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PREFACE

In the introductory pages of my book Purchasing Powey
and Trade Depression I wrote as follows:—

“. .. Finally I have stated very shortly my view as to the
nature of the banking policy which should be pursued if
these variations in productive activity are to be avoided.
I am perfectly aware that this is the least detailed and
satisfactory part of the book. All that I have been able to
do in the space and time available is to state what I believe
to be the correct general principle of monetary policy and
not to explain its detailed application to existing banking
systems or to defend it from the various theoretical criticisms
to which I know it will be subjected. . . . I hope to complete
this unfinished work as soon as possible and make apparent
the full reasoning behind, and the detailed meaning of, the
solution to the problem of credit policy which I believe has
been brought within our reach by the varied work on
monetary theory that has been published in the last few
years.”

The present book has been written in fulfilment of this
intention. I still believe that it has become possible in recent
years for the economist to state much more clearly than
ever before what can and what should be done in the realm
of credit policy to secure and maintain indefinitely full
employment and a maximum of productivity. It may be
true that the wisdom necessary to implement a carefully
chosen and scientifically valid credit policy is still lacking.
But the primary task—the task of the investigator and the
economist—has been carried many steps nearer to.a final
conclusion.

During the last five years there has been much bitter
controversy in the field of monetary theory: it cannot even

xix



xx PREFACE

now be said that all the controversies are resolved or that all
the bitterness is gone. On the contrary, much that I myself
say in the course of this book will seem merely foolish and
wrong-headed to many people whose opinions are worthy
of attention. Yet I cannot help feeling that a great advance
has been made, that the agreement among economists about
policy is more important than they realise, and that it is high
time that those who debate and control policy should have
at their disposal some of .the positive results to which
contemporary monetary analysis directly leads.

The practical purpose of this book is therefore to set forth

_certain conclusions about credit policy which I believe to
follow logically from the recent theoretical analysis of credit
expansion and contraction and to discuss the methods by
which the correct policy or policies could in practice be
implemented.

The theoretical interest of the book lies in the attempt to
analyse the significance of certain types of contract in the
price system, and in particular of long period contracts in
the market for the primary factors of production. The dis-
cussion of monetary theory and credit policy has in my
opinion been too much dominated by the assumption of
price.flexibility. For the Theory of Value and for the diag-
nosis of the problems of relative production and the dis-
tribution of available resources between employments, the
assumption of free real adjustment has been exceedingly
useful. But in the analysis of policy and most especially for
an account of credit policy such presuppositions are mis-
leading and dangerous. I have therefore done my best to
contrast the results which follow when the prices of the
factors of production move freely with those that can be
deduced when contractual or rigid wage rates, land rents
and debenture interests are taken into consideration.

1 have also attempted the difficult task of discovering the
effects of placing new money in the hands of consumers
rather than in the hands of producers. This is a field of
economic theory which has hitherto been left exclusively to
the mercy of the monetary crank and propagandist.

The book falls into two Parts. In the first I have set forth
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a general analysis of monetary dynamics. All theories of
credit policy must ultimately be based upon some system of
formal analysis and I have attempted to introduce into my
own system some account of the significance of contract
elements and consumers’ credits. From this examination,
if it is correct, two conclusions of great importance for
credit policy emerge. They are stated at the conclusion of
Part I. In the second half of the book I discuss the question
of the practical execution of this policy, the statistical
series by which it will be possible to reveal movement in the
important monetary quantities and the instruments by which
these movements can be controlled. In the last Chapter of
the book I discuss, more briefly, the further question of
desirable changes and reforms in the institutions of credit
provision and management.

In the writing of this book I have been indebted in the
main, as will be obvious, to the body of written work in the
English language by Professor Hayek and Mr. Keynes and
Mr. Robertson. I feel a particular indebtedness to the
" penetrating contributions of Mr. Robertson to the discussion

of monetary policy and to Mr, Harrod’s recent work on the
same subject. For more personal help in the criticism and
amendment of the manuscript I have to thank, and that
very warmly, Mr. Barrett Whale of the London School of
Economics, Mr. Harold Barger and Mr. Hugh Gaitskell of
_University College, London. Mr. R. G:. D. Allen of the
School has been kind enough to express part of my argument
in mathematical terms for me, and his contribution is in-
cluded in the appendxx

I have written in the hope that what I have to say will
be of some little use in guiding the hands of those who, by
their control of the means of payment, rule the human
destinies of the modern world, and that the views here
expressed may cast a brief ray of light upon the broken
seas and darkness of our common economic life.

. E. F. M. Durbin.
The London School of Economics. April, 1935.
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CHAPTER I
THREE INTRODUCTORY PROPOSITIONS

§x. Money is at once the least important and the most
important commodity in economic life. By itself the medium
of exchange can do nothing to increase the quantity of real
resources on which the standard of living enjoyed by a com-
munity ultimately depends. On the other hand the mis-
management of monetary policy can and does force into
unemployment and thus utterly wastes a considerable frac-
tion of these resources. Credit policy can only create the!
external conditions within which the accumulations of science
and the fruits of human thrift can slowly encroach upon the
realm of scarcity and poverty. Without those external con-.
ditions the rate of advance can be reduced to nothing.-These
are the limits set to the importance of the subject matter of
this book.

At least three problems are considered by economists
under the general heading of the theory of money and credit.
They are:—

1. The analysis of the nafure of money as a means of
payment and a standard of value. Under this heading there
arise the problems of defining money, of analysing the
measurement and determination of its value and of discuss-
ing the various forms of money including those of cash and
credit.

2. A description of the various institutions by which the
monetary business of society is conducted and the theory of
the way in which these institutions function. The description
of Central Banks, commercial banks, investment and foreign
exchange houses and their modes of operation fall under this
general head.

3. Finally there is the analysis of monetary policy proper—
the discussion of the steps which it is wise for monetary

35



26 - THE PROBLEM OF CREDIT POLICY

authorities to initiate in order to secure or preserve certain
conditions in the real world. It is true that no fruitful
analysis.of policy can wholly escape from the consideration
of the monetary institutions within which and the instru-
ments by which a given policy is to be executed. Too
definite a separation of monetary theory from the discussion
of financial institutions leads to sterility in both studies.
Nevertheless there are a number of problems which are
peculiarly the problems of policy—the source of movements
in the demand for money, the nature of the circulation of
money outside the banks, the forms of credit extension, the
effects of variations in the quantity of effective money upon
the real structure of physical production and the relation
between the different types of monetary circulation—these
are problems which are intimately bound up with the form
of the institutions from which money is derived but they
concern, not the form of those institutions, but the external
results of monetary changes initiated by them.

It is with the third set of problems that this book is almost
exclusively concerned. I shall make no attempt to recapitu-
late or add to the discussion of the nature and value of
money. I shall assume the validity of the simpler forms
of Quantity Theory and make use of Professor Fisher's

formula P=1‘%-v or PT=MV+M'V't It will be part of my

task to examine the.relations between various forms of
monetary velocity and the broad classification of the objects
entering into the volume of transactions; but I shall not
discuss in detail the meaning of index humbers or evaluate
the different methods of expressing the relationship between
money, goods and prices.

Nor do I propose to describe in any detail the institutions
of the monetary world. It is my intention to suggest in the
second half the baok that certain changes in banking practice
and a certain re-Ristribution of authority in the banking
world are desirable, But at this point in the argument I
shall take for granted the general mechanisms and forms of
an advanced monetary system. It is therefore convenient

1 See Fisher's Purdfasing Power of Money, Chap. IIL
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to introduce here a very brief account of such a system. Its-
characteristic institutions are:—

I. A strong and wellmamaged Central Bank which”

" possesses a monopoly of the right to issue legal tender cur-
rency and holds the Gold Reserve of the whole system
under some form of reserve law, which acts as a bank for the
commercial banks while its ordinary banking fanctions—
if they exist—are not qualitatively important.

2. A number, large or small, of ordinary commercial
banks which specialise in the provision of shart term credit
for industry, operate a chegue system and commonly engage
in some or all of the business of the foreign exchange market.

3. A group of special financial houses associated with the
foreign exchange market and concerned exclusively with the
business of accepting and discounting bills of exchange.

4- A complex organisation extending all over the economy
but especially concentrated in one or more centres which is
engaged in (a) the purchase and sale of existing property
rights and (b) the provision of the intermediate stages of
long term capital for trading enterprise. Of this organisation
the Stock Exchange is the largest and most important part.
But there are other sections as well. Issue houses for both
bome and foreign investment and any firms concerned with
the purchase and sale of land and old houses other than new
houses form part of the economic mechanism whereby goods
other than industrial products? are bought and sold.

I shall assume that all these institutions or groups of
institutions exist and function under private control for
private commercial profit.

We are now left with the third type of problem—the
problem of monetary circulation and monetary change. The

* essence of the task is to discover, given the general character
of the actual monetary circulation, what changes in the
“volume of effective money will preserve full industrial
equilibrium throngh all the various types of external change
to which the economy may be subjected. There are therefore

2 The term “products™ is used in the wider sense to include services.
The real distinction lies b xpendi of money which result in
employment and those—such as the purchase of an old house—which do
Bot.




28 ' THE PROBLEM OF CREDIT POLICY

three things we need to know—(1) the actual form of the
monetary circulation, (2) the types of change to which it may
be subjected and (3) the way in which variations in the quan-
tity of money will affect the interacting elements. There is
nowadays a good deal of agreement among economists about
the first question—the fundamental nature of the monetary
circulation. As I have discussed it at length elsewhere,? it is
only necessary to summarise and slightly adapt these com-
mon conclusions to the general purpose of this book. That
will be done in the remainder of this chapter. We shall then
be able to deal more easily with the other two fundamental
and far more controversial problems.

I can best summarise the principles upon which in my
opinion further reasoning must be based, in the form of three
- general propositions. These three propositions are con-
cerned respectively with the relation between money in-
comes and money costs of production in a simple economy,
with the same relation in a more complex system and with
the general consequences of saving.

§2. THE SIMPLE RELATION BETWEEN INCOMES AND CoOSTS.

The first proposition starts with the simplest conceivable
relation between the prices of finished commodities and the
money costs of production. Let us suppose that all types of
production are controlled by a single Trust which employs all
the factors of production in a complex technical pattern, but
which sells all final products direct to the consumers. Then
¢ necessarily follows that Tolal Incomes will be equal to Total
Costs. This proposition, important as it undoubtedly is, is an
arithmetical truism. Since there is only one production unit
making payments to the factors of production and directly
owning all the intermediate products, the whole of its pay-
ments must necessarily be made to consumers for there are
no other producers from which to purchase anything; and
the total of such payments—which make up total costs—
must necessarily be equal to the total consumers’ receipts for

t See my Purchasing Power and Trade Depression passims and, of course,

Professor Hayek’s Price and Production, Lecture 11, Also described with great
clarity in M. A. Abrams’ Money.
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they are one and the same thing. What the paying authori-
ties pay out must be equal to what the whole body of the:
recipients receive.

The validity of the truism is at once apparent if we take
the diagram invented by Messrs. Foster and Catchings to
demonstrate this point.

Consumers’ [ncome

bt

Rent, Wages and Interest Payments

Money | Costs
Production Trust”

Fig. 1.

Every money cost paid to some necessary factor of pro~
duction, or the owner of such a factor constitutes an exactly
equivalent money income. .

It further follows as a natural corollary that if the Con-
sumers’ Money Income is spent upon the output of consump-
tion goods, Total Prices will be equal to Total Costs, and
industrial equilibrium can be indefinitely maintained: .

Ws' {ncome
Money Costs
| A |

Production Trust

Finished Commoditics

Vb
Fig. 2.
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In such a case we have:—

Money Costs=Consumers’ Income
Consumers’ Income=Total Prices
Total Prices=Total Costs.

But it is necessary to emphasize at once that this proposi-
tion does not mean that prices w:l} be equal to costs, or that
industrial equilibrium will be maintained. Quite on the
contrary, the argument even at this early stage already con-
tains by implication a number of conditions without the ful-
filment of all of which equilibrium cannot possibly be
reached. The equilibrium of prices and costs can only be
achieved on condition that the recipients of money income
spend the whole of their current receipts upon industrial
output. It does not of course matter whether they spend less
money on one finished commodity as long as they spend
more upon another, but it does matter vitally that they
should spend all their income on industrial products of some
kind. The necessary condition can be expressed in the follow-
ing form:—

1. If industrial equilibrium is to be preserved the con-
suming public must not spend any of its income upon com-
modities other than indusivial products., It may at first sight
be thought that there are no alternative avenues of expendi-
ture if all industrial products are excluded. This however is
not the case. Finished goods, even if we count new capital
instruments under this head, are not the only object of
monetary purchase. Consumers can buy property rights or
claims to future income and this type of purchase in the first
instance and at the moment of purchase does not provide a
market for industrial output. Consequently if the recipients
of income even in this simple industrial order spend part of
their monetary income in acquiring from each other claims
to future income they would not necessarily provide an
adequate market for consumption goods or maintain an
equality between prices and costs. As long as they can
buy more property rights than they had been buying, they
may very well destroy the equilibrium of incomes and
employment in the manufacture of industrial products.

" 2. More obviously the recipients of an income equal to
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the costs of output must, if equilibrium is to last, spend the
whole of that income and not increase their stocks of money.
If they hold or hoard any part of their current income in
money form then evitably they will create a deficiency of
price equal to the whole of such hoarding.

" We shall see that these two considerations lie at the root
of the analysis of industrial disequilibrium and give rise to
two of the essential problems of credit policy.

§3. TrE CoMPLEX RELATION BETWEEN INCOME AND COSTS.

The second proposition which I have to establish is more
intricate than the first. It concemns the situation which
arises when we no longer assume that the successive stages
of manufacture are under a single financial control. If the
various intermediate products necessary to the manufacture
of each finished commodity are made in production units
that are under separate financial control, the transition from
each technical stage to the next involves an exchange against
money. What in these circumstances—the circumstances of
the real world—will be the relation between incomes, costs
and prices? It becomes quite impossible that the Con-
sumers’ Income should ever be equal to the lofal payments
made in production since many of these are payments made
by producers to producers for these intermediate products.
Such payments necessarily pass between producers and
producers and not between producers and consumers. It is
therefore plainly impracticable that the total of producers’
payments to consumers {which constitutes the Consumers’
Income) should be equal te the total of producers’ payments
including the payments for intermediate products. A part
cannot be equal to the whole of which it is a part.

For industrial equilibrium to exist however, it is not

that the Consumers’ Income should be equal to
Total Costs. It is only necessary for the consnming public
to be in a position to buy the whole of the final owlput at a
price which covers cost of production including normal
profit. If the money income accruing to consumers is equal
in each unit period of time to the costs incurred by the manu-
facturers of final consumption goods and finished machines
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in the same period, and if the consumers spend the whole of
this income upon industrial output the price of output will
be equal to the costs of the last stage. The output of that
stage can therefore be sold at a profit during the period in
question. The output of the stage behind will meanwhile be
sold as the raw material of the last stage and at each of the
earlier stages the same type of exchange will take place.
Moreover all these processes take place simultaneously in a
continuing system. The exact meaning of this statement will
be plainer in a moment.

Therefore the second of these four propositions consists in
affirming that: in a complex structure of production the Con-
sumers’ Income can be equal to the Cost of final output. The
probability of monetary disequilibrium is greatly increased
within the more complex commercial system but the possi-
bility is not utterly destroyed. )

The proof that this is so—that the income can be equal
to the costs of the last stage—is derived from the verbal pro-
position that in a continuing system every element in the cost
of the final commodity is being paid out to some consumer
in the present and that therefore the total of these elements
must be equal to the costs of the last stage in the present.
Thus in a continuing system the element in the cost of a shirt
which represents the payment for the labour employed to
raise the coal which smelted the iron that made the loom
which wove the cloth that was manufactured into the shirt,
after having passed successively through the hands of the
retail shopkeeper, the wholesale merchant, the shirt manu-
facturer, the weaver, the loom-maker, the iron-master and
the colliery owner in previous periods of time must now be
accruing to the miner. What is true of this element in the
cost of the shirt is true of any element, and consequently of

" all elements. Thus the consumers as a whole, subject to the -
reservation that all money is spent on industrial output, are
necessarily receiving in the present the total costs of the
finished shirt. And what is true of shirts is equally true of
wheat and razor blades, and cinema tickets, and so it is at
least possible for the incomes of consumers to be equal to the
costs of total final output.
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Asin the previous case the further conclusion that the price
of final output will be equal to its cost of production depends
upon the double proviso that the consumer spends the whole
of his money income and that he spends it directly or in- *
directly, upon industrial products. But in the more complex
case it is also necessary to add the further provision, that
producers must also spend the whole of their gross receipts
in every stage upon some industrial product. They must
either re-invest their gross income in industry or spend it
themselves in consumption. Otherwise equilibrium cannot
possibly be maintained. .

An attempt has been made to represent this verbal argu-~
ment in diagrams. It is by no means an easy task to do, if we
seek to represent anything like the full complexity of the
industrial process. Professor Hayek who made the first
attempt escapes from some of the difficulties by assuming
away the existence of fixed capital. Consequently he is able
to ignore the depreciation allowances that must be made
from any stage of production in the real world. Unfor-
tunately this means avoiding a real problem and does
in my view, lead Professor Hayek into important mis-
takes in his later conclusions.l As this is a matter of general
importance and leads us to a much fuller understanding of
the real significance of this second theorem, I propose to
examine in some detail the diagrammatic representation of
the circulation of money through the industrial system.

Let us take Professor Hayek’s solution first. If we assume
that there is no fixed capital the structure of production
consists exclusively of circulating real capital upon which
the primary factors of land and labour operate in its passage
from stage to stage. In the case of bread, let us imagine it
to be manufactured in three stages with two intermediate
products—flour and wheat. Let us further suppose with
Professor Hayek, that each of the three stages employs an
equal quantity of the primary factors (x00 units) per unit
period of time. A simple diagram then emerges:—

1See Appendix Note 1.
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From the inspection of this diagram a number of important
conclusions stand out:— '

1. The total Consumers’ Income is equal to 300 units per
day derived in increments of 100 units from each stage, while
the Total Costs of Production are equal to 600 units per day—
300 incurred in the mannfacture of bread, 200 in the manu-
facture of flour and 100 in the manufacture of wheat. Con-
sequently the Consumers’ Income is only equal to half of
the Total Costs of Production.

2. Since however the cost of bread is itself only 300 units
per day and the Consumers’ Income ss equal to this, the price
of bread will always be equal to its current cost if the whole
of the income accruing to consumers in each day is spent by
them on bread.

3. It is further plain by inspection that just because we
have assumed there is no fixed capital in any stage two
simplifications follow—first that each stage buys only one
product from a previous stage; and secondly that there is a
last or final stage of production which buys nothing from
any previous stage and merely purchases the services of
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primary factors—in this case the wheat stage. If we allowed
for the existence of ovens in the bread baking stage, of mills
in the flour milling stage and of ploughs in the wheat grow-
ing stage both these simplifications would disappear. The
baker would then not only have to buy flour, but would also

be forced to replace his ovens, and the farmer would not be

able to work with labour alone, he would have to buy an
intermediate product—ploughs.

If we remove this simplification and allow for the existence
of fixed capital it is clear that each stage of production must
buy from at least two sources—from the market for the
primary factors and from the manufacturer of machines;
‘and that most stages must buy from three sources—the
market for primary factors, the market for raw materials,
and the market for replacement machines. It becomes
much more difficult to represent the condition of the indus-
trial circulation but not, in my view impossible. Let us
return to the case of the shirt and trace its manufacture
back through the retail shop, wholesale merchant, manu-
facturer, weaver, spinner, and raw cotton producer, allowing
for the purchase at each stage of the various types of machine
capital which are there necessary. The picture becomes
something like the more complicated diagram in Fig. 4.

From this more complex diagram a number of things
stand out clearly:—

1. There exists what may be called “the direct technical

line of production” running back from each finished com- -

modity through a series of intermediate products with a
common physical substance to some ultimate agricultural or
extractive raw material stage—in this case it runs from the
shirt at retail and wholesale stage, through the manu-
facturer, the weaver, the spinner, the cotton broker and the
cotton farmer to the ultimate cotton plantation. Now this
cotton plant stage is a “last ” stage in the sense that the cycle
of production now turns back upon itself and begins to use
some other physical substance as a base. But it is not a
last stage in the sense that the wheat farmer was a last stage
in the simpler diagram because in this case we take account
of the fact that a farmer buys intermediate products as
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much as any other producer. He buys agricultural machinery
and pays money to a group of machine industries.

2. Consequently it follows that it is not possible to trace
every unit of money directly into the hands of the con-
sumer. There are whirlpools or loop lines in the general
backward flow of money through the industrial system and
it is at least possible that some units of money might cir-
culate for some time between producer and producer with-
out approaching the income of any consumer. In our par-
ticular case a unit of money might pass through the agricul-
tural machinery stage and then back to the wrought metal
stage for some time. It can no longer be said that each unit
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of money must pass straight through the structure of stages
into the hands of a final consumer. At first sight it looks as
though this consideration must invalidate the view that the
receipts of final consumers can ever be equal to the costs of
producing commodities in the last stages of production.
This is not the case, however, as long as we consider a
monetary circulation that has continued indefinitely in the
past. In every exchange between the intermediate stages
in question only a fraction of the money passes round the
whirlpool. The remainder is constantly passed out into
the general circulation which does flow backwards to con-
sumers. Thus when money is spent upon wrought iron by
the producer of agricultural machinery only a fraction of
that money will then be spent upon foundry machinery and
only a fraction of that fraction will be re-spent upon wrought
iron. The amount of money not currently accruing to con-
sumers will grow smaller and smaller until in a sufficiently
long period it becomes negligible. At this point in the con-
tinuous process it becomes possible for the Consumers’
Income to be equal to the costs of final output.?

3. Finally, for future reference it is of interest to notice
one further point about this more realistic picture of mone-
tary circulation.

Apart from the “main line” of industries and inter-
mediate products there is a derived group of extractive,
refining and machine making industries which possess a
very general common character and which may be reasonably
termed the capital good industries. It is in this sense that the
terms “capital good” and “consumption good” industries
will be used in the remainder of the book. Of course the dis-
tinction is one of process and not of commercial structure.
Not only may any one production unit be in touch with a
number of stages at once—the manufacturer of wrought iron

1 Thu obacure difficulty hns dw-ys app:lnred to me as one obsdlml:le to the

b am in-

debted w Mr. H. T. N. Gntskell for this loluuon of the difficulty—which
I am sure is the right one. At the same time xt is curious to notice that ifat -
any it were froma i ¥ situa-
tion with gmenl unemployment this dlﬁculty would become a reality. The
d have to be provided at every stage,

mcludmg that of direct eonsumpnon
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is selling to a great number of stages even in my diagram—
but also it may be manufacturing both capital goods and
consumption goods in the meaning of our terms. An electrical
manufacturer may be—indeed will be—making a dynamo
for a capital good stage and wireless valves for the con-
sumer’s market. These complexities are neither here nor
there. There is a broad sweep of industries in a direct
technical line with the finished product, and a group of metal
and machine industries which contribute one general raw -
- material-—machines—to that line of manufacture and this is
an important distinction.

We are then at liberty to conclude that even if we allow
for the complexity of commercial ownership and the fre-
quency of the exchange between intermediate products and
money there is a fundamental tendency for Consumers’
Income to equal the costs of the last stage of production,

§4. CAPITAL ACCUMULATION.

So far we have considered a complex but a static economy.
We have succeeded in allowing for the existence of a cer-
tain quantity of fixed capital but have not analysed the
circumstances in which the social stock of capital is made to
grow larger. If part of the Consumers’ Income is spent, not
upon consumption goods, but upon new machines of various
types a certain section of the industrial system—the group
of capital good industries already described—will tend to
expand and become specialised to meet this demand. The
long run result of this increase in the production of machines
is obvious—the productive capacity of the community is
enormously increased and the standard of living is raised.
It is not with this aspect of social saving that we are at
present concerned, but rather with the problem of its
influence on financial equilibrium in the industrial circnla-
tion. This is a subject which has received great attention
from economists in recent times. I have dealt with it at
length elsewhere, and do not therefore propose to repeat the
full argument here.? For our present purpose the third

3 ef. My Pun'ha.nng Power nnd dee Depranon Chap. 11, §§ 2 md 3,and
Chap. 111, and P; and the Trade Cycle,
Eoonomxu, 1933,
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essential proposition affirms that the accumulation of real
capital is compalible with monectary equilibrium. . The meaning
of this theorem can be summarised briefly:—

1. The verbal argument of the previous section guarantees
the equality of the Consumers’ Income with the current cost
of final output even if part of that final output consists of an
increment on the stock of capital. The fact that part of the
physical output of the later stages of production consists in
new machines makes no essential difference to the argument
that every element in the cost of machines will, in a con-
tinuing system which includes a continuous rate of invest-
ment, be accruing in the present to some consamer. Conse-
quently it is right to assume that the money income received
by the consumers could be sufficient to buy the full output
of consumption goods and new capital at a profitable level of
prices. -

It is not however sufficient to leave the matter there, since
the production of new capital, as distinct from the production
of consumption goods in a static economy, will not leave the
manufacturing efficiency of the community unchanged. Itis
still necessary to take account of the effect of the manu-
facture and use of these machines upon the output of con-
sumption goods. The net result of the use of the additional
machines is to increase the physical output of consumption
goods. Industrial equilibrium can therefore only be pre-
served if an increasing flow of consumption goods can be
marketed at a profitable price at a time when the quantity of
Consumers’ Income devoted to their purchase is not neces-
sarily increasing at the same rate and may even be stationary.

2. It is now generally accepted that it will be possible to
market the increasing output of consumption goods at' a
profitable level of prices as long as there is in the absence of
monetary inflation, an effective Rate of Interest upon new
savings. As long, that is to say, as there is a demand price
for new capital—there must be a continuous series of oppor-
tunities for investments in productive enterprise that will
reduce costs below prices whatever level of prices comes to
rule in the market. A dynamic equilibriom of this kind is
dependent upon a rate of invention which keeps pace with the
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Rate of Saving and continually opens up new technical
possibilities as the old ones are used up. But given this
condition it is possible for more and more consumption goods
to be sold at a constant total price simply because monetary
costs are being steadily forced down. A Rate of Interest can
only be paid continuously upon new saving as long as costs
are continuously kept below falling prices. The possibility of
maintaining monetary equilibrium in a developing economy
is therefore determined by the existence or absence of a
Rate of Interest upon new capital within the period of time
in question. This important conclusion is, however, only a
preliminary one. It is now necessary to investigate the
sources of monetary change and the processes of real dis-
equilibrium.

The representation in diagrammatic form of this final stage
of preliminary analysis reveals these problems:—

1. The money which is saved by final consumers does not,
for the most part, pass directly to the purchase of final out-
put in the form of machines but passes first through the Stock
Market and Issue Houses on what Mr. Keynes would call the
Financial Circulation. From the Financial Circulation it
emerges in one form or another—if equilibrium is preserved—
for the purchase of part of the product of the capital good
industries. In Fig. 4 the passage of money in this way
through the Financial Circulation is indicated by a series of
broken lines on the right of the diagram.

2. It is further complicated by the fact that the com-
modities which are bought by savings are not directly con-
sumed by those savers—as are the consumption goods which
they purchase. On the contrary, the new machines are
installed somewhere in the structure of production—either
in the industries manufacturing consumption goods or in the
industries manufacturing new machines. The full circulation
of money can however be represented in the following
diagram:—

The Consumers’ Income is divided between expenditure
on Consumption Goods (Mr. Keynes’ E - S) and Saving or
the purchase of securities. The money expended on consump-
tion goods passes back through the structure of consumption
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good industries and makes a contribution to the Consumer’s
Income. The money spent on securities (Mr. Keynes’ S)
passes through the Financial Circulation and emerges—so
we are assuming—in the purchase of machines for the capital
good industries (Mr. Keynes’ I). The capital good industries
make the second major contribution to the Consumers’
-Income while the physical output of machines is invested
partly in the capital good industries themselves and partly in
the consumption good industries.

I Counsumers’ Income

Fig.s.

About this diagram it is necessary to remember:—
1. That it makes use of Professor Hayek's simplified
triangles which are incorrect in two important re-
(¥) each stage of consumption good production buys
machines with its depreciation allowances directly
from the capital good industries.
(#5) there is in reality therefore no final stage of con-
sumption good production.
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As long as we remember these two limitations the use of
the simpler diagrams is permissible.

2. A small point—the value of Investment defined as the
amount spent on new physical capital will always be less
than the value of saving—by the amount of final income
earned in the Financial Circulation. This fact does not,
however, cause disequilibrium since the Consumers’ Income
is maintained at what it should be by the contribution of the
Financial Circulation.



CHAPTER II

THE DYNAMICS OF THE INDUSTRIAL AND
FINANCIAL CIRCULATIONS

I. MONETARY EXPANSION

§1. Credit policy is concerned primarily with the result of
changes in the effective quantity of money. It is therefore
necessary to remove all forms of statical presupposition
from the field of our inquiry and to investigate the nature of
money as a source of change.

The quantity of effective money—that is the quantity of
money multiplied by its transaction velocity (MV)—can
vary either upwards or downwards and our two most impor-
tant inquiries are concerned with the analysis of these
opposite possibilities. The first will be discussed in the
present and the second in the following Chapter.

§2. THE GENERAL EFFECTS OF MONETARY EXPANSION.

Let us imagine that an outflow of new credit from the
banks takes place. In order to generalise the conclusions
most widely we will not specify for the moment either the
stage at which or the legal methods by which the new
money comes into existence. What will be the most general
results of a net increase of credit? There are two types of,
consequence to be considered. In the first place there may
be a purely monetary reaction to the inflation of credit.
The injection may either raise or Jower the demand for still
more money—it may lead to either cumulative or equili-
briating changes. And then in the second place there are the
real in the sense of the non-monetary repercussions. What
will be the effect of new money upon the distribution of real
resources, for example, or upon the real rate of saving?

In anticipation of all that follows it may be stated that the

veffect of an injection of credit will depend upon three general
conditions:—
3
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1. The result will depend in the first and most obvious
case upon the position and duration of the injection itself.
A small injection is likely to have smaller effects than a
larger injection. The result is also likely to depend upon the
- position at which the increased flow of money begins—
whether it represents a direct increase in consumption
expenditure or capital expenditure, for example.

2. The result will also be influenced by the type of price
and distributional change that any given injection brings
about, and this will depend in its turn upon the type and
degree of rigidity in the system of money contracts upon
which the entrepreneur bases his calculationsand thestructure
of production that he chooses to plan. The effect of the
.injection will therefore depend upon the system of legal and
commercial contracts in existence.

3. Finally the result will depend upon the relative speeds
of adjustment of monetary quantities and physical quan-
. tities. In particular, the effect on the real structure of pro-

duction of any injection will be profoundly influenced by the
relation between the average period which it takes for a
factor of production to move to a new position in the
- economic system where its net reward will be greater.- In the
theory of competition it is always assumed that any factor of
production will move to a new position if it can there obtain
a reward greater than the reward it has previously been
receiving after full allowance has been made for both
.monetary and psychological costs of movement. Such a
“doctrine is an unexceptionable basis for our present purpose,
but it obviously makes a radical difference to the analysis of
the effects of an injection of new money whether the period
- of time which it takes the factor to discover the possibility of
movement and actually to move is long or short relatively to
the period of monetary transaction. If the average period
of mobility—as we might call it—is equal to the period of
transaction velocity? then the real structure of production
will tend to become adapted to the commercial position
which rules at the end of the first period of monetary circu-

1 By “transaction velocity” is meant the number of times thre representative
unit of money exc.hlnget against goods or property rights of any kind in the
unit period, and by * * the ber of times it exchanges
against final output.
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lation after the injection. But if the period of mobility is
several times longer than that of transaction velocity real
adjustment will only begin at the end of several transaction-
periods and will tend towards a price situation quite different
from that which ruled at the beginning of the injection.

It would be impossible to take up all these complex’
possibilities at once; the next section will deal with the ques-
tion of the form which the injection takes. For the present
the simple assumption will be made that a net addition to
the effective quantity of money is spent at any point in the
industrial structure, and the broadest and simplest results
that will follow from this will be traced out.

To simplify the problem still further, let us assume in the
first instance that there are no contracts enduring for longer
than the average period of transaction velocity and that the
period of time taken by a unit of the primary means of pro-
duction to move from one employment to another is, on the
average, long inrelation to the period of transaction velocity. *
The first assumption means that the prices of all factors of
- production will adjust themselves in one transaction period

to the value of the marginal product in that period—i.e., that
when the price of coal rises, the price of miners’ labour, the
price of coal-mining machinery and the royalties upon coal
will rise by the same percentage as the price of coal has risen.
Consequently, at the end of the period the factors will receive
the new total price of coal in the same proportion as they
_treceived the old total price of coal. The second assumption
implies that the mobility of real resources is a long period
phenomenon in comparison with the average length of time
that it takes for a unit of money to pass from one hand to
- another. Given these two assumptions, which however must
subsequently be removed, it is possible to give some account
of any process of localised monetary expansion.
Suppose that a certain quantity of new money is spent in
Period I the fifth stage out of ten stages (Stage A in Fig. 7)
-in the structure of production—using for this purpose the
simplified diagrams invented by Professor Hayek.

1 This part of ‘the argument is set forth in mathematical terms by Mr. R. G.
D. Allen in §1V of the Appendix.
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At this stage one-fifth of the gross éxpenditure is used to
purchase primary factors and four-fifths to purchase inter-
mediate products—then at the end of the first period four-
fifths of the new money will by our first assumption be .
spent upon the product of Stage B and one-fifth will accrue
to the owners of final income. The distribution of the new
money will now be as follows:—

+z] }an&mn'

-

Fig. 7. Period 2.
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This same process will repeat itself in Périod 3 at Stage B
(where one-fourth of the new money at that stage will accrue
to consumers) but a new process of expenditure will begin.

" The money which previously entered into Consumers’ Income
will now enter into Consumers’ Outlay and the whole of the
first stage of production will experience a small diffused
increase in money demand. The position will be this:—
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Fig. 8. Period 3.

In Period 4 all these processes will be repeated and yet
another process will be added—nainely, that part of the
money now accruing to the stages from the increased Con-
sumers’ Outlay will be returned by those stages direct to the
Consumers’ Income. The latter will consequently be rein- .
forced from two sources, Fig. g, p. 48.

It is unnecessary to pursue this type of reasoning any
further since three general results of the original injection
and the subsequent circulation of the new money have now
become apparent:— ’

1. The new money is being diffused rapidly throughout
the system. In the first period new money is present in one
stage only. In the second period in two stages, in the third

_period in three stages, and so on.
2. But the diffusion is of a certain kind—the new money
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passes backwards from the point of injection but also directly
to the Consumers’ Income and from there through the whole
structure of production from the beginning. As soon as the
fifth period of circulation is passed the whole of the new
money will have gone into the Consumers’ Income and will
have been spent at the first stage. Moreover certain quan-
tities of the new money that have passed once through
the Consumers’ Income and Outlay will be returned a second
time to the Consumers’ Income from the later stages of pro-
duction. Consequently the Consumers’ Income is reinforced

{ [+2] 1+2]
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Fig. 9. Period 4.

from two sources. Nevertheless the increments of new
money expressed as a proportion of the value of the product
at the stages reached will rapidly diminish after the fifth
period and the new money wiil tend to become diffused
equally through all stages and to raise prices by the same
percentage everywhere.!

3. Despite however the rapidity of the diffusion of the '
new money throughout the system and the consequent

lMx‘RGDAIlenhn bmitted this i loeermnlnth-
I and i tests (explai m§40fr.he“ dix).
these tests it appears that the stream of money received at any stage undu
goes & wave-like oscillation which diminishes rapidly to g
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rapidity with which all stages and all prices will be
influenced, there is an interval in which certain price
differences will be considerable. In the second period for
example the price of the primary factors in Stage A is 2 units
of money above the price of similar factors in all other stages,
while the price of intermediate products in Stage B is 8 units
above the price in other stages. These increases may repre-
sent considerable percentage differences on the previous
prices. As the diffusion continues these differences will be
reduced until in the long run they will become negligible and
disappear, but in the meantime they exist a.nd must be con-
sidered.

It is the existence of these tempora.ry price differences of
more considerable size that makes the second assumption
important. If the average period of mobility of real re-
sources were short in relation to the period of transaction
velocity the effect of the injection upon the real structure of
production would be large and chaotic. Suppose for example
that the average period of mobility is equal to the period
of transaction velocity. Now the period of mobility is the
period of time within which the representative unit of
labour or land can be and will be transferred to another
position in the structure of production in which its money
reward, is greater than in its previous position—allowing for
its cost of transfer. If this period is equal to the period of
transaction velocity then in our Period 2 there will be a rapid
flow of resources to Stage A. But by the time they have
reached this position the whole situation has changed for
now Stage B is the profitable stage for the primary factors.
The previous flow to Stage A will now be reversed and a new
flow to Stage B will begin. But this already is too late since
the profitable stages in Period 4 have become Stages C and Z.
A series of changes and reversals in the direction of movement
‘will thus begin. The resultant confusion and wastage of
resources is obvious.

But suppose the average period of factor mobility is fifty
times as long as the period of transaction velocity. This
means that factors will move to a new position only after a
value difference has been maintained there constantly over
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50 periods of monetary transaction. The real results of
a monetary injection now become entirely different. In
the first place no movement of resources will begin until
Period 50 of our sequence. By this time the diffusion of the
new money will be well advanced and the number of stages
enjoying some increase in money price will have reached or
be approaching the total number of existing stages.* In the
second place only those stages which have enjoyed a con-
tinuous maintenance of high price will be appropriate
Places for the reception of new resources. In these circum-
stances the amount of real adjustment will be immensely
reduced and may amount to very little or nothing. The main
result of the injection will be a series of temporary, small and
isolated series of distributional changes. Certain resources
will receive transitory quasi rents. It is therefore right to
conclude that the volume of real adjustment resulting from
a given injection will depend upon the relation between the
period of mobility and the period of transaction velocity and
will be less the greater the period of mobility is in relation to
the period of transaction velocity. Since in reality the period
of mobility must be many times larger than the period of
monetary transaction it is probable that the changes in the
real structure of production resulting from a single injection
of money will not be very considerable.

To what extent will these conclusions be altered if we
consider not a single injection but a rate of injection of new
money at any point? Let us assume now that instead of one
injection of X0 units an injection of 10 units per transaction
persod is made at Stage A. In the Period 1 the position will
be just as before:—

* In the particular case here supposed, Mr. Allen’s method demonstrated
that after fifty periods the variations in price could not be greater than
.1 of 1% between any two stages.
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In Period 2 however, not only will the new money have
reached Stage B and the Consumers’ Income but the increase
at Stage A will also be maintained:—
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Fig. x1. Period 2.

From this point on the diffesion will be more rapid than in
the previous case and the relative increase of prices will be
maintained, Le. in Period 3 four stages will be affected in-
stead of two, but the rise in price at Stage A will have been
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constantly maintained over three periods instead of dunng
. one such period:—
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Fig. 12. Period 3.
The double reinforcement of the Consumers’ Income will
begin from Period 4 as in the previous case.
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Fig. 13. Period 4
Two important differences are therefore introduced if the
injection continues at a constant rate for some time:—
I. The increase of prices is spread much more rapidly over
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the system. Consequently although the absolute rise of
prices will be much greater than in the first case, the relative
differences between prices ruling at any moment may be
much smaller. To that extent the effect on the structure of
production will be much smaller.

2. On the other hand the first differences in relative prices
to be established will be maintained for a considerable period
of time and although they may be overwhelmed in the loug
run by the general diffusion of money through the system,
some of them will continue to exist for an almost indefinite
period. The relative rise in prices at Stage A for example
—the stage at which the injection occurs—will always be
maintained since the money flowing back from the expendi-
ture of Consumers’ Income will continually raise prices at
that stage by as much as it raises prices elsewhere, while to
that general rise must always be added an additional rise
due to the new money continuously injected. The moment
at which this stage and the stages behind it will be brooght
into line with the rest will not arrive until the current
injection becomes so small in relation to the ever growing
flow of money created in the past that its significance can
be neglected. That moment may not arrive until after a
considerable number of transaction periods.?

It is therefore not easy to say exactly what difference a
steady rate of injection will make to the real structure of
production. The diffusion of price change will be more rapid
but some distortions of the relative price structure will be
maintained long after they would have disappeared if there
had only been one injection. It is still true that the amount of
real adjustment that is attempted during the inflation will
depend on the relation between the period of factor mobility
and the period of transaction velocity and it is probable that
since the two results of continuing the injection offset each:
other, the increase in adjustment will not be as great as might
at first be supposed.?®

In order to complete this preliminary account of the

‘Th:nunlsoldmdsoumeofpncedlﬂerenee—qu Allen points out
in the A Price diffe sugeswdlenstbeuueofthc
time diff in the incid of the
stages will experi the up d before others and prwe
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dynamics of inflation, it is necessary here to remove the
assumption that no contract frictions are present. The
essential condition secured by this assumption was the pre-
servation in the inflationary situation of the proportionate
division of the price of the product between the factors em-
ployed at each stage, and further, as one particular part of
that condition, the maintenance of the same division between
primary factors and the intermediate product coming for-
ward from the previous stage. In removing the assumption
- we allow for the obvious fact that the prices of some factors
are fixed by contract for more than one transaction period
and that consequently a rise in prices will cause a change in
the distribution of the gross value of the production and a
disproportionate rise in the price of some resources. The
commonest types of such contract are the wage, rent and
debenture contracts which fix in the short period the costs
of most products. Such fixities will concentrate the price
change upon the type of money payment known as “profits”
and will lead in an inflationary situation to a rapid dispro-
portionality in the movement of this type of payment. This
is a familiar notion and is the common basis of all existing
accounts of the tendency of inflationary or deflationary
movements to become cumulative.

About this type of disturbance in relative prices during
an inflation two things must be emphasized.

