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INTRODUCTION 

FEW people remain to be convinced to-day that 
in the field of monetary phenomena there lies a 

considerable part of the origins of our present diffi­
culties, and that economic progress waits upon a 
clear analysis of the nature and workings of money. 
Individuals and organisations whose social and 
political ends are diametrically opposed agree at 
least on this point, and from their agreement there 
has emerged in the last few years a spate of literature 
demanding the most revolutionary changes in the 
policy, structure and management of our financial 
institutions. The bulk of these demands would 
seem to call for little consideration if only because 
they appear to be based upon no clear under­
standing of the nature of money and of the con­
nection between money as we know it and the 
present organisation of society. Part of this essay 
will attempt such an exposition. 

The reformers can, however, legitimately claim 
that their endeavours have helped and stimulated 
the economist towards an understanding of the 
causal relations between the behaviour of money 
and the trade cycle. The trade cycle is perhaps the 
most pressing problem of our time, and for con­
centrating expert attention upon. its monetary 
origins the layman deserves nothing but praise. 
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INTRODUCTION 

The post-war world has experienced alternations of 
boom and depression of unprecedented violence, 
and with them have appeared such a degree of 
industrial waste and such a depth of bitter unhap­
piness for the individual that we are now faced with 
retrogression in every sphere of life. A decade of 
economic chaos threatens to wipe from the public 
conscience and behaviour all traces of the purposes 
for which the best minds of all ages have striven. 
To the world of 1934 social equality, penonal 
liberty, toleration and peace seem either the des­
pised dreams of woolly-headed sentimentalists or 
else the resented snares of Machiavellian exploiters. 
They are neither. They are the ultimate moral 
realities, and in so far as the abandonment of these 
goals is a consequence of economic distress, and in 
so far as this distress follows from cyclical industrial 
fluctuation, the economist has an urgent duty to 
explain, as far as he can, the part played by money 
in generating these booms and depressions. Such 
an explanation will be offered in the second part of 
this essay. 

And £inally, how can economics and monetary 
theory help the social reformer, This world is an 
uncomfortable place for those who are still hurt by 
the sight of injustice and misery. London, New 
York, Paris, Berlin, a day's walking in anyone of 
them in either prosperity or depression presents the 
ordinary sensible man with a hundred despairs and 
vicarious humiliations. When the basis of our 
social life is radically al.~~red there need be few 
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INTRODUCTION 

regrets. 1be economist can help to make them 
fewer. As a scientist he is not concerned to formu­
late ethical precepts. 1bat we can do for ourselves. 
His task is to make us aware of the essential 
economic problems that are common to all forms 
of society, and to teach us how progress towards 
our ends (whatever they may be) is conditioned by 
the relative scarcity of our resources. For the 
economist to condemn or to praise either socialism 
or capitalism as forms of social organisation is 

• impertinent, but he fails lamentably if he omits to 
make clear the nature of the economic forces that 
apply to both. So far there has been little evidence 
that those who demand reform have appreciated 
the strength of these forces and the nature of the 
problems they set for a new society. Thus, the 
highly important work that to-day is done by the . 
help of money will remain to be done. How far 
will the reforms contemplated hinder this work l 
Will the hindrance be sufficient to necessitate a new 
mechanism l If so, how shall the new apparatus 
be constituted and operated l These are some of 
the questions which the final section will ask. 
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CHAPTER I 

IS MONEY NECESSARY l 

THE organisation of practically every relation­
ship and activity in the western world to-day 

depends vitally upon the use of money. Inalmost 
every branch of life a cash nexus stands between 
the individual and his ends. He must pay over the 
counter if he would acquire food, clothing and 
shelter, satisfy his a:sthetic and spiritual desires, 
organise a war, propagate his ideals, obtain any­
thing more than a rudimentary education, or 
enjoy the company ofhis fellows. It is in terms of 
money costs and receipts that he decides how to 
use his energies and property, and it is in terms of 
money that society assesses and rewards his pro­
ductive efforts. Money is the unfailing instrument 
through which the individual impresses himself 
upon society, and through which society recognises 
his existence. 

Moreover, the impact and the recognition are 
direcdy proportionate to the amount of money 
used. All other considerations are obscured, if not 
obliterated. In the market place neither urgency 
of want nor nobility of purpose is relevanto 
"Under the all-covering cloak of money 0.0 • all 
purposes and impulses, of love and of lust, of 
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MONEY 

narrow greed and of broad beneficence. of en­
lightened and productive insight. of blind. tangled 
and self-confuting gropings. all destructive and 
reckless passions. all wasteful and desolating vices. 
all noble ambitions. all vulgar or refined enjoy­
ments, all. fruitful enterprises. and all foolish or 
wicked schemes of industrial waste. enter the open 
market and draw to themselves the efforts and 
services of men in proportion not to their worthi­
ness or fruitfulness'" but in proportion to the 
amount of money by which they are backed. 

To the moralist there is something shocking in 
this ethical neutrality of money. and condemna­
tions of money and dreams of worlds that mow 
no money abound in all literatures. But anthropo­
morphism is as regrettable and as obscurantist in 
the economic field as in any other. When the 
carpenter uses Pis yardstick to measure planks of 
timber he does not expect it to reflect any of the 
qualities of wood other than those that can be 
expressed in feet and inches. When the green­
grocer weighs out a pound of strawberries he does 
not expect his scales to register whether they are 
good or bad. French or English strawberries. 

The carpenter's yardstick measures mahogany 
and deal with equal precision and if his product is 
shabby and fragile the blame rests not upon the 
yardstick but upon either the carpenter or the timber. 

Why. then. should we expect money. the 
measuring rod of economic preferences, to bear 
any relationship to the ethical qualities of the pur-. 
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poses and desires of those who use it l If the con­
sequences of buying and selling disappoint or out­
rage our moral standards the fault is not with our 
yardstick but with the social background and 
human desires that utilise money. 

In thus insisting upon the essentially passive and 
tool-like nature of money there·is no intention to 
deny that few of us are content to employ money 
solely as a piece of economic organisational 
machinery. Few of us refrain from using it as a 
standard wherewith to measure achievements and 
needs. merit and virtue. in all contexts. Since it 
costs much money to bring together a first-rate 
orchestra we tend to regard the most expensive 
concert as the best. Because a great deal of money 
can be made by selling mental excretion to morons 
we therefore regard the sources of such muck as 
paragons of wisdom. and so on; but with this 
aspect of money we are not here concerned. Our 
prime interest is with money as an economic 
institution. as a piece of apparatus whereby a 
modem society can organise its life. 

It is unnecessary in an essay of this kind to go 
laboriously over the material that can be found in 
the first chapter of any text-book. The essential 
nature of money is revealed by defining its func­
tions as being those of a medium of exchange and 
a measure of value (or unit of account). Any 
elaboration of these terms that is required here will. 
it is hoped. emerge in the treatment of the follow­
ing three questions: What are the conditions that 
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necessitate the use of money' What changes in 
our present civilisation would make money 
unnecessary' Within what limits can money do 
its work efficiendy, 

1he need for money as an organisational device 
appears with the conjuncture of three sets of cir­
cumstances. First, there must exist • the economic 
problem.' Secondly, production must be based 
upon the division of labour ; and thirdly, individual 
freedom must prevail. 1hus, in examining the 
origins of money we are concerned with the 
economic, the technological and the political 
make-up of society. 

What do we mean by • the economic problem' , 
1here is available, at "any time, for the production 
of goods with which to satisfy human desires a 
certain stock of natural resources, of labour and of 
time. And these stocks (which may be called the 
facton of production), however abundant, may be 
insufficient to satisfy all the desires that would like 
to lay claim to their services. Wherever this con­
dition of relative scarcity exists it becomes neces­
sary to decide, in some way or another, which of 
all the desires, and to what degree each of them, 
shall be satisfied. This, the need for selecting, for 
rationing, is the economic problem, and wherever 
it occurs society has to economise in the use of its 
productive assets so as to get the best out of them. 
This has been achieved if we can look at the results 
of production and find it impossible to say, "Given 
the purposes we had in view, it would have been 
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better to have employed a little less of our resources 
-at that point and a little more at this." 

Now, as far as one can see, this problem will 
always exist irrespective of the purposes for which 
society is organised. It will always be necessary 
to decide which commodities shall be produced, 
what quantities of each commodity shall be pro­
duced, and in what proportions the factors of pro­
duction are to be combined on each productive 
occasioh. These tasks are not likely to disappear 
simply because society changes its goal or its 
political forms. In capitalist Britain and in Bol­
shevik Russia alike it is desirable to avoid waste and 
to maximise efficiency. The only difference is that 
• waste' and • efficiency' relate to different ends. 
In the capitalist world, the economic decisions are 
made by the owners of capital and the end that 
they set themselves is the satisfaction of profit­
yielding desires. In Russia, presumably, the test 
for the validity of any desire is altogether different 
and runs in terms of physical need and social 
equality. In spite of this altruism, the directors . 
of Russian industry still find it desperately urgent 
to be economical in their use of the factors of pro­
duction and to limit and ration the demand for all 
commodities. And even in a society of million­
aires the necessity for a constant choosing between 
alternatives would remain. 

The presence by itself of the economic problem. 
however, does not inelu.ctably call money into 
existence. We do not find money in use in corn-
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munities where the output of the producer con­
sists entirely of goods for his own consumption. 
A second prerequisite for the introduction of 
money is that production shall be carried on in such 
a way that many specialists co-operate to provide 
anyone consumer with the whole range of goods 
that he desires. As soon as this division of labour 
appears it becomes necessary to evolve some com­
mon medium through which each specialist can 
exchange the goods he has produced for the goods 
he needs. And with each refinement of techno­
logical differentiation the appropriate circle of 
exchange widens, until to-day the forms of indus­
trial organisation call for a medium of exchange 
that will enable the whole world to co-operate. 

I A money that falls short of this scope must be 
J declared inefficient since it fails to allow us to reap 

all the benefits that are available. 
But it is conceivable that even when the division 

of labour is added to the economic problem, 
money. as we know it, may not appear. On a 
slave plantation or in a large monastery where the 
process of dovetailing the efforts of specialists is 
determined either by tradition or by the orden of a 
sovereign lord even the highest degree of division 
of labour would not call for the use of money. 
Before this becomes inescapable we require a third 
condition: that production be organised for the 
satisfaction of consumen who are free to spend 
their resources as they wish. At this point, mar­
kets, and consequendy money. appear. The 
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desires that production has to satisfy become 
multitudinous, anonymous and volatile, and for 
the detailed guidance of the producer it is necessary 
that the weight and direction of these desires should 
be indicated clearly. This can only be done by 
allowing all consumers to express in some common 
unit the relative positions of all their various 
preferences. This common unit of measurement is· 
money, and at any moment of time the general 
system of money-prices indicates to those in charge 
of production just how the available resources 
should be used. In a modem community where 
material equipment plays a tremendous part in 
production people and associations with money to 
spend are constantly deciding what share of their 
income shall be allocated to the purchase of con­
sumption goods and what share shall be devoted 
to the purchase of productive equipment. To-day, 
as never before, a wasteless utilisation of society's 
resources depends upon an accurate registration of 
people's relative desires for consumption goods and 
producers' goods. Unless money does this job 
well the results of production will be chaotic and 
unnecessarily poor. 

We are now in a position to turn to our second 
question-"What changes in our present civilisa­
tion would make money unnecessary i" It will be 
noticed that the conditions which necessitate the 
use of money are in no way peculiar to any par­
ticular social system. Relative scarcity, the division 
of labour and consumers' freedom might well 
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occur in any form of society. capitalist or socialist. 
Similarly. one of the three may be absent in either 
a capitalist or a socialist society. and then money 
would be supedluow. 

The distinctive feature of capitalism is the private 
ownership of property; in this definition we have 
no due that reveals whether capitalism requires to 
use money. But if fascism and planning are added 
to. and consumen' freedom subtracted from 
capitalism, then we can be sure that it will have no 
need of money. 

Similarly. the essence of socialism is social 
equality achieved through the public ownership of 
the material equipment of indwuy. Once more. 
we are unable to say from this definition whether or 
no a socialist economy will find it necessary to use 
money. There is nothing inherendy inconsistent 
between socialism and consumen' freedom, so that 
until the advocates of socialism make dear jwt 
what part such freedom is to play in their world 
we are unable to decide. When, however. they 
declare for planning on Russian lines then we know 
that the institution of money can have no part in 
their economic arrangements. 

In a planned economy. whether capitalist or 
socia1ist. money is superflUOw. The demand for 
and supply of commodities cease to be composed of 
a multitude of discrete and uncertain parts, and 
instead., an executive committee decides what kinds 
of things and what quantities of them shall be pro­
duced and consumed. AJ far as the need for money 
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is concerned we are back in the slave plantation or 
the medieval monastery.1 

It is thw possible to consider money, as with all 
other economic phenomena, irrespective of social 
conditions and to take for granted its presence in 
every libertarian economy. 

Our next question is, under what conditions will 
money do its work efficiendy, Its work, as we 
have seen, is twofold.: to act as a medium of 
exchange and as a unit of account. 

Present-day means of transport and communica­
tion make it possible not merely for individuals but 
for whole nations to co-operate in production, and 
therefore an effective medium of exchange would 
be one that made possible a full and unhampered 
exploitation of the territorial division of labour. 
This depends upon the provision of fixed rates of 
exchange between the currencies of all countries 
in the world; centuries of experimentation have 
evolved in the gold standard a device that does 
this. The disastrow collapse of international trade 
in the last 'four years hay&" made it clear that the 
alleged defects of the gold standard are insignificant 
as compared with the disadvantages of fluctuating 
exchange rates. So far no convincing substitute 
for the international gold standard has been put -
forward, and the world has to choose between 

• This does not imply that planning is therd'ore undesirable. The 
mere absence or presence of money does not indicate the worth of an 
economy. It is true that the weight of onhodoz economic opinion 
is entirely opposed to planning. and so far Russian and AmeriCllll 
achievements along this line have done little to disc:rcclit this opinion. 
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either its complete acceptance or its complete 
rejection. If the latter is preferred then we must 
forego the substantial advantages of world-wide 
economic co~peration. 

It is often argued that such co-operation is' 
• unnecessary to-day when each COWltry is capable 

of producing all the goods its inhabitants require. 
It is argued that because the United States is 
capable of producing anything an American may 
want to consume, she should therefore cease to 
specialise in the production of a few commodities. 
The weakness of this argument is made clear if we 
apply it to an imaginary business where three services 
are tequired-those of a general-manager, those of 
an accountant and those of an errand boy. Let us 
suppose that three men, A, B, and C, are available 
for the posts, and that A is better than either B or C 
at all thi-ee jobs. The personnel manager would be' 
unusually stupid if he insisted on spreading A's 
labour over all three tasks. The most sensible 
course would be to give a the post where his 
superiority was most marked and to employ the 
others where their inferiority was least marked. 
Such a division would yield the largest total out­
put. Thus, if we awarded marks to the thr~ men 
for their proficiency at each job along the following 
lines the case for utilising the services of even the 
least efficient becomes clear. 

Job A. B. C. 
General Manager 10 7 2 

Accountant . . 9 8 2 

Errand Boy . . 8 7 4-
10 
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The greatest possible number of marks is scored 
(that is, the highest total of proficiency reached) 
when A is general manager, B the accountant, and 
C the errand boy; to change any of these appoint­
ments would reduce the score. 

The second task of money is to act as a unit of 
account-a measuring-rod of different preferences. 
In most modem countries only a minor part of , 
the community's resources is devoted to the pro­
duction of consumption goods. By" consumption 
goods" we mean those commodities that are 
immediately available for the satisfaction of con­
sumers' desires, goods that require no further treat­
ment or modification before they become enjoy­
able. Most of our energies and equipment is 
applied to earlier stages of production. The labour 
of the miner, the cotton spinner, the shipwright, 
the mechanic, the engineer produces what can be 
called intermediate goods-goods that are only 
part way on the road to becoming consumption 
goods. They may also be described as producers' 
goods since they must .be handled by other pro­
ducers before they are of any use to consumers. 

Now, the most important task for those in charge 
of production t<Klay is to decide correctly the 
proportions in which the available productive 
resources shall be divided between the production 
of consumption goods and the production of inter­
mediate goods. To do this they must be able to 
perceive the true proportions in which income 
receivers wish to spend their money on the two . 
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types of goods. Ifby some means or another pro­
dUcers are misled as to these proportions then the 
wrong type of commodities will be produced and 
the result will be wasteful. 

There can be little doubt that it is mistakes in 
estimating the demand for intermediate goods that 
lie at the bottom of the trade cycle. A boom would 
appear to be a period when producen over­
estimate the market for these goods, and a depres­
sion is the time when such erron are liquidated. 
The industrial figures of all countries suggest this. 
In the United States the constructional uad.es are 
almost at a standstill; in the United Kingdom the 
industrial centres of the north have become centres 
of outrageous poverty and unrelieved despair. 

The preferences for intermediate goods, like all 
economic preferences. are expressed and registered 
in terms of money; so that it is in the workings of 
our monetary institutions that we might reasonably 
look for the origin of misdirected proouction. 

Money to the man in the street means dollar bills, 
pound notes and silver and copper coins; but the 
amount of buying and selling that is carried through 
with the use of cash forms only a small part of the 
total value of all transaetions. The business man 
uses cheques and bills of exchange for the settle­
ment of his debts, and the amount of buying that 
he can do with these instruments depends upon 
the size of his bank balance; this, in its turn, 
depends upon how much credit his bank is willing 
to grant him. 
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The supply of this money, bank money, fluc­
tuates widely. From time to time, from various 
motives, the banks shower their customers with 
additional purchasmg power with which to buy 
investments and industrial equipment. The result 
is a boom, and then sooner or later the banks are 
forced to regret their generosity and insist upon 
repayment and retrenchment; this decision leads 
to the panic rates of interest that characterise the 
break of a boom, and the depression follows. 

It is this topic-the disruptiveness of a unit of 
account when its supply is flexible-that will take 
up the body of this essay. 
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CHAPTER n 

MONEY AND PRODUCTION 

"Debauch the currencr, of capitalism and you destroy the 
capitalist system. '-Lenin. 

"Capitalism needs defending against the capitalists." -Pro-
fessor J. Viner. 

I NCREASINGLY during the last few yean 
economists have forsaken the old I'roblems 

relating to changes in the general value of money. 
and have applied themselves to a study of the 
effects of variations in the supply of money upon 
the structure of production. In most western 
countries only a small part of the available resources 
is used to tum out goods which are directly of use 
in satisfying human wants; the bulk of our energies 
is devoted to the production of capital goods, and 
the process of deciding the proportions in which the 
factors of production are to be shared between the 
production of consumption goods and the pro­
duction of capital goods is both complicated and 
vitally important. In a world in which no 
economic errors were made the determination of 
these proportions would be decided by the amount 
of saving performed voluntarily by the memben of 
the community. Unfortunately, erron are made; 
from time to time the struct,ure of production is 
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fashioned in a manner that is not warranted by the 
amount of saving willingly lmdertaken; the dis­
covery of such errors is the occasion usually of a 
financial crisis in the business world and their result 
is industrial dislocation and subsequent unemploy­
ment until the structure ofJroduction has been 
re-adjusted closer to the actu supply of resources. 

