the
curve of the average cost per umit ; CC* the curve of the marginal
cost per unit ; PP? the constant price of the product, whatever
meﬁl be the supply.

e entrepreneur: (a) does not find 1t profitable to produce
a quantity inferior to QA or superior to OF, since 1n both cases
he would incur a loss ; (b) always finds it profitable to produce
any quantity between OA and OF, (c) realises the maximum
profit by producing the qua.ntxt;' OD, which corresponds to
the marginal cost of the umit DD?, equal to the sale price OP,
(d) nexther gains nor loses by producing the quantity OF, He does
not hmit himself, however, to producing the quantity OB, but—
either at one output or by degrees—expands the supply to OD.

A reduction of costs implies the lowering of the two carves
of the unit cost; and simularly, an increase in price 1mphes a
displacement above the curve PP, parallel to the abscissa.
In both cases the quantity which ensures the maxsmum gan
is obtained by a more extensive production and the entrepreneur
must endeavour to obtain 1t by means of progressive expansions
of the supply.

The curve of the fofal costs of an enterpnise 1s shown by the
graph on p. 25
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has not the necessary capital, he will borrow
the savings of private capitalists up to an amount
which will at least cover the estimated cost of a
first flow of output. This amount he hopes to
realise by the profitable sale of the goods. Thus,
from the begmning of the process of production
there is an increase in the prices of many pro-
ducers’ goods, such as raw material, machinery,
necessaries for workers, etc. There 1s also an
increase in the incomes of the various persons
engaged in the favoured production, such as
operatives, employees, capitalists, landowners?

But, assuming that these persons, who probably
imagine that the pertod of prosperity will continue
indefinitely, spend at any rate part of theiwr adds-
tional incomes, a larger wncome will also be earned
by others from whom the former purchase com-
modities at sncreased prices, thus excluding from
the market many former consumers. So longas the
flow of the “real ”’ increased incomes lasts, 1t will
be possible to maintain the increased prices of goods
purchased with them

A Many people believe that the reduction of costs 13 coupled
with the elimination of the incomes of certan productive
factors which can be dispensed with, eg operatives whose
work can be done by machinery, producers of raw material
which 1s replaced by another and less expensive type Hence
the total mcome of the commumty would be diminshed.
A reduction of costs, however, may be obtawned withow¢ the
reduction of pre-existing incomes This may occur when, still
at a cost of go, the entrepreneur can obtain nearly twice the
former quantity of goods owing to an improvement 1n the plaat.
Moreover, 1n spite of a reduction 1 the incomes of certan
factors, the total income of a country is augmented owing
to the increased productiveness brought about by the mew
combination 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, bath 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, while
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 must 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? 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 carned
out with the umit of money i1n the unit of time.
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wealth of a country remains 1dle in the hands of
private persons, loans being sought by entrepreneurs
only when they require them ; (c¢) any reduction in
costs which affects several industries, such as a
reduction 1n the cost of transport, leads to a corre-
sponding reduction in the cost of producing gold,
and therefore to a rise in the price level of gold,
(4) finally, goods obtained at a lower price are more
readily exported and may thus cause in individual
countries a flux of gold and hence a redistribution
of gold in proportion to the activity of foreign
trade, since a trade cycle never develops at the
same rate in all countries,

It is however manifest that, if all whose incomes
are mcreaséd should refrain from increasing their
consumption, the consequences above described
would be averted.

2. EFFORTS TO INCREASE AN INADEQUATE SUPPLY
MAY RESULT IN A PROGRESSIVE INCREASE IN
Prorirs, 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 quantity of goods that the
whole of the profit accruing from the reduced cost
of production is realised. It may even happen that
the margin of profit is entirely absorbed by the first
increase in the price of producers’ goods, in which
case there would be no inducement erther to aug-
ment or curtail production. Similarly, 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 lving 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
though 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 sncrease 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 umnterruptedly until it is based on the
profits arising from the expanded production.

Again—and this is a more important considera-
tion—if 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 i existence at the beginning of the
revival, but, as mentioned above, from the add:-
tional incomes of those who profited by the revival,
Meanwhile, the renewed consumption may be main-
tained

We are led, therefore, to the conclusion that, even
in a country which has no banking system or credst
instruments, a progressive rise in incomes and prices
1s concervable. This upward phase 1s determined
by four principal conditions (4} a “ favourable
event ”’ which gives rise to the hope of increased
profit, (b) the existence of 1dle savings which admut
of the first output, (¢} the inclination, on the part
of manufacturers and others who profit by the
increased activity, to spend at least some propor-
tion of their gains and, after restoring their standard
of living to its former level, to invest the remainder
m productive activities, (d) production on a scale
which finally exhausts the possible profits, though
only after successive expansions. In other words,
m the first output, as also in subsequent supplies,
may be observed an error, viz an inadequate supply
in relation to the profits obtainable.

3. CONFIRMATION OF HYPOTHESIS BY INDUCTIVE
REASONING

There arises the question: Are facts in accord-
ance with the above theory ? Inductive reasoning
leads mevitably to the conclusion that they are.

It may be urged that inductive analysis is not
permussible, seeing that a country devoid of banks,
such as we imagined 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—wathout 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
1s 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 wiling may be the
manufacturer to pay at a high rate, he cannot
immediately increase the number of factors on the
market. For this reasdn, 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, eg.
greater speed and precision in the routine work
carried on in the various departments, animproved
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 consideration, eg. external economies
which are effected after a certain time, They may,
however, lead to the result that the cost of produc-
‘tion does mot increase in proportion to the encreasing
output and, therefore, remams below the market
price.

Facts also prove that the entrepreneurs, by enter-
ing into long-term contracts, can ensure to them-
selves for a considerable period the profit arising
from the lagging in the increase of salanes and rates
of interest The longer the period which elapses
before the manufacturer renews his capital or con-
tracts new loans, the less will be his requirement,
owing 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 price, will devote their energies to the new
activity. Dunng the early days, therefore, the
effect of competition 1n lowering the price of the
product and the dufferential gain of an enterpnse is
hmited All these considerations confirm, in a more
or less marked degree, the hypothesis that a first
output does not exhaust all the realisable profit, but
leaves opportunity for progressive extensions of the
supply.

Moreover, the possibility of gradually obtaining
working capital from the actual profits of pro-
duction frees the manufacturer from the necessity
of burdemung humself, from the beginning, with all
the working capital necessary to the process of pro-
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duction. If he has to provide only a part of it, he
may decide to extend his plant temporanly, and
thus effect greater economies, during a specially
active period, (In the meantime, it is true, he risks
the danger of being compelled in the future to hold
in reserve a larger amount of working capital,
according to the stage of the productive technique.)

Basing our arguments on fact—the fluctuation of
prices—we have considered the imaginary case of a
country without banks, in order to ascertain whether
here also there can exist the possibility of a pro-
gressive increase in profits, incomes and prices. We
have proved from facts that such an increase is
possible. Here may be seen, in its primary aspect,
the incriminatory factor in the rising wave,

At the base of a first application of productive
factors an error may be observed, viz. aninadequate
supply in relation to the profits obtamnable. This
is due to certain incalculable elements 1n 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
difficulties in the plant which is gradually brought
into use. This error is quite distinct from those
which are sometimes termed * optimism” and
“ pessimism,” 2 as also from that which certain
writers connect with capitalistic methods, in the
belief that, considering the length of time required
for the process of production, the manufacture of
both producers’ and consumers’ goods must be far

3 Pigou, Indusirsal Fluctualsons, p 87 Macmullan, London,
1907.
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in advance of their sale, and hence the estimates of
future demands are necessarily inaccurate.}

Although springing from conditions in which the
technique of capitalism 1s brought into action, the
fault we are endeavouring to account for is invari-
ably apparent, even when there are no currents of
“optimism” or ‘ pessimusm’ and the future
demand can be accurately estimated. It consists
in the mability of the manufacturer, in organising
a fresh output, to compute the cost of the total
profitable production and to avail himself, without
loss of tume, of the requmsite number of factors,

1 Aftalion, “ The Theory of Economic Cycles based on the
Capitahstic Technique of Production ** Review of Ecomomsc
Statistics, October, 1927, p 165 et seq



CHAPTER III
DIFFICULTY OF ESTIMATING COSTS

1. COMPLICATIONS IN ESTIMATING THE COST OF
PRODUCTION OWING TO THE DIFFICULTY OF
DISTINGUISHING BETWEEN GENERAL AND PAR-
TICULAR EXPENSES AND TO THE USE OF FIXED
CAPITAL

SEEING that the error of an inadequate supply is
gradually corrected by successive expansions, 1t 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 prices. This
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 explicable.
The event may be entirely unconnected with the
factory, eg. 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 comprehensible
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
condition known as a “crisis” in the producing
factory or factories But the question arises why
should this situation occur, as it always does, after a
longer or shorter period of prosperity, even though
no unfavourable event has taken place?

It 1s noticeable that in every firm the working
expenses tend to increase, little by lttle, to an
extent which the manufacturer cannot estimate in
advance with any degree of accuracy. He may
anticipate the payment due from him for the use of
capital, for wages and 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 enquiry shows that the factors of pro-
duction are very numerous. They are therefore
divided into classes, variously denominated by the
different 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 realising a profit
when, in reality, he is incurring a loss. In other
words, it may lead to a second error, in addition 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 superintendence 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 : 1 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 certain 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 development
reached by the factory and the particular conditions
of the market. For this reason the estimation of
the various items of expenditure 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 : eg. 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 limt, the fixed capital undergoes no
change and the doses of varnable factors are continu-
ally imcreased, the rate at which the production
mcreases will steadily diminish until the pomnt 1s
reached at which every output is practically insup-
portable

In calculating the expenditure, especially 1n
advance, the manufacturer usually considers the
plant as producing up fo s full theoretrc capacity,
while as a matter of fact the actual output may be
—and often 1s—considerably less In other words,
he assumes that the plant, represented by the fixed
capital, 1s such that all the economies referred to
above will be effected This, however, 1s rarely the
case

Any shght defect in the organisation of the under-
taking will cause delays, mconveniences or obstacles
which wll affect each department in succession and,
1 the aggregate, seriously hmit the output. These
defects may possibly occur in the co-ordination of
the different processes or in the relations between
the various departments . those which receive the
orders, 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 diminution in the profits* The truth

1In the following graph showing the total expenditure of a
single firm, the output 1s represented on the abscissa and the
costs and successive returns from the sales on the ordinate,

AB represents the curve of the constant costs within certain
hmits, 1 inverse proportion to the number of units produced ,
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is that the quantity of goods manufactured and sold
is usually below the estimate, while the expenditure
is the same as if the output coincided precisely with
the amount anticipated.

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,
which inchines towards the axis of the abscissa 1n proportion as
certain combinations of factors may be more easily replaced
by more economical combinations, OH the curve of the returns
from sales, assuming that the price does not vary on account
of variations in the supply

In a plant the maximum capacity of which 1s represented by
100, the production of the quantity OD imphes a loss, repre-
sented by FG; 1f the production 1s extended beyond the
quantity OE, to the maximum output, the profits increase to
an amount represented by the shading A reduction of barely
20 per cent 1n the output, 1 ¢ from 100 to 80, causes a reduction
of over 50 per cent in the profits This 1s explained by the
necessity of increasing the capital for various reasons, such as
adding to idle capital, meeting the cost of hindrances, delays,
etc
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are not provided for in the estimate, even if no
additional outlay 1s necessary in respect of premises,
improvements and publicity. Hence a loss will still
be mcurred even though the maximum capacity is
reached as regards operatives, raw material, machin-
ery and all other items 1 the equipment of a fac-
tory : and this, as expenence shows, 1s very rare

Furthermore, if the maximum output is to be
attained, one of the pomnts to be considered 1s the
elimination of every cause of delay which, however.
perfect may be the orgamisation, is likely to occur
in the manufacturing process. The work is often
carried out in different departments, each being
responsible for some particular part of the product,
and the assembling of the parts is the final stage
Imperfections, however slight, in any of these parts
leads to considerable loss of time, seeing that they
necessitate extra work 1n repairing or even remaking
some of the parts.

In this case also the wasted effort may be regarded
as the subtraction of productive factors from
efficient work, and hence as a further decrease in
production, over and above that due to a possible
defect ;. the adminmstrative orgamisation On the
other hand, the expenses would be no greater were
the firm producing at its maxamum capacity during
the whole term of the contract.

Any investigation into the inaccurate estimates
of costs, 1n which the inaccuracies are due to defects
(however shight) in the manifold activities of the
firm, would necessarily 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 organisation 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 FIRM
1S ENLARGED

Inductive enquiry shows further that the use of
fixed capital produces certaineffects 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 insignificant ;
and this cannot be effected without 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 75 or 8o per cent. of the amount estimated, it
will not, after enlargement, exceed this 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 requisite for the finished product, there
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will now be increased obstacles, since the new factors
of production will not harmonise with the original
elements to such an extent as to be entirely equal
to the exigencies of the increased production. It
follows, then, that the actual output of the new
plant will be considerably less than double the
percentage of utilisation attained by the former
works, 1e 1t will be neither 160 nor 1502 A
factory, for instance, with a capacity of 100 and a
whste of 25, may be enlarged until its capacity 1s
200 : the waste will not only increase from 25 to 50
or, in other words, remamn 1n the proportion of
25 per cent., but will increase to 30 or 32 per cent.