First, the elements of profit is associated with the owner-
ship, either by individuals or by corporate firms, of the fixed
capital in the production unit. The individual entrepreneur
or the members of a partnership, or the sharebolders of a
limited liability company are all characterised by the legal
ownership of the fixed capital and goodwill of the plants
they control. A general inflation which takes place within
an industrial structure, containing a great number of such
contracts is bound to force up the income earned by these
factors.
differences will therefore appear. But d\q!nll be overwhelmed by the size
Of:h'le'hemofu-amfmcemu ofmunebemeasﬂyovammebyl
large price movement than by a small. This will tend to make the volume
of adjustment greater. ]
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Secondly, this type of payment is a form of Final Income
and as such it will cause a rapid change in the existing
distribution of the price of the product between Consumers’
Income payments and payments for intermediate products
in favour of the former. If, for example, we make the extreme
assumption that in Stage A all payments except profit pay-
ments are fixed by contract then the whole of the new money
will enter into profits and revert at once (whatever stage
Stage A may be) to the Consumers’ Income:—

]

ren

1
———t

e

Fig. 15. Period 2.
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The new money will, if it is not hoarded, now be spent
at the first stage of production, and the net result of the
whole process will be the same as if the Consumers’ Income
had been directly subsidised by.the whole original increment

" of money:— :

re
-J

10 T,

Fig. 16. Period 3.

It is therefore certain that the greater the extent of con-
tract friction the more rapidly will the Consumers’ Income
be raised during an inflation independently of the position
at which the money is being injected.2

This completes a preliminary investigation of the conse-
quences of monetary injection. The results of such a simpli-
fied account are of course very tenuous and wholly pro-
visional. An attempt to give them more weight and detail
will follow in the remainder of the book. The provisional
conclusions—for what they are worth—are as follows:—

1. That an injection of money at any point in the
system will tend to diffuse itself over the whole of that
system. )

2. In the absence of contract frictions the diffusion will
slowly approach a new general equilibrium in which the

1 Of course the new income may be saved, but it has first entered wholly
into final income.
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receipts at all stages are increased by the'same percentage.

3. That the extent to which the real structure of pro-
duction undergoes any change or adjustment towards the
price differences that are temporarily set up will depend
upon the relation between the average period of factor
mobility and the period of transaction velocity.

4. That the Consumers’ Income is always raised and the
presence of contract frictions greatly increases the rate
at which the Consumers’ Income grows.

Slight and obvious as these conclusions may be, they will
be of some service in throwing light on the central problems
of policy.

§3. Expansion BY CONSUMERS’ CREDITS.

Throughout the last section the problem of the fype of
snjection by which the inflation had been caused was alto-
gether neglected. The assumed injection was allowed to
occur at any stage and was of no specific legal or economic
character. In the real world however, injections will be of a
certain-determinate legal type. The only important kind of +
injection that can take place under the guidance of normal or
“orthodox” banking policy is an injection by way of
“producers’ credits”. Such credits are granted by banks to
producers for the purposes of improving their trading position
and are made in exchange for a contract to repay the capital
and a Rate of Interest upon the capital during the period of
the loan. « Extensions of credit are so commonly of this type
that it is often assumed that they constitute the sole type of
monetary change, but there is in fact a second type with
precisely opposite characteristics. Injections could take
place, and often have taken place in time of war, by giving
new money straight into the hands of consumers. If a
Government prints new notes and pays its employees with
them, new money is injected into the system through the
receivers of final income. In this case no contract of repay-
ment is made and no Rate of Interest is charged. Such
injections may be called *“consumers’ credits”. In terms of
Professor Hayek’s diagrams these credits represent an
injection of credit at the last stage of production.
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Since, as we have already seen, any injection of credit
whatever will be followed at once by a larger or smaller rise
in the total Consumers’ Income it will be of interest to inquire
into the probable effects of 2 sustained inflow of Consumers’
Credits. ’ o

In the past, controversy in this matter has centred around
the nature of the influence which the increased demand for
consumption goods will exert upon the demand for capital.
That is essentially a false emphasis. There is no reason for
believing that there will be any tendency for the rate of
voluntary saving to be reduced if the Consumers’ money
Income is raised. On the contrary it is likely to be raised and
we propose to return to this point in another chapter.? But
as the controversy has arisen over the result of stimulating
the demand for consumption goods alone we can best take
up the analysis from that point.

There are two views which are held upon the matter. One
opinion asserts that an increase in the demand for con-
sumption goods is likely to reduce the demand for new
capital, while the other believes that it is likely to increase it.
Professor Hayek is the great exponent of the first view. He
holds that the fundamental condition of scarcity imposes
upon us the conclusion that any two mutually exclusive and
all-embracing groups of industries must be competitive in
any period. There is, at every moment, a fixed and limited
quantity of primary and mobile factors of production and no
industry can grow in size without drawing an increased
supply of these resources from some other industry which
will consequently be forced to contract in size. The expan-
sion of the consumption good industries as a whole must
therefore take place at the expense of the only other type of
employment in the system—the capital good industries.
Thus if there is any expansion in the relative demand for
consumption goods—due either to a reduction in the
voluntary Rate of Saving with a constant money income or
to an expansion of money income restricted to the purchase
of consumption goods—there must be a crisis and recession

% See Chapter IV, §s.
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in the capital good industries in the sense that mobile
resources will tend to move away.from them.!

It is obviously not only possible but essential to agree
with certain propositions in this general position.

1. It is not open to dispute that it would be impossible to
increase the Real Rate of Saving measured as a fraction of
the resources employed in manufacturing new capital with-
out reducing the fraction used in the manufacture of con-
sumption goods in any period, however short. That is an
arithmetical truism. And naturally the opposite is also true.
It would not be possible to increase the real output of
consumption goods if there was full employment without
reducing the Rate of Saving so defined even in the period of
an earthly day.

2. Moreover, it is equally true, though not so obvious,
that if there is a fixity in the total funds available within the
industrial system—i.e., if MV is constant—no money can be
diverted to the purchase of consumption goods without
causing a crisis in the capital good industries. This is a vital
point. If the effective quantity of money is constant for the
system as a whole then plainly any increase whatever in the
expenditure on consumption goods is bound to be accom-
panied by an exactly equal reduction in the expenditure on
new capital and a contraction in the market for the output of
the capital good industries below that to which their capacity
had been adjusted in the previous equilibrium. Increased
expenditure on consumption and the appearance of losses
and unemployment in the capital good industries are in-
stantaneously related—or rather related in one transaction
period.

When stated in this form—and it is an unexceptionable
form—such an approach makes it very plausible to conclude,
as Professor Hayek concludes, that any increase in consump-
tion expenditure will necessarily reduce not only the relative
but also the absolute output of new capital and the employ-
ment offered by the capital good industries. Yet such a
conclusion is contrary to all sense of reality. It is almost

! For a very lucid sccount of this type of ing see M. A. Ab: ’
Money, Chapters I-III.




60 " THE PROBLEM OF CREDIT POLICY

absurd to imagine that an increase in the general market for
consumption goods at certain times—for example during a
period of depression—would do anything other than occasion
an immense recovery in confidence, a growth in the volume
of investment and a consequent increase in the manufacture
of new real capital. Nevertheless, Professor Hayek must and
does deny this.

! What are the propositions from which such unreal con-
clusions spring? There are two assumptions which are
essential to Professor Hayek’s view—first that the effective
quantity of money (MV) is constant and secondly that there
is no unemployment. It is the first—the assumption of a
constant volume of circulation—which lends unreality to the
whole analysis since it is precisely when MV is not constant
that the relation between the demand for consumption goods
and the output of new capital becomes important.

Let us then take the case in which the increase in the
monetary demand for consumption goods is either caused or
accompanied by an increase in the total funds within the
industrial system. It still remains true that as long as the
expenditure of this inflationary increase in money is con-
centrated largely or exclusively upon consumption goods
there is a relative fall in the expenditure on capital, but it is
perfectly untrue that this relative fall is necessarily accom-
panied, as it was in the previous case, by an absolute decline
in money demand in any part of the system. The increased
funds devoted to the purchase of consumption goods need
not now be drawn from any other source as there is an
autonomous net increase in the total supply of money.

What now will happen to () the absolute monetary
demand for capital, (b) the relative monetary demand for
capital, (c) the physical output of capital? To answer these
questions let us revert to the type of industrial structure
portrayed in Fig. 5 in which there s a set of stages associated
with the manufacture of consumption goods and a parallel
set of stages engaged in the production of new capital. It
will be remembered that such a diagram is a considerable
simplification of conditions in the real world, but it will serve
to throw light upon the relation between the two types of
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total monetary demand. It is impossible in such a framework
to solve these saihe problems.

(@) THE ABSOLUTE MONEY DEMAND FOR CAPITAL.

Let us then assume a general industrial system in which
there are 5 stages concerned-with the direct manufacture of
consumption and 3n stages with the manufacture of new
capital. What will be the normal relation between these two
industrial groups?

s|-
4

3| Consumption

2| Goods

1

[ Consumers Outlay - ]

Fig. 17.

The separate stages of consumption good manufacture
will purchase finished machines directly from the last stage of

pital good «facture for three general purposes, financing
their purchases either out of their accumulated depreciation
fund or out of their undistributed profits, or from the pro-
ceeds of new borrowing from the public. The three purposes
for which they will purchase new machines are:—

1. For the replacement of existing capital as it wears out.
These purchases may either represent the replacement of
exactly the same capital in the different industrial concerns
working in each stage of production, or they may involve the
purchase of new types of machines made necessary by a
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change in tastes unaccompanied by an increase in the general
capitalisation of industry. Firms manufactunng the com-
modities for which the demand is increasing will purchase
more capital and capital which is new to them, while firms
manufacturing the commodities for which the demand is
declining will purchase less capital, but the total purchase of
capital from the stage for replacement will be constant and
will remain constant for all stages as long as there is no
consumption of capital and no change in durability through
capital saving inventions.1

2. For the extension of the production of ption goods
without any change in the technique of production. If
capital accumulation is taking place mew capital will be
demanded by the consumption good industries in order to
expand the production of commodities which in each his-
torical period are luxuries. A number of these commodities
will doubtless require a higher capitalisation per unit value of
finished goods and their increased manufacture will raise the
average period of production, but certain luxury com-
modities—such as personal service for example—will not
entail any such lengthening. In our own time, for example,
there is a great increase in the demand for motor cars,
musical instruments and electrical equipment of all kinds
which probably require a higher capitalisation than those
consumption goods regarded as necessities—but there is

* One point should be clearly understood. Changes in taste and changes in
location cannot, apart from a change in capital per head, occasion any
increase in the demand for capital. It is no doubt true and eonfunmg on first
. inspection to observe that much of the current output of capital in any

community arises not from 8 direct and ob of the
of production but merely from the f of b diti The
main demand for new mplul lmne d:e War in this country, for enmple
has arisen from “new
modern houses and so forth, ln part no doubt thu is itself & dnguued
increase in enpnal per held from the of
which of capital, but nevertheless a residue
remains whlc.h is lolely attributable to changes of taste. We now build
acetose machinery for artificial silk instead of weaving machinery for cotton
fabrics. Yet it is nevertheleas the case that this is really s dmmd for capital
of the first and not the third type. It is a ph of dep
replacements and not of capital i Instead of replacing capital
in the cotton industries the mpml good industries make new forma of
capital to equip the cial ailk i and the fi
oftheoystemtol.h h d prefe of the ing public is made at
or depreciation stage.

¥ P
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also an increased demand for house room and personal
service which require no such increased capitalisation. The
manufacture of luxuries, whether it raises the average
period of production or not, makes up an important type of
demand for capital made by the consumption good industries
during a period of sustained capital expansion.

3. For introducing more capitalistic methods of production—
either into the manufacture of new commodities or of old
staple commodities. Here the governing consideration is
the relationship between the new level of costs that is
expected to rule after the new technique of production has
been instituted and the level of prices that will then obtain.
It is this type of investment and this Rate of Profits which is
emphasized by many economists in the theory of equilibrium.
As we have seen, investment will be carried, according to
that theory, to the point at which the Rate of Profits is
equal to the Market Rate of Interest. But also, as we have
seen, the building of new capital and the institution of a new
technique is a very uncertain process and the calculations
upon which action must be based contain a very considerable
degree of risk.

Now, an expansion in the lotal Monetary Demand at the
first (Stage x on the left-hand side of Fig. 18) stage of con-
sumption good production will set in motion two trains of
action and reaction:—

(s) It will create an increase in the level of net money
profits earned at this stage in so far as money costs are
“sticky” at this stage. Net profits will rise at a rate deter-
mined by the extent to which the rate of rise of costs is less
than the rate of rise of prices.

() It will exert an influence upon the total money
demand for Capital made by this stage according to the

- influence that it exerts upon the three types of such demand.
The nature of that influence will be as follows:—

In so far as the firms situated in the first stage were in
full equilibrium with one another the expansion in the
demand for the output of the stage as 2 whole is not likely
greatly to increase the replacement demand for capital.
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All firms’will be covering their depreciation allowances
and there will be no reason within the firms for raising their
depreciation expenditure. But in so far as some firms and
some industries were out of equilibrium and were making
losses, an increase in the total demand is likely to occasion
a sharp increase in the depreciation demand. If firms and
industries in the stage are out of equilibrium while the
stage is in equilibrium with other stages, some firms and
industries will be making profits and expanding, and other
firms and industries will fail to cover depreciation costs.
In so far as the increase in total demand relieves the
position of the depressed firms, one of the first appropria-
tions these will make out of their increased gross receipts
will be for the renewal of capital. Consequently it is safe
to conclude that the expansion in the demand for con-
sumption goods at the first stage will éncrease the demand
for capital in respect of depreciation at that stage, or leave
it unchanged.

The effect of a rising money demand for consumption
goods upon the demand for capital for extending the pro-
duction of consumption goods is unequivocal. It will
plainly raise it. The increase in money expenditure will be
relatively intense in the contemporary luxury good indus-
tries and the absolute demand for capital in these indus-
tries will undergo a sharp expansion.

Finally the increased expenditure will raise the Rate
of Profits in this stage and must therefore increase the
difference between the present level and the anticipated
level of costs after an installation of capital which changes
the technique of production. This increase in the Rate of
Profits may be considerable and will increase the margin
of error that can be allowed in the marginal productivity
calculation of risk upon which investment is based. It
will therefore force up the absolute money demand for
new capital arising from this stage on the third count.?

1 It dould also be shown as 8 simple deduction from the modern theory of
costs that all firms will increase the scale of their operations if they had been
in equilibrium before the rise of prices. Mngxe revenue which was equal
to marginal costs before prices rose will now and therefore above
marginal costs. General expansion will t.hereiore begm.
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The monetary demand for new capital at any Rate of
nterest arising from the first stage of production will con-
equently increase in at least two and probably three of
he forms in which such demand appears, and if the Market
Rate of Interest is held in such a position as to make an in-
lation by way of Producers’ Credits possible—which by
typothesis it is—there will be an increase in the absolute
lemand for finished machines. That is—the absolute de-
nand for Consumption Goods and Capital Goods in their
espective first or early stages of production will tend to
nove together (Le. at Stage I on the right-hand side of Fig.
t8). But what of the later stages?

The fate of the second stage (and succeeding stages) in the
sroduction of consumption goods during this process of ~
nflation depends upon the way in which the increase in the
jross income of the first stage is subsequently spent. In so
far as competition exists a larger fraction of the new money
will be paid out in increased costs of production. In so far
1s competition is restricted the new money will raise profits.
But the real distinction lies between the money spent in the
second period of time npon intermediate products—the
output of the second stage of production—and the expendi-
ture upon primary factors in the first stage—money which
accrues directly to consumers.

Certain sums of money must pass back from the first
stage to the second stage in purchase of intermediate pro-
ducts necessary in the first stage and the increase in such
sums, consequent upon the rise in the gross demand for the
products of the first stage, will exert in the second stage
precisely the same influences as the original increase in gross
demand exerted at the first stage. These we have already
examined. The size of the sum in question will depend in the
first instance upon the proportionate expenditure on inter-
mediate products in the first stage and in the second place
upon the degree of competition ruling between producers
sitnated in the first stage. The greater each of these factors,
the greater the sum which will accrue to the gross income of
the second stage of consumption good production in the
second period of time, and the greater the consequent

5
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increase in the absolute demand for capital at that
stage.l |

The remainder of the increase of gross income received
in the first stage will pass into the income of final consumers
either in the form of increased entrepreneurs’ profits or
through an increase in the prices of the primary factors
employed in that stage. The original inflation of Consumers’
Income induces a secondary increase in itself. The further
process of development depends upon whether the secondary
‘increase is spent or saved:—

If it is saved the new money goes to supply the increased
demand for capital and makes the divergence between the
Natural and the Market Rate of Interest less than it would
have been and thus the cumulative inflation less intense.
Otherwise it exerts no different influence from any other
kind of increase in the Rate of Saving and merely finances
part of the current increase in the total demand for capital.
If, on the other hand, the new money is spent it still further
raises the gross expenditure on Consumption goods and
begins the whole process that we are analysing over again
from the beginning.

When all these lines of reasoning are gathered together it
is seen that the expansion of the total monetary demand for
Consumption Goods exerts two general influences:—

First it increases the absolute money d d for new
capital at a rate determined by (¢) the previous expenditure
on capital replacement account, (i) the relative increase
in the demand for consumption goods requiring high
capitalisation, and (#) by the extent of risk involved
in making the most profitable technical changes. In
general it is bound to raise it above what it was.

Secondly it raises the profits of the earlier stages of both
capital and consumption good production relatively to the
later stages of each type of enterprise, since prices rise first
in the earlier stages. The distortion of relative profits

1 This is not quite accurate. If competition is perfect in the first stage the
new money will be divided in the same proportions as before obtained
between primary factors and the intermediate producta of the next stage.
In so far as monopoly exists the new money is deflected into the profits of the

first stage.
X<
Gs
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occurs at a rate and to an extent determined by the
“stickiness” of costs in the early stages and by the pro-
portionate division in them between the expenditure on
intermediate products and the primary factors of produc-
tion. The greater each of these elements is the greater
the -inevitable distortion of the equilibrium of relative
profits.

‘Whatever the complexities of the particular movements of
money one simple conclusion stands out with certainty and
that is that the absolut tary d d for pti
goods and the absolute money d d for capital musi move
together.

(8). THE RELATIVE MONETARY DEMAND FOR CAPITAL.

We are, as yet, very little nearer the real production of
capital, and we must now consider the course of the relative
money demands for capital and consumption goods as
the absolute money demand for consumption goods rises.
Arithmetically speaking, the course of the relative Monetary
Demand for new capital will depend upon the relation
between the rates at which the direct demand for consump-
tion goods expands on the one hand, and the rate at which
the induced demand for consumption goods expands on the
other, once the inflation is under way. If the induced growth
in the rate of new investment is greater, expressed as a per-
centage of the rate of investmerit, at the moment the process
begins, then the rate of growth in the monetary demand for
consumption goods will be followed immediately by a relative
expansion in the demand for capital, despite the fact that
the original impulse lay in an expansion in the monetary
for consumption goods. Thus if an expansion in the demand
for consumption goods of 5 per cent per unit period of time
causes a disproportionate increase in the demand for money
to invest at the current market Rate of Interest—say to 10
per cent per unit period of time—and this demand for money
is satisfied by the banks, there is bound to be a relative in-
crease in the demand for capital.

Now it is certain, as we have seen, that this process of
income inflation and the induced increase of investment must
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distort the existing profit relations between stages. What
repercussions will this distortion of the profit structure’
occasion? It is necessary to allow for two tendencies:—

" 1. In so far as competition is present in the markets for
intermediate products bought by each stage of production
the price of intermediate products will rise as gross expendi-
ture in the previous stage increases. The increased cost of the
intermediate products bought by each stage will reduce the
profits in that stage and communicate the impulse to the
next stage, with the net result that the relative distortion of
the profit structure will decline. This conclusion follows
directly from the general analysis of inflation contained in
the previous section.

2. That in so far as the distortion of profits in favour of
earlier stages is in fact maintained a slow induced movement
of real resources to the earlier stages will begin. This is
the movement upon which Professor Hayek concentrates
attention in his analysis of inflation. But, in my view, he
mistakes both the scale and the nature of the real adjust-
ment. In the first place if the period of mobility is longer
than the period of transaction velocity such 2 movement will
always begin at a very late date in the history of an inflation
and will go on slowly at all times during it. It will conse~
quently be small in volume. Moreover the movement of
resources will be self-equilibrating. As mobile resources move
into the earlier stages the backward flow of money will
rapidly raise the prices of such resources in the earlier stages
and so offset the maintenance of a higher Rate of Profits
by a continuing Rate of Inflation in the later stages of both
capital good and consumption good production. Such a
rise in the price of mobile resources in the earlier stages will
‘plainly restore the equilibrium of relative prices for mobile
resources in all stages and unless the techniques of production
in the earlier stages are quite rigid it will not occasion a
general collapse in them.

Finally the movement from the early to the late real stages of
production is not a readjustment bet pital good pro-
duction and ption good industries at all but between

/s

the early and late stages of both types of manufacture.
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As long as the injection of Consumers’ Credits is continued
it will be necessary to make a slow and small readjustment
of the mobile resources between the real stages of produc-
tion—so as to occasion a small reduction in the volume of
resources in the raw material stages common to capital good
and consumption good industries and a corresponding in-
crease of resources in the later stages. There will be rather
fewer workers producing wheat and coal and rather more
engaged in baking and in producing electrical equipment.
This is a change no more serious than would be occasioned
by a small change in the relative supply of raw materials due
to exhaustion or technical change.?

(c). THE REAL OUTPUT OF CAPITAL.

We are at last in a position to inquire what will be the
effect of an increase in the demand for consumption goods
upon the physical output of capital. So far we have con-
cerned ourselves wholly with the question of absolute and
relative monetary demands. Our conclusion under this head
is that an increase in the demand for consumption goods will
always increase the absolute demand for capital and some-
times even the relative demand. But what will happen to the
physical output of capital? The answer to this question
plainly depends upon the employment position. There are
two possibilities:—

1. If there is full employment then obvmusly the course of
physical production will follow the guidance of relative
expenditures and relative profits in the way made familiar
by the analysis of competitive equilibrium. Mobile resources
of all kinds, land, labour and capital, will gravitate slowly
towards the production of whatever group of industries is
offering the highest level of monetary rewards. If the Rate -
of Profits made in the consumption good industries is greater
than that offered by the capital good industries there will
be a reduction of employment offered by the latter, and in
the reverse case there will be a slow expansion in their
physical capacity. Now, as we bave seen, it is quite conceiv-
able that the induced absolute demand for capital will rise

1For & continuation of the analysis beyond this point sce Chapter IV, §s.
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at a greater rate than the original increase in the demand
for consumption goods, and in such a case, providing the
degree of contract friction be the same in both groups of
industry, the relative level of profits and therefore the physical
output of capital will rise as a result of an increase in the Con-
sumers’ Income. .

2. But if there is general unemployment or even more, if
there is a concentration of unemployment in the capital
good industries the position is even less uncertain. Unem-
ployment in any industry or group of industries means that
- the money demand price for labour or other resources is
below the money wage demanded by the group of workers
or other factors attached to that industry or group of
industries. Any increase in the absolufe money demand
for any product of those industries, whether or not
it represents a relative increase will be unequivocally asso-
ciated with a diminution in the volume of unemployment
and an increase in physical output of capital. Thus if there
is general unemployment, any increase in the direct demand
for consumption goods, associated as it must be with a rise
in the absolute demand for new capital, is bound to result
in an increase in the physical production of capital and an
increase in employment offered by the capital good indus-
tries. This is a radically important conclusion upon which
the whole further analysis of monetary policy depends.

Before, however, we turn to the question of policy—there
is a second major problem raised by the injection of money.
So far we have been concerned wholly with the influence of
an increase in the demand for consumption goods—injec-
tions of consumers’ credits: it is now necessary to examine
the second type of injection—that of producers’ credits—
and the influences these are capable of exerting upon the

monetary position.
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§4. EXPANSION BY PRODUCERS’ CREDITS.1

In normal times banking authorities make the vast
majority of their advances to customers who are producers.
It is true that a certain quantity of overdrafts are made on -
private account and are used by the borrowers for consump-
tion expenditure, but the total of these loans is too small a
fraction of the whole to constitute a serious infringement of
the general principle that the banks lend for production
purposes. Fluctuations in the value of effective money are
therefore predominantly fluctuations in the volume of pro-
ducers’ credits made available by the banks.

To investigate the results of npward fluctuations in this
type of monetary supply it is useful to recall one of the
propositions of the previous Chapter which showed that in
an advanced capitalist system the expenditure on consump-
tion goods is only a small fraction of the total expenditure
in all stages. Now an injection of Producers’ Credits, like
any other injection, may either take the form of a single
and isolated increment in the quantity of money—or it may
take the form of a steady rate of credit creation extending .
over a long period. In the case of Consumers’ Credits we
considered only the second of these possibilities, but in the
present case we will examine both.

A. In the case of the isolated increase of credit, let us
suppose that before the injection took place the expenditure
on consumption goods was one quarter of total costs—that
the relative expenditure on finished consumption goods was
100: 300—and let us further assume that the injection is
equal to 100 units of new money.

In the first period a rapid expansion in the demand for
new capital must take place. These new credits are credits to
producers and the producers who have borrowed them are
under contract to repay the capital sum in a relatively short
period of time and they are also under contract to pay a Rate
of Interest. For these reasons they are compelled to spend

! The argument of this section must be qualified by the considerations
raised by Mr. R. F. Harrod on this subject in his contributions to Economica
in 1934. I have, however, delayed my ideration of these until
Chapter IV § 5-6. The rationale of the argument of the Section lies in the
implicit essumption that the prices of the primary factors are stable.
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the new money on some kind of technical improvement in
their property. Such improvements need not necessarily take
the form of fixed capital but they cannot, except to a very
limited extent, consist of consumption goods. We are thus
safe in assuming that the whole of the new money must be
spent on intermediate products or primary factors capable
of increasing the scale of production during the period in
which they are first issued. That is to say the expenditure on
intermediate products will rise from 300 to 400 and the pro-
portional expenditure on output of the consumption good
industries will fall from 100: 300 to 100: 400, and there will
be a relative and an absolute rise in the demand for the
products of the basic industries. Mobile resources will move
slowly towards them. This is the first and simple result of
inflation by producers’ credits.

But in the next (the second) period of monetary circu-
lation the position becomes wholly different, not because
there is any change in the fundamental preferences of the
economic community, nor even because there has been
forced saving—for it is at least conceivable that the whole
increase of money in the first period should have been
exhausted in causing the price of capital goods to rise without
any reduction in the physical output of consumption goods—
but simply because there is now a complete change in the
institutional position and commercial nature of the new .
monetary funds. They have ceased to appear as the capital
liabilities of the producers who borrowed them and they .
have entered instead into the gross income and net return of
a certain group of producers—the producers of the inter-
mediate products upon which the money was spent in the
first period. No one is any longer constrained to spend the
whole of his increased monetary receipts upon intermediate
products or primary factors. Everything that subsequently
happens will depend upon how this group of individual
producers does in fact decide to spend the increase in their
gross income. ) :

Professor Hayek makes a particular assumption at this
point. He argues that the total funds now available will
necessarily be spent in the same proportions between inter-
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mediate products and consumption goods as they were in the
period before the inflation began. There was, according to -
Professor Hayek, a certain fundamental preference between
the present and the future exhibited by the community as a
whole which determined this proportion in the first instance
and this proportion was disturbed by the injection of credits.
Unless however there is reason to suppose that this original
and fundamental preference itself has changed in the mean-
time it is only natural to assume that as soon as the com-
munity has obtained the control of the whole available supply
of money it will immediately restore the proportional expen-
diture consistent with its true will. In this case it would
restore the proportion of I: 3 so that the proportional
expenditures would become 125 : 375. )

There is an & priors validity in Professor Hayek’s analysis
at this point because he assumes that the situation is such as
to make one preference in respect of gross income rule
however the money is distributed between persons and be-
tween classes. But in the real world the position will be
more complex and there are at least three separate complica-
ting factors:—

1. It is at any rate conceivable that in the short period
the owners of income will be guided in their choice between
consumption expenditure and saving by the size, not of
their real, but of their money incomes. If this is the case
there is no necessity for the original proportions to be
restored.

2. Of even greater theoretical importance is the fact that
in the presence of contract frictions the injection of money is
bound to change the distributions of income between persons,
between classes, and between income groups. This is quite
fatal to the view that the average preferences of the com-
munity must remain unchanged. It would only be by virtue
of a most unlikely accident that this would happen. If for
example wage rates are relatively stationary during the
inflation there will be a disproportionate expansion of profit
incomes and a redistribution of the social money income not
only between Mr. Jones and Mr. Smith, but also between
small incomes and large. It is scarcely conceivable in view of
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the second type of redistribution that the preference between
the present and the future should remain unchanged.

3. Finally, it must be remembered that in a fully dynamic
situation in which the credit injection is imposed not upon a
-static economy but upon an economy which is accumulating
capital, there is no such thing as a single preference between
the present and the future. That preference, like all other
preferences, is a function of the size of the real income from
which the saving is made and in the interval between the two
periods after the original injection the ruling preference may
be altered. :

Professor Hayek, in the context of Prices and Production,
assumes all these sources of change away, but they remain
obstinately present in any consideration of the real possi-
bilities. Their presence makes it unreasonable to assume that
the proportional expenditures set up in the second period
will be the same as those existing before the inflationary
process began. There are therefore three possible develop-
ments to be examined:—

(s) It is conceivable that the whole of the new money will
be saved and tnvested. This would happen, for example, if the
costs of the capital good entrepreneurs were quite rigid so that
the whole of the money spent in the first period passed into-
their own net incomes as profits, and if their preferences
between the present and the future were such that they saved
the whole of the increase in their money incomes. In this case
the expenditure on consumption goods would not rise at all,
the proportional expenditures between consumption goods-
and intermediate products would remain at the level of
I : 4 (x00 : 400) which they had reached in the period of
actual injection. The subsequent movements of wages and
rents would canse an adjustment to the new and higher rate
of capital accumulation over a period of time.* The only
result of the inflation would thus have been to induce an
upward movement in the rate of voluntary saving.

(#7) On the other hand it is again concesvable that the
whole of the new supply of money would be spent. This would

1 As wages rose of course the proportional expenditure would once more
tead to change.
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be possible if the capital good entrepreneurs received the
whole of the increased funds and spent them or if the funds
were generally distributed in the system but still entirely to
people who increased their consumption expenditure to an
exactly equal extent. The result. would be an enormous
proportional—indeed a catastrophic—increase in the expen-
diture on consumption goods. It would mean that the
proportional expenditure would rise from 100: 400 to
200: 300 and that the expenditure on consumption goods
would increase from 100 to 200 or 100 per cent in a single
circulation period!

{s¢¢) The enormous probability rests with a development
intermediate between these two extremes. It is virtually
certain that after the new money has passed into the hands
of the capital production entrepreneurs some of it will be
spent and some of it will be saved. If x units are spent on
consumption goods then the result will be that 100+4-x will be
spent on consumption and 400—x will be spent on inter-
mediate products. The history of the inflation in terms of
relative expenditures, can be represented thus:—

Before the inflation (t,) 106  : 300
During the injection (t,) 100 = @ 400
After the injection (t,) I00+X : 400—X

The result of this analysis of probabilities is to make it
certain that in the period of time after the injection has taken
place there will be a change in the proportional expenditure
between consumption goods and capital goods. The change
can be expressed in either of two ways, both of them repre-
senting identically the same process.

In the first place it is obvious that the change in proportion
involves a reduction in the relative demand for, or expen-
diture on, intermediate profits in general and capital goods in
particular. The high proportionate demand for intermediate
products set up in the first period of 400 : 100 is reduced in
the second to 400—x : 100+x.

In the second place it is equally obvious that there is a rise
in the absolute monetary demand for consumption goods
equal to x units.
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Now it is from a differing emphasis on these two aspects of
one fact that the further differences of interpretation spring.
Professor Hayek emphasizes the first aspect. There is, he
says, in this situation a reduction in the relative demand for
‘capital goods, and this must induce a crisis within the capital -
good industries through an outflow of mobile resources to the
consumption good industries. The final result will be a crisis
in confidence and a general recession. I have argued elsewhere
that this view appears to me to assume an impossible degree
of sensitiveness to relative profits in the real industrial
structure and to arise from a confusion over the processes
which can rightly be attributed to various periods of time
relevant to economic development,® but in any case thereisa
more radical difference of interpretation. For it will be
obvious from what has gone before that the real
emphasis lies almost exclusively in the second aspect of
the central fact. There is an expansion in the demand for
consumption goods which I have already argued will
occasion, in the presence of contract frictions, a sharp upward
movement in the Rate of Profits and a consequent increase
in the absolute demand for new capital throughout the
structure of production. In the end a general inflationary
situation will develop.

There, for the moment, we must leave the matter. The
central thing emerging from the analysis consists in the very
simple idea that an injection of producers’ credsts will occasion

under the conditions here d a subsequent and perhaps
disproportionate increase in the demand jor consumﬂum goods
afier a brief period of exclusively capital

B. The central conclusion i i not ossentlally dlﬁerent if we
assume a rafe of credit injection extending through several
circulation periods instead of a single injection occurring in
one such period. It is necessary in this case to take account
of the course of all the separate injections as they pass from
hand to hand in subsequent periods, but their general
influence remains the same.

Let us assume that the original proportional expenditure
was I : X0 in consumption goods and capital goods and that
% See Purchasing and Trade Depression, Chapter 1V §s and this Chapter, §3.
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the rate of injection is 100 units per wmit period of time.
Then the expenditares on consumption goods and inter-
mediate products will follow this course:—

Expenditure on Expenditure on

consumplion Iniermediate
goods. products.

Period before
injection begins tq 100 1,000
Periods after  t, xoo 1,000-+4100 M

ty 1004x 1,000 4100 4-(100—Xx,)

ty 100+x41Y; 1,ooo+xoo+(loo—x,)(,)

. +(x00—y,)

() Where x, =the sum spent on consumption goods out of
the 100 units injected in t;.

(%) Where X, is the sum spent on consumption goods of the
100 injected in t, and y, is the sum spent on oonsumptxon
goods out of the 100 injected in t,.

From this arithmetical constraction it clearly follows:—

() That the larger the x’s and y's:—

Xy XgXg~-~~Xn

Y1Y2Y3s---=Y¥n

the quicker will be the reaction of the relative expenditur&s.
since it will take the total of these elements less periods in
which to attain to an equality and then surpass the steady
rate of injection of 100 units per unit period of time.

(#5) That as long as the x’s and y’s have any positive value
whatevertherewﬂlbeanmmsemtheexpendxtureon
consumption goods from t, onwards—the result in whxch I
am more particularly interested.

§5. TBE SOURCES OF INFLATION.

Finally, it may be of interest in this Chapter to turn aside
for a moment and discuss the existing theory of the mechan-
isms whereby an inflation of credit can occur. It would
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be generally conceded that an issue of free money or Con-
sumers’ Credits is only likely to arise as a result of Govern-
ment action. We need not therefore discuss it at this point.
A much more important problem appears when the origin
of Producers’ Credits from the banks is considered.
I cannot help feeling that in this matter a certain falseness of
emphasis has arisen from exclusive attention to the Rate of
Interest on the part of the theoretical economist.

To begin from the beginning—it is very generally recog-
nised that the public can do nothing to sncrease the quantity
of money or the total liabilities of the Banks without the
consent of the Banks themselves. Entrepreneurs and the
- consuming public can reduce the volume of, deposits very

easily by paying off their overdrafts or loan obligations to
the Banks at an accelerated rate. Moreover, they can
increase the total volume of monetary expenditure by
turning over their stocks of money more rapidly, but they
can do nothing to increase the size of those stocks if the
banks are not willing to lend. The stocks of credit money in
the system are controlled by the volume of advances made
by the banks to their customers and it is plainly impossible

- for the public to force the hands of the banks in any con-
ceivable way if they (the banks) will not increase their
credit accommodation.

But it is not so obvious, and yet it is equally true, that the
banks cannot increase the volume of effective money with-
out the consent of the public. The banks can always increase
the quantity of money stocks.? If the public will not
increase its liabilities to the banks at the existing Rate of
Interest and if it will not increase its borrowing at any
Rate of Interest which the banks can safely charge—it is
still open to the banks to force a large quantity of credit into
the hands of the public by buying securities from them. The
purchase of securities involves automatically an exactly
equal increase in the quantity of money (M) for the com-
munity as a whole. But this does not involve any necessary
increase in the effective quantity of money (MV). An

1 Unless the public is paying off overdrafts at a faster rate than the whole
of the Banking System is able to invest money in securitics—a most unlikely

poassibility.
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increase in the quantity of money it holds does not force
the public to spend any greater total sum and if there is no
inducement for it to increase its monetary expendsture the
increase in the volume of money will be ofiset by an
exactly proportional reduction in the average velocity of
circulation and the quantity of effective money will remain
constant.

. It is therefore essential in any account of the sources of
change in the effective circulation to examine the nature of
the demand for money to spend.

Money is demanded by the public from the Banks for
three important separate purposes:—

X. It is required to be held in respect of commercial
transactions or industrial production involving a monetary
turnover, and by consumers in respect of their average
volume of consumption. This is what is meant by
the “demand for money” in the usual formulation of the
supply and demand theories of the value of money. If this
demand rises—that is, if there is an increase in the quantity
of money required to be held continuously as circulating
capital—then a satisfaction of this demand by the Banks -
will not increase the quantity of effective money. If the
quantity of balances supplied does not increase, MV will
fall through an autonomous decline in Transaction Velocity,
and the provision of the extra balances which are now
demanded will not raise MV by a single unit. We shall
return to this important conclusion, but for the present it is
only necessary to emphasize that this sort of demand could
never become the basis of an upward movement in the
effective circulation.

2. Money can be demanded or borrowed from the banks to
be spent on consumption. If the banks charge a Rate of
JInterest and the loans have to be repaid, consumption loans
are not an important source of increased expenditure in a
long period, for unless the funds borrowed are invested in
some productive way there will be no sources from which
the interest obligation can be met. Such loans may be used
as a method of redistributing income in time—i.e. 2 method
of enjoying anticipated future increases in income in the
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present—but it is not a method of permanently or con-
siderably raising the volume of the industrial circulation.

3. Finally money can be borrowed from the banks for
productive expenditure—to set up new capital, to improve
productive technique in any other way, or simply to increase
the volume of production in such a manner as to return the
Rate of Interest upon the capital sum advanced by the
Banks. Such a process of trading is a productive and self-
financing process that can continue indefinitely and is cer-
tainly the main source of substantial upward movements in
M and MV. It is by changes in the volume of the banks’
capital advances to customers that the main upward varia-
tions in the volume of the circulation actually take place
and we must therefore examine this type of demand in much
greater detail. It is however important to realise that the
new money need not be borrowed for investments in fixed
capital alone. It may be borrowed to increase the turnover
of existing firms as long as the net profit position enables
the borrower to pay the Rate of Interest.

Our problem consequently reduces itself to this question—
what determines the demand for money to be spent upon
productive enterprise? Now it has always been argued by
economists that the demand for money to be used for such
purposes is determined by the critical relation:—

the new margin between prices and the costs other
than the new capital that will exist after the
investment has taken place

(divided by)
the cost of such investment
i.e. the Rate of anticipated Profit on the one hand, and the -
Rate of Interest on the other) If for example it is anticipated
that the installation of a machine costing £x00 will reduce

costs other than the cost of capital more than it reduces

. 1 Ifthere is a large amount of instalment buying there will be a net addition
to the volume of effective money as long as the total volume of such pur-

hasing is itself g. The that the total amount is stabilised
there is no net i in the ity of effective money despite the main-
of the vol of bank lending in respect of consurption, since for

every new hire purchase credit granted by any bank or corporation an old
credit of equal aize is paid off.
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prices by the sum of £6 per year and if the Market Rate of
Interest is 5 per cent then the investment will be made
since the reduction in total costs will be greater than the
redaction in prices. A net profit will be gained. If, on the
other hand, the market Rate of Interest is 7 per cent the
installation will not be made for the reduction in prices will
be greater than the reduction in total costs. Equilibrinm
in the exchange of loanable funds will therefore be reached
when the Rate of Profits so defined equals the Market Rate
of Interest—and if we call this Rate of Profits the “Natural
Rate of Interest then equilibrium can only be maintained as
long as ’
the Market Rate of Interest =the Natural Rate.

This is now a very familiar proposition. :

On this view the essence of the problem lies in the calcula-
tion of the marginal product which may be anticipated from
the contemplated investment. Mr. Meade discusses this
problem at great length and with admirable lucidity in his
“Rate of Interest™ in a Progressive State®.? ]

From this generally accepted approach it directly follows
that the Market Rate of Interest is a sensitive and potent
element the movements of which will control, for good or
ill, the whole monetary sitnation. The reasoning involves,
for example, the conclusion that downward movements in
the Market Rate of Interest— by } per cent or x per cent—
will cause significant changes in the Demand for Money to be
spent on new production and will therefore exert a direct
and important inflationary influence. It is once more a
familiar proposition that divergences between the Market
Rate and the Naturai Rate will lead to camulative move-
ments of inflation and deflation.

‘While it would be foolish to deny the validity of this view
under the semsitive conditions of full equilibrium that it
assumes, the extent to which the demand for money does in
fact react to changes in the Market Rate of Interest is doubt-
ful. It is at least necessary to emphasize certain facts which
are of practical importance in the short run. The process of

! See J. E. Mcade, The Rate of Interest in @ Progressive State, Chaptes IV
passim_
6
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calculating marginal productivities in the real world is more
difficult than the foregoing theory suggests. Let us take the
case of fixed capital as an example. It is obvious that there
is a great element of uncertainty about the process of install-
ing new capital if we take into account the fact that a com-
pletely new technique of production may be a necessary
concomitant of such an installation. The marginal pro-
ductivity of the new capital consists in the difference between
the new level of costs and the new level of prices that will
obtain after the capital has been installed. But we must
notice:— )

1. That the new level of costs is in many cases an
extremely hypothetical and dubious matter. The installa-
tion of an * increment of capital” is a sufficiently easy pro-
cess when it is defined in terms of equations and diagrams.
In practice it involves a profound readjustment of the whole
technique of production—a re-organisation whose final
outcome is very doubtful. Not only is the estimate of the
cost of the capital installation itself liable to error but the
effect of the installation upon the efficiency of the production
unit involves a further estimate which is even more liable to
error.