It seems likely that these blunders are due 
neither to unlucky accidents nor to false optimism 
or slipshod thinking on the part of business men; 
more probably, they spring inevitably from the 
fact that to-day the bulk of the savings of the com­
munity reach the entrepreneur through the medium 
of banks, and that the transaction takes place not 
in real goods, but in terms of money; in other 
words, given our present banking system, more or 
less violent fluctuations between boom and depres­
sion are unavoidable. Moreover, any scheme to 
reform our monetary institutions so as to prevent 
these fluctuations would almost certainly destroy 
the essentials of capitalism as a social system; 
accordingly, those who think that such a destruc­
tion is undesirable must reconcile themselves to 
the knowledge that wasteless economic progress 
and capitalism are incompatible. 

Before these assertions can be substantiated, how­
ever, it is necessary to turn back and make clear 
the relations between saving, the structure of pro­
duction and the supply of money, and our starting 
point must be the theory of capital. When, in the 
early eighties of the last century, Bohm-Bawerk, 
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the famous Austrian economist. set out to construct 
such a theory he concentrated his attention upon 
two questions that till then had yielded only vague 
and conflicting answers. He asked: what is the 

!' nature of the productive work of capital. and what 
. is the origin of capital. His answers are. or rather 
should be. the foundations of any reputable theory 
of production. 

Let us imagine a group of people who are 
deponed from this country and set down WIthout 
any man-made equipment upon a newly dis­
covered island in the Pacific; they liave only their 
own capacities. mental and physical. for work, and 
fortunately the island contains a wide variety of 
fruits and vegetables; the soil is fertile; fish are 
found plentifully in the streams. and deposits of 
iron ore and coal are located near the surface. All 
these virgin natural resources we can describe 
shordy as land. and our exiles thus start out to 
satisfy their wants equipped with a supply of labour 
and land. But unless they are abnormally un­
imaginative the problem of how to use these fac.­
tors in order to obtain food, clothing and shelter is 
not an easy one. The simplest solution is to apply 
them directly to the acquisition of consumption 
goods-to satisfy their wants by scooping £ish out 
of the rivers with their hands. by intertwining the 
branches of two adjacent trees to form a shelter, 
by wrapping leaves round their feet to provide a 
substitute for boots. and so on. Production along 
these lines would certainly yield a supply of enjoy-

. Ttl 
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able goods quickly. but the standard of living 
attained would appear deplorably and wmeces­
sarily low to the more intelligent members of the 
group. These would complain. not that the com­
mlUlity lacked land or labour. but that with a little 
patience their stock of these resources could be 
made to yield a much larger income for all. They 
might point to the process by which fish were 
obtained and urge that many more could be caught 
and enjoyed if the ten islanders who were engaged 
in catching fish by seizing them by hand from the 
river bank devoted themselves to this same end 
of fish-catching in a much more roundabout man­
ner; citizen A could be sent to dig for coal. citizen 
B for iron-ore; citizens C and D could work up 
the products of A and B to obtain steel; part of the 
steel output could be used by E to fashion fishing~ 
hooks; another part could be used by F to make 
knives and axes and G and H could use these tools 
to fell a tree and shape the timber into fishing-rods 
and a boat. Then. I and J. equipped with these 
could devote themselves to the task of providing 
the commlUlity with £ish; indisputably the new pro­
cess of satisfying wants would yield better results. 

For the benefit of those islanders who were still 
unconvinced the reformers might go on to describe 
how a similar roundabout process of production 
would provide better and more foodstuffs. cleaner 
and more lleasing clothes. warmer and stronger 
houses; an the essence of all these schemes for pro­
viding a larger supply of consumption goods wouB 
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be in the diversion of the greater part of the av:ul­
able land and labour to a preliminary construction 
of intermediate goods. These intermediate goods 
constitute capital; each and every item is produced 
from labour and land and its value lies in making 
more productive these original factors of pro­
duction. 

Such a definition of capital leads immediately 
to an understanding of the procedure by which it 
originates. Before the isIanders can accumulate 
any capital they must forego the immediate satis­
faction of some of their wants. If eight of the ten 
fish-scoopers are to be retired from this industry 
in order that they may produce iron, coal, steel, 
timber, hooks and boats, the community must 
make do with the output of only two fish-scoopen 
until the efforts of the other eight have actually 
produced fishing-boats and tackle. In other words, 
they must abstain from present consumption and 
wait before they can enjoy the fruits of the round­
about process. This is the essence of saving-the 
transference of resources from the satisfaction of 
present wants to the satisfaction of future wants. 

At this point the meeting of the islanders would 
cease to be a lecture and would become a debate; 

. as soon :IS they had reahsed that a more fruitful usc 
of their resources lies in roundabout methods, that 
saving alone makes possible the construction of 
capital or intermediate goods, and that saving 
involves present abstinence, then they are called 
upon to setde the problem of deciding how much 
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saving shall be undertaken. and the answer will tum 
upon a comparison of the relative worth of different 
quantities of present consumption goods and future 
consumption goods. The problem might appear 
to them in these terms: they are able without any 
degx:ee of roundaboutness to employ ten men who 
will each be able to scoop out ten fish a week; 
alternatively they can set eight of these men on to 
the production of capital goods. and at the end of 
two years they will produce sufficient equipment 
to enable two men to catch 200 £ish a week. The 
choice thus lies between one method that provides 
100 £ish a week from the first week of production 
onwards. and another method that provides 20 

£ish a week for two years and 200 a week after­
wards. It is impossible to have both a 100 £ish 
now and 200 £ish at the end of two years. 

At the same time. the decision. in real life. has 
to be made not between the direct form of pro­
duction and the indirect form. but between a great 
many possible indirect techniques that differ in 
their degree of roundaboutness and consequendy 
in their need for savings. Herein lies the economic 
problem; a choice has to be made because of the 
relative scarcity of means available for satisfying all 
demands. 

The demand for savings springs primarily from 
a realisation that roundabout methods of pro­
duction ultimately yield a higher output of enjoy­
able goods. It is augmented by the fact that most 
people. perhaps foolishly. overestimate the urgency 
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of their present wants and underestimate theurg~ 
of their future wants:and .. therefore prefer to satisty 
the former. For these two reasons those who are 
engaged in production are willing to give part of 
their future incomes to those who save, that is, to 
those who postpone their purchases of consumable 
goods and place their cJ.aicis on these at the disposal 
of the producers who are thus enabled to devote 
their energies to the more productive roundabout 
methods of production. 

On the other hand, the supply of savings is 
limited. If we were all living at a level where any 
reduction in present consumption leads rapidly to 
death from starvation, there would clearly be no 
supply of savings. But at any point above this 
primitive standard of living any saving would still 
mean denying immediate satisfaction to some want 
or another, and most people are unwilling to do 
this; they will only save if offered some compen­
sation for the sacrifice involved. 

We thus have all the conditions of a market; one 
'group of people offering to pay something for a 
service and another group ready to supply this ser­
vice if they are paid someJllng. The service dealt 
in is saving and the price paid for it is interest; and 
the rate of interest will be established at a point that 
expresses the marginal significance of the service. 
The forces commonly described as the laws of 
supply and demand will operate in this market in 
the same way as in any other. There will emerge 

• an equilibrium rate of interest, that is, a rat~ at which 
2.0 
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the demand for savings and the supply of savings 
coincide. If the demand for savings increases while 
the supply remains constant, then the equilibrium 
rate of interest will rise. If the supply of savings 
increases while the demand remains constant then 
the rate of interest will fall since the additions to the 
supply of savings can only be used in those exten­
sions of the period of production which could not 
bear the old, higher rate. And finally, if the rate of 
interest falls artificially below the equilibrium rate, 
then the demand for savings will be unjustifiably 
expanded-unjustifiably in the sense that since 
there has been no increase in the supply the new 
demands cannot be satisfied without dislocation. 

Thus, the rate of interest can be regarded as an 
expression of the community's balancing of the 
value of consumption goods as expressed in prices at 
different points of time. The rate of interest rises ' 
as the balance tilts in favour of present goods, and 
it falls as the preference for future goods grows. 
Changes in the rate of interest are not of importance 
because they indicate changes in the desire for all 
goods; the prime significance of movements in 
the rate of interest is that they indicate relative: 
changes in the demand for consumption goods and 
the demand for intermediate goods. 

From another viewpoint the rate of interest can , 
be considered as a brake. Each extension of the ,: 
period of production yields an increased output of " 
goods, but this increase is less than proportionate to ' 
the extension of time. Therefore, as the rate of 
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interest falls producen will be able to push forward 
to more rOWldabout methods, and as it rises they 
will be compelled to go back to less roWldabout 
methods. It indicates in what proportions and to 
what degree our resources shall be divided between 
the production of consumption goods and inter­
mediate goods.1 

It is imponant to emphasise that the rate of 
interest is determined, as far as the supply side of 
the market is concerned by the supply of current 
savings. The mistaken view is quite widely held 
that the supply that helps to determine the rate is 
the community's existing stock of intermediate 
goods; from this it is argued that the rate of interest 
will be low in a COWltry that has a large capital 
equipment and will be high in a comparatively new 
country. Such coincidences do frequendy occur, 
but they are to be explained on entirely different 
grounds. That Ruritania has a considerable 
accumulation of intermediate goods does not 
direcdy help the Ruritanian producer who is 
looking for loans from saven in order to extend his 
business. It may even hamper him. The operaton 
of any set of intermediate goods require savings in 
order to maintain themselves and also to renew 
their equipment as it wears out, and these require­
ments constitute pan of the demand for savings. 
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Their demands along with those of the producers 
who wish to lengthen the structure of production can 
only be met out of the current supply of savings. 

There are certain conditions under which the 
translation of savings into consumption goods 
through a preliminary construction of capital 
goods can be effected without any dislocation of the 
productive process no matter how large might be 
the volume of savings. These conditions, given 
the existence of borrowing and lending, are that 
the community should effect its exchange trans­
actions either by barter or else by the use of a fixed 
supply of money. Since the former method is 
likely to strike citizens of the Western world as 
extravagantly fantastic, we need concern ourselves 
only with a society where the supply of money is 
fixed. 

Let us turn back to our islanders and assume that 
by this time they have not only a stock of capital 
goods, but also that they have adopted a system of 
private property similar to our own and that they 
use a fixed quantity of money. 

We cali use as our basic illustration a division of 
the community's stock of land and labour into 
five equal portions that are applied successively in 
a roundabout way to the production of consump­
tion goods. The portion devoted to the most 
remote stage of Jroduction turns out intermediate 
goods worth /..,8, and accordingly £8 is to be 
received as income by those who have participated 
in the making of them. These intermediate goods 
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then pass to the second stage where the services of 
the second portion of the original means of pro­
duction are applied to them. As a result the inter­
mediate goods become worth £16, and £8 of this 
is to pay for the product of those engaged in the 
first stage of production, and £8 is to remunerate 
the newly applied agents of production. 

The same thing happens at the third stage of 
production where the intermediate goods become 
worth £24-£16 for the purchase of the products 
of the previous stage and £8 for the services that 
have turned these £16 of commodities into £24 of 
commodities. 

At the fourth stage of production the £24 of 
intermediate goods become £31- of intermediate 
goods as £8 of additional services is applied to 
them. 

Finally, the last portion of the community'. 
original means of production is applied and £32 of 
intermediate goods becomes lAo of consumption 
goods. Each portion of the original means of 
production receives £8 income, so that there is 
available £40 of income to purchase the £40 of 
consumption goods to the immediate froduction 
of which one-fifth of the community. resources 
have been applied. 

In real life, of course, the stages of production do 
not go on separately and consecutively, nor do the 
producen of intermediate goods wait until the final 
product is sold before receiving their incomes; 
all stages proceed. simultaneously and there is a 

2A. 
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continuous flow of consumption goods; con­
sequently, while the community needs £40 to 
buy the output of consumption goods, it also needs 
£80 to enable all the stages of production to effect 
their purchases of intermediate goods (£8 + £16 
+ £24 + £32 = £80). Thus, the community's 
tot;J' stock of money is £120 and twice as much is 
spent on intermediate goods as upon consumption 
goods. 

The following diagram may help to indicate 
the position:1 

OUTPUT OF CONSUMPTlON [40 GOODS 

~ 11llT£~M£D1AT!. O~ 
~ P~ODUCU'-S GOODS 

Ftaun: 1. 

• This tIIld the similar diagram that follows are taken &om Prof. 
Hayek's Prins _ ProrllKtio. (London, George Roudedge & Sons. 
Ltd.. J 9 JI). Indeed this whole general analysis is based upon his \ 
work. It is almost unnecessary at this date to add that DO discussion 
of mODey. DO matter how humble or ambitious its scope. can hope to 
achieve tilly worth-while results unless it uses the machinery that • 
Prof. Hayek has so brillitllldy put at the disposal of English-spcaking 
students in the last few years. 
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Let US now consider the effects of an increase in 
savings while the quantity of money on the island 
remains constant at £11.0. Let us suppose that 
consumen decide to save one-quaner of the amount 
they previously spent on consumption goods, that 
is, to spend £30 instead of £40 buying consump­
tion goods, and £90 instead of £80 on inter­
mediate goods. How does this shift work itself out, 

Clearly, the total demand for labour is in no way 
affected. The fall in the demand for labour to 
produce consumption goods is completely offset 
by the increase in the demand for labour to pro­
duce intermediate goods. 

What about prices I If the community is going 
to spend £30 on consumption goods instead of 
£40, then the price per unit of these goods rap.; 
and the producen engaged in turning them out 
naturally decide to produce fewer consumption 
goods and they will tend to reduce the output in 
the same proportion as the demand has decreased. 
Thereupon the price of each unit of consumption 
goods will be the same as before the additional 
savings took place. The only difference will be 
that fewer consumption goods are turned out, but 
this in no way inconveniences the consumers who 
have voluntarily decided to cut down their pur­
chases of consumption goods in order to save. 

What about the prices of intermediate goods I 
£90 is now spent on these instead of £80. Accord­
ingly, their price per unit in.creases and it becomes 
more profitable to produce them. Thereupon, 
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those engaged in these s~gcs of Iroduction 
demand more working resources. an these are 
avail..lble because of the reduced employment in 
the s~gcs that make consumption goods. 

Next, the increased volume of saving hu reduced 
the equilibrium nte of interest and lengthened 
the srructure of production and has thus reduced 
the costs of production. Therefore, when the 
expansion of the stock of intermediate goods leads 
sooner or later to a larger flow of consumption 
goods these can be sold at a 10\\'Cr price per unit 
without in any way impairing the profit-margin of 
the producen. They are not at all disrurbed by the 
filling price-level; at the same time, the non­
saven fmd that the £30 they are still spending on 
consumption goods v .. ill buy much more than it 
did before. In short, all sections of the economy 
are perfectly satisfied. The conclusion seems to be 
then that if there is no change in the supply of 
money (in this example, ifit renuins at £ Ilo) the 
result o( an increase in the amount of saving is to 
cst.lbWh a new economic equilibrium where real 
income per head is larger and where the prices of 
consumption goods are lower. 

In the new structure of production the number of 
stages will increase from four to six just as the • 
relative lay-out of the community's money as 
between consumption goods and production goods 
has changed from 40 : 80 to 30 : 90. In the new 
equilibrium one-sevcnth instead of one-fifth of 
the community's resources is devoted immediately 
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to the production of consumption goods. 
new position can be represented thus: 

The 

c OIUGtNAl \.tEANS 0. PRODUCTION. --+ 
[14:3T fA::, i £4.S-:'1.4.,-iL4.i" i£..:-,-rc .. :ii -,r-....J- - -J_ --~-- .... - - - - __ ~ __ oJ 

=J@ 1 
~£U.92WJ 

~£tz.lWA 

~fu-.~ 

-_I15-7WA 

OUTPUT Of CONSUM'TlON £.30600DI 

~ INTEa.MEDIATE OR.. 
~ Pl\ODUctU GOODS 

Let us now drop the assumption that the supply 
of money is fixed and see what happens when it 
varies. As part of the new situation let us assume­
that when any of the islanders save, they do not 
themselves use the savings to engage in the produc­
tion of intermediate goods. but that they hand over 
the money they save to producers through the 
medium of banks. As long as these banks are 
completely passive agents. merely receiving so 
many pounds from saven and passing on exactly 
the same number of pounds to producer-borrowen 
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there can be no possibility of mistaking the equilib­
rium rate of interest, and so of over-extending the 
roundaboumess of production. We are now 
assuming that the banks of the island are not only 
the intermediaries between savers and borrowen, 
but they are also the money issuing authority of 
the community, and are thus in a position to lend 
out more pounds than have been entrusted to 
them. 

From what we know of our own world it is 
reasonable to expect that among the leaden of 
opinion on the island-its politicians, journalists, 
business men, etc.-there will be found many who 
are convinced that the main function of the banks 
is to provide the community with perpetual pros­
perity. But within this general agreement there 
will probably be. found at least three schools of 
thought. One group, obsessed by the conviction 
that productive activity, simply because it is pro­
ductive activity, is laudable and should therefore 
always be encouraged, will urge that the banks 
should be prepared to grant credit to those in 
charge of industry and trade whenever their 
demands are "legitimate." A second group, 
obsessed by the same conviction under a different 
guise, will be primarily impressed by the fact that 
whenever a consumer spends money he is buying 
something that has been produced; this group, 
therefore, will urge that the money-issuing authori­
ties should maintain or restore prosperity by aug­
menting the money-incomes ?f consumen. As in 
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the Western world, these two groups of islanden 
will probably take it in turn to be gopular. Mter a 
period of fashionableness for the 'be-generous-to­
the-producer" policy. there will come a clamorous 
demand for more money for the consumer. A 
third group of island leaden will be convinced that 
whenever prices fall the people who sell goods will 
make losses. and that they will therefore reduce 
production and general employment. I This third 
group. accordingly. will urge that the money­
issuing authority manipulate the supply of money 
so as to prevent any fall or rise in prices. Thus. 
all three groups come together again in the belief 
that the most productive utilisation of the com­
munity's resources can always be engineered by 
appropriate changes in the supply of money. 

Let us test out their policies. The position is that 
the banks of the island are able. at least in the shon­
run. to make loans at less than the equilibrium rate 
of interest because of their power to lend more 
money than saven have deposited with them. 
How will they use this power r 

We can take as our starting point the state of 
affairs set out in Figure I where the community 
spends £80 on intermediate goods and £40 on 
consumption goods. This structure represents an 
equilibrium. that is. no productive resources are 
unemployed and, at the same time. given the whole 
scale of preferences of the community. 'it is not 

I ''Palling prices and unemployment are inaeplmblc 1xd-6:Dowa. II 

II. D. Hmdenoa. SllPp!7 """ D,tIIIIIJ. Londoo. 191 20 p. , ... 
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worth the while of any unit of the factors of pro­
duction to change its employment. It follows, as 
part of the general equilibrium, that the rate of 
interest is at a level that represents faithfully the 
community's relative desires for present consump­
tion goods and future consumption goods, and that 
there are no savings available for the many pro­
ducers who are anxious to lengthen the structure of 
production if only they could obtain loans at less 
than the current rate of interest. These people will 
be able to present to the banks an abundance of 
schemes which show a profit as long as the pro­
moter can assume in his calculations that the 
schemes will be financed with loans obtained at less 
than the equilibrium rate of interest. 

