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PREFACE 

N EARLY all the essays and addresses collected together 
in this volume have already appeared in print. The 
sources from which they are taken and their dates are 
indicated in footnotes; and the thanks of the authors are 
due in several cases for permission to reprint. Most of 
the papers are addressed to professional economists, but 
the first two of Part I and the last of Part II may also 
be of interest to the general reader. Part I deals with 
several different topics, while Part II is concentrated on 
monetary problems. We have thought that it would be 
pleasant to bring our sheaves together into a common 
volume: but each of us is, of course, responsible only for 
the opinions expressed in his own contribution. 

v 

A. C. P. 
D. H. R. 
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PART I 

By A. C. PIGOU 

I 

THE FUNCTION OF ECONOMIC ANALYSISl 

Two years ago Sir Josiah Stamp delivered on this 
foundation a stimulating and valuable address entitled 
.. The Statistical Verification of Social and Economic 
Theory." In the course of it he said: .. It is my view 
that the analytical method on the lines of Ricardo, Mill 
and Marshall has, for the time being at any rate, reached 
the limit of its usefulness. I believe that for the next 
advance we must depend upon realistic statistical investi
gation and verification, and that we stand on the threshold 
of a new method which is of general application." These 
sentences are put in a challenging way; and one might 
~imagine there springing up about them a new battle 
of rival schools, such as raged in days gone by between 
the advocates of induction and deduction, or between 
the historical school and the mathematical school. Those 
are barren wars; they centre often on differences about 
words rather than about meanings; they block, by need
less controversy, the advance towards the goal of know
ledge of those who are in truth allies. \Vhen, therefore, 
I cite that passage from Sir Josiah Stamp, I do not do so 
as the text for a polemic. I should not, indeed, myself 
have written in those terms. I should not have spoken 
of the analytic method, and, if I had, I should not have 
set it in contrast to .. statistical investigation and veri-

l·Sidney Ball Lecture at the University of Oxford, l\lay 1929. 
B 



1 Er:ONO:\lIC ESSAYS AND ADDRESSES 

fication." Rather I should have regarded tl)ese as instr'~
ments, now happily becoming much more perfect than 
they were, to be used to help analysis in its task. But 
there is nothing there of substance: it is an issue, not 
about ideas, but about ways of expressing them. I have 
cited Sir Josiah Stamp's address, not as a subject for 
criticism, but with, I fear, a too ambitious hope-for Sir 
Josiah combines in a unique manner the man of thought 
and the man of affairs-that my address may serve in 
some sense as a supplement and companion to his. 

By the term economic analysis, in the title of this 
lecture, I do not mean, as I have already implied, any 
particular method of analysis. I am not thinking of 
deduction versus induction, or of mathematical method 
versus literary method, but of something much wider. 
The contrary of analysis, from my point of view, is mere 
description of events as they have occurred in space-time. 
Any effort that seeks to explain events, to trace the 
sequence of causes and effects, to discover laws of wider 
or of narrower application, in short to dig below the 
surface of a field for the roots of plants that grow there, 
is for me analysis. With different problems and with 
different sets of data, different detailed methods are 
appropriate. Of these I shall say a little presently. But 
first there is a distinction to be drawn of a more funda-. ' mental kind. In handwork, as everybody knows, some 
men are primarily engaged in making tools, some in using 
them, and, even when both offices are performed by the 
same man, the offices themselves are quite different. It is 
the same with brainwork. There too tool-making stands 
in contrast with tool-using; the construction of machinery 
with the operation of that machinery to yield its appro
priate product. Sometimes a machine will be made, so 
to speak, for its own sake, without any regard for what 
may be done with it; and, years afterwards, a workman 
other than the inventor, finding it to his hand, may 
employ it in the solution of some problem of which the 
inventor had no thought at all. In this way, if I all' not 
misinformed, Einstein found to his hand a technique in 
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""re inathelrOltics designed by Riemann, and with the 
help of it built up his own great contribution to physics. 
Sometimes, on the other hand, an inventor, working at 
a current problem and finding the need of a tool, may 
himself build the tool with a special view to that problem. 
Newton's work on the differential calculus Niginated, 
I understand, in this way. Among persons interested in 
economic analysis there are tool-makers, tool-users, and 
those who playa double part. Edgeworth in his Mathe
matical Psychics was making tools: Sir Arthur Salter in 
his Allied Shipping Control during the War was using 
them: Marshall in his Principles of Economics was both 
making and using them. In the statistical field Professor 
Karl Pearson is predominantly a tool-maker: Dr. Bowley 
and Dr. Stamp predominantly tool-users. Tool-making 
is not necessarily more difficult work than tool-using, 
but it is generally of wider scope, because, when once 
a tool has been built, it may be used many times on many 
different problems. 

Now, of course, an able man who is chiefly interested in 
tool-making will on occasion also use his tools; and one 
who is chiefly interested in tool-using will also on occasion 
make tools for himself. But, nevertheless, the difference 
between the bent of their minds inevitably shows itself 
in the general character of their work. During some 
thirty years until their recent deaths in honoured age, the 
two outstanding names in English economics were Mar
shall at Cambridge and Edgeworth here in Oxford. 
Their contrasted methods illustrate what I am saying very 
clearly. Edgeworth, the tool-maker, gloried in his tools. 
He would make them for the sake of making them; and 
he would, I suspect, have cherished more dearly a well
fashioned probe, for which no use whatever could be 
found, than a serviceable but clumsy blade. Marshall, 
on the other hand, had what almost amounted to an 
obsession for hiding his tools away. He would work out 
a problem, for example, by a mathematical technique, and 
wouJd then spend endless trouble in burying the technique 
in language designed to sound as platitudinous as he could 
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make it. In Edgeworth's work the stude!'t knew whocr 
he was up against; he might not be able to understand 
it, but, if he did not, there was little danger of his imagin
ing that he did. In Marshall's work, on the other hand, 
there was great danger of this. Indeed, I have some
times used as a means of sifting the sheep from the goats 
among economic novices the question " Do you under
stand Marshall's Principles?" If they said "No" 
they might, perhaps, be sheep; if they said " Yes" they 
were beyond peradventure goats! Sometimes, being my
self addicted to high places, I have been tempted to think 
of these two great men as contrasted types of moun
taineer. I have imagined myself meeting them on the 
summit of a difficult Alpine peak. Edgeworth is there, 
festooned around with rubber shoes, crampons and all 
the paraphernalia of his craft, his hands torn and bleed
ing, his clothes in rags: Marshall is seated by his side 
dressed in an elegant summer suiting and-if I may 
plagiarise the late A. D. Godley-pretending with all his 
might to have stepped from a passing balloon! But 
a careful survey of the horizon shows that it was not in 
that manner that he arrived! No: these great twin 
brethren have both ascended by ice-slope and chimney 
and slab; but the one is more interested in the process, 
the other in the goal! To both types of mind economic 
science owes much. 

Now, of course, the tools of which I have been speaking 
so far are, so to say, public tools-pieces of analytic 
machinery accessible to all. But these are not the only 
tools that students of any science in practice use. On the 
contrary, each of them in his work employs also further 
tools peculiar to himself. I do not mean that he has 
secret formul", like a maker of patent medicines. The 
tools of which I speak are private for separate individuals 
because they are built into their separate subconscious 
minds. They are not formal methods at all, but instincts, 
intuitions, what you will! Of two men of apparently 
similar knowledge and attainments, one, as everyloody 
knows, will bungle round the edges of a problem, the 
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clher will go'to the heart of it. Partly, no doubt, the 
quality of a man's private machinery depends on the 
extent to which he makes use of it and can be improved 
by practice and training. But in the main, as, for example 
with that strange faculty which in business men we call 
shrewdness, it would seem to depend on original native 
endowment. However that may be, it is clear that in all 
kinds of work, whether mental or manual, private tools 
are needed. These are everywhere indispensable. But 
different sorts of work differ a great deal in respect of 
their dependence upon what I have called public 
machinery or public tools. For example, to take a 
trivial instance, in the art of climbing rocks, so far as the 
leader is concerned, no public tools are used: only the 
private machinery of a personal technique. In the art of 
ice-climbing, however, a public tool-whether an axe to 
cut steps or ice-claws for the feet-is essential: nobody in 
the world could lead up a steep slope without one. There 
is a similar distinction among intellectual pursuits. The 
machinery on which a literary critic relies is, I imagine, 
almost entirely the private machinery of a delicate and 
appreciative taste. The physicist, on the other hand, 
wields a tremendous public apparatus of formulated 
mathematical theorems. These differences have one very 
obvious practical consequence. \Vhere the tools in use 
are chiefly private tools, persons with no training and no 
native aptitude frequently believe themselves fully quali
fied to form and pronounce judgment; but, where the use 
of public tools has to be mastered, such persons are 
relatively modest. For example, in this country a magis
trate, who has perhaps never heard of Kant, will readily 
undertake to decide whether a particular book or picture 
has or has not an immoral tendency; but one who has 
never heard of Newton will hardly consent, even if 
ordered by the Home Secretary, to forecast the date of 
an eclipse! In this matter economics is in a somewhat 
delicate position. There is in it a considerable apparatus 
of ptJblic tools which experts employ, and without the help 
of which nobody except a genius can hope to accomplish 
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much. But something can be accompli~hed without 
these tools; and, indeed, it may well happen that, just as 
a boy who relies on instinct often fights better than one 
who has half learnt to box, so a man with no pretence to 
economic training may see farther in to an economic 
problem than one the free play of whose mind is hampered 
by a partially understood technique. Naturally, there
fore, the need for and purpose of public tools in economics 
is not realised by the general public as it is realised in 
physics; and the manipulation of them is sometimes 
regarded as a more or less harmless specialism without 
relevance to real problems. There is a misconception 
here which cannot be overcome by argument, and will 
only melt away as, by competent use of our tools, we 
succeed in elucidating these problems. 

The principal tools in the economic workshop are 
ranged about the central idea of demand and supply-the 
idea, namely that values arc determined by a balancing 
at a margin of the influences that determine how much 
of a thing people demand at different prices and how 
much of it at different prices they will supply. I do not 
in this connection employ the familiar phrase" the law of 
demand and supply" for the reason-I confess it to my 
shame-that I have never yet been able to understand 
what-if anything-that phrase means: often though it 
has done service with public men as an excuse for leaving 
unredressed some manifest inequity. There is, however, 
no question that, if one is investigating the value, or a 
movement in the value, of some commodity, the method 
of analysis by way of demand and supply is an extremely 
useful tool. In connection with it there have been 
developed the important concepts of elasticity of demand 
and supply; consumers' surplus; quasi-rent, to deal 
with complications due to the element of time; the 
distinction between internal and external economies; 
the distinction between private net product and social 
net product at the margin; and so on. Moreover, a 
considerable structure of a semi-mathematical kind' has 
been built up, which enables us to express the quantita-
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five effect to lJe expected from various sorts of taxation and 
of monopolist action in terms of the elasticities of demand 
and supply of the relevant elements; subject, of course, 
to reservations of a technical character that need not be 
considered here. Besides these and other tools which 
they themselves have contrived, economists are coming 
to employ more and more in their work tools constructed 
by statisticians: methods of sampling, methods of 
correlating different series, and so on. 

Let us look next at economic tools more in detail. 
It is plain at once that the bulk of them are structurally 
very simple. For example, Marshall's fundamental idea 
about the way in which the value of money is determined 
is simply this: that in given conditions people choose to 
hold in the form of ready purchasing power an aggregate 
real value which stands in some definite proportion to 
their real income. This conception enables him to build 
up a structure of monetary theory, which is not only 
completely coherent with his general theory of value, but 
can be successfully applied, with no fundamental modi
fication, to elucidate the variegated happenings of the war 
and post-war periods no less than the more staid events 
prior to 19 I +. Thus, in general, economic tools are not 
elaborated buildings but rather keystones. Unlike the 
tools of physics, and like those of biology, when once 
they have been manufactured, their nature and signifi
cance can be understood without any great intellectual 
effort. For this reason there is a certain risk that the 
work of the men who made them may be undervalued; 
we are readily tempted to believe that what is easy to 
understand must have been easy to discover. That, I 
suggest, is a delusion. The great leaps of genius that set 
thought on a new track are often simple in that sense. 
Nothing could be simpler or easier to understand, when 
set out, than Mendel's conception of the fundamental 
nature of inheritance. With Newton himself the flash of 
vision that gave his master-thought was simple: that the 
mo~ement of the apple to the earth and of the moon 
round it are manifestations of a single law. It wa, in this 
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flash of vision-this simple thing-not in ~he e1aborat~d 
technique of proof and verification, that his transcendent 
genius spoke. Let us not, therefore, in economics 
imagine, merely because our tools are simple, that they 
could have been made for us by men of small minds. 

None the less, the thought-tools of the economist are, 
I think, in themselves and for their own sake of little 
interest or importance. The pure mathematician would 
protest-and rightly-if anyone should regard his struc
tures as merely tools for physics and other applied 
sciences. But then his structures-if one who knows 
them by repute alone may venture to speak-constitute 
immense and imposing triumphs of the human intellect. 
They are much more than tools: they are themselves 
works of art. No claim of that kind can be made for the 
structure of pure economics. These are tools only. 
Those of them that cannot be made to work in elucidating 
the problems of the real world must be scrapped: there is 
no place for them in the gallery of art. But, though they 
are only tools, as tools they are vital. No mountaineer 
regards an ice-axe as more than a tool; but any moun
taineer who on a serious expedition neglected to carry 
one-would deserve no wreath at his funeral. 

I pass now to the second division of my subject-matter. 
While, with Mill's claim to finality for his theory of value 
before us as a warning, few economists would venture to 
assert that the furniture of their tool-shop is as yet com
plete or nearly complete; and while, in accordance with 
what I have already said, it may well happen that a man 
who sets out to apply existing tools finds himself in the 
course of his work inspired to devise a new one; yet, for 
the majority of economists, economic analysis is likely 
to mean, not making tools for themselves, but using the 
tools already made by others. For what end do they use 
these tools? What is the function of economic analysis 
as handled by them? 

If we are among those who like to contemplate a high
sounding programme, we may perhaps answer in s~me 
such strain as this. The function of economic analysis-
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'"that part of't which is not tool-making-is to build up, 
as far as may be, a conceptual working model of the body 
economic as it lives and moves: to display its anatomy 
and physiology, the interaction of its several parts, the 
process of its growth, the response it tends to make to 
various kinds of stimulation, and so on. This sort of 
statement is perhaps useful as a stimulus. But it does 
not at all picture the everyday work of the general body 
of economists. That work is much more a piecemeal 
affair-attacks on particular problems or bits of problems 
rather than sweeping studies of the economic world as 
a whole. By what mechanism in existing conditions is 
the real income of a community distributed among its 
members and as between the various factors of production 
that they severally wield? How far are classical doctrines 
on this matter modified by the growth of collective bar
gaining between large groups of work people and em
ployers ? In what ways does the garment of money, 
which enwraps trade and industry, alter as well as veil 
these processes? \Vhat are the influences that regulate 
the terms of interchange between our imports and our 
exports: why is it that a given volume of exports now 
brings in a much larger volume of imports than it used to 
do before the war? How in various circumstances does 
a particular kind of tax or system of taxes react upon the 
price level? In our attacks upon these various problems 
there is, indeed, a certain unity of method, because, while 
related to quite different subject-matters, they are all 
particular instances of the general problem of value. 
But there is not, I think, any great intellectual interest in 
this kind of unity. It is very different from Newton's 
unity of the apple and the moon. \Ve are much more 
excited to know that these two things move in accordance 
with the same formula than to know exactly how either 
of them moves. This is not so in economics. Nobody 
cares a great deal that fluctuations in the real wages of 
bricklayers and fluctuations in the purchasing power of 
mofley are kiltdred events: we are not interested in their 
kinship, but in each event for itself. That is what I 
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meant by saying that the main part of "an ordinarY 
economist's work is piecemeal; the piecemeal study of 
particular parts and aspects of economic life. 

It is of this part of economic analysis, the using of 
economic tools for the elucidation of defined and limited 
problems that, as I imagine, Sir Josiah Stamp was chiefly 
thinking in the lecture to which I have already referred. 
For plainly, if tool-making be conceived as I have con
ceived it, there is little scope in that field for statistical 
studies; whereas in the use of tools for the purposes I 
have been trying to describe there is large scope for it. 
The phrase" slalislical verificaliolZ of economic theory" does 
not, however, seem to me well adapted to bring clearly to 
light the nature of the service which statistical studies can 
render. This is, I think, twofold. On the one hand they 
may in certain circumstances enable us to pass from what 
Marshall called qualitative to what he called quantitative 
analysis: to pass from merely saying" this kind of cause 
will have that kind of effect" to saying" so much of this 
kind of cause will have so much of that kind of effect." 
On the other hand, when different time-series are brought 
into relation with one another, whether by means of 
charts or by the device of correlation, they may provide 
valuable suggestions about causal relations and thus open 
up fruitful lines of study. 