2. The marginal productivity calculations are derived not
from an estimate of the reduction in costs alone but from

"an estimate of the margin between the new costs and the
price of the product which will rule affer the change has been
made. Consequently a calculation of future prices must
enter into the final estimate. Such a calculation being purely
hypothetical introduces a third element of serious risk, for
if the producers are in a fully competitive position they will
assume no change in price. If the technical change involves
any increase in output that expectation will not be fulfilled.
If on the other hand they are in a monopolistic or semi-~
monopolistic position they must calculate the slope of the
demand curve for their product. In either case there is a
grave element of doubt in the price anticipations of the pro-
ducer.

It is almost impossible to believe if the element of risk is so
important in the marginal productivity calculation that small
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movements of the Market Rate of Interest will greatly
affect the quantity of this type of investment at least in the
short run. An example may make the argument plainer.
Suppose that it is intended to substitute a mechanical chain
system of loading barrels of beér on to a waggon truck at an
estimated capital cost of £1,000. Not only is the capital
cost an estimate but the installation of the new method for
this one process will involve consequential changes in the
training of labour, the type of transport, the shape of the
cask, the storage of beer and even the method of keeping
the brewery accounts. The change may involve a re-organisa~
tion of the whole production unit with the results which are
extremely hypothetical, not in the sense that there is no
evidence upon which a judgment can be based, but simply
that the judgment is inherently hypothetical. It may even
be certain that the change will reduce costs but the size of the
reduction can mever be certain. If then it is calculated that
" the instalment of capital costing £1,000 would make a differ-
ence of £50 p.a. to the difference between prices and costs
the investment would in theory be made if the Rate of
Interest was 43 per cent or even 4} per cent. In practice
the element of uncertainty would completely overshadow
the small calculated marginal gain for the estimate need only
be 10 per cent wrong to make the change quite worthless.
If the margin of error was as little as 15 per cent the invest-
ment would not be made within a range of interest rates from
5 per cent—4. And in this case matters have been simplified
by the assumption that the output of beer is to remain con-
stant. If a further uncertainty as to the shape of the demand
curve for beer is added to the other sources of risk it becomes
increasingly impossible to believe that such risks will be
undertaken for small differential gains. All these real pro-
blems cannot be dismissed by airy references to increments
of capital” and “margins of risk” in a consideration of the
actual demand for capital. The fact is that the Rate of°
Interest may not be so quantitatively important in the short
run as the “delicate apparatus of marginal analysis” might-
lead us to suppose. : ’
What I am trying to say is perfectly consistent with a
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normal supply and demand analysis of the capital market;
it is not in the least iconoclastic. All that I am doing is to
give reasons for believing that the market Demand Curve
for capital—assuming technical conditions to be given—is
very inelastic.! We have long had an & priori account of the
probable shape of the Supply Curve of Capital. Professor
Cassell has given us reasons for supposing that the Supply
Curve is highly elastic below 2z per cent because of the
rapidity with which the advantages of annuity investment
increase below that level and highly inelastic above that
point because of the existence of important groups of savers
with fixed rates of saving or rates of saving which vary
inversely with the Rate of Interest.

The shape of the Supply Curve is likely to be of this
kind:—

Rate of Intefest

O = N o &» o

/ Supply of Capital

Fig. 18.

All that I am now doing is to advance reasons for believing
that given a constant Rate of Invention (the essential statis-
tical requirement for the construction of an ordinary Demand
‘Curve) the Demand Curve for capital will be highly inelastic

3 The Demand Curve for capital has, of course, only & short period,
‘indeed an instantaneous, existence. It shows how much money would be
bormwed here and now if t.h: rate of interest were other than it is. It is this

to the d d for money to be spent on new physical
capital which I beheve would be small.
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throughout its length. So that the real condition of the
capital market will be this:—

sl

W0 e et

—mmmemmmne

Fig. 19.

It is then obvious that the fluctuation in the Demand for

Capital occasioned by changes in the Market Rate of Interest
will not be large.?

1 If the Market Rate is kept below the Rate which will equate the Supply
and Demand for new Savings, the difference between the demand for saving
and the supply of voluntary saving will be made up by the creation of new
credits, so that the rate of inflation will be determined by the shape of these
two curves. lthllneemmfol]owﬁumdnfvregomgmmmngdutdwnle
of inflation resulting from any given divergence between the Equxllbnum
and Market Rates will d on the of the Mark te itself.
Thmnh'heMukatRneunbovetbemnmlpomtdlenuofmdxtuuuon
wgubeumallwhgndef.mdeumfornvmgmmhmm:heR-uof
Interest is really vertical.

D s’ D ‘
Natucal Rate abard] Rate
Narket Rate ?ﬂukdhu
s / D’ /
Y B
-Fig. 20.

‘The Rate of inflation will be given by AB—the points where the Market
Rate cuts the Supply Curve and the Demand Curve for new Saving respec-
tively. AB is clearly the steeper the slope of the Demand Curve,
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The simple conclusion of this analysis will be offset in so
far as.there are fields for investment in connection with which
the risk is actually small. The housing industry has provided -
such an avenue of investment in this country for the last ten
years. The Rate of Interest 7s an important element in
the cost of houses because they are durable. Moreover
the construction of houses involves little or no technical
risk and in the present position of our economy, and also
because of statutory subsidies, the level of rents has been
rendered less uncertain. The movements in the Rate of
Interest have therefore exerted an important influence on’
the volume of house construction. Such a condition is likely
to be fulfilled wherever there is an expanding demand for a
given type of durable product, the production of which is
well understood and consequently not greatly risky. The
short period Demand Curve for new capital will therefore
slope a little as it falls to the right. It will not be entirely
inelastic throughout its length.

Does this conclusion imply that the Rate of Interest
and the volume of investment will be determined wholly by
the conditions of supply and not at all by the conditions of
demand for new capital or loanable funds? Up to this
point we have been concerned with the determinants of the
statical demand curve for capital and not with the forces
that cause the whole curve to move. Now there are two types
of force which can and constantly do cause the conditions
of demand to alter. These are:—

1. Technical discontinuities or #nventions. We have
explicitly assumed up to this point that technical conditions
are given, It is then extremely difficult to believe that the
risk element is not the overriding factor. But the position
becomes entirely different if we consider changes in these
technical possibilities themselves—i.e. if we allow for inven-
tion. An invention or technical discovery may cause large .
and indubitable changes in the cost position. A labour
saving invention may reduce costs by 33% per cent—a new
type of capital may halve the depreciation allowances. It is
true that the uncertainty of the price estimate remains, but
the degree of uncertainty on the cost side is immensely



DYNAMICS OF INDUSTRIAL AND FINANCIAL CIRCULATIONS 87

reduced—or rather the permissible margin of error becomes
far greater before the installation would be rendered com-
mercially unprofitable. Hence a situation different in degree if
not inkind arises from the existence of technical discontinuity.

2. The possibility of a general increase in profits. If prices
are moving and if costs do not immediately follow them up
or down there will be considerable movements in the Rate of
Profits earned by the owners of fixed capital because in
general the ownership of a business and of the residual sur-
plus is associated with the ownership of the fixed capital. In
these circumstances the Derand Curve for capital will move
to the right or left. Again the margin of error which can be
allowed for a marginal productivity calculation will be much
greater because the size of the potential gain has become so
very la.rge in relation to the interest costs of the new capital.
The precise forms and significance of an increase in profits
we shall discuss in a future Chapter.?

This brings me to the only point that I wish to establish
in this Section—that the demand for money from the banks
for use in productive enterprise is chiefly controlled by the
Rate of Invention and the level of money profits. Inven-
tions will increase that demand. Money profits will increase *
that demand. Compared with these dynamic forces the
movements in the Market Rate of Interest are of small
importance in determining the volume of the Industrial
Circulation in the short period.? It is therefore to these two
influences that we must look in an attempt to discover the
main sources of monetary expansion.

§6. CONCLUSION.

‘We have now attempted to analyse the results of an expan-
sion in the effective quantity of money. Qur examination has
fallen into three divisions; first, the most generalised case
possible—that of an injection at any stage was examined.

1 See Chapter IV.
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The chief result appeared to lie in a diffusion of the new
money throughout the system; a disproportionate increase
of profits in the presence of contract frictions, a disturbance
in the structure of relative profits and a readjustment of the
real structure of production the size and direction of which
depends upon the relation between the period of mobility
and the period of transaction velocity. Secondly we took the
more particular case of Consumers’ Credits—and sought to
prove that an upward movement in the demand for con-
sumption would cause an upward move in the absolute
money demand for capital goods and, in the presence of
unemployment, an increase in the physical output of capital.
Finally we examined the effect of Producers’ Credits and dis-
covered that a sudden increase in them is almost certain to
induce an increase in the absolute demand for consumption
goods and a fluctuation first upwards and then downwards
in the.relative expenditure on capital. The movements of
the Consumers’ Income may be quite disproportionate to the
size of the injection of credit. It is upon these results that we
must base an analysis of policy after discussing the opp051te
process of contraction and deflation.



CHAPTER III

THE DYNAMICS OF THE INDUSTRIAL AND
FINANCIAL CIRCULATIONS

II. SAVING AND INVESTMENT.

§x. So far we have discussed exclusively the phenomenon
of an #ncrease in the volume of effective money—the processes
of an inflation. We must now consider the opposite pheno-
menon—the reduction of the volume of effective money and
the mechanisms of a deflation.

A reconsideration of the two conditions laid down for the
preservation of equilibrium in the Industrial Circulation is
necessary here. Equilibrium in the Industrial Circulation is
given, and only given, if the market price of final output
(consumption goods and finished machines) is equal to costs
incurred in the last stage of production—a situation which
can only be secured if two further conditions are constantly
fulfilled :—

1. That no money is held up or delayed in its circulation
through the system. That is to say, the Transaction Velocity
of money or the number of times which the representative
unit of money exchanges against commodities of any kind
must not fall, : ‘

2. That none of the money earned in the production of -
physical output or services (Mr. Keynes’ Industrial Cir-
culation) should be transferred on balance to the system
of markets in which mere property rights are changing hands
(Mr. Keynes’ Financial Circulation). Of course it does

"not matter for industrial equilibrium that particular units
of money earned in the manufacture of consumption goods
and machines should be spent upon property rights in
any given period—that is inevitable if any saving is taking
place at all—as long as an equal number of monetary units

8a
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pass out of the property market to the purchase of some kind
of physical output in the same period. Disequilibrium begins
when there is a #¢f loss of money to the Financial Circulation.

By what general processes then is it possible that the price
of finished output should fall short of its cost of production?
In formal terms the answer to this question is simple enough
. —by the failure to fulfil either or both of the two essential
conditions, just laid down—either that Transaction Velocity
falls or that money is absorbed by the Financial Circulation.
Unfortunately this simple answer does not suffice in under-
standing the intricate processes of deflation.

The steps by which deflationary situations can arise are
very complex and it would be of great value to possess a
system of terms by which they could be systematically -
described. Mr. Keynes in his Treatise attempted to provide
such'a system,? and although there are, I think, certain
internal inconsistencies? in Mr. Keynes’ system, and although
I am given to understand that he now wishes to use his own
terms in quite different senses, 1 believe that there is still a
great use for a somewhat modified form of Mr. Keynes'
original distinction between Saving and Investment.

If we call Normal Income that money income which, in
the absence of extraneous monetary movements and in face
of contract elements in the market for the factors of pro-
duction would, if spent, secure full employment and cover
the costs of final output, and if we then call Saving that part
" of Normal Income which is #nof spent on consumption goods
(a purely negative definition), and Investment the amount of
money which 45 spent on new capital, then equilibrium in the
market for final output must be preserved if Investment
equals Saving, so defined. This follows as a truism from the
definition of Normal Income as that income which if spent
will maintain full employment. - When Saving is equal to
Investment all the Normal Income which is not spent on
Consumption Goods is spent upon new capital, and thus
Normal Income is necessarily paid out in the purchase of

1 Keynes Treatise on Money, Bk. UII passim, but particularly Chapter 11
andjChapter 12,
*'See Appendix Note 2.

.
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final output as a whole. There is however no necessary
equilibrium in the real structure of production under these
conditions. More money may be spent on capital and less on
consumption goods than had been spent heretofore and
there may consequently be profits in one line of production
and losses in another, but the total demand for the factors’
of production will be maintained unchanged as long as this
fundamental equality is preserved.

The use of the terms Saving and Investment here proposed
is somewhat different from that laid down by Mr. Keynes. I.
define Normal Income in such a way as to make it necessarily
constant while he defines it in such a way as to cover auto-
nomous changes in the prices of the factors of production.
His own definition leads in my view, to certain mistaken
conclusions which will be dealt with elsewhere.l For the
moment the only point that matters is the conclusion, on my
definitions as well as on his, that if Investment is equal to
Saving monetary equilibrium in the market for final output
will be maintained.

What will happen if they are not equal? If Investment
exceeds Saving (that is, if the amount spent on new capital
exceeds the part of Normal Income which is not spent on
consumption goods) the price of final output must rise above
its costs of production and net profits?® must be made, since
the Normal Income equals the cost of final output. In the
same way, if Investment falls short of Saving so defined, the
price of final output will fall below the cost of production
and net losses will be made—familiar conclusions to students
of Mr. Keynes’ work. We have already considered the situa--
tion in which the injection of new money enables more to be
spent on new capital than is currently being saved out of
final income, and we are now solely concerned with the second
type of divergence. How can Investment fall short of
Saving? There are at least five different ways in which this

1See Appendxx Note 2.
2The term “net profits” in this context means no more than & surplus
over the maximum sums nu:esury to preserve full employment. Their
does not an in the scale of output and
the demand for money. “Ne! losses” do ily imply
however,
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condition can appear, and one of them has given rise to
more controversy than any other.

§2. ForMS OF DIVERGENCE BETWEEN SAVING AND INVEST-
MENT.

In the first place there are two ways by which the first
fundamental condition of monetary equilibrium can be
broken—the condition that the Transaction Velocity of
money should be constant. They arise from the existence
of two important kinds of money.

1. The first and most obvious way in which the amount
of money spent on new capital can fall short of the amount
not spent on consumption goods is if the publ as a whole
decides to hold a larger sum of money in the:/ n of bank-
notes or cash—if it koards cash. This is a ¢« mmon and
important phenomenon in economies in which banking
facilities are not highly developed and in all economies
during periods of financial panic. Clearly this involves
a divergence between Saving and Investment because the
cash which was hoarded was part of the money earned as
costs of production and it was not spent on consumption
goods—nor on fixed capital. ~.

If we call the amount of cash M and its average Trans-
action Velocity V, and the amount of credit M’ and its
velocity V'—then we have Fisher’s second Quantity
Equation:—

PT=MV4MV

and in terms of this equation V or the Transaction
Velocity of cash will have fallen. A movement of this kind
will be immediately apparent to the Banks for it will lead
immediately to a “cash drain”.? The public are holding
more cash and if the total of cash is constant the Banks
must hold less. Such a movement will be violently de-
flationary as long as the Banks keep a fixed proportion
between Cash and Credit.

2. The second and less obvious form of hoarding is

1 All declensi: in the T ion Velocity of Cash do not involve a
drain of cash from the Banks. Indeed, if cash is spent less frequently, it will
be accompanied by an inflow of cash.
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deposit hoarding. In this case the public does not decide
to hold a larger total of currency notes but certain indivi-
duals decide to accumulate larger bank balances. From
the point of view of the relation between Saving and
Investment this is clearly precisely the same thing as
hoarding more cash, since both processes equally involve
the decision not to spend part of the current income
upon anything at all. In terms of the Quantity Equation
PT=MV MV’ there is plainly a decline in V.” But from
the point of view of the Banks the process is not precisely
the same. As we have seen, the public is not able directly
to influence the total volume of deposits which lies at the
discretion of the Banks and the occurrence of deposit
hoarding will not alter the size of the total Labilities of the
Banks. All that it will do is to redistribute the existing
total of deposits befween individuals—certain individuals,
the hoarders, will have more money; while certain other
individuals, the producers of the products upon which the
money would have been spent, will have less. Such a redis-
tribution of liabilities between individual accounts is not
traceable by the present accountancy practices of the
Banks, It is true that certain other consequences of the
movement may be discernible by the Banks. The hoarders
are likely, other things being equal, to transfer their hoards
from current to deposit account and producers are likely,
as a result of the deflationary pressure which is subse-
quently put upon them, to reduce their demand for ad-
vances. The Banks will then experience after a time a
decline in their profits earning assets and a rise in their
interest bearing liabilities, but they are not able as in the
case of cash hoarding, to trace the cause of this change to
its source.

As well as these two methods of forcing down Transaction
Velocity there are also two simple phenomena which leave
Transaction Velocity unchanged but which break the second
fundamental requirement of equilibrium that the whole of
Normal Income should be spent on ndusérial production:-

3. In the first place there may be an aulonomous sn-
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crease or decrease in the needs of the Financial Circulation.
Suppose either that there is an increase in the number of
hands through which Stock Exchange securities or any
other form of property right has to pass from one indivi-
dual owner to another, or that the normal volume of
property exchange is itself increasing. Either of these pro-
cesses represents an increase in the demand for money in
the Financial Circulation and an increase in the marginal
value productivity of money in these uses. Money will
then drain out of the Industrial Circulation and create a
shortage of money there—quite apart from the condition
of industrial production. The removal of funds from the
Industrial Circulation involves. a - divergence between
Saving and Investment (as defined by me), for Investment
is defined with exclusive reference to the money spent on
industrial output.? But it does not necessarily mean a
fall in Transaction Velocity because there is no tendency
at any moment te stop money from moving from one
account to another. All that happens during the period
in which the operations in the Financial Circulation suc-
ceed in appropriating a quantity of balances from the
Industrial Circulation, is that some existing balances
move from the account of an individual who was saving
to the account of a broker or for other purposes in the pros-
pecting market—presumably in exchange for a security
sold by the borrower. Consequently in this period the
Transaction Velocity does not decline although Invest-
ment falls short of Saving. Money moves against one type
of commodity rather than another—against property
rights rather than against industrial output—but it does
not fail to move. )

4. Furthermore precisely the same process can take
place within the Industrial Circulation itself and with the
same deflationary results. If new individuals or new firms

? It does not of course matter that the incomes enrned u:h the mecnl

Cn'culuuon ere in these g
the i lati w:ll declme proporti ly, since dwre isa nzt
in the Iati The g:.mt being
that the dnm of balances to & new use is bnngmg preuure to bear on the
1 level of i in the i ~—Cf. Mr. Keynes’

enalysis Treatise, Bk. VI.



DYNAMICS OF INDUSTRIAL AND FINANCIAL CIRCULATIONS 95

enter into the cycle of industrial activity and try to busld
up new balances by borrowing then there is also an increase
in the demand for money and in so far as they succeed
Investment will fall short of Saving. During the period
in which these new balances are built up the money which
enters into them does pass from one individual accoant to
another; the movement will therefore not again occasion
any fall in Transaction Velocity but since it does not
exchange against industrial output a deflation of profits will
ensue.! To this point we shall return in the next Chapter.

Finally there is the last way in which Investment can fall
short of Saving; it has been analysed by Mr. Keynes and has
given rise to the most controversy.

5. The financing of losses by the sale of existing securities.

The movement of funds from the industrial to the
financial circulations is undoubtedly a deflationary
phenomenon and, as we have seen, antonomous changes in
the financial circulation may occasion such a movement.
But there is an even graver possibility and that is that the
outflow of money to the Financial Circulation should be
occasioned, not by any change in the Financial Circulation
itself, but by events taking place entirely within the In-
dustrial Circulation. This will lead to the development of a
far more serious position.

If it is 2 common habit in the Industrial Circulation,
and undoubtedly it is, for firms or individuals to accumu-
late assets in the form of stocks of saleable securities for
the purpose of equalising dividends or income payments
over time, the possibility of an intricate disequilibrinm
arises. Suppose, to take Mr. Keynes’ favourite example,
that an increase of saving on the part of the public has
the impact effect of occasioning losses to the manufacturers
of consumption goods, and that they meet this change in

"I'hupomtuoften isund d and it is d that buﬂd.ingup
bal T ion Velocity. Transaction velocity is
only reduced if the new balances are built up out afmm If they are bor-
rowed, then in the material period they are not rendered idle. They

against the securities issued by the bomwm instead of against industrial
output. T Velocity is th ined butnet losses are made.
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their fortunes by the sale of part of their stock of securities
and with the liquid funds so obtained maintain their pay-
ments to the factors of production. The situation in the
Industrial Circulation at once becomes deflationary.
There is one exception to this generalisation. If the
reserves upon which the companies draw have been kept
by them in the form of idle deposits held upon current
or time account, a compensating tendency exists. There
is a flow of funds into the Financial Circulation but there
is also an increase in the total of actual funds. It is not
therefore necessary that the volume of expenditure in the
Industrial Circulation should fall. But if, as is far more
probable, the reserves of the companies pursuing this
policy take the form of saleable and interest earning
Government and other securities the situation is strongly
and persistently deflationary despite the fact that the
money incomes of the consumption good factors are main-
tained at their old level. This is because the sale of
, securities on the part of the producers of consumption
goods will prevent the rise in the price level of securities
which would have taken place. Had it not been offset by
this increase in the supply of securities the price level of
securities would have risen as a result of the increased
rate of Saving. The rate of interest will thus be held up
despite the increase of saving and will arrest any stimulus
to the volume of investment or prevent any adjustment to
the new situation from taking place. Saving has risen,
losses are being made in the production of consumption
goods, but part or all of the new saving is necessarily
being used to buy the securities newly brought to the
market and the Rate of Interest cannot fall to the point
at which it induces an equal outflow of new money for the
purchase of new capital. Despite the maintenance of the
Consumers’ Incomes, losses are steadily being made in the
production of consumption goods, there are no profits in
the manufacture of capital and the Rate of Interest is not
falling. This disequilibrium will exist however sensitive the
dependence of the volume of investment upon the Rate of
Interest.
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As in the case of an autonomous change in the needs of
the Financial Circulation there is no fall in Transaction
Velocity. The units of money making up the flow of new
savings do actually exchange against something—against
the securities marketed by the producers of consumption
goods—and while there will be no decline in the total
monetary business of the Industrial and Financial Circula-
tions taken together, there will be losses in the market for
final output as a2 whole and a consequent reduction in con-
fidence and investment.

The reality of this situation has been denied by no one,
but Mr. Keynes’ interpretation of it has been challenged
from two sides, by Mr. Robertson and Professor
Hayek.

(#) Mr. Robertson has attacked Mr. Keynes’ reasoning in
their controversy in the Economic Journal for 1931.1 This
is what Mr. Robertson says:—

“ We must, I think, picture equilibrium as a state of affairs
in which two streams of money radiate outwards from ‘the
public’, one (A) passing through the dealers in consumption
goods to the producers of consumable goods, the other (B)
passing through the dealers in securities into the hands of
company promoters and the like, and through them to the
producers of new machines. ‘The public’ it is true, buy for
the most part existing securities and not new issues; but it is
a commonplace that it is only through their willingness to
invest their savings in existing securities that money is set
free in the hands of more adventurous persons to finance
extensions in the nation’s stock of real instrumental capital.
Now suppose ‘the public’, feeling an increased desire to save
but not to hoard, switches over a streamlet of money from
stream A to stream B. “The price of consumable goods falls,
and we may accept provisionally Mr. Keynes’ contention
that their producers realise ‘losses’. "But unless there is a
hitch-up in the movement of stream B either in the hands of
‘the public’ or in those of the dealers in securities, or in those
of the promoters, etc., who spend the proceeds of new issues,

? Economic Journal, 1931, pp. 400-1.
7
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the stream B will be augmented to a precisely similar extent,
and the producers of machines will in any period make
‘profits’ precisely equal to the ‘losses’ of the producers of
consumable goods. If, therefore, an impoverished boot-
maker hurries on to the market with a block of War Loan to
sell, the buyer (if any) who will rush to meet him will be not
a member of ‘the public’, but (say) a bloated shipowner.

“Now I am far from urging that such a hitch-up of the
money stream B may not occur—on the contrary, I think it
of the utmost importance that it frequently does. WhatIam
urging is that one thing, and one thing only, can make it
occur, namely, an increased desive on the part of somebody to
‘hoard’, that is, to keep resources idle in the form of bank
deposits. The point of difference between Mr. Keynes and
those previous writers who have recognised the possibility
of savings running to waste in a general fall of prices, seems
to be that he is at pains to distinguish two factors at work,
which he christens the ‘excess-savings factor’ and the
‘excess-bearish’ factor. . . . And he has been led into doing
this because he has nowhere applied to P’ that rigorous
Fisherine concept of a certain flow of money in a given time-
interval meeting a certain flow of goods in the same time-
interval, which in his first fundamental equation he has
applied without question to P. .

“. .. Now how does this work out in terms of quantity
equations? Let M be the quantity of money, V its velocity of
circulation against output (alternatively, the number of
times per year it becomes income), V” its velocity of circula-
tion in all transactions, R the volume of output, T the
volume of transactions, P the price-level of R and P’ the
price-level of T. Then our equations are MV=PR and
MV’'=P'T. Comparing day 3 with zero day, it is clear that
M and R and V' are unchanged, and P and P’ have fallen,
T has risen. Does the alleged inadequacy of the quantity
concept to reveal the truth amount only to this—that we
must be careful not to expect the price-level of one set of
things to vary with the velocity of circulation of money
against another set of things?”’
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difficulties can be attributed to economic indivisability of
time or commodities, but that does not alter the fact that
they represent an inescapable source of the demand for
money to hold and that variations in the length of the
periods between the receipt and payment of money, in the
length of time which it takes to lend money, in the costs of
lending money, and in the Rate of Interest to be earned on
short term lending will all cause variations in the disposition
to hoard balances.

(%) In addition to the technical reasons for the existence
of balances there is a demand for cash arising from the exist-
ence of uncertainty. Persons and firms hold money not only
because the times of their receipt and disbursements cannot
be made to coincide but also because their size cannot be
accurately foreseen. A retail shop-keeper, for example, may
be certain that the wholesale bill for the commodities on sale
will have to be paid on a certain date, but he cannot be sure
that his receipts in respect of sales will be equal to this sum.
He must, consequently, hold a balance because of his un-
certainty about the volume and time conditions of receipts.

. In the same way, the exact size of the costs may be unknown
even if the receipts are certain. And finally both sums may
be doubtful. For these reasons balances must be held in
excess of the sums which could be profitably invested if the
receipts and outgoings were either synchronised or exactly.
known.

But again it must be remembered that if money could be
smmediately retrieved from investment the exist, of un-
certainty would not by tiself give rise lo a demand for money,
since the invested funds could be mobilised during the
period in which the demand for them became apparent.
It is only because the period required for recovering the
money is not infinitesimally small that uncertainty gives
rise to a demand for balances. But as the period of recovery
is of a definite length for all types of investment except in
the one case of money balances, the existence of nuncertainty
will greatly increase the demand for money and any change
in the degree or extent of uncertainty will cause a change in
the demand for balances.
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The same line of thought has been expressed by Mr. Keynes
and also by Dr. Hicks, in an analysis of the desire for financial
liquidity—Mr. Keynes’ ““liquidity preference”. Legal tender
money is the only commodity which is completely liquid.
Other resources—credit balances, short term securities, long
term securities, finished commodities, intermediate products
and fixed capital—represent a claim upon money but those
claims can only be realised at ivarying lengths of time and
with varying degrees of certainty. A long term security can
only be redeemed at par after the lapse of years while a stock
of real commodities, although i may be immediately sale-
able, is subject to a great deal of market variation in value.
While I do not believe it is possible to arrange classes of
goods into a general order of liquidity preference,? it is
obvious that some classes of thingd such as cash balances and
credit balances, are commonly re; arded as more liquid than
other groups of things. It is therefbre justifiable to argue that
prices which increase the general uncertainty about the
volume of monetary receipts will increase the preference for
more liquid resources and therefcre the demand for money.

(#%4). In both these ways the demand for money can
vary if the volume of real income is fixed, but what will
happen to it if the volume of real income commanded by the
individual or firm is raised? If we suppose that the degree

. of uncertainty and the technical conditions of lending
and investment are unchanged, the demand for balances—
and the volume of hoarding—is simply proportional to the
money turnover of the business world. There are conse-
quently two cases which arise—the case in which an increased
volume of physical transactions is accompanied by an in-
creased money turnover and the case in which it is not. Ifa
firm undergoes an expansion in the volume of its business at
a constant unit price for its product and at constant unit

1 For example, during a period of Trade Cycle depression fixed interest
securities will be regarded as more liquid than equities or commodity stocks
and will stand to the left of the series d in order of liquidity. But
during a high inflation they will be regarded as less liquid and will stand to
the right of them. This means that if confidence is further shaken during a
depression the community will hoard fixed interest securities, while if it is
shaken during a high inflation they will hoard real goods. There is therefore
no general order of liquidity.
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cost then its volume of money. turnover will be directly
proportional to the volume of its physical product. In that
case its demand for balances will be simply proportional to
the same quantity. But if the increase in physical output
is secured by a reduction in costs so that the total price of
the product and the total money turnover either remains
constant or rises less rapidly than physical production, the .
volume of money balances demanded will either not rise at
all or rise less than proportionately to the increase in physical
production.

For the community as a whole the demand for money
balances—or the current volume of hoarding—depends upon
the physical volume of output and upon the price of that out-
put—supposing the technical conditions and the degree of
uncertainty to be fixed. If the physical volume of output
is rising and the price of all or part of it is constant there will
be an increase in the demand for balances to hold and these
balances will either be provided by the Banks or they will be
abstracted from current saving with the consequence that
investment will be less than saving. Mr. Harrod has recently
insisted upon this point and its significance will be considered
in the next Chapter.?

§4. CoNCLUSION.

It is now possible to draw a second series of important
conclusions from the analysis of deflation parallel to those
derived from the analysis of inflation. They are not
reassuring. The possible causes of deflationary changes are
numerous and complex. In face of contract frictions in the
‘markets for commodities and factors of production their °
results will be cumulative and serious. Any increase in the
length of the gap between the receipts and payments of the
representative production unit, any increase in uncertainty,
any increase in the costs of investment, a rise in the volume
of property exchange, an attempt to prevent dividend
fluctuations by the sale of securities, a rising population, a
growth in the number of firms in any one stage or of the

1R, F. Harrod, 1934, “The E ion of Credit in an Advanc-
ing Commumty, nnd Ch. IV, §s. of this book.




108 THE PROBLEM OF CREDIT POLICY

number of stages in production, and finally any increase in
physical production at fixed prices will cause a deflationary
divergence between Saving and Investment. Credit policy
must be directed to the meeting of these complex dangers,
which are just as real and just as important as the comple-
mentary dangers of inflation. It is remarkable that up to the
. present no school of thought in this country has been willing
to lay equal emphasis upon these two equally serious sources
of monetary difficulties.



CHAPTER IV
THE éHOICE OF POLICY

§1. What is the general credit policy which will maintain

full employment during a period of capital accumulation and
other dynamic change? From the outset it is necessary to
distinguish a number of different aspects of this general
question. It is highly probable in the first place, that a credit
policy which might be advisable in a system already enjoying
full employment and full industrial activity would be very
unwise and even quite impracticable at a time when a sixth
or a fifth of the community’s resources were suffering from
enforced unemployment. Furthermore, it is one thing to
know what ought to be done in theory and quite another.
thing to know how to do it in practice. For these reasons it is
necessary at the very beginning of an analysis of policy to
distinguish three different inquiries which will immediately
occur.
1. In the first place there is what might be called the
long period or equilibrium problem. If we imagine either that
the industrial system already enjoys an equilibrium of full
employment or that the correct policy has been discovered
which will bring this equilibrium into existence, then it is
necessary to know by what general credit and price level
policy that equilibrium can be maintained. This is not so
much a long period problem as a problem characterised by
the particular assumption that full employment already
exists. It is, however, a problem which will arise only after
the second problem of immediate policy has been solved and
it is in this sense that I term it a long period problem..

2. The second and the more immediate problem is the
cure of the Trade Cycle. How may a dynamic equilibrium
which does not now exist, and which has never yet existed
since figures were first recorded, be substituted for the cycles

109
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of productive activity we actually endure? That is the essen-
tial question of short period monetary policy.

3. And the last problem arises from the distinction
between analysis and action. It will not be sufficient for
practical purposes merely to provide an answer in the terms
of a formal economic analysis. It will not be sufficient to
say that the object of policy should be to “stabilise prices”
or equate ““saving and investment”, unless it is possible to
specify the practical steps which should be taken in order to
create the actual conditions of real equilibrium. If we attri-
bute any utilitarian or scientific value to exercises in applied
logic this will not be so.

Practical policy resolves itself into two problems. It is
first necessary to discover the guantities in the real world
which most closely approximate to the concepts of our
theoretical analysis—a problem of selecting sfatistics: and
then it is necessary to discover the #ypes of action which will
cause the desired relations between the statistical series to
appear—a problem of action, policies and powers. The
further meaning of this distinction will emerge in the second
part of the book; in this present chapter and the next the
problem of the maintenance of dynamic equilibrium will
be dealt with.2

We start from the explicit assumption that full industrial
equilibrium exists in a period of technical and capital
change. Full equilibrium is taken to mean that the only
human unemployment which exists is due to the irreducible
minimum of sickness, imbecility and change of employment
that all other productive resources above the margin of zero
net returns are in full commission, and that the relative
outputs of particular consumption goods and of consumption
goods in general relatively to capital, are all in the same
proportions as the proportions in which final income is spent.
How can this condition be preserved in face of capital
accumulation, changing technical knowledge, changing sup-
plies of other resources, and changing preferences in respect

% The problem of policy under the conditions of dynamic equilibrium is

the subject of Chapter IV and Chapter V the use of statistical series lnd the
Viand VI and

instruments of policy are d 1 ty,
the short period problem is reverted to in Clupter Vil
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of the ownership of capital goods and other forms of property
rights? In general terms the answer is easy, for in the light
of what has gone before it is obvious that credit policy must
avoid on the one hand the double and opposite dangers of
deflation or the appearance of net losses in the industrial
circulation, and on the other inflation or the appearance of
net profits. But the precise meaning of this general con-
clusion is still a matter of some dispute among economists.
It has been given three quite contradictory interpretatio

in recent times. ) :

1. It has been taken to mean that the credit policy which
will prevent both inflation and deflation will siabilise the
price level of final output. In a static economy such a policy
“would involve a stationary circulation and a stationary Con-
sumers* Income but in a developing system the successful
execution of the policy requires the steady expansion of the
circulation in such a way as to cause the Consumers’ Income

- to increase at the same rate as final physical output is grow-
ing. This does not necessarily mean that the circulation
itself will expand at such a rate. It may either expand more
rapidly or less rapidly than physical output since the quan-
titative relations between the Circulation and the Consumer’s
Income may be changed by the processes of capital accumu-
lation. The circulation must change in such a way as to
cause the Consumer’s Income to exhibit the same percentage
growth as the volume of final output whatever its relation to
the volume of the circulation may happen to be. The policy
represents an attempt to enjoy the fruit of social abstinence
and real accumulation in the form of rising money-incomes;

- it is scarcely necessary to emphasize that the:successful
execution of such a policy will exercise a most pacifying
influence upon the competitive and distributional struggles
inherent in Capitalism and lubricate its productive
mechanisms to the greatest possible advantage.

2. But the same ideal of avoiding unstable inflations and
deflations has been interpreted to mean the stabilisation, not
of prices, but of the effective circulation per head of the popula-
tion. Such a course would certainly be very “restrictive of
credit” as judged by the criteria of present banking policy.



112 THE PROBLEM OF CREDIT POLICY

It would unquestionably avoid any danger of inflation but it
would equally clearly occasion a peculiar movement of
prices. Prices would be forced to move not simply and in-
versely with the changes of physical output, but also accord-
ing to the changing relation between the volume of the
Circulation and the size of the Consumers’ Income. It is
obvious that if no attempt is made to force up the Con-
sumers’ Income as final output expands, the increase of
physical output will by itself occasion a proportionate decline
in prices, but it is less obvious and yet equally certain that
since the circulation per head is constant, anything which
causes the volume of Consumers’ Income attributable to any
given Circulation to change will also cause proportionate
movements in the level of prices. Thus if the total course of -
capital accumulation has the effect of reducing the proportion
between the constant Circulation and the Consumers’ Income
derived from it, prices will be forced down not only because
of the increase in physical output but also because of the
absolute reduction in money income which is currently
taking place. Prices will fall move rapidly than outputincreases. .

3. And finally the avoidance of inflation and deflation has
been taken to mean the siabilisation of the Comsumers’
Income. In a stationary economy this would mean stable
prices but in a developing economy it would mean prices
which fell solely as physical output increased. -

The purpose of the Chapter is to assess the value of these
three suggested solutions of the long period problem.

§2. CONSTANT PRICES.

"The fact that the case for stable prices has never been
argued clearly or consistently is not in the least because it
has not been commonly believed in, but rather because it
has been so commonly accepted as the obvious solution of
the problem that no one has felt the need to justify their
faith with any consistent logic. Mr. Keynes gives it a vague
and relative blessing in his Treafise, and elementary text
books explain at great length the distributional disadvan-

1 See Appendix Note 2.
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tages of a moving price level.? Nevertheless it is commonly
assumed by bankers, business men, and government officials,
and until quite recently by the great majority of economists,
to involve the achievement of equilibrinm. Despite this
community of agreement, it is possible to show that under
certain assumptions commonly made by price stabilisers,
stabilisation would be quite out of -the question. It would
be rendered impossible if these assumptions were true.

1. That the instrument of credit control by which the
policy of price stabilisation is to be carried out is the com-
mon mechanism of producers’ credits. 2. That the price
level of the factors of production other than capital is slow
to move relatively to the price of capital (or the level of
money profits).

Capital accumulation necessarily increases the physical
efficiency of the factors of production other than new capital
as a group. With constant money prices for them the rise
in their average physical efficiency is bound to cause a pro-
portionate reduction in the average costs per unit of the final
output attributable to them. If prices are stabilised through
an outflow of money from the banks the-e is therefore bound
to be an increase, and a dispropoypitgpte increase, in the
level of money profits, and a s\ e ste,1t increase in the
demand price forneww o & ;Dlwces. ill the real resources
of society be induced to" &° & p th.-.apital good industries
by the expenditure of the © & _&Sney in excess of the amount
which would have been attracted there by the current rate of
voluntary saving, but also the rising expenditure of final
.output will be sufficiently large to causé a sharp increase in
the level of money profits attributable to the owners of fixed
capital.

Let us imagine for example a production unit in which
the return on fixed capital has been 20 per cent of the turn-
over, ie., that when the total receipts were £3,000,000, the
expenditure on wages, rents and road materials was
£4.000,000 and “profits” were £1,000,000. The firm then
introduces new capital which raises physical output by 10

1 o -

See. Lavington The Trade Cycle, and Clay Economics for the Gc:lml
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per cent with a constant market price for the products.
The following conditions will then arise:—

Q| Physical| Price |Total Receiptsy Wages& Profits.  {Per Cent
‘5| Output. Level. | for Output. Rents., on Turn-
R over.

1| 100 I [£5,000,000£4,000,000|£1,000,000| 209,
z| 100 I |£5,500,000£4,000,000 [£1,500,000(27.27%,

That is to say a 10 per cent increase in physical producti-
.vity, will, under the assumptions of constant prices for the
product and the primary factors, occasion the profits
measured as a percentage of turnover to rise from 2o per
cent to 27.27 per cent. Absolute money profits will rise by
50 per cent.

On the view that has been argued at length in the earlier
Chapters—that the demand for money to be spent in
productive enterprise is determined by the level of money -
profits made throughout the system—the situation created
by this attempt to stabilise prices is bound to become rapidly
and cumulatively inflationary. The higher Rate of Profits
due to the initial fall of costs becomes the basis of the demand
for money to spenf tlnd the demand for money and the
demand curve for n@ry €cing will move quickly to the right.

* A still greater rate ©Ping € expansion will be initiated if the
Rate of Interest is Reist constant. The increasing flow of
producers’ credits will attract even more resources into the
capital good industries, while the increase in the output of
capital will still further reduce costs although no doubt the
rate at which costs fall will itself grow smaller.

But it is not in the Jeast necessary that the policy of price
stabilisation should break down at an early stage or that
prices should rise for a considerable time as a result of these
combined movements. The rate of real capital construction
will be increased as long as the volume of credit is expanding
and consequently physical output may begin to rise at an
increasing rate for a period.? The realised level of prices will

1 T do not mean that the new money will be spent exclusively on new fixed
capital. Some, of course, will be spent on raising the prices of complemen-
tary factors, but since the Rate of Interest is relatively low there is Jikely to be
some increase in capital construction.
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depend on the relation between the rate at which final output
is expanding and the rate at which credit creation is taking
place. If the outflow of credit is taking place in an economy
that is already involved in an immense secular expansion
and in which consequently the utilisation of a large and ex-
panding field of technical improvements is possible, the
resulting rate of growth of physical output may be very large
and it would be possible far a very great inflation of profits
to take place without an upward movement of prices and
even despite a downward trend in them. Something not
unlike this may have been happening in America between
1925 and 1929.

The stabilisation could not, however, continue indefinitely
because there are underlying causes which will cause the
rate of credit creation to rise above the rate of increase of
physical output. The rate of credit creation, in so far as it
depends upon the absolute level of money profits, will grow
larger and larger as long as there is any rate of technical
invention associated with capital accumulation. The nature
of an invention is to lower costs below their present level,
whatever that level may be. In the sitnation which we are
imagining the installation of new capital and the utilisation
of new inventions will be proceeding steadily in face of con-
stant prices for the primary resources. Costs will therefore
steadily decline and in face of constant commodity prices
the absolute profit margin will expand.