Prompted by the advice of the "be-generous-to­
the-producer" group, the banks decide not to wait 
until the community saves more, but to satisfy 
these extra-marginal demands by increasing the 
sums of money they are lending. Let us suppose 
that they make available for the purchase of capital 
goods an additional £40. This will be added to 
the £80 already spent on these goods to make a 
total of £120, and to alter the relative expenditure 
on consumption and intermediate goods from 
40 : 80 to 40 : 120. The structure of production 
will be lengthened in the same degree, that is, from 
four to six stages. This structure is thus the same 
as when the community decided voluntarily to 
save an additional £10; the only difference seems 
to be that all prices are higher by one-third. 
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The resemblance, however, is only superficial. 
The new structure cannot be maintained in 10 far 
as it is based on "artificial" savings. This becomes 
clear if we follow out the results of the banh' 
"expansionist" policy step by step. Before the 
expansion took place one-third of the community'l 
purchasing power was spent on consumption goods 
and two-thirds on intermediate goods; after the 
expansion only one-quarter of the community'l 
money is spent on consumption goods and three­
quarters is spent on intermediate goods. There 
will result both a relative and an absolute rise in the 
price of intermediate goods, and the people who 
make them will compete for and bid up the prices 

. per unit of the factors of production. Those 
engaged in making consumption goods will find 
that their costs have risen but that no more money 
is being spent on their products; therefore, in an 
attempt to avoid losses they will reduce their output 
and put up the price per unit of consumftion goods. 
That is, those who are spending the I.Ao on con­
sumption goods £nd that they are getting less for 
their money; they are being forced, willy-nilly, to 
If" fc dsb save, to consume ewer present goo , ecause a 
smaller proportion of the community' I productive 
resources is being wed to produce consumption 
goods. 

Meanwhile, an additional £40 is being spent on 
intermediate goods, and sooner or later the bulk 
of this money is paid out as net incomes to con­
sumers-to wage-earners, etc.-and these people 
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use their higher money-incomes to recover their 
old standards of consumption; since the additional 
money passes into the hands of consumers before 
the lengthened process of production has completed 
itself and turned out a larger flow of consumption 
goods, the newly enriched consumers can only 
carry out their wishes through a restoration of the 
old structure of production. To do this, however, 
considerable disturbance is created. The means of 
production have already been diverted from the 
making of consumption goods to the making of 
intermediate goods. Consequendy there will be 
a sharp relative rise in the price per unit of con­
sumption goods, and in their tum the producers 
of these goods will increase their offers of remunera­
tion to the factors of production; those productive 
resources that are unspecialised will then move 
from the higher stages of production to the lower 
stages. The specialised ones-factories, machines, 
etc.-will be left high and dry since their owners 
will be unable to pay the higher rates necessary to 
obtain the services of the complementary factors 
needed to keep the specialised factors operating. 
And so the community finds itself with a stock of 
unemployed plant! that has been constructed as part 
of a degree of roundaboutness of production that 
was never warranted by the community's real desire 
for future goods as compared with present goods. 
This state of affairs is what we know as a depression. 

• The fact that this plant is h&lmomgiuJIJ acellcnt in DO way affects 
its no •• « position. 
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It is possible, of coune, that the banks, having 
started on a policy of granting loans to producen 
below the equilibrium rate, will decide to pump 
even more aedit into circulation when they find 
that consumers refuse to permit any exteruion of 
the period of production.1 Such consistency, how­
ever, on the part of the banks can only postpone the 
inevitable readjustment and make it more violent. 
Every additional loan granted by the banks 
lengtheru the process of production and makes 
more distant the arrival of an adequate supply of 
consumption goods; at the same time, by stimulat­
ing activity among those engaged in making 
intermediate goods, they indirectly provide con­
sumers with more and more money-income. 
Theoretically, the banks could punue their expan­
sionist policy to the point where the bulk of the 
population is starving to death and at the same time 
recei~g very high money-incomes for devoting 
all their energies feverishly to the construction of 
capital goods. The German money-issuing authori­
ties did their best to achieve this situation in 1923 
when the real rate of interest charged by the banks 
was practically nil and grotesquely below the 
equilibrium rate. I The outcome of their generosity 
was not to enrich the German people, but to 
impoverish them desperately and to provide them 

• ThiI musaJ ia tDDamittcd throuah the pricing pnxaa. 
• At one J'Oint the bank ate racbcd 900 per a:Dl., bac by tbaa 

tbe equilibnum ate probably no into rem Of tb0uMnd8 per caJt. 
Most oonna1 attempca by baob to maintain tbcU initial bum 01 
1IIldue gcneroaity ~ brought to aD cod .. bco the bmkaa ~ 
a1aaned about tbeU RIerTe8. • 
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with a
O 

stock of capital equipment that has never 
been used fully to this day. And these are the 
inevitable results, in a greater or less degree, when­
ever the banks pursue the policy of providing 
business men with loans bdow the equilibrium 
rate of interest.' 

When the islanden have thus been brought to a 
state of industrial depression and after a preliminary 
period while their leaden simultaneously deny the 
existence of the slump and assert that their political 
enemies have engineered it, there will appear a 
demand for Vigorous Action. If the depression is 
long and deep enough the islanden will form 
Ginger Groups, Brain Trusts, Zip ° Societies, Pep 

'A simple parabIc may help to illustrate the argument. John 
Doe has long coveted a gralTlQPhone. but his sa1ary is only £r, 
a month. On the last day of each month be pays tbe lr, into his 
bank aa:ount and withdraws [, 10'. each week. Mteibe bas paid 
hie lUll and insW1UlCle premiums and bought food and clothes there 
is nothing left out of this with wlUch to buy a gramophone. Unfor­
tunately. however, John Doe bas a friend who thinks it a pity that 
John should not have a gramophone when he so clearly wanes one. 
The friend being also a poorly-paid clerk is unable to lend Doe the 
~ [10, ao that to carry out his good intentions be is driven 
to houing him. On tbe ,1St of January Doe pays his usual [J, 
into the bank and then m:avcs what seems to be completely rdiable 
and authentic information that his favourite aunt is paying £r, 
into his bank account as a present. He at once chinks of gramophones 
and DeltC morning spends [10 on buying one. In the ~.his 
friend tclls him that the information was false, and Jol.m ~ is--Ieft 
with [, to live on for the rest of the month. Bread and tea take tbe 
p1acc of chopa and beer. For consolation there is a gramopbooe 
standing in the comer; but the solacc will be purcly nsual since he 
cannot afford to buy records or needles; to get these, and therefOR: 
some enjoyment out of his gramophone be would haft to cut down 
his standard of living still funhu. His visitors will murmur about 
tbe pandoz of poverty and plenty as the poor man eaes his dinner of 
bread and c:hccsc in a cold room adomed by a splendid but unuseable 
gramophone. and some will advise him to eat mote, and some to 
play the ~phone. and yet Others will advise him to do both ; 
all the advlQC will be completely famous. 
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Parties, and as these organisations show themselves 
inadequately equipped with Ginger, Brain, Zip 
and Pep they will be displaced by leaden whose 
history, promises and methods guarantee at least 
vigour. The call for economic action mayor 
may not run in terms of "balancing production 
and consumption" and "planning," but, in any 
case, the programme will demand either that the 
"idle" factories be set going again by compelling 
the banks to be generous once more to the pro­
ducer, or else that consumers be given "enough" 
purchasing power to buy the products of industry. 

The policy of easy credit may be tried but from 
our vantage point we can tell the islanders that the 
cause of the depression was this very policy of 
granting loans to producers below the equilibrium 
rate of interest and the consequent artificial expan­
sion of the constructional industries. The utmost 
success then that the expansionists can hope for is 
to restore production for a short time to its old 
distorted structure where it was on the verge of 
collapse; and even to do this will involve in a 
country that has previously enjoyed a protracted 
boom the creation of bank money on a tremendous 
scale until the discrepancy between the equilibrium 
and the money rate of interest is even greater than 
before. The ultimate and inevitable crash will 
accordingly be more calamitous than the one that 
the islanders are trying to get out o£ 

What advice can we give to those who insist 
that the islanders can effect a recovery from the 
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depression by augmenting the incomes of con­
sumers i The immediate cause of the crash was 
that industrialists discovered that the rate of interest 
at which they were borrowing from the banks was 
not justified in the light of the community's readi­
ness to save; the supply of savings was inadequate 
to give a rate of interest low enough to allow 
production to continue in the newly expanded 
stages of production. It is now proposed to give 
consumers more money to spend; that is, to change 
the proportions in which money is spent on inter­
mediate goods and consumption goods even more 
in favour of the latter. This means, on the one 
hand, shortening the structure of production and 
so ultimately reducing the output of consumption 
goods, and, on the other hand, raising the costs of 
production of those engaged in the higher stages 
of production since the makers of consumption 
goods can offer the factors of production better 
remuneration. To enable producers to start up i, 

again in a healthy way there is needed more saving, . 
not more consuming; and to raise the real income 
of consumers during a depression is to vitiate, at . 
least in part, the efforts of the savers. 

Unless the citizens of the island are substantially 
more receptive of new thought than we are they 
will reject these warnings and will experiment 
expensively and dangerously with their "Recovery 
Plans." They may even succeed-if by success we 
mean that all the factors of production are at work 
again, and if we ignore the precariousness of the 
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basis on which the work proceeds, and if we accept 
wmecessarily low real incomes for all in the long 
run. 

But even success of this son can scarcely be 
achieved if the islanden decide to follow both plans 

\ simultaneously, to provide entrepreneun with 
, loans that have not been saved volwltarily, and 

consumen with incomes that have not been earned 
in a competitive market. The two distortions­
one making for a longer structure of production, 
and the other for a shoner structure-will simply 
cancel out. 11le net result of such futility is merely 
that the depression must be suffered at a higher 
price level, and this benefits neither shon-sighted 
consumen nor shon-sighted producen. 
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CHAPTER III 

~ CAN PRICE STABII.ISATION HELP l 

THERE is to-day a considerable body of 
reputable opinion that is convinced that such 

distortions of the structure of production and 
dislocations of economic life as we have described 
can be avoided by manipulations of the supply of 
money so as to produce a stable price-level. They 
urge that a rising price level provides producers. 
since they are largely borrowers. with windfall 
profits and the result is an unhealthy stimulation 
of production; and. conversely, a falling price level 
imposes unmerited losses on producers who then 
reduce production. Such adventitious gains and 
losses. and consequently booms and depressions. it 
is urged. can be eliminated by increasing the supply 
of money when prices are falling and decreasing 
the supply when prices are rising; the objective 
is to ensure that the dollar or the pound shall 
always be able to buy the same complex of goods 
and services. 

On this side of the Atlantic the influential advo­
cates of this policy include among economists Pro£ 
Gustav Cassel, Sir Josiah Stamp. Sir Basil Blackett 
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and Pro( Bellerby, while in the United States the 
answenreceived to a questionnaire sentout in 1927 
to 281 professional economists showed that 2S~ 
"consider stabilisation of the price level to be a 
matter of major importance.'" Pro( Irving 
Fisher has devoted the greater part ofrus abundant 
energy to propagating this doctrine in the belief 
that "when we really get stable units of money we 
shall have the greatest economic boon of all time" ; 
and the present monetary advisen of President 
Roosevdt have organised the whole resources of 
the country in a spectacular attempt to construct 
a "rubber" or compensated dollar. Their work is 
inspired by the same chain of reasoning that led 
Pro( Fisher on the eve of this depression to write :1 
"Our prosperity has been looked on with pride by 
natives and with envy by foreignen, and almost as 
many explanations of it have been given as there 
have been onlookers. American genius, and 
inventiveness, capitalism, labour efficiency, horse 
power, the mechanisation of industry, dem.ocracy, 
prohibition-all these have been mentioned as 
facton in our prosperity-but the cause which is 
probably the most important of all, that is, stable 
money since 1921-approximately stable-has 
been all but overlooked. But it is no mere coin­
cidence. I believe that., of the ten periods in our 
history since 1849-the tenth (1922-1928) has been 
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unprcccJented in prospericy and unprecedented in 
S[ability. "I 

Side by side with these «onomists thcre stands 
an cqu.illy impressive host of business men and 
politicians. The MiJI.J1IJ B.Jllk &"i(U' of June­
July 19:1 wrote: "History has shown that ap.ut 
perhaps from wan and religious intolerance no 
sin~le f.lctor has been more productive of misery 
and misfortune than the high degree of variabilicy 
in the general price level. This may sound like 
an c:\'"tra,"agant statement, but so f.l.f from being of 
the nature of demagogic outburst, it is dearly 
demonstrable from the course of events in various 
countries ever since moncy became an important 
dement in the life of civilised communities. A 
stable price level is a thing to be dcsimL $«Ond 
only to international and domestic ('Cace." 

The famous mcmorandum on «onomic policy 
signed by one hundred ofEn~land's lcading indus­
trialists in May 1928, dcd.u-cd: "We believe th.lt a 
more stable system of CUIl'C'ncy aeJ.it and a mcans ' 
of stabilising the price lcvd are prerequisite to the 
mroration of prospcricy of the great basic industries 
of the country ... • 

• In bet. tbe price Stability pamM by h-l. Ftshtt bas beCIl 
ckockl'<"d to be an balhx:ination of tbe author of n. M-:1I1MnM. 
Mr. \\ a1ttt W. Stc...-art, u.director of ~ (or tbe Fedcnl 
RQUTe Boani, scal'<"d: "Theft is 110 ~riod durin..~ the last quanu 
cmnuy. exttpt tbe .-at ~ .. ben I'riers haw tlllCN8tcd 0'fU 10 
.. i.k a r&I\~ as from 1921 to 1916." This has bttn s\lbstanriatcd by 
the 8Nh"'Sis of ProC. \T esky C. Mil'Chcll in R_ &...# C~ • 
• l.:ru.trJ S_s. A good deal ckpcnds. of COW'SC" 0Cl .. hich price 
levd we aft Iooling at. 

I R«ent ann\lal ronfcl'mttS of the Labour Party haw &m.nJc.d 
that ",he a~~"'e levd of priers shall ranain lIS nearly as possible 
~t. S'\) that tbe powtd shall b\ly l'OU~hIy the same baskcU\&l of 
goods to-.iay. nat month, nat )'Qf and tal rcan bcnoc. II 

-
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On the other side of the Atlantic similar pro­
nouncements have been issued by Chamben of 
Commerce and Merchants Associations, by banken 
like the late Paul M. Warburg and by the editor of 
the Saturday Evening Post, and regularly and frc­
quendy bills have been introduced in Congress to 
provide that Federal Reserve Banks should: 
"Establish from time to time, subject to review and 
determination of the Federal Reserve Board, a rate 
of discount to be charged by such banks for each 
class of paper, which shall be made with a view to 
accommodating commerce and promoting a stable 
price level for commodities in general. All of the 
powers of the Federal Reserve system shall be used 
for promoting stability in the price-level'" 

What is the worth 9f these opinions I I believe 
that it can be shown, £indy, that those who foresee 
an approximation to economic paradise as the 
result of a stable price-level have failed to suggest 
convincingly any efficient mechanism for attaining 
this stability; and, secondly, that even if such 
stability were achieved either by accident or design 
it would aggravate rather than eliminate indwtrial 
fluctuations. The price stability which Pro( Fisher 
and his allies' have in mind is a mistaken policy 
except perhaps in a stationary economy; it will 

• Mr. C. o. Hardy, oE the Brookings Inatitution. W .. bington, 
D.C., quotes tbis preamble in bis Cntlil POIimI of 11M FIMrJ &1_ 
Syslefll, Washington, 19'Z. It is, I am IUM, 110 naggeratioo to., oE 
tbis book that DO IIIOR penetrating or ckarcr malyaia md b.iatory oE 
tbe Fedeml Reserve SYltCID baa yet appcam!. 

• The bill referred to above _ 8Ctivdy IUpponed by Pro&. 
Cassel, John R. CommODl, Jamea H. Ragen md J. W. Jenb. 
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produce all the evils of inflation in a progressive 
economy and all the evils of deflation in a decaying 
economy; in short, it will generate all the disorders 
that they are convinced it will abolish, and there­
fore their precepts are based on an inadequate 
diagnosis of the relation between money and the 
trade cycle. 

First, we have no reason to be anything but 
extremely sceptical about the value and reliability 
of any of the existing methods of measuring 
changes in the price level. In the opinion of J. M. 
Keynes, one of the world's acknowledged experts 
on the subject, "there is at present a most serious 
lack of satisfactory index numbers of Purchasing 
Power .•.. An index number of the purchasing 
power of money should include, directly or 
indirectly once and once only, all the items which 
enter into final consumption (as distinct from an 
intermediate productive process) in proportion to 
the amount of their money-income which the 
consuming public devote to them. Since it would 
be a matter of great complexity to compile a 
completely comprehensive index on these lines, 
we should be satisfied in practice with an index 
which covered a large and representative part of 
total consumption. But we have not at present 
even this." 1 

Next, which price-level are we to adopt as our 
guide l In nearly all countries to-day there is to 
be found a bewildering collection of price index 

I J. M. Keynes. A TrftIIin o. Mo.'Y. Vol I. p. n. London, 1930. 
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numbers, both governmental and private. Some 
of them are concerned merely with retail prices, 
or the cost of living, othen refer to wholesale 
prices, and recendy, Mr. Carl Snyder on behalf of 
the Federal Reserve Bank of New York has 
produced a composite index number that takes 
account of retail prices, wholesale prices and the 
level of wages. Which of these is to be regarded 
as the price level that must be stabilised, And 
certainly a choice is necessary because the move­
ments of these various indices are not always either 
parallel or even in the same direction. For 
example, in England durinp the three years 1923-
4-S the Ministry of Labour s index number of the 
cost of living rose slighdy but steadily from 169 
to 170 to 171. During the same three yean the 
Board of Trade's index number of wholesale 
prices jumped from IS8.9 in 1923 to 166.2 in 1924 
and slumped again to IS9.1 in 1925. Similarly, 
in the United States, from 1925 to 1927 the cost of 
living index number declined by barely 2 per cent. ; 
the Bureau of Labor's index number of wholesale 
prices declined about u per cent.; while Mr. 
Snyder's index showed hardly any fall at all. 