In this way a new item of expenditure arises
which, like those mentioned above, is connected
nerther with the price of the factors of production,
nor with the ordinary estimates It appears in the
form of a decrease in the output, the expenditure
remaining as estimated for an output of precisely
double the former (at least 150). It follows, then,
that the profit accruing from the enlarged plant 1s
not sufficient to pay more than a small proportion
of the expenses amnsing from the new capital em-
ployed for the additional production, since 1t is only
slightly in excess of the former profit, Thus the
manufacturer, having failed to effect all practicable
economues in the ongnal works (1e. having failed
to utilise their maximum capacity, in respect of
output and profit, before incurring new expenses),

1R de Fleury, La Production sndustrielle sntenswe, p 56
Dunot et t, Pans A Cabiati, Scambs waternazsonals e
politsica bancayia sn vegime ds monela sana ¢ avariata, pp 188-92
Bocca, Tonnd, 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 slight 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 **
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.

Finally, when a firm is expanded, not by suc-
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cessive additions of divisible factors to the fixed
capital, but by a simultaneous increase of all the
factors—when, for mnstance, it is amalgamated with
another—the economies which result from the larger
scale of operations may be more than counterbalanced
by other expenses. These arise from the difficulty
of maintaining the managing services at the highest
degree of efficiency, seeing that they are now larger
and composed of mixed elements from each firm.
Consequently, there 1s less sense of solidanty than
would exist between persons employed 1n one single
firm Amalgamated firms, therefore, cannot reduce
expenses to the extent anticipated. Hence, under
the new conditions, the output either falls off to a
very marked degree, or the quantity obtainable at
decreasing cost is less than that which was formerly
assured by the two firms before amalgamation took
place

By whatever means a firm may be expanded, its
estimate of expenditure must include the amount
necessary to replace the fixed capital as 1t becomes
exhausted This occurs either from technical and
economic causes (depreciation of plant, amortisation
of loans, etc), or as the result of fortwstous cir-
cumstances (nsurances, etc) The omission of
any of these elements 1n the estimate of expenditure
will cause the manufacturer losses which he has
not taken into account.

Every firm which 1s expanded requires a larger
amount of working capital during its future exist-
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.
Baut if the profit on the output is not sufficient to
supplement within a reasonable period the capital
at the manufacturer’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 with that on a long-
period loan.! The uncertainty on this point forms
another element which further complicates the
estimation of costs.

3. COMPLICATIONS IN ESTIMATION OF COSTS OWING
T0 PRODUCTIVE PROCESSEs. TuE CosTt 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 difficulty 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

11 venture to refer to my * Studies on the Monetary Theory
of Trade Cycles Relations between Interest and Discount.”
Giornale degls Economssis, March, 1930,
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a further stock. This is described, somewhat
vaguely, as the impossibility of making the work
“run parallel”’ in the different stages.

As regards the production of motors, for example,
the firms responsible for the second stage, who also
make use of fixed capital, will find it equally diffi-
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
this delay will be repeated through each successive
stage. Any firm, therefore, which manufactures
consumers’ goods will naturally provide against this
delay by obtaining a larger supply of producers’
goods than is needed for immediate use.

This reasoning applies to every firm which 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
ncrease in proportion to the number of stages neces-
sary to the manufacture of the finished article,?
while a decrease in the demand naturally has the
contrary effect.

Meanwhile, the increased 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 thewr full
capacity and, consequently, will find that their

1Cf the careful analysis of Prof Fanno in * Cicli di Pro-
duzione, cich di credito e fluttuaziom industriali *  Grornale
degly Ecomomssts, May, 1931 This 18 an authontative con-
firmation of the theory enunciated above, since it bnings to
light another element of expenditure, which 13 not at first
evident 1n the price 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 realise 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 activity, however, aims
at adapting itself to the current demand of the market
and, sooner or later, it must be resumed, even in
the ‘earlier 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 expanding production (in which all practic-
able economies are not effected) combined 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 dentved from the various mternal
economies which are effected As a matter of fact,
the facility of transport and marketing 15 seldom
taken into account in any extension of a factory
These two considerations, which are common to all
factories, are highly important and of frequent
recurrence Therr omussion from an estimate of
costs may possibly lead to an unwelcome surprise

4 THE EsSTIMATE oF COSTS IS NOT ONLY
COMPLICATED BUT ARBITRARY

The above considerations show how complicated
1s the estimate of costs Each firm, even in the
same branch of industry, is carried on under different
conditions Each factor of production 1s employed
m a different degree In each firm, also, there is
a contimmous expansion or contraction of the output
owing to the different phases of increasing or de-
creasing per unit costs, or to changes in the price
of one or other of the factors.

In this perpetual motion profit and loss are
neutralised alternately up to a certamn period. 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 period of sufficient length to cover all the
charges It would be extremely difficult to make
any reliable estimate of costs by dealing 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.! Seeing,
therefore, that the entire output must be distributed,
it is necessary to take into consideration the prices
obtainable in the different localities 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 modification 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 diffi-
culty of estimating them in advance is therefore all
the greater.

1 A Marshall, Princsples of E S, P 421, fifth edition.
Macmullan, London,
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The errors which are liable to occur, when a manu-
facturer attempts to estimate, even approximately,
the cost of increased production in the near future,
are already numerous Should he desire to go a
step further and estimate the selling price of the
finished gaods, he will meet fresh dufficulties since,
when his output finally reaches the market, the
price 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 prices and,
consequently, the profit, still less can he foresee the
extent to which prices will be affected by the pro-
duction of rival firms whose possibilities and inten-
tions he has no means of ascertaining Every
manufacturer, therefore, is liable to muscalculate
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 during 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 inadequate or excessive output of firms
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, falsifymng his own
estimates of expenses and profits.

He will be tempted to increase his output by
degrees until there 1s an appreciable margin between
the costs, as computed @ posteriori, and the market
price. Since, however, the management of the
concern does not rest entirely with the manufac-
turer but, on the contrary, is largely influenced by
circumstances, there must always be a firal 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 additional expenses
which cannot be estimated with any degree of
accuracy.

These are the actual conditions of production, as
undeniably proved by facts.

5. MOVEMENTS OF THE MARKET AFTER A
FAVOURABLE EVENT

It may be argued that the situation described
above is the normal state of the market. There is
never perfect equlibrium 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
observing 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 1n
others. Every manufacturer endeavours to adapt
the supply to the demand by means of marginal
variations - thus, if in one year the supply exceeds
the demand, he will take care to reduce it to reason-
able limits duning the following year.

But as soon as an event occurs which warrants
the hope of increased profit, many branches of -
dustry are at once stimulated and expanded The
relation between wmnstrumental, complementary and
substitutional goods links, 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 industry, or even two or three. Hence
many firms must be affected by an increase in pro-
duction, even those which may have been compelled
to reduce their output because it exceeded the
demand. If it be admitted that, in any factory
which mcreases its production, the first output does
not exhaust all available profits, it follows that the
supply may be progressively 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 in 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.! Similarly, 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. Jt will be seen, therefore, that the mass

! By a curious rusapprehension, many manufacturers under-
stand * intensification of production * in the sense of expaasion,
rather than of increased capacity They seek concrete evidence
which will convey the impression of prompt action to that
gart of the public which 13 1nterested, and show that advantage

as been taken of the precise moment ** favourable to industry *
This is done even before the plant already in use has been brought
up to its full capacaty, since the method of siumply increasing
capacity would appear too modest a programme to those
incapable of appreciating the importance of good admimstrative
and executive organmisation No weight 1s 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 1n prices,
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of errors which is almost inewitable, and begins at
a moment not easily determined, results in a more
rapid increase in the cost of production than in the
selling price

6 THE INCREASE IN THE Cost oF ProODUCTION IS
ACCENTUATED BY SPECULATION

The increase 1n the cost of production, as com-
pared with the selling price, 1s sometimes accen-
tuated by speculation The actual purchasers of
consumers’ goods are brokers, wholesale dealers
and speculators. When an increase in price 1s
anticipated they immediately order large quantities
of goods, regardless of present requirements and
prices The acceleration of production passes from
stage to stage n wmcreasing proportion and—the
output of producers’ goods bemng first mnadequate
and afterwards excessive—leads to further increases
in the cost as compared with selling prices. If the
purchasers are of opimnion that, at a particular
moment, the price will cease to vary, they reduce
therr orders, and this reduction continues, also in
increasing proportions, throughout the successive
stages Thus, what is spoken of as a wave of
*“ optimism *’ or “ pessimism "’ on the part of indi-
vidual manufacturers, is 1n reahity an example of
capitalistic technique, which has a stronger influence
than psychological manifestations.

It cannot be demied, 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 wall



DIFFICULTY OF ESTIMATING COSTS 4r

be seen that this element is less important than is
usually imagined. It is also true that the speculators
themselves may be influenced by a misinterpreta-
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
negotiate a loan of capital, not derived from his former
production, in order that he may enlarge his plant
and consequently increase his 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 de visw 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 remuneration 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 during the period in which the
goods remain unsold

To sum up: duning a first application of the
factors of production, a deficiency in the supply
results in the costs increasing at a less rapid rate
than the prices, as regards subsequent applications,
further errors—for which the manufacturers are
only partly responsible—lead to a more rapsd in-
crease 1 costs than in prices, assuming that,
1n the meantime, no 1improvement 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 anticipated, nor is it possible
to know precisely when its slackening will result in
a perfect balance between supply and demand.
Smmlarly, it is impossible to foresee the prnices at
which the fimished product will be sold, since 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 application of factors usually exceeds
this limit in a considerable degree

Thus the increase in incomes and prices—which
is necessarily progressive smce the manufacturer
cannot, at one output, produce a supply equal to
all possible demands, and therefore endeavours to
rectify the imitial error by degrees—leads to errors
of a dufferent 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 available 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 1V
CRISIS POINT AND RECESSION OF PRICES

1. ExceEss 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
which will supplement the returns and enable him
to carry on hus 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 raising
the price of the goods. They should now be sold
at a price sufficient to cover the cost of production
and, also, to repay the debt which he has incurred
in order to cover the deficit.

Duning 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.? 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 that certain firms may not
be in the position described, nor does their pros-

1 Certain wrters, 1n examimng the facts which mark the
course of a cycle, attribute this increase 1n the rate of interest
to reasons connected with monetary and banking operations.
1t 1s, of course, quite possible that there may be, duning ths

enod, international movements of capital, or special situations
in banks which tend to accentuate the increase

Such circumstances, however, are exceptional and must not
be confused with the factors already 1n existence The nse in
the rate of interest, even when appareantly unwarranted by
circumstances, 18 lhkely to result from the scaraty of * real
saving. To regard it simply as a phenomenon connected with
money or credit 13 likely to lead to a musapprehension, as is
shown in Chap V, p 1ot
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penty influence the total ncome to any appreciable
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, 1e. when the manufacturer
is compelled to pay a lugher rate of interest for
any additional capital which he may require, but
cannot obtain a higher price for his goods, he adds
to the reserve stock those already manufactured,
and cwmtals s output, hoping thus to elimnate
the excess of costs over the sale price  In attempt-
mg to carry out this mtention he 15 guided only
by the sale price of his own goods and the average
general price level It can hardly be expected that
he will at once adopt the alternative course of
reducing the price of his products He 15 deterred
from doing so by the fear of *“spoiling the market ™
and thus increasmg his difficulties

Strictly speaking, the manufacturer could reduce
the cost to some extent by a mere efficient organisa-
tion of his existing plant But, when the upward
phase has already prevailed for a considerable period,
he is mduced by a varisty of motives to mampulate
the prices—or await their settled increase—rather
than to operate on the costs On the other hand,
taking into account the siumdar situation of many
other firms, no.effort m ths direction would
be likely to have much effect mn modifying the
deficit  The manufacturer, therefore, finds 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, orR 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 1t 15 necessary for the factory to
restrict production to such an extent as to bring 1t
within the lmit of the decreasing per unit costs,
or, at least, within a lower imit 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, af current prices, during the
period of restricted production

It 1s obvious that the success of this policy de-
pends entirely upon the maintenance of the demand,
and also of the general price level. At the period
when the manufacturer decides to curtail his out-
put, however, these conditions are only partially
fulfilled

In regard, more particularly, to the production
of consumers’ goods, certain expenses—in other
words certain incomes—cannot be elimmated, even
when the activity of the factory is curtaled Such,
for example, are the expenses connected with the
managing and organsing staff, mawtenance of
the plant, amortisation of loans and insurance
premuums. Other expenses may be reduced in pro-
portion to the reduction of output, e.g payments
on account of motor-power, supermtendence, main«
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tenance of machinery, correspondence and trans-
port. There will also be a reduction in the expend:-
ture for raw material and payment of operatives.