Of the first of these services I need not say much. It is 
well known that the effect on prices that may be expected 
to result from the imposition of a tax, from the intro
duction of monopolistic action and so on, can be deter
mined by means of formula: in which the functions of 
demand and supply, or, more roughly, the elasticities of 
demand and supply, are involved. If the numerical values 
of these elasticities were known, numerical answers to the 
question by how much would the imposition of such and 
such a small tax on such and such a commodity raise its 
price, provided that other things remained the same, would 
result. Thus the numerical determination of elasticities 
would enable our treatment of problems of taxatidn
and it is easy to see that the same thing is true of many 
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other probleA,s-to be enormously improved. But the 
numerical determination of elasticities is obviously only 
possible through statistical studies of prices in relation to 
quantities purchased and quantities supplied. There are 
very great technical difficulties in the way of these studies. 
I do not propose to discuss them now. Very little has 
hitherto been accomplished in this field; but I am not 
among those who believe that the difficulties are in
superable. 

The second way in which statistical studies can help in 
using economic tools, namely comparisons of the move
ments of different series with a view to elucidating causal 
relations, has recently been brought into great prominence 
by a distinguished group of American workers. The 
simplest form of this technique is to set out the several 
series to be compared-say, the percentage of unemploy
ment and some index of general prices for successive 
years or months-in the form of graphs, and to examine 
by the eye the way in which the movements of the two 
or more curves are related to one another. It may be 
found that upward movements of one of them are usually 
associated with upward movements of the other; or with 
downward movements of the other; or that the two 
curves move similarly-or inversely-but that one tends 
to lag in a regular manner behind the other. Plainly, if 
the relation between the curves is fairly clear cut, we have 
reason to suspect that there is some causal connection, 
either direct or indirect, between them. 

This simple technique has been developed and elabor
ated into an imposing structure. When one or more of 
the series to be compared has a pronounced upward or 
downward trend, it is sometimes necessary to eliminate 
this trend before the relation between the short-period 
movements of the series can be clearly seen. For doing 
this sometimes a rough-and-ready device, sometimes 
a complicated one is employed. Again, whether or not 
trends have to be eliminated, it is becoming common to 
s~p'plemen~ inspection by the eye by working out correla
tIOn coefficIents; and to use these as a means of testing 
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how much, if at all, movements in one sertes lag behind 
movements in another. Yet again, it is sometimes found 
that movements in one series, which do not seem to have 
any obvious relation to movements in another, bear a close 
relation to rates oj change in movements of the other. 
This relation, like the simpler direct relation, can, at 
choice, be depicted on a graph or summarised in a 
correlation coefficient. 

I shall not, I hope, be suspected of undervaluing this 
technique or the services of those who are engaged in 
elaborating it and applying it to economic problems if 
I suggest that persons handling it rashly may easily 
become entrapped. It is extremely tempting, when one 
sees two curves moving together, particularly if the 
second lags slightly behind the first, to jump, without 
further inquiry, to the conclusion that its movement 
must be caused by the movements of the first. When 
the issue is set out in abstract form it is obvious that this 
inference is not secure, because the movements of both 
series may be the joint effect of some third factor by which 
both are determined. But, when wrapped up in the 
garments of real life, this is not so obvious. When it is 
argued, for example, that inoculation against plague in 
India cannot possibly have accomplished any good 
because, as statistics show, in the very districts where 
inoculation is most largely practised plague is most 
severe, not everybody, perhaps not even everybody here, 
would instantly see through the sophism! But there is 
another trap much more subtle than the trap of the sup
pressed third cause. When it has been shown that, if a 
causal nexus, direct or indirect, were not present, the odds 
would be, say, 10,000 to 1 against two series being related 
in the way in which in fact they are related, it is extremely 
tempting to step on and say: "therejore the odds are 
10,000 to I that a causal nexus is present." But this is a 
fallacy in the logic of probability. It is an enormous 
number of miIlions to one against anybody dealing him
self at bridge by fair means three hands all containing tour 
aces, four kings, and four queens in the same evening; 
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lIut, ~ere th<4 Archbishop of Canterbury to accomplish 
that feat, it would not be that number of millions to one 
that the Archbishop had employed unfair means I It was 
on account of this point of logic that I was careful, a little 
while ago, to say that correlations between series may 
render service in Juggesting causal connections: I did not 
say in proving, or even in making probable, such con
nections. W hen a striking correlation suggests a causal 
nexus, we must not stop at that. We must set our 
economic tools to work and try to discover by what 
process it is plausible to suppose that our two series are 
bound together. If we can discover no such process, if, 
on the basis of our general knowledge and experience, it 
seems to us incredible that any such process exists, we 
must suspend judgment. It is extraordinarily improb
able that the Archbishop should by accident deal himself 
in one evening three hands each containing four aces, four 
kings, and four queens: but it is also extraordinarily 
improbable that so eminent a son of Oxford should 
cheat at cards! Statistical correlations-if I may sum 
up the gist of my argument-can give invaluable indica
tions as to where our economic tools may be usefully 
employed; they can also confirm and corroborate; but 
they do not and cannot warrant us in leaving the tools 
behind. 

After so much that has been negative, I should perhaps 
attempt to illustrate by some positive example the kind 
of work that economic analysis has to do. Consider the 
assertion" a falling price level benefits the wage-earning 
classes"; and the contrary assertion" a rising price level 
benefits the wage-earning classes." An economist is 
requested, let us suppose, to make a report on the matter 
at issue. What will he do? First, I imagine, he will 
collect, over as long a period as the data allow-for 
simplicity I suppose that he is instructed to confine his 
researches to this country-the facts about the general 
price level, money rates of wages, the prices of the things 
wa~-earners buy, and the fluctuations of employment. 
The statistical material available is, he will find, very 
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inadequate and unsatisfactory: but he m,o,st make shift 
with it as best he can. A very short study of it reveals 
a pitfall. The conception of rising or falling prices is not 
simple and definite, but covers two distinct types of 
event. When a curve is drawn out on the basis of 
Jevons's and Sauerbach's figures, to illustrate the move
ment of general prices in the United Kingdom during the 
last hundred years, the curve is found to be complex in 
character; it contains both a succession of four principal 
long-period trends and, superimposed upon these, a 
number of shorter " cyclical" movements. Thus from 
the end of the Napoleonic wars till 1850 the trend was 
downwards, from 1850 to the early 'seventies upwards, 
from then till 1896 downwards, and from 1896 till the 
outbreak of the war again upwards. These facts are 
brought out very clearly by Sir V,'alter Layton in the 
following table: 

Quinqumnial At,t'TtJge InJex-Numb"s and the Turniftg
'Point in the Priu Curve. l 

18,,-6 154} 
1846-50 116} 
1871-5 138} 
1894-8 8. 

JOZ} 19>6-IO 

Percentage change 
in the period. 

-25 per cent. 

+20 " 
-40 

" 
+25 " 

During these several periods, however, the movement was 
not continuous. It proceeded in a series of waves, so that, 
when the general trend was falling, a high point on a later 
wave might, nevertheless, be higher than a low point on 
an earlier wave, and, when the general trend was rising, 
a high point on an earlier wave might similarly be higher 
than a low point of a later one. In view of this complex 
character of the price curve it becomes apparent tha! the 

1 Atl Introa1Ution to thl Study of Prices, p. 23. 
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1!;sue ts a mor~ difficult one than our imaginary disputants 
had supposed; that upward (or downward) movements 
in the trend of prices may affect the fortunes o~ ~ge
earners in one way and upward (or downward) oscllhtlOns 
about the line of trend in a different way. Clearly 
an attempt must be made to study first trends apart 
from oscillations and, secondly, osciIlations apart from 
trends. 

For the investigation of trends, though not for that of 
oscillations, we may properly leave out of account varia
tions in the percentage of workpeople who are unem
ployed, and use as a measure of the fortunes of the wage
earning classes index-numbers illustrating the course of 
rates of real wages. Such index-numbers, though very 
insecurely based, are available for the United Kingdom 
since 1850; and, for earlier years, though no index
number of wages has been constructed, we have a certain 
amount of general information. It will be remembered 
that from 1820 to 1850 the trend of prices was downward, 
from 1850 to the early 'seventies upward, from the early 
'seventies till the middle 'nineties downwards, and from 
the middle 'nineties till the outbreak of the Great War 
upwards. The state of real wages in these four periods 
may be summarised as follows. During the first period 
of falling prices, from the end of the Napoleonic wars till 
about 1850, the wage-earning classes were very badly off, 
and the rate of real wages was at best rising slowly. 
During the first period of rising prices, from the early 
'fifties to the early 'seventies the rate of real wages was 
rising fast. During the second period of falling prices, 
the early 'seventies till about 1896, this rate continued to 
rise substantially. During the final period from 1896 to 
the outbreak of the war, when prices were again rising, 
the upward movement in the rate of real wages was 
checked, and, at all events if we ignore the shifting of 
w<;>rkpeople from lower-paid to higher-paid occupations, 
thiS rate actually fell. From these facts it is impossible 
to establish any sort of statistical connection between 
price trends and the rate of real wages. The witness of 
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the first two periods suggests that rising prices are 
associated with greater benefit to that rate than falling 
prices: the witness of the second two periods suggests 
an exactly opposite conclusion. 

A little disappointed with this result, our investigator 
turns to the study of oscillations in the price level about 
the line of trend. In attempting to elucidate the relations 
between this movement and the fortunes of the wage
earning classes he is, of course, no longer free to ignore 
fluctuations in the percentage of unemployment; real 
wages corrected to allow for these fluctuations have to be 
used. If a graph representing real wages so corrected is 
set beside a graph of prices, it is seen that during the last 
trend period, from 1896 onwards, there is a marked 
positive correlation between oscillations about the trend 
of corrected real wages and of prices; periods of high 
(relative) prices being also periods of good fortune for 
wage-earners and periods of low (relative) prices periods 
of bad fortune. If, however, we extend our view so as to 
cover also the two preceding trend periods, this definite 
relationship is no longer found. We are entitled to con
clude in a broad general way that upward price oscilla
tions tend to be associated with improvements in the 
fortunes of wage-earners, and conversely; but there are 
important exceptions to this tendency, and corrected real 
wages are often found oscillating in one direction while 
the price level is oscillating in the opposite direction. 
Thus a statistical study of oscillations, though it does not, 
like a study of trends, lead to a completely blank wall, 
cannot be said to help us very much. 

The inconclusive character of these results must suggest 
to our imaginary inquirer that, even when he has distin
guished between trends and oscillations, the issue which 
he has been trying to adjudicate is still not properly 
stated. He will then recall that upward (or downward) 
movements in the. price level are not isolated events, but 
are themselves consequences of causes; and that these 
causes may consist in changes in the productivity of 
industry; in changes of the supply of money; in changes 
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~f the'supply ~f credit; or in certain other more complex 
sorts of change which I need not now specify. Hence, 
when prices rise, there is brought to bear upon the 
fortunes of wage-earners not only the price change itself 
but also the causes underlying it. So soon as this fact 
is grasped, it becomes obvious that a knowledge of the 
historical associations between price movements and 
movements in real wages cannot possibly reveal the 
effects which price movements, considered by themselves, 
tend to bring about; and that the effects of the total 
situation, of which price movements are a part, are very 
unlikely to be similar when the causes of the price move
ments are different. Thus the first section of our investi
gator's report will conclude that the issue which he 
has been asked to adjudicate is a false issue; that it 
embodies, not a single question to which a single answer 
" yes" or " no " can be given, but a confused jumble of 
several questions, which are quite distinct and to which 
separate answers are needed. He will end this part of 
his report by tabulating in a careful manner what these 
questions are, announcing that in the second part he 
will attempt to answer them; and at this introductory stage 
-for we are here concerned with generalities, not with 
a particular problem-we may bid him a polite farewell. 

Up to this point I have described economic analysis
the part of it other than the tool-making part-as con
cerned with the elucidation of certain facts or groups of 
facts from the standpoint of causation; with the dis
entangling and proper labelling, backed, if possible, by 
statements of quantity, of the various influences by which 
given situations and given movements have been brought 
about. This is, everybody agrees, one very important 
department of the economist's work. But there is also 
another and complementary department. In that depart
ment a central place is occupied by the old notion of 
maximum satisfaction; and situations and movements 
are studied with a view to discovering how far the in
fluences in operation tend to make the actual state of 
this diverge from the optimum. Such issues have to be 

c 
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set out carefully, because the optimum, w:th which the 
actual can usefully be compared, is seldom, so to speak, 
the absolute optimum, but an optimum relative to certain 
conditions. For example, in problems relating to the 
distribution of labour among various industries, the opti
mum relative to the real costs involved in movement 
from one industry to another is much more significant 
than the superior optimum which emerges if these costs 
are ignored. In this type of work use is made of the 
distinction between private cost and social cost, and of 
the fact that, whereas unhampered self-interest tends to 
equate marginal demand-price to marginal private cost, 
this result is not the best obtainable except where, at the 
margin, private cost and social cost coincide. A sur
prisingly wide range of problems is open to exploration 
by this method; and many instances, in which Adam 
Smith's" invisible hand" falters in moulding the world, 
can be set by means of it into an orderly and convenient 
grouping. That there is nothing in physics or chemistry 
to correspond to this way of approach need not cause us 
to look on it askance. For it is only in sciences which 
deal with conscious life that such a notion as maximum 
satisfaction can, in the nature of things, have relevance. 

There is yet one thing to say. In every field of in
quiry the function of the studen t, as of the methods he 
employs, is to help forward the upbuilding of knowledge. 
But, whereas in some fields knowledge is an end alone, in 
others it is both an end and a means. However inti
mately we learn to understand the courses of the stars, we 
can never in any degree control them; but, where the 
processes of human society are concerned, knowledge may 
carry with it power. Thus, though the primary function 
of economic analysis ends with the provision of know
ledge, it has, in company with many branches of natural 
science, a secondary function also. The knowledge that 
it provides may help in some measure-not in great 
measure, because many factors of a non-economic 
character are often also relevant-to guide practice. 
There is, indeed, a long time-lag between the attainment 
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'of kn~wledge' in economic affairs and its entry into the 
halls of authority. I do not accept the view, which I 
have somewhere lately read, that the practical man is one 
who practises the theories of 200 years ago. The time
lag is not so long as that. But it may well be thirty years 
or even half a century. The chief reason for this is not, 
I think, the obvious one that statesmen and politicians, 
fully occupied as they are with administration and debate, 
cannot keep abreast of current knowledge. For there is 
always at their call a brilliant Civil Service, and they may, 
if they choose, summon outside experts. The reason 
rather is that the effects which a given line of policy will 
produce often depend in large measure on the degree of 
economic knowledge possessed by the general body of 
the public. For example, every economist knows that in 
a world of economists it would be easy to set up a monetary 
machine much superior to the gold standard; but in the 
world of actual men with their prejudices and ingrained 
beliefs, where perhaps not one in ] 00,000 understands 
the nature of money, it may well be held that an attempt 
to do this would lead to disaster. Thus, in order that 
economic analysis may render the full service of which 
it is capable in helping to guide practice, we need more 
than the education of statesmen or the provision of an 
economic general staff: we need also that the main body 
of the people shall have some training in economics
sufficient training at least to perceive that they do not 
possess complete training. This level of attainment is 
already achieved in the natural sciences. As a conse
quence chemistry and physics can render their full service 
to the world of practice-and that with very short time
lag-so long as the experts in them continue to advance 
the boundaries of know ledge. There skilled leaders are 
all we need. Economics cannot render its full service
perhaps not at all, certainly not without an enormous 
time-lag-unless the nature of the subject-matter with 
which its experts deal is understood, not only by their 
colleagues, but also in some measure by the general body 
of educated men. 



II 

LIMITING FACTORS IN WAGE RATESl 

AN economist attempting to consider social problems 
in a broad way needs always to remind himself of one 
of the idols of his craft. Predominantly concerned as 
he is with studying economic affairs, he is apt uncon
sciously to assign to these affairs an undue place in life. 
In fact economic welfare, however widely we interpret 
the term, is only a small part of welfare as a whole. The 
best things in life are not to be bought with or measured 
by money. Income is no test of happiness or of worth. 
These things I say to myself in my professional capacity, 
rather than to you; for that human values stand above 
and beyond the values of the market-place has always 
been recognised in the Copartnership Movement, and by 
none more fully than by him with whose memory the 
lecture that I am to give to-day is associated. 

Though, however, all this is so, it is none the less 
true that economic conditions have upon general welfare 
a very intimate and a very important bearing. It is 
not merely that a substantial part of the satisfactions of 
an ordinary man's life are directly associated with things 
and services that he buys for money. There is, over and 
above this, the fact that, unless certain minimum condi
tions of economic well-being are provided for, the higher 
non-economic goods are in a great part shut away. If a 
man, to obtain a bare subsistence, must spend, say, twelve 
hours of strenuous labour every day, what energy can be 
left him to appreciate Nature, or Literature, or Art? If 
a family's income is so straitened that they are forced to 

1 The Aneurin \Villiams Memorial Lecture given to the Third London 
Copartnership Congress, 19Z6. 
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live huddled 'together in overcrowded rooms, how is it 
possible for the finer flowers of family life to come to 
bloom? I grant that, if we wish to compare three 
families with incomes, one of £1,000, another of £2,000, 
another of £4,000, this class of consideration does not 
matter much. None of the three is threatened with 
extreme privation; it may well be that the £ 1 ,000 family 
leads as good and full a life as the £4,000 one. But, if the 
incomes of our three families are £100, £200, and £400, 
this is no longer true. The gap between £ 100 and £400 
is different in kind from that between £ 1 ,000 and £4,000 : 
on the one side of it is darkness unrelieved; on the other 
the rising sun. This is one of the reasons why the 
incomes of manual wage-earners have always been of 
especial intei-est to economists; they are small incomes, 
and, therefore, changes in them have a much more 
important effect on total welfare than equal changes, or 
even equal proportionate changes, in the incomes of 
more fortunate persons. A second reason, of course, 
is that manual wage-earners and their families constitute 
the main part of the population; and, obviously, the well
being of a large number of people weighs more in our 
scale of values than the well-being of a few. 