Clearly, it is at least ambiguous to talk about 
stabilising the price level; there are many of them, 
and we must ask the stabilisen to choose carefully 
which one they intend to stabilise, otherwise the 
result will certainly be chaos. Thus, accepting for 
the moment the stabilisen' somewhat naive views 
as to the simple way that changes in the supply of 
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money affect the price level, if the financial authori­
ties of this country had decided to stabilise the 
cost of living in 1924 and 1925 by decreasing the 
supply of money they would have increased the 
considerable fall in wholesale prices over those two 
years; and conversely, if they had chosen to stabilise 
the value of the Pound Sterling spent on wholesale 
commodities by increasing the supply of money 
there would have been a substantial fall in the 
value of the Pound spent on buying consumption 
goods. How do the stabilisers propose to solve 
this dilemma r So far the bulk of them have not 
even noticed its existence. The central fallacy of 
the stabilisers, in fact, springs from their inability 
to see that there are essentially different price levels. 
The key to the understanding of the part played 
by money in influencing production is the realisa­
tion that money can be spent either on consump­
tion goods or on producers' goods, and that these 
two classes of goods are competitors for the 
available supply of purchasing power .. 

Next, even if we have a general price level and 
an index number that truly reflects changes in the 
purchasing power of money, how can this price 
level be kept stable r Changes in the cost of living 
have been and are likely to be frequent and sub­
stantial. What facilities have the government and 
the banks for changing quickly and considerably 
the amount of money spent by consumers r The 
stream of money in circulation consists of bank 
money and currency. Bank-money is used pri-
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marily by business people so that if the banks 
increase or decrease the amount of credit they are 
issuing the main result will be to increase or 
decrease expenditure on intermediate goods, and 
to leave, at least in the short-run, the amount of 
money spent on consumption goods unaltered. 
So that we can expect litde help from the banks 
in stabilising the "general" purchasing power of 
money. But what about the governmentr The 
government does indeed hand over money at 
frequent intervals to consumers in the form of 
salaOes for civil servants and other employees, 
pensions for the old and disabled, and relief for the 
poor and unemployed. Can these sums, which 
admittedly are spent largely on consumption 
-goods, be altered from week to week, Quite 
apart from the disorganising effect upon public 
finance, it is almost undeniable that neither the 
general public nor the recipients of government 
money would tolerate such manipulations. Why, 
at a time when the index number threatens to rise 
should civil servants and the unemployed be 
singled out to suffer income cuts, And why, when 
prices are about to fall should this minority alone 
benefit by increased purchasing power II 

Next, the stabilisen are, for the most part, 
convinced that the price-level can be influenced 
rapidly by appropriate changes in the open market 

I To be c/fective. of coone, the inaaaed pan:baaing power 01 
civil IUftJltI, etc., must come from a cratioo 01 new cunmcy. It 
it cornel from additional tuation, then tbe pint 01 the civil _ 
aa= aactly oiIsct by the IDIICI 01 tu-payaa. 
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operations of the central bank and thus by the 
amoWlt of credit made available by the other 
banks. But recent American experience suggests 
that during a period of sharply falling prices and 
depression even a gigantic expansion of the 
r~s.e.rves of commercial banks will not bring about 
rising commodity prices. The truth is that "the 
quantity of bank credit outstanding is . • • only 
one factor in the determination of the price level. 
Equally important is the willingness of the com­
munity to hold a larger or smaller part of its 
available resources in the comparatively Wlpro­
ductive form of cash and bank balances. The 
greater the demand for till and pocket money 
and bank balances as a form of saving, the larger 
the amoWlt .of credit that must be outstanding to 
support a given price level. These demands are 
affected by changes in population, by the growth 
of the use of cheques, by the multiplication or 
consolidation of individual business units, by 
changes in the banks' requirements as to average 
balances. and above all (so far as short period 
changes are concerned) by anticipated changes in 
the level of prices. When prices are moving up or 
are expected to move up. depositol'$ prefer to carry 
small balances and keep their fWlds invested; when 
falling prices are anticipated bank balances are 
deemed better investments than commodities or 
securities. "1 The lesson seems to be that an 

• Hardy. op. cit., p. no. Pttsumably even when the price level 
is stabilised, the price of securities will Huctuate and thettfon: people 
will vary their bank balances. '. 
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effective stabilisation of any price-level must 
involve a considerable amount of interference, not 
only with'the supply of money, but also with the 
demand for it. Very few stabilisen are prepared to 
permit the government to decide when and how 
the ordinary man is to spend his money, and those 
who would permit this are wasting their time in 
striving after a stabilised price level; for the simple 
reason that as soon as the government controls the 
spending of the citizens' money and consequendy 
controls the employment of the beton of produc­
tion, money as we know it ceases to exist. and to 
talk then of changes in the price level affecting 
production becomes an anachronism. 

Finally, there are still some stabilisen who do not 
realise that price stabilisation is completely incom­
patible with the maintenance of any international 
monetary standard and with stable exchange rates 
between different countries. The world has had 
since 1931 an excellent opportunity to learn what 
happens when governments decide to abandon an 
international standard and to let exchange rates 
fluctuate in order to stabilise internal price levels. 
Comparing the world's international trade in 
1930 and 193.1 we find a fall in the value of the 
total of over S.1 per cent.;1 this fall has increased 
during 1933. Another year or two of wildly 
uncertain exchange rates and world economic 

• Leap 01 Nmom: Wodd Fmnomic 5arfty Ina-n_ p. arO­

Gcucn. I"'" Put of thiI &II iI due to • &II ill the pDca • Yhidt eammodi"- wa& bought aad IOId. but thiI apIaiaI ar. thaa baJ( 
thcdcaaee. 
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co-operation-the fruit of centuries of economic 
progress-will be abolished. Almost simul­
taneously with President Roosevelt's decision to 
restore American prices to their 1926 level by 
depressing the value of the dollar in terms of all 
other currencies, America's competitors decided to 
place further resttictions on international trade. 
Unless the world grows tired of this insanity very 
soon, it will become a collection of poverty-stticken 
isolated economies where the Dane refuses to drive 
any car that was not made in Denmark. the 
Englishman refuses to drink any but English wine. 
the Frenchman refuses to use medical instruments 
not made in France. the American refuses to read 
books not written by an American; the people of 
Iceland will start growing wheat. and Brazil will 
abandon all its industties that are dependent on 
imported coal. Only if the price stabilisers are 
prepared to push national isolation to these lengths, 
only if they are prepared to cut their country off 
completely from international trade does their 
policy become workable. Given international 
trade and a world monetary standard (whether it 
is the gold standard or any other standard does not 
matter), money will Bow in and Bow out of a 
COWltry with no regard to the stabilisation of 
prices. 1 

These. however. are not the most serious defici­
encies in the equipment of the price stabilisers. 

, The reasoo.t Cor this are developed in the ICCtioa dealing with the 
gold standard. 
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Even if we grant them an isolated state, an adequate 
method of measuring the general price leve~ and 
the means to regulate this price level delicately and 
fairly quickly, there remains, and this is of decisive 
imponance, their inability to appreciate the effects 
of changes in the supply of money upon the 
structure of production. 

In an economically progressive community, that 
is, one where the real costs of production per unit 
are falling and output per head is increasing.' any 
additions to the supply of money in order to pre­
vent falling prices will be hidden inflation; and in a 
retrogressive community, that is, one where out­
put per head is diminishing and real costs of 
production are rising.' any contraction of the supply 
of money in order to prevent rising prices will be 
hidden deflation. Inflation and deflation can occur 
just as well behind a stable price level as when the 
price level is rising and falling. 

Since the experience of the nineteenth and 
twentieth centuries has been almost entirely with 
economically progressive communities our argu­
ment will approximate closely enough to reality 
if we deal merely with a state of affairs where out­
put per head is increasing. If we stan from an 
equilibrium position there are only two ways in 
which such progress can be made; either by an 
increase in the supply of savings so that the available 
stock of labour and natural resources can be used 

• Economic progrca may be dc6ned ahonly • the proc:ae 01 I Dtisfying more wantS with • giYal dfon. 
• For aampJe. bccauac IWWIIl RIIOURlCI lUll becoming nb_.cd. 
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in a more roundabout way in the production of 
consumption goods. and every extension of the 
period of production. as we already know. leads 
to a larger ultimate output; or economic progress 
can be made by improvements in the community's 
stock of knowledge applied to the utilisation of the 
available factors of production. In real life. of 
course. both causes. additional sa\jngs and inven­
tions are often at work simultaneously; for pur­
poses of analysis. however. we must separate 
them. 

Let us take first the results of increased saving. 
We have seen that if a community decides to save 
a larger proportion of its income the result will be 
to lower the equilibrium rate of interest and to 
make possible a more roundabout and therefore a 
more productive utilisation of the original factors 
of production. In the new equilibrium the price 
level of consumption goods is lower and the supply 
of consumption goods has increased in a greater 
proportion than the total amount of money spent 
on them has fallen. Figure iiI expresses the new 
conditions; let us turn back to it for a moment and 
suppose that a government of price-stabilisers are 
faced with the situation shown there. Their index 
number of the cost of living will record a con­
siderable fall. and since they regard such a fall 
partly as the prelude to. and partly as an indication 
of dislocation, they will at once move to correct it. 
The increased saving meant that the proportionate 

'00 p. as. 
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expenditure of the community's money as between 
consumption goods and intermediate goods 
changed from 40 :80 to 30 :90, so that to "correct" 
this position, that is, to make a Pound spent on 
consumption goods go as far as it did before, the 
stabilisers mwt provide consumers with an addi­
tional £IS to spend; when they do this the figures 
return to the old ratio that existed before any 
additional saving took place and become £4S :£90. 

But when this correction is effected the whole 
of the benefit of the increased saving is destroyed. 
Once more only two-thirds of the community's 
purchasing power is spent on the production of 
future goods, and the roundaboutness of the pro­
cess of production must be reduced to its old 
structure of fo~tagcs. that is. no more productive 
use is made of society's stock of labour and natural 
resources in spite of the increased willingness to 
save. 

Now let us turn to the other form of economic 
progress-improvements in technical knowledge. 
From the entrepreneur's point of view the esssence 
of an invention is that it reduces his costs of pro­
duction; from the consumer's point of view the 
important consideration is that such a reduction 
in the producer's costs mwt sooner or later be 
passed on in the form of reduced selling prices. 
The entrepreneur who is responsible for introduc­
ing the invention finds that as long as selling prices 
are not reduced he makes on each unit he sells a 
bigger margin of profit than before. These 

s~ 



CAN PRICE STABILISATION HELPl 

exceptionally high profits will either induce him 
to expand production so as to make larger total 
profits, or else they will attract new rivals with 
similar ambitions. In any case, the total output 
will be enlarged, and the selling price will tend to 
fall to the point where there is no undue margin 
of profit left even on the reduced costs. 

If the improved knowledge is introduced into 
the island where the community's money is 
divided into proportions of £40 spent on consump­
tion goods and £80 spent on intermediate goods 
there does not result, if the supply of money 
remains constant, any change in the structure of 
production. The only difference is that the £40 
spent on consumption goods is able to buy a 
larger quantity since the price per unit of these 
goods has fallen. But as soon as the index number 
registers this the stabilisers will at once prepare for 
action. The consumer will not be allowed to 
enjoy the lower prices at which entrepreneurs are 
ready and able to sell; instead, more money will 
be rushed into circulation. In the hands of con­
sumers this will mean that a larger proportion of 
the community's purchasing power will be devoted 
to buying consumption goods. Accordingly, the 
structure of production will be shortened, so that 
the improvements in knowledge will be applied 
to a less roundabout process of production and will 
probably yield an output no larger than when the 
old stock of knowledge was applied in a more 
roundabout process. _ 
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'ThUS. in the case where a fall in prices due to 
increased saving is corrected by additional money 
for consumen the result is to prevent any extension 
of the roundaboutness of production; and where a 
fall in prices due to improved knowledge is cor-

I rected by additional money the result is to force 
a transition to less roundabout methods. In both 
cases the fruits of progress are rejected hecause of 
a determination to keep prices stable. Moreover. 
in both cases the correction of the attempted 
advances has involved the abandonment of some 
of the higher stages of production where certainly 
some of the £acton used are highly specialised and 
these will therefore become unemployed as a 
result of the transition. 

We have taken it for granted so &r that the 
stabilisen in seeking to raise a falling index 
number constructed largely on the prices of con­
sumption goods will.adopt -th~ remedy of provid­
ing consumers ,with more menq to spend. 'They 
may not, hovleyer.);)e.io)ogical. aIi~ may attempt 
to raise the falllilg .p~Ct+ :c1f'; to~uinption goods 
by giving more money to tn~epi·eneun. Such 
action, as we aheady inow ... will Cause a shifr in 
the employment"r th.e.~oIl·bf production to 
more roundabout methods of production. If we 
start from an equilibrium position entrepreneun 
will only be induced to take up additioIialloans 
at less than the equilibrium rate of interest; that 

. is. there will be an unjustifiable increase in· the 
construction of capital goods. This will proceed 
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while the general price level remains approxi­
mately stable, and so the stabilisers will be able to 
deny that any inflation is taking place. Hidden 
inflation of this sort probably occurred on a large 
scale during the post-war decade when technical 
progress was advancing rapidly.1 Its effects are 
just as inevitably a depression as when inflation 
shows itself in a rising general price level. 

I It seem. likdy that a not inconsiderable part of the technological 
unemployment that we have heard so much about recently was caused 
by the fact that employers were induced to displace labour by capital 
~oods because of the artificially low rate of interest. Many of the 
mventions adopted were not commercial propositions as soon as an 
equilibrium rate of interest was charged. Any attempt to offset the 
additional money given to employers by insisting that consumers be 
given extra money in the form of hJgher wages would clearly have 
encouraged employers to adopt even more labour-saving inventions. 
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CHAPTER IV 

IS NEUTIlAL MONEY POSSIBLI r 

W E are now in a position to summarise our 
conclusions. The maintenance of a stable 

economic position depends upon allowing the 
memben of any community to register faithfully 
their preferences for present goods and future 
goods. These preferences are expressed in temu 
of money, so that, except in exceptional circum­
stances, if any new money is thrown into circula­
tion or any withdrawn the effect must be to 
distort the layout of society's productive resources 
so that it no longer rdleca ttuly the decisions of 
income recciven. If we want economic stability 
the supply of money must be kept constant, and 
this will mean that prices will rise and tn as the 
real costs of production rise and fall. 

Certain minor Buctuations in the supply of 
money are obviously permissible because they will 
not disturb unjustifiably the structure of produc­
tion; that is, they willlcave money neuttal in its 
relations with the productive process. For exam[: 
part of the money supply becomes superfluous w 
the total population of the cOmmunity declines, 
or when two firms formerly engaged in different 
stages of production amalgamate and so make 
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wmecessary the money previously used to carry 
out the. buying and selling between these two 
firms. These, however, are comparatively minor 
difficulties in the way of securing a neutral supply 
of money. Much more important is the fact that 
the supply of money that is to be kept approxi­
mately constant is the effective supply of money, 
that is, the amount actually in use, and the rate at I 

which it is used. "The effective money supply is a 
product of the decisions of innumerable individuals, 
not merely of the action of banks. Hoarding and 
dishoarding, buying on credit and debt liquidation, 
rapid circulation of currency and the holding of 
idle balances, shifts in spending and saving-these 
suggest the complex factors involved. To devise 
a scheme of control which will so affect the 
decisions of competitive commercial bankers, of 
hundreds of thousands of entrepreneurs, of millions 
of income receivers that the end result will be 
a constant effective supply is a task for the 

·Olympians."1 
The nearest approach we have to Olympians are 

dictators-from whom heaven preserve us. It is 
probable that an authoritarian state could eliminate 
those economic disturbances that are due to 
monetary causes. The simplest means apparendy 
would be to abolish all money and to leave the 
decisions concerning the allocation of the com­
munity's productive resources in the hands of a 
Supreme Economic Council. But how is the 

• Alvin H. Hansen, New York NtditJ_, September &0,1933. 
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S.E.C. going to arrive at its decisions r On what 
principles will they work r To-day, the problem 
is solved simply enough; the production of any 
commodity is pushed to the point where the selling 
price just coven the costs of production, and the 
facton of production tend to move towards 
those employments where they eam most. The 
machinery is simple enough. even if the results 
are not always pleasant ethically. The authori­
tarian state then must devise a new "rationing" 
method, and, so far as I know. the advocates of 
reform and revolution have failed to do so. It is 
unfortunate for the socialists that they have 
accepted so uncritically the current cant about 
planning; it has cenainly alienated the sympathies 
of many economists, but I see no reason why a 
socialist state should not retain the pricing process 
much along the lines it works to-day. 

All this, however. takes us outside the scope of 
this book; the only rdevant point to be made 
here is that even in an isolated society the attain­
ment of a neutral supply of money is amazingly 
difficult. The only practical advice we can give 
to the banking system of an isolated community 
will consist mainly of "don'ts." It should not 
attempt to stabilise the price levd unless it is 
convinced that both economic progress and retro­
gression have been eliminated. It should not 
work on the principle of advancing credit freely 
simply because the borrower is able to show that 
he has or will have something to sell. It should 
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try to avoid handing over to industry more than 
the voluntary savings of the community, and it 
should not charge interest below the rate indicated 
by the conditions of supply and demand of these 
voluntary savings. 

But the last two precepts cannot be obeyed by 
any modern banking system. By their very nature 
they must lend more than is saved and they must 
charge an artificially low rate of interest (these ' 
two, of course, go hand-in-hand). Why is this l 

Perhaps at some time in the early history of 
banking, bankers behaved like furniture deposi­
tories; they acted, for example, as the custodians 
of £100 of gold and gave the owner a receipt for 
this sum and kept the £100 stored away for 
whenever the receipt was presented. Presumably, 
they very soon outgrew this stage since all the 
historical evidence available shows them behaving 
differently. When a sufficient number of people 
deposited money with them they found by ex­
perience that only a fraction of the total deposits 
were called for at anyone time, and that therefore 
they could increase their earnings by lending out 
part of the money entrusted to them. Thus, when 
£100 in gold was brought to them by Mr. X 
they could lend out, say, £50 of this to Mr. Y 
since X would be unlikdy to come back for more 
than half his money at anyone time. A later 
imaginary stage is reached when Y borrows not 
£50 in gold but borrows only a promise from the 
banker to let him draw up to £50. Thereupon 
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the banker has £100 in gold in his vaults and his 
liabilities are £ISO. This need cause him no 
inconvenience if his two customers trade almost 
exclusively with each other and effect their tran­
sactions not by using gold but by giving each other 
cheques drawn against the same bank. As the use 
of cheques becomes more and more common the 
bank can decrease the ratio between its cash 
reserves and its liabilities. The present position. 
at least ils far as Great Britain is concerned, is that 
bankers feel safe if they have in cash. or in some­
thing that can very easily and quickly be turned 
into cash. an amount that is approximately one­
tenth of. their liabilities. This means that every 
additional £1 entrusted to the banks results in the 
appearance of an additional £10 of deposits 
throughout the whole banking system. The 
process can be illustrated thus: let us assume that 
there are five banks in the community, each with 
deposits of £300 and working with a reserve ~h 
ratio of 10 per cent. Someone comes to Bank A 
and deposits an additional £1. The yosition of 
Bank A becomes. deposits £301, cash £3 I; that is. 
its ratio has increased to 10.3 per cent. Accord­
ingly it will seek to expand its loans; if the other 
banks did not exist it could immediately lend an 
additional £9 and raise its deposits to £310 and 
still have a reserve of 10 per cent. But the other 
banks do exist, and therefore it;,robable that part 
of any new loan made by B A to one of its 
customers will be used by him to settle bills that 
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he owes to people who are customers at the other 
four banks, and accordingly these other banks 
will have to receive some of Bank A's cash. 