Rl 111

Costs

Tune
Fig. 21.
The rate of credit expansion determined by the absolute

level of money profits will therefore rise steadily. Not so
the rate of increase of physical production. Unless it could
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be assumed that the rate of invention will itself rise as in-
flation proceeds and there can be no general reason why it
should, the rate of physical increase is not likely to grow
greater.?

A rising rate of monetary expansion will therefore encoun-
ter a constant rate of physical growth. In the long run the
maintenance of the existing rate of increase in profits will
involve a rise in prices. The banking authorities must, if they
are to continue to stabilise prices, reduce the rate of in-
flation. But to do this will affect adversely the rate of
growth of profits. ‘It is impossible to avoid a conflict be-
tween the interests of price stabilisation and the mainten-
arnce of profit expectations of entrepreneurs. That is the real
dilemma of price stabilisation policies in face of relatively
constant prices for the factors of production.

It is not being argued that this is what actually happens
during a “stabilisation” inflation. Such inflations are often
brought to an end before any rise in prices takes place— °
either by a shortage of cash on the part of the commercial
banks or by a Stock Exchange boom or by a sense on the
part of the Central Bank that the market is “getting out of
hand”.2 This I have argued elsewhere.? But if such an
early check were not administered, prices would be bound to. -
move upwards in the long run. Price stabilisers often point
to the check that must at some point be administered to the
system as the real cause for the failure of their policy, with-
out realising that it is the sole alternative to high inflation.

1 The situation at this point is very eomphmted beauae the rate of capitat

accumulation may itself be gh the Now the effect
of an increasing rate of upl(al wcumulatxon 18 in the short run to reduce the
rate of i of other p and in the long run to increase
it. Itis therefore very dlﬂicult to say exactly what will be happening to the
rate of i of pt at any lt will be affected by
the current mcreue " of the rate of upml and the

of phy thepanmcreasemd:e rate of
capital lati Smce, , Prof. Hayek has demonstrated (Prices

and Production, Lecture 11I) that the maintenance of a given rate of forced
saving will require a comparatively greater rate of mﬂamm, we are safe
to assume that the rate of i in capital will be small in
relation to mcreue in t.h: rate of aedn P The rate of

is fc hkelytobe as I have assumed in

the text, relanvely constant.
3 It appears to have been a8 combination of these latter two causes which
in America in the Spring of 1929.
3 Purchasing Power and Trade Depression (Chapter VI),
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It will, however, be asked at once why the imposition of
a check when or before prices rise greatly matters. The policy
the banking system is pursuing is that of price stabilisa-
tion, and so it will naturally resist any tendency to cumu-
lative inflation. The Rate of Interest will be raised, credit
will be restricted and the industrial system will be allowed to
“settle itself down” to the new level that the Circulation has
just reached. Why should not an inflation by way of
producers’ credits be allowed to continue until prices show a
tendency to rise and then be checked just before prices
actually rise by an npward movement of the Rate of Interest
and such/other deflationary measures as may be necessary?
This hag always been the implicit defence of price stabilisers.
Baut it is open to a number of fatal objections.
1. Tt is virtually certain that the change in the policy of
the banking system will be followed by a general contraction
_through a change in the expectations of producers. Let us
make the assumption that is most favourable to those who
believe in price stabilisation—namely that the banks do not
wish to reduce the quantity of credit outstanding but only
to stop it expanding still further. The moment that the halt.
is called the course of the price level and similarly of the
level of profits is other than it would have been and other
than it has been. Price expectations and profit expecta-
tions are disappointed. The rate of increase in absolute
profits upon which investment has necessarily been based
will not be maintained. That does not directly affect the
commercial position of entrepreneurs who possess completed
investments. In so far as the installation of new fixed capital
financed by the credits has been completed the firms in
possession of the capital will be in a strong commercial
position. They will be the low cost firms in the existing
situation and they will be relatively little affected by snbse-
quent financial difficulties. But nevertheless there will be a
number of enterprises which have been initiated upon the
assumption that prices would remain constant and that
profits would continue to rise. Above all, there is the current
set of enterprises and capital installations which are not yet
completed and which have only been begun upon the basis of
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existing profit expectations. Those expectations are not
fulfilled because the rate of expansion of credit upon which
they were based has not been maintained. It is therefore
impossible to escape the conclusion that certain investments
will be stopped apart from those which would have been
financed if the increment in credit expansion had been avail-
able. An absolute fall in the rate of investment is bound to
be caused because the expectations upon which the rate of
investment depended have not been fulfilled by the banks.

The moment that there is an absolute fall in the rate of
investment the whole position changes. The money income
of the community falls from its previous high point, prices
decline for reasons other than an, increase in -physical
efficiency, another circle of firms and enterprises makes
losses, confidence is further undetmined and investment still
further reduced. The vicious ‘gircle of moving losses and
cumulative contraction is began. And the whole of this
process becomes inevitable, even though there is no absolute
reduction of the volume of lending in the first instance. Inso
far as it is necessary for the banks not only to reduce the rate
at which credit is expanding, byt also to reduce the absolute
volume of credit in order to regdin control, all these processes
will occur even more sharply 4nd on a larger scale. It is in
general impossible to disappoint profit expectations without
creating a severely deﬂatioﬁary situation, whether the
change requires an absolute or a relative contraction of credit
facilities. ‘

2. Nor is this the whole story. One of the most certain
forms of pressure that will be used by the banks will be a
reduction in the loans made for speculation on the stock and
property markets, or at least a reduction in the rate at which
such loans have been increasing. If this pressure is exerted
the prices of securities will not continue in their anticipated
course and those operators buying for capital appreciation
will suffer a reduction of profits and some absolute losses.
The unloading of securities on to the market, a scramble for
liquidity and a rise in the long term Rate of Interest will
follow upon such developments. As the argument of a
previous Chapter showed, the rise in the Rate of Interest
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appears to be an unimportant commercial consideration; but
one by-product of that rise is not unimportant. The value of
all existing property rights in terms of money will be falling
and this fall in aggregate value leads to two further deflation-
ary results of considerable importance.

(4) The volume of collateral security available for bank
advances throughout the system is sharply reduced. This
fact not only makes the balance sheet position of competitive
banks look bad and induces them to contract their risky
investments still further, but it also shakes the confidence
and reduces the borrowing power of productive enterprise.
A general collapse of security values will therefore enforce
a reduction of bank lendmg

.(8) The reduction in the capital wealth of individual
property owners and consumers tends also to shake their
personal confidence. It is likely both to reduce their expen-
diture and to make them afraid of industrial or risky invest-
ments for their money. A further element of contraction is
created.

All developments in the Financial Circulation can only
reinforce the fundamental contraction in the Industnal
Circulation.

It therefore appears certain that at the end of a prolonged
period of inflation a sudden “stabilisation” cannot be made
smoothly without a reaction. Moreover, although there is
nothing absurd in supposing the Industrial Circulation could
settle down to a new equilibrium after a small and definite
inflation of credit (as the reasoning of Chapter II made
plain?), there is nothing in common between these proposals
and the policy of stabilising prices. The moment that the
rate of expansion is stopped and the system is no longer
subjected to a proportionate flow of new money, the down-
ward fall of prices will be immediately resumed quite apart
from the disastrous effects upon confidence which may be
reasonably expected if the previous inflation has been large.

All this makes it almost impossible to believe that prices
can be stabilised in the face of a relative stability in the prices
of land and labour, although it is certainly possxble to exag— .

1 Ch-pter 11, §3.
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gerate the evil effects of a series of small, definite and con-
trolled injections of credit. No one wishes to suggest that
such small injections will be disastrous, while if they are
deliberately limited in volume they can in no way become
cumulative. If the inflationary injections are small, and the
period in which they take place is short, the subsequent
““loss of confidence” deflations, will themselves be small.
These will in fact be roughly proportionate to the size of the
induced profit inflation and to the strength of the expectation
that has been created that such an increasing Rate of Profits
would be indeﬁnitely maintained. Although a short period
stabilisation of prices is eminently possible, 2 series of such
small injections as could be made ffom quarter. to quarter
cannot provide long period stabilisation. Over a period of
five or ten years prices would have fo fall to a considerable
extent if the rate of capital accumylation were high, and a
- stabilisation for such a period wf)uld under our present
assumptions, involve a serious and, unstable inflation, while
a stabilisation for every alternate quarter would be accom-
panied by a secular fall of prices. Jt is therefore safe to
conclude that wupon the specific q ption of relatively
constant prices for the factors of pr duction other than proﬁlf
bearing capital stable prices are duite impossible. A later
section will examine the significance of the underlying
assumption upon which this conclusion is based: in the
meantime the second suggested credit policy remains to be
discussed.

§3. A CONSTANT CIRCULATION.?

It is Professor Hayek’s privilege to propose the most
ascetic ideal for the achievement of monetary equilibrium.
He proposes to stabilise the effective circulation (MV),
whatever happens to the volume of industrial output. There
can be no question that such a policy, or anything approach-
ing it, will fulfil the first simple condition of equilibriurn—

1 The argument of this Section with the exception of the last past of it
(sub-section 6) is merely a rep of the ar in Mr.
Meade’s Rate of Interest in a Progressive State, Chapter 11 Appendix. 1 was
originally indebted to Mr. Meade and Mr. Maurice Allen for the analysis
contained in the footnote on p. 187 of Purchasing Power & Trade Depression
and in this Section.

R
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such a case the process of capital accumulation wik™..
accompanied by a reduction in the total demand for mov’
to hold despite the increase in the long period of producti*
which includes the production of the new fixed capita,
An increase in the volume of balances becoming free through
the acceleration of the rate of business turnover would occur,
and likewise an ultimate tendency for the Consumer’s
Income to increase. Saving would in these circamstances
exert an inflationary pressure.

This analysis makes it plain that the reduction of Con-
sumers’ Income which Professor Hayek envisages, arises
from that particular type of capitalist development in which
the average number of unit #ime and commercial stages
through which goods must pass is permanently increased.
That is to say, the product of multiplying the number of
times which intermediate products are exchanged against
money by the average period for which money has to be
held to finance these transactions is increased as a result of
the construction of new capital. Upon this assumption, and
this assumption alone, will capital accumulation necessarily
lengthen the perpendicular of Professor Hayek’s triangle and
occasion a decline in the Consumers’ Income derivable from
a constant Circulation. There is no reason to doubt that
this has in fact been the effect of accumulating capital dur-
ing the last hundred and fifty years. In any case we are only
concerned to know whether the reduction in incomes which
will take place if these conditions are fulfilled is necessary to
the maintenance of monetary equilibrium as Professor
Hayek holds. - It is however important for this purpose to
understand the source of such reductions.

4. The reduction in Consumers’ Income which is involved
in a lengthening structure of production is then solely due to
an increase in the requirements of producers for financing an
increased time x value total of transactions in intermediate
products. It is attyibutable to the buslding up of balances by
entrepreneurs handling new intermediate products in new tech-
nical and commercial stages—in particular by new firms in
existing industries and by new industries entering the struc-
ture of production. Let us imagine a two stage structure of
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luction converted into a three stage structure with each
~we two stages employing half, and three stages employing
Sie-third of the primary factors. Then the position of the
#alances in the two system in equilibrium can be worked out
from simple diagrams. In the two stage structure there will
be 5 unit balances distributed in this way between producers
and consumers:— ’

Consumers | = 1 x | 2x

. Stage 5] .

ZndStage | x| x| 2«
Fig. 23.

Consumers’ Income and Balances=2x per unit period of
time and Producers’ Balances and Turnover=3x per unit
period of time. In the three stage structure however there
will be not 5, but g unit balances distributed thus:—

Consumers [ ¥ | ¥y | 'y | 3y
st Stage [ Y] y

Znd. Stage 2y

GdStage [ ¥ T ¥y T ¥y ]a3y
Fig. 24.

Consumers’ Income and Balances=3y per unit period of
time while Producers’ Balances and Turnover=6y per unit
period of time.

The assumption of Constant Circulation means that the
total volume of the unit balances in both periods of time
should be the same and therefore 5x==gy, thus:—
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alter its commercial acter as it flows through the system.
It does not begin as yn increase in the capital liabilities of
certain producers and then become part of the gross income
of certain other individuals. It begins and continues in-
definitely in the income category.of monetary receipts.
Consequently an original issue of this type of new money in
one period cannot be followed by unforeseen and dispropor-
tionate movements of other types of expenditure in sub-
sequent periods. It will be remembered for example that in
the case of the issue of producers’ credits it would be possible
for a rise of the order of 10 per cent in the volume of liquid
assets provided by the banks to induce a rise in the Con-
sumers’ outlay of the order of 100 per cent. Reactions in the
income structure of such disproportionate and uncontrollable
nature become quite impossible if a definite volume of final
money income is created in the first instance. The financial
authority knows where it is, so to speak.

(2) Also there is no forced saving or dis-saving. The
new money is handed directly to consumers who can dispose
of it as they please. There is no theoretical reason to believe
that if an increase in their real income comes to them in the
form of an increase in money wages that consumers will
either raise or lower their rate of saving above or below
what it would have been. On the whole there is a practical
probability that a fall in the Cost of Living tends to increase
consumption, and that a rise in money incomes stimulates
saving. But in any case, not only will consumers be able to
choose what Rate of Saving they please, but the issue of
new money will in no way disturb the real structure of con-
sumption good production and new capital production. If
the consumers’ chosen rate of saving is constant throughout
the period of inflation then there will be the same percentage
expansion in the demand for capital as in the demand for
consumption goods and the prices of new machines will
show the same rate of profit to the producers of machines
as the prices of consumption goods show to the producers of
consumption goods.! There is therefore neither an insti-

! It will be remembered that Professor Hayek (Prices and Production.
Lecture III) dismissea the possibility that Consumers’ Credits can do any-
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tutional change nor a disturbing influence upon capital
good production as these funds flow back through the
system.

Is it possible to conclude that prices could be stabilised by
the issue of consumers’ credits in this way? We must dis-
tinguish two possible situations before establishing that such
a probability exists.

In the first place we have to consider the simpler theoretical
case in which this policy is assumed to have been con-
tinuously pursued from the time at which physical produc-
tion increased. This case presents no real difficulty. In each
period of time the Consumers’ Outlay will rise by the same
percentage as physical output and in every stage the
appropriate distribution of the previous increase in expen-
diture will cause the expenditure at that stage to move up by
the same percentage as physical output. Money prices will
be stabilised and relative prices will be what they would
have been in a non-monetary system. Such a condition
fulfils Professor Robbins’ requirement that “the value of
the unit of account is written up in each period by the same
percentage as physical output is increasing.””

This does not mean that the amount of new money created

)} ) , in an analysi wherehe

thing more than
assumes not only that the proﬁtl made in the g
and the output of new capital move in opposite directions, but also that
Consumers’ Credits must necessarily be spent and not saved. He therefore finds
it easy to show that the issue of ‘Consumers’ Credits will lead to a crisis in the
capital good industries. But in the context in which I am arguing such
p would radical errors. 1 am supposing that the
whole consuming public receives a steadily increasing money income over
a considerable period of time, and that this steadily incressing income
secures to them an equal i in real i In these it
would be ridiculous to suppose that the whole addition to these incomes must
be spent on consumnption goods. Such a view would imply that their saving
expressed as a fraction of their total income, steadily declines as their stan-
dard of living rises.

It is, however, true that 4 steady injection of new money at one particular
stage in the structure of production will exert 8 disturbing effect on the
relative levell of profit in the stages. Professor Hayek is however wrong to
identify this d b with a reduction in profits of predominantly capital
good producing stages. He appears to forget that the later stages in the
production of capital for a new railway the ion of which is fi
from the proceeds of a recent loan, is far nearer in point of production stages
to the owner of final income than is the producer of raw cotton in the
Americas, despite the fact that his product is destined for the f2 of
consumption goods. This is one of the most d: g biguities involved
in Profeasor Hayek’s simplified triangles.
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vill be equal to this percentage. The amount of new money
vhich must be created in each period is that sum which is
nfficient to cause the Consumers’ Outlay to rise by any
riven percentage and this sum is affected by changes in the
:ommercial structure of production and the average velocity
f circulation. In so far as the accumulation of capital leads
‘0 the type of commercial disintegration we have already
liscussed the amount of money which must be created will
e more than in proportion to the desired increase in the
Consumers’ Outlay, while in so far as Transaction Velocity
moves it may be either greater or smaller.

But in the second place the situation will be wholly differ-
ant and more complicated if it is assumed that the process
has not been continuous and that the issue of free money
with a view to stabilising prices is just beginning. In this
case a distortion of relative profits is inevitable. Up to the
moment at which the policy is initiated the Consumers’
Outlay has, let us say, been constant and the price level of
final output has been falling by the same percentage as
physical output has been increasing. Prices at the first stage
of production are stabilised at the moment when the increase
in Consumers’ Outlay is effected while at that moment in
other stages prices are still falling as output increases. This is
simply one particular case of the general analysis of con-
tinuous inflation offered in Chapter II—the case in which the
disturbing injection is occurring at the first stage. Profits
are bound to be raised at that stage relatively to all other .
stages in the structure of production. Three general results
follow:— :

(x) There is bound to be some re-distribution of the real
resources as determined by the relation between the period
of Transaction Velocity and the period of factor mobility.
The increase in profits will move rapidly through the system
but since the injection is continuous there will be some real
movements to compensate for it. The re-distribution will
however not be between capital good and consumption
good construction, but between the raw material and
manufacturing stages of both types of production. Such a
re-organisation of the structure of production is not a re-
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organisation which must be reversed after a period but one
that takes place towards a new equilibrium,

(2) The rise in profits in the early stages and the anticipa-
tion of increasing profits in the later stages may give rise to
an inflationary increase in the Velocity of Circulation. An-
inflationary increase in producers’ credits has been ruled out
by the assumption that the Banks are not extending credit—
but this does not prevent an upward movement in Trans-
action Velocity conséquent upon the improvement in the
profit position. Such movements can however be offset by a
reduction in the rate at which the free money is created. No
change in" expectations or confidence will result from this
compensating adjustment since the net result is to maintain
the rate of income expansion constant. The Consumers’
Outlay has been made to rise as output increased and calcu-
lations have been based upon this expectation. If an increase
in velocity is providing some of the necessary increase in
outlay it does not matter that the actual creation of new
money is reduced. Outlay still rises by the required per-
centage. Of course, if the increase in velocity overwhelms the
system and causes outlay to rise more than it should without
any new creation of money, a positive deflation must begin.

(3) Finally? it is possible that the rise in profits in the
manufacturing stages and the anticipation of stable prices
with an increasing output may occasion hoarding in the
earlier or raw material stages. If the entrepreneurs producing
raw materials hoarded money on the anticipation of stable
prices in the way envisaged in the last section of Chapter III
(see p. 106) they would be utilising part of the current flow of
savings for hoarding purposes. Such hoarding should be
offset—as in any other case—~by the creation of the necessary
volume of credit and in so far as the process occurred the
creation of consumers’ credits would have to be supplemented
by the creation of the necessary volume of producers’ credits.

With these qualifications and in so far as this analysis is
true, it would appear to follow that prices could be stabilised
by the appropriate use of Consumers’ Credits. The same

! 1 am indebted to Mr. Barrett Whale’s critici for the refl
d in thi -

P
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result could also be achieved by the use of the second type of
measure mentioned at the beginning of the section. Prices
could be stabilised if the volume of credit necessary to
stabilise the price level of final output was issued to pro-
ducers in the form of subsidies to the prices of the factors
other than intermediate products—i.e., subsidies in respect
of payments to consumers. The subsidies would only need to
equal the sncrement of physical production in each period of
time since the expenditure of the increasing flow of income
would by stabilising prices cause the receipts of the entrepre-
neurs to rise in each period to equal the physical efficiency of
the last period. The continuous increase in total money costs
would be equal to the increase in physical output and would
be offset by the equal increase in the total price of their
product. The advantage which the policy of subsidising the
level of money costs possesses over the alternative course of
giving new money directly to consumers lies in the fact that
no profit inflation is induced by it and that there is no dis-
turbance in the relative levels of profits between stages near
to and stages far from the expenditure of final income. The
entrepreneur’s costs are stabilised—the increase in the
physical efficiency of the factors which he uses being just
ofiset by the increase in the money prices which, after each
period, he has to pay for them—while the prices he receives
for his products are stabilised also. It is therefore impossible
for a profit inflation to occur. And there is equally clearly
no disturbance of profits between stages because all stages
are affected simultaneously by the upward movement of
money costs. These costs and prices are everywhere stabilised
at once.

- These are conclusions of considerable theoretical impor-
tance. They re-open the question of price stabilisation. But
they depend upon credit policies which are novel and in the
highest possible degree unorthodox. What then is to be
said about them of practical interest? Two facts emerge
clearly at this stage:—

First that the immediate practical mporta.nce of these
conclusions within the institutions of an individualistic
capitalism is very much smaller than their theoretical
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validity might suggest. Quite apart from the impact effects
upon confidence which the initiation of such a revolutionary
credit programme would inevitably involve, there are several
most important difficulties which any such scheme would
have to face. It would be extremely difficult to know how to
distribute the new money to individuals and almost equally
difficult to prevent the issue upon a rising market of pro-
ducers’ credits on the part of independent commercial banks
if the first plan were chosen, while the supervision of accounts
and the issue of a complex series of subventions to individual
producers is entirely incompatible with the maintenance of
economic independence in the case of the second plan. To
take the type of difficulty involved in the first plan—it is
almost impossible to conceive the principles according to
which the new money could be issued, since the necessary
“stabilisation allowances” could not be made in any
continuous and determinate way. They must vary with the
rate of increase of physical production. It would therefore
be impossible to finance one definite scheme such as Family
Allowances or Old Age Pensions out of new money created for
the purpose, because the volume of additional money created
would have to vary from year to year and would continuously
pass into the ownership of some private account. Moreover,
the complete cessation of the right on the part of the Joint
Stock Banks to make loans or advances to their customers
in excess of the amount that they then had issued, despite
the rapid increase in the demand for them, would meet with
insuperable resistance as long as the Banks were left as
powerful independent financial corporations. In the case of
the second plan the subsidies to primary factors only would
involve a supervision of a systematic and continuous type
that would be certainly quite incompatible with private
enterprise as it is known to-day.

It must however be remembered that there is one method
of re-enforcing Consumers’ Income which is fully understood,
not over-complicated and quite easy to control—and that is
the remission of national taxation. It would not be utterly
impossible, even within the present institutions -of our
economy, to unbalance the Budget continuously and make
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up the deficit by the issue of varying amounts of unbonded
credit to an amount determined by the course of physical
productivity. Apart, once more, from the impact effects
upon confidence which the initiation of such a policy might
occasion, the mechanism itself would be simple and efficient.
Concessions in taxation are frequently made, they are
readily understood and can be easily controlled. Their
monetary effect would be to give just the increase in the
Consumers’ Income for which we are looking. To this point
we shall return in the future.

Secondly, it is important to emphasize that there are no
real advantages in price stabilisation in the economic sense of
the term real. Real Incomes will mount just as rapidly and
physiml output will increase just as freely with constant
money incomes, ialhng prices and unit costs as it will with
increasing money incomes, constant prices and constant
unit costs. There is no “standard of living” advantage in
this second policy. Yet it would be idle to deny that there
are most important psychological and social advantages in
the latter course of action. There can be no reasonable doubt
that the vast majority of people feel much wealthier if they
experience a constant increase in their money incomes in face
of a stable Cost of Living than they do with stable incomes
and a falling Cost of Living. .Almost no one appreciates the
considerable rise in real income enjoyed by the community
since 1929. . Society would be more stable and content, the
direct dependence of money rewards upon the activity of
social accumulation would give investment and machine
construction a prestige and value which they lack to-day
and which they very much need, if only prices could be
stabilised. Perhaps the practical difficulties of a consistent
policy of Consumers’ Credits is almost insurmountable with-
in the limits imposed by our present financial and economic
institutions. So much the worse for those institutions. If
they cannot supply the confidence necessary for wise policies
then it is clear that the cost of a successful price stabilisation
is 2 much more profound re-organisation of these forms of
control, and the initiation of the fundamental institutions of a
Planned Money. With these broader questions we are not for
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the moment concerned, but we shall return to this matter
again.

§6. AuroNoMoBs MOVEMENTS IN MoNEY CosTS.

It will be best to take up a different kind of argument at
this point. It is suggested by certain economists—notably
by Mr. Harrod?—that it is not possible to advocate any
monetary policy until we know what is happening to the

- prices of labour and land and other primary resources. It is
only in relation to wage policy and dividend policy that the
appropriate credit policy can be described. This is entirely
consistent with the line of argument pursued in this book
but in the hands of those who have advanced this position
it has led to a somewhat unjustified expectatlon that prices
can easily be stabilised.

" Suppose, it may be argued, that during a period in which
physical efficiency is increasing money wages and money
rents and other types of primary factor cost are also advanc-
ing. Increasing physical efficiency will then obviously not be
accompanied by proportional and opposite movements in
money costs. Moreover, since physical output is increasing
without a proportional reduction in unit cost the volume of
‘monetary business will be increasing and the public will hoard
new balances in proportion to the increase of physical output.
That was seen to be true at the end of section 3 of the last
Chapter (see p. 106). As Mr, Harrod says:— '

“Consider the case of a rising aggregate income and a
stable price level. On the assumption of constant velocity
the community will require to add to its monetary hold-
ings at the same rate that income is increasing.”

In these circumstances why should it be impossible to
stabilise prices, or under other circumstances to allow them
to rise steadily or fall less than proportionately to the in-
crease of physical efficiency, by the issue of producers’
credits to make up for the volume of autonomous hoarding?

Now if Mr. Harrod and those who think with him really

1 R. F. Harred, Expmu-um of Credit in an Advancing Commumity. Econo-
mica, 1934.
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mean that there is a secular trend in the prices of all the
primary factors—wages, rents; debenture interests, and all
the rest—which happens to be equal to the rate of growth in
physical income, then of course it is possible to stabilise
prices. The second alternative outlined in the previous
section—that of a general subvention to the costs of the
primary factors—will in fact be realised. Unit costs will be
stabilised and also prices. Moreover, this is the one case in
which prices could be stabilised safely by the issue of producers’
credits.t Mr. Harrod is quite right to argue that in these
circumstances the public will hoard a quantity of money
equal in proportion to the increase of physical output. Real
Income and monetary turnover are rising in the same pro-
portion and apart from any change in velocity, or in the
technical conditions of the demand for money, a proportional
increase in new balances will be required by the public. If
these balances are not provided by the banks they will be
hoarded out of current savings and Saving and Investment
will be forced out of equilibrium. In these circumstances
new credits provided to producers can be used to stabilise
prices and the Rate of Interest which equates the supply of
savings with the demand for physical capital in each period
will stabilise prices.

But the possibility of this condition appearing in the real
world is extremely remote. Is it seriously contended that
such a complex secular trend is likely to arise? Of course, it
might do so, but if it did, for how long could it be maintained ?
Moreover, and this is the essential point, it is quite ithpossible
to induce such a condition by Rate of Interest policy and the
issue’ of producers’ credits. It would only be possible to
stabilise prices by the issue of producers’ credits if they had
already been stabilised by an inflation confined to the
incomes of the primary factors. The ordinary course of
inflation financed by producers’ credits cannot do this in face
of relatively stable factor prices (¢f. §2). Consequently, there
are only two problems in connection with these assumptions
that are worth raising:—

2 This was, I think, the essential point made by Mr. Harrod and not
properly understood by those who criticised his views, .
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First, it is vitally important to inquire by what practical
policy it is possible to cause final income to rise in proportion
to physical output. That was the problem discussed in the
last section and the broad solution was that it is only
possible by mechanisms of Consumers’ Credits or free
money. )

Secondly, there is the very real analytical problem as to
what will happen if there are local or general arbitrary in-
creases in the level of money wages or other primary factor
costs. This is the theoretical problem raised by the wage
increases legislated in President Roosevelt’s “codes of fair
competition” or by the all round rise in time rates conceded
by the Ministry of Munitions in this country in 1917. These
sudden and arbitrary or autonomous increases in the level
of factor prices were not derivable from monetary sources.
The analysis of the effects of such measures is important
and intricate but it has nothing to do with price stabilisation.
In ordinary circumstances the prices of primary factors are
the effect rather than the cause of monetary changes and in
any case, unless the advance in the prices of primary factors
which is envisaged by these measures is continuous and pro-
portionate to physical output, they could not possibly be-
come the basis of price stabilisations.

It may be as well to say something about sudden and
arbitrary increases in wages or primary costs in general,
Their influence is bound to be complex. In the first place the
advance of wages—let us say—will reduce profits in all
stages and in proportion to the wage bill at each stage.
Since the Rate of Profits is the basis of the demand for new
money, it will in this respect exert a sharp deflationary
influence. Investment will fall off and bank advances will
be contracted. If this were the only influence the analysis
of the phenomenon would be easy and concise. But it is not
the whole story because in the second place it is probable
that such a movement will increase the expenditure on con-
sumption goods—the profits in whose production will con-
sequently rise. This is, independently of all other conditions,
an inflationary phenomenon. Perhaps an arithmetical
example will make the position clearer. Let us suppose that
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there are four stages of production, each of which contributes
45 units to the Consumers’ Income made up of a wage bill of
50 units and profits payments of 25 units, so that the total
wage bill is 200 and profits are 100 for the whole system.
And let us further suppose that the Rate of Saving under
these conditions is 60 units per period of time. We then
have a simplified circulation of this form:—

Consumers’ Income

Wages=220 | *%6°
L)

Y |
—= | |

20 [

TYg.Z0;

By working out the profit position in the last stage of con-
sumption good production from the general distribution
between intermediate products, wages and profits, we have
this result:—

Cost of Consumption Intermediate Goods =180
Wage Bill = 40
Profits = 20

We will now suppose () that money wages are everywhere
raised by 10 per cent so that the wage bill in each stage is
up to 55 and profit payments ‘are down to zo; {3) that as a
consequence of the redistribution in favour of small incomes

the current Rate of Saving is reduced to 40. The form of the
circulation then becomes:
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Consumers’ [ncome
| Wages =200 ll’hﬁtﬁlﬂﬁl

V/JD‘P-ZS ]
75
—
TV-SO f-fls

= W50, P25
I Consumers’ Ouﬂqyj = l Consumption=240 Isf"s‘f;ﬂ
300
Fig. 27.

Proceeding now upon the same assumption as to the dis-
tribution of gross receipts between costs and profits we get
the following result:—

Cost of Intermediate Products =180
Receipts 260 (as before)
from the sale of Wage Costs (up by 10%,) = 44
Consumption Goods Profits = -_79

That is, profits are up by 80 pér cent!

It is therefore probable that the autonomous movement
of wages will cause a general reduction of profits and a dis-
proportionate expansion in the profits of producing consump-
tion goods. It is not easy to tell what will be the result. Itis
probable that the deflationary influence of the contraction in
demand for capital at the earlier stages will more than offset
the expansion in the demand for the later stages, But this
is not certain. The technical conditions might be such that
the anticipation of profits in all stages is so dependent on
the profits in the last stage that the sharp rise in profits there
might occasion an upward movement in the demand for
money for capital construction as a whole. In that case the
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net result would be an inflation if the banks met the rising
demand with producers’ credits.

The final result is doubtful and dependent upon a complex
set of conditions, but it is possible to arrive at the following
conclusions:—

(1) The general advance of money wages beyond the value
of the marginal product of labour will initiate a process of
labour saving invention and capital installation that will
lead to unemployment.

(2) In so far as this can be offset by an inflation which
raises money profits relatively to money wages the correct
relations between wages and profits will be restored and the
appearance of unemployment will be prevented.

(3) That it is very difficult to see how an inflation can be
secured by manipulating the Rate of Interest and hoping
to expand loans to producers. It is not of any great value
to lower the Rate of Interest to producers who are making
low profits or absolute losses. Something like this appears
to be the difficulty in President Roosevelt’s programme as 1
write (1934). ,

§7. CoNCLUSION.

It is now possible to summarise the main conclusions of
this part of the book. If the analysis has been correct the
conclusions which bear upon policy are simple but of con-
siderable importance. '

1. The analysis can be said to establish the fact that if the
only usable instrument of policy is an expansion or con-
traction in the volume of Producers’ Credit and at the same
time that wages and other primary factor prices are slow to
move relatively to prices the only practicable policy is that
of stabilising money incomes. These are, moreover, the
conditions which are characteristic of an unplanned banking
and industrial system.. It is therefore to this policy—its
further implications and execution—that we must look for
the hope of stable prosperity if no general change in the in-
stitutions of society are in sight. As such it will be con-
sidered in further detail in the second part of this work.

2. But it can equally well be established from what bas
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been said that if the further mechanism of Consumers’
Credits or free money can be used with care and consistency
a stabilisation of pricesmight be successfully carried through.
The cost of such a policy is, at the very least, a centralised
and planned monetary system. The last chapter of the book
will deal with the importance and practicability of this type
of proposal which is very different in that it affects the

institutions and not merely the use of the powers of financial
control.
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CHAPTER V
CONSTANT MONEY INCOMES UNDER DYNAMIC CONDITIONS

§1. The analysis of the previous part of this book leads
to the general and negative conclusion that, in face of rela-
 tively constant prices for the primary means of production,
it would be impossible to stabilise prices and undesirable to
stabilise the effective quantity of money. There remains the
intermediate possibility of stabilising or attempting to
stabilise the level of money incomes in the absence of a con-
trollable mechanism of consumers’ advances. But we are
only left with this policy in the sense that two alternatives
to it have been examined and rejected. It is impossible to
accept constant incomes as the correct object of banking
policy until the implications of such a procedure have been
examined in greater detail and some conclusion as to the
practical means by which the policy could be executed has
been reached. These two matters are the subject of the
Second Part of the book.

In a completely static economy the further consideration
of stable money incomes would be useless. If no new capital
were coming into existence, if the working population were
stable, if the volume of property rights remained unchanged
and if the public’s preferences between the owmership of
various types of wealth. were all constant, then money
incomes could not alter: but neither would prices, nor the
Circulation, nor even the Rate of Interest. There is therefore
nothing further to be gained by the examination of the static
position. All further illumination will come from an analysis
of the types of dynamic change—the different departures
from static conditions—which can influence the level of
prices, costs and incomes. We must review the important
types of change which the monetary system can undergo
and trace out the significance of maintaining or attempting

7
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to maintain constant money incomes in the various circum- -
stances thus created.

It is difficult to see how there can be any systematic
classification of the possibilities of dynamic change. The
static economy is defined by a set of arbitrary stabilities
and the approach to the full dynamic position consists in
allowing each one of the constant quantities to vary. Itis .
proposed therefore merely to select those types of dynamic
change which appear to be either most likely to occur in the
real world or to throw most light on the implications of the
policy which the book defends. It is not possible nor profit- *
able to investigate every possible variation.

§2. THE SiMPLER CHANGES AND ADJUSTMENTS.

It is possible in the first place to dispose of a number of
dynamic processes the theoretical nature of which it is easy
to understand and where the application of Constant In-
come policy is scarcely controversial. The simplest type
of change to which the monetary system is called upon to
adjust itself is an alteration in the preference for the owner-
ship of cash or credit balances relatively to other forms of
property right—a change involving “hoarding” or “dis-
hoarding” in the old sense; what Mr. Keynes would now
describe as a change in the “liquidity preference” of the
community.

1. Simple Hoarding.

If there is an increase in the volume of cash and credit
balances held by individuals in respect of their private income
transactions and these additional stores of money are
accumulated out of their own -money earnings, there is
bound to be a decline in the Transaction Velocity of Circula-
tion. In the absence of credit creation the expenditure on
Final Output will be diminished by the whole of the hoarded
money and the funds out of which the money income of
consumers must be paid will be reduced. After a period of
time, the length of which is determined by the average
period of circulation, the money changing hands against all
types of commodity in the Industrial Circulation will be
reduced and the Consumers’ Income will fall unless the
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hoarding of one group of persons is offset by the dishoarding
of another group. The price of output will fall below its cost
of production. The successful execution of a stable Income
Policy will therefore prevent, or rather offset, any tendency
to hoard that the public exhibits. The Banks will have
succeeded in offsetting any increase in the “liquidity pre-
ference” involving a decline in the Transaction Velocity.
How this can be done a future Chapter? will try to show.
Theoretically it makes no difference whether the hoarded
form of money is credit or cash. In practice cash hoarding
or a “cash drain” is a more disastrous phenomenon.
2. Accumulation of Deposits by new Commercial Stages.
As we saw in the last Chapter, the hoarding of money on
income account—involving a fall in Transaction Velocity—
is not the only way in which additional money comes to be
required by the Industrial Circulation. If saving continues
over a long period without occasioning losses to the producers
of final output, a change in the demand for money may arise
from the growing number of commercial and time stages
through which intermediate products must pass. Anincrease
mtheba]anoasheldbyentrepreneursmrespectofthe
growing volume of transactions in intermediate goods will
not however occasion any decline in Transaction Velocity if
the new balances are borrowed instead of saved from current
income since the act of borrowing causes the balances to
move against securities new or old—in the period in which
the balances are built up. Transaction velocity is therefore
maintained although Investment is less than Saving. But
the process will nevertheless involve a decline in Income
Velocity because a larger proportion of any constant total
of money balances will thenceforward be held by producers
and the representative unit of money must pass through a
greater number of producers’ hands before it comes once
more into the possession of a final consumer. All this was
seen in Chapter III. If this process is allowed to occur the
. total price of output is bound to fall although the total cost
of employing the primary factors of prodnchon at their
. existing contract prices remains the same. It is precisely
% See Chapter VII.
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this type of situation which the maintenance of money
incomes is designed to prevent and the provision of the
new balances which stabilises the Consumers’ Income,
will prevent net losses appearing in the Industrial Circula-
tion.

3. An Autonomous Change in the Needs of the Financial

: Circulation.

A kind of change very similar to the last is that in which
there is a direct increase in the demand for money to hold;
but the change is not situated in the Industrial Circulation
or associated with the accumulation of capital. The Indus-
trial Circulation consists in the total quantity of money
exchanging against the fruits of productive activity in all
stages while the Financial Circulation consists in the ex-
change of money against property claims of all types, and
just as it is conceivable that there should be an increase in
the number of stages making up the representative process of
physical production, so it is possible to imagine an increase
in the number of stages through which property exchange
must, .on the average, pass. Suppose, for example, that a
new class of intermediary brokers springs up or that specu-
lators begin to speculate with larger sums of money, or that
property owners change their share holdings more frequently
—any or all of these movements will lead to an increased
demand for deposits in the Financial Circulation. Money
will tend to flow from the Industrial Circulation to the Finan-
cial Circulation by a redistribution of the assets of the Bank-
ing System between accounts arising in connection with
these two fundamentally different types of monetary
business. Since there is a net increase in the balances held
from the intermediate stages of exchange in the two Circula-
tions taken together, a deflationary pressure will be brought
to bear on the Industrial Circulation and a subsequent reduc-
tion in the volume of Consumers’ Income provided by that
Circulation will occur without a sufficient compensating
rise in the final income earned within the Financial Circula-
tion. A movement of this kind, just as much as an increase

" in demand in the Industrial Circulation, could be offset by a
Banking System which pursued an income stabilisation
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policy and the dangerous deflationary pressure on the Indus-
trial Circulation would be avoided.

4. An Increase of Saving without the Sale of Securities.

Suppose that after a period of time in which there has
been a constant Rate of Saving and a constant absorption of
capital into the structure of production and in which the
consequent growth in the demand for deposits has been met
by the Banks, there is now imposed an increase in the Rate of
Saving. As I have argued elsewhere,? and as Mr. Keynes has
always insisted, an increase in the Rate of Saving, requiring
as it does a transfer of real resources to the capital good
industries before full equilibrium tan be restored, must first
occasion losses in the body of consumption good industries.
In the simple case the producers of consumption goods do not
further complicate the situation by selling securities to main-
tain their dividends. Since the demand for new capital is
directly controlled by the profits made in the production of
consumption goods, it may still be possible that the situation
will become sharply deflationary. There is a contraction in
the demand for the factors of production in the consumption
good industries and a sympathetic contraction in the capital
good industries also.

On the assumptions we are now making it is important,
however, to emphasize that the price level of securities is
rising relatively to what it would have been had saving not
increased, since the demand for securities has risen with the
Rate of Saving without any increase in the volume of
securities offered. The Rate of Interest will therefore be
lower than it would have been. But there is nothing which
guarantees the automatic re-establishment of equilibrium in
such a position. It is quite conceivable and indeed highly
probable—as Mr. Keynes has pointed out—tbat the rise in
the price of securities, in the absence of increased willingness

" on the part of the producers in the Industrial Circulation to
invest, will induce a secondary wave of hoarding in the
Financial Circulation. The price level of securities has risen
and the cost of any fixed amount of dividend income is
thereby raised while the advantages of liquidity—the

* Purchasing Power and Trade Depression, Chapter 111, passim.



152 THE PROBLEM OF CREDIT POLICY

possession of instantly exchangeable money—has not
diminished. It is thus highly probable that the rise in
security prices will cause an increased demand for deposits,
while the net effect of the increase in the Rate of Saving will
be to induce an outbreak of simple hoarding. Such a move-
ment will be reinforced by the shock to confidence which the
sudden loss of profitability in the market for consumption
goods must always entail.