This decrease in expenses implies a correspond-
ing elimination of certain incomes hitherto denved
from the firm As the falling-off in the demand
for producers’ goods affects the industry in ever-
widening circles, until it is felt in the most remote
stages, and even in certain stages of associated
industries, the elmination of incomes wil be
extended to a corresponding degree. Hence each
single factory engaged in the production of con-
sumers’ goods, which restricts 1ts output causes a
reduction 1n the flow of those very incomes which
mawntain the demand for various goods at current
prices At the same time there i1s no appreciable
increase 1n other incomes to counterbalance the
deficiency, seemng that the majority of manufac-
turers have entered on the curve of increasing per
umt 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 1 every respect—period of exist-
ence, combination 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 directed by
persons of varying degrees of intelhgence and busi-
ness capacity : no two therefore react in precisely
the same manner to any alteration in the price of
one of the factors of production, or in the market
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price of the product. Various considerations, 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 fortiori, also in other branches.
Thus many forms of production may be continued
on the same scale, or even extended, at costs which
will prove #n the end to have been excessive, but
which, in the meantime—being distnibuted in a
flow of incomes which may even show a certain
increase—tend to counterbalance the falling-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 its 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 incomes by a simultaneous increase in others.
Thus the crisss 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 corvesponding sncrease occurs in other in-
comes. In other words, not only does such a firm
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produce an over-supply of its goods—as shown by
the ““ defiat ’’ according to current prices—but it
causes a sumilar result as regards the goods pro-
duced by other firms, seeing that the reduced in-
comes no longer admit of purchases on the same
scale and at the same prices as before. It may be
stated, therefore, that an attempt on the part of
a firm to rectify an error 1n 1ts output leads sooner
or later to a reduction of the highest general price
level, as a consequence of the inevitable falling-off
in the demand.

In the course of time it will lead also, owing to
the complicated connections of industrial Ife, to a
reduction in the price of the goods produced by the
firm 1tself, since, as has already been said, the
reduced incomes no longer admit of the former
expenditure Both reductions will be more or less
marked according to the extent to which the out-
put was restricted.

Thus it may be said that the original reduction
of output leads to two distinct series of results:
(x) In regard to other firms producing goods of a
different nature, who may find that—although they
have committed 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 the firm which first restricted ats output, which finds
that, after the fall in -price of its own goods, the
first restriction is not sufficient to adjust the differ-
ence between cost and price. It may therefore be
compelled to effect a further reduction of output, in
order to eliminate the new excess of costs, which
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is due to the particular remedy it has elected to
apply.

3. AFTER THE CRISIS-POINT IS REACHED THE FaArL
OF PRICES CONTINUES UNTIL TEE 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 until the firms
on the market no longer consider it necessary to
curtail their costs; ie. 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 bave 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 effective
combination of factors, or because they possess a
larger reserve fund, accumulated in the time of
prosperity. When differential 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 precede 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 1 different branches of production. In
the Iatter case, seeing that profits are increased by
a prudent reduction of costs, the curtailment of
production and of incomes in certain undertakings
may be more than counterbalanced by the increase
in others. A further collapse of prices may thus
be prevented

In conclusion, a general fall in prices occurs when
a factory, at the highest point of expansion, restricts
its output in order to do away with the excess
of costs over current prices, assuming that the
accompanying reduction of incomes is not counter-
balanced by an increase of others in another part
of the market It has already been pointed out
that restrictions 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
prices 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 beginning of the
crisis.

In order to determine the precise moment at which
the crisis begins on any particular market, it would
be necessary to have access to the accounts of all
factories and to draw just conclusions therefrom,
m spite of the difficulty of calculating the costs.
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By no other means 1s 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 Likely to
reach 1n consequence of the onginal reduction of
output. The fall in incomes and prices cannot
be arrested until the costs of the greater number
of factories are adjusted to this level.

1t 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 atlempts ;
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 “‘ rational.”

As a matter of fact, a period of price recession
could be avoided, or at least much curtailed, if
the following conditions were fulfilled: (4) the
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obtaining of timely and precise knowledge as to the
moment in which the “ deficit’’ of one or more
factories on the market, with the consequent restric-
tion of output, caused a diminution in the total
flow of mcomes, owing to the fact that there was
no corresponding increase 1 other directions to
counterbalance this loss; (b) the accurate estima-
tion of the manner i which the general price level
may be affected by a first restriction of the out-
put of one or more factories, whose accounts
show a “ defiat,”’ since the need for successive
reductions—leading sometimes to the collapse of
other firms guilty of no error of judgment—is
gradually determined by the manner in which such
consequences influence the prices; {c) the um-
mediate restriction of output in such a degree as
may be necessary in order to produce an equbbrium
between costs and lower prices, (d) the destruction
of surplus goods, that 1s to say, all goods which
destroy this equilibrium

For greater precision, the sometimes very heavy
expenditure 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 imples the deliberate suppression of
many workers’ means of subsistence Such persons
must, therefore, be assisted—even if only n a shght
measure—Dby the State, being paid for public works,
or recetving some other form of relief. 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 admit
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of the accumulation of savings to be devoted to the
maintenance of those who have lost therr employ-
ment and are not absorbed into 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 community 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 obtamn even
higher prices than before—a certain 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 transaction, 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
carried on must be reduced so far as to allow a
margm capable of covering, not only the expenses
for the maintenance 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 equiibrium. It may be defimtely
stated, as a general rule, that s ss solely the saving
of those who continue to produce, or who accumulated
reserve funds in former times, which to some extent
neutralises the errors of the rest of the communty
and retards, or arrests, the recession of prices. The
essential point is that it should be * real’’ saving
—that is to say, saving obtained by an effective
reduction of costs or previous accumulation.

In this phase of the business fluctuation, which
has very acute political and social 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 incidence and diffusion of taxation
take place. With regard to loans, the nation pays
interest to the owners of the saving which 1t borrows
and, similarly, the phenomena of readjustment may
be observed. Any enquiry into the various results
of this 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 prices.
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5. 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 is 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 single 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 equilibrium 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
R
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other reasons, both social and poltical, 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, assuming that the crisis extends
to various countries in which the costs of production
are not being steadily reduced.

Only at the end of a period of recession is it
noticed that certain 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 this cutting down of production, a
certain 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 defimtely stated that the whole community
is compelled to fulfil these conditions. As, how-
ever, 1t 1s umpossible accurately to foresee the future
state of the market, the necessary conditions are
fulfilled, after a certain time, by the whole com-
munity, in opposition to what appears to be the only
rational policy, 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 durng
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 of experiments. 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 DEeFICIT

It is very probable that, even in cutting down
production, a manufacturer may commit an error
of defect, ie. he may fail to veduce it 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 Likely to lead to
a correspondingly slighter reduction of incomes and
of the general price level. But if, meanwhile, the
costs continue to increase in at 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
situation 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 finished goods
does not dimimish in proportion to the decrease in
the demand. This is due in part to reasons already
given, and also to the fact that the prices 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 1s 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 1s a long-term contract are
less affected by the fall of prices Hence the pro-
duction of a factory dimimishes with greater or less
intensity, according as the largest items of expendi-
ture are those which may be reduced with less or
greater facility respectively: that is to say, mn the
first case the factory continues to produce 1n larger
quantities, committing errors of defect in the
reduction of costs.

It often happens that a firm maintains its out-
put, even when the returns do not cover the prime
cost, because it considers that it would incur heavier
expenses by remaining inactive for a certain period,
taking into consideration the maintenance of expert
workeis and the managing staff in the present and
the res?.mption 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—Dbut of other possible undertakings which
the sum acquired from the liquidation of his plant
might enable him to enter.?

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 ‘‘ 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

1 See also the present wmter's book Variarsoni ds cosio s
suduppo des cacly economscs.  Sampaolesi, Rome, 1929, 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 time which elapses before it is
effected.

Finally, firms may commit other errors of defect
under the pressure of political interest. The work-
ing classes have the right to hve during a period
of depression : it is not just that they should suffer
for the mistakes of others It therefore happens
that, either directly or owing to measures taken by
those in authonty, private firms continue to pro-
duce, even though the working day may be short-
ened and the profits negligible. The remedy for
this economic absurdity is the awarding of bonuses
and sndemmnitzes 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 instiated for their
benefit.

All such expedients 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, 1t 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’ 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 reduced 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 their
turn, result sooner or later in an even more serious
fall of prices, unless costs are reduced before fac-
tories are encouraged to increase their actiwvities.

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 "’ in the curtailment of supply, either on
the part of those particular factories which were at
first inclined to abstain from reducing their output,
or of persons engaged in other occupations

The psychological element is a powerful factor in
mcreasing the reduction in incomes and prices
during a descending phase. A shght fall in the
price of raw materials may lead to a much more
serious drop in the value of plant and stock, since
1t 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 emphasising the downward trend.

Even those who would be inclined to pay cash
for their purchases follow the natural inchination to
wait until the price has reached the munimum,
although 1t 1s impossible to know when this will
happen or what the minimum will be. This delay,
however uncertain it may be, retards the sales and
causes the prices to fall more rapidly than would
otherwise be the case

Finally, speculators who operate on a large scale
may deliberately cause a fall in prices, 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 in 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 industnial 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 1n an event favourable to production

It may happen that, after the completion of a
wave, the event which caused it continues to influence
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.

Similarly, 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, with destruction of wealth and
more or less manifest losses, and 1if, in the mean-
tmme, a favourable event should lead to another
wave, this second wave would tend to develop on
a descending 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 descending curve of the shorter indus-
trial 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 smfensity, 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 lhbitum.



CHAPTER V

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

1. TypricAL 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 prices. The
industnal fluctuation cannot, therefore, be regarded
as a phenomenon due chiefly to the system of credt.
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 thewr attempts to adapt the supply to
tre possibilities of absorption, increases according
upw (4) the extent and unexpectedness of the
fluctrence between costs and prices, as caused by
more earable event; (b) the number of industries
able ever. this difference is felt; (c) the complexity
is graduadationship (mnstrumental, complementary

68
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or substitutional) between the additional goods pro-
duced and those already on the market. It will be
readily understood that in this network of connecting
links the disequlibria must necessarily be multiplied

But this further stage of the theory which explains
the crisis and the industrial wave must be built on
definite facts capable of being expressed in 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 : (1) the pure “ gold standard *
system, ie. the circulation of gold, or notes
readily convertible into gold; (2) the * managed
gold standard >’ system,! 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

b § L1} ”
md'l:pxguscludes to :os?:n ‘eimnﬁ the systems of ** gold bulion



70 ESCAPE FROM STAGNATION

enforces the circulation of inconvertible notes. In
such cases the analysis will determine whether the
monetary or credit 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
1tself produce the favourable event, should it happen
that an ever-increasing amount of gold 1s obtamned
from the mines. Those who export goods and
labour from gold-producing countries obtain in
exchange an increasing quantity of gold, with which
it is possible to purchase goods and labour on their
own markets If the total of such goods and labour
remains unchanged, their price will increase

It is possible to follow this movement from the
first person who handles an increased quantity of
gold, ie. the exporter mm the gold-mining country,
to the last person who sells certain goods in the
country under consideration, ie. the person who,
seling his goods at higher prices than before,
extends and eventually completes the diffusion of
the increase in prices. This last seller, however,
although he may obtain a high price, does not profit
in the same degree as the first exporter, since a
general increase m prices has taken place on the
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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 femporary
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.!

3 UNDER THE “ GOLD STANDARD' SYSTEM THE
ToTAL AMOUNT OF LOANS GRANTED MAY NOT
EXCEED THE LIMITS FIXED BY THE RESERVE
Funps

Apart from the case of the increased production
of gold, 1t 18 necessary to consider the influence of
the credit system on the development of the indus-
trial fluctuation, in regard to the ‘‘ pure gold*’ and
also to the ‘ managed >’ standard ®

Under the “ pure gold”’ standard, the element

1 In Cassel’s well-known Geneva studies on gold (L'offre de
Lor, Rapport provisowe de la Délégation de lor du Comsté
Financier, 1930, p 73 et seq ) he 1s entirely 1n agreement with
this view when he states that, during the nineteenth century,
the prolonged cycle of prices depended on the production of
gold which, 1n that country, was the predomunant factor in the
vanations of the general level But this dependence does not
anse from the simple statistical correlation traced 1n the study
referred to above Close reasomng i3 necessary in order to
amve at this conclusion, since the production of gold constitutes
only one of the events which may lead toacycle of long duration

2 It 1s well known that a pure gold coin standard 1s charac-
tensed by the following conditions: (1) equality of each
country’s monetary umit with a given weight of gold; thus
equality being maintained by the ready convertibility of coinage
mnto gold, or vice versa, 1e the free fusion of coinage or the
conversion of metal into comns, (2) the free international circu-
lation of gold , {3) the constant equality 1n exchange of monetary
umts (gold parity) of the dufferent countnes, (4) connection
between countnes which adopt gold as comnage, 1n the sense
that, assuming the purchasing power of the monetary umt to
be constant 1n terms of gold and in terms of other gold curren-
cies—although the purchasing power in terms of goods, and
hence the general level of prices, may vary—the vanations in
the general level of prices tend to occur in the same direction
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of credit exercises no influence on the beginning of
an upward phase because loans are not granted by
banks until an event favourable to the production of
cerlain 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 1mn 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 ** system, with the free
international distribution of gold, since one of the
advantages of this system is that the quantity of

i F
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gold in each country is adapted to the requirement
All the gold in excess of this amount finds its way
to other countries and adapts itself to the demand
by means of continuous importation and exporta-
tion. Thus the Bank’s policy of lending at a low
rate of interest could only be carried on during a
brief period and could never constitute the favour-
able event which 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 faciitate the saving, without producing other
results of any importance. But if 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 motion
a productive activity beyond that degree which
can be profitably carried 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 facihties tend to increase the errors and
accelerate the deficit.