Let us assume that when Bank A receives the 
extra £ I cash it creates an additional loan of £ I ; 

its deposits then become £302 and its reserves are 
£3 I. But it is reasonable to suppose that four­
fifths of the new loan will be used by the borrower 
to pay people with accounts at the other banks, so 
that Bank A will lose £.8 of its extra £1 cash to 
them; its position then becomes, deposits £301.2, 
cash reserves £30.2; that is, it is well within the 10 
per cent. limit. What is the position of banks 
B, C, D and E I Assuming that their customers 
share equally in the £.8, each has £300.2 in depo­
sits and £30.2 in cash that is, each has a reserve ratio 
of 10.06; and each accordingly is able and anxious 
to expand its loans. Supposing these four banks 
move together; each can safely increase its deposits 
by loans up to £302, and this will restore their 
ratios to 10 per cent. At the same time, Bank A 
with deposits £301.2 and cash reserves £30.2 will 
find that it can safely, that is, without losing any 
of its cash, also increase its loans until its deposits 
are £302. 

So that the final result of adding £ I to the 
reserves of Bank A is that each of the five banks 
has increased its deposits by £2 and that £9 is 
lent to entrepreneurs instead of £1. 

This is the essence of all modem banking 
systems. The multiplication is not done by a 
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single bank acting alone but by the whole banking 
system, and the ratio of multiplication will depend 
upon the reserve ratio that the banks consider 
reasonably safe; the lower the ratio the greater the 
multiplication. Moreover-and it is this point 
that is so important in the later stages of a boom­
the greater the degree in which the new loans are 
used by borrowen to withdraw cash from the 
banks the smaller the amount of multiplication 
possible; as long as the new deposits are used 
. merely for sending cheques between bank. cus­
tomen the banks need have no fear of any drain 
upon their cash. 

The process by which the multiplication origi­
nates varies; sometimes new depositon appear; 
more usually an old depositor decides to spend less 
cash and to leave a larger balance in his bank. 
Again. the impetus to unjustifiedl credit expansion 
may come not from any increased saving. but may 
be the result of an attempt on the part of the banks 
to satisfy new demands for loans without waiting 
for any increased saving. For example. during a 
period of technical progress the demand for bank. 
loans will often increase, but if there is no simul­
taneous and offietting increase in savings the 
equilibrium rate of interest goes up just as the 
price goes up in every market when the demand 
increases and the supply remains constant. The new 
demanden go to their bank and the manager, on 

I "Unjustified" baa bcco used throughout to dcec:ribe Ktioa t ha& 
leads to disequilibrium. 
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the one hand, is agreeably surprised that he can get 
new customen without lowering the rate of 
interest, and, on the other hand, he is afraid of 
losing these new customers to a rival bank if he 
advances his rate. Presumably, the community's 
entrepreneurs are divided fairly evenly among the 
banks as customers, and so all the banks eX1?erience 
this increased demand together and satisty it by 
reducing their reserve ratio. So long as they are 
all working along the same lines none of them loses 
any of its cash to the other banks, and no one of 
them will attempt to check this expansion since it 
can only act by foregoing some of its profitable 
customen. Sooner or later, of course, the increased 
loans will lead to an increased demand for currency 
on the part of the general population, and then if 
the currency supply is highly rigid, the banks are 
forced to stop their inflating and to recover their 
liquidity by putting up the rate of interest nearer: 
the equilibrium levd. The more elastic the 
currency supply the greater the lengths to which 
the boom can go, and the greater the subsequent 
collapse. 

Another possible originating point for unjus­
tifiable credit is ~ situation where the supply of 
savings falls off without any change in the demand. 
This raises the equilibrium rate of interest, but no 
one bank will undertake on its own the unprofitable 
task of choking off customen by asking a higher 
rate; it prefen to retain them by reducing its 
liquidity. The subsequent devdopments are the 
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same as in the preceding paragraph where we 
followed the consequences of a rise in the equili­
brium rate of interest due to an increase in the 
demand. 

So that, even in an isolated community, unless 
it is prepared to scrap the whole banking system. 
the attainment of a neutral supply of money is 
almost impossible. The greatest value of the 
concept is that it supplies us with an ideal. It 
teaches us to establish as far as possible a rigid 
S~;t!~ of currency, and to reject any expansionist 
b . g policy. We can reasonably assume as 
long-run trends, at least in the western world, a 
stationary population, considerable progress in 
technical loiowledge, an increasing use of cheques 
for the settlement of everyday transactions, and 
possibly further vertical integration in industry. 
All these devdopments in combination call for an 
active contraction of the supply of bank money in 
an isolated economy if money is to remain neutral 
in its effects on the structure of production. In 
practice the money-issuing authorities should adopt 
as their currency standard some commodity of 
which the supply is highly inelastic, and the best 
guide for the central banb' credit poliCY,:I:obably 
an index of security prices since any· tionary 
extension of credit will almost always be reflected 
fairly quickly in a rise of Stock Exchange values. 
When such a rise takes place the central bank 
should at once move to reduce the volume of bank 
credit. 



IS NEUTRAL MONEY POSSIBLEf 

This is about as much as can be done even in an 
isolated economy towards eliminating the mone­
tary causes of trade depressions. Accordingly we 
need not be too fearful in abandoning isolation and 
adopting some form of currency that links us up . 
with the rest of the world, especially if this linking­
up of itself provides considerable benefits. 



CHAPTER V 

nIB COLD STANDARD 

I N the modem world currency, for the most 
part, takes the form of notes1-slips of paper 

printed and issued either by banb or by govern­
ments. The cost of producing such notes is 
practically negligible but they can be used by the 
issuing authority in settlement of nearly all debts 
and claims. A note that costs a fraction of a penny 
to produce can buy £1 worth of goods and 
services, and a note that costs less than one cent 
to make can buy S s worth of goods and services. 
Clearly, such profits are so attractive that few 
organisations, whether they are democratically 
elected governments or privately owned banb, 
can be trusted to be discreet in the issuing of such 
notes. Even the best of intentions are lihly to 
waver before the claims of expediency and the 
desire for popularity. It therefore becomes neces­
sary to create a more substantial check upon the 
natural desires of the money-issuing authority to 
keep the printing press constandy at work. The 
device commonly adopted by the twentieth 
century was to forbid any extension of the quantity 

• All bank depoeita ue withdmwabJe in aoca, 10 tbM ".balncr we 
lIllY of Dotes applies also to bank 1IlOIXf. 
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of notes in circulation unless the issuing authority 
had previously gone to the expense of acquiring a 
certain amount of gold; in other words notes had 
to be backed either completely or in part by gold 
and the price at which such gold could be acquired 
was fixed-an ounce of gold must always be 
bought or sold by the note-issuing authority for a 
constant amount of the national money; conse­
quently, the purchasing power of a given weight 
of gold and the purchasing power of the country's 
money unit would always be equal. The essence 
of a gold standard system is this declaration that 
the nation's money unit shall always be equal in ,,­
value to a given weight of gold, and the standard 
operates just so long as this declaration is made 
effective. 

Thus, while post-war Britain was on the gold 
standard the Bank of England (the note-issuing 
authority) was always obliged to buy gold, if 
anyone wished to sell, at the rate of £3 17s. 9d. 
per standard ounce (:! fine), and equally it was 
obliged, if called upon, to sell gold at the rate of 
one standard ounce for £3 17s. lold. As long as 
unrestricted convertibility was maintained at these 
rates it was impossible for the value of £3 17S. 9d. 
in money to be different from the value of one 
ounce of standard gold. If Mr. X, the owner of 
gold, thought that £3 17s. 9d. in Bank of England 
notes bought more goods than one ounce of stan­
dard gold could buy ifhe sold it, say, to a jeweller, 
he would take his gold to the Bank and exchange 
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it for notes. This increase in the supply of notes in 
circulation would lower the purchasing power of 
each one of them, and Mr. X would go on making 
the exchange of gold for notes Until there was no 
gain to be made by the transaction. that is, when the 
buying powers of the two were once more equal. 

Conversely, if Mr. A, the owner of notes, 
thought that one ounce of standard gold brought 
more than £3 17s. lold. when sold to a jeweller. 
he was free to take his notes to the Bank of 
England and obtain gold for them at the legally 
fixed rate. This reduction in the supply of notes 
in circulation raises the purchasing power of each 
note and Mr. A's business of changing£) 17S. lold. 
in notes for one ounce of standard gold stops 
when the purchasing power of the two quantities 
are once more equal. 

An essential part of free convertibility is that 
the owners of notes and gold shall be free to take 
into consideration the value of gold throughout 

, the world. Thus. when Mr. A, the owner of 
£3 17s. lold.. contemplates changing it for one 
ounce of standard gold he may have ,reached his 
decision on the basis of a consideration of what an 
ounce of gold will buy in the United States. If an 
ounce of gold buys more in the United States than 
£3 17s. IOlJ. in Great Britain,l then Mr. A .• will 
change his notes for gold and spend the gold in the 
United States. 

I The dilI'emIce must more than covet tbe COlt 01 t_pouin, _ 
insuring tbe gold ICDt co the United Swca. 
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Given, then, in any country free convertibility 
of notes and gold at fixed rates and unhampered 
opportunities to export and import gold, the 
monetary unit of that country will be so limited 
in supply that in fact it will always be approximately 
equal in value to the value of the declared weight 
of gold, and the gold standard will be effective. 

If more than one country adopts such a gold 
standard then their currencies become inter­
changeable at approximately fixed rates. Thus, if 
in Britain £1 is equal to II3 grains of fine gold, 
and if in the United States II3 grains of fine gold 
is kept equal to $4.86, then £1 becomes equal to 
$4.86, and ample forces are at work to maintain 
this rate of exchange between the two currencies. 
Thus, if prices rise in Great Britain and the pur­
chasing power of the pound falls, and prices in the 
United States remain constant, then holders of 
pounds will change them for gold and transfer the 
gold to the United States in order to change it 
into, and make their purchases in, dollars. The 
decrease in the quantity of pounds will cause a rise 
in their value; that is, the British price level will 
fall; and the increase in the quantity of dollars will 
cause a fall in their value; that is, the American 
price level will rise. These two movements will 
go on until there is no further gain to be made by 
the transfer and the rate of exchange is stable at 
$4.86 to the pound. 

Two important points emerge from this: first, 
the world supply of gold has a considerable in-
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fluence on the value of money in all countries on 
the gold standard; second, the price levels of all 
countries on the gold standard are linked together 
so that they fall and rise together. 

1he first point has received considerable atten­
tion lately from the large group of people who 
believe that the present depression was caused by 
falling prices due to a world scarcity of/old. I 
believe that this diagnosis can be rejecte on the 
grounds that falling prices during the last three 
years have been a symptom and not a cause of 
depression, and that, given the possible fluctuations 
in the world's gold supply, the quantity available 
would always be adequate if the gold standard were 
working effectively, and the molley-issuing autho­
rities allowed price levels to fall and rise with 
fluctuations in the supply of gold. But before we 
elaborate this let w first examine the relationship 
between gold and the price level 

We have seen that in a gold standard country 
by means of free convertibility the value of a unit 
of money is kept equal to that of a given weight 
of gold. Now, the value of an ounce of gold will 
be determined in exactly the same way as that of 
a ton of coal If the supply of gold increases while 
the demand for it remains constant, the worth of 
each ounce of gold in exchange for all other goods 
will fall; and conversely, if the supply decreases 
while the demand remains constant the value or 
worth of an ounce of gold will rise. If we take 
the first situation, the position is that the supply of 
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gold is increasing; therefore, jewellers and dentists 
will offer less and less per ounce. But the price 
paid for gold is fixed in one market-the Mint. 
The Bank of England would and must always buy 
at the rate of £3 17S. 9d. per ounce. Accordingly, 
the new supply will converge on the central bank. 
The total supply of notes in circulation increases 
and thereupon the purchasing power of each £1 
note falls and the price-level rises because there is 
more money being bid for the same quantity of 
goods and services. The final position is that 
while £1 and II3 grains of gold are still equal 
in value, the purchasing power of. both has 
fallen. 

The reverse happens when the supply of gold 
decreases. Each ounce of gold becomes more 
valuable for general purposes, and the holders of 
notes present them at the Mint and demand gold 
in exchange since this is the one market where gold 
can always be acquired at a fixed price. As the 
central bank's stock of gold dwindles it is forced 
to contract the supply of money. . Thereupon 
the value of the £ 1 note rises and the price level 
falls. I 

When the gold standard was first adopted over a 
hundred years ago by Great Britain it was generally 
believed that the conditions of supply and demand 

• President Roosevelt's aim pleSlUDably in arranging for a fluc­
tuating price in dollars for gold is to offer more dollars for lID ounce 
of gold as gold becomes more valuable and thus Dot only prevent any 
fall in American prices, but also to raise these prices. It is diffic:ult to 
understand why infiationists should adopt such lID clabome laCtic: 
when their country is oH the gold standard. 
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for gold would remain fairly stable and therefore 
that any price level based upon gold would also 
be stable; the annual addition to the world'. stock 
of gold can, in fact. never be more than a minute 
fraction of that stock. For some time this belief 
in the stability of the . conditions of supply and 
demand for gold was justified. and then the 
discovery of very large deposits of gold in Australia 
and California in the middle of the nineteenth 
century began to arouse fears of a rising price level. 
These fears were allayed as more countries adopted 
the gold standard and so offiet the increased supply 
of gold by an increased demand. Then during the 
• seventies and • eighties the annual output of gold 
began to fall off. Over part of this period there 
was also a general trade depression and falling 
prices. To many of the most vocal personalities of 
the period the causal connections seemed glaringly 
clear: decrease in gold output-falling prices­
depression. It seems likely that those who argued 
in this way were making only a superficial study 
of the phenomena and confusing both the time 
sequence and the causal relations of the three 
occurrences. At the time. however, they organised, 
and particularly in the United States. an insistent 
popular demand for the abandonment of the gold 
standard and the establishment of a currency based 
either wholly or in part on silver. 

Thanks largely to the oratory and personality of 
William Jennings Bryan, the battle for silver and 
easy money became a fight for justice. freedom and 
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equality-at least, in the minds of the advocates of 
silver. When, at the convention of the Demo­
cratic Party in Chicago in 1896, Bryan declared 
with all the eloquence of a thousand rehearsals, 
.. Having behind us the producing masses of this 
nation and the world, supported by the commer­
cial interests, the labouring interests, and the toilers 
everywhere, we will answer their demand for a 
gold standard by saying to them: 'Y ou shall not 
press down upon the brow of labour this crown 
of thorns-you shall not crucify mankind upon a 
cross of gold,' .. when he declared this he was in 
fact offering to the workers and idealists of his 
country a fantastic diagnosis of their wrongs and a 
flimsy panacea for their removal; both his diag­
nosis and his panacea have dominated and dis­
torted American politics ever since. Behind 
President Roosevelt and his Brain Trust there 
stand the hosts of unhappy and poverty-stricken 
farmers and workers incanting, ceaselessly the 
rhetoric of their prophet and demanding the magic 
that will bring the milleniwn. 

Even such a fine and critical mind as Henry 
Adams saw the issue between the gold standard 
and silver as a titanic struggle between two anti­
thetic civilisations where the victory of the gold 
'standard meant the victory of capitalism. "He fell ' 
headlong into the extra session of Congress called 
to repeal the Silver Act. The silver minority made 
an obstinate attempt to prevent it, and most of the 
majority had little heart in the creation of a, single 
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gold standard.. 'The banb alone, and the dolcrs 
in exchange, insisted upon it. • •• On the even­
ing of the final vote • • • all (were) in the gayest 
of humours as though they were rid of a heavy 
responsibility. Adams, too. in a bystander's spirit, 
fdt light in mind. He 1wl stood up for his 
eighteenth ccmury. his Constitution of 1789, his 
George Washington. his Harvard Co1kge. his 
Quincy. and his Plymouth Pilgrims. as long as 
anyone would stmd up with him. He 1wl said it 
was hopeless twenty years before. but he 1wl kept 
on. in the same old attitOOc, by habit and taste, 
unril he found himself altogether alone. He had 
hugged his antiquated dislike of bankers and 
capitalistic society until he had become litt1e 
better than a cr.mk. • ... For a hundred ye2l'S, 
between 1793 and 1893. the Amerion ;:te had 
hesitated,. vacillated. swayed forw2rd back. 
between two forces, one simply industrial the 
other capitalistic. centralising, and mechanjcaJ In 
1893. the issue came on the single gold standard. 
and the majority at bst declared itsd£ ana: for an. 
in bvoar of the capitalistic system with all its 

, • "I Jlt"CeSS3ry macnmery. 
Adams gave up the struggle. but lesser minds 

Wt:re not so f..&taIist:i.c; with his temper and his 
analysis they still charge the windmills and the 
results have been to male annnie and vapid the 
purposes and achievements of Arneria' s liberals 

• In • IimiJar axxxI _ II1II: EogIisb ..pm -r baft __ 
pbIal tbc Epal d tbc Uaa Un ill 1146-
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and to give its agricuItunl masses ranting bWfoons 
for leaden..1 

Capitalism had attained its victories long before 
the filling price of what began to deprive the 
independent middle west &rmer of the ownership 
of his land. Nor was the gold standard the cause 
of the slump in the prices of agricultunl produce; 
on any standard in any society. a considerable 
increase in the production of a particular com­
modity while the demand remains constant will 
result in a &ll in the value of each tmit of the 
commodity; and the more inelastic the demand 
the greater will the &ll be. Moreover. capitalism 
in any of its aspects. economic, social or political, 
is not bound up neces:smIy with the maintenance 
of the gold standard. Great Britain has not changed 
noticeably since she abandoned gold. 

But all this is perhaps irrelevant here; the 
important point for our pmposes is that many 
people in the late nineteenth century disliked 
fluctuating prices and believed that these fluaua­
tions could be removed by using silver either alone 
or with gold as the standard money. Why silver 
should induce more confidence than gold as a 
mon.et3I'Y standard, it is difficult to see. The 
supply. and consequently the value, of silver has 
cem.inly fluctuated much more wildly than has 
that of gold, and the proposal that, because gold is 

• Io spite eX mmy mprrlirial ~ the bdas eX Amrriam 
iodasaiallaboar are a di5crax geaaL 'I1ICy do DDt simply IIC6a:r the 
imdlcc:a.J CIl'Dft eX their foIlawas; fix the _ pan they are sada 
mea no -u-:b.ing piIdl are DDt ddilcd. bat acaaI1y ddilc .. -
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unstable, therefore the two metals should be linked 
together as a joint standard is comparable with the 
suggestion that ,the best way to support a drunken 
man is to get another drunken man to hold him 
up; they may both achieve an upright balance, but 
only by a miracle. 