I propose then to put before you some considerations
they are not, I am afraid, in any way new-concerning the 
incomes of manual wage-earners. That these incomes 
have increased greatly during what may perhaps be called 
the modern period is well known. Sir Josiah Stamp, for 
example, is fond of saying that" the ordinary person of 
to-day is four times as well off in real commodities as the 
person in the corresponding stage in the scale in the 
beginning of the nineteenth century," 1 2 5 years ago; 
and wage index-numbers show that since 1 8 So real wages 
have increased 7 5 per cen t. Though, however, there 
has been improvement, everybody is agreed that further 
improvement is greatly to be desired; and my purpose is 
to ask by what factors the possibility of this is determined 
and constrained. 

In this inquiry we may, I suggest, make best progress 
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by thinking away at the start the whole apparatus of 
money, in terms of which the real transactions of modern 
civilised communities are carried through. For, after 
all, money in itself is nothing. To learn that a man's 
income or wages is so much money tells us nothing, until 
we know how much of actual things and services that 
amount of money will enable him to buy. I propose, 
therefore, that we go behind money and make for our
selves some such picture as this. Every year the brain 
workers and the hand workers of the country, with the 
help of the capital equipment, the machinery and factories 
made by man, and the land and minerals provided by 
Nature, call into being a certain aggregate mass-a heap, 
if you like to use Sir Josiah Stamp's word-of services 
and things. The heap so made in any year-of course I 
am speaking in the broadest possible terms and omitting 
all secondary matters-constitutes the real income of the 
whole country during the year. Out of it come the real 
wages of manual workers, the real salaries of brain workers, 
interest, profit, rents. Hence the aggregate amount of 
real wages available to manual workers, and so the wages 
level, is limited immediately by two factors, the amount of 
stuff that is taken out of this heap by people other than 
manual workers and the original size of the whole heap; 
and the only means by which it is possible for the aggre
gate amount of real wages to be raised are, first, a transfer 
to them from the portion of the existing heap that now 
goes to other people, and secondly, an increase in the size 
of the whole heap. Plainly there is no other way. 

It is very widely believed by people who have given 
no special study to these matters that the heap, as a whole, 
is amply large enough for all reasonable needs, but that 
the main part of it is frittered away in luxurious living by 
fortunate idlers who draw from it enormous unearned 
incomes. In other words, it is believed that the root 
cause of low wages is bad distribution of the national 
income; and that, if only that distribution was altered, 
the real wages of manual workers could be multiplied 
many times. Costly frivoli ties reported in the newspapers, 
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high-pow:r. ~otor-c.ars visible on t~e str~cts, give colour 
to this oplnton. It IS as natural as It IS wIdespread. But 
a cold view of statistics does not support it. Though, as 
compared with the year's income of any single ordinary 
man, the luxury expenditure of certain types of very rich 
persons is enormous, as compared with the aggregate 
income of all ordinary men the aggregate luxury expendi
ture of all very rich people together is small. The reason 
is of course, that the number of very rich people, reckoned 
a; a percentage of the total population, is extremely small. 
A careful study has been made of this matter by Dr. A. L. 
Bowley for the period immediately preceding the war. 
Owing to the large and rapid movement in the value of 
money that was occurring until quite recently, it has 
unfortunately not been possible as yet to carry through a 
comparable study for the present day. But there is no 
reason to suppose that the broad outlines of the picture 
are different nOW from what they were in 191 I. In 
that year about one-half of the aggregate real income of 
the country went to persons with incomes under £ I 60 a 
year-roughly £3 a week-mostly wage-earners. Of 
the remainder, a large part-more than half-was used 
up in taxes for public purposes and in creating neW capital 
instruments. If we take account of this, and if we sup
pose the present recipients of these incomes to be still 
allowed for their own use a sum per head equal to the 
average rate of wages, there would only be left over avail
able for transfer from them to manual workers sufficient 
income to raise the average rate of real wages by some 
25 per cent. This assumes that the transfer could be 
~ade without .ca~siniS in the process-directly or in
dIrectly-any dIminution of aggregate real income; and, 
of course, in fact it would inevitably cause an enormous 
diminution. When account is taken of that, we are, in 
my judgment, forced to the conclusion that bad distribu
tion is not a main factor in keeping down the earnings 
of manual workers; and that by no possible method of 
doctoring distribution could the average level of real 
wages be increased by more than a few shillings per week. 
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I do not wish to be misunderstood on this matter. It is 
far from my intention to suggest that the present distribu
tion of wealth is a thing to contemplate with satisfaction, 
or that, because such a sum as £100,000, if spread among 
all the wage-earners of the country, would have no visible 
effect, therefore a rich man who squanders £100,000 in 
riotous living is guiltless towards his fellow-men. On the 
contrary, the fact that the aggregate heap of real income 
is so small makes any waste of it more blameworthy, not 
less. Nor again do I wish to imply that there is no scope 
through Government action for further transfers for 
social services designed to benefit the poor, over and above 
the large transfers that are already being made. My 
argument up to this point is concerned, not with ethics 
or politics, but with statistics. It is directed against the 
popular idea that our national income of real things is 
ample for all reasonable needs, and that economic pros
perity could be assured for the whole community by the 
simple process of confiscating the superfluities of the idle 
rich. The heap of goods and services by which we all 
live is not ample. Even now it is distressingly small 
relatively to the population which it has to support. As 
Dr. Bowley wrote in 19 I 9: "The wealth of the country, 
however divided, was insufficien t before the war for a 
general high standard; there is nothing as yet to show that 
it will be greater in the future." 1 

Therefore I turn away from distribution to produc
tion; to consider the factors by which the size of the 
annual heap of income is determined. In doing this I am 
met at once by a complication. It is evident that one of 
the things upon which the size of the heap depends is 
the number of people engaged at work in producing it. 
Other things being equal, an increase in the size of the 
population is. a cause. expanding the heap and making 
possible an Increase In the aggregate amount of real 
wages. But this is not the only way in which the size 
of the heap and the numbers of the population are con
nected together. Not only is a growth in population 

1 'The Division of 'he Product of Industry, p. 58. 
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likely to cause a growth in the heap; but also a growth 
in the heap is likely to cause a growth in population. As 
man's command over Nature extends, he is able to take 
out his gains either in the form of more real income per 
head for the same number of people, or in the form of the 
same income per head for a larger number of people, or 
in some manner intermediate between the two. Here 
we are in contact with large issues about population, 
which I could not discuss here without upsetting alto
gether the balance of this lecture. Therefore I propose, 
if you will allow me, to leave these issues on one side; to 
proceed on the assumption that, for the purposes of this 
limited discussion, population changes may be ignored. 

First, then, among the factors on which the size of the 
heap at any time depends I place scientific knowledge. 
This it is that enables man to harness the forces of Nature 
to his service. It has transformed, and is transforming 
the face of the world. V{ e have merely to reflect that 
100 years ago not one of the dominant modern meanS of 
communication existed; there were no railways, no steam 
ships, no electric trams, no motor omnibuses, no aero
planes, no telegraphs, no telephones, no wireless. All 
these things are due to scientific knowledge; and 
innumerable other things in other spheres. Nor does 
science stand still. It is continually advancing, con
tinually enabling a given number of people with a given 
amount of effort to produce a larger and larger heap of 
real services and things. It would be rash to set a limit 
to what may be possible here. No man, for example, 
can be certain that there will not some day be discovered a 
means of releasing and controlling the stupendous energies 
that are stored inside the atom. Should this be done 
mankind will become possessed of powers utterly beyond 
the reach of our present imaginings; powers which they 
may, indeed, devote in war to mutual annihiliation, but 
which there is at least a hope may serve a better end. 

A second factor is capital equipment. Plainly the 
more fully the people are supplied with tools and appli
ances, machines, factory plant, railways, ships, and so on, 
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the more goods and services a given number of them will 
be able to produce. I am not now concerned with 
questions about the way in which capital equipment is 
owned; whether in the present manner or chiefly by the 
State or chiefly by associations of wage-earners. What
ever the method of ownership may be, it is plain that every 
growth in the quantity and improvement in the quality of 
capital equipment enables the heap of services and goods 
at our disposal to expand. Moreover-and this is a very 
important point-it is proper to include in capital equip
ment from this point of view the trained capacities of 
workpeople. Sometimes I have heard it said that the 
productive powers of the community are lessened when 
resources, which might have been devoted to creating 
new material capital, are turned instead into social 
services. I answer that it is possible to increase pro
ductive power by educating and training a man no less 
than by building a steam engine; by restoring to health 
a worker who is sick no less than by repairing a machine. 
Human capacities are, indeed, ends in themselves in a 
way that material instruments are not; in this sense they 
transcend productive capital; but they are also included 
in it. 

A third factor is the length of time that people are 
willing to work. I t has, of course, long been known in 
a general way, and experience gained in the war has 
made this knowledge more precise, that, after a certain 
critical point has been reached, additional hours of work 
do not in the long run lead to additional output. Naturally 
the length of working day that is most productive varies 
in different occupations and with different classes of 
workers; but for all there is a limit. To pass that limit 
is wasteful from every point of view. Until that limit 
is reached, however, more hours of work do mean more 
output. Consequently a choice must be made. It is 
open to us to have a larger heap with less leisure to enjoy 
it, or a smaller heap with more leisure. \\'hen the heap 
becomes smaller because leisure is preferred, that need 
not be cause for regret. A reduction in the heap so 
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,'" :\. ' , about ~s a ver~ ma~ profit-shalfrom a reduction 
. tOr"" ) about ";:al; cling, amas proved herself 
l~C ~\>\cl\' be n work; ~ 
~~\lem.e'bext and last h~' And, ifhich ~ shall all,,:de is 
Jrganisation-the wa}'.1l1S of If the vano,;!s agencies ~f 
production are fitted "r.yevP''''and combmed for their 
common task. This is a large subject and one about 
which there has been much :ontroversy. Everybody 
agrees that the substitution of a better scheme of organisa
tion for a worse one would enlarge our annual heap of 
goods and services. Most people agree too that different 
forms of organisation are applicable to different sorts of 

\'ldustrial activity. But there is much disagreement as 
to the appropriate range over which one or other form 
-private enterprise, co-operative production, labour co
partnership, municipal enterprise, national undertakings 
-should be extended. I shall not, of course, as a mere 
incident in this very general lecture plunge into so large a 
controversy. Let me indicate rather the characteristics 
that are required in any good system of organisation, with-

, out venturing an opinion as to how far different existing 
systems 'c-njoy them. These characteristics may be 
groupe, "under two heads. First, there is technical 
efficiency; the successive processes of production must 
be fitted toget' ""r in such a way that neither gluts nor 
shortages occ (at any stage between raw material and 
finished product; that the different parts of everything 
are made in suitable proportions-not, for example, ten 
times as many fuses as there are shells in which to fit 
them ;-that the energies of the country are distributed 
between different sorts of things in such a way that people 
find in the shops things they want now, not things they 
did want five years ago. Secondly, there is what I 
propose to call human efficiency. The right men must 
be put in the right jobs; those with executive ability in 
executive posts, those with technical skill in occupations 
where that skill can be used. Moreover, the methods 
of remuneration must be such that each man is encouraged 
to do his best; that his initiative is stimulated; that, if 
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constructive ideas~ services a give. oductiv'e process occur 
to h~m, he shall ha'> I ~m n?t 'lity and a motive for 
puttmg them forw (Way In whICh I, so far as may be, 
the relations between \ pr~sent mat persons engaged in 
industry must be of Suc.lltlons of w friction is eliminated. 
In my ideal state stnn~.;bjn may r would be as unthink
able as it is untl • .Mle noW that a football team should 
scratch one of its matches on accoU/ t of a quarrel between 
the captain and the goalkeeper. These two things, 
technical efficiency and human efficiency, are the r.haractcr
istics of any good form of industrial organisauon. They 
are the things which we should look for in deciding how 
many marks t~ givt; to any part~cular form. Plainly every 
improvement In this respect Will help the aggregate heap 
of our national income to expand. 

What I have said so far has been in the main descrip
tive. I have suggested that, though welfare as a whole is 
a much wider thing than economic welfare, yet the welfare 
as a whole of any modern community depends in an 
important degree on the economic welfare of the wage
earning classes in it. This in turn depends on the size 
of the aggregate heap of wealth constituting the nation's 
income and upon the way in which that is shared out 
between wage-earners and others. I have shown that 
the heap, relatively to the .lUmbers of the population, is 
so small that no possible doctoring of distribution could 
provide a really high standard of living for everybody 
unless the heap itself is enlarged; and I have called 
attention to certain important factors upon which the 
size of the heap depends. Can we, from these generalisa
tions, devise ar" guidance for the search in which men 
of good-will are alw~ys ~ng~ged f<;>r wise methods of 
social reform? I think It IS possible to lay down a 
principle of some impor~ance. The ,principle is this. 
Since the heap of our natIOnal wealth IS already danger
ously small, a sharp distinction should be drawn between 
policies for bettering the fortunes of wage-earners that 
do, and policies that do not,. involve cutting. ~own the 
aggregate size of that heap sttll further. Pohcles of the 
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trmer 'sort do in the ma~ profit-sharinpd condem~ed ; 
but they are op eling and sfn of proof IS on 
their advocate., to be n work. all .ter sort may be 
welcomed unres Wh<;' And if "0' to illustrate this 
distinction. ionms of {at 

When any grouP'"Jity of evprri.!control over the supply 
of something for whers ofe demand is very urgent, that 
gro'·., has the powet .~ increase the aggregate real 
earnmgs coming to itself by deliberately restricting the 
output of the services it renders. Monopolistic combines 
of capitalists can d<JI\ftis; so also can monopolistic com
bines of workpeop, in certain industries. Restriction 
of output, howeveq~""~~" .. J-ql· uwhether by a policy of 
"ca' canny" or in a'h~t., s"jiV>\d]" may, if conditions are 
favourable, benefit, is u, ~i\\\' for a time, perhaps per
manently, the group' \ . .1opts it. But it can only 
do this at the cost of cutting down the size of the national 
real income, with certain damage to the rest of the com·, 
munity as a whole, with probable damage to the manual 
labouring class. It is conceivable that policies of this 
kind, as temporary remedies for very peculiar conditions, 
may be defensible; but, speaking broadly and generally, 
they are altogether anti-social. 