This, however, is a consideration which applies
only to individual firms With regard to the entire
market, this danger does not exist under the “ gold
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standard *’ system. The Bank is always hmited
by the quantity of gold at its disposal or, in other
words, by the necessity of maintaining a reserve,
either in compliance with the law or in accordance
with ordinary business principles* Thus, if a

1 The note convertible into gold represents an obligation on
the part of the Issue Bank to pay at sight to bearer the sum
indicated, just as 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 ordinary deposit bank Any
person who has deposited a sum 1n these banks 13 entitled to
demand notes or draw cheques, as the case may be, during the
period for which the loan is granted

The situation of borrowers in regard to the bank 1s 1dentical
with that of the original depositors, whether they have pre-
viously deposited other securies—bills of exchange, shares,
bonds, etc, as guarantee—or whether, having 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,
leaving 1t on current account, may gradually avail themselves
of it as 1f they had previously deposited a corresponding amount,
which they were entitled to draw upon dunng the period covered
by the loan

In thus way the present-day Bank 1s the organ which con-
tinuously ‘' creates ” deposits, 1 & continuously declares itself
a debtor towards those who deposit cash, or secunties readily
convertible into cash (effecisve depossis), and equally towards
those to whom 1t has granted loans for a certain peniod, during
which they have a current account in the bank (fictsssous
depossis) Assuming a system of full exchange of notes into
gold, however, both Issue Bank and others are only able to
grant loans 1n notes or cheques—in other words, to create
credit—within certain hmits

According to the working of the present system the hmt,
whether automatic or governed by ordinary business prninciples,
1s reached as soon as the Bank has to make use of 1ts reserve
1 order to meet the demands for payment, whether made by
ongmnal depositors or by borrowers The ordinary Baak
exhausts 1ts reserve of notes If, then, the notes are taken
to the Issue Bank for conversion into 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, 1s exemplified.
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larger loan be made to certain firms, thereby in-
creasing their errors, smaller loans must be made
to others. This immediate * check *’ may be seen-
to be another advantage of a “ gold standard '’
system, in addition to that of adjusting the supply
of gold to the actual requirements

4 UNDER THE GOLD STANDARD ANY DECREASE IN
THE PROPORTION BETWEEN RESERVE Fuxps

AND LIABILITIES INCREASES THE LENDING
CAPACITY BUT DOES NOT PRODUCE INFLATION

It is true also that, when the mechanism of credit is
fully developed, every bank may fora time grantloans
in excess of itsavailablereservefunds. Furthermore,
every lessening of the fixed proportion between
reserves and habilities tends to increase this faculty 1

1 Thus a bank may take 1nto account that the clients to whom
loans are granted do not always avail themselves smmedsately
of the /o/al amount of the loan which 1s placed to their credit
on current account  As a matter of fact, a tacit understanding
1s established between the bank and the borrower by which
notes are requested, or cheques drawn, 10 a measure determaned
by the requirements of the latter The Bank, therefore, esti-
mating this measure with much accuracy, accumulates as
reserves for the loans granted, not the whole amount of the
effective deposits which rematns after making due allowance
for withdrawals, but simply a percentage of this amount whuch,
m 1ts turn, 1s utilised as *‘ reserve ” for covering withdrawals
on account of the loan

Consequently, whatever still remains of the original deposits
after deducting this twofold * reserve * tage, may be
devoted to further loan operations with clhients whose business
methods are i1dentical with those of the borrowers referred to
above The possibility of the Bank granting and raising loans
1s much increased, but inflation will not occur, sunply because
the borrowers do not avail themselves immediately of the
whole amount to whuich they are entitled Thus the circulation
of notes or cheques 1s less than would be expected 1n companson
with the loans nominally 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 withdrawn, these having been in cir-
culation in the meantime and played their part in
business affairs. On their return to the Bank the
* 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 likely to occur when bills discounted

less to the policy of the borrowers than to the credit mechanism,
particular circumstances or preferences of the public As part
of the credit mechanism may be mentioned the * clearing
system, which reduces the need for reserves

Among the cases 1z which each loan does not always tmply a
decrease in the available reserve may be mentioned one to
which Keynes attaches much importance, viz that of loans
granted to chients who are debtors to the effective depositors of
a bank (4 Treatsse on Money, Vol I, p. 26) In such a case,
the amount which Les idle in the Bank, 1n reserve for loans,
becomes hquid and available as soon as the effective depositors
receive payment and, consequently, increase their deposits by
the amount of such payments.

Among the preferences of the public may be mentioned that
for deposit accounts. The necessary proportion of reserve
funds varies according to the nature of the deposit, that for
current accounts (demand deposits) being larger, eg 9 per
cent , whale for deposit accounts (time deposits) it may perhaps
be only 3 per cent Thus, when the public manifest a prefer-
ence for deposit accounts, it is to the interest of the Bank that
this preference should be encouraged as much as possible,
seeing that two-thirds of the reserve formerly maintained for
the purpose of covering current account deposits are released.
Thus 1t becomes possible to grant loans for proportionately
larger sums (F. A. von Hayek, * Reflections on * The Pure
Theory of Money * by Mr. J. M. Keynes,” Economicas, February,
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 therr term, when
advances to the Government, which should be re-
funded from the revenues, cannot be lhqudated
owing to the madequacy of these revenues In
such cases the notes or cheques 1ssued do not return
to the Bank for cancellation, but remain m circu-
lation Being mn 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 third 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 1n convertible
notes.

The reserve of the Central Bank, in all 1ts forms,
1s a prompt and automatic corrective to any excess
in the means of payment Inflation disappears in
proportion as the reserve enters into circulation
Beyond that pomt, unless there 1s very skilful
manipulation, the Bank becomes mnsolvent

In no case, therefore, can the credit element serve
to raise prices and thus produce the favourable
event which leads to the upward phase Smmilarly,
it can have no lasting influence on the development
of the busmess fluctuation until banks support the
error by granting undulylargeloans from thetr reserve
funds Hence the mfluence of the credit element
on the origin and development of an economic
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1

fluctuation 1s—at least under the
system—almost neghgible

‘ gold standard "’

5 IN ALL COUNTRIES THE GOLD STANDARD 1S
MODIFIED UNTIL IT BECOMES A ‘“‘ MANAGED ”’
GOLD STANDARD

A smmple fiduciary circulation, 1e a pure gold
standard, such as was concervable before the war,
no longer exists mn any country Gold 1s not
m circulation, but safely housed m the vaults of
the Issue Banks, 1ts place being taken by a mass
of credit instruments, which haseverywhere increased
to an extraordmary degree! in proportion to the
increasmg demands of mdustry and trade This
stupendous need for money, as compared with the
scanty supply of gold, has made 1t necessary to
exercise the utmost economy in the use of this
metal

As regards wnlernational relations, the “ gold
standard *’ has been modified m a corresponding
degree Those States which, after the war and the
consequent period of inflation, addressed themselves
to the task of restormg their currency, were first
confronted with the problem of stabilising its pur-
chasing power m terms of gold and of other gold
currencies, and subsequently with that of adopting
a system under which gold would be excluded from
mternal circulation and the demand for i1t lmted.

1TIn the most important countries, such as Great Britamn,
the total value of credit instruments now in circulation 1s ten
times greater than 1t was in 1850, while the gold has increased

scarcely two and a half times In other countries the situation
18 practically the same
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The most switable systems appeared to be those
under which, m addition to abolishmg the right of
private persons to receive comn from the Mt m
exchange for gold, the convertibility of notes mto
gold comnage should also be abolished, except i
cases of payments due to other countries In these
cases notes would be convertible into gold bars, as
under the gold bullion standard, or mto bills which,
m their turn, would be convertible into gold 1n 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
practice In the first place, those countries which
had linked their currencies with sterling were more
seriously affected by the fluctuations imn its pur-
chasing power m terms of gold or of other gold
currencies Furthermore, those which had m thewr
possession notes convertible into bills were influ-
enced by these fluctuations to convert the balls
themselves mto gold, or some other form of cash,
n the country of ongm, thereby causmg a rapid
outflow of large quantities of gold from those very
countries which were financially the soundest
Hence the Central Banks of these countries were
compelled to exercise an increasingly rigorous con-
trol over the available gold, as also over the home
market, mn order that the mmflows 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 shght vana-
tions 1 the gold reserve would soon lead to serious
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mflation or drastic deflation, thus rendering prac-
tically impossible any development m the economic
Ihife of the country

This control, or “ steribsation’’ of gold, was
necessarily increased as a result of the political
condrtrons which prevailed after the war, mvolving
the payment of reparations otherwise than m kind
and the settlement of inter-allted debts, and of the
techmical conditions under which many nations have
attempted to restore their currencies®, some
selecting a high, others a low standard of stabilisa-
tion, but all establishing an artificial difference be-
tween the purchasing power of their currency at
home and abroad The gold naturally flowed into
the creditor countries, as also mto those which
adopted a low level of stabilisation, such as the
Umited States and France respectively In the
others, owing partly to thewr mmmediate require-,
ments and partly to thewr anxiety with regard to
the future, gold was actively forestalled for the
purpose of increasing the reserve, and, once obtained,
was Jealously guarded

In pre-war days, when 1t happened that a quan-
tity of gold m excess of the demand flowed nto a
country, the result was an increase i the means
of payment, a rise in the general price level, and
also the importation of goods and services from
countries in which they were cheaper At the same
time the reserves of the Central Bank were strength-
ened, and 1t was thus enabled to lower the discount

1 Cf P Jannaccone’s lucid article, “ Il Problema dell’oro,”
Nuova Antologia, 16 October, 1932
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rate and facilitate financial operations of all kinds
with debtor countries, thereby saving them from
the necessity of putting their products on the mter-
national market at any price The automatic
functioning of the gold standard system, as well as
the inchnation of each country to ufilise its surplus
gold in the form of loans, led to the redistribution
of gold on the international market, either in pay-
ment for imported goods or as loans

After the war the United States and France
stertised large quantities of gold, thus rendering
them neglgible as a basis of credit, mcreasing the
scarcity of gold and, in ‘a certamn measure, contri-
buting towards the fall of prices With the object
of safeguarding themselves from any possible inva-
sion of goods or services cheaper than theiwr own,
these countries have introduced high tariffs and
evinced a decided, and to a great extent unreason-
able, desire for 1solation

In this way, owing to political and technical con-
ditions, the automatic functioning of internal rela-
tions between gold movements, credit mnstruments,
and the general price level has ceased As regards
wnternational relations, price mechanism—by which
merchants imported goods from other countnes and
paid in gold rather than in bills, whenever the cost
of bills exceeded the ‘‘gold pomnts’’—has been
destroyed In many cases even the device of rais-
g the discount rate m order to attract gold from
other countries has been rendered practically -
effective in consequence of the intense desire of
every country to retain its gold
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Thus, as regards relations with other countries,
the Central Banks, having acqured control of the
credit circulation, encourage the importation and
exportation of gold by means of direct buying and
selling, marked variations in the discount rate, and
operations on the open market their object bemng
to ensure relative stability mn the exchange rates
As regards the home wmarket, since notes are no
longer freely convertible mto gold, the Central
Banks seek to neutrahise the effects of mancenvred
gold currents on the crrculation of credit mstru-
ments and price levels

6 EVEN UNDER THE ‘“ MANAGED GOLD STANDARD ”’
LOANS ARE NECESSARILY LIMITED, AND PLAY
NO PART IN CAUSING A BUSINESS FLUCTUATION

The conviction that Central Banks have the
power of raising or lowerning price levels, according
as they increase or dimimish their loans, possibly
arises from the fact that they have the power of
sterihsing gold—no difficult matter, since 1t 1s only
a question of withdrawing 1t from circulation—and
that there 1s now no free mnternational flow of cur-
rents which would adjust the amount of gold m
each country to its actual requirements Some
authors, therefore, believe the Central Bank to be
capable of contributing directly towards avertmng
a downward phase

This theory, however, 1s open to dispute Not
even under a “ managed gold standard ’’ can the
Bank grant loans at its own discretion In the
first place, if 1t is gmded by economic principles 1t
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cannot discount bills at a rate below that which it
pays as imnterest on deposits  On the contrary, 1t is
compelled to maintam a higher level of mterest on
loans granted to entrepreneurs The reason 1s that
the Bank must be in a posttion to advance, at some
future date, the working caprtal required for the
maintenance of those plants which are now resum-
g or extending production by means of loans
already granted. Also, 1t must be prepared, in the
event of the profit being mmadequate, to advance
the sums required for the amortisation of these
plants

It follows, then, that the munimum rate of mterest
on loans granted by the Bank must always exceed
that which the reserve renders possible, and must
show a continual variation. Not even under the
“ managed standard ”’ can the mere fact of a fall
m the discount rate lead to so great a reduction mn
costs, and consequently to so great a divergence
between reduced costs and stationary prices, as to
bring about the resumption of activities

Assuming that the divergence s felt temporanly,
the question arises whether any person who resumes
or mtensifies production on this account can know
how long the low rate of interest will be continued.
If his costs should increase, has he any assurance
that his bank—and, mdeed, the bankmng system
of the whole country—will reduce the rate of m-
terest so far as to mnewdralise the dummnishing daver-
gence between rising costs and stationary prices ?
Furthermore, who can foresee the munimum rate of
wnterest and the maxsmum extent of credit which
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will be necessary m order to favour production of
various kinds ?

Consequently, the utiity of resuming or extend-
ng such production must remam doubtful Abun-
dance of means, made possible by the low rate of
interest, constitutes a condition favourable to an
upward phase, but 1t does not ehmmate that ele-
ment of msecurity which so strongly mfluences the
actions of business men All these considerations
would be more or less openly taken into account
by them and, however irrational they mght be,
they would not expand thewr production simply
because the Bank, for the moment, was granting
loans at a low rate of interest.