Fortunately for the world, the silverites lost 
what seemed to them to be the substance of their 
case when new gold discoveries and new mining 
methods lead to a tremendous increase in the output 
of South African gold in the 'nineties. In 1884 the 
output of gold from this area totalled 2,376 ounces. 
In 1888 it had increased to the still insignificant 
figure of8,171 ounces. By 1890 it hadjwnped to 
440,152 ounces; from then on the increase in 
output was rapid. In 1895 it reached 2,017,443 
ounces, and in 1910,' 7,527,108 ounces. The 
world's average annual output during the yean 
1908-1917 was 600,000 kilogrammes.1 This rate 
of production was maintained during the "normal" 
post-war years 1924-1930 and was easily surpassed 
when the. collapse of international confidence led 
to a scramble for gold after 1930. 

Have these changes in the supply of gold affected 
seriously general economic conditions I There is 
litde evidence to suggest that they have either 
gready influenced the long-run, secular trend of 
economic development or caused the cyclical 
booms and depressions of the last hundred years. 

• In 1 8961l7orld outputwu 300,000 1Wogr:ammca; 1186-119' moaal 
avenge wu 196,000 kllogr:ammca. 
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It is unlikely that the- Australian and Californian 
gold discoveries of the middle of the nineteenth 
century could have raised world prices and 
generated prosperity since almost the whole of the 
world was not on the gold standard at the time. 
Again, historical research, if it could clear its mind 
of the conviction that falling prices mean adversity, 
would probably show that concomitant with the 
fall in prices during the last quarter of the nine­
teenth century there proceeded a steady advance 
in the general standard of living. The falling prices 
of that period can be explained much more satis­
factorily in terms of technical invention in industry 
and transport, rather than in terms of declining 
gold production. The railway and the steel ship 
were making possible the exploitation of the virgin 
continents of the world and bringing cheaply to 
the consumer the wheat of the middle west and 
Russia and the refrigerated meat of Australia and 
the Argentine. This was the essential progress of 
the nineteenth century, and it is surely unreasonable 
to suggest that it would not have taken place if 
the gold supply had been a little more or a little 
less. 

As for the cyclical depressions, the crash of 1873 
can be adequately explained in terms of preceding 
inflation and war profits in the United States, 
Great Britain, Germany and France. The respon­
sibility for the 1921 slump lies directly on the 
shoulders of war and post-war finance and indus­
trial dislocation; and the present depression can be 
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attributed mainly to the bidden inflation of the 
yean 19~5-I~9. 

There seem to be no grounds for fearing that 
our economic activities will be thrown out of gear 
either by a world shomge or a world ablmd.ance 
of gold.. and attempts to calculate what is an 

. :'ad~uate" supply of gold for the world are 
brgcly futile. 

The most notorious of these attempts is that of 
Pro£ Cassel, the Swedish economist. Cassel. who 
is a price-stabiliscr. has argued that the world needs 
an annual increase of 3 per cent. in its stock of 
gold; it "needs" this increase because it will keep 
prices stable. and price stability. he bcIicvcs, is a 
guarantee of economic stability. He arrives at his 
percentage by using an index number that shows 
that the same pri~cvd prevailed in 1148-ISSI 
and 1908-1911. In Iiso the world's gold supply 
W2S lsoo,ooo.ooo; in 1910 it was l~600.ooo,ooo. 
This works out at an annual compound rate of 
increase of 2.79 per cent., and a.fiei an allowance 
is made for gold lost by wear and tear. the increase 
becomes three per cent. per annum. So we arrive 
at our normal and adequate rate of gold incre2se.. 

It is unnecessary to repeat that in an economially 
I progressive world.. stable price-Ievds are an indica­
. arion of aedit inflation; they do not nuk.e for 
stability or equilibrium. We need concem our­
selves here only with Cassel's technique. In the 
first place. his choice of the periods that he is com­
paring is quite arbitrary; by choosing another pair 
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it could be just as easily shown that an annual 
increase in the world's gold of 3 per cent. coincides 
either with a falling price-level or a rising price­
level. Further, he assumes that the demand for 
gold remained constant and this is improbable 
since in 18so only the United States and Great 
Britain were on the gold standard, and in 1910 
almost the whole world was using this standard. 
His second assumption is that the supply of money 
other than gold increased at the same rate as the 
increase in the supply of gold, and this is equally 
improbable if one thinks for a minute of the 
considerable growth of banking and consequendy 
of bank money that took place between 18so and 
1910. 

We need not waste our time juggling with 
figures in order to discover what is an adequate 
supply of gold for the world if the gold standard 
is to work satisfactorily. We know that probably 
changes in the annual output of gold will be so 
small as not to affect serioUsly the size of the total 
stock and therefore we can face with equanimity the 
fact that. if all other factors in the money situation 
remain constant an increase in the annual supply , 
will lead to a slight rise in world prices, and a 
decrease in the annual supply will lead to a slight 
fall in world prices. If. therefore, these prices move 
freely so that the necessary adjustments are made 
quickly and easily. we have no ~n to fear the 
gold standard. 

This brings us to our second feature of the gold 
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exports and imports very rarely bala.nce.1 We 
can only expect such a bala.nce between one 
country and the rest of the world or between two 
countries if they are the only two who participate 
in international trade. Let us assume that the 
United States and Great Britain are the only two 
countries in the world and that they are both on 
the gold standard. 

When an American exporter sells something to 
an Englishman he draws a bill of exchange against 
him for so many dollars, and then probably sells 
the bill to his banker. Similarly, when an English 
exporter sells something to an American he draws 
a bill of exchange against him for so many pounds 
and sells the bill to his banlcer. There is thus 
available a quantity of bills drawn against Am.eriqns 
(that is,. documents indicating indebtedness of 
Americans to Englishmen) and a quantity of bills 
drawn against Englishmen (i.e., documents indicat­
ing indebtedness of Englishmen to Americans). 
The two totals of indebtedness, given a rate of 
exchange of £1 = $4-866, may be cxactlJe:qual 
to each other at any particular time, and the 
banks can simply and completely offset the debts 
between Englishmen and Americans. 

I '1'hou2h ~ are ,till people "ho Ced aggriend if, ear, Ru.ia 
docs DOt buy as much from &gIaruI as .be KIJa to Eo2Iand; thcae 
_ people "ould ancr IUggeat thac the coal-mincr .1iouId ,pcod 
all his wages OIl buying coal from tbe pcnOIl "ho paid him his _p. 
How CU1 the coal-owuer IUOd this anfayowablc balance of trIdc 

. between himscIf and the coal-miner? Oac has ooIy to think (en. 
moment to ICC hOW' absurd is the ckmaod that the impona aad 
apona between lIllY twO COWltt!a ,hould be equaL 
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But supposing the two quantities are not equal, 
What if Americans have sold more goods and 
services to Englishmen than they have bought 
from them f That is. the amount drawn in bills of 
exchange in dollars against Englishmen exceeds 
the amount drawn in pounds against Americans. 
The consequence will be that some of the debts 
of English importers cannot be offset by the simple 
and cheap process of altering bank. accounts. Con­
sequendy English debtors will begin competing 
among themselves for the relatively scarce supply 
of bills drawn against Americans. Instead of asking 
for a 14,866 bill in exchange for£I,ooo they will 
be prepared to accept a few dollars less; they may 
be willing to accept only 14,850. But if the pre­
m!um on dollar bills of exchange becomes much 
more than this they will probably decide that it 
is cheaper to setde their debts by taking their 
£1,000 to the Bank. of England. obtaining 113,000 

grains of gold for it and paying the transportation 
and insurance costs of sending this gold to the 
United States where it can be exchanged for 
$4.866. 

Before we go on to see the results of this trans­
ference of gold from Great Britain to the United 
States it is worth asking why Americans are selling 
more goods and services to Englishmen than they 
are buying from them. The obvious answer is 
that there is a general feeling that people get more 
goods and services by spending their money in the 
United States than by spending it in Great Britain. 
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We have seen that the excess of American exports 
over imports leads to a rise in the value of the 
dollar in terms of pounds. and that consequendy 
gold moves from Britain to the United States. 
Since both countries are on the gold standard and 
determined to stay on it the consequences of this 
gold movement will be a fall in the supply of 
money in Great Britain and an increase in the 
supply of money in the United States. In other 
words. prices will fall in Britain and rise in America. 

But this reduces peoples' preference for Ameri­
can goods and stimulates their demand for British 
goods. American exports fall off and British 
exports increase; the supply of bills of exchange 
drawn against Americans increases because they 
are buying more goods in Britain, and the supply 
of bills drawn against Englishmen decreases because 
they are buying less American goods. There is no 
longer any need for Englishmen to accept less 
dollars for a pound in order to acquire enough bills 
of exchange to sewe their debts and consequendy 
the outflow of gold ceases. Equilibrium in the 
exports and imports of the two countries is 
reached when there is no longer any need for gold 
movements at all. This. crudely and superficially, 
is how the gold standard game is played. 

While the game is played, that is, as long as the 
central bank of each country allows gold inflows 
and outflows to have their full effect upon the 
general price-level, then, by the ordinary com­
petition of trade. gold will be distributed among 
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the gold standard countries so as to accommodate 
itself" to the natural traffic which would take place 
if no such metal existed, and the trade between 
countries were purely a trade of barter." Gold 
flows are never the cause of a departure from this 
natural distribution of world trade; nor can they 
ever be the cause of a new natural distribution of 
trade. They are always the consequence of a trade 
dislocation and the response to changed conditions. 

Moreover, these gold movements will always be 
self-liquidating; they will always lead to changes 
that remove the cause of the gold movement. 
"What gold movements do is not so much to settle 
the payments, as to set in motion certain forces 
calculated to restore the balance in financial rela­
tionships between countries losing the gold and the 
other countries." 

If the gold standard is to behave in this way, 
however, the monetary authorities of every gold 
standard country must adhere to two rules: the 
international movements of gold must spring solely 
from economic origins, that is, because the use of 
gold is the cheapest way of settling trade debts. 
Since the war we have had a ceaseless crop of more 
than half-true allegations that the central bank of 
country A has encouraged shipments of gold in 
order to embarrass its country's political opponents 
or to assist in the fashioning of some diplomatic or 
military alliance; that the central bank of country 
Y has discouraged gold shipments because they 
would aggravate the difficulties of the central bank 

8S 



MONEY 

of some friendly power; that the central bank of 
country X has acquired gold in order to stabilise 
its price level. As soon as such motivation be­
comes the basis of gold movements then the gold 
standard is heading for disaster. 

The second rule is that when genuinely econo­
mic gold movements take plaCe they must be 
allowed to act freely on the price levels of the 
countries concerned, "so that on the one hand an 
influx should raise and an outflow lower the price­
level. and on the other hand an isolated increase in 
the price-level in one gold standard country should 
lead to an outflow of gold from that country. and 
an isolated fall in the price-level of a similar 
country should lead to an inflow into that country.tt 
Any attempts to check the effects on the price­
level of gold movements merely prolongs and 
aggravates these movements and lOoner or later 
leads to the collapse of the gold standard. Thus. if 
a country is losing gold because of an adverse 
balance of international payments caused by the 
fact that its price structure is inflated in relation to 
the price structures of other countries. then the 
attempt to compensate for the loss of gold by an 
expansion of bank credit will merely maintain the 
excessive price structure. and lead to further losses 
of gold. Probably. the catastrophic movements 
of gold since 1931 have been due to the persistent 
efforts of nearly all countries since 1925 to offset 
by credit expansion and contraction all gold losses 
or gains. Each country has claimed for itself the 
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sovereign right to fix its internal price-level 
indepcndendy of the other gold sundard coun­
tries. It is impossible to mainQin the gold sundard 
on such principles. 

One would have thought that 1931 would have 
driven home to most people the essentials needed 
for a successful functioning of the gold sundard. 
far from it; the attitude of many people to the 
gold sundard is still that voiced by Irving Fisher in 
1918: "If we wish to make its blessings permanent 
we must see to it that the gold sundard is made 
elastic enough to permit the stabilisation of the price­
levd through aed.it controL In short. the essence 
of gold control is to prevent gold from hampering 
aed.it controL" 

And it is not only American professon of 
agriculture who accept these pernicious views. 
Certain memben of the Gold Delegation appointed 
by the Economic Section of the League of Nations 
suggested that when the international gold sundard 
is restored each country should divide its gold 
stock. into two paris-one being the legal reserve 
against the supply of money. and the other being 
available for the semement of unbalanced inter­
national payments. The object of this scheme was 
to ensure that gold movements in international 
trade should have no effects upon the monetary 
supply of the countries concerned. It need hardly 
be pointed out that such a system would bear no 
resemblance to the gold sundard and would lead 
to its breakdown. 
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The failure of the gold standard to work after 
the war cannot be attributed to any lack of know­
ledge or experience. For over half a century 
before the war the Bank of England was experi­
menting with and using a more or less satisfactory 
technique for the maintenance of the gold standard. 
The instrument it evolved was variations in the 
discount rate. AJ gold left the country the bank 
rate was raised; the result was to reduce the 
amount of loans in we and to male less profitable 
the operation of those who continued borrowing 
at the higher rate. The reaction of entrepreneurs 
to these forces was to reduce their money costs of 
production~ther by reducing the rates of re­
muneration of the facton of prOduction or else by 
using them more efficiendy. This proceeded until 
prices and money incomes were at a levd where 
gold was no longer leaving the country. There­
upon the Bank reduced its discount rate once more. 
The reverse would happen when gold was Bowing 
into the country and the Bank lowered its discount 
rate. More loans would be taken up and prices 
and money incomes would rise to the point where 
exports fell ofT and gold ceased to come into the 
country. Where a country was losing gold and 
therefore aiming to reduce its prices by raising the 
bank rate. its task was made easier by the W:t that 
the countries receiving gold would be simul­
taneously raising their p~levels by lowering 
their discount rateS. 

This was the method used by the Bank of 
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England before the war with considerable success. 
Since then a subsidiary weapon-open market 
operations-has been widely adopted not only as a 
supplement to ensure the effectiveness of changes 
in the bank rate, but often as an alternative. If the 
central bank finds any reluctance on the part of 
the ordinary banks to follow its lead in raising or 
lowering the rate of interest it cancompelobedience 
by open market operations. Thus, if a central 
bank wishes to force upon unwilling commercial 
banks a policy of higher rates it can sell some of 
the Government securities that are among its 
assets to the general public. The buyers of these 
securities are usually customers of the commercial 
banks, and therefore, when they buy they reduce 
their balances and hand over cheques drawn 
against their banks to the central bank. If this 
goes on for long the commercial banks find their 
balances at the central bank seriously depleted and 
are therefore forced to reduce their loans and charge 
higher interest rates as the central bank originally 
wished. 

Since the war most central banks have used 
open market operations of this sort on a large 
scale; and, unfortunately, they have also used them 
not as an alternative to changes in the bank rate, 
that is, sold securities when gold was leaving the 
country and bought securities when gold was 
coming into the country; they have frequently 
engaged in open market operations in order to 
offset gold movements. Thus, when a country 
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was losing gold because its imports exceeded its 
exports. it did not raise the discount rate and sell 
securities; instead. it kept the discount rate constant 
and actually bought securities. That is. instead of 
stimulating exports and checking imports by setting 
in motion forces that would lower internal prices. 
it actually held up these prices by creating more 
credit through the purchase of securities from the 
public. 

Such a policy is. of course. a complete negation 
of the gold standard and its contribution to the 
collapse of that standard in 193 I cannot be over­
estimated. If the world decides to restore the gold 
standard it must allow it to work along the only 
lines that it can work, and not complain after all 
the central banks in the world have thrown sand 
into the machine that it is a wicked or an obsolete 
machine. 

To those who are unwilling to assist in the 
restoration of the gold standard we can answer 
that it is only by some such an institution that we 
can obtain, even during times of economic dis­
turbance. stable rates of exchange between the 
currencies of the different countries of the world; 
and only if we have stable rates of this sort can 
international trade be maintained. The opponents 
of the gold standard may urge that they do not 
want any international trade. Such a position is 
logical. but it is hard to imagine any modem 
country-Japan, Argentine. Canada, Britain, 
France. Germany. the United States-with all its 
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export indwtries shut down. They can, if they 
wish, adopt such a policy and reject the fruits of 
the international division of labour, but the result 
mwt be a considerable fall in the standard of living. 

It is widely believed that the advantages of, and 
therefore the need for, international trade are 
destroyed when all countries become equally 
capable of producing all goods. It is often urged 
that now that most goods are produced by 
machines, and since machines are standardised and 
can be runjust as well in one country as in another, 
therefore there is no economic harm in economic 
nationalism. But this ignores the true nature of 
the division oflabour. The fact that Mr. A is jwt 
as good as Mr. B at turning out either boots or 
bread is no reason why both would not be better 
off if Mr. A specialises in producing boots and Mr. 
B specialises in producing bread. Each will be 
able to organise production for a market twice as 
large as would be available if each was self­
sufficing, and the advantages to be derived from 
specialisation are limited only by the size of the 
market. The larger the market the greater the 
extent to which the economies of the division of 
labour can be exploited. And this holds true jwt 
as well for a world of socialist states as for a world 
of capitalist states. In the former, if it were wise, 
there would be no restrictions on the international 
division of labour, so that its monetary arrange­
ments would almost certainly include some inter­
national currency standard. 
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For the modem world, so long as it retains the 
use of money. and so long as it refuses to accept 
completely the reactionary ideal of economic 
nationalism, the most sensible monetary policy is 
for each country to maintain as rigid a supply of 
money as is compatible with the maintenance of 
the gold standard. 

How far have the nations of the world followed 
such a policy since the war' 



CHAPTER VI 

THE GOLD STANDARD SINCE THE WAR 

I N the spring of 1914 practically the whole 
world was on the gold standard and as a piece 

of international machinery it was working alto­
gether satisfactorily. On the outbreak of war 
financial panic seized upon all the belligerents and 
in all the great financial centres of the world the 
banks were exposed to demands that threatened 
chaos. Most governments moved at once either 
directly or indirecdy to abandon the gold standard. 
In all the warring countries the Press and the 
politicians made it clear that any citizen who asked 
the central bank to redeem its notes in gold, or 
who wished to sell his gold abroad was a traitor. 
This boundless determination on the part of all 
the belligerent governments to comer gold sprang, 
in part, from mercantilist notions as to the unique 
value of gold as a war chest. More importandy. 
most of them knew or guessed that inflation was 
necessary. and the convertibility of notes into gold 
and the unhampered export of gold stood in the 
way of this method of financing the war. Pre­
sumably few governments were prepared to rely 
solely upon appeals to patriotism as a means of 
rc:moving this barrier. In France. Germany and 
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Russia the gold standard was formally abandoned 
by the suspension of convertibility and the pro­
hibition of private exports of gold. In Britain 
convertibility was legally retained but the right 
was of little value to the unpatriotic since they were 
forbidden to melt down gold coin or to use it for 
any purpose except as currency. and finally. the 
export of gold was forbidden. 