This, I think, would be generally agreed. But what 
I have said about it leads on to a more intricate ond 
disputable issue. This has to do with the claim for ~,~at 
is generally called the living wage, that is to say, a wage 
the amount of which is determined by our judgment of 
the minimum requirements of a satisfactory existence, 
without direct reference to the demand for labour. A 
living wage so conceived stands in contrast to what I shall 
call an economic wage. By this I mean a wage-rate, or 
rather a system of wage-rates (adjusted to one another in 
accordance with the relative amount of skill and training 
required in different occupations), such that, allowance 
being made for ups and downs and for workpeople in 
movement between jobs, all able-bodied workers desiring 
work are able to find it. If, in pursuit of the ideal of a 
living wage, we put the actual level of wages above the 
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econo~ic leve!asld services a give oductiv~ restric~ed a!,d 
output IS cut do' ha· I am not ~ity andmake thIs pomt 
clear, take the S'. way in which 1, so'- Suppose that 
farmers 'paid wage,,~ 0 present rna perd w~eat. Plainly 
at any given rate of wh, iations of v fric·er will only engage 
such a number of me;.,k~_~w· woman's labour adds 
to his total wheat product as Lat a f as ~OJe wage that he 
has to pay him. Every push AD up of the wage means, 
other things remaining the same, a reduction in the number 
of men that he employs, and so a reduction in the aggre
gate output of wheat. The same thing is true of wages 
in general. If the percentage of unemployment stands, 
over a considerable period, substantially above 3 or 4 per 
cent., there is a strong presumption that the general level 
of wages, not necessarily, of course, the level in all 
individual industries, has been put above the economic 
level. That presumption is, in my judgment, warranted 
at the present time. I believe that the abnormal amount 
of unemployment which has prevailed during recent 
years is, not of course wholly but in part, the price which 
the workers have to pay for maintaining the average rate 
of real wages-the commodity value of wages so to speak 
-more or less at the pre-war level, in spite of the enormous 
destruction and dislocation resulting from the war. I 
do not say dogmatically that they are wrong to pay that 
price. Maybe it is better that unemployment should 
be high, that society should be poorer for the loss of work 
not done, that wage-earners as a body should lose the 
wages which the unemployed might have earned, than 
that rates of real wages should be cut, on the average, 
below the pre-war level. I t may be that this is so; but 
the burden of proof, in my judgment, is on those who 
assert it, not on those who deny it. On the face of 
things it is a paradox that, after the enormous losses of 
the war, rates of real wages have not on the average fallen 
below the pre-war level in this country; it is not an 
un discussible axiom that they ought not so to fall. If 
they are held up, it is right to recognise that the price of 
holding them is a heavy one, borne in part, indeed, by 
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, . ,. 
pther classes, but m the mae profit-sharin/Z vage-earners 
~hemselves. e1ing and s,' 

I a I anxious not to be n work· all wr on this matter 
of a Hving wage. Wh~' And, if yOl against that con
ception, the conceptionms of Labour wage, I do not, 
~1, course, imply tha~ity of exercisir.iustry if you lea,:,e 
<'q ~gs to the free Jbero I)f the 1Parket, wage-rates w!ll 
,/~~c;.,mat!cally beco' gal~ The' ought to be.. They 
.nay eas!ly becol!'e 1 given a fiek l the sense of ?emg l~ss 
0an the econor IlC "\\;l is providelY well be that In c~rtaln 
Clrcun> - mces beW.odern industrl so react on effiCiency 
ti ?"A 'i hitherto worth onlY low pay may become, 
thro];,;'l experienCl of it, worth high pay. Advocacy of 
the economic wag'. in contrast to the living wage does not, 
therefore, imply .dvocacy of individualistic laissez faire. 
Nor does it imply readiness to tolerate the existence in 
i· \-Iand of cond.tions of life unfit for human beings. I 
",r'·.'d not merely silence the slog In a living wage; I 
e, ,Id substitute the slogan living conditions. To press 
)!\~I doctrine of the living w~ .-e is, 'IS I have suggested, 
dangerous, because it thr6 "'?;l1S heavy unemployment. 
But, besides !"eing a dangdvu;: a liv~' g wage policy is 
also an ineffective means of social ate, ~nce. For, while 
", :::t'y n. ,,.lhe needs of a man with a family up to the 
e.lyt:rage ~~o , it will not meet those o? :he many families 
whose sR",':";xceeds the average. Nor will it meet the 
needs ot <s-"'y family when unemployment or sickness 
comes upor.t;"'m. For my own part, therefore, I should, 
apart from Lertain exceptional cases, be chary of attempt
ing to force rates of wages above the level which the 
current industrial circumstances, in conjunction with the 
number of wage-earners seeking employment, tend to 
bring about. But I should not be chary of strong action 
to ensure that, whatever wage a man is receiving, he and 
his wife, and more especially hisJfihildren attain, through 
the expenditure of public funds If need be, a minimum 
of living conditions; a minimum that will at the same time 
ass,:,re to them a tolerable life and enable them to ,lay 
their part in contributing to the economic welfare a the 
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country. 1, . .,ach, as it seems to me, is at 
once safer and", servIces a gl than the other. 

Here we ha,~' I ~m nl he positive, as distinguished 
from the negat1vi"~y In wh •. ,,~ principle that I set out 
a little while ago"h,' pr~sent rna f,esumption in favour of 
policies for betterirf'tlons of t , ~ of manual workers 
that do .not invohe c~i:~;~~ 'a ';~~ F aggregate sum of 
our natIOnal heap. .]'v Jsh '''''; up of ts are agree~ that 
taxes assessed upon tnr arne a reducth estates passing at 
death do not 1ireClly el,d sd a reducjS, or, by that route, 
check productIOn. It 1e same thingieed, that they may 
check production indirectly Dy ltSsen"g the inducement 
now offered to work (nd saving; bu the extent of the 
check is uncertain. .\1 y own view i; that large sums 
can be raised by this kind of taxation vithout the check 
to production becomi'lg serious. Let us, for the sake 
of argument, provisionally adopt tJ:is view. What 
follows? It follows .hat the State has the power to raise 
large amounts of mon"y from relatively vell-to-do persons 
without causing thl: national heap 01 real income to 
contract seriously. Suppose then that it uses resources 
so raised to build up human capital, to educate and, if 
necessary, to feed children in the plastic period of their 
lives; to combat such potent causes of di5ease as over
crowded and insanitary houses; to cure, so far as may 
be, sickness in its early stages; to ensure tl;at temporary 
failure to find work shall not destroy fOf:oiver the skill 
or the morale of those unfortunate enough to suffer from 
it. Expenditure in these ways may be expected to yield 
in the end a large return in productive power, so that in 
the net result-I say nothing of non-economic gains-the 
size of the national heap, so far from being cut down, is 
substantially expanded. There is no element of loss to 
set against that gain. 

Let me add one word that is appropriate to this occa
sion. Among the policies for bettering the fortunes of 
manual wage-earners, which may be expected to expand 
the aggregate heap of our national income, a high place 
is held by labour copartnership. That system even in 
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its elementary form of mere profit-sharing, smooths out 
friction, promotes good feeling, and stimulates wage
earners to an interest in their work; all which things make 
for enhanced production. And, if you take a longer view 
and consider those forms of Labour Copartnership in 
which a real opportunity of exercising control in industry 
'J, accorded to member'b I)f the wage-earning class) there 
~) a further great gat?': The fund of higher ability 
,.tent in that class i, given a field of practice and a ladder 

I,;,f advance. A Via) is provided by which that great 
bste product of modern industry, as Professor Marshall 
used to call it, the unused powers of men in humble 
circumstances, is saved from being a waste product and 
i.lCalled to the service of man. 

" ~his concludes what I have to say, I was told that 
i

f
1k, this lecture some aspect of social affairs should be 
reated in a philosophic and general way. In reading 
ver what I have written I fear that the philosophy and 

~ ~ality has been carried so far that unkind critics 
mll!?:'~ dub the result a platitude. I ask your forgiveness 
if t' '(\<,so; and I thank you for the privilege you have 
aHo""!',,, 'tie of opening a series of lectures designed to 
commemorate a man notable for social enthusiasm and 
ardent public spirit. 



III 

STABILISATION IN PARTICULAR 
INDUSTRIES 1 

§ I. IN this paper I am concerned with particular 
industries, and, to simplify the argument, I assume that 
the general level of prices is somehow kept fairly steady. 
In recent discussions about associations of producers, 
mergers and so on, reference has frequently been made 
to the power of these organisations to introduce stability 
into business and to the economic advantages which may 
be expected to result from this. I am not aware that these 
claims have as yet been fully analysed, though in an 
article in Economica in June I926 a valuable study of some 
aspects of them was made by Mr. Lavington. In the 
following paragraphs I shall attempt to carry the matter 
somewhat further. I am not concerned with the question 
whether these organisations are likely in fact to regulate 
their conduct with an exclusive view to the public good. 
I ask only what it is in their power to accomplish in the 
way of socially advantageous stabilisation, if they do this. 
For the purpose of my analysis I shall assume that the 
happenings of all years are equally important, comparing 
them together at their full value, so to speak, without any 
discounting for date. This is legitimate and, indeed, 
necessary in a general study, because it is purely arbitrary 
whether we conceive ourselves as starting with a down
ward or an upward fluctuation. 

§ 2. Let us begin by supposing that the conditions of 
demand and the physical and technical conditions affecting 
production are both constant. Then at first sight it 
would seem that production, consumption and price will 

1 Archiv fUr Soz.ialwissenschaft und Sozialpolitik, 1927. 
3f 
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all be stable in any event, and that, consequently, associa
tions of producers can effect no improvement in any of 
these respects. This, however, is not always so. Even 
though demand and the physical and technical conditions 
of production are constant, certain sorts of instability 
may still prevail. If there are a large number of com
peting producers, aggregate output and, therefore, also 
aggregate consumption and price will, indeed, be con
stant. But the outputs of the individual producing 
concerns are, nevertheless, liable to vary, orders being 
concentrated now on some, now on others. The estab
lishment of a producers' association may be expected to 
mitigate this internal instability and to give the repre
sentative producer, as well as producers in the aggregate, 
a steady output. Now, when a Concern produces a 
constant output of A units per year, its costs are bound to 
be less than when it produces (A + a) units one year and 
(A - a) the next; for in the latter case it must have a 
capital equipment sufficient to yield (A + a) units, part of 
which is idle in bad years. That this is an important 
matter is illustrated by the eagerness of co-operative 
societies-creameries and so on-and shipping con
ferences to assure themselves of the " loyalty" of their 
members, with a view to making possible a steady output 
of their services. l Hence it would seem that associations 
of producers have the power, by eliminating internal 
instability, to reduce costs, and so to increase production 
and consumption, with obvious advantage to economic 
welfare. On the other side, however, it must be observed 
that this kind of stabilisation, by checking competition 
among producers, hinders the supersession of the less by 

1 The argument of the text, it will be noticed, while it proves that 
costs will be reduced if, other things being equal, a stable aggregate 
demand is met by stable production on the part of individual producers, 
docs not enable uS to decide in what way the unstable part of aggregate 
demand, if such exists, is most economically distributed: whether, for 
example, with ten producers and an aggregate demand varying from 
100 to 110 (10 per cent.) it is better that the output of each producer 
should vary from 10-11, or that the output of nine should be constant 
and that of the tenth vary from 10-2.0. 
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the more competen t, and so tends to lo~er the average 
standard. This indirect injury may outweigh the direct 
benefits; so that, on the whole, costs may be higher 
and production and consumption smaller, than the; 
would have been had no producers' association been 
formed. The balance will tip in different ways according 
to the detailed circumstances of each case. 

§ 3. In the preceding paragraph I postulated an 
industry made up of a large number of competing pro
ducers. Some industries, however, comprise only a 
small number of such producers, so that each of them has 
some measure of monopoly power. In such industries 
we have to do, not with simple competition, but with 
multiple monopoly, and aggregate output, together with 
consumption and price, is indeterminate and unstable. 
Each rival monopolist, ignorant of what the others are 
going to do, will seek profit, now by enlarging, now by 
contracting his scale of production. If any of them thinks 
it possible to kill off his rivals and secure the whole market 
by selling deliberately at a loss for a time, the range of 
variation in aggregate output will be still larger. Ex
amples are afforded by the freight wars of rival railway 
and shipping concerns and the price wars of the tobacco 
and other industries. The instability of output, con
sumption and price that result from these conditions is 
plainly anti-social. When competing monopolists come 
together, the association which results has opportunity 
and power to ensure stability in all these respects in a 
way conducive to economic welfare. That it has also 
opportunity and power to injure society by restricting 
productio,: and exacting abno~mal profits for the services 
it renders IS not relevant to thiS study. 

§ 4. What has been said so far is fairly obvious. 
More difficult issues arise, however, when either the 
physical conditions affecting supply or the public demand 
is not constant. The former sort of variation is best 
illustrated in agriculture. There Nature gives to man 
widely different amounts of help in different years. The 
aggregate cost of producing a given total of A units over 
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a period of (say) ten years will, therefore, be less if the 
outputs are above the average in good, and below the 
average in bad, years, than if they are equal in all years. 
This can be seen most easily if we reduce our unit of time 
from a year to a month. It is obvious that the cost of 
producing roo tons of strawberries in each month of a 
year would be enormously greater than the cost of pro
ducing 1,200 tons in the summer season. In like 
manner the cost of obtaining 30 bushels of wheat off an 
acre of land in every one of ten seasons, though, if the 
character of the successive seasons were known before
hand, it might be a possible achievement, would inevitably 
be much more costly than to obtain 30 bushels on the 
average of all ten seasons. On the other hand, the 
amount of satisfaction obtained by consumers from 
unequally distributed consumption will be less than that 
obtained from an equally distributed consumption of the 
same aggregate amount. An exactly parallel analysis 
holds good when the physical and technical conditions of 
supply are constant but the demand varies. On the 
one hand, the aggregate cost of producing a given output 
over a period of (say) ten years will be less if the outputs 
are equal in every year than if they are unequal. On 
the other hand, the aggregate amount of satisfaction 
obtained by consumers from an equally distributed con
sumption will be less than that obtained from a con
sumption of like aggregate amount distributed unequally 
in accordance with the variations of demand. 

§ 5. \Vhen fluctuations of either of the two types just 
described take place, more particularly when demand 
fluctuates, the class of considerations set out in § 2 and § 3 
are greatly reinforced. For even under true competi
tive conditions, much more under conditions of multiple 
monopoly, the presence of fluctuations enhances the 
difficulty which producers have in calculating their own 
advantage aright. Thus, when demand is seen to be 
expanding, each several producer is apt to focus his 
atten tion on this fact, and not to take proper accou n t of 
the associated fact that the stimulus which he himself 
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is feeling will be felt also by his rivals. Every producer, 
to speak in exaggerated terms, looks for the whole of the 
new demand to come to his doors. Had he full informa
tion as to the expansion that is being undertaken by rivals 
and the orders that are being placed with them, he might 
not act so rashly. But in fact this kind of information 
is very scarce. Consequently in periods of expanding 
demand competing producers in the aggregate tend to 
overshoot the mark and in periods of contracting demand 
to fall short of it: and failure in these respects involves 
instability of price and instability of production, both of 
a kind injurious to economic welfare. An association of 
producers, being able to bring into focus all available 
information, would have the power to mitigate very sub
stantially this sort of instability. Assuming that the 
association itself was stable-i.e. was not liable to frequent 
disruption through internal quarrels-and that it refrained 
from monopolistic exactions, it would in this respect 
have claims on the gratitude of society. 

§ 6. I now turn from what may be called relative 
stabilisation among the various producers in an industry 
to stabilisation in respect of the industry as a whole. 
Let us begin with an industry in which physical and 
technical conditions are fixed, but for the product of 
which demand fluctuates. Let us assume further that 
the product is immediately perishable, so that there can 
be no question of making for stock, and that the demand 
for the current output of it at one time is independent of 
the amount purchased at any other time.1 Let us further 
ignore all indirect effects of different output policies, and 
concentrate attention exclusively upon consumers' benefit 
and producers' cost as represented in their money 
expenditure. In these conditions it has been claimed 
by some writers-for example, Mr. Lavington-that 

1 This second condition is not, as might be perhaps supposed at first 
sight, a necessary consequence of the first; for the purchase of tobacco 
this year mAY, by altering my taste for it, cause my demand next year 
to be higher than it would have been otherwise; and, per contra, my 
participation in a tour of the world this year may lessen my desire for 
such a tour next year. 
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associations of producers can promote economic welfare 
through making production more stable than it would 
.. naturally" be; by others that they can do this by 
making prices more stable. Plainly, however, to stabilise 
production in these conditions means, so to speak, 
destabilising prices, and to stabilise prices means destabi
!ising production. There is thus a direct conflict to be 
resolved or compromised. The root cause of the conflict 
is that the cost per unit of producing certain commodities 
varies inversely both with the average scale of output and 
also with the extent to which output fluctuates from time 
to time about the average. Stabilisation of output 
always means diminished variability about the average: 
stabilisation of price sometimes means increased average 
scale of output. Thus a somewhat intricate problem is 
presented for analysis. 

§ 7. Mr. Lavington shows that, when conditions of 
constant return prevail, that is to say, when the cost of 
production per unit does not depend in any way upon the 
average scale of output, there is a general tendency for 
competing producers confronted with a fluctuating 
demand to make their output mOre variable (which implies 
making their prices less variable) than the general interest 
requires. His argument is developed with the help of 
geometrical constructions, but there is not, I think, any 
need for these. It is sufficient to observe that, if a 
purchaser were to shift a unit of his demand from good 
times to bad, this action on his part would (by making 
production more steady) reduce costs of production and 
so price to all purchasers, but that he himself, as an 
individual, would reap only a very minute part of this 
social gain. Consequently, if he is left to himself and if 
he acts as an economic man, he will not shift his demand 
from good times to bad so far as it is in the general 
interest that he should do. A producer's association, by 
forcing price up in good times and down in bad, has the 
power, in effect, to tax him in good times and to pay him 
a bounty out of the proceeds in bad times, thus inducing 
a shift in his demand from good to bad times. At first 
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sight it seems that there must be some rates of (virtual) 
tax and bounty, the imposition of which in this way would 
increase economic welfare as a whole; just as, in accord
ance with the familiar analysis, there must be some rate 
of bounty on the production of increasing return COm
modities which (apart from administrative costs) must 
increase economic w.e1fare. T~i.s appearance is, how
ever, illusory. For In .the famIliar analysis the money 
to provide the bounty IS assumed to be raised in ways 
that do not involve any consumer's loss over and above 
what is represented in this sum of money. In Our 
present problem, ho,";ever, the raising of the bounty 
money, in so far as It stops off consumption in good 
times, involves an extra element of consumers' loss. 
There is not, therefore, always scope for a socially 
advantageous stabilisa:ion pol~cy on the lines contem
plated above. There IS more likely to be scope for it the 
less elastic is the consumers' dema?d. for t~e commodi ty 
In good times and the more elastIc IS theIr demand in 
bad times. 