Correlatively, if the Bank can neither reduce the
discount rate to any great extent, nor grant um-
portant loans, neither can 1t exercise a lasting imnflu-
ence on the average general price level It may,
however, 1n defiance of sound economic principles,
grant loans to persons who do not repay them at
the time fixed, thus raising the price level It 1s
true that notes, even if they depreciate mn value,
cannot be freely converted into gold and thus do
not directly affect the gold reserve The increase
of prices on the home markets, however, leads to
an increase In importations from other countries
where the goods are cheaper The demand for
foreign bills becomes more marked, i consequence
of the increase 1n the mass of notes, and this demand
weakens the exchange quotations of the national
currency unti, finally, the Government 1s compelled
to intervene in order to protect it This mnterven-



86 ESCAPE FROM STAGNATION

tion takes the form of disposing of the bills which,
equally with the gold, are included mn the Govern-
ment’s reserve funds In practice, therefore, even
under the “ managed standard,” and when notes
are no longer freely convertible into gold mternally,
the Bank 1s bound to reframn from reducing the
discount rate, and also from granting loans, beyond
the limits consonant with its reserve By no pos-
sible means, therefore, can the Bank bring about
a favourable event which will avert the downward
phase

What, then, would be the consequences of pur-
suing a policy of very easy credit, regardless of all
considerations to the contrary? There bemng no
genuine circulation of bills, loans obtamed from the
Bank would be mnvested, not m labour, machimnery
and raw material, but in Treasury bonds and other
Government securities, winch would therefore m-
crease mn price The Government would therefore
be enabled to profit by reducing the interest payable
on other securities

Taking into consideration the low level of indus-
trial and commercial activity during a phase of
depression, the proceeds from the sale of securities
would not be nvested m productive activity.
Whether 1t were prudent or not, persons who sold
their Government securities would remnvest the
proceeds in industrial securities yielding a higher
rate of interest They would naturally choose, first,
the most reliable mvestments and, subsequently,
those that were less sound Fmally, little by little,
private entrepreneurs would follow the example of
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the Government and replace old bonds, at a high
rate of interest, by new loans on better conditions
New shares and bonds would be 1ssued The Stock
Exchange would show signs of revival and enthu-
siasm In Amernca, for example, during the first
months of 1932 securities rose to about 120 per cent
of therr value Here, however, the effects of easy
credit would cease except m the event of forced
expansion, and this would endanger the stability
of the national currency

It 1s certamnly difficult to grasp the reasons for
diverting funds from Stock Exchange speculation,
in which at least a certain profit mught be expected,
to industrial undertakings mm which the profit
was very uncertain owing to the fact that low
prices were expected to prevail for a long period
The imncentive to expand production must have
origmated m a nise m prices which, in the circum-
stances under consideration, must, m all pro-
bability, have been due to one of the following
causes

I A reduction m taxes, resulting from the con-
version of Government debts and the lesseming of
the burden of the interest payable thereon But
no budget has ever been balanced as the result of
the conversion of securities and, even in such an
event, no Government would immediately cut down
taxation No examples of such an action are to
be found mn history 1In any case, the reaction on
private mcomes of such a reduction would be too
remote and indirect to lead to an increase in the
demand for any commodity and hence to an in-
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crease 1n its price  This reason, therefore, may be
dismissed

2 The expectation of an mcrease in prices might
be traced to the profit reahsed by private firms m
which certam habilities had been replaced by others
less heavy This reduction of costs, however, 1s
usually trifling mm comparison with the total habilities
of a firm, and does not provide a satisfactory reason.

3 The profits arising from fortunate speculation
might possibly lead to an increased demand for
goods and services, and thus to an mcrease m prices
It 18 true that considerable sums were acquired m
this way, but they were limited to groups of bul-
brokers and financiers Hence they were not
diffused extensively encugh to lead to a decided
Increase m prices of general commodities

4 Fmally, the mtiation 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 1s so serious a burden mn
all countnes

If, therefore, no rise m prices can be traced to
any of these causes, there was no reason why the
funds of the banks should flow towards production,
become redistmbuted i the form of creased
mcomes and, by means of the expenditure of these
additional sums, lead to an mcrease m the demand
for many commodities and a corresponding increase
m their prices
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7 EXAMPLES OF THE RESTRICTED INFLUENCE OF
CREDIT ON THE GENERAL PRrRICE LEVEL

The above arguments find thewr confirmation mn
facts An upward phase has never been caused by
credit, whether under the “ gold standard ’’ or the
“ managed standard ’’ system

If we turn to the past and consider the countries
under the “ gold standard ’’ which have had wide
expertence of the credit system, eg the United
States, we see that, from the time of the serious
depression of the post-war period until 1928, the
loans and mvestments of all the banks have in-
creased contmuously, at a more rapid rate than
that of the commodities to be exchanged This
15 shown m Table 1 of the Appendix to this
Chapter

As a matter of fact, the figures also show a pro-
gressive increase i bank deposits, parailel with the
mcrease n loans This parallel movement points
to the conclusion that the quantity of goods m-
creased at a lower rate than the mass of monetary
means, from the moment when a large ‘proportion
of such means was left 1dle at the Banks In spite
of the mcrease m monetary means, the general level
of prices showed no decided tendency to rise during
the pertod of 192128, as will be seen. by Table 2 of
the Appendix

In 1628 the price level corresponded to that of
1921 The fluctuations which occurred during this
pertod may be attributed, according to a very
detalled study which appeared m the Federal

G
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Reserve Bulletin,® to changes in the prices of raw
matenals, more especially in those industries in
which the supply of producers’ goods 1s not adjusted
to the demand. The question of credit plays no
part in this matter.

During the shorter period 1928-30 no decrease
is apparent in 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 increase

If we take the case of Great Britain—which pro-
vides an example differing in many respects from
America—the doubt as to the value of credit, as a
remedy for depression, will increase. After the
revaluation of sterling there occurred mn England
an uninterrupted senes of difficulties and obstacles
m connection with 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 contmmuous tendency on
the part of depositors to increase their time deposits
and deposit accounts. The abundance of means of
payment did not prevent a heavy fall in prices 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 in the Wholesale Price Level 1n the United
States,” Federal Reseyve Bulletsn, May, 1931, p 172 e} s¢g
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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, in Government
securities and Treasury bills, owing to the lack of
the usual financial operations connected with pro-
ductive activities.

An expansion of credit 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.t (See Table 3)

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

1 ]t cannot be said that deflation took place during the year
July, 1931-July, 1932 (see Tables 4 and 5) The circulation
of notes has increased, as also the volume of bills and bank
investments. Bankers® deposits at the Bank of England have
increased by £16,000,000 sterling, while the various rates of
interest have been very moderate. Even the price of British
goods has fallen although, taking into account the devaluation
of sterhing, 1t should have increased considerably The dufference
between the price level which they might reasonably have been
expected to reach, and that which they actually attained, was
in favour of exportation, so far as this 18 possible 1n view of
the protective barriers raised by other countries and by Great
Bntaimn itself, Thus proves that not even here has the abundance
of credit led to a decided wncrease 1n prices.
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years, could not be entirely ‘ sterlised '’ and has
produced notable changes in the mass of securities,
though in varying degrees. From 1929 onwards,
however, there has been a decided downward trend
1n the general level of wholesale and retail prices,
as also in the cost of Lving.

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 difference. The formation of the * Recon-
struction Finance Corporation’’ in October, 1931,
is one of the principal outcomes of this policy. By
the end of June, 1932, this institution had granted
loans to the total value of $805,150,000, of which
barely $76,000,000 has been repaid.! This is -
flation, 1 the true sense of the word, since the
loans, once granted, remamn in circulation. Men-
tion should also be made of the purchase of securities
by Federal Banks, on the open market, to the total
value of $110,000,000, the passing, in July last,
of the ‘“ Federal Home Loan Act,”” by which the
use of other classes of public securities was authorised
as guarantee for the issue of National Bank notes,
and thus the circulation of additional notes to the
value of another milhard dollars was rendered pos-
sible 2, the activities of the Banking Bond Con-

t “Second Report of Reconstruction Finance Corporation,
Federal Reserve Bulletsn, August, 1932, p 481

2In wirtue of this measure, securities to the value of
$3,763,000,000 may be used as guarantee for the 1ssue of notes
The maximum value of such notes must not exceed the amount
of paid-up capital belonging to the Issue Banks, which amounted
in June, 1930, to $1,569,000,000 As there were already in
circulation notes to the value of $652,000,000, a further
$917,000,000 could be 1ssued.
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sortium, and, finally, the operations of the * Com-
modities Finance Corporation,’” established on g
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-
tion 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 visible 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 *’ 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
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possibly influence the development of the economic
wave, once the upward movement in incomes and
prices has been started by other events, and this
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 inflation
may take place, within limits which have been fre-
quently indicated 1n preceding chapters, and cer-
tamn factories may be encouraged to produce on a
larger scale than is profitable. Even under the
“ managed standard,”” however, these phenomena
do not attamn considerable proportions over the
entire market, and the influence of the credit element
on the development of the cycle 1s always limited
The contrary opmion of many wnters, and of
Governments who yield to the pressure of interest,
is thus disproved by facts.

8 UNDER THE SYSTEM OF FORCED CURRENCY,
CREDIT MAY BE THE CAUSE OF AN ASCENDING
PHASE

The possibility of inflation, when the Government
authonses the 1ssue of inconvertible notes by the
Central Bank, 1s an entirely different matter. Such
an 1ssue 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 varnious reasons, e g the outbreak of war, when
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the reserves of the Bank are appropriated by the
Government, and its creditors within the country
are paid in paper money.

The inconvertjbility 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 inflation on
account of the State is an inflation 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, usuvally 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
estimate the precise amount which should be
devoted to the expansion of production, when it
becomes abundant, the difficulty 1s increased to an
enormous degree The faciity with which credut
may be obtamed does not encourage restraint in
thus direction, but tends rather to cause negligence
in effecting all possible economies in the original
plant However prudent the entrepreneur mught
be, he could not have the necessary contacts with
owners of saving, or be in possession of other in-
formation, which would enable him to ascertain
whether saving is really plentiful. From the mo-
ment when the Banks become its sole admims-
trators, supreme withmn certain limits, they can
increase its availability at wall.

In raising a loan the entrepreneur can also claim
that he 1s acting with foresight Once the upward
phase has begun, a larger amount of money 1s un-
doubtedly required in order to carry on the same
amount of business. He 1s influenced also by the
desire to provide himself with funds while interest
and discount rates are low, since it is impossible
to say what will happen to-morrow. Furthermore,
when a rise in prices is expected, it is desirable to
work for the reserve stock as well as for the market,
in the hope of selling the stock so accumulated at
a high 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 phase
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. THE 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

1 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 1s a
general expansion of production, in the hope of
higher prices. All entrepreneurs seek to make profit
by the sumple means of borrowing te-day a certain
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 effect of lowering the price 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 arnive 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, @ postersori, more
than proportionate to the increase in the selling
price, so that, in the meantime, it covers the varied
and irregular progress of the costs, as occasioned
by the above-mentioned errors. If the costs should
increase so rapidly 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 1n the
incomes assured to the commumty 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 firm, 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 selling price increase.

The weakness of Keynes’ recently expounded 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-

1 J. M. Keynes, 4 Treatsse on Money, Val. I, Part I, pp. 183~4.
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crease at a more rapid rate owing to the vanability
m the prices Under a system of inconvertible
paper these rise and fall suddenly, at irregular
mtervals, as may be seen from the comprehensive
statistics 1ssued in this connection According to
a theory which 1s very useful for the study of the
relations between home and foreign prices, this may
be explained by the fact that paper money, 1s at
the same time, the medium of exchange and a credit
instrument for the public debt. Hence, while it 1s
subjected to those fluctuations in purchasing power
which always accompany inflation, it is also affected
by the fluctuations in the value of securities? 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 which 1s im-
mediately reflected in the fall of the exchange rates
reacts on the cost of the product, causing 1t to nse.
Confidence, which 1s more directly reflected in the
buying up of paper money, reacts on the price of
the product and depresses it. Both distrust and

1 “ The vanation in value due to an 1ncrease in the amount
of money in circulation may be described as an objective
phenomenon of quantity, automatically affecting pnices On
the other hand, the vanation due to the daily trafic 1n public
debt secunties 1s a subjective phenomenon, and anses from the
opion of the investors, which vanes from moment to moment,
from place to place, from person to person "—A De Viti De
Marco, “La Finanza Straordinana,” Appendix to I prims
prancsps dell’ economsa finanzsarsa  Sampaoles:, Rome, 1932
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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 distrust, 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 crisis
But such a conclusion may be 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 inconvertible paper,
it may be stated that, when the upward phase has
once begun, the granting of loans accentuates the
rise m prices and hastens the development of the
business 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 hmut its effects. In no case, there-
fore, does inflation afford the means of putting an
end to a period of depression.