The only remedy for such a disequilibrium—which will
rapidly affect the level of the Consumers’ Income—plainly
lies in the creation of net profits in the capital good industries.
The Rate of voluntary Saving is permanently higher and the
only hope for long period equilibrium lies in the expansion of
the capital good industries by the transfer of real resources to
them. -It is true that since losses are being made in the con-
sumption good industries without equal losses necessarily
appearing in the capital good industries, a motive for the
transfer of resources already exists. Either the prices of the
primary factors are already lower in the consumption good
industries than in their alternative capital employment or
less of them are employed. But in reality there is a world of
difference between unemployed resources pressing their way
‘into industries where the money demand for the product is
not expanding by forcing down the level of wages and rents
in those industries against the organised opposition of the
. workers in them, and their being attracted into such employ-
ment by an absolute increase in the available employment.
Especially is this true when the organised resistance to a
reduction in money rates is strong. The rapidity of adjust-
ment to the new situation will change if the absolute con-
traction and losses experienced in the market for one type of
industrial product is offset by an absolute expansion in the
market for, and an absolute rise in factor prices offered by,
another type of production. The policy which will equate
Saving and Investment, as here defined, and the consequent
maintenance of a steady Consumers’ Income will enormously
facilitate the transfer of real resources. How Investment is
to be stimulated and net profits created in the capital good
industries will be discussed in future chapters.
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These four processes are comparatively simple. It is easy

to see how the changes which occur will affect the level of

. the Consumers’ Income and why the maintenance of a

Constant Income will avoid industrial disequilibrium. It

remains to discuss those changes in which neither the effects

nor the cure of the disequilibria are quite so easy to under-
stand.

§3. THE D1rricurT CASES.

Good examples of the more difficult type of cha.nge arise’
when a variation in the quantity of primary factors is con-
sidered or a change in the distribution of Final Income
between income groups. Up to this moment it has been
implicitly assumed that the quantities of land and labour
are fixed and only the quantity of capital is free to change
and it was also assumed (except for a short time in §6 of
the last Chapter) that the share of the product attribut-
able to the various classes of productive factor is constant.
These two assumptions must now be removed. In each case
we shall examine changes in the quantity and share of labousy
—but the application of the analysis to land as a natural
resource would yield substantially the same results.

1. Variations in Population.

Changes in population have always played a considerable
part in the analysis of the demand for money but in recent
years economists have become aware that the traditional
analysis is not sufficiently complex, and further consideration
of the problems which are raised by this particular variation
has reduced some economists to despair.* The difficulty lies
however more in the intricacy than in the obscurity of the
processes which are involved, and it is not utterly impossible
to find a solution. .

An increase in population sets in motion two important and
opposite tendencies that it is essential to disentangle from
each other. In the first and more obvious case the increase in
the number of persons ultimately possessing incomes and
competing for monetary balances will involve a deflationary
increase in the demand for money. The attempt on the part

1 See Mr. Meade’s Rate of Interest in a Progressive State, pp. 23-24.
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of new individuals to build up income balances and monetary
reserves will have precisely the same influence as the attempt
of new firms and new commercial stages to do the same thing.
The effective quantity of money will be reduced if the
balances are built up out of income, while the volume of
property exchange will be raised if they are borrowed. In
either case industrial equilibrium will be endangered.

But in the second place, and less obviously, the growth of
population will exert an opposite influence upon the mone-
‘tary position through its influence on the capitalistic nature
of the structure of production. An increase of population by
itself, other things remaining equal, will reduce the capital
per head and therefore reduce the number of commercial

b "Dimension of Primary Factors™

NP

Fig. 28.

and time stages through which output has to pass. But by
doing this the growth of the population increases the pro-
portion which the Consumers’ Income bears to any Circu-
lation. If the Circulation is constant the increase in the
population will in this respect tend to increase the Con-
sumers’ Income. That is to say an increasing population
exactly reverses the process of increasing capital per head,
and since the latter development caused an accumulation of
balances in the lengthening structure of exchange, the
reversal of this tendency will occasion a reduction of the
length of the exchange process and a release of balances
from the handling of intermediate products.

In diagrammatic form (Fig. 28) this appearsasa diminution
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of the height of the triangle and with a constant MV (s.c., with
the accumulation of individual balances offset by credit cre-
ation on the part of the banks) a proportionate lengthening of
the base or an increase in the dimension of the primary factors.
This inflationary effect is sometimes neglected in the study of
population changes—no doubt because an absolute reduction
of capital per head through the growth of population is not a
common process in modern times. It nevertheless appears to
be a real phenomenon which throws light upon the analysis -
of variations in the quantities of the primary factors. .

It is obvious that the net effect of a change in population
considered by itself will depend on the balance between these
two forces, but an arithmetical truism of this type tells us
nothing about the monetary policy which will enable the
whole new labour force to be accepted into employment
without disturbing the relation between prices and costs.
Moreover, it neglects the other essential component of the
dynamic situation—the current rate of capital accumulation. -
In any probable real sitnation the volume of capital will not
be stationary and we must therefore take account of the
relation between the rate of increase of the population and
the rate of increase in the social stock of capital. All possible
combinations of these two rates can be resolved into three
cases: capital per head will be rising, or it will be constant,
or it will be falling. The simplest case arises when the two’
rates are equal and capital per head is constant.

() Let us then suppose that the rate of growth of the
population and the rate of growth in the value of capital are
such as to leave the capital per head constant. The possibility
of an inflationary release of balances through the shortening
in the structure of intermediate product exchange is now
excluded and there remain the deflationary accumulations of
balances by the new workers on the one hand and the
changing relation between prices and costs on the other.?
The effect of the first influence is simple hoarding which must
plainly be counteracted by the banks. The building up of

* The new workers will for the existing bal and so reduce
the proportion which is held by the old workers in employment. There will
then be two solutions: a general reduction of wage rates or unemployment.
In the text a constancy of wage rates is assumed.
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deposits by a new set of individuals will reduce the money
value of the Consumers’ Income and will force the price of
total output below the existing level of total costs. While
such a development would be quite contrary to the require-
ments of full and uninterrupted employment any tendency
for the fotal income to fall must be offset by the creation of
the new balances required on income account by the new in-
come earners, If this is done and nothing more, the total
Consumers’ Income will be stabilised. But is this enough at
a time when population is increasing? If it is, then the
general formula for monetary equilibrium when it is extended
to include the case of a rising population will be constant
total income but a falling income per head.

There is, however, another important aspect of the growth
of population. Capital per head is constant, it is true, and
there will therefore be no increase in physical output per
head by the utilisation of more effective because more
capitalistic methods of production. There will be no net
increase in industrial efficiency. But there will be az increase
in industrial output. There will be more machines and more
workers and consequently a larger volume of product will be
manufactured. If then the total Consumers’ Income is
stabilised there is bound to be a reduction in the level of
unit prices. A larger physical output will encounter the same
volume of monetary expenditure and prices will fall. Ye!
there has been no corresponding decline in unit costs. Just
because there has been no increase in capital per head and no
consequent growth of efficiency there will be no reduction in
factorial costs per unit of product, unless the money prices
of the primary factors are forced down. Can there be any
doubt that such a development would be disastrously
deflationary and that what is required to preserve equilibrium
in face of constant costs is a maintenance of stable prices.
For they can be secured by raising the circulation so as to
stabilise Consumers’ Income per head so rendering output per
head, income per head, and unit prices all constant. This
will be possible just because output is increasing without any
reduction in unit costs. The conditions analysed in Chapter 4,
Section 6 will be realised and prices can be stabilised by the
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emission of producers’ credits. The increase in output at
constant cost will induce the appropriate volume of hoarding,
and the Rate of Interest which equates the supply of money
savings with the amount of money spent on new physical
capital will cause the Consumers’ Income to rise. It is there-
fore sncome per head that should be stabilised and not total
income.

The essential condition examined in the foregoing argu-
ment can be expressed quite easily in the usual diagram. The
structure of production is growing in size but the constancy
of capital per head preserves the same proportions between
Consumers’ Income and the value of intermediate products
so that the shape of the triangle remains the same, although
it grows in size. At the same time the length of the long
period of production does not change. This can either be
represented by larger triangular areas representing the
growth of the value of intermediate products with a con-
tinuously increasing dimension or vertical scale for time—
or by the same triangle with a continuously expanding
horizontal scale for the value of primary factors. The first
method is shown in Fig. 29.

Unchanged Dimension of Primacy Factor
i 2 3

——

4
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(#2) If the argument of the previous sub-section is correct
it is not very difficult to decide the appropriate policy to
pursue at a time when the rate of growth of the population is
outstripping the Rate of Capital accumulation and capital per
head is consequently falling. There the position is the exact
reverse of that in which capital is accumulating—efficiency
is decreasing and output per head is falling. The result of
the decline in capital per head will be two-fold:—

(2) Balances will be released as the number of inter-
mediate stages is reduced."

(8) Unit costs will rise as eﬁmency and output per head
fall off.

If the total Consumers’ Income is stabilised this may not
be sufficient to secure -equilibrium since output will neces-
sarily be produced at a higher unit cost. In any case the level
-of costs other than capital is bound to move in simple and
inverse relation to output per head and since an equality
between prices and costs was secured when output per head
was constant and also when it was rising by a constant
Consumers’ Income per head, presumably this relation will
also remain when output per head is falling. This would
obviously be the case if the decline in output per head were
due to a direct loss of capital because that would be the
correct antithesis to the condition in which capital per head
is rising. The only difference made by the fact that the fall
in productive efficiency is due to an increase in the population
and not to a loss of capital, will be a tendency on the part of
the new income earners to accumulate balances. In both
cases a release of balances will result from the simplification
in the structure of exchange. The ensuing reduction in the
demand for deposits will raise incomes if the change is due
to the loss of the capital and that might be sufficient to
stabilise incomes in the case of a rising population. But in
either case ‘the credit policy that will secure a continuous
equality between prices and costs is a policy which will
supplement the Circulation if income per head is tending to
fall and will reduce it if it is tending to rise. A Constant
. Income per head will, in all circumstances of changing
physical proportions between population and capital,
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preserve the essential condition that prices will move in
simple and inverse proportion to output per head and
therefore remain equal to unit costs.

(é45) Finally, if the rate of accumulation is greater than
the rate of growth of population and capital per head is
rising, despite the increase in population, new credit will
have to be created in order to offset the accumulation both
of the new industry and the new stages of production which
are coming into existence before income per head will again
be stabilised.

2. Changes in the Distyibution of Final Income behween
Property and Labour.t

There are certain types of change in the underlying real
determinants of economic life that may lead to an alteration
in the share of final income which can be claimed by any
group of economic resources. The relative prices of capital
and labour, of capital and natural resources, or of labour and
natural resources, may move in such a way that, taken in
conjunction with the quantities of these resources in employ-
ment their separate shares may rise or fall. Since in modern
society both natural resources and capital are subject to
private ownership the important distinction lies between
the share attributable to labour on the one hand and to
property rights in capital and natural resources on the other.
The possibility of quantitatively important changes in the
fraction of final income attributable to labour through the
distributive mechanism of competition constitutes one of the
major problems which those who propose a policy of Constant
Incomes must face.

Let us suppose in the first instance that the sort of situa-
tion Dr. Hicks?® suggests actually arises—the course of
technical invention and accumulation taken together result
in the marginal productivity of capital rising at a greater rate
than the marginal productivity of labour so that a reduc-
tion takes place in the share of Final Income attributable

‘Themb;ectofthuSemonhmbeenmnlyudntmnelcngthbyMr
Harrod in Part I of his article, “The Expansion of Credit in Progressive
Society,” Economica, 1934.

* Hicks, Theory of Wages, Chapters VI and X read in conjunction.
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to labour. In these circumstances the marginal product of
labour may be rising absolutely and the standard of living
of the workers may be increasing, but nevertheless their
relative share may be declining. Under a regime of stable
prices the situation would be perfectly tolerable, but under
a regime of stable total income (in the absence of popu-
lation movements) the position would be more serious. With
stable prices the absolute rise in social productivity would be
accompanied by constant monetary expansion and the
absolute rise in the level of real wages would be brought about
by a rise in the money rates of remuneration. The only
outcome of the underlying change in relative shares would be
a disproportionate increase in the money incomes received by
the owners of property. Developments of this type might
cause temporary friction but they would be nothing in
comparison with the strains which would appear in the
distributional system if a policy of constant incomes was in
operation. For then the fall in the fraction of Final Income
attributable to labour would necessarily involve an equal
reduction in the absolute sum of money paid over to labour
as a class. The total income, of which labour receives a
diminished fraction, would itself be constant. In the absence
of any offsetting decline in population, money earnings per
head and all money time rates would either be reduced by the
same percentage as the relative share has fallen or come to
exceed the value of the marginal product of labour. There
would be a downward secular trend in money wages.

Now this would be a very serious situation. The workers
inevitably look and will continue to look to their money
wages and not to real wages in assessing their economic posi-
tion. Despite the fact that the Cost of Living may be falling
more rapidly than money wage rates the workers will only be
conscious—or their spokesmen will only allow them to be
conscious—of the attack upon the money rates specified in
Trade Union agreements. There has been ample evidence in
the course of the recent depression to show that the attention
of the working population is fixed upon the money price of
labour and that big movements can occur in the cost of
living without causing an appreciable change in the deter-
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mination of Trade Union officials to organise a firm resistance
to the reduction of money rates. Such a policy on the part
of the Trade Unions when accompanied by a persistent
stabilisation of total money incomes must lead to that most
serious and disastrous thing—a secular upward trend in
unemployment. The installation of labour-saving devices
would proceed with remorseless continuity and the stabilisa-
tion of incomes would bind the system with constricting
severity. :

There can be no question that this is much the most
serious difficulty which the advocates of a Constant Income
policy must face. To the dilemma thus created there appears
to be no real solution within the mechanisms of competitive
banking practice. The attempt to stabilise prices by the
issue of producers’ credits is certain in the circumstances we
have assumed, to cause a rapid profit inflation and an un-
stable general inflation. There is no general upward tendency
in money costs. The Trade Unions are determined to stabilise
money rates and as there is a less than proportionate increase
in the demand for labour the level of money wages will not
rise. A price stabilisation will therefore bring prices above
costs just as rapidly in this case as it would do if no Trade
Unions existed and the “stickiness of wages” was wholly
attributable to temporal contracts between competitive
employers and employees. On the other hand, the control
of the relative shares of labour and capital or the successful
achievement of price stabilisation by means of an issue of
Consumers’ Credits is wholly beyond the powers of a com-
petitive Banking System and a competitive capitalism-—not
because these institutions are necessarily chaotic in their
operation but simply because in an economy based upon
atomistic production and Jaisser-faire there can be no con-
trolling authority whose business it is to finance and offset
the results of a breakdown in any essential part of the
machinery of competitive organisation. That machinery
must be working efficiently in every one of its parts for the
economy to be able to adjust itself to new conditions of
relative productivity.

1z
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3. The Deflationary Sale of Securities.t

We must finally return to a purely monetary source of
disturbance., Suppose that any change in the Industrial
Circulation results in the net sale of securities held there as
one form of financial reserve. This process has already been
examined as an instance of a divergence between Saving
and Investment and it is now necessary to re-consider it in
the light of its relation to the maintenance of Constant In-
comies and to an equilibrium between price and costs. The
relation is necessarily complex because it offers the only
example in all those that have been cited in which there is a
distinction between the maintenance of constant money
incomes and a maintenance of equality between prices and
costs. This paradoxical relation can be made plain.

(#) If we imagine that the sale of securities is induced by
a rise in the Rate of Saving and the consequent losses to the
producers of consumption goods, it is not difficult to see that
Consumers’ Income will not be reduced if the producers sell
securities. If the value of the securities sold is just equal to
the losses which are currently made there will be no decline
in the money incomes paid out by the consumption good
industries as a whole. The sale of securities has been made in
order to hold up the dividend payments which would other-
wise have fallen as a result of the losses incurred. Nor, in the
first instance, is there any reason to anticipate a fall in the
income derived from the production of new capital. It is
true that such a reduction is likely to be a secondary conse-
quence of the fall in profits earned in the last stages of pro-
duction, but leaving this complication on one side—a com-
plication which will only make the existing position even
more severely deflationary—the income derived from these
industries will be maintained for a time. Therefore the two
sources of the Consumers’ Income will be sustained and the
Consumers’ Income as a whole will not fall. As we bave seen
this aspect of the matter led Professor Hayek astray.

(#%) But in this case at least, the constancy of the Con-

1 The subject of this section is considered by Mr. Robertson in his
article ‘““Saving and Hoarding,” in the Economic Journal, 1933. The
1ast Section of this Chapter and §3 of the Appendix is concerned with the
general thesis of that article.
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sumers’ Income is no guarantee of industrial equilibrium.
In fact its maintenance is undoubtedly accompanied by net
losses in industry, for consumption good industries are mak-
ing losses and entrenching upon their financial reserves while
capital good industries, so far from making a net profit are
either already making losses or are about to make losses.?

‘What then can be done in order to relieve the deflationary
pressure which is resulting in bankruptcy and industrial
contraction? It is certain that the achievement of equili-
brium will be greatly facilitated if Investment rises at the
moment when Saving increases so that the resulting net
profits in the capital goed industries will keep net projits for
the system as a whole equal to zero. In order that the last con-
dition should be fulfilled the losses which are plainly being
made in the consumption good industries should be offset
by equal profits in the capital good industries. This can only
be achieved by an increased monetary expenditure upon the
‘output of new machines at the moment when Saving
increases in volume.

At first sight this analysis would appear to indicate that
a simple increase of Investment by the issue of new pro-
ducers’ credits to borrowers would bring Investment to an
equality with Saving. Mr. Keynes probably regards thisasa
sufficient answer. But, in point of fact, a dilemma remains,
for if new money is created at a time when securities are being
sold it is being created at a time when the Consumers’ In-
come is already constant and then, as the money passes
back through the commercial stages, the Consumers’ Income
will be forced up. And what is more important it will be
forced above aggregate costs. Nor is this all. As the new
money will be spent or may be spent at least in part, upon
the current output of consumption goods the losses which
were being realised by that associated group of producers will
be reduced by an equal sum and the volume of security sales
will decline by an equal amount. The reduction in the sale
of securities will then release funds from the Financial Cir-
culation and these released funds, flowing back to the Indus-
trial Circulation, will occasion a secondary rise in the Rate of

2 When the reduced Hoarding begins.
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Profits. The original increase in credit will therefore per-
petuate itself and in so far as it leads to an increased
monetary demand for consumption goods it will double
itself. The cure of a deflation will produce a disproportionally
large inflation.

Mr. Robertson has examined this situation® and he comes
to the conclusion that, in the light of this particularly per-
verse behaviour of the monetary quantities, there is nothing
to be done except to destroy in the second stage part or all
of the money created in the first. This conclusion appears
inescapable. The net profits deliberately created in the
capital good industries must be made to die away as the
real resources move out of the consumption goods industries
and the system settles down to a mew equilibrium with
equal efficiency rewards to the factors in both types of em-
ployment. The real position is surely this:—

I. In the first period of time—the moment at which the
sale of securities begins—direct Investment should be
raised by a sum equal to the value of the securities sold by
producers. The upward movement of Investment during this
period of monetary exchange will not involve any increase in
the Consumers’ Income if Mr, Robertson’s reasonable assump-
tion is made that the process of monetary circulation through
time must be divided into a number of unit transaction
periods in which money cannot pass through two complete
transactions.® The position of money throughout the series
of changes can be represented in an arithmetical example.
Let us suppose that before the increase of saving takes place,
or the sale of securities begins, the turnover of the final
stage in the consumption good industries is ¥00, the turn-
over of the final stage in the capital good industries is 50,
and the sale price of securities in the Financial Circulation
is 25.

(4) Thus we have:—

1 Economic Journal, 1933. D. H. Robertson, “Saving and Hoerding.”
2 See Appendiz, §3.
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Consumption Good Capital Good
Industries. Industries

Sale Price of Con- .Sale Price of New Security
sumption Goods .. 100  Capital .. .. 50 Turnover
Producers’ Payments Producers’ Payments 25
(from previous Sales) 100 (from previous Sales) 50
Consumers’ Income Consumers’ Income 50
(=Producers’ Pay-
ments) .. .. 100

\ J

Y

(6) When the Rate of Saving rises and the Sale of Securities
begins without any stimulus to Investment—ihe Consumers
Income will be maintained as long as the Security sales
continue:—

Consumption Good Capital Good
Industries. Industries.
Sale Price of Con- Sale Price of New Security
sumptiongoods .. goy. Capital .. .. 50 Tumover
Sale of securities .. zo} - =35
(Losses=10) (25+10)
Producers’ Payments Producers’ Payments 50
(from previous sales) 100
C 5" I 1 50
(=Producers’ Pay-
ments) . .. 100
- 7

Y
Total Consumers’ Income=150

The producers of consumption goods thus maintain their
gross receipts and are consequently able to keep up the level
of incomes by selling their stock of securities. But they are
nevertheless making losses and becoming bankrupt although
the producers of capital are not making profits.

() If however during this period Investment is raised by
a sum equal to the price of the securities—the Consumers’
Income will not be increased but the producers of capital
will make profits:—
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Consumption Good Capital Good
Industries. Industries.
Sale Price of Con- Sale Price of Capital
sumptiongoods .. 9o including injection 5010 Security
Sale of securities .. 10 ~— Turmn-
(Losses=10) over
Producers’ Payments Producers’ Payments 50 25410
(from previous sales} 100 (Profits=10)
Consumers’ Income Consumers’ Income 50
(=Producers’ Pay-
ments) .. 100°
\ J
Y

Total Consumers’ Income=150

That is, net profits are equal to zero and the Consumers’
Income is maintained.

2. But in the second period of time the temporary equili-
brium will be destroyed because the new money will now
accrue to the consumers employed in the capital good
industries—and the Consumers’ Income will rise. Yet the
price of consumption goods will still stand at go, producers
will still make losses and the losses must be offset by further
injection if Net Profits are to be zero:—

Consumption Good Capital Good
ndustries. Industries.
Sale Price of Con- - Sale Price of New
sumption Goods .. go  Capital 50410 Security

Saleof Securities .. 10 Tumnover

(Losses=10) (Profits=10)
Producers’ Payments Producers’ Payments
(from previous sales) 100  (from previous sales)

50-+10

Consumers’ Income Consumers’ Income =25-410
(=Producers’ Pay- 50-+10

ments) .. .. 100

\ J
v

Total Consumers’ Income= 160

Despite the fact that Net Profits are zero the Consumers’
Income is rising.
. 3. Nor is it sufficient merely to cease the creation of credit
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at this point. The increased income will now be spent at
least in part upon consumption goods and to the extent that’
itis, the losses of the producers of consumption goods will be
cut down and the sale of securities will cease. There will
“then be a backward flow of money from the Financial Cir-
culation. Let us suppose that half the increment is spent on
Consamption Goods:—

Consumption Good Capital Good
Industries Industries
Sale Price of Con- Sale Price of Capital
sumption Goods .. 93 Goods .. 50410 Security

Sale of Securities .. 5 Turn-

(Losses=5) {Profits=10) over
Producers’ Payments 100  Producers’ Payments

50410 =

Consumers’ Income 100  Consumers’ Income 254

50+10

AN J

~
Total Consumers’ Income—=160

So that the Consumers’ Income is up from 150 to 160 and
there are Net Profits of 5 units in the two groups of industries
taken together. There is no alternative therefore but to check
the incipient inflation by withdrawing at this later stage part

- of the credit created in the earlier. In the meantime it is to
be presumed that the existence of Profits in the capital good
industries will have stimulated the movement of real re-
sources into those industries and the losses in the co:
tion good industries will be reduced, as they should be
reduced, by the withdrawal of factors and a contraction in
their size. No one would wish to pretend that this is a simple
or satisfactory proposal but something of the sort is the only
possible policy in face of so intricate a disequilibrinm.

Tkis ends the analysis of the implications of a Constant
Income policy. It should be apparent that despite the real
difficulties arising from the possibility of alterations in the
determining quantities of the distributional system the
successful maintenance of Constant Income will enable the
Banking system to surmount most of the dangers of
monetary disequilibrium and that it will be possible to
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maintain full employment indefinitely at constant money
prices and with rising real incomes. It is therefore the correct
general criterion of policy for a banking community restricted
to the granting of advances to producers. It is however of
interest to notice that at least in the last instance of disequili-
brium the Banking system is called upon to take steps which
necessarily involve a temporary increase in the Consumers’
Income and that the emphasis really lies, at this point,
not so much with the maintenance of a constant level
of incomes as with the maintenance of nef profits at zero.
" A change in emphasis of this kind raises the question of
alternative methods of resolving the problem of credit
equilibrium and of the common ground, if such exists,
between an analysis based upon the examination of money
incomes and those based upon other conceptions. Before
going on to discuss the practical execution as distinct from
the theoretical implications, of the Constant Income policy
it may be as well to consider other answers to the funda-
mental problem with which we are dealing.

4. Alternative Formulations of the Conditions of Monetary
Equilibrium.

There are at least two other systematic analyses which
it is of interest to compare with this account of the problem
of credit policy. The first is the traditional analysis in terms
of the supply of and the demand for money to hold—asso-
ciated with the earlier Cambridge work in this field and with
the views of Professor Cannan. The second is the more
recent and very penetrating attempt of Mr. Robertson to
universalise the conception of Hoarding so as to embrace all
the possible causes of monetary change.

1. Itis obviously possible to describe most of the monetary
disturbances discussed in this Chapter as due to increases in
the demand for money and they have often, in the course of
this book, been so described. All the simple sources of dis-
turbance are of this kind. The hoarding of cash or of credit
in the primary sense is nothing more than increased demand
respectively for cash balances to hold and for credit balances
to hold. The accumulation of deposits in new commercial
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stages can again be described as an increase of demand for
deposits in commercial employment. Any autonomous
change in the monetary needs of the Financial Circulation is
nothing but an increase in the demand for deposits on the
part of brokers and financial middlemen. As we have already
seen an increase in the Rate of Saving only exerts a deflation-
ary pressure if it induces a subsequent increase in “liquidity
preference”’—which is nothing other than a general increase
in the demand for balances to hold. The complex changes
associated with a-movement in the size of the population
can all be regarded as occasioning changes in the need for
balances on income account. And finally even the sale of
securities is equally reducible—as Mr. Robertson has pointed
out—to an increase in the needs of the Financial Circulation.
The securities brought out of hoards represent a series of
additional transactions not associated with any movement
of average costs and consequently requiring an additional

" quantity of money to finance them. It is therefore possible
to reduce all these complex phenomena to the single
conception of “variations in the demand for money to
hold.” It is not possible to subsume the difficulties arising
from distributional changes under this head but that is
because they are scarcely monetary difficulties, arising as
they do from a breakdown in the mobility of relative
prices. .

Does it not follow from this brief review that the necessary
condition of monetary equilibrium can be most simply
expressed by stating that the changes in the demand for
money should always be met by equal changes in the supply
of it? As long as the correct interpretation is given to the
terms of this statement it is an unexceptionable account of
the whole matter. But there are certain grave deficiencies in
the form of statement itself —deficiencies which arise both
from ambiguities in the terms composing it and from its lack
of appropriate emphasis.

In the first place the phrase *“the Demand for Money”
may either be taken to mean the whole mass of economic
goods—including both physical commodities and existing
property rights—that moment by moment is offered in
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excharnge for money; or it may be taken to mean the willing-
ness to take money from the market at its market price. If
the first meaning is assumed then the statement that the
supply of money should be kept equal to the demand for it
leads directly to a defence of price stabilisation, for any
increase in the physical volume of production must be
regarded as a sufficient reason for a proportional increase in
the supply of money, since it obviously means an increase in
the “dernand for money” as defined. It becomes difficult or
impossible to distinguish between these increases in the
volume of physical transactions which do require additional
balances and those which do not, without an entirely separate
and equally important account of the determinants of money
costs. It would therefore seem reasonable to increase the
volume of money proportionately to any increase in physical
production and so stabilise prices—an unwarrantable con-
clusion. :

If however, in the second place, the “Demand for Money "
is taken to mean the willingness to borrow money at the
current price for any purpose it may come to include the
willingness to borrow money to be spent on new capital.
This would be a complete capitulation to the wholly erro-
neous commercial doctrines of the Banks. The arbitrary
satisfaction of that demand without any previous analysis
of the significance and influence of the Rate of Interest in the
market for new savings might lead to a large and cumulative
inflation.

Finally it is hardly necessary to point out that any simple
statement in terms of an equality between the supply of and
the demand for money contains no reference to any objective
statistical criterion of policy such as the level of prices or the
level of profits or the level of money incomes. It does not
state explicitly what will happen to these averages as capital
accumulation proceeds and as the other sources of disturb-
ance come into existence; and although no doubt the explana-
tion of these things is implicit in the original statement and
can be made explicit by a detailed investigation of its mean-
ing, the statement itself is quite useless without this further
reasoning. This reasoning constitutes the real analysis
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of credit policy. The consideration of banking policy is thus
better fulfilled by a detailed examination of the different
processes of change.

The truth is that the supply of money should only be equal
to the demand for money in the Financial and Industrial
Circulations considered separately; and this only upon the
assumptions that the demand for money is that demand
which taking account of the movements of costs, the rate of
accumulation, the volume of intermediate transactions,
the size of the population and the course of liquidity prefer-
ence, will prevent such movements of prices or profits as
would tend to become cumulative. There is no gain in
simplicity and a considerable loss of lucidity in this type of
formula.

2. A much more serious rival to the analysis bere offered
Les in Mr. Robertson’s new definition of “Hoarding”.
Invented by Mr. Robertson himself, the present conception
was previously associated with a quantity inversely depend-
ent upon Transaction Velocity. Hoarding implied the actual
accumulation of idle balances of cash or credit and the
consequent reduction of the average velocity with which the
given type of money moved through the network of exchange.
Upon this definition of Hoarding it is impossible to subsume a
great number of the changes which have been examined in
this Chapter. It is true that the accumulation of deposits on
income account and the deflation induced by an increase in
the Rate of Saving can be so subsumed since these develop-
ments imply a fall in Transaction Velocity. But this is not
the case with the remainder of the dynamic sitnations here
analysed. The accumnulation of deposits by new firms for
example implies no decline in Transaction Velocity as long as
those balances are borrowed in the open market, because if
they are built up by the sale of new securities these sales
increase the turnmover of the Fimancial Circulation and
maintain the average velocity of circulation. In the same
way the sale of securities by producers making losses or an
antonomous change in the structure of the Financial Circula-
tion need not involve any Hoarding as originally defined.
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But Mr. Robertson now suggests? that the conception be
redefined in such a way as to embrace, as Mr. Robertson
thinks, every possible source of monetary disequilibrium.
Suppose we assume that the course of monetary circu-
lation can be divided into a number of unit periods in which
money can pass once from hand to hand but not twice. It
is then clear that the money received by an individual in one
such period cannot be spent in the same period but can only
enter the stock of money possessed by him and so become
available for expenditure in the next unit period. There is
therefore, at any moment, a certain proportion existing
between a man’s Money Stock and his Disposable Income.
Mr. Robertson wishes to re-define Hoarding so as to refer
to this proportion and to nothing else—a man is guilty of
Hoarding or dis-Hoarding if he seeks to raise or lower the
proportion which his “money stock” bears to his current
“disposable income”. The object of banking policy will
then become, and the preservation of monetary equilibrium
will consist in, the off-setting of any tendency to Hoard or
dis-Hoard so defined. ‘

The new definition certainly brings a larger number of
movements towards disequilibrium within the bounds of the
proposition. The process of accumulating balances by new
producers is a case in point. At the moment the new pro-
ducers sell securities in order to procure new balances they
are certainly increasing the proportion between the balance
they wish to hold and the “disposable income” they cur-
rently possess. All changes in population and the needs of
the Financial Circulation and the deflationary results of a
simple increase in Saving can be expressed in similar terms.
Mt. Robertson also believes that the sale of securities can be
expressed as an attempt on the part of the sellers to build
up a higher proportion between their “disposable income”
and “money Stock” but in thinking this Mr. Robertson
would seem to ignore the current fall in *’ disposable income "
from which the relevant individuals suffer. It consequently
follows that the only result of the sale of securities is to
maintain a constant proportion. between ‘“money stock”

1 Economic Journal, 1933. “Saving and Hoarding.”
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and “disposable income” that would otherwise have fallen.
This matter is argued in the Appendix,* but in any case it is
certain that if we define Hoarding as any attempt to make
the proportion between money stock and disposable income
higher than it would have been, the great majority of
monetary disturbances can be reduced to such a process.

Once more, however, it does seem to me that Mr. Robert-
son’s form of statement, accurate, unambiguous and lucid
as it may be, lacks something of practical value. It does not
make explicit what will happen to prices, incomes and costs—
measurable and statistical quantities—in various conditions
of dynamic change, and as such it is not a plain guide to
policy. It therefore seems reasonable to prefer the more
detailed form of exposition here adopted, which although it
contains no more than a sophisticated interpretation of the
“supply of and demand for money” and ‘““Hoarding”
formulae can be made to contain, it does gain not a little in
explicitness and practical reference.

1 See Appendix, §3.



CHAPTER VI
THE PRACTICAL EXECUTION OF A CONSTANT INCOME POLICY
I. Discovering the Data

§1. There now opens up what is perhaps the most interest-
ing stage of this inquiry, for it is necessary to discover how
the policy of equilibrium, the general theoretical outline of
which was described in the previous Chapter, can be exe-
cuted in practice. In the previous Chapters of the book
attempts were made to answer the theoretical question
which was posed at the beginning—what is the long period
price and income policy by which an existing equilibrium of
full employment can be maintained through times of dynamic
change? At the present point the second question lying at
the root of our inquiry must be taken up—by what practical
measures can this policy be implemented? .

When dealing with the practical, as distinct from the
theoretical problem, there are two different kinds of task tobe
discharged. The first is that of discovery and knowledge—
how can a banking authority come to know what is happen-
ing in the real world to which its credit policy must be
adapted? The second task is that of power—how is it
possible to control what is happening? At any moment a
great number of relevant changes are occurring in the
industrial system; consumers are receiving streams of money
in the form of income; they are taking decisions about spend-
ing or saving certain fractions of that income, the Stock
Market is buying and selling certain quantities of securities,
entrepreneurs are embarking upon capital schemes of varying °
total costs, and the public is accumulating or decumulating
its stocks of money.- All these things are simultaneously
determining the total financial conjuncture and the probable
industrial future. At the same time figures representing the

174
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course of prices, deposits, advances, clearings, investments
and sales are being made available by the statistical depart-
ments. Any autbority which assumes supreme monetary
control must, if it is to act with reason and light, be able to
discover from the available figures the kind of changes in
relation to which it has to sustain equilibrium.? The
acquisition of this knowledge is a matter of applied statistical
technique—of finding existing or conceivable figures to
indicate which of the types of change discussed in the
last Chapter is actually occurring in the industrial
world.

But for a policy to be successful, it must not only be en-
lightened—it must also be effective. We must therefore"
discuss not merely the question of knowledge but also the
question of action. It is not enough for the Central Banking
Authority to know what is happening unless it can also
govern events and alter the sequence of monetary develop-
ment so as to bring equilibrium out of chaos. For example,
the Banks besides knowing the actual size of Consumers’
Income or of current Investment, must be able to alter the
volume of these if full employment is to be indefinitely
maintained. Knowledge is not always power.

§2. THE MEANS To KNOWLEDGE—A MATTER OF INDICES.

Ideally speaking, the Banking Authority must know what
is happening to a large number of separate and independent
quantities—the Consumers’ Income, the volume of saving,
the volume of Investment, the volume of Stock Exchange
Transactions, the velocity of credit circulation, the volume of
retail sales, the money stocks held by producers—and many
other total prices. It will be quite impossible to collect all
these figures at once and separately, partly because of the
immense practical difficulties of the task, and partly because
some of them—such as the quantity of Saving as here
defined—cannot be directly measured. Consequently it is

? It is not my business to defend here the existence of bodies capable of
scting consciously in economic affairs. The title of the book refers to

“policy” and policy means conscious action and a discussion of its form

pre-supposecs the existence of 8 body that is capable of having & icy.
A little s said on this matter in Chapter VIIL g pold
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necessary to find some combination of indices, the relations
between which will tell us as much as it is necessary to know
about the quantitative changes that affect the monetary
system. No one seems to have attempted to discover such a
grouping of figures or to analyse in any way the statistical
possibilities of a combination of Index Numbers that might
be used for this purpose. It nevertheless appears to be a task
of urgent importance.

It is therefore in default of any other plan in this field
that I offer, very tentatively, the following suggestions; but
I must emphasize that they are a theoretical analysis of the
significance of figures and not a statistician’s account of
figures or the possibilities of obtaining them.

Suppose that the commercial banks of any monetary
system—the Clearing House Banks of the English system—
agree to divide their liabilities to their customers into three
groups in such a way that the cheques drawn upon the groups
of deposits so classified ean be distinguished from each other
in the Clearing House.? In order to carry out such a classi-
fication the banks would have to ask their customers to
distinguish in all cases between their private dccounts and
their business accounts whatever kind of business; large or
small, industrial, commercial or financial, joint stock com- -
pany or personal enterprise, in which they were engaged.
To a very large extent this distinction already exists. A
great volume of monetary business is affected under the
seal of joint stock companies and is therefore purely com-
mercial in nature, while a large number of people have
purely private accounts. But in a certain number of cases—
the accounts of small tradesmen and of small manufacturers,
for example, an industrial business and a private income are
handled in one account and by the expenditure of one legal
deposit. The Banks must see that customers discontinue
this practice and distinguish with care in every case between
the balances held in respect of the turnover of their business

1 1 speak throughout this chapter as though all cheques passed through the
Clearing House. In practice it would be  necessary to add to the Clearing
House totals the sum of ch sed b the held at one
bank. There is no theoretical or :umual difficulty here once the figures are
obtained.
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and those held in respect of their own net-income. This
should not constitute an insuperable difficulty.!

In addition to this division into personal and commercial
accounts, the Banks must further sub-divide the commercial
accounts into those which are financing sndusirial tran-
sactions and those which are financing property or Stock
Exchange transactions. Such a distinction already exists to
some extent since the liquid assets of the Banks invested
with brokers and Money Market dealers of various types
are usually distinguished from the advances to industry
and other forms of Bank investment. But it is important
that this distinction should be carried out on the liability as
well as on the asset side of the Banks’ business so that the
qua.ntity of deposits used for the transfer of property can,
in large measure, be distinguished from those bound up with
the financing of industrial activity.

‘We are not for the moment concerned with the practica-
bility of these divisions but only with the resulting statistical
series that emerge if a satisfactory method is discovered for
carrying out the classification of deposits and balances here

"proposed. If such a method is discovered the following
groups of deposits will emerge:—

1. Personal Accounts.—The bank accounts or deposits
which handle the net or final income of all persons in the
community and which are either spent or saved by consumers.

2. Trading Accounis.—The Accounts of the same persons

_in so far as they carry on the production of industrial pro-
ducts of any kind—making up the total of deposits associated
with the manufacture and sale of all intermediate products
up to and including the retail sale of finished consumption
goods and the last stages in the manufacture of new capital.

3. Stock Exchange Accounts.—Representing predominantly
the purchase and sale of existing security and property
rights and also the purely intermediary stages of saving and
investment. If the cheques drawn upon balances beld in
these three types of account are distinguished in some simple
way from eachother—by different colours or different serial

1 Again I am referring to lmnsueal dx('ﬁculry There may be many grave
practical difficulties, of a legal or or p but with
these we are not concerned in this book.

12
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numbers—it will then be possible to distinguish in the
Clearing House between the volume of monetary business
engaged in each of these three fundamentally different types
of financial employment. An important pattern of figures
containing six indices will be set up:

Private Balances will give rise to Clearings on Private
Account and will represent the expenditure of the Consumers’
Income.

Trade Balances will give rise to Clearing on Trading
Account and will represent the volume of transactions in the
Industrial Circulation.

Stock Exchange Balances will give rise to Stock Exchange
Clearings and will represent the volume of transactions in
the Financial Circulation.

This is the pattern which will emerge:—

Private Balances Trade Balances Stock Exchange Balances

1 ¥ 4
Private Clearings Trade Clearings Stock Exchange Clearings

And if js proposed to argue in a moment that the relations
between the figures in this pattern will tell the Monetary
Authority a very great deal about the course of events in the
Monetary Circulation.

In the meantxme, however, there are two dlfﬁcultxes which
arise at once in any attempt to read into such a set of figures
the significance that I wish to attach to them.

In the first place these figures represent the totals of credit
transactions alone, while in the real world a considerable
volume of business—particularly in Income Account—is
carried on by the use of cask. A very considerable proportion
of the wage bill of a modern community is still paid out in
cash and a considerable proportion of retail sales and a
diminishing proportion of subsequent purchases and sales
are financed by cash. Therefore totals which are composed
purely of credit items will not represent the real position.
This is probably the greatest difficulty which faces the con-
struction of a set of figures meant to demonstrate accurately
the course of monetary affairs, but for the moment let us
make an assumption which merely avoids the difficulty—
namely that all transactions are carried out by means of
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cheques. The false simplicity of this assumption will enable
us to treat the principles of interpretation clearly so that the
question of cash transactions can then be discussed with a
clearer understanding of its significance. '

In the second place an important quantity of “property
exchange” and of the intermediate stages of Saving and
Investment does not pass through the Stock Exchange at all,
but is discharged by Private Accounts or by ordinary
Trading Accounts. If, for example, a private person pur-
chases an old house (the purchase of a new house would be an
ordinary industrial transaction from our point of view since
it involves the purchase of a physical product newly manu-
factured) the transaction will pass through an ordinary
private account and so into the total of Private Clearings
although it plainly represents the exchange of a mere
property right and as such should appear in the total of
Stock Exchange Clearings. A great volume of house purchase
never touches the Stock Exchange at all. And furthermore,
if one company buys a piece of land or a machine or simply
the stocks belonging to another company, without recourse
to brokers or financial intermediaries of any kind, a transac-
tion that is scientifically speaking a Stock Exchange trans-
action will appear in the total of Trade Clearings. A limita-
tion of this kind is almost insurmountable. Both Income
Balances and Trade Balances will occasionally be used for
the purchase of property rights instead of manufactured
goods and aithough something might be done to separate
out certain large transactions of this kind, it would, in
general, require far too detailed an analysis of the list of
cheques drawn to make the statement accurate. It will
therefore remain as a limitation to the accuracy of the whole
set of figures. It must however be remembered that it is
only variations in the average percentage this type of trans-
action bears to total tramsactions which will constitute an
inaccuracy in reading the movement of the indices, since a
constant proportion exerts no influence on the movement of
relative sizes. Such variations are not likely to be large.
‘What really matters, as it will be seen, is not the arithmetical
exactitude of the totals but changes in the relations between
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them. The changing relations will not be altered by a uni-
versal error as long as the bias created by that error does not
change. We must however, bear in mind the existence of the
inaccuracy.