§ 8. Most practical men who speak of" stabilisation" 
mean by this stabilisati?n o.f prices (which implies 
destabilisation of p~od~ctlOn) In the. f~ce of fluctuating 
demand. Th~y maIntaIn that cO~petItlOn tends to bring 
about in bad tImes a slump of pnces so great and conse
quential losses so heavy that the fear of these causes 
industrialists to keep the scale o~ their equipment unduly 
low. They concentrate attentIon o.n the fact that in 
certain industries the cost of productIOn per unit will be 
lower, the larger is .the scale. of average output, and they 
argue that stabilisatIOn of prIce would enable the scale to 
be enlarged. In studying this argument let us for the 
present suppose that we have to do with a commodity 
whose cost of production per unit does not depend in any 
way upon the extent to which output varies from time to 
time about the average. The argument is plainly not of 
~eneral application.. It only .pr~fesses. to apply to 
mdustries of increasmg return, I.C. In whICh the average 
cost of production per unit is diminished by an increase 
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in the scale of equipment and output. Moreover, it 
only in fact applies to certain of these industries. For, 
if the demand in bad times has an elasticity greater than 
unity, to force up price above the competition level will 
cause a reduction in gross receipts, and may cause a 
reduction in net receipts (i.e. gross receipts minus prime 
costs). It is more likely to do this, the more elastic 
is the demand for the commodity and the less rapidly 
average (and marginal) prime costs decrease with decreases 
of output. Plainly it is impossible for a policy of forcing 
up prices in bad times to encourage producers to in
crease the scale of their plant-and so to win for society 
diminished average- costs-where the conditions are such 
that this policy actually diminishes their net receipts in 
bad times. In conditions where the policy increases their 
net receipts in bad times, the case for price stabilisation is 
on all fours with the case for output stabilisation as set 
out in the preceding section. Competing producers left 
to themselves will not carry it so far as is socially 
desirable, and there is, therefore, a prima facie oppor
tunity for producers' associations, by collecting (virtual) 
taxes in bad times and giving (virtual) bounties in good 
times out of the proceeds, to improve on the natural 
Course of events. As before, however, they will not, in 
fact, be able to do this always. They are more likely to 
be able to do it the less elastic is the consumers' demand 
for the commodity in bad times and the more elastic it 
is in good times-i.e. in conditions converse to those 
contemplated in the preceding section. 

§ 9. We have thus studied separately the cases in 
which (I) average costs per unit of output are lower the 
less the extent to which output varies about the average, 
and (2) average costs per unit are lower the larger is the 
average scale of output. In the former case there is 
prima facie ground for stabilising production in some 
degree; in the latter for stabilising prices in some degree 
-policies which are mutually incompatible with one 
another. When the conditions are such that average 
costs are lessened both by diminished variability of output 
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and by increased average scale of output, no general 
solution of the problem presented is possible. Two 
forces are pressing in opposite directions, and nothing 
can be said of the result without a knowledge of their 
comparative intensities. Plainly it is less likely in these 
conditions that there will be any scope for socially 
advantageous intervention by producers' associations 
than it would be if average costs depended on one of the 
above factors only. 

§ 10. In the foregoing discussion I have tacitly 
assumed that producers are able correctly to foresee the 
sequence of good and bad times, and do not base their 
policy on exaggerated hopes or fears. In real life, how
ever, it may well happen that in periods of depression 
producers fall into an exaggerated despair about future 
prospects, reckon that the tide will never turn, and, conse
quently, are tempted to allow their plant to deteriorate
to blowout blast furnaces, let mines become flooded, 
let rubber plantations suffer from various sorts of ravage 
and so on-to a degree that the true facts of the situation 
do not justify. In other words, they may be tempted to 
spare themselves costs of upkeep in bad times in such a 
way that, when good times come again, very much greater 
costs have to be incurred to make good their neglect. 
Plainly such conduct is injurious to aggregate economic 
welfare. If in bad times the demand is inelastic, restric
tion of output then may, by lessening producers' losses, 
also mitigate this unwarrantable element of pessimism in 
their outlook, so may obviate the above results, and so 
indirectly augment aggregate economic welfare. In 
order that this should happen, it is not necessary, as it 
was in the conditions contemplated in the preceding 
section, for output to conform to the conditions of 
increasing return as there defined. Plainly there is here 
a new argument in favour of producers' associations that 
aim at stabilising prices (and so destabilising production). 
But, since it depends on the vagaries of producers' 
psychology, there are no means of gauging its quantitative 
importance. 
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§ I I. Let us next bring into account those indirect 
effects of different output policies which in § 6 were 
provisionally ruled out. There are two principa~ effe~ts 
of this class. First, relative stability of price carnes ~Ith 
it to all concerned relative certainty about future prtces. 
If a trader or manufacturer of finished goods can calculate 
with confidence what price is likely to rule in th.e future 
for his materials, he will escape the need of Insurmg 
against uncertainty, and so will have lower costs, which 
will be reflected in the final price of what he sells. This 
is a social benefit, but not a benefit for the producer of 
the materials. Secondly, relative stability of production 
reduces the extent to which employment fluctuates and, 
therefore, indirectly the average volume of unemploy
ment. This is obviously a social benefit, whether or not 
it is reflected in a reduction of the charges which the rest 
of the community have to bear for the relief of the unem
ployed; but it is not, except in a very remote and indirect 
way, a gain to competing employers. \Vhen account is 
taken of the former of these two indirect effects, the case 
for price stabilisation is strengthened: when account is 
taken of the latter the case for production stabilisation is 
strengthened. There can, I think, be little doubt that 
the latter effect is the more important of the two. 

§ 12. Finally, still neglecting other forms of inter
dependence between the demands of different times, 
which, for our present purpose, are unimportant, let us 
remove the assumption that the commodities under review 
are immediately perishable. The way is then open for 
the device of making for stock. It is evident that, when 
this device is practicable, economic welfare as a whole 
will be furthered by adopting it in a certain measure: 
by collecting produce into stock in years of good supply, 
when Nature is especially kind, and in years of bad demand, 
and selling it out of stock in years of bad supply and good 
demand. The extent to which it is desirable in the general 
interest that making for stock should be carried is, of 
course, different in different conditions. The process 
involves the cost of holding a certain average of stock idle 
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and further costs for housing, wastage and so on which 
vary with t~e ~ul~. of the co?,modity relativel~ to its 
value, with Its liabIlity to physICal decay, liability to fall 
out of fashion, and so on. The lower these costs are 
the further it is desirable th~t. the process should b: 
carried. When. supply condltl,?':'s are constant and 
demand varies, It pro~otes. ~tab!ltty of production and 
of price, toget.her wIth mstablllty of cons.umption adjusted 
to the instabIlity of needs. Thus there IS here no conAict 
between price stabilisation and production stabilisation. 
but a common po~icy promotes bo~h. This policy is not 
likely to be earned by the self-mterest of competing 
producers so ~ar ~s. is socially desirable; because these 
producers, as mdlvldual~, do not find reAected in their 
private gain~ any appre~lable pa:t of the indirect effects 
which it brmgs about m low~r.mg. costs of production 
(through the two ~orts of sta~tllsatlon), ~i",:,i~ishing the 
uncertainty of pnce-forecastmg and d,mlntshing the 
volume of unemployment. Here, therefore, associa
tions of producers, if they choose, have the power to 
benefit society .. A sir:>ilar benefit could be conferred by 
a public authonty whIch pu~chased for stock from pro
ducers in times of low public demand and sold out of 
stock to the public in times of better demand, and which 
carried this activity somewhat beyond the point where 
conditions of profit, taken by themselves, would call a 
halt. 



IV 

DISTURBANCES OF EQUILIBRIUM IN INTER
NATIONAL TRADE 1 

I. THERE are two quantities that playa central part in 
the trade between nations, say between England and the 
rest of the world, to be called here Other land. These 
are (I) the rate of exchange between English money and 
Otherland money, which we may express by the number 
of £s sterling that exchange against one dollar; (2) the 
real ratio of interchange between English stuff and Other
land stuff, which we may express by the number of 
units of some representative commodity made exclusively 
of English labour and materials which will exchange for 
one unit of some representative Other land commodity 
made exclusively of Otherland labour and materials. 

2. There are two sorts of equilibrium that are relevant 
to the trade relations of England and Otherland: ex
change equilibrium and full equilibrium. Exchange 
equilibrium exists if the sterling price of anything that 
enters into trade, the dollar price, and the rate of exchange 
between sterling and dollars are so adjusted that-cost 
of carriage being ignored-there is no opening for profit 
by buying anything for sterling, selling it for dollars, and 
converting the dollars into sterling, or by buying any
thing for dollars and proceeding analogously. Full 
equilibrium exists if also (I) in each country the numbers 
of workers of given quality are so distributed over 
different occupations that a common wage-rate rules 
everywhere, and (2) this rate is so related to the condi
tions of aggregate demand and supply that in the sum
total of all occupations employment is available for all 
would-be workers. 

1 Ectmomic JtnJrnal, September 192.9. 
4S 
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3. Let us suppose ourselves to start with a state of 

affairs in which full equilibrium rules. Such a state is, 
of course, always liable to be modified by temporary 
.. accidents." We are not, however, here concerned 
with these. Apart altogether from them there may also 
on occasions supervene what may be called once-for-all 
changes, that is to say, changes that maintain themselves 
from year to year and are not merely temporary. When 
a change of this type is superimposed upon a previously 
existing state of full equilibrium, the conditions mayor 
may not be such as to admit of a new state of full equi
librium emerging. In other words, the postulated new 
arrangement mayor may not be one that is capable of 
being maintained. This proposition, which is well 
illustrated by the problem of German reparation pay
ments, may be developed into a twofold study embracing 
respectively (I) the conditions in which a breakdown 
must occur, and (2) the form in which a breakdown, if 
it occurs, will manifest in various circumstances. I shall 
examine these matters, first as they would appear in a 
barter economy, and secondly in modern money dress; 
it being premised, for the purposes of this discussion, 
that the reparations-paying country is not free to cover 
its reparation debts by new borrowings abroad or by 
drawing upon resources which otherwise its citizens 
would have invested abroad. 

4. Under a barter economy Y's government may be 
obligated to hand annually to W's government either R 
units of linen (made in Y) or K units of cloth (made in 
W). If the obligation is in terms of linen, it can or 
cannot be fulfilled according as Y's government can or 
cannot raise annually from its citizens as much as R 
units oflinen. Whether it can or cannot do this depends 
prima facie 1 entirely on conditions internal to Y. If 
the obligation is in terms of cloth, it can or cannot be 
fulfilled according as Y's government can or cannot raise 
annually from its citizens enough linen to purchase in the 
market K units of cloth. This depends partly on how 

1 But d. post, § 6. 
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much linen Y's government can raise annually from its 
citizens-as before, a purely internal matter-and partly 
on how much cloth a unit of linen will purchase when 
Y's government is attempting, by sales of linen, to buy 
given quantities of cloth. 

5. It will clarify our ideas to set out in symbols the 
principal relevant quantities. Let B be the maximum 
quantity of linen that it is feasible for Y's government 
to raise annually from its citizens for reparation purposes. 
This quantity depends partly on the size and distribution 
of the national real income in Y; partly on the efficiency 
of its tax technique; partly on the attitude of mind of 
potential tax-payers, both generally and in relation to 
the justice of the reparation claims; and partly on the 
amount of revenue that the government is raising for 
various forms of real expenditure and for transfer expendi
ture. Let .p(l) be the quantity of cloth that I units of 
linen exported from Y avail to purchase. If then the 
stipulated annuity is R units of linen, it can be paid 
provided that B > R. If the annuity is K units of 
cloth it can be paid provided that there is any value of / 
between Band 0 in respect of which .p(l) > K. It is 
necessary to state the conditions thus, instead of postu
lating simply that .p(B) > K, because the nature of W's 
demand for linen may be such that, while B units of linen 
would not avail to buy K units of cloth, some quantity 
of linen less than B would avail to do this. If conditions 
of that sort prevail, Y's government may need, in order 
to fulfil its reparation obligations, to forbid all export 
of linen on private account and itself to sell abroad a 
quantity deliberately restricted with a view to securing 
a high price in terms of cloth. This, however, is an 
exceptional and improbable state of things-so long, at 
least, as we are considering Y's exports in general and 
not particular exports-and need not be studied further. 

6. If, apart from reparations, there is no trade at all 
between Y and W (the rest of the world), it is plain 
that the maximum annuity payable in linen, which Y's 
government can raise and hand direct to W's govern-
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ment, is the same whatever tariff policy W adopts. 
!he maximum annuity payable in cloth is not thus 
Ind~pendent of W's tariff policy; for, if W imposes 
dutIes upon imports from Y, the demand in terms of 
~loth of W's citizens for linen will be diminished, and 
In order to obtain a given quantity of cloth, Y's govern~ 
ment will have to provide a larger quantity of linen
the amount of the difference depending on the size of 
the duty and the form of W's demand for linen-than 
would otherwise have been necessary. If, apart from 
reparations, some trade would have taken place, this 
sha~p antithesis no. lo~ge,: holds good. For i.,,:!port 
duties Imposed by \V Will, III general, cause the citizens 
of Y to obtain, for a given amount of work, an income 
of things yielding them less satisfaction than the income 
of things they would have had if their exchange of linen 
against cloth had not been obstructed, and so will make 
the maximum levy in linen that their government can 
raise from them smaller than it would otherwise have 
?een. But in this case, as in the last, import tariffs 
Imposed by W will contract Y's capacity to pay much 
more seriously for cloth annuities than for linen annuities. 
. 7. An annuity system e~pr.essed in li.nen bre.aks down 
If R < B, that is to say, If It proves Impracticable for 
Y's government to collect from its citizens for payment 
abroad as much linen as the annuity requires. The 
breakdown manifests as a failure to solve Y's budget 
problem and cannot manifest in any other way. An 
annuity system expressed in cloth breaks down when 
there is no quantity of lin~n less than B that sulli~e.s to 
purchase K units of cloth III the market. If conditIOns 
are such that an advance beyond B in the quantity of 
linen offered would involve a nearer approach towards 
~he acquisition of K units of cloth-whether or not th~re 
IS any quantity of linen that would Yield that quantity 
of cloth-the breakdown may again be said to manifest 
as a failure to solve Y's budget problem; but, if they 
are s.uch that, in the neighbourhood. of B, an increas~ in 
the lInen offered involves a decrease III the cloth acqutred 
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-provided, of course, that there is no quantity of linen 
less than B that will yield K units of cloth-the breakdown 
is more properly described as a failure to solve Y's 
transfer problem. 

8. Under a money economy the reparations annuity 
will no longer be expressed in real terms, but in money 
terms: either as so much, say, German money (marks) 
or as so much foreign money (sterling). Plainly an 
obligation expressed in either of these forms may have 
any number of different real meanings according to what 
the purchasing power of marks in terms of linen, or of 
sterling in terms of cloth, may be. In order, therefore, 
to render our problem definite we must make some 
assumption about these purchasing powers. Let us 
suppose that the purchasing power of sterling in terms 
of cloth is fixed, so that a £ sterling may, for our pur
poses, be regarded as equivalent to a defined quantity 
of cloth. l As regards marks, three arrangements are 
possible. Under (I) no obligation is imposed on Ger
many as to the value at which it will hold the mark; 
under (2) Germany is obliged to keep the mark at a 
constant value in terms of linen; under (3) she is obliged 
to keep it at a constant value in terms of sterling. Repara
tions annuities expressed in marks have no meaning 
under arrangement (I), and will not, in fact, be arranged 
for, since Germany could render them worthless at will ; 
under arrangement (2) they are equivalent to annuities 
expressed in linen; under arrangement (3) to annuities 
expressed in cloth. Under all three arrangements 
annuities expressed in sterling are equivalent to annuities 
expressed in cloth. Reparation terms equivalent to linen 
and cloth annuities respectively break down precisely 
where reparation terms embracing actual linen and cloth 
annuities would break down. 

9. If, under a money economy, the conditions are 

1 Under the Dawes plan the fact that this assumption may in practice 
fail was recognised in a provision which allowed for adjustment in the size of 
Germany's gold annuity should the real value of gold change substantially 
-a proviso not present in the Young plan. 