APPENDIX TO CHAPTER V
TABLE X
Total LoaNs, INVESTMENTS AND DEPoOSITS—ALL BANKS IN THE UNITED STATES *
(Exclusive of Interbank Deposits)
[1n millions of dollars]

. Deponits (Exclusive of

Al Baoks. Mecuber Banks. Noa-Member Baaks. bt Do
Dute. Invest- Tovest Invest- | _ADl | Member |, NoO"-

vest-

rmmmurmmmurmmummmm
3924—30 June . | 45,180 | 33,523 | 13,657 | 27,176 | 19,204 13.963 18,013 | 12,320 | 5,603 | 43,405 | 25,711 | 12,604
81 Dec, . | 47,182 [ 32,440 | 14,743 [ 28,746 | 59,933 | 8,813 | 18,437 | 12,501 | 5,929 | 45,835 { 27,836 | 17,999
3925—30 June . | 48,830 | 33,868 | 14,963 | 29,518 | 20,655 | 8,863 | 19,312 | 13,210 | 6,102 | 47,612 | 28,440 | 39,173
31 Dec, . | 50,603 | 35,640 | 14,963 | 30,884 | 21,096 | 8,888 | 19,720 | 13,644 | 6,076 | 49,324 | 30,029 | 19,193
3926—30 June . | 51,562 | 36,157 | 15,404 | 31,184 | 22,060 g.xzs 20,378 | 14,097 | 6,281 | 49,733 | 29,781 | 19,925
3t Dec. . | 52,818 | 36,759 | 15,260 | 31,642 | 22,652 ,990 | 20,376 | 14,106 | 6,269 | 50,029 | 30,474 | 29,388
$927—30 June . | 53,750 | 37,360 | 16,391 | 32,756 | 22,938 | 9,818 | 20,994 | 14,421 | 6,573 | 51,662 | 31,269 | 20,393
38 Dec. . | 35,450 | 38,407 | 17,043 | 34,247 | 25,886 | 30,361 | 31,204 | 14,528 | 6,683 | 52,909 | 32,063 | 20,846
3928—30 June . | 57,263 | 39,464 | 17,801 | 35,061 | 24,303 | 10,758 | 22,204 | 15,161 | 7,043 | 53,398 | 32,133 [ 21,268
- 31 Oct. . |57,219 | 89,671 | 17,549 | 34,229 | 24,325 | 10,604 | 22,297 | 15,346 | 6,945 | 53,720 | 33,138 | 31,583
31 Dec. . {58,266 | 40,763 | 37,504 | 35,684 | 25,158 | 10,529 | 22,582 | 15,607 | 6,975 | 56,766 | 34,826 | 31,940
3929—~27 March | 58,019 | 40,557 | 37,462 | 35,393 | 24,945 | 30,448 [ 22,626 | 15,612 | 7,013 | 54,545 | 33,215 | 21,330
29 June . | 58,474 | 41,512 | 16,963 | 35,711 | 25,658 | 10,052 | 22,763 | 15,853 | 6,910 | 53,852 | 32,284 | 21,567
31 Oct, . |58,833 | 42,201 | 36,634 | 35,914 | 26,263 | 9,749 | 22,922 | 16,036 | 6,885 | 35,280 | 33,004 | 22,176
31 Dec. . | 58,417 141,898 | 16,519 | 33,934 {26,150 | 9,784 | 22,483 | 15,748 | 6,735 {55,289 | 33,865 | 21,424
3930—30 June . | 58,108 | 40,618 | 17,490 | 35,656 | 25,214 | 10,442 | 23,453 | 15,404 | 7,048 | 54,954 | 33,690 | 81,264
31 Dec. . | 56,209 :8.135 18,074 | 34,860 | 23,870 | 10,989 | 21,349 | 14,246 | 7,085 53.039 32,560 | 20,479
xgsx—sow « | 35,001 | 35,384 13,637 83,923 | 21,816 | 12,106 | 21,009 | 3,586 | 7,931 | 51,783 | 31,560 | 20,216
31 Dec. . | 49,704 | 31,305 | 18,399 | 30,575 | 19,262 | 31,334 | 19,129 | 12,054 | 7,084 | 45,821 | 27,432 | 28,839

® Federal Resorve Bulletsn, May, 1931, p. 253 ; August, 1932, P. ¢89.
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TABLE 2

INDICES OF WHOLESALE PRICES IN THE UNITED STATES

1921 .
1922 .
1923 .
1924

(Annual Averages)
(BUREAU OF LABOR STATISTICS)

{1926 = 100)

976 1925
967 1926
1006 1927
g81 1928
TABLE 3

. . 1035
1000
954
967

INDICES OF WHOLESALE AND RETAIL PriCES AND OF CosT

OF LIVING IN GREAT BRITAIN

(Bulletin mensuel de statistiqgue OF THE LEAGUE OF NATIONS)

Index of
Wholesale Index of Cost of
Year Boasaot | Bn Tndex
Trade )
(Base, 1913 ) | (Base, 1914 ) | (Base, 1914 )
192r . . 197 230 226
1922 159 176 183
1923 159 169 174
1924 166 170 175
1925 159 171 176
1926 148 164 172
1927 142 160 168
1928 . 140 157 166
1929 . 137 154 164
1930 . . . 120 154 158
1931 . . , 104 130 147
1932 (Jan 106 130 147
1932 (June) . 98 125 143
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TABLE 4

CURRENCY AND BANKING
(£ Miullion)

July, 1931. July, 1932. Dafference.

Bdnk of England :
Gold. . . . 154 5 1367 - 178
Note Circulation 358 2 3670 + 88
Reserve . . . 57°5 45°5 —~ 120
Proportion . . 48 6% 338%| —148%
Bankers' Deposits 693 850 + 157

CLEARING BANK:
Deposits, . . 1,7877 1,803 9 + 162

Acceptances . 1130 845 — 285
Cash . . . 1830 1907 + 69
Discounts . . 281-0 3174 + 344
Investments . 299 5 3488 +493
Advances . . 9130 8362 -~ 768
TABLE 5
MoONEY RaTes ¢
Juy, 193 July, 1932.
{beginning).
Beginning. End.
% % %
Bank rate . . 2}

Treasury Bull ten-
derrate. . . |[f1.1gs 987d | 16s 11 82d |10s.1 93d.
Market Rates:

Call money . 142 -1 1
" Hc:ﬁ ** Treasury

Blls. . . 1{§-2 -
Three Months’ 4 it -4

Bank Bulls . 1§-2 -1 i
Bank’s Deposit

rate (London) 1 | %

® Lioyds Bank Monthly Review, September, 1932, p. 39%.
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TABLE 6
AVERAGE PRICES *

Commodity 1928 1929 1931 (_‘l?lljl:) ( A"‘Zl“:‘,

Wheat (No 1 Mani
toba, Winnipeg)
doll, per bushel T35 134 059 0 %0 © 56

Cotton (American
{ll;xddlmg) —d  per

Wool (Queensland
scoured)—d per 1b | 41 26 20} 17 19
Sugar (BWI), per
cwt 26s 434|223 od |19s 11d| 175 od j17s 7§d
Tea (all saleable 1n
London)—d per Ib 16 72 16 25 12 24 71 9 46

Petroleum (Kansas-
Oklahoma) doll per
barrel

1X 17 10 §2 $92 429 672

1 203 T 231 0772 o 860 o 86o
Tin (London-standard

Cash) £ per ton 22763 20394 11811 {11611 |14808
Copper (London-stan-
dard) £ per ton 6373 | 7547 | 3831 | 2991 | 3581

Rubber (London-stan-
dard, nibbed) —d
per b 10 719 | 10 250 3151 1712 2 906

* Westmmnster Bank Renew, September, 1932

TaBLE 7
VisiBLE STOCKS

uly, uly, July, July,
Commodities ‘x’gz{ 2’9:; 1931 1932
Wheat (Milhon bushels) 244 351 443 445
Cotton (Thousand bales) I 4,962 4,476 72,752 8,205 ®
Wool l (Data not availab le)
Sugar (Thousand tons) 4,764 5,669 8,104 8,069
Petrol (Million barrels) 571 612 587 552t
Tin (Thousand tons) 255 30°3 62-0 61-0
opper {Data no t availab le)
Rubber (Thousand tons) I 27 301 546 644
Tea (Matlion lbs ) 179 239 223 200 §

f
* August, 7,793 1 Data of June $ 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 faciitating the commuttal 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
according 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 commuts
a similar error itself, either in the hope of profit or
for political reasons, and then assists entrepreneurs
to commit it also The error, although in no way
actually brought about by the Bank, is therefore
increased by it, and appears to be a fundamental
characteristic of all productive activity. If errors
could be ehminated, 1e. if at each moment the
supply could be adjusted to the demand, there
would be no cause for a cyclical movement, even
in countries where banking activities are most
widely diffused.

The conclusion we have reached so far—if 1t be
sound—entirely confutes the explanation of the
cycle as a2 phenomenon mainly due to monetary

~and credit reasons. It also explains why, as far as
we know at present, the trade cycle is not limited
to the capitalist system, but is common to all
systems of production—collective, sociahstic or
syndical. From the moment that errors anse in
the unpredictable dynamics of costs and prices,
3s not a different system of production which is
needed, but different men to deal with the situation,
i.e. prudent and far-seeing men, capable of dealing
with the increasingly complicated network which
Iinks the production of the various commodities.
Thus, however, can scarcely belloped for, either in
the near or the distant future

On the other hand, some hght may be thrown
on the approxumate 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 inconvertible
paper, and may also increase the strength of even
a slight ‘“impulse’’ favourable to production.
Admitting the necessity of a prelminary event
favourable to the arrest of a revival phase, and
admitting also the possibility of fluctuating 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 ordinary course
which is likely 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 readily effected by
persons possessing political influence, such as an
issue of inconvertible notes, the granting of certain
loans, or the abolition of tanffs,* 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

1 There 13 no mystery in the strong pressure which, for some
time, the industnal classes have brought to bear on all Govern-
ments, 1n their desire for an 1ncrease in the circulation of money
The excessive ngidity of the economic organism, the need for a
more * elastic ** policy, if there 1s to be any hope of re-establishing
thenterests of the entire commumty, which are now impenlled,
13 a subject which 1s often discussed. The problem cannot be
Put on another plane, It is always & problem of increasing

¢ elasticaty ** wathsn the hmts of profitabls productson, ascertained

with precision If, in the beginming, the means for ths pro-
duction are inadequate, they must be increased ; and, as has
been shown, credit on easy terms 1s not sufficient
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some kind, possibly unimportant in 1itself but, when
seconded by banking intervention in the form of
adequate loans, capable of initiating a new trade
cycle

2 THE THEORY BUILT UP SO FAR IS CONFIRMED
BY INDUCTIVE REASONING

The last gaps in the concrete phenomenon having
been bridged, the next step is the consideration of
the history of the industnal fluctuations in those
countries where it may best be studied. Inductive
reasoming, which shows the relations between prices
and the most vaned phenomena—e g the produc-
tion 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 necessity
for them, which accompanies, step by step, the
development of a theory on deductive hnes, but
cannot be substituted for it; here fulfils its last
typical function of confirming, not isolated hypo-
theses and abstract theores, 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 raillways in 1872, the utilisation
of steel in 1882, the adoption of electricity for
practical purposes in 1goo-o7, the invention of
motors propelled by oil 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 various 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 a? 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 possibility 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
measures for effecting all possible economies in the
working of the original plant, and so avoiding an
increase in costs, are too often neglected. American
statistics on the ptilisation 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 diminished production, owing to the fact
that all possible 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 1s shown
by the statistics of warehouse and reserve stocks,
and this has the effect, sooner or later, of depressing
the price of consumers’ goods. Finally, when the
crisis actually prevails, the fact that all countnes
feel the necessity of * rationalising ** their respective
industries can only mean that they feel they ought
to remedy what is “ irrational,” in other words,
errors committed in large numbers by business firms,
though certainly not of deliberate intent By the
most varied manifestations, which it is not possible
to enter mnto 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 supplementing of that which ascribes the dis-
equilibrium between demand and supply to “ resist-
ance” or “friction’’ 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 activity,
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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 modifications of
the market, as factors in the imperfect adjustment
between supply and demand. It explamns 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 disequihbrium 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 imtial 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 compensatory 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 by examning which of the phenomena
arising ¢n the course of a productive process causes
the disequibibrium which leads to an increase or
decrease of the total income.
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Thus the conclusions which may be drawn from the
points discussed so far appear to be the following :

1 In a country without banks, an upward move-
ment after a period of depression can only be
mitiated as the result of an “ event '’ which arouses
the hope of increased profit. there being at the
same time sufficient saving to prowvide for a first
application of productive factors

2. In the case of a manufacturer’s production
bemg below the demand, owing to unpredictable
circumstances, such as lack of elasticity in the supply
of factors of production and neglect of the numerous
economies which could be effected within and with-
out the factory, this error may be corrected by
successive expansions Each expansion leads to an
increase mn mncomes and the expenditure of this
increase causes the price of many commodities to
be raised B

3. The adjustment of the supply to that particular
quantity of goods which can be profitably produced,
as also the continuous equilibrium between produc-
tion and consumption, 1s never attamned since, in
the expansion of activities, the cost finally exceeds
the price, the production having been increased
in the endeavour to adjust them proportionately.
The increase 1 costs, more rapid than that in prices,
is also determmed by factors which are unpredict-
able, some being due to the action or the neghgence
of the entrepreneur under consideration, and others
to the action or the negligence of others connected
with him 1n 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
firms tends to depress the market price to an extent
which cannot be foreseen. Also the different
dynamics between cost and price, which occur in
most of the firms in those particular branches of
industry which are drawn into the upward movement,
lead to production beyond the absorbing capacaty
of the market. Thus, even during the upward
phase, the germs of the crisis may be discerned.