Finally it is of interest to note that it is also possible—
according to the statisticians—to obtain figures at com-
paratively short intervals representing:—

1. The Volume of Retail Sales which will be a valuable
figure for our purposes because it gives a direct measure of
that part of the Consumers’ Income which is not saved in the
ordinary sense but is spent upon consumption goods.

2. The Volume of Current New Investment made up from
an estimate of the total new issues in the Stock Exchange,
the total appropriations made for capital improvement by
Joint Stock Companies, and appropriations made for the
same purpose by private firms. The movement of this total
.as an Index Number will be of great interest in detecting
at certain moments the probable relation between Saving
and Investment.

What light is thrown then, upon the course of monetary
movements by the existence of this basic pattern of indices
and the two subsidiary indices that have just been men-
tioned, if the simplifying assumption is made that all
monetary transactions are cheque transactions? The next
section will examine this problem.

§3. TBE Use oF THE INDEX PATTERN.

It would appear that the examination of the movements of
these indices taken together will reveal most, if not all, of
the processes of dynamic monetary change described in the
last Chapter. Let us examine them one at a time.

1. Simple Hoarding.

An accumulation of balances in any part of the system will
be instantaneously revealed by the movements of the
separate elements of the pattern of indices. The hoarding—
in the old sense—of credit balances on private account, for
example, will cause a particularly simple change in the
figures. The attempt to accumulate balances on personal
account will be accompanied by an immediate rise in Private
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jalances and a fall in Private Clearings and a subsequent
all in all other figures. Private Clearings are bound to decline
recanse less money is spent upon goods in general by final
onsumers; and since Private Clearings represent the total
xpenditure upon the final stages of both the Industrial and
‘inancial Circulations alike, either or both of the other pair
f figures must fall. If the Hoarding is at the expense of
xpenditure on physical output the receipts of the Industrial
lirculation will decline whether or not there is an instan-
aneous and equal decline in the Consumers’ Income pro-
rided by the Industrial Circulation, and the Balances at the
lisposal of the Industrial Circulation and the volume of
ransactions in the Industrial Circulation will both fall. If,
m the other hand, the Hoarding is at the expense of saving
»r the purchase of property rights a similar decline will take
slace in the Financial Circulation, while if the Hoarding
s partly at the expense of one and partly at the expense of
‘he other, all figures in the pattern will fall. Such a change
would be a typical Hoarding condition, and might be called
‘he “Private Hoarding Pattern.”
It would take this form:—

Pattern 1.
Figures.

Balances Clearings
Private 4 Private—
Trade— Trade—

Stock Exchange— Stock Exchange—

sivd
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Private Trade Sl:ockE:whnng:
Fig. 30.
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2. The A lation of Balan

There next arise cases the theoretical analysis of which
has already been discussed :—(1) an accumulation of balances
in the Industrial Circulation through the increased com-
- plexity of the structure of production, or (2) the accumulation
in the Financial Circulation—an autonomous change in the
needs of the Financial Circulation. In each case a rise in the
relevant balance figure and a decline in either or both of the
other balance figures will accompany the primary change.
The difference between either of these cases and the hoarding
of balances on private account lies in in the fact that Clear-
ings for the increasing Circulation must rise by as much as
the other two Clearings figures jointly decline, At least this
must be so as long as Transaction Velocity does not fall.
Thus in the case of the accumulation of balances in the
Industrial Circulation—the Trade Balances will rise at the
expense of either or both the Private Balances and Stock
Exchange Balances, while Trade Clearings will rise by as
much as Private Clearings and Stock Exchange Clearings
together decline. A second important pattem will therefore

emerge in something like this form:—

Patiern 2. .
Balances Clearings
Private— Private—
Trade+ Trade+
Stock Exchange— Stock Exchange—

) %
TN
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In this case as distinct from the previous case the +’s and
—~’s will cancel out in each column and there will be a decline
in neither the Balance total nor the Clearings total ie.
MYV is constant.

3. Deficiencies of Investment

‘When Saving is in excess of Investment through a rise in
the Rate of Saving unaccompanied by a sale of securities
the pattern of indices will exhibit a more complicated move-
ment. As we have seen it is necessary to distinguish two
stages in the development of the movement. In the first of
these stages there is no induced hoarding and the increased
saving takes the form of increased purchases of existing
securities equal in volume to the fall in the purchase of
physical commodities. Since neither the Consumers’ Income
nor the outlay of that income upon physical product and
securities taken together has declined, the Balances and
Clearings held in Private Account will be constant during
this period, and a simple transfer of Balances and Clearings
from the Trade division to the Stock Exchange division of
the pattern will take place. The position will be this:—

Pattern 3.

Balances . Clearings
Private O Private O
Trade — Trade —
Stock Exchange Stock Exchange +

Clearing \ /
Private Trade  Stock Exchange
Fig. 32.
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Such a position is however unlikely to remain stable.
because losses are being made in the Industrial Circulation,
So that in the second place a wave of induced hoarding is
likely to appear and this will bring down all the figures
except those of Private Balances and possibly Stock Ex-
change balances. A pattern very like the first or simple
hoarding pattern will emerge—with Private Clearings, Trade
Balances and Clearings and possibly Stock Exchange
Balances all down, and Private Balances alone mamtamed

4. The More Complex Cases of Change.

Those changes, the theoretical analysis of which proved so
difficult, do not represent any pecuhar difficulty of detection
in terms of this pattern.

(2) An increase in population will at once occasion: (i) a
decline in the total of all balances divided by the population;
(#%) a tendency for the average size of the balance held in
Private Account to fall; (745) the accumulation of balances in
income account and (i) since Transaction Velocity is not
affected an upward movement of balances without a fall in
the total of Private Clearings.

A very characteristic pattern is produced by this change:—

Pattern 4.

Balances Clean'ngé
Private + Private —
Trade — Trade —
Stock Exchange — Stock Exchange —

e
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Private Industrial  Financial
Fig. 33.
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(b) A change in distribution between Labour and Properly
would not appear in the pattern at all. Any deflationary
consequences will become apparent at once and in so far as
wages are paid in cash there will be a change in the propor-
tion of Final Income contributed by credit. But an indepen-
dent statistical inquiry will be necessary to establish the
direct origin of such a movement, chiefly characterised as it
is by a sustained increase in unemployment in face of a
constant wage level.

(c) The pos1t10n which will arise from a sale of securities
induced by a rise in the Rate of Saving will be as difficult to
interpret in the statistical sense as it is in every other sense.
The essential disequilibrium lies in the fact that part of the
Consumers’ Income is used to purchase securities in the Stock
Exchange instead of purchasing either consumption goods
or new capital and that the reduction in the sums paid to
consumers which would ctherwise follow the original defla-
tionary change is thus prevented. Moreover, to follow Mr.
Keynes’ analysis most closely, it is necessary to assume that
the sale of securities by the entrepreneurs and the purchase of
them by the savers takes place at the same time as would
have been occupied by the sale and purchase of consumers’
goods—so that MV for the Industrial and Financial Circula-~
tions combined is constant throughout the process. What
then would happen to the six indices during the period in
which the sale price of the securities is equal to the increment
of saving?

It is certain that Balances held on private account will not
decline because the payments to consumers are maintained
by the sale of securities and their private expenditure has
not changed. Since the total expenditure on consumption
goods and securities combined has not altered, the index of
Private Clearings will also be constant. Furthermore since
the loss of balances due to the original divergence between
Saving and Investment is offset by the fruits of the security
sales the balances held by producers will not fall. Trade
Balances will therefore be constant. But Trade Clearings
will not be constant as long as the brokers’ cheques drawn in
favour of the entrepreneurs for whom they have sold
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securities are credited, as they - should be credited, to the
total of Stock Exchange transactions.? The purchase of

" physical products will be less and the turnover of the Indus-
trial Circulation will be down so that the Index of Trade
Clearings will fall. Finally since the brokers pass the extra
balances which they receive from the Savers to the entre-
preneurs making losses Stock Exchange Balances will be
constant, while the volume of transactions in the Stock
Exchange—or the index of Stock Exchange Clearings—will
rise. A very characteristic pattern will demonstrate this in
which all the deposits at the end of the process are constant
and there is a transfer of Clearings from the Trade to the
Stock Exchange Accounts:—

Pattern 5.
Balances Clearings’
Private O Private O
Trade O Trade —
Stock Exchange O Stock Exchange +
Balances

Clearings \ . /
Private Teade - Stock Exchange

Fig. 34.

Enough however has been said to indicate the use to which
such a pattern of indices could be put in order to diagnose
monetary chinges of a simple theoretical type. There are
really three important types of simple pattern which emerge:

t The general prix;riple being that cheques should always be credited to
the Clearings figure of the accounts for which they are immediately drawn.
\

!
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() The simple Hoarding arrangement involving a fall of
Transaction Velocity and characterised by a rise in one
Balance figure and a'decline of all other figures in the group.
(#) An “ lation of balances without a decline of
Transaction Velocity” type, in which one part of Balance and
Clearing totals rise while the other two pairs decline; and
(#%%) The most complex types of change that have been
analysed where the Income Balances and Clearings remain
constant while there is a deflationary transfer of balances or
clearings to the Stock Exchange total. The nature of these
broad movements can only be discovered by the use of some
such set of figures examined and analysed as a system of
relations.

Unfortunately, the full practical difficulties of diagnosis
have not been allowed for, since each of the types of change
has been examined in isolation. It is by no means necessary, -
nor even likely, that this simplification will be guaranteed in
the real world. The much more difficult case in which two or
more of the different types of process take place together has
therefore to be considered.

- 5. Combined Processes.

Let it be supposed, for example, that a process of Private
Hoarding is offset by an equal sale of securities on the part
of affected entrepreneurs. Such a situation is complicated
even in theory, since the deflationary effect of the Hoarding
will be temporarily offset by the influence of the security
sale. Tounderstand the position of the indices in the pattern
it is best to proceed index by index:—

1. Private Balances will rise in the first mstance from the
original and causal act of Hoarding. The subsequent decline
in Consumers’ Income which would be the normal result of
the original Hoarding, will be offset by the sale of securities
made for the especial purpose of preventing such a fall.
Consequently, as long as the process continues there will be a
steady piling up of Private Balances without any decline in
the money income at the disposal of the body of consumers—
a most péculiar and characteristic result.

2. Private Clearings will however be down despite the
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maintenance of Consumers’ Income just because the process
of Hoarding is continuously taking place—the usual Hoard-
ing condition for this index.

The other figures in the pattern will exhibit equally
peculiar movements.

3. Trade Balances will not be reduced despite the severity
of the continuous process of Hoarding. Producers are off-
setting the fall of their receipts from- the sale of physical
output by the sale of securities and in doing so they con-
tinuously transfer balances to themselves out of the Financial
Circulation. .

4. Trade Clearings on the other hand, excluding Clearings
derived from the sale of securities, and in so far as they arise
from the sale of physical output, will be down by the extent
of the original Hoarding.

.5. Meanwhile, Stock Exchange Balances will be on the
decline because Balances are being transferred from the
Financial Circulation in exchange for the securities sold by
the Industrial Circulation. The Stock Exchange Balances
will not be replenished by new Saving, as they were in the -
case of ordinary security sales, because the disequilibrium is
due to private Hoarding simpliciter.

6. And for the same reason Stock Exchange Cleanngs will
be down despite the increase in the number of securities sold,
because there is a net loss of Balances to the Industrial
Circulation. This means that the price level of securities
will fall disproportionately to the increase in the volume
offered for sale and the Rate of Interest will be forced up
disproportionately high.

The fundamental phenomenon of such a situation is the
transfer of Balances from the Stock Exchange to Private
Account by way of the Industrial Circulation. The transfer
of balances through the Industrial Circulation maintains the
stock of balances held there, but all the Clearings are down
through the persistent Hoarding which is taking place on
Private Account. Consequently, this peculia.r pattern
emerges, which it would be ioohsh to pretend is easy to
interpret:—
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Pattern 6.
Balances Clearings
Private + Private —
Trade O Trade —
Stock Exchange — Stock Exchange —

el
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Private ‘Trade Stock Exchange
Fig. 35.

The main difficulty which faces this method of diagnosis—
the existence of cash balances and cash transactions, now
remain to be dealt with.

§4. Casm.

The main simplifying assumption that has been made
throughout the previous section is that the whole of the
monetary business of the community is carried out by means
of cheques. But as was noted at the beginning of this
Chapter, such an assumption is not yet justified in the most
advanced industrial communities. Even in this country
where the development of the cheque system first began and
where it has been carried to its greatest lengths, there is still
an important volume of business transacted by the payment
and receipt of cash. The existence of this volume of cash
transactions invalidates any simple cenclusions derived from
the study of credit figures alone. Suppose, for example, that
the index of Private Balances was rising. This would indicate
that Hoarding on Private Account was taking place in so far
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as purely credit instruments were concerned, but it might
be offset by a decline in the amount of Cash Balances held in
Private Account and merely represent a change in the habits
of the public in favour of bank accounts. The real signi-
ficance of the change would therefore be lost if exclusive
attention were devoted to credit indices. Of course the
reduction in Cash Balances held by the public would become
apparent at once in the form of an inflow of cash to the Banks,
but this would not prevent the pure credit index from moving
in a confusing way.

There are these points which should be noted in a con-
sideration of this difficulty:—

1. The volume of cash which is held on account of Stock
‘Exchange Transactions is almost certainly negligible—
consisting in nothing more than the till money in brokers’
offices, It is therefore safe to conclude that Cash Balances
are held only in connection with cash purchases on Private
Account and in connection with the payment of Wages on
Trade Account. This means that Cash Balances are
intimately bound up with the payment, receipt and expen-
diture of the wages share in the Consumers’ Income. So
much is this the case that Professor Irving Fisher argues that
the Velocity of cash circulation can be calculated by assum-

-ing that each unit of cash has changed hands twice—in the
payment of wages and in the expenditure of wages—in the
period that each unit is outside the Bank. Whether or not
this is a justifiable deduction it is obviously safe to conclude
that Cash Balances will be held on Private Account and
Trade Account chiefly, and on Trade Account mainly in
connection with the wages bill.

2. It is quite easy to discover the fofal of Cash Balances in
the hands of the public at any moment by deducting the
amount of cash beld within the Banking System from the
total amount issued by the Central Banks. But it is not so
easy to discover the division of this total between Private
and Trade Accounts. .

It should not however, be quite impossible to do this. In
the first place, once the threefold divisions of cheques which
has been advocated here is fully executed, it is quite easy to
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discover the amount of cash withdrawn from the Banks on
Trading Account. This does not really teil us anything about
the balances held by traders since the latter figure is deter=
mined by the relation between the amount of cash brought
into their Balances by entrepreneurs from the Banks and the
amount of cash paid ow of their Balances in respect of wages.
Nevertheless, an increase of hoarding by entrepreneurs in the
form of cash is not a highly probable development under
modern conditions; it is very likely that the amount of cash
held by entrepreneurs in their productive capacity is simply
proportional to the amount of cash withdrawn by them from
the Banks for wage payments. This would not be true in
times of panic but it would be approximately true under
normal conditions. It would therefore be possible to make a
rough calculation of the Cash Balances held on Trade
Account by inspecting the cash withdrawals on Trade Ac-
count; a subtraction of these from the total would discover
the Cash Balances held on Private Account. The total of
Credit Balances and of Cash Balances so calculated on Private
and Trade Account respectively would then be added to-
gether to give the index of Private and Trade Balances for
the pattern of indices in question.

3. But there is not only a volume of Cash Balances but also
a quantity of Cash Purchases or Cash Turnover—Cash
“Clearings”, so to speak—to consider. Here again it is
surely not out of the question to make some correction of
reasonable accuracy. Cash will be spent very largely by
consumers upon physical products at retail stage. A smaller
quantity of cash will be spent by entrepreneurs upon inter-
mediate products. The great proportion, although not all,
of the cash spent in either form will be paid into the Banks so
that the total Cash “Clearings” == the total Cash Receipts
of the Banks in any period. It is now necessary to divide
these Cash Clearings between Private Account and Trade
Account and there is plainly no accurate method of doing
this short of a separate inquiry into- the sources of cash
receipts in the hands of those who have paid cash into the
Banks. This is the second unavoidable limitation upon the
accuracy of the whole set of figures. This will be taken into
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consideration later, but in the meantime it is only necessary
to assume that some inquiry has been made into the pro-
portional contributions made by consumers and entrepre-
neurs respectively to the total of Cash “ Clearings”, and that
the totals of Private and Trade Clearings are obtained by an
addition to Private Credit Clearings and Trade Credit Clear-
ings. Our system of indices is then complete.

§5. CONCLUSION.

It is at once obvious that such a schedule of statistical
series as this chapter has advocated for purposes of diagnosis
and policy making, is anything but easy to create and any-
thing but foolproof to interpret. In the first place neither the
indices nor the material to make them, is at present in
existence. Indeed, it would be necessary for the existing
commercial Banks to change their accountancy practices
altogether and to agree to start a new and unusual method of
classifying their liabilities. It would also be necessary for
them to provide figures which would reveal among other
things, their cash position. Both of these steps would be far
from easy to achieve. In the second place, even if the figures
are available, they will suffer from two statistical defects.
It is impossible to measure the quantity of property transfer
which does not at any time pass through the Stock Exchange
Clearings, or to discover how the total of Cash Transactions
should be divided between Private Clearings and Trade
Clearings. It would be necessary either to neglect any
changes in the proportions which these two ratios might
undergo and deal in crude figures alone or alternatively to
attempt a calculation of their probable size and correct the
crude figures accordingly. Changes in the volume of private
property transaction might safely be ignored, but it would
probably be necessary to make some calculation of the
volume of cash transactions that ought to be appropriated to
the Private Clearings figure. In any case, it is more than
probable that these purely statistical difficulties could be
overcome or greatly modified over a period of years by the
improved collection of primary data. In the third place,
however, there are difficulties of a purely scientific kind. It
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woiild be foolish to suggest that the complex movements of
these figures which would inevitably take place could be
interpreted easily. Even after seasonal fluctuations had been
removed and changes in the banking habits of the public had
been allowed for, the movements of the refined indices would
be very confusing, at least in the beginning. Since all
monetary changes in the real world would be of a “mixed”
type, the movements themselves would be complex, open
to more than one interpretation and subject to variations in
the classification of particular accounts. The work of under-
standing the figures is plainly very difficalt. But so is any
other piece of scientific and statistical interpretation, and
the difficulties in this case are nof insurmountable. Inter-
pretation would become increasingly valuable as statistical
experimentation and logical hypothecation continued.

What then is the value to be attributed to the analysis
here attempted? I would only claim for it three things:—

1. That some such system of figures and some such
analysis of their significance is quite essential if we are ever
to progress far on the road to an enlightened credit policy.
It is impossible to act both wisely and consciously unless the
responsible authority knows what is happening. The blind
can no longer profitably lead the blind. It is therefore only
as an unsatisfactory beginning to a radically necessary
undertaking that I should wish to defend the contents of
this Chapter.

2. That some of the specific proposals and figures contained
in this scheme appear to me to be necessary to any satis-
factory programme of action. It is essential to distinguish
the Financial from the Industrial Circulation as far as
possible, and it would surely be invaluable to discover the
volume of deposits held on Income Account and the turn-
over arising from the expenditure of the whole of the
Consumers’ Income. These simple steps, quite apart from
the more complicated superstructure that I have attempted
to build up on them, would be an enormous improvement
upon the complete ignorance of important monetary quan-
tities in which we are now condemned to live.

3. And finally, if some such satisfactory series could be

13
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built up there are certain important types of change—such
as the “simple hoarding pattern” and the “accumulation of
balances pattern”—which would be quite easy to detect
once the figures existed.

It is consequently not entirely without hope of quick,
albeit very modest results, that such a plan could reasonably
be started.

If then the first central problem of practical policy is
solved and some method has been devised for discovering
the tendency and order of events, the second stage of the
practical inquiry begins. The object of policy will be to
stabilise the Consumers’ Clearings per head—the Consumers’
expended Income per head—and we want to know by what
policies and with what powers the Banks will seek to meet
and offset any tendency to rise or fall in that figure.



CHAPTER VII

THE PRACTICAL EXECUTION OF A CONSTANT INCOME POLICY

- (continued).
II. The Instruments of Control.

§1. By what methods a Central Banking Authority can
hope to control the monetary situation is the problem which
the present Chapter will attempt to solve. It will consider
the policy of the existing Joint Stock and Central Banks
only. The examination of the case for a great extension of
the powers of the Banks and an alteration of the seat of
financial authority will be made in the next Chapter.

A consideration of policy falls naturally into two parts—
the methods of controlling the internal position and the
methods of organising and. controlling external trade
relations. .

A. Internal Policy.

§2. The central strategic problem of financial power lies
in the ability to raise, lower or maintain the volume of the
effective circulation (MV). How can-a Central Banking
Authority control the volume of monetary expenditure in
the community at large so as to cause the indices of income
and industrial activity to stand in those positions relatively
to each other that it desires them to occupy? This is not a
question of the Banks’ controlling, to any important extent,
the way in which the gross income of the community is spent. .
It is not desirable that they should control either the appor-
tionment of final income by the consumer between different
types of consumption good or its more general division
between spending and saving. The only important task for
the Banks is to see that any changes which may occur in the
disposal of the gross income in the hands of the community
between products and employments shall not cause the
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volume of effective money to be other than that quantity
which will maintain general industrial equilibrium. This,
according to the argument of this book is the quantity that
will maintain the Consumers’ Income per head of the
working population constant.

The ‘“quantity of effective money” is for all practical
purposes determined by two separable! and logically inde-
pendent quantities®>—the quantity of the means of payment
provided by the Banks and the average rapidity or velocity
with which the units of money pass from hand to hand
against commodities of any kind. Now the Banks cannot in
general, directly affect the velocity of circulation to any
appreciable extent. Velocity of circulation is the expression
of the willingness of the public to spend—to utilise the
balances they hold for the acquisition of goods other than
money. Thus it is the direct result of the combination in
their minds of their commercial position with their psycho-
logical expectationst These factors can only to a very limited

“extent be affected by the Banks. { Pronouncements of the

Banks of England for example, on the current financial
and trade position of the country may change in some degree
the expectations and confidence of the business world, while
a revision in the existing terms of overdraft contracts by the
commercial Banks—a rare phenomenon—can alter to a very
small extent the actual trading position of a large number of
borrowers. *But for the most part the Banks can only hope
to influence the volume of effective money by changing or
seeking to change the guantity of money held by the public.
It is perfectly true that changes in the quantity of money
may exert an important influence, at least in the short
period, upon the rapidity of circulation; but this influence,
like every other influence which the Banks can bring to bear
upon industrial and commercial confidence is mediated
through a primary influence upon the quantity of money.

1 It has been argued that for certain th ical it is not possible to
distinguish any single dity the ity of which may be said to have
an ge velocity of ci ion, but for our p purpase the distinction
remains of value.

1 These quantities are not, of course independent of each other in the
short run.
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The problem then simplifies into this question—how can
the Banks influence the volume of deposits held by the
public?

The present orthodox means at the disposal of the Banks
are three in number:—

1. The Banks can change the Raies of Inierest which they
charge for short or long period loans, for the discounting of
industrial and commercial paper, or for any other kind of
credit accommodation. It is then to be expected, at least in
theory, that a variation in the price of the service provided
by the Banks will occasion some change in the quantity
of the service demanded by the public consumer and that
therefore the volume of credit will rise or fall. The change of
policy is expected to exert an appreciable influence by alter-
ing the cost of borrowing—the important causal relation
upon which the faith in this instrument depends.

2. The second weapon in the armoury of the Banks is

- usually called Open Market Policy. It is supposed to be a
particularly effective instrument in the hands of the Central
Bank but it must not be forgotten that it can be used and is
not infrequently used by the ordinary commercial Banks as
well. If the Ceniral Bank goes into the *“ open market” and
buys securities, the sellers of the securities receive Central
Bank deposits in exchange and pay them into their Com-
mercial Bank Accounts, with the result that the claims of the
Commercial Banks upon the Central Bank (i.e. their deposits
with the Central Bank) are increased by an equal sum. As
most Commercial Banks regard their deposits at the Central
Bank as part of their Cash Reserves thejr cash position is
greatly strengthened if the Central Bank pursues an open
market policy. They are placed in a position to lend more to
the public and as long as they succeed in keeping a constant
proportion between their Cash Reserves and their deposit

" Habilities the money in the hands of the public will be

increased by the inverse multiple of the reserve fraction
which the Banks maintain. In this country the propor-
tion at which the Banks aim is approximately 10 per cent
so that, as long as they are successful in attaining the object of
their cash reserve policy, security purchases by the Bank of
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England will be multiplied by 1,000 per cent in the Industrial
and Financial Circulations taken together. In the same way
and in the opposite sense, a sale of securities by the Banks
will occasion a large proportionate contraction of credit. But,
it is essential to remember, the increase of money is wholly
conditional upon the ability of the Banks to maintain a fixed
proportion between their cash holdings and their total
liabilities, which in its turn depends entirely upon the ability
of the Banks to increase and reduce their lending to the public
as and when they please.

3. The final power which the Banks possess, and one which
constitutes in.the opinion of many bankers their most
effective weapon, is the power to vary their willingness to
lend at any Rate of Interest, or, what amounts to much the
same thing, the degree of security they require from borrowers.
At any Rate of Interest there is a group of borrowers who,
either because of its great size and consequent importance
to any particular Commercial Bank or because of the safe
nature of the collateral which they can offer, will undoubtedly
be supplied with credit by the Banks. At the other end of the
scale there are borrowers with such bad commercial prospects
that no sensible Bank would lend to them. Neither of these
groups constitutes any potential source of change in the
supply of money, but in between them there sometimes
exists a wide range of possible borrowers whose proposals
and collateral vary in an infinite series of gradations between
safety and great danger. It makes all the difference to the
volume of accommodation provided to this group of bor-
rowers whether the local representatives of the Bank are
instructed by the Advances General Manager that the
Bank in question is a “keen” lender or not. Considerable
variations in the supply of money will arise simply from
variations in the degree of security required by the Banks,
or in their pure willingness to lend to the members of this
intermediate group.? The effectiveness of the weapon of
variable security will depend upon the existence and size
of the margin of reasonable but risky investments offered to

1 And also upon the severity of the pressure they exert to make borrowers
repay part Joans—but this is simply part of their general willingness to lend.
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the Banks and the willingness of the Banks to vary the degree
of the commercial risk that they are willing to bear.

These are the only orthodox mechanisms at the disposal
of the Banks. How valuable they are in controlling the
movements of the effective quantity of money must now be
examined. There are three points to be made:—

In the first place there can surely be no reasonable doubt
that variations in the Bank Rate in so far as it changes the
costs of borrowing is quite ineffective when prices and profit
margins are moving. It is possible that during a time of
general stability when active competition in all markets
keeps the prices paid to entrepreneurs and their costs of
production very closely together, the small changes in the
cost of borrowing made by variations in the Market Rate of
Interest will make an appreciable difference to the type of
capital scheme and to the number of sach schemes which
the controlling authorities in industry will be willing to
finance by loans from the Banks. Even in this case the
element of risk is overwhelmingly important as the argu=
ment of Chapter IT shows. But in a world conditioned by the
phases of the Trade Cycle these delicate adjustments are
plainly not effective controls. Who can possibly sappose that
during the period 1929-1932 when wholesale prices fell by
something like 25 per cent and when profits were reduced
by 30, 50 and 70 per cent or even altogether destroyed, that
movements in the Bank Rate from 5 per cent to 2 per cent—
regarded simply as a change in the cost of borrowing—could
have had any appreciable influence in forcing up the rate of
borrowing? Some relative effect it may have had—more
money may have been borrowed than would have been
borrowed had the Rate not fallen—but a controlling -
fluence it certainly did not and counld not possess. Equally
eertamlydunnganyoithepostwa.rmﬂahonschamc‘lmsd
by a rapidly rising level of prices, and even during the rela-
tive stability of prices in face of falling costs between 1926
1929 it is doubtful whether the fractional movements of the
Bank Rate and the small changes in total costs which they
force upon ‘the borrowing public, could possibly offset the
large total profits which are emerging during these times.
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Even the jump of the Bank Rate at the moment of crisis is
of more significance as a warning that lending operations
must be contracted than as a pure cost of borrowing process.
It is only during periods of full equilibrium—periods which
never exist in a system dominated by large cyclical fluctua-
tions—that narrow cost margins are likely to exert the con-
trolling pressure attributed to them in pure theory. Bank
Rate is unlikely in face of other violent changes to control
the quantity of money during any phase of the Trade
Cycle.

In the second place, however, it is very probable that the
use of Open Market Policy will be very effective during cer-
tain phases. As normally used by the Central Bank, this
instrument affects the quantity of money in industrial and
commercial use by changing the cash position of the com-
mercial Banks. It is therefore likely to be effective when,
but only when, the cash position of the Banks is in question.
If, for example, there is a run on the banks such action will
relieve the deflationary pressure; but if the Banks are in a
safe cash position and already possess a large quantity- of
surplus cash reserves no amount of inflationary Open Market
Policy on the part of the Central Bank will have the least
influence. If the Banks had been able to lend more they
would already have done so, since their cash position would
have justified an increase in this—the most profitable part
of their business. The purchase of securities by the Central
Bank will, in such circumstances, merely pile up further
sterile cash reserves, for which the Commercial Banks have
no use, It will produce no inflationary change in the present.
The Commercial Banks, as we have already emphasized, must
wait upon the pleasure or potency of the public to borrow.
And equally clearly, the Central Bank must make in such a
situation a very large sale of securities before it can exert
an effective deflationary pressure upon the Banks. The whole
of the surplus reserves must be destroyed before a further
reduction in their volume will force the Commercial Banks
to diminish the volume of their advances. The only time atv
which Open Market policy is effective is the short period
during the boom when the Commercial Banks are lending to
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capacity and when they are down to their minimum cash

. ratio. The provision of cash reserves at such times will
increase their lending capacity and a reduction of them will
force a general contraction. But this is a poor time and a
poor occasion for Central Bank action. All the trouble has
already set in and the opportune moment for Central Bank
action already passed.

When the purchase or sale of securities is carried out by v
the commercial banks, as distinct from the Central Banks, the
policy can be completely effective in increasing the quanisty
of money in the hands of the public. In order to go very far
with this type of policy the Commercial Banks must act
together; but if they all buy securities from the public with
newly created deposits at a constant rate, not only will they
acquire a greater fraction of the property of the community
for themselves, which is a bad thing, but they will also
create an equal increase in the volume of the deposits in the
hands of the public, which may be a desirable thing. Posses-
sion of this power therefore gives the Banks a direct and
absolute control over the size of the public’s deposit and cash
holdings. The amount of deposits and cash held by the public
can be profoundly influenced by the Joint Stock Banks. But
this is unfortunately not enough for purposes of policy. It
is not M but MV that matters and the great increase in
deposits which has, in recent times, been accompanied only
too often by a fall in Bank Clearings emphasizes the difference
between controlling the quantity of money and controlling
effective circulation. What is really required is the power to
increase or reduce the community’s rate of Investment and
the community’s expenditure; and it is not enough, in order
to do that to be able to control the quantity of money

- balances held by the public. The issue of new money, at a

time when the profit position is stagnant or growing worse
is too often accompanied by an offsetting growth of auto-
matic hoarding. Changes in the potential reserves of liquid
capital at the disposal of industrial enterprise is not enough—
not nearly enough—to provide the power of control.

In the fhird and last place it is obvious that the same
strictures apply to changes in the degree of security asked or
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the willingness to lend exhibited by the Commercial Banks.
Such changes are completely effective or can be made so, for
purposes of reducing the Quantity of Money in the circulation.
If the Banks refuse to lend upon any terms then the quantity
of money will fall at a price dictated by the rate at which
overdrafts are being liquidated. In each current period a
certain number of overdrafts are paid off by the persons in
whose favour they were created and if they are not-recreated
in favour of those persons or other persons the out-standing
assets and liabilities of the Banks will be reduced by the
amount of the cancelled advances.- But the position becomes
wholly différent when the Banks raise the quantity of
money by lowering their security requirements or increasing
the risk element which they are willing to bear. If there is
no fringe of unsatisfied borrowers other than say, gentlemen
proposing to extract gold from seawater there is no possible
course the Banks can pursue. They are utterly impotent if
the public, on balance, do not wish to increase their capital
liabilities to the Banks. It cannot be over-emphasized that
the complete dependence of the public upon the Banks for
an increase in the means of payment is strictly paralleled
by an equally complete dependence of the Banks upon the
public for any power to perform their function of rendering
liquid capital available. There must be two parties to the
conceiving of a bank credit.

Thus the crucial inability to increase the effective circula-
tion when deflationary influences are at work—when con-
fidence is shaken and profits are declining—remains the
central deficiency of existing banking mechanisms. The
complete failure of ““expansionist” policies in recent years
drives this most important conclusion home,

It is time that the impotency of the Banks to control the
financial condition of our present economy should be honestly
faced. The truth is that the deflationary powers and
mechanisms of the Banks acting by themselves and without
the co-operation of industry are excellently powerful simply
because the Banks are universal creditors and can foreclose
without the consent of the debtors. But their independent
inflationary powers, for precisely the same reason are negli-
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gible. They cannot force entrepreneurs to enter into obliga-
tions to them. Inaﬁeeoountryacontra.cthastobedrawn
between two willing parties. I am not arguing that the
policies of the Banks are deﬂatlonary rather than inflationary
over the long period. They are almost certainly consistently
and dangerously inflationary but this fact has blinded the
public and even economists to the impotence of their
independent pesition. Industry and the banks together are
always in an inflationary mood, their general co-operation is
consequently inflationary in its normal results—but the
powers of the Banks acting by themselves are not, and cannot
on the present basis of their practice, control deflationary
tendencies. That is the great weakmess of our credit system
and raises in an acute form the problem of strengthening the
monetary armoury of the Banks. How can that be done?

§3. A NEw INSTRUMENT OF PoLICY:

The weakness of all existing banking powers lies in the
fact that it is only possible to influence the representative
individual’s ““capital commitment” position by making it
easier or more difficult for him to borrow from the Banks.
But a change in the ease or difficulty of increasing capital
liability is quite ineffective when society is concerned with
its income or profit position, and the provision of no amount
of credit facilities will do any good if no one wants to borrow.
The only possible way to restore willingness to borrow is to
reinforce the sncome position of the community and to operate

-directly on the unborrowed monetary receipts of producers
or consumers. Is there any way of controlling income
directly?

It has already been seen that there are two theoretical
ways of doing so. It can be done if the Banks grant interest
free Consumer’s Credits—a mechanism which represents to’
them the insoluble problem of distributing arbitrary in-
creases of money incomé to their customers; or it can be done
by providing the money necessary to increase producers’
costs free of interest. The full authority and detailed over-
sight of a completely planned economy is requisite to this
latter policy. In neither direction is there much reason to
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expect a solution of the problem within the existing arrange-
ments of property and exchange.

But is there any modification of these policies which would
enable a Central Financial Authority to increase expen-
diture in the community as a whole without recourse to the
provision of new money for individuals or the supervision of
the cost accounts and payment policy of productive industry?
There seems to be a reasonable half-way measure which
might secure for the Banks a considerable power to influence
for good the income position of the community without
requiring any profound reform in the institutions of existing
financial controls, or a distribution of power between them.
Such a possibility lies in a moderate use of the powers of
taxation. * Taxation in the ordinary sense merely transfers
without reducing a constant volume of purchasing power,
and the reduction of taxation merely means that the public
is placed in a position to spend more money while the
Government is forced to spend less. Even a decrease in
taxation which is financed by the flotation of a loan and is
unaccompanied by a reduction of expenditure will not occa-
sion a net increase in the community’s gross income unless it
can be shown or reasonably assumed—and these things are
never easy to show or assume—that the money borrowed
from the public would not otherwise have been invested by
them. The position is quite different, however, if the
budgetary deficit is financed by the issue of #ew money. For
then any increase in the expenditure of the public made
possible by the reduction in the burden of taxation will be a
net increase. *

The method by which the income is obtained is, no doubt,
highly unorthodox. When it is desirable to reinforce the
income position of the community, it would be necessary
deliberately to unbalance the Budget by the remission of
taxes which the Chancellor could not, in the ordinary sense,
remit, and to finance the deficit thus created by the issue of
unbonded credit to the Government by the Bank of Eng-
land or the Joint Stock Banks acting together. If the
reinforcement of income is successful and the level of
employment and money-is restored to its previous equili- -
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brium level the deficit could then be destroyed by the
re-imposition of the taxes to complete the return from dis-
equilibrium to the previous equilibrial relation between
Consumers’ Outlay, the costs of industrial output, and the
taxes raised to balance the Budget. Such measures are
nothing more than a thinly disguised direct inflation, but
since the disposal of the extra funds available in a Budget is
a familiar and commonly understood social phenomenon,
they nevertheless resolve the otherwise insoluble problem of
distributing new money to individuals and classes.
Doubtless the effects upon confidence in an individualistic
capitalism would make hay of this sort of proposal. The
existence of an unbalanced budget by itself is rightly
regarded as a serious weakness in any economy, and the
financing of an unwanted deficit by ordinary borrowing is
treated, and rightly treated, as a temporary and unsatis-
factory palliative. The deliberate creation of a deficit and
the financing of it by unbonded inflation would invert the
task of the Chancellor of the Exchequer as long as the
existing criteria of Budgetary orthodoxy remain what they
are, and confidence or the lack of it depends upon their
strict observance. The consequences of only the first steps

of such a policy might occasion either a sharp contraction of

confidence or induce a flight from money to goods that would
dislocate the monetary machine for half a generation. If
these things are true, they constitute an indictment of the
present basis of financial confidence and the existing distri-
bution of investment control. All that such taxation
measures achieve is, after all, to offset the deflationary
developments which call them into being. They are capable
of restoring the monetary position which it is in the most
essential economic interests of the community to preserve.
The fact remains that such an addition to the armoury of the

Banks would meet just that weakness which so plainly they -

possess—their inability by independent action to ride the

* whirlwind and the dismal storm of .a general downward
movement in the Transaction and Income Velocity of
monetary Circulation.
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B. The Open System

§4. THE GOLD-STANDARD.

In a monetary community dependent to any important
extent upon the import and export of commodities and
services it is virtually impossible to remain on the Gold
Standard and also to pursue the Constant Income Policy
that is here being advocated.\ The maintenance of constant
exchanges—which is the central requisite for successful
operation of the Gold Standard—and stable incomes is
only possible if these conditions are all simultaneously
fulfilled :—

(¢) That the same income policy is pursued by the other
countries with which the particular system is in gold com-
munication. Otherwise, if the external level of money
incomes is rising, an inflow of gold into the constant income
system will take place and the maintenance of a constant.
proportion between the circulation and the gold reserves of
the Central Bank will become incompatible with the pre-
servation of constant incomes; or else if the external level of
incomes is falling an outflow of gold will emphasize in the
opposite direction the incompatibility of the Gold Standard
and Constant Incomes. The existence of any harmony
between countries operating on automatic stabilisation is
completely dependent upon an identity of income policy.

(#) Bat it is also dependent, in equal measure, upon a
similarity of dynamic technical conditions. Not only must
the Rate of Invention be the same throughout the constant
exchange area, but also the rate at which these new dis-
coveries are being untilised must be the same. Both causes
affect the rate of change in technical efficiency and thus the
rate of change of costs, and they must either be the same in
the separate countries or so related as to give the same final
result. The Rate of Invention may be high in one country
and the Rate of Saving in another, but unless the resultant is
the same the level of costs in the several parts of the constant
exchange system will move relatively to each other and the
Balance of Payments between the two parts will move against
the system with the higher costs. A sustained gold flow will
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again render impossible of simultaneous achievement a -
constant relation between gold and the circulation, and a

_ constant relation between total incomes and the physical
factors of production.

(##5) Finally, an unlikely constancy in reciprocal demand
is necessary for the simultaneous preservation of constant
exchanges and constant incomes. If the demand of the
whole Gold Standard area for the products of any part of
that area undergoes any considerable change, either an
increase or a decrease, then there will be an equivalent
flow of gold to or from the affected area. Unless the con-
ditions of reciprocal demand between each part of the area
and the whole area are either constant, or offset by con-
temporary changes in real income, the maintenance of con-
stant exchanges by that part will be incompatible with the
maintenance of constant incomes.

" In general, constant exchanges require continual adjust-
- ment in the level of internal money incomes to the changes
in the foreign trade position of the country. They are there-
fore only compatible with Constant Incomes if the Balance
of Payments for the country is held constant, either by a
constancy in the cost conditions of external industry with a
constancy of reciprocal demand, or by fluctnating cost and
demand conditions which happen so to fluctuate as to ofiset
each other continuously. It would, for example, be com-
patible with income equilibrium for the costs of producing
exports to rise as long as the external demand for these
imports rises at an equivalent rate and so leaves the avail-
able quantity of foreign exchange unaffected. Or, what is
more possible, temporary changes in the Balance of Pay-
ments could be offset by temporary changes in the volume of
Foreign Lending or Borrowing. Such things are not impos-
sible, but they are, in the highest degree, unlikely. A
continuous adjustment of the Balance of Payments so as to
preserve constant incomes is impossible ander a regime of
private enterprise. A relatively small but continuing change
in the world demand for a particular product or group of
products—such as manufactured textiles—may subject a
national system to severe deflationary pressure without any



208 THE PROBLEM OF CREDIT POLICY

compensating change in its productive efficiency. Adjust-
ment to such a situation can only be made either by a varia-
tion of incomes or a variation in the external value of a
country’s money.