E 
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such as to imply a breakdown, this may manifest in 
several different ways according to the form of the debt 
and the obligations governing Germ.an monetary p~l~cy. 
With a debt reckoned in marks, subject to the condItIOn 
that the mark price of linen be kept constant, the break
down can only appear as a failure on the part of the 
German Government to collect sufficient marks through 
taxes for delivery to Germany's creditors: there is, that 
is to say, a failure to solve the budget problem. 'With a 
debt reckoned either in marks or in sterling, subject to 
the condition that the mark-sterling exchange be kept 
constant-these two sorts of debt are, of course, precisely 
equivalent-a breakdown, if it occurs, must again appear 
as a failure on the part of the German Government to 
solve the budget problem-so long, of course, as the 
obligation to maintain the exchange is not violated. 
\Vith a debt reckoned in sterling, subject to no obliga
tion about exchange rates, or subject to an obligation 
in that matter which is violated, the breakdown may 
take a different form. The German Government is now 
free to obtain marks for reparations account ad libitum 
from the printing press, and thus, so far as money figures 
are concerned, is subject to no budget limit. This does 
not mean, however, that it is subject to no limit in 
respect of the real (linen) values which its money revenue 
represents. There is necessarily always a limit of this 
character. If the stipulated annuities involve a real levy 
that oversteps it, the breakdown manifests as a deprecia
tion in the mark exchange, so rapid that no quantity of 
marks will suffice to buy the required quantity of sterling. 
That is to say, it manifests as a failure to solve the transfer 
problem.1 

1, In so ~:lr as private German traders have sterling claims on foreigners, 
wlnle foreIgn traders have mark claims on Germany-the two SOrtS of 
claims off-setting one another at the old exchange Tate·-the fall in the 
~xchange creat:s a balance of sterling on Germany's private account which 
It may be poSSIble for the Government to use for reparations. If both 
sets of claims are in the same currency no balance either way is created. 
1£ German traders' claims are in marks and foreign traders' claims on 
Germany in sterling, the fall in the exchange creates a debit in sterling 
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10. We now turn to consider more particularly once
for-all changes that are able to maintain themselves; in 
respect of which, that is to say, a breakdown does not 
occur. Such changes fall into two main groups accord
ing as they arise out of (I) enduring alterations in the 
supply of England's money or of OtherIand's money, 
or (2) enduring alterations in the real demand of English
men (expressed in their stuff) for Otherland's stuff or 
alterations in the real demand of Otherland for English 
stuff. In the ultimate adjustment due to changes falling 
into the first group, it is clear that the real ratio of inter
change between England's and Otherland's stuff will be 
unmodified. In those due to changes falling into the 
second group this ratio will be modified in general; but 
it will not be modified in the special case where both real 
demands alter and the alterations balance. Thus, if 
England demands more of Otherland's stuff and Other
land demands more of England's securities, and the 
relevant quantities are suitably adjusted, the real ratio 
of interchange between England's stuff and OtherIand's 
stuff is unaltered in spite of the fact that the quantity of 
purchases and sales passing between them is increased.' 
It may perhaps be suggested that, in addition to the 
two types of once-far-all change distinguished above, 
there is a third type, namely, a decision by a government 
to force up the rate of exchange between its money and 
the monies of other countries in some defined proportion. 
Clearly, however, a mere decree by, say, the English 
Governmen t that a unit of sterling shall exchange for 
10 per cent. more dollars than before can accomplish 

on her priv.1te account, so that to the difficulties of the State there are 
added further difficulties of individuals. Cf. Graham, H Self-Limiting 
and Sell-Inflammatory I\lovements in Exchange Rates" (Quart. Journ. 
rif EconomiCi, February 1929, pp. 221 et seq.). 

1 It may be noted in this connection that the chief reason why the real 
ratio of interchange usually moves very little in the face of short-pert"od 
swings in the respective demands of England and Otherland for material 
commodities is that se<:urities and bankers' promises are used to swell the 
offer of the country whose supply of these commoditIes is temporarily 
contracted. 
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nothing. Measures must be taken to make the decree 
effective. It is these measures, not the mere decree 
that are responsible for Whatever happens; and a brief 
reflection shows that the only measures available consist 
in action designed to bring into play either factors that 
decrease the supply of sterling, or factors that increase 
the real ratio of interchange between English stuff and 
foreign stuff-by decreasing the demand for foreign stuff 
in terms of English stuff or by increasing" the demand 
for English stuff in terms of foreign stuff-sets of factors 
that have already been taken into account. 

II. At this point it may be well to insert a caution 
against possible misunderstandings. At first sight a 
careless reader may be tempted to suppose that a shift in 
the real ratio of interchange in favour of any country 
necessarily implies a gain to that country, and a converse 
shift a loss. This is not so. The real ratio of inter
change will be turned in a country's favour if, other 
things being equal, its demand for foreign goods falls 
off. If the cause of this change is improved capacity 
to make for itself the goods that it used to import, the 
country's position will be improved. But, if the cause 
is worsened capacity to make the goods that it used to 
export, its position will be worsened; unless, indeed, 
the foreign demand for these goods is so inelastic that a 
reduced sending of them abroad evokes in payment an 
increased (absolute) quantity of imports. If the cause 
of the fall in our country's demand for imports is a 
diminished desire on its part for these goods, unaccom
panied by any other change, the effects on the quantities 
of exports and imports will be the same as in the pre
ceding case, but, since the satisfaction yielded by a given 
quantity of imports will be smaller, the prospect of the 
country's position being, On the whole, improved will 
be less good. When the real ratio of interchange is 
turned in a country's favour, not through a decline in 
its demand for foreign goods, but through an expansion, 
whether due to altered productive efficiency or to altered 
desire, in the foreign demand for its goods, the position 
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of the country, regarded as a single homogeneous unit, 
is necessarily improved. But, should its demand for 
foreign goods have an elasticity less than unity, the 
enhanced foreign demand will cause the volume of its 
exports to contract; and, therefore, when account is 
taken of the fact that in real life countries are not homo
geneous units, but are divided up into different industries 
between which mobility is very imperfect, it may happen 
that the disorganisation caused in the country's export 
industries will do it more harm, in a wide sense, than 
the cheapening of imports does it good. 

12. \Vhen a once-for-all change of any of the sorts 
distinguished in section 10 has been superimposed upon a 
previously existing state of full equilibrium and its conse
quences have worked themselves out, a new state of full 
equilibrium (which, as we have seen, implies, as part of 
itself, a state of exchange equilibrium) will be estab
lished. To enable us to state the conditions implied in 
this equilibrium in a manageable form applicable equally 
whether the real ratio of interchange and the quantity of 
international trade are or are not altered, we must assume 
(I) that the law of constant costs rules in all English 
industries, so that a shifting of workers between them, 
within the range relevant to our problem, does not 
involve a change in the relative costs of producing their 
goods; and also (2) that, if a change in productive 
efficiency in England takes place, it is general to all 
English industries. These assumptions are not, of 
course, required when the disturbing cause is purely 
monetary, so that both the real ratio of interchange and 
the quantity of international trade are unaltered; but 
they are required to make possible, in a reasonably simple 
form, any generalised statement. 

13. At any assigned interval after the disturbing cause 
has begun to operate let us write as follows: 

the new sterling price of pure English 
goods divided by the old = 'p,; 

the new dollar price of pure English 
goods divided by the old = 'p,; 

export 

export 
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(6) 

(10) 

(II) 

(12) 
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the new sterling price of pure English import 
goods divided by the old = 'Pi; 

the new dollar price of pure English import 
goods divided by the old = 'Pi; 

the new sterling price of pure English home 
goods divided by the old = 'P.; 

the new sterling price of a mixed good made in 
England, comprising m units of pure home 
goods and n units of import goods, divided by 
the old = 'Pm; 

the new sterling wage in export-making indus
tries divided by the old = 'w,; 

the new sterling wage in pure home industries 
divided by the old = 'w.; 

the new rate of exchange (quantity of dollars 
purchased by a £) divided by the old = R; 

the new real rate of interchange (quantity of pure 
import goods purchased by a unit of pure English 
export goods) divided by the old = K; 

the new real rate of wage-to workers supposed 
to purchase pure home goods, pure import 
goods, and mixed goods (as defined under 6) in 
proportions a, b, c-divided by the old = W; 

the new marginal productivity of English labour 
(if there has been a general change in efficiency) 
divided by the old = E. 

14. The conditions necessary to exchange equilibrium 
are then satisfied, provided that 

'p, 'Pi R = -- =_. sp, sPa ' 
sp, dpe 

and K - -- --- 'Pi - 'p: 
These equations, so far as England is concerned, reduce to 

(1) 

(II) 
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\Vhen these conditions are satisfied, exchange eqUI
librium prevails. 

IS. In order that full equilibrium may prevail, the 
following further conditions, additional to the foregoing, 
must also be satisfied: 

'f> = 'p, . 

'P .. = ,p,{m + it 
m+n 

16. 'Where K = I, 
condition (II) reduces to 'Pi = 'p" 
condition (IV) reduces to 'P .. = 'p" 
and condition (VII) reduces to W = E. 

\\There E = I, 

condition (V) reduces to 'w, = 'p" 
condition (VI) reduces to 'w. = 'p" 

(III) 

(IV) 

(V) 
(VI) 

(VII) 

condition (VII) reduces to W = ( : + b : C + ~ 1 
a +-K +c. --

m+n 

Where both K and E = I, 

condition (VII) reduces to W = I. 

17. Now, whatever the caUSe of disturbance may be, 
it is clear that the rate of exchange and the relative 
sterling and dollar prices of any goods that enter regu
larly into trade between England and Otherland must, 
in all ordinary circumstances, become so adjusted to 
one another in a very short time in such wise that no 



56 ECONOMIC ESSAYS AND ADDl\£SSES 

special exchange profit or loss can be made by merchant
ing them. Apart from cost of carriage, the sterling 
price of any given batch of exports from, or imports to, 
England must, when converted into dollars, be equal 
to the dollar price of the same batch. This implies that, 
if we make up a batch of import goods and export goods 
mixed together, the sterling price of a dollar (i.e. the 
rate of exchange) cannot diverge appreciably from the 
sterling price of the batch divided by the dollar price 
of the batch. That is to say, the conditions of exchange 
equilibrium, namely, 

s _ I d 
'P, - R . 'P, (I) 

(II) 

will very rapidly be satisfied. But the satisfaction of 
this condition does not imply the satisfaction of the 
other conditions necessary to full equilibrium. These 
are likely to be achieved much more slowly, for the 
reason that they may involve alterations in money rates 
of wages-which are notoriously subject to friction-or 
the shifting of work people between different occupations, 
or both these things together.1 'When these other 

1 The nature of these shifts, of course, varies with the nature of the 
change, if any, that has come about in the conditions of real reciprocal 
demand. Thus, concentrating upon the effects produced in England, we 
must distinguish between (1) a rise in England's real demand for Othcr
land's stuff consequent upon an increase in England's desire for that stuff; 
(2) a similar rise consequent upon an increase in England's efficiency in 
producing export goods; and (3) a fall in OtherIand's real demand for 
English stuff, no matter how caused. The adjustment, which the new 
full equilibrium requires in respect of the quantity of England's exports, 
the quantity of her imports, and the number of her work people engaged 
in making exports, \.yill be different according to 'which of the above types 
of change has occurred, and also according to the form of the two reciprocal 
demand schedules. If the foreign demand for England's exports has 
fallen off, in the new equilibrium there will, in gentral, be fewer work
people than before in the export trades of England; and, if the foreign 
demand has expanded, more workpeople. In the special case in which 
England's real demand for OtherIand's stuff has an elasticity less than 
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conditions are known to be satisfied, we may fairly pre
sume that conditions proper to a new exchange equili
brium are also satisfied; but it is not legitimate to infer 
from the presence of exchange equilibrium that full 
equilibrium is established. The practical moral is that, 
when the so-called purchasing power parity analysis is 
used to test the claim that the full effects of a monetary 
disturbing cause have worked themselves out, we must 
not employ price indices confined to traded goods. 
Ideally, traded goods ought not to be admitted in any 
degree either directly or indirectly (through goods which 
embody traded materials) into the indices employed. 
This is, of course, impracticable. It is not, however, 
impracticable to employ price indices in which traded 
goods play relatively a small part, e.g. indices of retail 
prices embodying the wages of retailers in addition to 
wholesale prices. In so far as traded goods do enter 
into the indices employed, until full adjustment has 
actually been attained it will always appear to have been 
more nearly attained than it has been in fact. 

18. Next, diminishing somewhat the extensiveness 
of our inquiry, let us render it, over a limited range, 
somewhat more intensive. We have to contemplate a 
movement from one position of full equilibrium to 
another. The equations leading up to conditions (I) 
and (II) in section 14, when combined together, 

'p yield K = R . it-'. Let us, for the purpose of the present 
'1', 

argument, suppose that the price level in the countries 
other than the one in which we are primarily interested 

unity (t.g. perhaps if her imports are chiefly wheat), a fall in foreign 
demand will expand, and a rise contract, the number of England's work
people engaged in export industries. If England's demand for imports 
falls off because of diminished desire, there will be fewer men in England's 
export trades; in the reverse case more men. If England's demand falls 
off because of diminished productive efficiency, there will be fewer mcn 
engaged in those trades, should Otherland's demand have an elasticity 
greater than unity, and more, should it have an elasticity less than unity: 
in the reverse case opposite consequences will follow. 
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is fixed. This implies that 'Pi = I. Hence we have 
K 

K = R. 'p" or 'p, = R' But, from (III), 'p, = 'p.. 

Therefore 'P. =~. That is to say, if the real ratio of 

interchange is unaltered, the English price level both 
of pure export goods and also of pur~ hom~-goods-I 
shall call this henceforward the EnglIsh pnce level
will be unaltered, provided that the rate of exchange 
also is unaltered: should that be altered, the English 
price level will be altered in inverse proportion. Further, 
if the real ratio of interchange is altered, it is im
possible for both the rate of exchange and the Eng
lish price level to be unaltered; but the English 
price level will be unaltered if the rate of exchange is 
altered in the same proportion as the real ratio of inter
change, whereas, if the rate of exchange is unaltered, the 
English price level will be altered in the same proportion 
as the real ratio of interchange. Thus, on the assump
tions here taken, if an influence is introduced, which, 
left to itself, would move the real ratio of in terchange 
against a country, that country's price level can be 
prevented from falling if, and only if, either (I) a con
trary influence is invoked to prevent the real ratio of 
interchange from falling, or (2) the rate of exchange 
falls in the same proportion as the real ratio of inter
change. The most obvious way of invoking an in fluence 
to prevent the real ratio of interchange from falling is 
for the country affected to offer promises for sale abroad, 
thus causing the foreign demand for its stuff (including 
these promises) to rise. Thus, during and for a little 
time after the war, the excess purchases of the Allies from 
the United States were balanced by American loans; 
a.nd, over the period ~f the Dawes plan German repara
tion payments were SImIlarly offset by American loans. 
A like effect can be produced if the initiating cause of 
change is ~ fall in the foreign demand for, say, English 
stuff, and If England happens to be a country which, 
in the old equilibrium, has been accustomed annually to 
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make large investments abroad. The Government, by 
forbidding or suitably restricting foreign investme~t, 
that is, by preventing its citizens from purchasing certain 
sorts of foreign stuff, namely, promises, can cause the 
English real demand schedule for the sum-total of avail
able foreign stuff to fall; and, provided that the former 
normal scale of foreign investment was sufficiently large, 
to fall far enough to balance its own or its citizens' new 
requirements. There seems no reason why a new 
equilibrium attained in that way should not be perma
nent; but it obviously implies a contraction in the scale 
of English export industries. The same effect on the 
real ratio of interchange, unaccompanied by this last 
incident, can evidently be produced by government 
prohibitions against a sufficiently large category of 
imports. All the above devices were employed by 
several European Governments anxious to maintain their 
exchanges in the difficult period following the war. 
V,'hen an influence has been introduced that turns the 
real ratio of interchange against a country, and conditions 
are such that this influence cannot be offset by a cancelling 
influence, either the price level or the rate of exchange 
in the country must fall in such a way as to match the 
fall in the real ratio of interchange. Thus, assuming 
sterling and dollar prices to be constant, suppose that 
the real ratio of interchange, in consequence of the need 
for reparation payments, moves against Germany 10 per 
cent. This implies either a 10 per cent. fall in the 
German internal price level or a iO per cent. fall in the 
sterling value of marks, or a fall of a per cent. in the 
German price level plus a fall of approximately (iO-a) 
per cent. in the mark exchange. One or other of these 
things must happen. The idea that a reparation annuity, 
of a sort that turns the real ratio of interchange against 
her, can be provided by Germany out of its own resources 
-we have deliberately ruled out foreign borrowing-with
out marks becoming either less valuable in terms of 
sterling, or more valuable in terms of linen (i.e. German 
export goods) than they would otherwise have been is 
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illusory. One or other of these two changes is a neces
sary condition of the new equilibrium. If the German 
price level of German-made goods is maintained, the 
German exchange must fall; if the German exchange is 
unaltered, the German price level must fall. It is in the 
power of the German Government, by regulating the 
volume of its currency, to maintain either the mark 
exchange or the mark price level. It is not in its power, 
in the absence of foreign borrowing, to maintain both. 
Since in the actual arrangements for German reparation 
payments it is contemplated that the mark exchange 
shall be maintained at approximately 20 marks per £, 
it is necessary for the new equilibrium, when reparation 
annuities come to be paid, not out of borrowings, but 
out of Germany's own resources, that the volume of 
German money shall be contracted and German prices 
of German-made goods in terms of marks reduced below 
what, other things being equal, they would have been 
in the absence of reparation payments. 