5. When the manufacturer observes the excess
of costs over prices he reduces both his production
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,
which finds that it has a defiat balance and will
be compelled to cut down its production a second
time. Thus there will be a succession of falls mn
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 firrms which have
committed no error, since errors committed on a
large scale react on all, without distinotion. 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 manifest, however, that in the cost of
production still being carried on, there must be
mcluded the expenditure, sometimes very heavy,
for the maimntenance of unemployed persons by
means of grants, public works, or any other form
of assistance

7. In addition, when the bottom of the depres-
sion 1s reached, a certain amount of saving will be
required for the purchase of the surplus goods on
the market, in the event of their not being destroyed
Finally, 1t is in all cases exclusively the saving of
those who are still producing, or who have already
accumulated a certan amount, which repairs the
errors of others and so serves to arrest the fall in
mcomes and prices, assuming that the flow of this
saving continues

8 Not even in the descending period can firms
succeed 1 calculating the level of the cost at which
it 1s profitable to produce, and of the price at which
it 1s profitable to sell. They try to find the mean
between the two extremes by attempts, 1e. by
committing errors which, even 1n this phase, may
appear first in the form of defective, and later 1n
the form of excessive, production, as compared
with the only course which, at the end of a cycle,
could be termed ‘ rational.”

9 The industrial fluctuation, therefore, may be
defined as “ the development of a series 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 immediately
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 credit
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.

11. 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 car-
culation invariably leads to an increase in prices,
but it causes still more profound disturbances in
the productive world, since the hope of saving
businesses from collapse by means of new issues of
inconvertible notes is futile.
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12. The errors of firms, however, are increased
by the intervention of banks. They manifest them-
selves as the fundamental characteristic of all pro-
ductive activity, as also of the fluctuations which
accompany 1t



CHAPTER VII

SOME RECENT EXPLANATIONS OF
THE CRISIS

1. KEYNES’ THEORY AND THE REMEDIES PROPOSED
FOR THE DEPRESSION

IN certain respects the theory developed in this
study, while corresponding with 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 difference 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
crists 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 poltical 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 detailed discus-
sion of Mr Keynes' theory, which is built up with
much mngenuity from a very original point of view.
In his opinion, as is well known,? the upward phase
consists in an icrease in the price of consumers’
goods and the consequent possibility of profit for
the producers. He does not consider the manner
in which the loans granted by the Banks will affect
the productive structure and the cost of production.
This conception of the cycle naturally leads to
conclusions of the utmost importance.

The first of these conclusions is that, by means
of continuous inflation, the sipward phase may be
maintained for an indefimte period, should the bank-
ing organisation so deswre At the same tume, the
remedy for the crisis is to be found in inflation,
which renders it possible 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 2
+ The second conclusion arrived at is that the up-
ward phase will last only until loans are no longer
granted, seeing that the demand for consumers’
goods is maintained by means of loans: or until

1 ¢ This 13 not intended as an assertion that the banking
system 1s the only factor in the situation, the net result depends
on the policy of the banking system 1n conjunction with varnious
other factors But in so far as the banking system 1s a free
agent acting with a defimte design, 1t can, by intervening as a
balancing factor, control the final output *—J] M Keynes,
A Tyeatrse on Money, Vol I, p 183

3 This statement 1s more exphcit 1n Essays sn Persuasion,
P 148 et seg. 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-
Iished, however, at the level of this lower price.2
According to the theory evolved, the first con-
clusion, ie. 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, wsthout
the obligation of a corresponding reserve — which
coincides to some extent with a system of incon-
vertible paper 3—the loans continually raise the
level of prices, but at the same time increase the
errors of firms, as has been seen, and accelerating
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

1 J. M. Keynes, op at, p. 289; also Chap XVIII, especially
Section 2.
2 J M. Keynes, op. at., p. 3I.
I
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to occur without delay If it can be proved that,
with no possibility of providing against 1t, the costs
may finally exceed the price obtawned for the goods,
this excess imphes not only the ehmination of all
profit and the expenditure of saving formerly
accumulated, but also an economic loss for the
factory and a consequent contraction of output
When, therefore, a deficit occurs in the majonty
of firms on the market, the dimnution of the
aggregate mcome is nevitable, with all the conse-
quences mentioned above

’ 2. VoN HAYEK's THEORY'

In Professor von Hayek’s opinion, the origin of
the trade cycle 1s to be found in the changes of the
productive structure or, to speak more precisely, in
the transition from a longer to a shorter productive
process* This transition takes place when the
demand of a large group is transferred from instru-
mental to consumers’ goods

This theory is bult up by means of a very close
analysis. Taking into consideration certamn con-
ceptions and propositions of Bohm-Bawerk, eg.
the conception of the average length of the produc-
tive process and the affirmation that the longer
processes result in a larger supply of goods?;

1 The clearest exposition of this theory 1s found in Prices
and Production, G Routledge & Son London, 1932.

2 Made by more recent cntics, Augusto Graziani, Capiiale o
Inteyesse, Monograph wrntten 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

Relation between Interest and Discount,” Giornale degls Econo-
mastz, 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 ta
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 * specific,” including those which
can be used in only one stage (or very few stages)
of production ; assuming that the continuity of the
flow of capital invested depends on the profit
assured from each stage of production, Professor
von Hayek deals with two hypothetical cases 1n
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 complicated, at every
stage, by the consideration of the banking interest,
based on a conception previously formed by von
Mises2

The first hypothesis is that, given an unvarying
mass of money, part of it is diverted from the
purchase of consumers’ goods and applied to new

1 “ The first effect of the increase of productive activity,
initiated by the policy of the Banks to lend below the natural
rate of interest, is . to raise the prices of producers’ goods,
whule the prices of consumers’ goods are very shightly affected
But a reverse movement soon sets i1n ; the prices of consumer’s
goods rise and those of producers’ goods fall; 1 e the interest
on loans 1s raised and again approaches the normal rate "—
L. von Muses, Theorie des Geldes und der Umlawfsmsttel Fisher,
Jena, 1912
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production Hence there 1s a decrease 1n the price
of consumers’ goods and an increase 1n that
of producers’, although not in the same degree
The decrease in the price of consumers’ goods 1s
generally felt more strongly in those productive
stages which are nearest to the fimished product,
and less in those which are more remote. This
does not mmply that the prices of producers’ goods
n the advanced stages decrease in the same ratio
as those of consumers’ goods, since the fall 1s checked
by the greater demand which 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 1n a decrease in profits,
this being also more marked in the advanced than
in the remote stages It follows, then, that the
manufacturer of producers’ goods in the advanced
stages will be disposed to curtail his output.

But, as has been said, the increased demand for
all producers’ goods leads to a decided increase in
the prices of those belonging to the more remote
stages, and a higher price 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 belonging to the advanced
stages tends to cause an increase in thewr price
Hence, after a longer or shorter period of prepara-
tion, the * specific ** and ““ non-specific *’ productive
factors are distributed among the various stages 1n
such proportions as to equalise the remuneration
received by factors in each stage. This imples 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 activity, and less in consumers’ goods,
results in an increase in the prices of both ‘ non-
specific”” and *' 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 8o, or 1 to 2, the proportion
will now be, possibly, 30 to go, or 1 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 “specific’’ producers’ goods in the more
advanced stages, obtain less, while those of “ non-
specific *’ and * 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 rea.lising‘
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 industnes, which warrants the hope
of increased profit, there must always be either an
increase 1n the demand, or a decrease in the cost
of production, prior to any new injection of saving,
that is to say, there must always be a * favourable
event ’’ out of the ordinary course, which constitutes
the real origin of the displacement

Without, however, entering into any further
examination of the theory, it should be noted that,
1 the author’s first hypothesis, the crisis does not
necessarily take place In consequence of a larger
investment of saving in production, a condition of
equilibriwm could readily be brought about, since
the productive factors are distributed in such a way
as to equalise the profits of each stage, while,
taking into account that there 1s no decrease in the
aggregate income, there is no justification for a
general recession of prices

The second hypothesis deals with the case of a
mass of money which increases because: () the
Banks grant credits, the greater part of which are
employed in the purchase of producers’ goods, (b)
the Banks grant credits, the greater part of which
are employed in the purchase of consumers’ goods

In the first case, there is a greater demand for
producers’ goods and for the expansion of supples
m the productive stages, in other words, for
transition to longer productive processes The
difference between this and the former case of
additional saving is that, in each stage, the price
of goods may increase, owing 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 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, while 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 (&).

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-
specific 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*’ goods of the higher
stages remain unemployed, decrease in price, and
finally are produced in much smaller quantities.
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This, according to Professor von Hayek, explains
why, at a given moment, many factors cannot find
employment !

It 1s true, he adds, that the Banks may still defer
this unemployment until new credit can be found
In this way the supply of producers’ goods can be
increased, so as to maintain the proportion estab-
lished between producers’ and consumers’ goods at
the time when loans were devoted to mcreasing the
supply of the former. New loans, however, cannot
be granted ad infinstum for the purpose of main-
taming a fixed proportion through all wvicissi-
tudes A point must always be reached at which
the Bank is no longer in a position to grant such
loans. Then will come the return to less “‘ capita-
Listic”’ production and the number of stages wll
be reduced. The recurring modifications 1n the
proportion between the demands for consumers’
and producers’ goods, which the Banks cannot
always succeed 1n eliminating, must inevitably lead
to a crisss.

3. OBSERVATIONS ON PROFESSOR VON HAYEK's
THEORY

While fully appreciating the subtlety of the
analysis which is here briefly summarised, we must
express some doubt as to the necessity of a general
crisis, even according to the second hypothesis. If
it be admitted, as Professor von Hayek implicitly
admits when he quotes von Mises, that a fall in the
discount rate ‘creates’ the discrepancy between

1 F von Hayek, Prices and Production, cit , 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
description, 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 different 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.

According to the author’s argument, when the
increased production of producers’ goods required
Jor a 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 applied to production which was
formerly profitable will be diverted towards the
production of these other groups of consumers’
goods 1n so far as greater remuneration is expected
and obtained from them. Greater remuneration
will also be obtamned by the producers of “ specific *
producers’ goods 1 the various stages necessary to
the manufacture of these consumers’ goods which
have increasedin price. Only the “ specific *’ goods
of the remote stages of the finished 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 fofal income of the commumnty, and a general
recession of prices.

It should be noted also that the flow of “‘ non-
specific”’ goods towards the production of that
group of consumers’ goods which, owing to their
scarcity, have increased in price 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 decline, it follows that
their price will increase ; hence, for the second time,
they will attract either the *specific’’ goods
belonging to the higher stages, which have been
unemployed, or the “ non-specific’’ 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 redistribution 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
productioh 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 processes with 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
higher remuneration, productive methods should be
improved in such a way as to make it possible to sup-
press certain stages, together with the corresponding
* specific’’ 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 likely to occur.
In each case an extraneous event, not contemplated
by the author, would be introduced into the pro-
ductive structure. Hence, even if the hypothesis
of an increasing mass of monetary means be accepted,
the tnewvitability of a general crisis 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 likely to
occur, for a crisis in certain branches of industry
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1s counterbalanced by the prospenity i others.
The possibility of a general crisis, which only arises
when a reduction occurs in the aggregate income
of the entire community, 1s 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 certan
producers’ goods and consequently of the corre-
sponding stage of production, a decline in the
demand for certamm goods orginally produced at
greater profit, with no compensating increase else-
where , or an increase 1n the rate of interest, owing
to the banking situation

It 1s interesting to notice that, while this briliant
writer does not deal with the possibility of entre-
preneurs commutting errors of excess in their out-
put, he accounts for the crisis by an exphat
reference, towards the end of his work, to a collec-
tive error in production! He affirms, in fact,
that the credits granted by the Bank are employed
at first in manufacturing producers’ goods of every
description 1n order to increase the production of
consumers’ goods. As the productive processes
become longer, the available quantity of consumers’
goods begins to decrease. This 1s followed by a

1 ¢ The situation would be similar to that of a people 1n an
1solated 1sland 1f, after having partially constructed an enor-
mous machine which was to provide them with all necessities,
they found that they had exhausted their savings and free
capital before the new machmne could turn 1ts products They
would then have no choice but to abandon temporarily the work
on the new process and to devote all their labour to producing
therr daily food, without any capital "—F A von Hayek, op at,

P 8
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reckless return to their production, in order to meet,
as far as possible, the demands of the market, which
havenot 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 modified 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 proportion
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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
himself has throughout carefully subordinated to
other and deeper reasons connected with the pro-
ductive structure

4. SALTER’S AND SCHANZER'S THEORY

According to other writers, the decisive factor of
the present depression 1s to be found in the political
conditions which prevailed after the war These
conditions have had profound repercussions in the
economic field, especially as regards the instability
of the monetary system of different countries and
the growth of protectionism

Among the many works 1n agreement with this
trend of thought mention may be made of two, viz
Recovery : the Second Effort, by Sir Arthur Salter,
one of the greatest exponents of the League of
Nations in the effort to reconstruct Europe, and
also I! Mondo fra la Pace e la Guerra (The World
between Peace and W ar), by Carlo Schanzer, formerly
an Italian Minister of State The last named is a
scholarly work bearing evidence of careful prepara-
tion

Different as they are i conception and analytical
processes, the two works are ahke m their cntical
examination of the factors which, according to the
respective authors, have combined to bring about
the present conditions. Nor are they entirely at
variance with the opimon expressed in the Mmonty
Report of the Geneva Delegation on Gold, which
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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, like so many others, is aggravated by the
question of reparations and war debts.