Throughout Europe paper notes displaced gold 
coins as the ordinary medium of exchange. and. 
since these notes were unfettered by any promises 
on the part of the issuen to redeem them in gold. 
their supply increased rapidly. These notes in 
their turn became the basis of credit expansion on 
the part of the banks. Prices rose everywhere-in 
the belligerent countries because of the inflation of 
paper currency. and among those neutrals who 
remained on the gold standard because of the gold 
they received as payment for sales of war materials 
to their neighboun. 

The end of the war found all the great powen 
except the United Sptes off the gold standard. and 
unbacked paper had become accepted by the 
general public. Prices everywhere had h1creased 
and the rate of increase many times exceeded the 
rate of increase in the world's stock of gold-a 
mere 20 per cent. Moreover. the price increases 
varied gready from country to country and bore 
no resemblance to the evenly-spread price move­
ments that the international gold standard had 
given to the pre-war world. To make conditions 
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even more confusing the various national price 
movements in no way reflected the relative gold 
holdings of each country. For example. as com­
pared with 1913 the percentage increases in whole­
sale prices and gold holdings were: 

United Kingdom 
France 
Italy 
Germany .. 
United States 
Sweden' 

Wholesale 
Prices 

May 1919 

136 
227 
250 
315 
108 
230 

Gold 
Holdings 

1920 

-16.6 
-50.01 
-22·5 
-65·8 
+70.6 

+ 177·7 

Thus. a return to the pre-war gold standard and 
the pre-war rates of exchange would have neces­
sitated world-wide deflation and gold movements 
on a scale never before experienced in peace time. 
The world. however. was in no mood in 1919 to 
return to pre-war conditions. For four years it 
had concentrated all its energies on the destruction 
of life and wealth and on the construction of goods 
whose only value lay in facilitating this destruction. 
In the relief that came with peace the poverty xnade 
inevitable by the war was ignored. The vic-. . 

• There was also a large but unknown amount of hoarded gold in 
France at the time. 

• The total gold holdings of all European ncutmls ~ &om 
$ 3 ".000,000 to $ I, 131,000,000. 

The total gold holdings of Japan in~d &om $6S,000,000 to 
$,,6,000,000. 

The total gold holdings of Argentine ~ from hs6.000,ooo 
to '.7<4.000,000. 
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torious statesmen had. promised that the armistice 
would usher in the millennium and in the IWI1C of 
reconstruction they proceeded with monetary 
inflation on a scale that matched their irrespon­
sibility in all other fields. 1919 and the first half 
of 1920 were the great boom months; everybody 
seemed to be making money-even the Clydeside 
worken who were on the verge of violent revolu­
tion. But the prosperity was unreal; like the 
political promises and achievements of the time it 
was merdy part of a lunatic. feverish dream. 

In the United States the inflation and boom 
reached such frantic heights that. altho up the 
country hdd almost two-fifths of the world I gold, 
the reserves of the Federal Reserve banb threatened 
by the beginning of 1920. to become inadequate. 
By April 1920. anxiety had reached a point where 
the Federal Reserve system decided to deflate. that 
is. to reduce the volume of bank credit outstand­
ing. The index number of wholesale prices fell 
precipitously from 247 in May to 179 in December. 
The Bank of England, already contemplating a 
return to the gold standard, decided to follow this 
example and for the next two years deflation pro­
ceeded painfully and rapidly in these two countries. 

The rest of the bdligerents. however. were not 
yet ready for monetary restraint. In Germany. 
Austria, Poland and the Balkans inflation was car­
ried to the point where economic aa:1 was 
almost entirely suspended. In France Italy 
too •. the general populace acquired sufficient 
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experience of inflation to turn them into unrelent­
ing advocates of deflation rather than inflation. 

It is easy enough at this time of the day to despise 
the statesmen of 1919 and 1920, but a return to 
normality, except for a Warren Harding, was a 
task no less laborious than cleaning-out the Augean 
stables. (The task was easy for President Harding 
since he thought that the stables had been cleaned 
when he converted them into pig styes.) The 
arrogance of the victors and the misery of the 
defeated filled the world with hatred and unrest. 
The activities of the Bolsheviks provided the 
Fat Boys and the credulous with enough scares to 
destroy all confidence. The belief that hegemony 
was more efficacious than the balance of power as 
a basis for peace generated enough discord and 
suspicion to make war an ever-present threat. 

And it was not only political filth that bogged 
the feet of those who were anxious for a return to 
normality. The economic world was in an equally 
deplorable state. The task of balancing post-war 
budgets, thanks to war debts and war finance, 
threatened every government with unpopularity 
and defeat, and most of them chose to evade the 
task. Moreover, the whole structUre of world 
debtor-creditor relations had been altered and the 
course of world trade permanendy redistributed. 
Financially, the Great Powers were the United 
States, Switzerland, and Holland, and the pre-war 
creditor countries-Britain, Germany and France 
lay exhausted and bankrupt while their one-time 
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customers organised their own industries and bor­
rowed in new centres. 

From the point of view of a successful restoration 
and operation of the gold standard the most 
important post-war development was the high 
degree of dependence of the impoverished Euro­
pean countries upon foreign loans and the fact that 
these loans, as a result of political instability and the 
consequent lack of international confidence. were 
largely short-term loans. Even before the war the 
purchase and sale of foreign securities formed a 
large part of the balance of payments of many 
countries, but the bulk of them were long-term 
investments made through long-established and 
experienced channels. Since the war international 
investors have been reluctant to finance industries 
in countries that might at any moment have a 
revolution, or repudiate their debts, or embark on 
a programme of inflation. Instead, they have 
tended to provide business with short-term funds 
and have stood ready to withdraw these funds in 
gold at the first sign or rumour of insecurity. 
Such gold movements make extraordinarily diffi­
cult the task of the central banks in keeping their 
countries on the gold standard. and a hi21Y 
plausible case has been made out to persiiide 
cen~ banks, on the one hand. to keep excessive 
gold reserves so that they can stand up to gold 
drains when investors become panicky. and. on 
the other hand. to ignore such gold movements 
when deciding the credit and price structUres of 

98 



THE GOLD ST ANDARD SINCE THE WAR 

their cOWltries. Frequendy they have followed 
these courses; they would have been better advised 
if they had helped to remove the conditions that 
make investors panicky. 

A second post-war development of considerable 
importance for the gold standard was that in many 
cOWltries money incomes had become much more 
rigid since 1914. An essential prerequisite of the 
gold standard is that the price and inc9,..me structure 
of each gold standard country should move quickly 
in the same direction as its gold holdings-gold 
losses being checked by falling prices, and gold 
inflows being stopped by rising prices. Such 
auidity has certainly not existed in recent years. 
During the war governments everywhere created 
on an Wlprecedented scale high-yielding, gilt­
edged investments for the rentier and every fall in 
prices increases his real income. The effect upon 
other income-receivers of the sight of the rentier's 
Wlfailing prosperity can well be imagined. They 
ask, naturally enough, why any necessary reduc­
tion in prices and incomes should take place entirely 
at their expense. And not only do they question; 
the post-war strength of trade Wlionism, the 
existence of Wlemployment relief. the wide 
acceptance of Ford's doctrine that high wages are 
the cause of prosperity, and the abysmal demagogy 
of post-war politicians have enabled at least the 
workers to resist nearly all attempts to lower wage 
rates even when there prevailed an exceptionally 
high rate of Wlemployment. Moreover, they 
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have been able to make their resistance so expensive 
to the employer as to dissuade him from using this 
means of making costs and prices balance except 
as a last resort and after he has tried methods that 
were clearly inadequte. 

Thus, the determination to restore the inter­
national gold standard required an abnormal 
degree of courage, and the willingness to maintain 
it would require real heroism. The lead was taken 
by Great Britain, and her action as the world's 
pre-war money market was decisive for the whole 
world. 

Even before the war ended influential .opinion 
in Great Britain had suggested a speedy return to 
the gold standard. In the eyes of many people the 
gold standard was the outward 'and visible sign of 
normality and after the experiences of inflationary 
Germany in 192.3 few people were anxious to 
retain a paper currency whose supply rested solely 
on the discretion of the government. Normality, 
moreover, meant, at least in the City, that the 
pound was restored to its pre-war value in terms 
of gold; that is, the pound should exchange for 
113 grains of gold. Since the United States had 
remained on the gold standard throughout the war 
with $4.86 equal to 113 grains of gold, the 
aiterion for Britain was a dollar-sterling exchange 
rate of approximately £1 = S4-86. 

At the beginning of 192.0, however, the pound 
was worth much less in terms of dollars. In 
February, 192.0, the rate of exchange stood at 
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£1 = $3.20. Clearly, the policy for the British 
financial authorities was to ddla~e; that is, to 
reduce the supply of money so that British prices 
fell and the value of the pound rose and purchases 
in sterling rather than in dollars became more 
attractive. This task would have been relatively 
easy if American prices had remained unaltered, 
but in the late spring of 1920 the Federal Reserve 
authorities, frightened by the heights to which the 
post-war boom had risen in the United States, 
decided to deflate too. It therefore became 
necessary, if the British authorities wished to 
adhere to their objective-restoration of the pre­
war parity with the dollar-for deflation to proceed 
even more drastically in Britain than in the United 
States. 

The basis of British inflation had been the issue 
by the government of unbacked one pound and 
ten-shilling notes, and the Treasury acted quickly 
to reduce the supply of these. In 1920 their total 
stood at £320,600,000; by 1923 it had been 
reduced to £270,200,000, and by 1925 to 
£248,200,000. Concomitandy, the index number 
of British wholesale prices fell from 325.2 in April 
1920, to 161.9 in April 1925, and the value of the 
pound in terms of dollars rose from $3.20 in 
February 1920, to $4.71 at the beginning of April 
1925. 

In April 1925, the British Government decided 
to restore the gold standard with gold at its pre­
war value in terms of pounds. Gold coins, how-
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ever, did not come back into circulation, since the 
public, very sensibly, was prepared to go on using 
paper money; and the Bank of England was not 
permitted to change gold for notes in quantities 
of less than 400 ounces of pure gold. I 

Britain's return to the gold standard on these 
terms did not meet with general approval within 
the country. It was dear that, given the price­
levels in the United States and Great Britain, if 
14.86 was equal to II) grains of gold then the 
pound was worth less than I I) grains of gold, and 
consequendy less than $4.86. In other words, a 
return to the pre-war parity between dollan and 
pounds over-valued the latter. This could only 
mean that people would prefer to spend their 
money in the United States rather than in Britain, 
and that the Bank of England would be exposed 
to gold losses and would have to resort to deflation 
through a higher discount rate in order to retain 
its gold. 

There were only two possible developments 
that could make deflation unnecessary in Britain 
after 1925. If prices had risen in the rest of the 
world and remained constant in Britain then there 
would have been no drain on the Bank of Eng­
land's gold. In fact, prices abroad did not rise; 
in nearly all countries they fell, and this imposed 
an additional strain on Britain's gold and made 

I Such • _largely ~tI tbe privarc houding 01 goJd-c 
pcu:tice that baa persistently dimubed mooetary alfain ill the Voiced 
SlateS. 
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even more necessary for her further deflation if she 
wished to remain on the gold standard. 

A second deus ex machina would have been such 
an increase in efficiency in England that prices, 
but not money incomes, fell to the point where 
foreigners preferred to spend their money in 
Britain rather than withdraw gold. There was, 
in fact, an increase in British productivity per head 
after 1925, but it was outstripped by the rate of 
increased production in nearly all other countries, 
and this development set up an even stronger pull 
on the Bank of England's gold. 

Thus, the logic of the situation made deflation 
inevitable for Great Britain if she wished to remain 
on the gold standard. The alternative was heavy 
and continuous unemployment in the expon 
industries-since foreigners felt that they had to 
give an excessive amount of their own currency in 
order to obtain sterling exchange-and a strong 
tendency for gold to leave Britain; this latter force 
was only hidden, but not removed, as long as 
foreigners were willing to leave their money in 
London on loan and not withdraw it to a safer 
place. Given the panicky state of mind of the 
post-war world and the persistent refusal of the 
Bank of England to remedy by deflation Britain's 
weak position in international trade, it was unwise 
not to assume that sooner or later some scare would 
cause a sudden and large-scale exodus of funds 
from London. 

In fact, almost immediately the gold standard 
10 3 



MONET 

was restored the Bank. of England found that any 
move on its part to reduce British prices by raising 
the discount rate was regarded by the great manu­
facturers. by labour leaders. by the popular Press 
and by politicians of all parties as a particularly 
malicious act of industrial sabotage whose sole 
objective was the enrichment of the rentier. Pres­
sure was brought to bear upon the Bank. from all 
quaners to prevent it from "hampering industrial 
recovery." Very soon the Bank. closed its ears 
to the demands of the gold standard and be­
came receptive only to the wishes of industry. 
Deflation was put off until it seemed as if the 
Bank of England had forgotten the existence 
of the gold standard and all the experience it 
had so expensivdy acquired in the nineteenth 
century. . 

The policy they adopted was to stabilise the 
bank rate, to stabilise prices and money incomes, 
to offset all gold movements, to provide business 
in good times and bad with abundant easy money. 
and generally to behave as if Britain-the largest 
participator in world trade-was an isolated 
state. 

"An. inspection of the Bank. return shows that 
the Bank. has attempted, within certain broad 
limits, to stabilise the total volume of credit 
available to the English economic system by 
offietting the gold losses by an increased holding 
of securities. and. at times when gold was flowing 
in fairly frOOy. offsetting the increased supplies of 
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gold by a reduction in its earning assets. Thus 
between the second quarter of 1926, and the third 
quarter of 1928, the deposits of the Bank of 
England varied only by £4,000,000. This small 
variation in the aggregate deposits of the Bank 
was, however, accompanied by an increase of 
£38,000,000 in the reserve of the banking depart­
ment, and by a reduction of £36,000,000 in the 
holdings of securities by the Bank. Similarly, 
between the third quarter of 1928, and the last 
quarter of 1929, the gold holdings of the Bank of 
England fell by £31,000,000, whilst the securities 
increased by ;£21,000,000, the deposits fluctuating 
only by £3;000,000 ..•• The long run intention 
of the Bank is, therefore, fairly clear; it is to main­
tain deposits at a fairly steady level, while adjusting 
its assets in either direction according as gold flows 
in or out. . .. Apart from the troubled year 
1929 and the period of readjustment at the begin­
ning of 1930, the bank rate has, in fact, been re­
markably stable. A short period of uncertainty 
in the autumn of 1925 was followed by a stable s 
per cent. throughout the whole of 1926, and a 
stable 41 per cent. throughout nine months of 1927 
and the whole of 1928. "1 

The result of this policy was that while prices 
were falling throughout the world, money wages 
in Britain remained above the 1924 level, and the 
army of unemployed, made up mainly of those 

1 Prof. T. E. Gregory, Goli, Ullttrlploy",,111111111 Capilalintl, pp. z7""z8. 
London, 1933. 
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attached to the expon industries, remained un­
shiftable. 1 

Nominal Real Unemployment 
Year Wages Wages percentage 
192.l 100.0 100.0 ICU 
19~5 • • 101-4 100.8 11.0 
19~6 101.] 10).0 u.) 
19~7 101.S IOS.7 9.6 
19~8 •• 100.6 106.0 10.7 
1929 • • 100.1 106.8 10.] 
1930 99·3 110.0 IS.9 

It is, therefore. not to be wondered at that 
Britain's expon industries, even during the boom 
yean of 1917~ found it exceptionally difficult 
to sell their goods. Their difficulties, it is true, 
were aggravated panly by the contraction of 
certain old markets. for example, the cotton textile 
market in Asia, and panly by the conditions under 
which various other European countries returned 
to the gold standard. Just as Britain over-valued 
the pound and thus raised the cost of her expom 
to foreigners, so France, Belgium. Poland and other 
impottant competiton under-valued their cur­
rencies on returning to the gold standard and thus 
gave an exceptional encoungement to their expon 
trades and became points of attraction for gold. 

The post-war gold standard history of France is 
typical of these countries. In 1913 France hdd 
$1,400,000,000 of gold, or almost 11 per cent. of 
the world's monetary gold (as compared v .. ith 14 

• Tbesc 6gura an: takCD &om II. P. F-. GrwI /JriMII .. ,. 
c.JJ s~ po III.loodoa. 19H. 
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per cent. held by Great Britain and 27 per cent. by 
the United States). After the war the finances of 
the government were in complete chaos, and, as it 
resorted to the printing of notes to help it out of 
its difficulties, Frenchmen turned more and more 
either to hoarding their gold or else to transferring 
their funds abroad in foreign currencies. By 1920 
official holdings of gold had shrunk to 
$700,000,000. From then on inflation proceeded 
rapidly. In 1913 the franc was worth 19.5 Ameri­
can cents; by 1922 it stood at 8.2 cents, and by 
July 1926, it had fallen to 2.S cents. By that time 
the confusion and injustice of inflation had pro­
duced a state of political crisis that was serious 
even for France. After the usual farce had been 
played of rapidly establishing and defeating half a 
dozen ministries, Poincare, that most astute of 
post-war French politicians, felt that his rivals had 
been sufficiently discredited and he stepped to the 
front and offered to play once more the role of 
national saviour. 

Under his guidance a National Government was 
formed and the business of monetary stabilisation 
and the return to the gold standard started in 
earnest. A return to the pre-war rate of exchange 
between francs and dollars was out of the question 
since it would have entailed reducing the French 
price level by approximately 80 per cent. Instead. 
it was decided to stabilise the franc at roughly its 
current low value in terms of gold. Moreover, this 
was not to be done suddenly, but was to be spread 
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over a long enough period to enable the franc to 
find its "natural" level where it was a true ex­
pression of French prices as compared with foreign 
prices. 

The Bank of France began by buying gold at 
the rate of 19.75 paper francs for one gramme of 
fine gold. This, in the light of prevailing French 
prices, seemed an unduly high price for gold; gold 
began to come out of hoarding, and the Bank 
acquired it not only from its own citizens but also 
from foreigners who also felt that the franc was 
undervalued. Accordingly on November 6, 1926, 
the Bank of France raised the gold value of the 
franc by offering only 18. paper francs for one 
gramme of fine gold. Still gold flowed in and 
the Bank reduced the price of gold by offering only 
14 francs for one gramme. Even this rate, how­
ever, seemed to undervalue the franc and foreigners 
expecting the Bank of France to continue its policy 
of raising the value of the franc began to speculate 
heavily in francs. France became a highly attrac­
tive centre for short-term funds; until, finally, 
on June 25, i928, the government decided not to 
wait until the franc rose to its "natural" level, but 
to stabilise the gold value of the franc at 66.5 
milligrammes of standard gold; that is, a rate of 
124 francs to the pound and 22.5 francs to the 
dollar. This stabilisation of the franc checked for 
the time being the placing of foreign resources in 
France, but she remained an attractive refuge for 
the short-run investor. At the same time, the gold 
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stocks of France were no higher than they were in 
1913 although they were maintaining a much 
higher level of prices and a larger population. 