. Itis a commonplace of current economic analysis that an
advanced capitalist system like our own suffers from, or is
characterised by, a rigid income system. The existence of
long period contracts for the hire of land is reinforced by the
growing habit of Joint Stock Enterprise to finance itself by
the issue of debentures and other fixed interest liabilities
and the growth of Trade Union bodies capable—in a demo-
cratic order—of enforcing wage agreements which it is
expensive and even dangerous to break. Since the great
economic disease of a competitive order is insecurity, it is
natural that the utilitation impulses of men should lead them
to the erection of barriers which they believe will protect
them from the most dangerous of such fluctuations. Thus
everywhere in industry it has become difficult to lower the
money costs of the factors of production. Protracted income
deflation would put an almost intolerable strain upon a
democratic community so conditioned. *

It is to an economy of precisely this kind that the mainten-
ance of Constant Exchanges is a severe, a dangerous, and un~
rewarding task. The Gold Standard system is an exactly
unsuitable mechanism for such a society. If the level of
money incomes is high, or becomes high relatively to the
gold parity of the currency an attempt to use the mechanism
of the Standard will render the position far worse. The

~ outflow of gold will, if the Central Bank is engaged in
“playing the game”, lead to a deflationary pressure in the
market. As we have seen, the deflationary powers of Banks
once they are used with determination are exceedingly
effective and there will follow as large a monetary deflation
as the Banks desire. But, as Mr. Keynes has always insisted,
monetary deflation is only the first and the easiest of the
steps whereby alone equilibrium can be restored. Prices and
turnover are down but not costs. Nor can costs be immedi-
ately or easily reduced, and the short period resultant must
necessarily take the form of a quick and disproportionate
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reduction of money profits. The further internal deflationary
consequences of this distributional change are serious enough
but they are greatly reinforced if trade relations with the
external world are of any importance. The imposition of
deflation in face of constant incomes implies not only that
the one way to restore equilibrium in the Balance of Pay-
ments is by reducing the consumption of men and women
forced into unemployment, but also that no real solution has
been found for the underlying maladjustment in the foreign
trade position. It is more than probable that the action of
the Central Bank will force on a tendency to cumulative
disequilibrium. It must be remembered that the existence of
foreign trade relations makes foreign investment possible or
the purchase of securities of companies operating abroad,
and that if a deflationary policy is pursued by the Central
Bank the internal level of profits and profit incomes is greatly
depressed. Can there be any reasonable doubt that the net
-result will be to ““drive capital abroad ”—to raise the volume
of Foreign Lending? If this is brought about and if the
induced rise in Foreign Lending is greater than the benefits
to the Balance of Payment derived from the reduction in
the consumption of imports by the unemployed plus the
increase of exports following upon the slight fall of prices,
then the only result of the deflationary measures of the Bank
will be a continued and even accelerated outflow of gold.
A new equilibrium in the Balances of Payments might be
arrived at by the creation of a considerable volume of
unemployment and a consequent reduction of the import
consumption of the excluded workers. In the absence of
Foreign Lending this “solution” to the foreign -trade
problem might suffice, but if Foreign Lending is possible
even this dreary stability is in the highest degree improbable.
Rigid incomes, constant exchanges and industrial equili-
brium are not a comfortable ménage a frois.s

In a discussion of credit policy it is not relevant to analyse
the course, or consider the possibilities of removing such a
rigidity of incomes. It is one possible assumption about the
condition of the real world, and as an assumption it is as
good as any other. But surely it is obvious that if the income

14
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system is rigid and as long as the rigidity remains sub-
stantially unchanged there is an overwhelming case for the
construction of a world economy based upon constant
national money income systems connected by fluctuating
paper exchanges. The internal rigidity of incomes can then
impose no intolerable or cumulative strains upon the foreign
trade position of any ‘one country. About this particular
solution of the dilemma, to which the existence of rigid
income systems is bound to lead, these are three points to
be made:—

1. It is essential to distinguish exchange fluctuations
which have actually taken place and the resultant un-
certainty in the trade relations of the world community,
from those which would exist if an income stabilisation policy
in all its parts were applied to the world unchanged in other
respects. Exchange fluctuations which now take place are
conditioned and in large méasure caused by, the movements
of the world Trade Cycle. The vast majority of exchange
crises, enforced depreciations, and consequent exchange '
fluctuations are directly caused by those large scale move-
ments of money incomes within national areas, which it is
the chief purpose in the first part of this policy to prevent.
The depreciation of the pound in recent years and the wild
fluctuation of the dollar since 1933 would both have been
completely unnecessary if a severe decline in the national
incomes of England and the United States had not set in
in 1929. It is disingenuous of those who defend the Gold
Standard and advocate a return to it to compare the two
types of exchange fluctuation—those due to the historical
instability of incomes and those which would arise under a
regime of constant incomes. It is not true to argue that the
maintenance of stable incomes on paper involves the type of
exchange movement which has been associated with a wide
abandonment of the Gold Standard and the subsequent
feverish attempts to expand the Consumers’ Income by
“reflation”’.

2. In an equilibrial world—where the maintenance of
. constant money incomes within rational areas has removed
the main impulses to social unrest—the sources of exchange
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fluctuations would be reduced to three in number. They
would rise from changes in relative efficiency, changes in
reciprocal demand, and changes in trade policy. Changes in
relative efficiency are likely to occur and may very well be
large. It is certainly probable that the expansion and rate
of accumulation in certain areas of the world will rise and fall
relatively to each other to a considerable extent. The Far
East is, for example, not unlikely to show a great relative in-
crease in efficiency as against the West within the century.
Such movements are, however, for the most part slow and
steady movements and are perfectly compatible with long
periods of comparative exchange stability. Changes. of
reciprocal demand, on the other hand, may very well be
more sudden and more arbitrary. A sudden fashion for
artificial silk or a sudden demand for anthracite coal to be
used in a newly discovered process is likely to disturb the
volume of foreign exchange bought or sold in the course of a
- single year or quarter. But these sources of change are not
likely to be great and there is evidence to show that changes
in demand during periods of relative industrial tranquillity,
are not quantitatively serious. Finally, changes in trade
policy are quite arbitrary and sudden and may be large.
Whether they are likely to be as frequent in a world freed
from the fluctuations of the Trade Cycle remains to be seen,
but in any case they occur as frequently and exert just as
disastrous results in a regime of constant exchanges as they
would under a regime of constant income. Thus the con-
clusion seems to be that apart from trade policy the forces
making for instability in the exchanges are likely to operate
slowly where they are considerable in size and to be small
when they are quick to develop, and that it is probable that-
they would be quite compatible with considerable periods of
stabilisation within narrow margins and day to day fluctu-
ations within these margins. That is a radically important
conclusion. ) :

3. Finally, it is necessary to remember that in a period of
continuous but small exchange movements a series of special
institutions—future exchange brokers, exchange insurance

_companies and various “cover” devices and operations— -
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would come into existence for the purpose of bearing the
specialised cost of exchange uncertainty. The risk associated
with the instability of the exchange would become an
insurable risk. As such it would be an element of cost in
business peculiar to international trade and. would restrict
the volume of such trade, but it would not constitute an
impassable barrier to-international exchange.

These reflections lead towards a general conclusion. It is
essential to recognise that the real choice before a rigid
income world is not the choice between stable exchanges and
the absence of risk peculiar to international exchanges on the
one hand, and a world with such sources of risk fully present
on the other, but a choice between the risks associated with
slowly moving exchanges and those that are inseparable from
sudden departures from the Gold Standard. As long as
incomes are rigid the continuous operation of an automatic
Gold Standard over a large area of the earth cannot possibly
be secured for long, and the only practical result of attempt-
ing to set it up will be to concentrate the risk which is
inescapable under these conditions, into the short periods of
sudden and enforced departures from the chosen parities.
Certain economists by emphasizing the extent and severity
of the shock to confidence which our own departure from the
Gold Standard in 1931 administered to the world economy,
are unconsciously strengthening the case against a return to
rigid exchanges, for they are making it increasingly plain
that the risk involved in such inevitable departures is, on
balance, greater than that which it is reasonable to expect
under a regime of related paper currencies. Until they have
discovered some method of restoring elasticity to the income
system by changes which do not involve far-reaching social
dislocation it is not open to them logically to suggest or
advise a return to the Gold Standard. It is reasonable to
emphasize the evils which are inseparable from fixed money
contracts; and it is the business of the economist to explain
the conditions necessary for the attainment of perfect
industrial and monetary equilibrium, but it is not his busi-
ness either to advocate one part of that system when an
integral but different part is wholly lacking to it, or to con-
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tent himself with a Pharisaical contempt for the short-
comings of men in their economic relations. The problem of
policy ss the problem of real men in such relations, and if the
economy is characterised by posuwely inclined demand
curves or by constant money costs it is with that world and
with that world alone that the policy-maker has to struggle.
It is therefore reasonable to conclude that foreign trade
should be called upon to adjust itself to the exigencies of
internal equilibrium; and it is more than probable that the
results of subordinating international exchange to the
maintenance of internal money incomes in this way will
raise the volume of that exchange far beyond any quantity
that it could otherwise reach although it may reduce its
relative share in the total of industrial activity because of the
spectacular recovery which internal production would enjoy.

§5. CONCLUSION.

The argument of this book therefore reaches at this point
the end of its first main task. In a system of banking control
and practice which is not greatly different from the present
one and assuming that the general conditions of industrial
equilibrium already exist, it is possible to lay down these
central principles of banking policy.

1. The Banks should take steps to provide themselves
with the data out of which the indices of Private, Trade and .
Stock Exchange Balances and Clearings discussed in Chapter
V can be constructed. They can do this simply by institut-
ing a new method of classifying their liabilities and a different
method of publishing the returns of the Clearing House.

2. When the Central Bank is possessed of the necessary
figures, and after the passage of a period sufficiently long
for the significant movements in them to be separated out
from seasonal fluctuations with reasonable accuracy, the
Banks should proceed to the stabilisation of the average
Private Clearings per head of the population by the use of
the orthodox instruments of policy:—

i. Bank Rate movements.

#1. Open Market Policy and the raising and lowering of

the standard of requisite security.
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3. Should these instruments prove ineffective at any time
to control the movements of the indices in question—in
particular if uncontrollable deflationary forces should
emerge within the Industrial Circulation—the Banks should
attempt to use, in co-operation with the Treasury or other
_ organs of the national exchequer, the final instrument of
taxation. In so far as the other instruments of inflation or
deflation have failed the Banks should take over the burden
of financing the Budget or return that burden to the
Treasury, leaving the Chancellor to control the distribution
of the Budget total between various forms of taxation.

4. The Exchange Market should be allowed to remain
free and the external value of the currency should reach
whatever value is consistent with the full execution of the
other items of the programme.

This total policy is relatively simple to carry through and
is not by any means incompatible with a retention of the
existing forms of banking and finance and the existing distri-
bution of executive power. It is easy to exaggerate both the
extent of the administrative changes which are necessary and
the alteration of policy which is required to inaugurate a
more rational and consequently more stable monetary policy.
It is difficult to overestimate the real economic advantages
which might flow from such a change. To-day is a time of
great economic opportunity.

But this programme clearly abstracts from one essential
aspect of the real world. It does not attempt to analyse the
problem of short run policy or describe how an industrial
equilibrium which does not exist can be created by measures
which do not prevent its indefinite continuation. These argu-
ments, have, that is to say, abstracted from the existence of
Trade Cycle fluctuations. Yet these exist and their existence
profoundly affects what it is possible to do. It is quite impos-
sible for example to stabilise money incomes at the height of
the boom, although that is the only period in the whole cycle
of capitalist activity when there is reasonably full employ-
ment, since the state of confidence and plans of investment
existing at the moment of boom are both dependent on the
maintenance of a given rate of income expansion. On the
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other hand although it would be very possible to stabilise
incomes during the period of depression it would be eminently
absurd to do so. In a rigid income system it would mean
condemning the industrial order to a terrible struggle for the
reduction of every type of monetary cost. Thus a very grave
dilemma faces those responsible for monetary policy during
a period of recovery.

I have abstracted from these problems in the present
Chapter just because I believe that they are insoluble by
these orthodox means and because I believe that they will
only yield to a programme of more radical reform than has
been suggested. It is to this more profound adjustment of
our Banking practice, some steps of which lie almost outside
the work of a pure economist, that I propose to turn in the
next and last Chapter of the book.



CHAPTER VIII
PLANNED MONEY AND CONSTANT PRICES

» §1. The contemporary discussion of “economic planning”
has been more prolific in nonsense and confusion than that
on any other subject in recent times. Supporters of planning
and conscious control in the economic sphere are as blind to
its difficulties as its opponents are to its merits. In the first
place opponents and advocates alike group the most dis-
similar types of Government intervention and forms of
control into one general category. Government schemes for
the cartelisation of particular industries, private monopolistic
restrictions, isolated acts of industrial nationalisation and
measures involving comprehensive foresight and the control
of industrial relations, are all lumped together as “inter-
ference” or ‘‘planning” without any economic, political or
social analysis of the type of interest or the final end that is
served by the amalgamation or “plan”. Any kind of institu-
tion which differs from competition among many sellers is
praised by the one and condemned by the other party to the
controversy. The direction of economic life by any other
method from that of a pattern of reflex actions conditioned
by the stimulus of monetary reward or the search for private
utility becomes the object of unbridled dislike or equally
unbridled confidence. In the second place discussion is
further confused by a most barren methodological confusion.
No attempt is made to distinguish between the logical impli-
cations of certain legal forms and the actual social content
of the corresponding historical institutions. Either the
opponents of planning contrast the theoretical equilibrium
of atomistic competition with the historical evils of spon-
taneous or enforced cartelisation without perceiving that
they are comparing like with unlike; or the advocates of
planning seem to imagine that there is an inherent superiority

216
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in grouping smaller interests into larger interests without
specifying the forms of social control that are to be realised
in them. There is as yet nowhere in the literature of the
subject any serious attempt to compare the formal logic of
planning with the formal logic of unregulated competition.
The muddle into which this branch of economic inquiry
has fallen in recent times is really due to this deficiency more
than to anything else.?

This book is really no place in which to clear up these’
confusions nor for me to defend my own belief in the
theoretical superiority and social necessity of a Planned
Economy. But it would be impossible to conclude a dis-
cussion of credit policy without examining the relevance of a
general conviction of this kind to the particular question
of money and credit. .

Planning is, I believe, necessary for the achievement of
certain social ends that are valuable in themselves. Capital-
ism, both in theory and practice, depends for its adaptability
to organic change upon the pursuit of private monetary
profits. It further relies for the discipline necessary in indus-
trial life upon the authority of a class of employers and
managers, and for the sinews of progress upon the savings
made from large private incomes. Inequality in the distri-
baution of wealth and a distinction between employer and
employed are therefore essential institutions in an economy
based upon private enterprise. Before a superior form of'
social life which is free from personal indignity, free from
arbitrary authority and free from class distinctions can be
brought into existence the fundamental institutions of pro-
perty and profits must be replaced by the institutions of
social authority in economic affairs. Moreover, if organised
democratic resistance to the class and distributional evils of
capitalism is not either to break to pieces the productivity
and adaptability of existing economic machinery, or in its
turn be broken by the emergence of protective organisations
upon the other side, some solution of the implicit class

* Even Mrs. Wootton’s excellent book Plan or No Plan is not entirely
emancipated from this evil. Her description of Capitalism is analytical and
based upon the theory of competitive equilibrium while her account of
Russia is descriptive and historical. That is not a fair comparison.
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struggle must be found. The rescue of democracy from the
complex economie problems created by the freedom of
institutional organisation within it leads inevitably to the
need for some form of Planning. It is necessary on these
grounds to plan economic life in order to extend and even to
protect the continued existence of the small measure of per-
sonal liberty we have so hardly and so uncertainly won. That,
in my view, is the final rationale of Economic Planning; and
as an integral and necessary part of Economic Planning in
general, it seems to be the ultimate reason for Monetary
Planning in particular. Since however this type of reasoning
is based upon certain judgments of social value it is not
relevant to pursue that line of reason now. As Pro-
fessor Robbins has reminded us, economic science not
only can, but also must, remain indifferent between social
ends.

Fortunately it is not necessary to look beyond the purely
scientific field to find reasons for a redistribution of authority
and the emergence of new institutions in the field of money
and credit control. An analysis of monetary policy must be
based upon certain assumptions as to the conditions of
contract and the freedom of prices ruling in the industrial
world with which it has to deal, and any conclusions about
monetary policy must specify the nature of those assump-
tions. Any set of assumptions will do for the work of pure
theory but the assumptions must be verifiable and true before
any rational choice of policy can be made. Now it is my pro-
found conviction that if we make two assumptions—the
realism of which can be checked by the examination of almost
any set of relevant figures—purely scientific arguments for
such a reform of banking institutions as will render a
“ planned money” possible become overwhelming. The two
fundamental assumptions are:—

1. That a rigid income structure exists: that is to say that
the costs of land, labour and loan capital are subject to long
period contracts which cannot easily be revised downwards;
and that consequently the money payments which stand in
opposition to profits cannot be easily reduced. )

2, That the real structure of the industrial system is such



PLANNED MONEY AND A PROGRAMME OF POLICY 219

as will arise after it has been subjected to a series of Trade
Cycle fluctuations or cyclical credit inflations.

The validity of these assumptions is scarcely open to
question. An examination of a representative index of
" money wages during the depression phase of the last three

years will demonstrate the rigidity of this type of money
cost. The long period nature of land rent contracts is an
ancient and well known characteristic of the present property
system and the growth of debenture and other fixed interest
- capital liabilities in recent times can easily be verified.1
Consequently the existence of a rigidity in costs other than
- profits is not open to question. The second assumption is
equally familiar and true. Any set of employment or pro-
duction figures shows a predominantly cyclical movement
which is quite unmistakable. It is this historical process
which has controlled the relative sizes of the various com-
ponents of the industrial structure. Within the limits of
these assumptions the case for a Planned Money becomes
extremely strong. A ““Planned Money” does not necessarily
imply a transference of property rights in banking enterprise
to the State, but simply the unification of policy control in
such a manner that one person or committee—the Central
Banking Authority—is able to review the total industrial
and financial conjuncture and to control the policy of every
organ which directly effects the flow of money income and’
expenditure, This must necessarily include supervision of
.the Treasury policy of the Central Government. It is neces-
sary to examine the value of such a ““unity in financial com-
mand ” within an economic system so conditioned.

§2. TE EcoNomic CASE FOR A UNIFIED CREDIT AND
FinanciaL CONTROL.

The case for the conscious control and effective planning
of credit investment and taxation operations rests upon three
important analytical grounds; the inherent instability of the
credit position in the Industrial Circulation, the presence
of institutional factors in the self sustaining mechanism

% See Robbins, The Great Depression, Chaptes IV, p. 63.
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of Trade Cycle fluctuations, and the social disadvantages of
a Constant Income Policy.

X. The Inherent Instability of the Industrial Civculation.

"As was seen in the first two Chapters of this book, the
profit and employment situation depends almost exclusively
upon the maintenance of zero losses in the Industrial Cir-
culation. In the third and fifth Chapters were discovered a
large number of processes which prevent this essential con-
dition from being fulfilled. An upward fluctuation of the
disposition to save, a wave of Stock Exchange speculation, a
number of purely technical changes in the structure of the
Financial Circulation, an unwillingness of particular groups
of entrepreneurs to cut down their dividend payments in
proportion to the losses they are making; any or all of these
events will cause an outflow of funds from the Industrial
Circulation and the appearance of net losses in the manu-
facture of final industrial output. In the absence of contract
frictions these changes will not, any more than any other
type of varying preference, raise insuperable barriers to the
re-establishment of equilibrium. Funds are removed from
the purchase of industrial output it is true, baut the conse-
quent fall of prices and profits will be followed, through the
operations of perfect competition, by a corresponding fall of
the prices of factors other than fixed capital and the level
of money profits will be rapidly adjusted not necessarily to
the same, but necessarily to an equilibrium level. Every
factor of production will remain in employment, or be.
received back into employment, at a slightly diminished
price and at a constant or rising real price in terms of con-
sumption goods because of an induced fall in the Cost of
Living.

But no such adjustments can be expected in the real world
that is now being discussed. The disproportionate reduction
of profits will not disappear and investment will be checked as
aresult. At once the dynamic process becomes cumulative—
the fall of investment and widely distributed losses further
undermine confidence, force up the preference for liquidity
and lead to increased inroads upon the security reserves of
Joint Stock enterprise. All these evil consequences may flow
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from a simple change in the relative preferences for various
forms of property ownership, that is to say, from the isolated
actions of individuals unconscious of the general results of
their actions. The existence of a large volume of money
balances held for the mere exchange of property rights super-
imposed as it is at present upon the contractual element in
economic life—itself necessary for the reduction of uncer-
tainty—renders the equilibrium of purely industrial activity
extremely precarious. At any moment the changing pro-
perty preferences of the community may plunge the economy
into a cumulative industrial disequilibrium. Yet it is upon
industrial equilibrium alone that the whole superstructure
of economic and social welfare rests.

Thus there is an overwhelming argument on a priors
grounds for the creation of a body with the power and
intention to watch over the delicate but potentially disas-
trous relations between the Industrial and Financial Circula-
tions and to see that the needs of the Industrial Circulation
are always met and never denied. The only conceivable
argument against the creation of such a body must be on the
grounds that its actions would, although better informed
than the actions of individuals or competing Corporations,
be controlled less by reason and public interest. An argu-
ment of this purely psychological and sociological character

" cannot be examined here since it lies outside the terms of
reference of an unaided economist. All that can be affirmed
vpon analytical grounds is that without the beneficial

_ operations of such a body the actions of isolated individuals,
unconscious of the intricate relations and dependencies of
the monetary circulation, cannot possibly achieve or main-
tain continuous industrial equilibrium.

2. The Cure of the Trade Cycle.

When the analysis is extended to include not only the
contractual elements in all financial transactions but also
the existence of large cyclical fluctuations in the volume of
trade, the preliminary conclusion of the previous Section is
reinforced. It is mot proposed to examine the theory of the
causes of the Trade Cycle in this Chapter.* Fortunately t.here

1 Part 11 of Purchasing Power and Trade Depression is ly
with this problem.
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is a common agreement among economists that whatever
the detail of the causal sequences, the primary cause and
characteristic trend of the fluctuations is due to an original
inflation of producers’ credits. This analysis as far as it goes
is sufficient to lay bare the real dilemma that faces all short
period monetary policy.

In the first place it means that the real structure of pro-
duction which has endured a series of these limited inflations
is bound to be of a certain kind. Those industries which are
predominantly associated with the manufacture of fixed
capital, -and the other commodities upon which capital
funds must be expended, will not only be larger than they
would have been without these periodical expansions of
credit, but they will also be larger relatively to other types
of industry than the average Rate of Voluntary saving at any
level of money income can maintain in equilibrium. A volume
of resources has been attracted to the capital good industries
at' prices for the factors of production which can only be
sustained by the appropriation of streams of newly created
money to the purchase of new capital and new capital alone.
Therefore, it is only during a period of continuing inflation
that full employment of the factors of production in all
employments can possibly exist at equilibrial money prices.
A structure of production called into being by an inflation
can only be restored to full activity » that form by another
inflation.?
m:kThexe are two further points of explanation which it may be wise to

(z) The real disequilibrium which the Trade Cycle inflation is likely to
cause in the capital structure of the community has been widely misunder~
stood. Itunot:hntd\ereutoomuchcapnalmthely;umorthltthetell
capital built up out of forced saving is d useless or val
subsequent deflation. The real duethbnum lies wholly in the size of the
capital good industries. They are adapted to a rate of expenditure on fixed
capital made up partly from the voluntary saving of the community and
plrdy from the expenditure of the new credits issued by the Banks, Full

in those ind ies at the ing level of money prices from
the factors of production can therefore only be offered when the rate of
expenditure on new capital is reinforced by the credits of an inflation. The

failure to under:und this point is well illustrated in a review article in The
Eamumm Supplement for July, 1934, and in Mr. Roll’s About Money,

(z) Mr Barrett Whale has, however, pointed out to me that the dis-
equilibrium is neither cumulative nor absolute. If in the recovery phase of a
Trade Cycle the voluntary Rate of Saving rises to or above what the induced
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The full dilemma of policy, is in the second place, now
made apparent. It would be as well to examine the condition
of full depression—the condition that existed in England or
America in 1932. Prices are down, profits are reduced to
nothing or less, unemployment is high, social disaster is
imminent and money incomes and costs are rigid. Insucha
situation—such a desperate situation—it is a pedagogical
impertinence to advocate deflationary measures. Deflation
could only force the community into deeper cycles of dis-
aster and inflame the fever of society. There is no conceiv-
able policy other than that of “reflation’—the attempt by
the provision of “easy money” and other inflationary
devices—to relieve the profit position. And to a certain
extent the policy will be successful. As profits are recreated,
confidence will revive and investment will begin again. The
volume of unemployment will fall. Such a reflationary
Tecovery can continue with perfect safety until there is an
equality between prices and costs in the consumption good
market and full employment in the consumption good
industries, and up to the point at which the quantity of
capital production appropriate to the full volume of con-
sumption good production is coming to the market. But if
our analysis of the structure of production within which this
recovery is taking place, is even approximately correct, the
achievement of this stage will not represent the restoration
of full employment or the achievement of full industrial
equilibrium. A large volume of resources will still be in-
voluntarily unemployed in the capital good industries. Now
it would not be humanly practicable to stop at the moment
when credit expansion has cured—at least in popular estima-
tion—part of the unemployment problem, but not the whole
of it. Nor would it be wise to do so, for it would mean the
Rate of Forced Snvmg had beenbem the prevnous boom, then the whole of the

yed by simple refi Such a
poulb:hty mnnot be ruled out in & npxdly developing economy. It is no
doubt ane part of the of the idity of recovery from de-
pression in the early phases of capitalist development, when the Rate of

Saving was rising quickly—and one reason for the difficulty of recovery ats -

time like the present when the Rate of Saving is not growing greater. This,
point is more fully analysed in u slightly different context by Mr. D. H.
Robertson’s article Saving and the Natural Rate of Interest in the Ecomomic
Journal tor 1934.
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abandonment of a great mass of physical and human capital
to the slow processes of industrial readjustment which a
wiser policy could save from the heavy consequent losses.?

The nature of the wiser policy is not self-evident. Beyond
the point at which there is an equality between prices and
costs in the consumption good market and full employment
in the consumption good industries, the further expansion of
credit necessary to reduce unemployment to nothing will
bring prices above costs in the consumption good industries
and begin the inflation of profits that lies at the root of all
unstable expansions. “Reflation” sows the seeds of a
subsequent crisis.

It is not intended to attempt to resolve this dilemma here.
All that it is necessary to emphazise is the indisputable con-
clusion that there is an inherent or institutional defect in an
advanced capitalist order which prevents the cure of the
Trade Cycle by ordinary credit policies, and which makes it
sensible to affirm that in one way the Trade Cycle is an in-
herent and constitutional disease of Capitalism itself. The
simultaneous presence of strong contract frictions and an
inflated capital structure predisposes the system to a con-
tinuation of a self-conditioned cycle. And it is highly prob-
able that only a complex, carefully articulated, and long
period credit policy, involving at certain points the restric-
tion of credit or the reduction of a rate of credit expansion
that would be perfectly “safe” according to the accepted
criteria of banking policy, and extremely profitable to the
- Banks into the bargain, will be capable of providing a final
solution. Only a Central Authority whose business it is to
conceive such a policy, watch the order of its phases, and
control the necessary elements in its execution, could pos-
sibly embark upon such a difficult task with any hope of
success. That is the second argument for the creation of such
an authority.

3. The Long Term Price Level Policy.
It is not only in satisfying the exigencies of short period
policy that the existence of a Central Authority in the
! See Robertson, Ecosmomic Josrnal, 1934.
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monetary sphere opens up new possibilities and new hopes.
We have already seen (see Chapter IV,§§ 5 and 6) that ‘the
policy of a stabilised Consumers’ Income which has been
advocated in this book is a pis aller fraught with difficulty.
Particularly is this so when there are changes in the distri-
bution of Final Income between classes of primary factors.
A return to the discussion of long period policy can now
profitably be made.

Price stabilisation by the issue of producers’ credits in
face of constant or relatively constant prices from the factors
of production is impossible. The issue of Consumers’
Credits by the existing commercial Banks is out of the
question. Consequently, price stabilisation is out of the
question. But this does not rob the policy of constant prices
of its immense economic and supra-economic advantages.
The steady expansion of money incomes without any off-
setting change in the Cost of Living would create every-
where a greater sense of prosperity and economic achieve-
ment. It would make all adjustments to changing prefer-
ences, either between different types of consumption goods
or between consumption goods and capital, very much easier
because they could all take place with very much smaller
absolute reductions of monetary rewards than is possible
under a regime of constant total income. And finally, the
identification of the rate of social accumulation with a rate
of increase in money incomes would bring home to the
community the social -advantages of saving in a way that
nothing else could possibly do, It would be foolish to deny
that there are real advantages of immense social importance
in such an expansion of money income. The advocates of
constant prices have suggested the policy which is socially
ideal, however impossible it may be to execute in practice.

This general judgment is immensely strengthened after a
consideration of the weaknesses peculiar to Constant Income
policy. We saw in Chapter 5, §3. 2, that therg is one
situation in which the execution of this policy imposes a
terrible strain upon the financial and social system. This
occurs when the forces of competition are making for 2 down-
ward revision of the share of labour in the final income of

15
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society. A falling share means a falling absolute total of
money income if the total of which the share is a fraction is
itself constant. With no compensating change in population
the preservation of a constant total income would mean the
steady reduction of the demand for labour in face of stub-
born Trade Union resistance. The ensuing crisis would be
prolonged beyond the limits of purely economic affairs. One
is bound to recognise this skeleton in the cupboard of the
case for Constant Incomes.

It is only necessary to devise a policy by which the
stabilisation of prices can be carried through without the
initiation of a cumulative inflation and all these difficulties
lisappear. It is at least worth inquiring whether a monetary
system planned under a unified control could remove the
nherent instability of the Industrial Circulation, cure the
Irade Cycle or achieve the stabilisation of prices in the
long run.

Before attempting to answer these questions it may be as
well to explain the precise meaning of a “Planned Money "
in the present context. It is neither a detailed supervision
of the day to day work of commercial banks and other
financial institutions nor even the social -ownership of
controlling interest in the Banks as commercial organs. Itis
simply the concentration of power and the unification of
control. What is necessary is that there should exist some
body or authority which can control the set of decisions now
made by commercial bankers, discount houses, accepting
houses, credit corporations, and the Treasury authorities as
to the volume of money that shall become available on
income and on capital account. It is not essential that a
Banking Corporation should own the common stock of the
English Joint Stock Banks, but it is necessary that some
official or Committee of the Treasury or the Bank of England
should be able to call the Overdraft Managers of the Joint
Stock Banks into conference and inform them authori-
tatively of the credit policy that they are subsequently to
pursue. Policy must be centralised and to that extent the
rights of property must be curtailed.

It may be thought that the existing Central Bank—the
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Bank of England—is the appropriate body for this purpose
and that in practice it already performs the functions men-
tioned above. In point of fact, however, the Bank of Eng-
land fails to fulfil the conditions of the necessary controlling
body in at least three distinct ways:—

1. It has no power to insist upon collecting the informa-
tion that may be necessary for the guidance of policy from
the other corporations in the money market. It cannot,
for example, compel the Joint Stock Banks to classify
their liabilities in the way that was suggested in Chapter 6.

2. It has po final powers over the Treasury and cannot
control the direction and timing of fiscal policy any more
than the Treasury can directly control the purely Banking
operations of the Banks.

3. It does not in practice call the Joint Stock Banks into
regular and efficient co-operation and makes no attempt to
control directly—as distinct from influencing the banks
indirectly by operating on their cash reserve position—
the day to day credit policy they are pursuing.

If the constitution and practice of the Bank was so
reformed that it did in fact collect all the necessary informa-
tion, did control directly the quantitative credit policy of the
Joint Stock Banks, and was empowered to direct the fiscal
policy of the Government, it would become the sort of

- Financial Authority I have been advocating and would be
capable of carrying out monetary “planning” as that term
is used here. The same qualities would be possessed g forfiori
by a Socialist Banking Corporation which owned the Banks
or by a Committee of Treasury equipped with Parliamentary
powers to manage monetary affairs. Any one of these three
would constitute a suitable Financial Authority. The
constitutional form of such a body is not pertinent to the
present discussion which deals only with the question of
policy. Assuming that such a body exists, what short term
and long term credit policy ought it to pursue?

§3. TRE Creprr Poricy oF A CENTRAL FINANCIAL
AUTHORITY.

The problem facing the Central Financial Authority can be
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divided at once into the short term problem of establishing
equilibrium in the midst of Trade Cycle oscillations and the
long period problem of maintaining that equilibrium. At all
stages a third task—that of overcoming the inherent in-
stability of the Industrial Circulation will be present. It is
therefore possible to examine policy under these three
heads:—

1. Short Period Policy-—the Establishment of Equilibrium.}

The Financial Authority is called upon to restore equili-
brium to an industrial world, in which as we have seen, a
series of inflations has increased the size of the capital good
industries beyond the point at which voluntary saving can
keep them in equilibrium with the rest of the industrial
system.2 A simple reflationary policy will therefore not
secure any stable equilibrium. The immediate choice before
the Financial Authority is that of stabilising incomes at the
point of full employment in the consumption good industries
and simply abandoning the excess capacity—physical and
human—of the capital good industries; or of embarking
upon some more ambitious policy that will enable it to save
as much as possible of the existing mass of capital. Unless
the capital good industries have become so large that the
marginal productivity of their potential output has fallen to
nothing—an extremely unlikely eventuality—the second and
more ambitious policy will undoubtedly benefit total output
and will moreover save the human beings associated with the
capital good industries from prolonged unemployment and
despair. But how is this more ambitious policy to be success-
ful?

Suppose the Financial Authority takes over control of
credit policy during the depression phase of the Trade
Cycle. All industries are working under capacity, prices are
down and profits disproportionately low, investment lan-
guishing and unemployment high in capital good and con-
sumption good industries alike, but particularly high in the

1 The argument of this section is also ined in the hlet Socialis

Credit Policy, Part II. i
3 See footnote on p. 222.
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former. Plainly the situation will not improve until Invest-
ment in the technical sense is forced up, and thus the first
task of the authority will be to restore confidence and attempt
to stimulate the Rate of Investment. This it can do, after
the liquidation of the main outstanding debts of the affected
industries, by the normal inflationary instruments of policy:

Low Bank Rate
Active Open Market Policy
Government Guarantees upon Private Investments of
. various kinds
Public Works :
Direct Government Investment in industries or services
under its immediate financial control.

By the active pursuit of all these policies at once, and also
by raising the degree of risk that the Commercial Banks are
_prepared to bear in connection with advances to producers
through the guarantee which can be given to their Clearing
House position and in anticipation of the increase in com-
mercial prosperity that will follow upon the successful
progress of the general credit policy, the fall in the Rate of
Investment could be checked and ultimately reversed. The
ordinary Trade Cycle recovery will now set in, with a little
less liquidation than would ordinarily take place.? All
financial indices of turnover will rise together with indices of
output while the unemployment index will decline as the
new money flows back to all parts of the system.

Thenormal Trade Cycle recovery initiated in these ways
can proceed with perfect safety until the unemployment in
the consumption good industries is reduced to nothing. But
as the previous section argued at length, this will not entail
a cure of the unemployment problem. On the contrary,
a large volume of unemployment will persist in the capital
good industries. Yet beyond the point at which the con-
sumption good industries are working to capacity a-further-
increase in the Rate of Investment will, in so far as the new

1 Which is, of course, contrary to the views of certain economists, 8

positive advantage as long as the marginal productivity of the fixed capital in
the capital good industries has not fallen to zero.
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money is subsequently spent on consumption goods, bring
the total price of consumption goods above their total cost
of production at the fixed level of money costs for the factors
of production that has everywhere been assumed. Net
profits will be created and any further uncontrolled inflation
will create expectations that will drive the Financial
Authority to dangerous lengths in the creation of new credit
or to the forcing of a financial crisis by imposing a check
upon their expansionist policy.

The only radical solution for such a dilemma is to force up
the Rate of Investment by forcing up the Rate of Saving. The
distortion in the structure of production has been caused by
forced saving in the past; that is, by the attraction to the
capital good industries of real resources derived from the
increased monetary expenditure on the part of entrepreneurs
into whose hands new money has been given by the Banks.
A Rate of Saving enforced by this method cannot however
be maintained because of the unstable nature of a credit
inflation. The resources now attached to the capital good
industries can only be employed by raising the Rate of
Investment to the level that it reached in the previous boom,
and by raising it in such a way that it cannot again be
reduced. Is there any method by which the Rate of Invest-
ment can be forcibly and permanently raised?

One way of increasing the Rate of Investment permanently
would seem to be by an appropriate use of the instrument of
Taxation. If the Government takes from the people an
increasing fraction of their rising money incomes, either in
the form of voluntary loans or by taxation for the purposes
of capital expenditure it has it permanently in its means to
control the volume of expenditure and the volume of invest-
ment. Thus the Financial Authority would, in the situations
now envisaged, continue the expansion of credit beyond the
point at which the index of unemployment in the consump-
tion good industries had fallen to nothing, but thereafter
would begin to tax any further rise of income away from the
bhands of the public in order to stabilise the volume of
expenditure on consumption goods and to finance the growth
in the volume of Investment. The result would be for the
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price level of the total output of consumption goods to remain
stationary. A profit inflation would consequently be avoided,
while the Consumers’ Income and the Rate of Investment
would continue to rise through the action of the Financial
Authority in forcing a diversion of income from expenditure
to saving. In the meantime the output of consumption
goods would begin to rise at a faster rate because the rate of
social accurmulation had been forced up.
If this policy were successful it would surely involve the
"ideal solution of the short period problem. The public as
consumers would lose nothing by the enforced saving, since
their money incomes would be increased by as much as net
saving was raised by taxation. Neither would their real
consumption be reduced. In the short period the full output
- of consumption goods is coming on to the market, while the
subsequent rise in the volume of consumption good produc-
tion due to the increase in the rate of accumulation, is likely
. to reach the market just as rapidly as a rise in output occa-
sioned by the slow transfer of resources to the consumption
good industries. In fact, it is likely to come about faster in
view of the restrictions to the mobility of the primary factors.
On the other hand, all the resources of the economy are
brought back—comparatively rapidly—into full employ-
ment.
The real difficulty facing the Financial Authority lies in
a tendency which may arise in the body of taxpayers to
reduce the volume of their voluntary saving as a result of the
rise in taxation. If the community reduces its voluntary
saving by as much as the Government increases the estimated
Budget yield, not only will the funds required to force up the
Rate of Investment fail to appear, but the expenditure on
consumption goods will begin to rise above the equilibrium
point. It is not very probable that this will happen because
total money incomes will be expanding concurrently with the
increase of taxation and the community is much more likely
to save when it can stabilise its monetary expenditure on
consumption goods and divide the remainder between taxes
and saving. But in.so far as taxpayers do reduce their
voluntary saving despite the increase of money income in
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their hands, the execution of this policy is frustrated. No
crisis however can ensue. The Financial Authority has
simply to keep the Rate of Investment equal to the taxation
yield and the funds becoming available for investment from
voluntary- saving, taken together,—(S=I)—and if these
funds are not ‘sufficient to find employment for all the
resources attached to the capital good industries, their
employment must be sacrificed in order to preserve the
general conditions of industrial and financial equilibrium.
The ultimate justification of the short period policy is simply
that it is worth making a serious attempt to salvage the
capital already sunk in the capital good industries and
that a weapon capable of sustaining a rate of forced saving
lies to the hand of a Centralised Authority in the instrument
of taxation. A Rate of forced Saving secured by an increase
of taxation is inherently more stable than the same Rate of
forced Saving obtained by inflation. There is no conceivable
danger in such an attempt except the danger that it will
only be partly successful.! In so far as the Government
is capable of raising the Rate of Saving an increase in stable
employment is guaranteed.

1f then, the Financial Authority, has reduced unemploy-
ment to nothing and stabilised the total expenditure on con-
sumption goods and the Rate of Investment at such levels
as will make net profits equal to zero, but has not removed
the surplus capacity of the capital good industries, what
long period policy should it then pursue? °

2. Long Period Policy—and Constant Prices.

Two problems face the Financial Authority after financial
equilibrium has been established—the first a purely monetary
problem and the second an industrial problem. It is the form
of the short period policy which creates the industrial pro-
blem, in so far as it did nothing to remove the surplus

3 T have treated the short period policy here outlined at somewhat greater
detail in Part II of a pamphlet entitled Socialist Credit Policy, published by
the New Fabian Research Bureau. It should be noted that I have assumed
this policy to begin in the depression phase of the Trade Cycle (1920 or 1932
in recent times) and I have not considered the position that would arise if
policy began in the period of Trade Cycle boom-~in Americs in 1929—for

example, It is exceedingly hard to know what could be done to svoid s
depression.
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capacity in the capital good industries or transfer resources
to employments where they could be maintained without
the necessity of forced saving—and where they would con-
- sequently make the largest possible contribution to the satis-
faction of the consumers of final income. On the contrary,
special steps were taken to maintain employment in these
unsuitable positions on the assumption that it is better
to enjoy the commodities that specialised and immobile
factors are able to produce in the positions they now
occupy rather than to lose the whole of them or a large
fraction of them in the attempt to bring about an abortive
" transfer to other employments. But that is no reason, in the
Iong run, for not making the appropriate adjustment in the
real structure of production as new labour and new capital
flow into being. Steps should be taken to see that as new
labour comes on to the market it finds its way into consump-
tion good industries and that its absorption there is financed
- by the gradual reduction of the special taxes imposed to carry
through the original investment plans of the Financial
Authorities. Thus over the long period the distortion in the
structure of production and the special investment pro-
gramme made necessary by it, will both disappear into
voluntarily financed capital good and consumption good
production. The transference of resources here envisaged is
not only a slower and therefore an easier process but it is -
carried through with a constant total price for final output
which means that the transfer to an industry always takes
place under the stimulus of net profits in that industry and
not because of the forcible lowering of wage rates in it.
During the readjustment of the structure of production
and after the adjustment has taken place the long period
monetary problem proper emerges. By what general price
and income policy is full employment to be maintained?
From everything that has gone before in this book it should
be obvious that there are two alternatives between which the
Financial Authority may choose—the first is the stabilisation
of money income per head of the popu.latxon and the second
is the stabilisation of prices.
The first altermative presents no difficulties. A central
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Financial Authority is in a particularly strong position to
observe the course of monetary movements by means of a
pattern of indices of the kind discussed in Chapter V, and
to use all the instruments of policy examined in Chapter VI
to control the development of the financial situation. If,
after full employment equilibrium has been reached, it then
throws the whole weight of its power into permanently
stabilising the Private Clearings per head the industrial
system will develop smoothly at a rate determined by the
voluntary Rate of Saving. In doing this, the Authority will,
of course, destroy for ever that disastrous instability of the
Industrial Circulation which must otherwise continually
threaten our industrial prosperity.