As a matter of fact, the proposition has no true
theoretical basis. In the monetary field it depends
on the principle of the * pure gold standard ”’ and
the circulation of notes readily convertible into gold
In international relations it reaffirms the advantage
of free trade for all countries. It goes so far, how-
ever, as to admit 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 politicians 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 hife 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
political factors must be—which have assumed
notable importance in bringing about the depression
during the period referred to. Cyclical phenomena,
however, have taken place also when there were no
such events to account for them, ie. events extran-
eous to the economic and productive structure.
Moreover, the theory of the above-mentioned
writers, although supported by unquestionable prin-
ciples, is not concerned with the discovery of the
recurrent factor which governs the determination
of each cychcal vicissitude, or the discernment of
the mechanism behind the development of the
fluctuation itself It 1s true, therefore, only within
the period under consideration. When 1t leads
to the enunciation of concrete proposals for remedy-
ing the present depression,_there is no means of
proving that the removal of the * occasional”’
factors which have brought about the present crisis
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 putting into action
the mechanism of an economic fluctuation, nor the
processes by which this fluctuation 1s effected
This explains why, in the proposals of the above-
mentioned writers, so Little consideration 1s given,
not only to the possibiity of giving effect to
them but to thewr practical efficacy, even if the
experiment could be made. In this connection,
it 15 perhaps advisable to dispel certamn illusions,
confining our attention principally to two of the
remedies 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,

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

Is it possible to return to the gold standard, as
it existed in 19137

It 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 conditions. These
conditions are in part objective, such as the increase
of monetary wants and the mass of credit, 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 with others.
In part, also, they are politscal, being the result of
post-war conditions, such as the hoarding of gold
by the creditor countries into which it flowed, the
forestaling of gold by other countries for present
and future requirements, and also the increasingly
artificial 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 regulating the purchasing power
of gold in such a way as to maintain the general
price level 1n each country, there would be a return
to a managed standard, certainly more rational than
that existing at present, but equally far removed
from a free and automatic gold standard.

Here, however, 1s a pitfall This international
organisation may maintamn unchanged the general
price level, as it exists 1n each country in accord-
ance with a given monetary arrangement, in which
case 1ts value as a means of remedying trade depres-
sion will be negligible as soon as it reframns from
modifying either costs or prices. Or 1t may tend to
testore lower gold panties, after the depreciation
of certain currencies.

The opmmion has recently been expressed by the
United States of America that a fixed unmiversal
standard of the purchasing power of money should
be established on a gold basis. This followed im-
mediately on the embargo on gold, the result of
the pamic of March, 1933, which was due to the
excess of loans Furthermore it is said that the
desired object can only be attamned by the de-
preciation of the dollar; that the problems of
increasing world prices and creatng fresh possi-
bilities of work for men and women who need it
are 1 reality one and the same ;  that the Amencan
Government mntends to facilitate matters for debtors

1 Quoted from the report of the conversation between
President Roosevelt and the Hon Jung, Itaban Minister of
Finance, 6 May, 1933



EXPLANATIONS OF THE CRISIS 139

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 believe 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 elminate 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 difficult
to say. Hence a revival due to the depreciation
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 view of the cost of production,
and on the price level which must be reached in
order to admit of a reasonable profit.

The progress of the costs, however, 1s no less un-
certain. In the case of all enterprises which are
not reorganised and worked on more economic lines,
the revival tends to bring about, sooner or later, a
progressive increase in costs such as that which

1 Speech broadcasted by President Roosevelt, 8 May, 1933.
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culminated in their present excess over market
prices What, therefore, may be expected ? WWill
recourse be had to a further depreciation in order
agam to equalise costs and prices? If a Govern-
ment periodically avauls itself of such a method of
covenng fresh deficits, the inevitable result will be
the anmihilation of the currency, while the defiait
in the national balance and the balances of pnvate
enterprises will remain. Germany, Austna and
Poland depreciated their currencies until they were
practically worthless, but, in spite of this, they
have neither strengthened their economic structure
nor increased their capacity for future expansion
Nor does the hypothesis of the deliberate depre-
ciation of certain currencres only appear more
reasonable. When the dollar was defimtely dis-
sociated from gold, many currencies nked with it
inevitably followed the same course, either by force
of circumstances or by intermational convention.
In both cases the exporting industnies of these
countries would inewvitably compete wath sumilar
American industries by forestaling the selling
markets, their chance of success increasing 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 ligher customs duties, from the
new * dumping ' This would lead to a wave of
protectionism throughout the world, since 1t would
be very difficult for any country, seeking to improve
its situation by manipulating the currency, to re-
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frain from safeguarding 1ts fundamental industries.
As regards America in particular, this necessary
raising of the tanffs would soon do away with any
increase in exportation due to the depreciation of
the dollar. It is not possible, therefore, to take
up the illogical position of increasing 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) serious 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 1s capable of lowering
the existing 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 stabilisation
which, as is demonstrated by four or five years’ ex-
perience, must necessarily be gradual and laborious

If, 1n the anticipated process of stabilisation, the
currency is depreciated even to a limited extent,
the much desired revival will be greatly impeded.
Thus depreciation serves no purpose but that of
cancelling outstanding debts and dispelling distrust
for the future in regard to contractual undertakings.

It can also be admitted that, within reasonable
limits—i e as regards the present purchasing power
of certain currencies—Ilegal depreciation is necessary
in order to resume a gold system managed by inter-
national agreement But 1t 1s quite certain that
this resumption, whether or not preceded by the
depreciation of the currency, forms only a pre-
Liminary condition for securing to a country the
amount of money and the elasticity of circulation
which it needs at such a peniod and hence reducing
the danger of future oscillations in prices But it
cannot be regarded as an effective remedy for trade
depression simply by reason of the fact that depre-
ciation is a convenient resource for Governments.

6. ABOLITION OF TARIFFS

The proposal to abolish 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 reductzon only, since they
desire to retain a certain degree of protection at the
frontiers. They affirm that this is necessary in order
to assure to the country a variety of products, some
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of which could not be obtained without a certain
degree of protection, however slight. They claim
that it affords a safeguard from “ dumping’’ by
other countries, ie. 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 liberal doctrines. Can it put an end to the crisis
and remedy the depression ?

Tariffs hinder the flow of products at low prices,
therefore their abolition undoubtedly offers im-
mediate advantages to the exporters of goods from
foreign countries and the consumers in the country
which has established 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 continue
until, on one hand, the saving effected by the pur-
chase of products at reduced prices and, on the
other, a possible increase in the demand for home
products on the part of countries whose exports
had increased, led to the revival of these industries,
or to the expansion of others The increased
demand for production would then lead to the re-
absorption of men and capital. This process, how-
ever, 1s indirect and tedious In its earlier stages,
moreover, the advantages obtained by the abohtion
of tanffs would be neutralised, if not outweighed,
by the losses mncurred. Thus the economic revival
could not take place in the event of the Govern-
ment disclaiming all responsibility for the results
of the suppression of tariffs

The second alternative is that the Government
should indemmnify the industries concerned for their
losses 1n this respect, which at first sight appears
more just The amount required for such mdem-
nities, however, must be raised either by taxation
or by loans In either case, this places on the
country additional burdens which may well prove
to be very heavy, taking into account the extent
of the protected industries Such burdens may
thus neutrahise, 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-
tion with the payment of the indemnities; while
the choice of an unsatisfactory method would only
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worsen the situation. It would be easy, for in-
stance, to compensate proprietors and capitalsts
for their losses, but how could the workers who
have lost their employment be compensated ? By
grants from the Government ? By employment in
public works ? Account must be taken also of all
the repercussions caused by the two opposite lines
of actian. 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 international
markets, it is quite possible that the development
of such productive activities will be retarded.

On practical grounds, then, the sudden redistri-
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 principal countries represent enormous sums.
It 1s hardly conceivable that the great coalitions
of interests benefited by protection could be easily
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 privileges.

It is illuminating to note in passing some of the
consequences of the abolition of tariffs, since actual
examples are extremely rare. However logical a
theory may appear to humanty, 1t is dfficult to
put it into practice. Thus the science of economucs,
which is logical, is often diametrically opposed to
politics, or the expression of interests and some-
times of sentiments among the less advanced
members of the community.

But a close examination of the two remedies
proposed 1s perhaps superfluous, seeing that their
application is dependent on one prelimmnary con-
dition which can only be brought about with great
dufficulty.

The adoption of the gold standard and the aboli-
tion of tanffs alike imply unansmous goodw:ll among
all nations, expressing itself in the form of inter-
national co-operation for the welfare of the indi-
vidual and of humanity at large. This unamimous
goodwill should first find expression in a dis-
position to curtail armaments, 1n order to reduce
the overcharged budgets, and to diminish the
production of war material—a most unsatisfactory
proceeding in the opinion of certain sections of the
public.

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 creditor
countries’ possibilities of absorption, without serious
injury to erther, 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 so-called * armed secunty,” 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 ! 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 ‘' managed’’
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 cnsis. Already,
in fact, the distnbution of gold among industrial
and financial investments tends to be i 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 lines of monetary policy.

To state the matter frankly * so arduous is the
task of assuring peace in many fields and between
many conflicting interests, so unconvincing are
the results of efforts to settle international questions
of the utmost gravity—(in this connection 1t 1s only
necessary to mention that hiberal Great Bntain
undertook at Ottawa not to suppress certain heavy
duties, within a period of five years, without the
consent of the Dominions, also that the adoption
of the preferential system between Great Brtain
and the Dominions has increased the difficulty of
lowering the barriers agamnst countries outside the
Empire, by means of the most favoured nation
clause)—and finally, so doubtful 1s the practical
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 technicabities 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 wie with each other for leadership.
149
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sacrifice of certan local interests, or the uprooting
of ant1-economic organisations which have gathered,
like parasites, on commercial life.

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-
siderable patience and a certain degree of intelli-
gence.

It 1s of primary importance that producers and
dealers should be able to calculate precisely the cost
of a productive process, at least a postersori The
majonty of them, however, cannot do so, therr
nearest approach 1s 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
different periods of the factory’s existence, to
obtam up-to-date information of all possibilities
of sales on the various markets, or to know
the exact total of the so-called economies, both in-
ternal and external, effected in each factory Many
people imagine that they are thoroughly acquainted
with the mtimate working of the factory, while mn
reality they are entirely ignorant of it The only
means of becorng famihar with all the details
of a large factory is the study of the copious m-
formation afforded by a carefully collected mass of
statistics, obtained by the talent and initiative of
the entrepreneur. Unfortunately, however, it 1s
very difficult to gain access to all this information,
owing to the deswre for secrecy. As a matter of
fact, the further the investigation was carried, the
easier would 1t be to deal with extravagance, negl-
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gence and defects in the management of the factory.
Increased knowledge undoubtedly would lead to a
reduction of the costs.

RepuUcTION OF COoSTS: INCREASE OF
PRODUCTIVENESS

In the second place, as has been said,? it is neces-
sary to be convinced that economy in the expendi-
ture, without detriment to the product or diminu-
tion of the aggregate income, is beneficial to the
individual and to the commumty. We have seen
how fallacious is the opimnion that a reduction in
costs would always lead to a reduction in incomes,
and so worsen the situation. If the policy of
a reduction of costs were adopted simultaneously
throughout the country, on a large scale, it would
probably lead to a femporary reduction in the
standard of living of certain classes, viz. those
whose services could be most easily dispensed
with under the new conditions. But the sacnifice
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 11, p. 11, footnote.
L
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tions to grant unprofitable loans solely for the pur-
pose of prolonging the existence of certain specially
favoured firms, Governments would endeavour to
provide credit for undertakings i which all wise
economies had been effected, they would encourage
retrenchment and facihitate further development
on these lines.

In order that these efforts may be fruitful it is
also necessary that the currencies should be stabilised
and the tariffs reduced. The endeavour to effect
wise economies in production accentuates the diverg-
ence of the * comparative costs’: the essential
factor mn the development of new currents of com-
merce * Governments should do ther utmost to
stabilise the purchasing power of the currencies
and to enter mto negotiations for the reduction of
taniffs, more particularly between those States which
present wide possibilities of reciprocal outlets for
their respective goods Thus, when the pomnt on
which the efforts must be concentrated becomes
evident, other remedies will be subordinated to it
and assist in bringing about a complete revival.

A solution of this nature, consisting as 1t does in
the development of details of productive technique,
must necessarily appear insigmificant in comparnison
with the magnitude of the phenomenon. Such a
solution, relying 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 Thus result cannot be hindered by unstable currency or
protective policy.
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correction of these errors is the entry to the road
which leads back to normal conditions. The atten-
tion bestowed on apparently unimportant events
may lead to the explanation of striking phenomena.
Keen and reflective research does not debase scien-
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 fulfilling 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 matenial? 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 fail to bring
about a result, rather than to the application of
certain methods proved by history to be unsound,
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such as inflation, or to the delusive hope of uni-
versal goodwill, which 1s incompatible with national
interests Let us trust, not to others’ reasoning,
but to our own. According to our own conclusions
let us build. The essential digruty of man demands
that his greatest conquests and most lasting happi-
ness shall spring from his own inventive and
productive energy, rather than from a welter of
political interests.
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