19. In a perfectly frictionless world it would make 
no difference to a country-gains or losses to payers of 
fixed money interest being set off against losses or gains 
to receivers of it-whether a falling off in the foreign 
demand for its stuff, resulting in an adverse move
ment in the real ratio of interchange, manifested in 
the form of a drop in the rate of exchange or in that of 
a drop in the price level of home goods. In either case 
real incomes and real wages (so far as money wages are 
spent on imports) would be diminished; and in either 
case some workpeople would have to shift away from 
the export trades into home trades. Similarly, it would 
make no difference whether an increase in a country's 
demand for foreign stuff to provide reparations, leading, 
in like manner, to an adverse movement in the real ratio 
of interchange, manifested through a fall in the rate of 
exchange or through a fall in the price level. In thIS 
case real wages would fall while workpeople were shifted 
into the export trades. 'Nhether, over and above these 
things, money wages and money prices fell in a common 
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proportion would not matter. The actual world, how
ever, is not frictionless. The real movements, i.e. the 
fall in real wages and the shift in the distribution of 
workpeople. will neither of them take place smoothly; 
and frictional resistance to them is bound for a time to 
produce unemployment. When conditions are such 
that, besides the real movement, there is also a nominal 
movement-i.e. a fall in money incomes associated with a 
parallel fall in money prices-this movement, though it 
would, when completed, injure no one, will, nevertheless, 
also encounter friction. The sum-total of frictional 
resistance, and so of the unemployment that this generates, 
will, therefore, be pro tanto larger if the new equilibrium 
has to be reached through a fall in the price level than 
if it is reached through a fall in the rate of exchange. 
In any event the frictional resistance on the part of 
wage-earners, whether against a real wage reduction only 
or against a real reduction plus a further nominal one, 
is likely to be more substantial in industries sheltered 
from foreign competition than in industries exposed to 
it. In so far as this is so, the wage-earners in the 
unsheltered industries suffer an extra injury through 
having to pay" unduly" high prices for the things and 
services produced by their sheltered colleagues. If the 
State chooses it can, of course, obviate frictional resist
ance on the part of wage-earners-at all events for a 
time-by levying taxes on non-wage-earners and using 
the proceeds in wage subsidies sufficient to prevent either 
a real or a nominal fall in rates. 



v 

THE STATISTICAL DERIVATION OF 
DEMAND CURVES 1 

I. FOR the purpose of this study demand curves are 
conceived as stating the quantities of a commodity that 
a market will buy during a short interval, say a year, 
in response to different average prices proper to the 
interval. \\' e thus tacitly assume that variations of price 
within the interval have no significant effect and that, 
for practical purposes, the average price proper to the 
whole interval may be regarded as if it were also the 
actual price proper to each part of it. Provided that our 
intervals are made reasonably short, no serious error is 
likely to result from this simplification. 

2. In the preceding paragraph the phrase, the price 
"proper to" a given interval, must be understood in a 
special sense. It sometimes happens that the prices 
recorded for, say, a particular week are not the prices 
at which the things that have changed hands in that 
week, and so come into the record of quantities, have 
actually been sold. The bulk of the money has changed 
hands as a result of contracts made some time ago at 
prices ruling then or at "future" prices anticipated 
then. \Vhen this happens there is no direct connection 
between the price recorded for the week and the quantity 
of sales recorded for it. For constructing demand 
schedules there ought to be set against the quantity the 
price at which the items included in it were, in fact, sold. 
It is this, and not the contemporaneous recorded price, 
that constitutes the price" proper to " any given interval. 
Detailed knowledge of the arrangements under which 
particular commodities are marketed is needed to reveal 

1 EC(11JtJmic Journal, September 1930. 
6. 
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this price; and, when, in lack of such knowledge, con
temporaneous recorded prices are used, error may result. 
The risk of this is obviously greatest when price-quantity 
records over a succession of very short intervals-e.g. daily 
or weekly intervals-are employed. Provided, however, 
that our intervals are made reasonably long, e.g. if annual 

,.IIverages of quantities and prices are used, it may be 
(hoped that, for most ordinary commodities, errors due 
, to this cause will not be large. In what follows it is 

assumed that we are concerned with commodities in 
which the recorded prices for our intervals may be 
regarded as the prices proper to them, or, failing that, 
that detailed inquiry has enabled us to substitute the 
.. proper" for the recorded prices. 

3. The definition given in the first sentence of this 
article makes the demand curve relevant to any interval 
connect prices and quantities in that interval without 
reference to anything outside it. Thus we must not 
say that the demand curve at any time is one thing from 
the standpoint of a short period and another thing from 
the standpoint of a longer period. If the price P, of a 
first interval has fallen in a second interval to P., and 
has been held at that level in the third interval also, and 
if, as a consequence of the price situation, the quantity 
purchased is greater in the third interval than in the 
second, this fact must be expressed by saying that the 
low price in the second interval has reacted to make the 
demand curve in the third interval higher than it would 
otherwise have been. In every interval there is a single 
definite demand curve, no matter by what process it 
has become what it in fact is. l 

4. One further preliminary point must be made clear. 

1 It should be noticed that, if a definition of this type is employed in 
dealing with problems of tax incidence, the fact that the position of the 
demand curve in one interval may be affected by the price that ruled in a 
prior interval makes it necessary to use a more complex formula for deter
mining the relation between taxes and resultant price changes than would 
have been necessary had our demand curve stated the relation between 
prices and quantities when a sufficient time is allowed to admit of their 
being fully adjusted to one another. 
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When it is said that there is, in respect of any com
modity, a single definite demand curve for each interval, 
this must not be taken to imply that the qu~ntity de
manded is a function of the price of that commodity 
and of nothing else whatever. It may also be a fu>~ction 
of the conditions of supply of several other things. Rut, 
in respect of each interval, these conditions are pre
sumed to be constant. More commodiously, if t be 
the distance of any interval from some basal moment, 
we write, ignoring the fact that our intervals are in 
practice of finite duration, X, = ",(p" t). In respect of a 
given interval t has some constant value, say T; and, 
when this is given, all the other conditions relevant to the 
quantity demanded, except only the price of our com
modity, are conceived as frozen solid. So interpreted, 
the statement that there is, in respect of our commodity, 
a single definite demand curve in respect of each interval 
is true, no matter how many substitutes and so on there 
may be for it. 

S. The nature of our demand curves being thus under
stood, it is evident that the whole of what statistical 
studies can accomplish directly is to give us a single 
price-quantity relation in respect of each interval; that 
\s to say, a single point on the demand curve appropriate 
to each interval. The data by themselves yield this and 
nothing else whatever. It is, therefore, impossible to 
derive the demand curve as a whole or any part of the 
demand curve (save the single given point) in respect of 
any interval unless we marry to the statistical data some 
hypothesis or hypotheses external to them and derived 
from elsewhere. The purpose of this paper is to study 
certain hypotheses between which and the data marriage 
may be expected to be fruitful. 

6. Before the main problem is attacked it will be well 
to make clear what is meant by the derivation of a demand 
Curve from statistics in an ideally simple case where 
none of the complications of real life are present. Sup
pose, per impossible, that we have, not one price and 
quantity, but a number of different prices and quantities 
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all relating to the same interval; or, what comes to the 
same thing, Suppose it to be known a priori that the 
demanJ curves of all our intervals are exactly alike, so 
that our price-quantity data refer to the same demand 
curve, and all the points of which they are co-ordinates 
lie on this curve. Even now the data by themselves do 
not enable us to derive the curve; for we have no evidence 
about the part of it that lies beyond or between the 
observed points; and there are an infinite number of 
ways in which a line can be drawn joining any two 
points.1 \Ve, therefore, need some hypothesis which 
will enable us to infer unknown points from known 
ones. Nobody seriously contends that any plausible 
hypothesis is available for purposes of extrapolation: 
that is, for making inferences about the part of the 
demand curve which lies at any substantial distance 
beyond the region over which observations are available. 
But over the region in which our observations lie there 
is a plausible hypothes~s available. This is that the rate 

at which the ratio pnc~ changes is not likely itself to 
quantIty 

change by sudden jumps; in other words, that the 
demand curve, when drawn out in a figure, is likely to 
have a smooth and not a kinky appearance. This implies, 
further, that the par: of the curve joining any two points 
that are very close together will not differ appreciably 
from a straight line. On this basis what we have to do 
is to draw a free-hand line between all the known points 
in such a way as to make it as smooth and as little jerky 
as possible. The result should be an approximation to 
the actual demand curve. If we are given a great many 
points fairly close together, all plausible drawings of the 

1 It is this fact which Professor Schultz has in mind when he writes: 
H In order to derive an unequivocal coefficient of elasticity, we must first 
derive the equation to the demand curye " (StatiJtical LawJ oj Supply and 
Dfmand, p. 14); that is to say. we cannot derive the elastidty at any 
point from our knowledge of that point and of other points at however 
small a finite distance from it until we know the course of the curve 
between the points. 

F 
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curve will be very much alike. But, if there are any 
substantial gaps in the range of observations, <llternative 
curves differing appreciably from one another may fit 
the facts almost equally well. V,e are then only entitled 
to say that the actual demand curve over the range of 
observations lies somewhere between specified limits. 
In the former case, to put the matter otherwise, our 
inferred demand function is subject to a small, in the 
latter to a large probable error. 

7. In real l:fe there is, in general, no warrant for the 
hypothesis that the demand curves in the different 
intervals for which data are available are all exactly alike. 
Such a state of things is obviously very improbable 
a priori. Moreover, if, with respect to any ordinary 
set of data, we tentatively postulate it and proceed to 
construct the demand curve proper to it, the nature of 
the results will often show a posteriori that the hypo
thesis is not appropriate. This will be so if, as may 
well happen, no curves except such as contain violent 
twists and turns can be made to pass through all the 
observed points. In short, in all ordinary cases in real 
life the demand curves in our different intervals must be 
presumed to be different. 'While retaining the hypo
thesis that the demand curve for each interval is smooth 
and not kinky, we require then, if our statistical data are 
to yield any result, some new hypothesis or hypotheses 
in place of the hypothesis that the curves for all the 
intervals are exactly alike. 

8. The simplest hypothesis, which, when it fits the 
facts, completely serves our purpose, is that the differences 
between the demand curves in different intervals are all 
of a sort that can be definitely known and calculated. 
Thus, if between two given intervals population alters 
in a defined proportion, while real income per head 
remains unaltered and monetary arrangements are such 
that money income per head is also unaltered, and if 
nothing else whatever relevant to the demand curve for our 
commodity takes place, the demand curve in the second 
interval must lie throughout its course at One (the same) 
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horizontal distance from the demand curve in the first 
interval, and this distance must be such that the quantity 
associated with any given price in the second interval is 
equal to the quantity so associated in the first interval 

It' I' db th fi t' population in the second interval mu Ip Ie y e rae Ion .. fi' • 
populatIon In the rst mterval 

Thus, if that fraction be m and if X'l and x'. be the 
quantities in the demand curves proper to any two 
intervals that are associated with any price p, then 
x'. = mx'l' Let p" P. and so on be the prices and 
x" x, and so on the quantities actually observed for the 
successive intervals. It follows that, from the quantity 
observed in the second interval in association with the 
price p., we can infer the quantity that would be associated 
with the price P. in the demand curve of the first interval; 
and similarly for the prices p., p, and so on. The demand 
curve for that interval can then be derived in the manner 
described in the preceding section; and, when this has 
been done, the demand curve for any rth interval can 
also be derived by multiplying the quantity associated 
with each price in the demand curve of the first interval 

b th f t· population in the rth interval It . 
y e rae Ion .. fi' I' IS easy populatIOn In the rst Interva 

to see that, if population and real income per head remain 
stationary, but the general level of prices is altered 
through currency movements, an exactly analogous 
method of derivation is available. The price in any rth 
interval being p, and the quantity x" the price on the 
demand curve of the first interval associated with a 
quantity x, must be p, multiplied by the fraction 
general price index in the first interv~1 Th th d-

general price index in the rth interval' us e e 
mand curve for the first interval can be derived: and in 
like manner the demand curve for any other interval. 
This derivation, it should be noted, is only satisfactory 
when conditions are such that no important changes in 
the general price index are taking place otherwise than 
in consequence of currency changes. Subject to this 
condition, it is further easy to see that, when both the 
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above causes of change are at work, the two preceding 
methods of derivation can be combined. It may be 
added, as a point of interest, that, when the population 
factor alone is in play, the elasticity of demand must be 
the same in the demand curves for all the intervals in 
respect of any assigned price: when the currency factor 
alone is in play, the elasticity must be the same in all of 
them in respea to any assigned quantity: when both factors 
are in play, neither of these propositions is true. 

9. In real life it is very improbable a priori that the 
demand curves in a number of successive intervals (of 
appreciable length) for a commodity taken at random 
will differ from one another solely on account of causes 
whose effects can be calculated from facts external to 
the commodity in the manner described in the preceding 
section. Nor have we to do here with a mere vague 
general improbability. \Ve know for a fact that many 
causes quite different in type from those so far described 
are frequently at work. First, in respect of commodities 
of a kind for which people can, if they will, postpone or 
antedate their purchases-and this is true in some degree 
of most commodities-the demand curve of one interval 
may differ from that of another because in the one 
interval people's expectation about what is going to 
happen to prices and production in the future is different 
from what it is in the other. If, for example, they think 
that a duty will probably be put on motor-cars, this will 
stimulate them to buy now; if they think that a duty 
will probably be taken off, that will stimulate them to 
hold their hand. This, of course, applies not only to 
dealers, but sometimes to ultimate consumers as well. 
Secondly, in respect of commodities that are rivals or 
complements to other commodities, the demand curve 
of our commodity may be different in different intervals 
because the supply conditions of the rivals or comple
ments are different in the two intervals. Thirdly, pro
ductive technique in general, and therewith real income 
per head, may alter. Since, when a man becomes better 
off, he does not simply increase his purchases of all things 
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in equal proportion, this implies that his demand curve 
for most particular things in terms of things in general 
is altered. With the currency so adjusted as to keep 
the general level of prices unchanged, this means that 
the demand curve as expressed in money for most 
particular things is altered correspondingly. The kind 
and degree of alteration that takes place will be different 
for different commodities and cannot possibly be deter
mined lZ priori. Fourthly, the distribution of purchasing 
power may change in a progressive manner in favour of 
the poorer as against the richer classes. This must 
imply a relative constriction in the demand for expensive 
luxuries and a relative expansion in that for mass-comforts. 
Fifthly, people's tastes may alter.. Professor Schultz, 
for instance, believes that there I as been for a long 
period a growing taste for sugar .n the United States. 
Obviously this implies a series 0.1 divergencies between 
the demand curves of successive intervals of a sort that 
cannot be calculated lZ priori. :Jastly, tastes remaining 
unaltered, the distribution of pI: -chasing power may be 
changed in ways that favour c r injure groups among 
whom the taste for our comm. ,dity is especially keen. 
The demand curves will be affected by this sort of 
change in the same manner as they are by alterations in 
tastes. In view of these facts it is obvious that the 
method of deriving demand cun es described in the pre
ceding section is not adequate to the conditions of real 
life. If confirmation of this conclusion is needed, we 
have only to apply the hypotheses of that section to a few 
sets of statistics. The resultant demand curves will be 
found to embody twists and turns so violent as to leave 
no doubt that these hypotheses are not applicable. 

J o. In recent years a number of writers, recognising 
these facts, have attacked our problem. Professor l\100re, 
Dr. Schultz, Professors \Varren and Pearson and Dr. 
Leontief have made notable contributions on these lines. 
I do not propose here-nor indeed am I qualified-to 
examine in detail this important pioneer work. A little 
must be said, however, about some of the methods 
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employed. In his Statistical Laws oj Demand and Supply 
Dr. Schultz, examining more particularly sugar statistics, 
employs two methods which he names respectively the 
method of link relatives and the method of trend ratios. 
The method of link relatives may be set out thus. The 
link relative of cons\.'f~ption for any year is obtained by 
dividing the consumption of that year by the consumption 
of the preceding year; and the link relative of price is 
obtained in the same way. Points are then set in a 
system of rectangular co-ordinates, the co-ordinates of 
each point being the link relative of price and the link 
relative of consumption for the relevant year. A straight 
line is then fitted to these points on the assumption that 
the reason why any points fail to fall on the line is that 
they are subject to vertical and horizontal errors, the 
two sorts being of equal importance. The equation of 
the line so obtained is the law of demand in terms of 
link relatives. From this the law of demand for any 
given year in absolute quantities-i.e. the demand curve
is readily derived by a simple substitution.1 The method 
of trend ratios proceeds on the same lines, save that here 
the fundamental data are the ratios of consumption and 
prices in each year to their respective trends. This 
method has the disadvantage that, if the movements of 
consumption and of prices are both perfectly smooth, 
being brought about, for example, by a steady improve
ment in technique in the face of constant conditions of 
demand, it will necessarily fail: a paradox from which 
the rival method is free. It is plain that both these 
methods require for their justification the assumption 
that the demand curves may be treated without serious 
error as straight lines and that their movements conform 
to certain conditions. It is not, however, easy to make 
explicit precisely what these conditions are. A mathe-

I, Statistical Lauos oj Demand, p. 41. I am not clear as to the relation 
whICh Dr. Schultz conceives to hold between this demand curve and what 
he calls the" static" demand curve of l\hrshall's analysis. He cautions 
the :eader against regarding the two as equivalent (p. 94); but in his dis
cuman of taxation in rart III of his book. he himself appear:i 50 to regard 
them. 
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mati cal machine is grinding out results; but the exact 
nature of what was put into the machine at the beginning 
is, at all events to non-expert readers, somewhat obscure. 
This is true in a still higher degree of the more com
plicated method of deriving demand curves employed in 
his interesting article in the Weltwirtschajtliches Archiv 
of July 1929 by Dr. Wassily Leontief. Without ven
turing on further criticism, I desire here to suggest a 
method more tentative and less mechanical in character 
than those which I have been describing, in which the 
assumptions made are precisely stated and a rough 
judgment about the reliability of results is easily reached. 