But the real advantages of price stabilisation remain.
Can the Financial Authority embark with safety upon this
more ambitious task? This is the last problem to be faced.
As we have seen there are three ways whereby in theory
prices can be safely stabilised. They could be stabilised :—

by the issue of new money to consumers at a rate equal to

the growth of final output;

by subsidising the costs of the entrepreneurs’ factors of

production other than intermediate products to the
same extent; .

or by financing a budget deficit with new money to an

appropriate total.

It is highly probable that the Financial Authority, of a
kind assumed here, would not be in a position to make use
of two of these mechanisms. Subsidising the costs of factors
other than intermediate products requires a supervision of
industrial costs and industrial payments which is only con-
sonant with the possession of complete managerial powers
and could therefore only be efficiently achieved in a fully
planned Economy. Not only would a stupendous accoun-
tancy problem have to be faced and solved but also con-
siderable powers would have to be vested in the Financial
Authority of determining the course of industrial disburse-
ment. The Authority would therefore cease to be a banking
organ simpliciter and would become a Supreme Planning
Authority in all its parts. Whether such a transformation is
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desirable or not is a question which lies outside the boun-
daries of the problem we are, for the moment, considering.
And in the same way, in order to issue money directly to
consumers, the Financial Authority must build up a vast
system of charitable distribution and make decisions on
ethical and personal matters which lie entirely outside its
capacities as a Financial Committee. Thus it is only through
the Budget that a centralised monetary system can in general
influence the market for final output.

But it should not be out of the question for the Authority
to stabilise prices by a careful use of the unbalanced Budget.
What it could do is to see that the Budgetary expenditure
is made to exceed taxation receipts in each period of time by
such a sum as will keep a given proportion between Con-
sumers’ Income and the final physical output of all kinds
" constant.

Imagine for a momeut that the whole of the new money
brought into the Chancellor’s hands is paid directly into the:
Consumers’ Income. Then the Budget deficit should be in
direct and simple proportion to the increase of physical
output. Thus if the simple assumption is made that physical
output grows by a fixed increment per unit period of time,
a fixed sum will be added to the taxation receipts in each
identical period. If, for example, physical output grows by
.x00 physical units per unit period of time and the Consumers’
Income =£5,000, and the Budget £1,000 at the same time,

this series of equilibria® will arise:—
Output Consumers’ Budget Consumers’ Price
Income Position © Outlay Level
t; 1,000 tons £6,000 Budget £1,000 " £5,000 5
(Taxes £1,000)
tg 1,700 tons  £6,000 Budget £1,000 £5,500 5 .
(Taxes £500 New ‘
Money £500)
ty 1,200 tons £6,500 . Budget £1,000 £6,000 5
" (Taxes £500 New
Money £500)

There will be a steady increment to the money in the
1 See Chapter IV, §s. '
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economy, a constant Budget total, a constant Budget deficit
. (£500) financed by the issue of new money and a constant
level of prices per unit of output.

If other assumptions are made—that the rate of growth of
physical output is a percentage of the total output in each
period of time, that the Budget is not 2 fixed sum but a
percentage of Consumers’ Income, and so on, a different
schedule will be reached, but it will be based on the same
principle. The price level of final output can be stabilised by
the issue of new money to consumers via the Budget.?

It must however be remembered that prices have been
stabilised at a time when costs are falling because of the
accumulation of new capital. A profit inflation is therefore
bound to occur, and it is only if the Financial Authority can
resist the producers’ subsequent demand for credit acommo-
dation, that a cumulative inflation can be prevented. It is
further only on the assumption that the competition of

- entrepreneurs will raise the price level of the factors of pro-
duction in all employments more rapidly than they them-
selves are able to move to the position of maximum monetary
reward, that a distortion of the structure of production in
favour of the earlier or mear stages of production can be
avoided. If however the Authority is able to resist the
inflationary pressure and if the period of time required
to move the real factors of production is long in relation to
the period of circulation—an extremely probable assumption
-—a stabilisation of prices can be safely carried through.

17f it is assumed that there is a 10 per cent rise in pbyuul output the
the

Budget is equal to 20 per cent of C of new
money issue becomes as follows:—
Output  Consumers’ Budget Consumers’ Price
Income Position Outiay Level.
t1 1,000 tons  £6,000 Budget {1,000 £5,000 5
(Taxes£ 1,000)
tg 1,100 tons  £6,000 Budget £1,000 £5,500 s
(Taxes £500 New
Money £500)
ts 1,210 tons 6,500 Budget £1,100 (approx.)  [6,050 5
(Taxes £450 New
Money £650)

t4 1,331 tons £7,150  Budget £x.zoo(-pprox) £6,655 s
. (Taxes £495 New
Money £705)
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§4. CONCLUSION.

The theoretical reasoning of this Chapter seems to estab-
lish an extremely strong a prioré case for believing that a
centralised Banking Authority will rémedy precisely those:
deficiencies from which our existing monetary system suffers.
It would be able, through the position it would occupy in the
financial structure of the community to gather the statistical
data without which all policy must be blind and uninformed,
and it could exercise the powers by which it is alone reason-
able to think that the inherent instability of the Industrial
Circulation can be overcome. Disastrous fluctuation in indus-
trial activity could thus be cured forever, and the more
elastic and free moving policy of stable prices be safely
pursued. A new financial machine and a redistribution of -
power within it might release for another century the pro-
ductive powers of mankind.



CONCLUSION

At the end of my book on the theory of under-consumption
written in 1932 I said:—

‘It therefore seems to me that the third and right policy
for the banking system to aim at, the policy which will avoid
a painful income deflation on the one hand and a profit
inflation on the other, is the maintenance of a constant con-
sumer’s income per head of the population. .

“I may say, in passing, that I do not w15h to suggest that
it is absolutely impossible to stabilise the price level of
consumption goods, because that would not be theoretically
true. If it were possible to issue credit to consumers in just
the right amounts . . . then it would be possible to stabilise
all price levels and avoid the appearance of net profits. But
in the absence of co-ordinated banking, industrial and trade
union and Government action, such a policy cannot be
executed; and the essential fact is that it is not necessary.
If it were possible to maintain a constant consumer’s income
then saving would proceed by virtue of its power to reduce

- costs. ...

“If what has been said in this Chapter is true then a
conclusion of great importance can be derived from it. Itis
not likely that we shall enjoy an easy road to salvation in
curing the Trade Cycle. We must choose between the relief
of inflationary policies and temporary prosperity and settling
down to a cure which is slow, which is devoid of spectacular
success and which in the first instance is as painful as the
disease. .

“I wnte this critical essay at a time when the theory of
under-consumption is more powerful than it has ever been
before and when, in a dozen different forms, it is influencing
the decisions of legislative and financial bodies towards in-
flation . . . T am sorry that I cannot join their number or

share thelr hope I believe with relucta.uce that this theory
238
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does not tell the truth about the processes of monetary cir-
culation or describe the real alternatives that are before us,
and that if we are to have the courage to live with open eyes
and to accept the hard discipline of an uncompromising
realism we must turn away from the false hopes of prosperity
which the theory of under-consumption has everywhere
called forth.”

Readers of the present book will see that I have changed
my views in one important respect and the stress of my
emphasis in two equally central matters. It no longer seems
to me to be true that the only method of bringing equilibrium
out of Trade Cycle fluctuations lies in further deflation during
the period of depression. It is now obvious that reflationary
policies can be pursued with perfect safety to the point at
which there is a full equilibrium in the market for consump-
tion goods and that the Rate of Interest which will secure
such a reflation is the equilibrial Rate of Interest for the
contemporary structure of production and the ruling con-
sumers’ preferences whether it is positive or negative. And
1 believe that a reasonably powerful central control could,
by pursuing a sufficiently complex long term policy, succeed
in salvaging the real social capital invested in the industries
producing instrumental goods.

And in the same way I am now clearer both as to the
theoretical importance of a monetary expansion by way of
Consumers’ Credits and the practical advantages of a stable
level of commodity prices. It would no longer appear
impossible to achieve this desirable condition if governmental
and banking policy can be integrated and used to control
the income position of the community. The requisite con-
ditions for achieving this new and vitally important power
lie in the creation of the institutions of a planned money and
a willingness of Governments to vary taxation policy for
reasons other than the financial needs of the current adminis-
trative Budget. Whether these changes are politically
possible it is not my purpose either to affirm or deny. Nor
is it the business of any economist gua economist to affirm
or deny these or any other political possibilities.

But if these measures are not radically impracticable then
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it is wise to entertain a reasonable hope. If certain institu-
tional changes can be effected without panic or social up-
heaval it is sensible to anticipate the permanent cure of
unemployment and the beginning of a period of steady and
uninterrupted economic progress. Production can be made
to rise, poverty to wither away and security to grow at
a pace determined by the willingness of the owners of
final income, or society in its corporate capacity, to make
provision for scientific research and capital accumulation.
It should be possible to banish unemployment forever. It
should be possible to double the standard of living in thirty
years, These are reasonable expectations.

Finally there is no more powerful enemy of reasonable
hope and moderate economic ambitions than the Giant
Despair. I believe that economists have been guilty of a
disservice to society and an offence against reason by
concentrating too exclusively upon popular fallacies and
the too frequent denunciation of popular unreason. I
speak as myself a sinner in this matter. The public at
large has shown itself intolerant of the negative and calm
superiority of economists and it is right to be impatient of
such impertinence. The general public knows that all is not
-well in the economic sphere and its members feel in their
bones that it cannot be true that there is no hope and that
nothing can be done. It is ridiculous to suppose that man-v
kind is condemned through the fatal power of its reason to
experience nothing but suffering and disillusionment from
the glorious and resistless march of natural science. Com-
mon men feel that it must be true that our increasing know-
ledge and power has given for the first time in the history of
human culture the opportunity to secure simultaneously and
at once the opposing and hitherto irreconcilable virtues of
security and progress. We can all live in safety and grow in
wealth if only we can find the way. And it is the business of
the economist to find it. The explanation of the widespsread
popularity of the monetary crank and of views which are
demonstrably ridiculous among people who are otherwise
educated and reasonable is a measure of the extent to which
the economist has failed in this essential task. It would ill-
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behove the doctor to criticise the Christian Scientist and the-
dietetic fad if he could not himself cure any disease. It is notv
enough to denounce heresy if the book of truth contains
nothing but empty pages. Economics must propound policies
and create hope if it is to live or be of service to men.

There is reasonable hope and there is unreasonable hope.
T have written this book in a faithful endeavour to separate
what is reasonable from what is unreasonable. I can only
hope that there resides somewhere in the deep springs of our
social consciousness the will to create for ourselves the
machinery of foresight and power and to enthrone in the
control of economic affairs that gift of reason which has
distinguished in every age the ascent of human society to-
wards the ideal of its own fulfilment in the happiness of the .
common man.

16



APPENDIX

Note 1. Professor Hayek's doctrine of an Asymmetry
between the effects of an increase in the Rate of
Saving and an increase in the Rate of Expenditure,

Note 2. Mr. Keynes’ use of the terms Normal Income,
Saving, and Investment in his Treatise on Money.

Note 3. Mr. Robertson’s definition and use of the term
Hoarding.

NotE 1. PROFESSOR HAYEK'S DOCTRINE OF ASYMMETRY.
““. . . Let us first consider the course of changes in volun-
tary Saving, that is, simple shifts of demand between con-
sumers’ goods and producers’ goods . . . suppose that con-
sumers save and invest an amount of money equivalent to
one fourth of the income of that period. We may assume
further that these savings are made continuously, exactly as
they can be used for building up the new process of production.
The proportion of the demand for consumers’ goods to the
demand for intermediate products will then ultimately be
changed (n.b. reduced) from 40:80 to 30:90 or 1:2 to 1:3.
The additional amounts of money available for the purchase
of intermediate products must now be so applied that the
output of consumers’ goods may be sold for the reduced sum of
thirty now available for that purpose . . "
Hayek, Prices and Production, pp. 45-46.
And then,

“ Speaking generally, it might be said that the effects of a
relative increase in the demand for consumers’ goods (i.e. a
fall in the Rate of Saving) are the reverse of the efiects of
an increase in the relative demand for producers goods (i.e.
a rise in the Rate of Saving) . . . There are, however . . .
smportant differences.

“The relativerise in the prices of (mobile) producers’ goods
will make the larger processes (iLe. new investment) un-

242 :
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profitable. . . . But while the non-specific goods, in particular
the services of workmen in those higher stages, have thus
been thrown out of use because their amount has proved
insufficient and their prices too high for the profitable carry-
ing through of the long processes of production, i is by no
means certain that all those which can no longer be used in the
old processes can immediately be absorbed sn the short processes.
Quite the contrary: the shortey processes will only gradually
absord all the available producers’ goods as the product pro-
gresses towards consumption and as the necessary snieymediate
products come forward”.
Hayek, Prices and. Production, pp. 81-3."

The argument of these passages is anything but plain.
They do however suggest that Professor Hayek is advancing
two propositions that are radical to his theory of the Trade .
Cycle and which—true or false—are of interest to the general
theory of money. The two propositions are:—

1. That it is always possible to éncrease the Rate of Saving
without creating more unemployment than would be caused
by any other change in relative demands. Whatever unem-
ployment may appear can be traced directly to contractual
frictions and is not likely to differ appreciably in amount
from that which would arise from an equal proportionate
change in demand between foodstuffs and clothes for
example. )

2. But that a reduction in the Rate of Saving resultsin a
quite different and much more serious type of disequilibrium
that cannot be traced to contractual rigidities but which is
due to the more fundamental technical nature of capitalist.
production. For now unemployment will be due to the fact
that the mobile resources can only be absorbed slowly into
the consumption good industries because “. . . . the shorter
processes will have to be started af the very beginning and will
only gradually absorb all the available resources as the product
progresses towards consumption and as the necessary inter-
mediate products come forward.”

There is therefore, according to Professor Hayek, an
asymmetry between the effects of an alteration of con-
sumers’ tastes which results in an sncrease in the output of .
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capital and the alteration that involves a reduction in the
output of capital.

The probability that such an asymmetry exists is not very
great at first sight. A change in the Rate of Saving either
upwards or downwards implies little more, in a regularly
advancing economy, than a rise in the output of one group
of industries and a fall in the output of another group. Any
change in the real structure of production can only proceed
as an alteration in the relative outputs of the machine and
consumption good industries is achieved, and once that
process is finished the main process of adjustment is com-
plete. The change in relative outputs can however itself
only be secured by a movement of mobile resources from one
industry to another and any kind of temporal price contact
will delay and frustrate that movement. But this will be
true just as much of a movement of resources into the capital
good industries—required by an increase in the Rate of
Saving—as of a movement into the consumption good indus-
tries—required by a fall in the Rate of Saving. Any asym-
metry between the two movements would be entirely acci-
dental and not at all organic. Yet Professor Hayek believes
that an organic asymmetry exists.

It would exist if one of Professor Hayek’s pictures of the
rise and fall in the Rate of Saving had any counterpart
in reality. If the process of increased saving could be accur-
ately represented by Professor Hayek’s picture (see p. 84)
of a society abandoning the less direct method of producing
consumption goods alfogether and beginning the construc-
tion of a vast new machine that would ultimately yield a
larger output of final income upon the basis of an insufficient
accumulated stock of consumption goods a fundamental
asymmetry might indeed exist, for it would then be sensible
to suppose that when the stock proved insufficient a most
profound and almost impossible adjustment of the economy
would be required. The producers would be forced to aban-
don their great machine altogether, and begin from the very
beginning to pick berries in a wood. Whatever may be the
virtues of such a picture in illuminating Professor Hayek'’s
theory of cyclical fluctuation it is a radically inaccurate
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picture of the results of changing the Rate of Saving in an
economy adapted to any regular process of accumulation.
Ii the Rate of Saving in a community goes up from 5 per
cent to To per cent of final income, it is of the first importance
to realise:—

1. That no stock of consumption goods is built up or can
be exhausted.

2. That it is not even necessary that the physical output
of consumption goods should decline by a single point.
Since the Rate of Saving is continuous the output of
consumption goods will be rising steadily and the
transfer of resources to the capital good industries is not
necessanly large enough to override the secular increase
in consumptlon

3. A reduction in the Rate of net Saving does not occasion
in any way at all the use of shorter or less capitalistic
methods of production but merely a reduction in the
rate at which more capitalistic methods of production
are introduced. Arguments that are constructed to
explain a change in the average period of production
involving a consumption of capital—whether right or
wrong—are quite irrelevant to an examination of the
effects of a change in the Rate of Saving.

There is therefore no relevance in Professor Hayek’s
picture of the Bigger Machine and there is—as far as the
argument has led us—nothing more required by a fall in the
Rate of Saving than a transfer of resources between two
related employments.

But there is a more profound source of misunderstanding
to which Professor Hayek is led by the identification of the
abstract temporal and value stages of his diagram with the

_industrial stages of the real structure of production. What
Professor Hayek appears to think is that the ““top stages” of
the triangle, which are characterised as we have seen by the
remarkable property of using no intermediate products at all,
do exist in the real world. He has said that “it is always
possible to start a new stage”—because it requires no inter-
mediate products to do so. Increased saving can therefore
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always take place by two men and a dog embarking upon a
new operation in hitherto intact forest. To increase the pro-
duction of later stages however, raw materials and machines
—two types of intermediate product—are always required.
Slight indications of this point of view are to be found in
Pricesand Production (see pp.72-7 and p. 82). Professor Hayek
says for example: ““Goods in the lower stages of production
will generally be of a more specific character . . .”—carrying
with it the suggestion that the earlier or more capitalistic
stages have a smaller and smaller equipment of specific
factors until in the “ultimate” stages of production no
specific factors are to be found at all.

Nothing could of course be more untrue. There is no
conceivable sense in which the stages more distant from the
production of consumption goods employ less specialised
factors. On the contrary the earlier stages of raw material
production and the actual stages concerned with the manu-
facture of machinery contain the most intricate and powerful
of modern machines, while the later stages of assembly and
manufacture contain a large proportion of unskilled and
mobile labour. If there is any general difference in the
balance between specific and non-specific factors it is in the
opposite direction to the one that Professor Hayek supposes
although there is almost certainly no such general difference.
And, needless to say, there is no single stage in a modern
economy that is or can be started without intermediate
products. New types of machines are manufactured by
existing machines—that is all,

Professor Hayek has been misled by too literal an inter-
pretation of his own diagram. In the real world there is just
the same combination of mobile with immobile labour and
capital in the stages where output can be increased by a rise
in the Rate of Saving as there is in the industries where out-
put will be increased by a fall in the Rate of Saving. Adjust-
ment to the two positions is therefore identical and unem-
ployment will arise from the existence of contract frictions
just as much as if the Rate of Saving rises as if it falls—
indeed, more so if the demand for capital is derived from the

.demand for consumption goods. There is therefore no
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important difference or asymmetry arising from the technical
conditions of production although such an asymmetry may

" exist in the opposite direction to the one Professor Hayek
imagines, but for quite different reasons. In so far as the
supposed asymmetry is necessary to Professor Hayek’s
theory of the Trade Cycle, that theory itself is mva.hdated by
this mistake.?

Note 2. Mr. KEynNes' UsE oF THE TErMs NORMAL
INCOME, SAVING AND INVESTMENT.

Mr. Keynes’ position on price and income policy is not
easy to determine. In the Treatise on Money he does not
"describe the conditions of monetary equilibrium in terms of
the price level of final output at all, but in terms of “an
equality between Saving and Investment”. In certain
passages however, he interprets this to mean a general
stability of purchasing power or prices. Thus in dxscussmg
the significance of equilibriumn he writes:—

"“If therefore the banking system can regulate the
amount which it lends in such a way that the market-rate
of interest is equal to the natural rate, then the value of
investment will be equal te the volume of saving, total
profits will be zero, the price of output as a whole will be
at an equilibrium level, and there will be no motive moving
productive resources between the production of consump-
tion goods and the production of capital goods unless or
until the purchasing power of money is also at an equili-
brium level. The condition for the stabilisation of purchasing
power is, therefore, that the banking system should behave in
this way and according to this criterion.”?

And again, when dealing with Mr. Robertson’s defence of
cyclical fluctuations he speaks of stable prices as the plam
cure for such fuctuations:—

“1 conclude, therefore, that Mr. Robertson’s contentions
though they deserve serious attention, are not sufficient

1 M. A, Abrams’ Money repeats this type of argument in detail.-
* Tveatise on Money, Vol. I, p. 158. Italics mine.
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to dispose of the prima facie presumption in favour of
aiming at the stability of purchasing power as a general rule,
in preference to the oscillations of the Credit Cycle.”

It is scarcely open to dispute that we should prefer a
stability of purchasing power relatively to the wild price
fluctuations of the Trade Cycle; it is by no means clear that
this relative stability will be obtained by rigid price stabilisa-
tion policies—as I have already argued in the text of this
book.

The precise relation between an equality of Saving and
Investment as defined by Mr. Keynes and the price level of
final output is not easy to determine. The answer depends
first upon the interpretation of the nature of the Funda-
mental Equations (P=%+%, w=§+r—os) and then
upon the interpretation of the conception of the Normal
Income.

In the first place, if the Equations are simply statements
of the monetary determinants of the existing price level and
are another way of saying that P and I would be different if
any of the other terms were other than they are, then they
tell us nothing about the nature of equilibrium policy and
nothing about the fate of prices in periods long enough for O
to change. In this respect the Equations are purely statical
in type and do not provide tools for a dynamic analysis as
Mr. Keynes claims for them.

But if, in the second place, they are meant to represent
average flows over a period of time, then we are at liberty
to ask what would happen to prices if Saving and Investment
are equated for a period. Since Saving is defined as the
difference between Normal Income and the expenditure upon
Consumption goods, the answer to such a question depends
upon the interpretations of the conception of Normal In-
come. This is, however, no easy task. Normal profits is
literally defined by Mr. Keynes (p. 125) as the profits which
will cause the entreprensurs to embark upon no change in
the scale of output and therefore no change in the quantity
of fixed capital.
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. . . For my present purpose I propose to define the
‘normal’ remuneration of entrepreneurs at any time as
that rate of remuneration which, if they were open to °
make new bargains with all the factors of production at:
the currently prevailing rates of earnings, would leave
them under no motive either to increase or decrease their
scale of operations.”

The maintenance of Normal Income would thus prevent
the setting up of any new capital, would prevent any invest-
ment from occurring and would render all saving completely
abortive.

This is such a strange conception that many of those who
have read Mr. Keynes’ Treatisc have assumed that the
correct interpretation of his conception of “Normal Income*
was that income which would maintain full employment in
the absence of autonomous monetary change and in the
absence of a “ wastage of Savings”. In these circumstances
Normal Income would be constant for a constant population
since there would be no new money to bid up the prices of
the factors of production while there would be no wastage of
savings to reduce them. But on this interpretation it is
certain that an equality between Saving and Investment
would not permit of constant unit prices, since if all the
Normal Income which is not spent on Consumption Goods is
spent on new capital the total price of total output is con-
stant. Any increase in physical efficiency such as will be
produced by the accumulation of capital will necessarily be
accompanied by a fall in unit cost and unit price. There
therefore seems to be no sensible way in which the mainten-
ance of monetary equilibrium requires the maintenance of
static prices even on Mr. Keynes' assumptions,

Note 3. MR. ROBERTSON'S DEFINITION AND USE OF THE .
TERM HOARDING.

“I assume the existence of a period of time to be called a
‘day’ which is finite but nevertheless so short that the
income which a man received on a given day cannot be
allocated during its course to any particular use. A man'’s
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disposable income . . . is thus the money received not on that
day but on the previous one.

““A man is said to be hoarding if he takes steps to raise
the proportion which he finds existing at the beginning
of any day between his money stock and his disposable
income. . . .

“ ... We may turn now to a somewhat different case, to
which Mr. Keynes has invited particular attention. In this
case entrepreneurs, instead of reducing their expenditure to
match the reduction in a position to do so by selling securities
to the public, whose saving takes from the start the form of
purchasing these securities and not of adding to its money
stock. But the scale of securities by consumption entre-
preneurs indicates that they realise that their income re-
ceived on day 1, and at disposal on day 2, will only be
M,—X (=increase in saving); their action, therefore, in
ensuring by the Sale of Securities, that their money stocks at
the beginning of day 2 shall be M,, {i.e., more than it would
have been) constitutes hoarding. . . . Thus the fall in P may
equally be ascribed to the Hoarding of the Consumption
entrepreneurs.”—D. H. Robertson’s *“ Saving and Hoarding*
Economic Journal.

In Section 4.2 (p. 171) of Chapter V, I had reason to
mention:—

(1) That Mr. Robertson’s original definition of hoarding—
the accumulation of idle stocks of cash and credit—made it
equivalent to a reduction in Transaction Velocity. Money
which would otherwise have exchanged against output or
securities of some kind does not exchange against anything
at all.

(2) That on this definition of hoarding many changes
involving a disturbance of monetary equilibrium by the
reduction of prices below the level of existing contracted
money costs cannot be described as due to Hoarding. The
accumulation of balances in a lengthening structure of pro-
duction, in so far as it is financed by borrowing, will not lead
‘to a fall in Transaction Velocity although it will force down
the Income Velocity of money.
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From the above quotations it is clear that Mr. Robertson
wishes to change his definition in two ways:— -

1. By drawing a distinction between the money stock or
quantity of money received in any period of time and the
volume of disposable income available for expenditure during
that period. As long as the velocity of circulation is not
infinite there must be some period of time, however short,
between the receipt of money and the expenditure of money
—a period in which a given unit of money can pass through
one exchange but not through two exchanges. Within these

‘unit periods thére must exist a distinction between money
received and money spent.? .

2. By defining Hoarding with reference to this distinction.
Hoarding thus becomes “any process which will increase the
proportion between a ' man’s Money Stock and his Disposable
Income in any unit period of time.”

The new definition separates the idea of “hoarding” from
any necessary immobilisation of cash or credit and some new
term must be found for those changes. Thése changes are
cases of “hoarding” but not the only cases of “hoarding”.
Many further types of disequilibrium will be brought under
the terms of the new definition. As was explained in the text
of this book, all cases of the accumulation of balances—
either by individuals or new firms—will become cases of
hoarding because in every such case there is an addition to
the relevant Money Stock which is not paraileled by an
increase in the Disposable Income.

I have explained my reasons for not basing a systematic
analysis upon the new definition® and here I wish to examine
Mr. Robertson's contention that all forms of monetary
disequilibrium can be expressed in terms of it. Mr. Robertson
believes, as the above quotations show, that the case in which

1 It is of course important to realise that the “disposable income"’ or money
expended by individuals during any one unit period may be influenced by
the anticipation of future money stocks. People may borrow in Period I

use they expect to receive more money in Period 2. Disposable income
may therefore be larger through borrowing and credit operations than the
Money Stock of the previous period. But this does not alter the validity of
the distinction between Stock and Disposable I Such a distinction .
must exist as soon as T'ransaction Velocity is less than infinite.

# See Chapter V, §4. :
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the producers who are making losses sell securities in order
to maintain dividends can be described as a case of hoarding
by them. Here I must express a doubt. I believe that Mr.
Robertson has neglected the current fall in Income which
- they experience.

Turning to the quotations, it is in the first place of interest
to note that there is a subtle change of emphasis between the
actual definition and the use of the conception to analyse the
supposed example. In the definition Hoarding takes place if
a man “raises the proportion which he finds existing on any
day” while in the analysis *the consumption entrepreneurs
realise that their income will only be™ a reduced sum and they
take anticipatory measures to prevent the situation from
arising. This is a significant difference. The definition of
Hoarding does not imply foresight or anticipatory action,
while the analysis implies both.

As an example of this process, suppose that on Day o the
public holds a certain Money Stock derived from their money
receipts of that day and also a Disposable Income equal to
their money stock and derived from the money stock
received on the previous day. They spend the whole of their
Disposable Income on Day o, which becomes the Money
Stock of the entrepreneurs manufacturing consumption
goods. They also hold an equal Disposable Income, so that
the ratio between the Stock and Disposable Income of the
-potential hoarders is 1. The monetary position is then
this:— :

Dayo
PusLic CoNsuMPTION ENTREPRENEUR
Money Stock 10
Disposable Income 10
Expended on
Consumption Goods 10—[——— Money Stock 10

Disposable Income 10

On Day 1 the public save 2 units out of their Disposable
Income instead of spending the whole of it upon consumption
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goods and with this money they buy the securities that are
sold by the entrepreneurs making consumption goods with
‘a view to maintaining their dividends payments. The
entrepreneurs by this measure maintain their Money Stock

equal to their Disposable Income:—
Day 1 ' .
PusLic CONSUMPTION ENTREPRENEUR
Money Stock I0
Disposable Income 10
Consumption8 —————» Money Stock 8} 10
{Saving 2—Security}—— Acquired Stock 2
+«~—Salef—
el Disposable Income 10

Thus the consumption entrepreneurs have done nothing to
sncrease the proportion between Money Stock and Disposable
Income—which remains at 10:10, or 1 throughout the pro-
cess.

It is however true that they have taken steps to make the
proportion larger than it would have been. They have main- -
tained it at 10: 10 when it would otherwise have fallento 10: 8
but they have taken no steps to make it greater than it was.
It is of course open to Mr. Robertson to call any process that
makes the proportion between Money Stock and Disposable
Income higher than it would have been without such actiona
process of Hoarding. But since the sale of output by entre-
preneurs just as much as the sale of securities, will make
the proportion of their Money Stock to their Disposable -
Income higher than it would have been without the sale this
definition reduces any process of sale whatever to a process
of Hoarding. This would surely be an over general use of
the term and the conclusion must be that all types of possible
monetary disequilibrium cannot be brought under Mr.'
Robertson’s new definition.

It is of interest to note that if the consumption sale does
not take place until Day 2 Hoarding on Mr. Robertson’s
definition will take place. On Day x no security sales will
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take place but the Money Stock of the entrepreneurs will
decline:—
Day 1
PusLIiC CoNsuMPTION ENTREPRENEUR

Money Stock 10
Disposable Income 10

Consumption 8——I—» Money Stock 8

(Saving 2)

Disposable Income 10

The savings will either be hoarded in the Financial Cir-
culation or the entrepreneurs making capital goods will
receive them. The entrepreneurs making consumption goods
will involuntarily “dishoard”. On Day 2 their Disposable
Income will fall to 8, and if they sell securities they will
sharply increase the proportions between Stock and Income
and will consequently hoard.
Day 2

PusLic CoNsuMPTION ENTREPRENEUR

Money Stock 10 ’
Disposable Income 10

Consumption 8———————» Money Stock 8}

2 —Security|— Acquired Stock 2

«——Sale|
Disposable Income 8

Consumption entrepreneurs have raised the critical propor-
tion from 8: xo0 to 10:8!

It is the anticipatory nature of the action in Mr. Keymes'
case which has been too much for Mr. Robertson’s definition.

Saving

NoOTE 4. A MATHEMATICAL NOTE ON THE ARGUMENT OF
CHAPTER II §2. By Mr. R. G. D. Allen.
(The general effects of monetary expansion)

The production process considered in the following alge-
braic treatment is the simplified one defined in Chapter
II §2 above. It is assumed that there are # stages of produc-
tion and that the consumers’ outlay, together with any
injections of new money, passes through from the earlier to
the later stages of production taking equal periods of time
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from one stage to the next. The effect of the injection of new
money into the productive system will be examined in two
cases, i.e. the case of a single injection at a given stage and
“the case of a constant rate of injection over tune also at a
given stage.

Case L. A4 single snjection of new money. .
An amount £a of new money is injected, in the first period
of time, at the (n—m +-1)th stage of production. Denote by
- fx. the increment of this new money in the Consumers’
Income in the rth period of time (r=1, 2, 3. . . . ). The con-

ditions of the problem then give

x=2
1 m
o 2
~a
a, I
Xg= ;‘-—}-i X,
a I
= (X +xy)
O ()
——+ R Xy
"m+1=;l (X +Xgtoeereanes +Xe 1)
1
xn+l=1‘l Kz +EgFoerennernn+Xy _y)
o
and for all later periods (r = #+2)
x'=x£1 (x,_,_1+x,_?+......+x,_,) vrernrarerenes(2)

The increments of the new money at all stages of the pro-
duction process can be expressed in terms of the values of x,
at various periods of time.

Forr2n+t2

n-I n2 2 1
X, — 13 Tx,_ ' —n—x,_,, et ....,—nx,_n_l, ;xr—n
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represent the increments of new money in the successive
stages of production in the rth period. The sum of these
increments, together with the increment of consumers’
income, is equal to the total injection, i.e.

x,+x,_,+“_;f x,_,+”n;2 X gFreernt 2 X at

HIN

I
;x,__n=a tetersesecssnerteaneresearnsenras (3)

Finally, the percentage price changes in the successive stages
of production in the rth period are proportional to

Rpp3 Xe—gs Xp—pioeerenner 3 Xppn 1) Kpgy semsereren . (4)

It follows, at once, that the variation over time of the
increment of new money in any productive stage is similar
to the variation of the increment of new money in the
Consumers’ Income. An adequate description of the diffusion
of the new money through the production process is thus
obtained by considering the variation of x, over time. The
variation of x, over the first (n+1) periods of time is given
by (x). This variation assumes an up-down-up or wave like
form and the shape of the wave depends primarily on the
value of m. The smaller is the value of m, i.e. the later in the
production process is the injection of the new money, the
more violent is the initial wave variation in the value of x,.

The changes in the value of x,, after the initial wave,
conform to the relation (2). The increment in the Consumers’
Income in any period is simply the arithmetic average of the
corresponding increments in the » periods up to the period
last but one before the one considered. The initial wave-like
variation of x, is thus persistent through time but the
amplitude of the wave is continually damped down as time
goes on. As r tends to infinity and the damping continues
indefinitely, the value of z,, must tend to become constant.
The limiting constant value of %, is given by letting  tend to
infinity in (3), i.e. it is given by the value 5 where

x4+ x4 2 x e, +Zx4+Lx=a
n n n n



APPENDIX 257

Hence, x{x+%(z+z+3+ ..... .+n)}=a

ie. x {1+in+1)} =a
The limiting value of x, is thus
2a
X=—
n+3

which represents the permanent increment of new money in
the Consumers’ Income after the oscillations have died down.
The form of the oscillations depends on the stage at which
the injection of new money takes place but the permanent
‘increment in the Consumers’ Income is dependent only on
the number of stages and not on the stage of injection.

It remains to consider the relations of the price increases
at the various stages of production and the way in which
the relations change as time goes on. .From (4), the per-
centage price increases in the 7th period are proportional to
the # values of the increments in the consumers’ income
in the # periods immediately before the rth. The extent to
which the percentage price increases differ in any period is
thus indicated by the amplitude of the wave-like oscillation

.of x, in the preceding # periods. There are considerable
differences in the price increases at the various stages of
production at first but these differences tend to disappear
and, in the limit when the oscillations have died down, all
prices are increased by a fixed percentage proportional to
2a/n+43.

The extent of the damping down of the oscillations of the
amount of new money at any production stage and the
tendency to uniform percentage price increases throughout
the production process are best illustrated by the con~
struction of actual numerical examples. A production pro-
cess consists of ten stages and £650 of new money is injected
into the system, In the limit, the consumers’ income is
increased by a constant amount £r00, while the additional
money in the various production stages varies regularly from
£710 at the-highest stage to £100 at the first stage. In this
way, the prices at all stages are increased by the same

. 17
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percentage amount. This limiting result is quite independent
of the stage at which the new money is injected. But the
oscillation in the increment of new money at any stage and
the damping down of the oscillation as time goes on is
dependent primarily on the stage of injection of the new
money. Two cases can be taken for illustration:

(5) injection at the sixth of the ten production stages
(n=10, m=5)

(#) injection at the first of the ten production stages
(n=10, m=10). :

The injection in the first case is in the middle of the produc-~
tion process and in the second case at the level of the Con-
sumers’ Outlay. The oscillation in the values of the incre-
ment of new money in the Consumers’ Income, which is
typical of the increment at any production stage, is then
shown by the two graphs below.

£ 0
130}
a=650
| R0
120 me10 4
101
100 /{0 30 40

©
o
T

Increment- of Consumers® Income, (£,
8

8
7

2

(Graph 1. a=£650, n=10, m= 5.)
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(Graph 2. a=£650, n=1x0, m=10.)

The rapidity with which the new money becomes diffused
through the system can be illustrated by giving, in these two
cases, the maximum varjation in the percentage price in-
creases at the various production stages in the 15th, in the
25th and in the 50th periods. We find:

Maximum variation of %, price increases
15th period | 25th period | 50th period

Case (i) 115% 11.6% 0.1%
Case (ii) 53% 57% 0.07%

Case II. 4 tant rate of snjection of new 2.

An amount {4 of new money is injected into the produc-
tion process at the (n—-m+1)th stage of production in every
period of time. If £, is the increment of new money in the

consumers’ income at the rth period, the conditions of the
problem give
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i 1
2a
Xy=—
x,=2'+1—xl
m
x‘=47:+ :_(xl+x,) Yrervereeeereere (5).
Xn=a+ -IE Xy +Xg+eeeee FXp o)
X 1=a+$(xl+x,+...... +xn-1) J

and, forr > n+2,
x,=a+§ (X —n— 1 X —gdeeeens Xy g) ceerenonnsne (6).

The increments of new money at the various stages of pro-
duction in the rth period (r > n+2) are

. . . m-I . m_ .
Xe—3s Txl—ll """" » —— Ar—n +mla+;xr——n+m—ll

.2a 2 .a, 1
ceneee} !Tl+l—lx'_n+l' t_‘_.l-,.;l X o

The sum of these increments, together with the increment in
Consumers’ Income is equal to the total injection of new
money up to the rth period. So

~X X
Xr+x._;+nTx,_,+ ...... +1§x"“'+‘+ Ex'-'+
—(I+ 24 +m)=ra

ie.

—X 2 I
xl""xr—l.'l" xz—|+---+'l; ,_.+,+l-‘x,__=
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The percentage price increases at the successive stages of
production in the rth period are proportional to

an
p FPRYD SNPCRITITINE YFERH o . ) SRR

= ; = rereees s sresesaneene s . (8).
o +x|'—n+1: nl+!(‘._.l ........................ seese (8)

It is again sufficient to consider the variation of the incre-
ment of new money in the Consumers’ Income as typical of
the variation of the increment at any production stage.
The variation of #, is given by (5) for the initial phase of
(n-+1) periods. This variation shows a wave-like oscillation
about a rising trend and the form of the wave depends
primarily on the value of m, i.e. on the stage at which the.
injection constantly takes place. The averaging process of
the relation (6) determines the values of x, for the later
periods and shows that the oscillation of x, about a rising

_trend continues through time but that these oscillations tend
to die away in very much the same way as in thé single
injection case. Since the oscillations are about a rising trend,
however, their relative importance is to be expected to
decrease much more rapidly as time goes on than in the case
of the single injection.

It remains to isolate the form that the trend of the values
of x, tends to assume as the oscillations die away. It is
easily seen that a steady increase in the value of x, at the
rate of 2a/n -3 per period satisfies the essential relation (6).
It is also seen that this steady growth of x, satisfies the
relation (7) when r tends to infinity. It can be taken, there-
fore, that the limiting form for x_ when the oscillations have
died down is

2a
=7

n+3
The steady limiting growth of #, is dependent only on the
number of stages in the production process; the stage at
which the injection takes place affects the extent and nature -
of the oscillations of the increment of new money in the
Consumers’ Income but not the ultimate growth of this
increment,
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Finally, the percentage price increases at the various stages
of production are now seen to be related in a rather complex
way. A study of (8) shows that there are three factors making
for differences in the price increases in any period. Differ-
ences arise, in the first place, by reason of the oscillation in
the value of x, over time. These differences are of exactly
the same nature as those found in the single injection case
and they tend to disappear as the oscillations in the value of
%, die away. Secondly, there is a difference between the per-
centage price increase in any one of the higher m production
stages and the percentage price increase in any one of the
earlier production stages. The first price increase is higher
by an amount proportional to an/m and the cause is clearly
the continuous flow of newly injected money from the stage
of injection up to the higher stages. The absolute amount of
this difference is constant and persists through time. Finally,
there are differences in the price increases due to the trend in
the variation of x, over time. Since, in any period, the per-
centage price increases at successively higher stages of pro-
duction are proportional to earlier and earlier values of x,,
the percentage price increase at one stage tends to be greater
by an amount proportional to 2a/n+3 than the percentage
price increase at the next higher stage. The absolute amount
of these differences is again constant and persistent through
time. The price structure, therefore, shows differences
which persist as long as the injection of the new money pro-
ceeds. But notice that these differences are of constant
absolute amount. All the percentage price increases are
increasing rapidly and steadily through time with the result
that the absolute price differences tend to become of less and
less relative importance.

The variation in the value of the increment of new money
in Consumers’ Income (or at any production stage) can be
illustrated by the construction of an actual numerical
example and shown by a graphical method similar to that
adopted in the previous case. This is, however, scarcely
necessary. All that need be noted is that the wave-like
oscillation in the value of , is similar to that shown in the
graphs above but that the oscillation takes place about a
rising trend instead of about a horizontal one.
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