There was one other major disturbing factor in 
the post-war gold standard. The position of 
Germany was that she was expected to transfer 
each year an enormous amount of money to the 
victorious allies. One way by which this could 
have been done was for Germany to increase her 
exports, but not her imports, and to use the 
resulting surplus of claims against foreign cus­
tomers to meet her Reparation payments. But 
this surplus of exports necessitated a fall in German 
prices greater than was taking place elsewhere; 
that is~ it called for an active policy of deflation. 
To some slight extent this was pursued, but any 
export surplus that the German balance of pay­
ments showed was largely fictitious. She pre­
ferred to put off or to lessen the rigours of deflation 
by selling securities in order to meet her Repara­
tion payments. That is, foreigners indirectly paid 
Germany's Reparations. This, however, could 
not go on indefinitely, and as soon as international 
lenders decided that German investments were 
insecure deflation became inevitable . 

. Thus, the position of all the major European 
gold standard countries up till 1929 was highly 
unstable and ultimately untenable. Each nation 
assumed to itself the right to fix its internal price­
level in complete independence of other gold 
standard countries and to remain oblivious to gold 
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movements in any direction. It is impossible to 
maintain the international gold standard on such 
terms. and the stage was set for a breakdown when 
in October 1929 the American Stock Exchange 
crash sent investon throughout the world scurry­
ing for safety. The crash exposed the false position 
adopted by many of the gold standard countries. 
and it is since then that the redistribution of the 
world's gold has taken place. The following 
figures in million dollan bring this out.' 

Dec. 31 Dec. 31 Dec. 31 July 31 
1913 1924 1919 1933 

United States 1,700 4,490 4,284 3.977 
Great Britain 900 748 710 670 
France .. 1,400 710 1,63] 3,2l! 
Germany •• 760 181 544 183 
Switzerland 33 98 U5 509 
Holland .. 61 303 180 408 
Bdgium •• 48 53 163 365 
Argentine 256 444 434 249 
Japan 65 586 542 214 

World Total 6,404 9,279 10,537 11,466 

It is a paradoxical situation that in the very 
. countries which refused most obstinately to play 
the gold standard game, and particularly in 
Great Britain, the blame for the breakdown of the 
gold standard has been placed on the shoulden of 
the United States on the grounds that she refused 
to behave in accordance with the rules and 
"sterilised" her gold. The real trow seems to be 

• Thae 6gurea are taken &om D. DaYidsoa. -nc Gold Standard .. 
in Elt.tmolflisl: TidsJrrifl, 1933. 
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that the United States was the only country that, 
consciously or unconsciously, was using her gold, 
in the way postulated by the principles of the gold • 
standard. 

It would be impossible here to give anything 
like a detailed pictUre of the factors that lead to 
the American crash of 1929 and the world depres­
sion that has prevailed since then. The broad 
outline, however, seems to be that between 1927 
and 1929 the American banking system, motivated 
partly by a policy of price stabilisation and partly 
by a policy of generosity to business men, used 
its gold stocks to inflate bank credit on a tremen­
dous scale. This inflation was hidden from the 
superficial eye by the fact that with rapid improve­
ments in industrial technique, American costs of 
production were falling rapidly. But the results 
of this handing over of more and more purchasing 
power to the entrepreneur meant an unjustifiable 
extension of the roundaboumess of production­
an over-production of capital goods, and an 
under-production of consumption goods. The 
consequence of this, as we have already seen, is 
collapse and depression. 

The key position in the American banking 
system is held by the Federal Reserve system. The 
present organisation of central banking in the 
United States is not the result of long and slow 
experimental growth as in Great Britain. It is the 
fruits of political reform and is best understood as 
an expression of the surging wave of Progressivism 
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that overwhelmed President Taft in the 1912 

elections and placed Woodrow· Wilson. with the 
support of William Jennings Bryan, in the White 
House. In the monetary field the result of these 
forces was that not only did the government seek 
to remove the purely technical defects of the 
banking system, but they also sought to end those 
activities of Big Business that wer::~fPosed to be 
aimed at the strangulation of the s industrialist 
and that were believed to be the cause of financial 
crises. In the eyes of the majority who supported 
banking reform in the United States in 1912, the 
"interests" of Wall Street were a deadly menace to 
American ideals and American prosperity. Just as 
the bogeys of European folk-lore are werewolves 
and witches, dragons and giants, so the more 
recently conceived demonology of the United 
States ran in terms of gold-bugs and bankers, 
octopuSes and millionaires; and from the ravishen 
of fair Columbia, the land would be saved not by 
St. George but by Prof. Wilson. 

The victory of Wilson is comparable with that 
of the Fathers of the Constitution. These zealots, 
working with an erroneous understanding of the 
organisation of a State, sought to prevent despotism 
by a rigid balance of power between Legislature, 
Executive and Judicature; in fact, they produced a 
.system that is not a balance and that is able to work 
only by the use of fiction and convention. Simi­
larly. the framen of the Federal Reserve. system 
ignored the real problem, fashioned a machine ~t 
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can only work with difficulty, and provided it 
with irrelevant fWlctions. 

The outstanding defect of the American banking 
system in 19I2 was the existence of tens of thou­
sands of small, independent and isolated banks, the 
vast majority of them possessed of slender re­
sources, slender experience and dependent for 
success upon the continuing prosperity of some 
highly-specialised market. Its outstanding merit 
was the difficulties which stood in the way of a 
rapid inaease in the supply of both notes and of 
bank money. The Federal Reserve Act of 1913 
failed to remedy the weakness of parochialism 
and at the same time it eliminated the merit of 
inelasticity in the supply of money; indeed, the 
preamble to the Act declared that its purpose was 
"to furnish an elastic currency." 

The new banking system, with its central Federal 
Reserve Board, its twelve Federal Reserve Banks 
and its thousands of smaller banks which were 
customers of the Federal Reserve Banks, began to 
function freely in 1922. From the beginning, the 
authorities have set out to produce business pros­
perity by aedit control. their efforts can be 
divided into two periods. In the first, from 1922 

to 1927 they were concerned to satisfy the "legi­
timate" demands of business men, commercial, 
industrial and agricultural, for loans. In the second 
period, 1927 to 1929, their objective was the pre­
vention first of depression, and then of excessive 
boom, by aedit inflation. 
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The fallacies underlying each of these policies. 
their mutual antagonism, and the incompatability 
of either with the retention of the gold standard have 
gradually and expensively emerged since 1929. 

When the Board set itself to maintain .. sound 
credit conditions." it interpreted its task as .. the 
maximum facilitation of the production and dis­
tribution of tangible goods. and the minimum 
facilitation of the accumulation of stocks." Credit 
was always to be available for any project that 
promised an increase in production. and the only 
limit to credit expansion was to be when such 
credit could no longer add to production. 

This is the old delusion that production qua 
production is always desirable; and that any 
limitations suggested by the relative scarcity of 
resources. by inconw-receiven desires. by the rate 
of interest. can always be ignored. It was to deal 
with the dislocation and waste created by this 
policy that the Federal Reserve Board evolved its 
second and entirely different but equally mis­
chievous theory. It was decided that depressions 
could always be liquidated by the provision of 
abundant and cheap credit for producen. As we 
have seen, the effect of maintaining a rate of in­
vestment in excess of the supply of voluntary 
savings is merely to postpone and magnify the 
inevitable breakdown. 

The first big experiment by the Federal Reserve 
system in credit control was made in 1923-4- In 
the spring of 1925 business conditions in the United 
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States were booming. and the authorities. despite 
their assertions that legitimate trade would always 
be financed. began to fear a repetition of the 
inflationary excesses of the immediate post-war 
years. The Federal Reserve banks therefore 
reduced their holdings of government securities 
and raised the discount rate; either as a coincidence 
or as a result business activity slackened and the 
boom headed off. 

From this experience. the Federal Reserve system 
emerged with a new and altogether unjustified 
confidence in its understanding of the trade cycle 
and in its power to control these through its credit 
policy. 

During the second half of 1924 a boom was 
engineered by a reduction in the discount rate and 
an increase in the bank's holdings of government 
securities. These tactics were continued through­
out 1925 and 1926 and by the end of the latter year 
the exuberance of the American stock exchange 
began to attract notice among investors abroad. In 
1927 gold began to flow into the States nom a 
Europe that had but recendy and painfully returned 
to the gold standard. The paradoxical position 
appeared of rapidly mounting stock exchange 
prices and steadily increasing signs of industrial 
recession. 

The obvious thing to do was to break. the stock 
market boom by tightening borrowing conditions, 
but the Federal Reserve Board, seeking to ICstimu_ 
late" industry and probably urged on by those 
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European central banks who were losing gold and 
were unwilling to retain it by the orthodox methods 
of forcing down internal price-levels. pressed still 
further and harder its easy money policy. Be­
tween July and September 1927 discount rates 
fell to 3i per cent. and holdings of government 
securities increased by $80.000,000. 

For six months this "cure" was persisted with. 
and then faint-hearted attempts were made to 
reverse it. From July 1928 onwards, some of the 
banks of the system began to realise that their 
preceding credit policy had been foolishly and 
disastrously generous. Holdings of government 
securities were reduced and discounts raised; but 
the rise was grotesquely insignificant. and stock 
exchange prices continued to soar. By October 
1929, the crash that had been threatening since 1927 
could be put off no longer; the net result of the 
delay was to add the dislocation of two more 
years to that that had accumulated in 1927. 

Between 1921 and 1929 the banks of the United 
States were inflating the supply of credit on a 
tremendous scale. Over that period "the gold 
stock of the country increased by 29.4 per cent. 
The member bank balances increased 42.7 per 
cent .• demand deposits 36.7. time deposits 109.3. 
investments 67.5. loans 41.2."1 

To observers like Irving Fisher this inflation 
appeared completely harmless since it did not 

I II. P. Praser, GrIllI Brilllill _lilt Colli ShlttlltInl, p. 76. Loadoa. 
1933· 
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result in any increase in general prices. But, of 
course, if there had been no such inflation Ameri­
can prices would have fallen because of the 
increasing output per head and falling costs of 
production; only with a falling price-level could 
equilibrium have been maintained. The Federal 
Reserve system's "hidden" credit inflation was as 
effective as any other in causing an excessive 
application of resources to the construction of 
producers' goods. 

Lest we fall into the error of regarding the 
American banking authorities as the cause of the 
present depression, it should be remembered that 
the banking system makes inevitable an expansion 
of credit during a period of economic progress, 
and that almost all other bankers in the world 
followed the example of the Federal Reserve 
Board, and that everywhere the bankers were 
pursuing a policy that commended itself to the 
industrial community and to the government. 
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CHAPTER VII 

THE fUTURE OP MONEY 

M OST oppo~~ of capitalism have .devoted 
part of thelr tJme to the constructton of a 

theory of social dynamics that establishes the 
inevitable collapse of the present order. There is 
the Hegelian mysticism of Marx. Veblen' I doctrine 
of the conflict between bwiness ends and indwtrial 
ends, and there is the more common socialist con­
viction that inequalities of income lead to excessive 
investment, mass under-consumption and general 
economic chaos. Unfortunately, most reputable 
economists will have nothing to do with any of 
these theories and are capable of demonstrating their 
fallacies with the greatest ease. The reaction of the 
average socialist to this discouragement has been to 
label all orthodox economists as capitalist lackeys 
and to ignore their criticism. He would have been 
better advised to have utilised the services of these 
despised scientists. 

Many of them are agreed that a flexible supply 
of money is a disequilibrating economic force, 
that anything but a flexible money is impossible in 
a capitalist society and that therefore capitalism is 
inherendy unstable as an economic system. Most 
socialists have overlooked this good news. Even 

uS 



THB PUTURB OP MONBY 

its irony has escaped them. Money. the progenitor 
of capitalism and the engine of its greatest victories 
is also its destroyer. Without the invention of 
money the market would never have displaced the 
manor. and without the gold standard the nine­
teenth century could not have organised an inter­
national trade whose wealth-creating advantages 
made tolerable the social injustices of capitalism. 
And now the capitalist bankers. capitalist indus­
trialists and capitalist governments throughout the 
world have spent the last decade debauching the 
monetary system and magnifying its disruptive 
powers. They have produced and are maintaining 
a depression that threatens by its depth and 
persistence to wreck the whole capitalist order. 

We have. it is true. had depressions before. 
Widespread strikes and unemployment occurred 
and disappeared frequendy and regularly through­
out the nineteenth century. These. however. were 
but slight jolts to an unshakeable belief in the 
limidess advance of capitalist civilisation. They 
could be regarded as the malaise of an overworked 
digestion; a lime hot water and soda, a lime 
fasting and everything was all right again. This 
time the bicarbonate is not working. The pre­
ceding orgy was too Lucu1lan and it is difficult 
to persuade the right people to fast. The recupera­
tive powers of capitalism seem to have disappeared. 
and even the man who before 1929 was oblivious 
to the atrocious moral deficiencies around him has 
now been roused by economic distress to a temper 
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where he is ready for change on a revolutionary 
scale. 

The methods adopted by the defenden of 
capitalism to ward off the socialist attack reveal 
clearly their inability to appreciate the economic 
nature and merits of the system that they are 
defending. The economic efficiency of capitalism 
sprang from the competitive organisation of pro­
duction and the creation of a world economy. and 
only on these bases can it recover prosperity. Yet 
capitalists throughout the world are seeking to 
protect capitalism as a social order by organising 
parties and states whose programme is incom­
patible with either free competition or world c0-

operation. Everywhere the great industrialists 
are feverishly mobilising the blind loyalties and 
irrelevant traditions of national patriotism as a 
bulwark against the growing volume of discon­
tent. The pompous stupidities of Empire and of 
Race are being dragged once more into the service 
of capitalism. These delusions served well enough 
in earlier centuries. but to-day the capitalist is not 
adventuring triumphandy and with the vigour of 
youth for undeveloped colonies and fabulous 
dividends; now he is struggling for life against 
the determined advocates of a new social order. 
The difference is important. The exploits of 
Frederick the Great and Clive lead to expanding 
markets; those of Hider and Beaverbrook lead 
swiftly and surely to the collapse of markets. 

Therefore we must look beyond the immediate 
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and superficial success of the fascist bag of tricks. 
It is true that in Germany any critic of capitalism 
is dealt with as a traitor to his country, that in the 
United States the socialists have joyfully abandoned 
their mental barricades in order to climb on to the 
Roosevelt band-wagon, and that in Great Britain 
anyone who speaks lightly of the Empire is regarded 
as a bounder. But capitalism needs greater vic­
tories than these. If it is to survive it must do 
more than submerge the discontented in a sea of 
hysterical nationalism. It must deliver the goods; 
it must work as an economic system and restore 
to the masses the standard of living of pre-depres­
sion days. 

Its very success with fascism makes this im­
possible. The wealth-producing powers of the 
early twentieth century were largely the fruits of a 
world economy and of the establishment of a 
system of co-operation whereby the Londoner 
could draw on the resources of China, Cuba, Den­
mark, the Dakotas and Spain for his breakfast of 
tea, eggs and bacon, toast and marmalade. But 
the retention of such co-operation with all its 
material advantages is vehemently opposed by the 
economic nationalism that marches side by side 
with fanatical political nationalism. The moder­
nisation of the army and the expansion of the navy 
is welcomed by Americans as a logical part of 
President Roosevelt's autarchic New Deal, and 
the repudiation of Germany's foreign debts seems 
to Dr. Schacht a fitting complement to Hitler's 
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rearmament programme. Fascist Japan hoven on 
the edge of overwhelming economic collapse and 
the distress in present-<by Italy is beginning to 
disturb even Mussolini. If the capitalists elect to 
excite fascist patriotism then they must accept 
economic nationalism with its consequences or a 
general bll in the standard of living, and ultimately 
a revival of the discontent that was temporarily 
smothered.. 

Sooner or later the economic bankruptcy of 
fascism will present the social.ists with fresh oppor­
tunities to make their great experiment. It is to be 
hoped that by then they will have decided upon 
forms of economic organisation that include free­
dom of choice for the consumer and that will 
therefore call for the use of money. 

To-day the economic plans of socialism have 
been disastrously distoned by a mistaken appre­
hension of the true defects of the capitalist econo­
mic machine. The majority of social.ists impute 
to the market and to competition the waste and 
dislocation that has, in fact. been generated solely 
by a particular monetary system and by Swo­
encouraged attempts to ignore the market and to 
dimiUllte competition. Armed with this erroneous 

/ interpretation present-<by socialists have become 
advocates of an economic authoritarianism which. 
if achieved. must vitiate that political liberty which 
is the prime concern of all true social.ists. Swo­
trusts, functional parliaments, and five-year plans 
can have no other end but to leave the citizen 
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impotent in those fields where the need for free­
dom is most urgent. The average man's life is. 
and will for a long time. be spent in producing 
and consuming goods. and if he is deprived of 
freedom in these two contexts then socialism 
becomes· fuwe. 

The ideals of democracy are as valid in economic 
life as in political life. and the essence of such 
democracy is that the opinions. desires and ex­
perience of all members of society shall contribute 
with equal weight. in the one case. to the formu­
lation of political and social policy. and, in the 
other. to the utilisation of the community's 
economic resources. If this is so. then economic 
democracy can only mean that production must 
take its bearings from the freely expressed con­
sumptive desires of the whole body of citizens; in 
short. that industry must cater for demands that 
are multitudinous. anonymow and volatile. 

This. and not workers' control of industry or 
industrial parliaments. is true economic liberty. It 
is the counterpart in economic affain of universal 
suffrage in politics. It is. of course, impossible of 
attainment in a capitalist society. since univenal 
economic suffrage can only be real in a society 
where all incomes are equal; such a state of affain 
will, presumably. be the first achievement of a 
socialist society, and then free consumen' choice 
will acquire a moral validity that it entirely lacb 
to-day. 

If this is the path that socialism takes then the 
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new order will require to use money. It will 
need an international medium of exchange and a 
unit of account. And, just as to-day, money will 
tend, unless its effective supply is ~ept constandy 
rigid, to disturb economic life and to produce 
booms and depressions. It will, probably, be as 
difficult to neutralise money completely in a 
socialist state as in capitalist state, but the monetary 
causes of industrial fluctuations can be almost 
eliminated by a change that is unthinbble to-day: 
a socialist economy can dispense with banks 
entirely. 

We have seen that the significant changes in the 
supply of money are caused by the normal behav­
iour of banks since they are in a position to lend 
to producen more than the conununity has saved. 
This fatal weakness can be avoided in a socialist 
state by making the state budget the only source 
of loans and by insisting that this budget always 
balances. Given these two conditions money can 
cease to be a faulty, chaos-creating mechanism 
and become an almost perfect instrument for the 
efficient handling of the economic problem. It 
can never be this in a capitalist economy. 
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