II. The basis of this method is an elementary pro
position in geometry. Suppose that we are given three 
points with co-ordinates (P" x,), (P., x,), (Pa, xa); and 
that three parallel straight lines equidistant from one 
another vertically (which implies also horizontally) have 
to be drawn to pass through these points. 

Write d, = p, - P2 
d. = P2 - Pa 
CI = Xl - X2 
C2 = Xz - Xa, 

Write also a, and a2 for the vertical distance of the first 
line above the second and of the second line above the 
third. Then the slope of the lines 

= ± d, - a, _ 

'. 
This is obviously equal to 

± d, - 0,. 
'. 

± (d. - 0,) -jd. - a.) = ± (d, - d.) - (a, - a2). 
C1 - C2 'I - C2 

Thus two triads of lines can be drawn through our three 
points, the slope of the lines in each triad being equal 
numerically but of opposite sign. If now we add the 
requirement that the lines passing through the three 
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points must be inclined negatively, only one triad is 
possible, namely, that one of the aforesaid two whose 
slope is negative, that is to say, the one whose slope is 

Cd, - d,) - Ca, - a,) - . 
'. - c2 

n'h . d d - d. V\I en a1 - Qz = 0 thIS re uces to - 1 2, no 
'I - (2 

matter what the value of the as may be. In these con
ditions, then, the slope of all the lines in the triad equals 

d, - d, When (a, - a,) is positive, the slope is 
'1 - (2 

. I d-d. numenca Iy < -' '. 'When (a1 - a,) IS nega
(1 - '2 

tive, the slope is numerically > _ d, - d,. That is 
'1 - ea 

to say, when the curve proper to the third interval is 
further to the left of, or less to the right of, that proper 
to the second interval) than, that proper to the second 

interval is 'of that proper to the first, the formula _ d, -d, 
, ~-~ 

under-states the numerical value of the slope of the 
curves: in the converse case it over-states it. 

12. Now it is obvious that this piece of geometry can 
have no relevance to the problem of deriving demand 
curves unless we are entitled to assume that these demand 
curves, over the range covered by our observations, 
either are, or are related in a definite manner to, straight 
lines. It does not seem likely that many demand curves 
actually are straight lines; for this implies that the 
change of I d. in price per unit is associated with the 
same absolute change in quantity purchased whether the 
price we start from is six pounds or six pennies. It is 
much more plausible to hold that an equal (small) per
centage change in price is associated with the same 
percentage change in quantity purchased whatever (over 
the relevant range) is the initial price. In other words, 
it is much more plausible to hold that our curves (over 
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the relevant range) are constant-elasticity curves than 
that they are straight lines. Indeed it is a priori probable 
that over small ranges demand curves do, in fact, usually 
approximate to constant elasticity curves. Now it so 
happens that the constant elasticity curve, though, of 
course, it is not a straight line, is related in a precise and 
definite manner to a straight line. For, if price be 
written p and quantity purchased x, the elasticity of 

demand in respect of a purchase x may be written d~.llog x. 
ogp 

Hence, if this elasticity is constant, a curve drawn with 
the logarithms of quantities purchased as abscissre and 
the logarithms of prices as ordinates will be a straight 
line. This fact has been made use of by Dr. Leontief 
in the article cited in section ro. 

r 3. In order that our piece of geometry may be brought 
successfully into play, it is necessary, however, not only 
that the curves in any triad shall be straight lines, but 
also that (I) they shall be parallel, and (2) that the 
distance between the first and second and between the 
second and third shall be equal. The logarithmic lines 
will be parallel if the elasticities of demand (assumed 
constant over the relevant range) are the same in each 
of the three successive intervals. It is not unreasonable 
to suppose that, with moderately short intervals, this 
condition will often be approximately satisfied. The 
condition of equi-distance between the first and second 
and between the second and third curves will be approxi
mately satisfied if and in so far as the state of demand is 
changing under the influence of causes that act in a 
continuous and gradual manner. Strictly, it will be 
noticed, equal distances between successive curves imply, 
since our curves are logarithmic, increasing distances 
between the demand Curves in non-logarithmic form from 
which they are derived. But, with small intervals, the 
difference between equal percentage and equal absolute 
distances is very small. Of the causes examined in 
section 9 some are likely to operate as a general rule in 
this way; but others, notably shifts in expectation about 
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the relation between the future and the present prices 
of the commodity directly concerned, are likely ta 
aperate sporadica!ly. \\'hen .ca';lses of the latter type are 
in play the conditIOn of eqUl-dlstance between the first 
pair and the second pair af lines in our triad is likely 
to be very seriously violated. 

14. The method of deriving demand curves which I 
am proposing may now be set out. First make tables, 
for the successive intervals given in observation, of (I) 
the logarithms of observed prices and (2) the lagarithms 
of observed quantities. Secondly, writing P., p" etc. 
for the successive prices, and x" x" etc. far the successive 
quantities, calculate 

(log XI - log x.) - (log x. - log xa) 
00 g PI - log P2) - (log P. - log i~) 

and place the result against the third interval; calculate 

(log x. - log x.) - (log Xa - log x.) 
(log P2 - log P.) - (log P. - log P.) 

and place the result against the fourth interval; and so 
on for all the intervals. \\'hen in respect of any interval 
the figure obtained in this manner is positive, it cannot 
measure the elasticity of demand far the relevant triad; 
a swing in demand must have occurred between the 
second and third intervals widely different from that 
which occurred between the first and second. \Vhen 
the figure attained is negative, it may measure this elas
ticity. If the distances between the first and second 
and between the second and third lines of the logarithmic 
demand curves as they actually exist in real life are equal, 
it does measure it. For example, if all other things, 
including real income per head, are unchanged over the 
period covered by any triad of actual curves, and if 
population and (or) maney income per head change in 
the same proportion-sa that their logarithms change 
by the same absolute amount-between the first and 
second and between the second and third intervals, the 
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figure that emerges is the, and the wiqy of demand. 
Nothing would be gained by ~tled to pl.the original data 
for population and currency chahe abo~fore manipulating 
them. If the demand curve mm I sjess towards the right 
or more towards the left in the Sl ond half than it does 
in the first half of our triad, the figure that emer ges is 
less than the true elasticity of de-nand: in the converse 
case it is greater than the tn"~ elasticity of dem'lnd. 
Thus, if, other things being ~'lual, population or money 
income per head is increasing at a constant absolute 
rate, which implies a decelerating geometrical rate, our 
figure will slightly under-estimate the true elasticity of 
demand; and by employing data corrected for popula
tion and general price changes we shall obtain a figure 
which will be slightly larger and, pro lanli), more correct. 
As a rule, for most sets of these successive demand 
curves there is likely to be some disturbance consequent 
upon discrepant swings of demand as between the two 
pairs of intervals. We cannot tell a priori what degree 
of disturbance has occurred in respect of any given set; 
though, for certain periods, for example those during 
the course of which an expectation of change in the 
rate of duty imposed on the commodity concerned has 
emerged, considerable disturbance may be looked for. 
When, however, we bring into account all our figures 
together, useful results may sometimes be obtained. 
The table of calculations taken as a whole may, indeed, 
reveal conditions so chaotic that no inference about the 
form of the demand curve can safely be drawn from it. 
If, however, the negative figures constitute a large 
proportion of the whole, if a large number of figures 
obtained are grouped together fairly closely, and if 
there are no indications of a substantial trend of 
increase or decrease, it is probable that throughout the 
o bserved period the form of the demand curve has been 
substantially similar and that the elasticity of demand 
lies within limits that can be specified. In other con
ditions the table will suggest that alterations of form 
have taken place about which something definite can be 
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said. It shouetween the f,illat. since a given swing in 
the d~mand cuJity dire(' the price relat~d to ~ given 
quantlty--and the'". W.ty rdated to a gIven prIce-by 
some absolute amOln olthe resulting proportionate error 
is likely to be very r.rge when the differences among 
either the observed prices or the observed quantities in 
a set of these demand .::urves are very small. Hence it 
will be well to suspect :he witness of sets of this kind 
ant! to prefer that of sets \. here both the observ~d prices 
and the observed quantities differ substantially among 
themselves. I suggest then that, in tables obtained in 
the way proposed above, all positive figures should be 
ignored and also negative figures that are seriously sus
pect on the ground just indicated. On ~he assumption 
that the (logarithmic) demand curves of all the intervals 
are parallel straight lines, each of the figures in the final 
column may be regarded as an .. observation" of the 
elasticity of demand, subject to an .. error" due to a 
deviation from equality between the distance of the 
second logarithmic demand curve from the first and the 
distance of the third curve from the second. I t is not, 
however, to be expected that the errors in this type of 
observation will be distributed in accordance with the 
normal law. Hence a mechanical treatment of them is 
not warranted. More particularly, in view of the fact 
that some of the observations with which we are pro
posing to work may easily, on account of" error," show 
a very large (negative) elasticity, while none can show an 
elasticity numerically less than 0, no especial significance 
can be attached to the arithmetic average of these observa
tions. The following procedure is probably as little 
unsatisfactory as any other. Find the limits within 
which half of the unrejected observations lie. If the 
whole table shows a reasonably narrow range of scatter, 
and if the proportion of observations which has had to 
be extruded is small, the elasticity of demand may be 
expected to lie within this limit, and a figure in the neigh
bourhood of the median is more likely to be right than 
one far from it. The larger the proportion of positive 
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'fJc' :s in the original table and the wider the scatter, 
S' • Itess confidence are we entitled to place in Our results. 

15. It remains to illustrate the above method in prac
tical working. For this purpose I shall apply the method 

TABLE I 

Col. I. Col. II. Col. III. Col. IV. Col V. 
Log. of total 

Excesa of Exees. of consumption each year', Log. of 'Sew 
each year's Elalticityof 

(in thousands York whole- demand, i.e., 
of short tons) 

prede<:essor 
sale price in predecessor 

Jr - 4.+1 
of sugar in 

over iudi, 
cents per Ibs. over iuelf, 

the U.S.A. d.. ' .. '. Cr + t 

189" 3'21854 0'7<)036 
1891 3"3 255 2 -o'I0698 0'66661 0'I2375 
1892 3'31723 0'00829 0'638"9 0'02852 -7'210 
1893 3'32<)00 -0'01237 0-68502 -0'°4693 0'273 
1894- 3'35 295 -0'02335 0'614<)0 0'070I2 -0'°93 
1895 3"33925 0'01 37° 0'61826 -0'00336 -0'504 
18¢ 3'34'+3 -0'00218 0'6;629 -0'03803 0'4s8 
1897 3"36530 -0'02387 0'65350 0'00279 -0'53I 
1898 3"35083 0'OI447 0'~;92 -0'04242 -0'848 
1899 3"36680 -0'OI597 0'~188 0'0°4°4 -0'655 
1<)00 3'39550 -0'0287° 0'72591 -0'°34°3 0'334 
1<)01 3'42439 -0'02889 0"70329 0'02262 -0'003 

I<)OZ 3"45 849 -O'03oP° 0'6+885 0'05444 -0'163 
. 1<)03 3"45576 0'00273 0'66033 -o'oI748 -0'512 

1<)04 3'49122 -0'03546 0'6787° -0'01237 -7"469 
1<)05 3"4~53 0'02I69 0'72066 -o'o4 I 96 -r931 

1<)06 3"50623 -0'0367° 0'65466 0'06600 -0'54° 
1<)07 3"5 2543 -0'01920 0'66736 -0'0127° -0'222 

1908 3"55242 -0'02699 0'~522 -0'02786 0'51 3 
19"9 3'5 621 7 -0'00975 0'67806 +0'017I6 0'382 

1910 3"57426 -0'01209 0'6¢;J -0'oI847 0'064 

19II 3'574+9 -0'00023 0'7 2 795 -0'031 42 -0'9I 5 
1912 3'59384 -0'01935 0']025 Z 0'02543 -0"336 
1913 3'62242 -0'02858 

I 
0'63 124 O'07I28 -0'201 

1914 3'624+9 -0'00207 0'67°52 -0'03928 -0'239 

first to two sets of figures collected by Dr. Schultz. 
My object being merely to illustrate a method, these 
figures are taken as they stand, and the question whether 
the recorded prices are rightly treated as " proper" prices 
in the sense of section 2 is not raised. I have taken 
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account of all negative figures and do not employ the 
further refinement, suggested above, of rejecting the 
witness of triads yielding such figures that I have called 
above suspect. Table I is derived from Dr. Schultz's 
table 1 giving the total consumption and the money price 
of sugar in the United States; and Table II from his 
table 2 giving the consumption per head and the real 
price (i.e. money price corrected by an index of general 
prices) for the same. 

In Table I, Column V contains positive values opposite 
the years 1893, 1896, 1900, 1908, 1909 and 1910. 
In every case except that of 1909 the positive value is 
consequent upon both the price-difference and the quan
tity difference being negative. This suggests that there 
has been manifest a general tendency towards an acceler
ated upward movement of the demand curves; and this 
suggests in turn that any figures derived on the assump
tion that the distances between the curves proper to 
adjacent intervals are constant will exaggerate the elas
ticity of demand. Of the 17 figures with negative signs 
in Column V the maximum (numerically) is - 7·474 
and the minimum - ·003. The middle figure (median) 
is -.512. More than half the negative figures-the 
nine middle figures-lie between -·222 and - ·655. 
The median of the negative figures for the years 1890 
to 19°2 is -.531 or -.512: for the years 1903 to 
1914 it is - ·686. 

In Table II the figure in Column V is positive for 
1893, 1896, 1900, 1904, 1908 and 1909. Most of 
these years are the same as those that give positive 
figures in Table I. Of the I7 negative figures the 
maximum (numerically) is - 3· I 14 : the minimum 
- ·035. The median is - ·409. The middle nine 

negative figures lie between - ·218 and - ·535. The 
median of the negative figures for the period 1890 to 
1902 is - ·535 or - .4°9: for the period 1903 to 1914 
it is -·359. 

1 Statuti,41 Laws of Dnna1Jd a.d Supply, p. 213. • Ibid., p. z [4. 
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There is no notable difference between the results 
obtained from the uncorrected and those obtained from 
the corrected data, Nor, on the whole, is there sufficient 
ground for holding that the elasticity of demand for 

TABLE II 

Col. !. Col. 11. Col. III. Col. 1\'. Col. V. 
Log. of price Eluticity of 

Log. of per Excen of per lb. cor- Excen of demand, i_~. 
caput con- each year's reeted by each year', dr J..+ 1 lumption predecessor general in- predecessor 

in lb •. over itself, 4. del; number. over itsdf, Cr- ("'---(r+l 

-
18<)0 I'72263 0'82236 
1891 1" 821 5 1 -0'09888 0'70424 O'II8I2 

1892 1'80482 o'oI669 0'70 355 0'00069 -0'984 
1893 1'80889 -0'00407 O'7J1<)O -0'02835 O'7I4 
1894 1'824 1J -O'OI524 0'71675 V'OISI5 -0'256 
1895 1'80209 0'022°4 0'71357 O'OOlIS -3';<4 
1896 I'79588 O'OO62I O'7709J -0'05736 o'26I 
1897 1'8Il58 -O'OIS7° 0'76827 0'00266 -0'365 
1898 I'78888 0'0227° 0'79120 -0'02293 -rSOI 
1899 1'79657 -0'00769 0'75740 0'03380 -0'535 
19oo 1'81425 -O'OI768 0'75793 -0'00053 0'290 

1<)01 1'83696 -Q'0227I 0'7461 7 O'OII76 -0'4°9 
1<)0' 1'86216 -0'02520 0-66521 0'08°96 -0'°35 
I <)OJ 1'85065 O'OIISI 0'67237 -o'oo7I6 -0'4'6 
1<)04 1'87679 -O'OZ6I4 0'68485 -O'OI248 7'077 
1<)05 1'8481 9 0'02860 072681 -O'04I96 -r856 
1<)06 1'881 38 -O'033I 9 0'64562 O'08II9 -O'jOI 

1<)07 1'88930 -0'0°792 0'63478 o'oIo84 -0'359 
Igo8 1'90956 -0'02026 0'681 51 -0'04673 O'ZI4 

1909 1'9 127; -0'0031 9 o'6J 195 0'04956 O'I77 
1910 1'9116g o'oOIo6 0'63286 -0'00°91 -0'084 
1911 1'89875 0'01294 0'69975 -0'06689 -0'180 

1912 1'91009 -0'0II34 0'64748 0'°5227 -0'2°4 
191J 1'93 146 -0'02137 0'57171 0'07577 -0'426 
1914 1'9·;83 0'00563 0'6'97' -0'°4801 -o'z18 

-
sugar has altered materially over the period covered by 
t~e statistics. It seems probable tha,t the reason why 
different results are obtaIned from different successive 
triads is that the dema~d curves have shifted unequally 
as between the two pairs covered by most triads, We 
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are entitled, I think, to conclude with confidence that 
the elasticity of demand is not less than -.250 and not 
greater than -.550. It probably lies somewhere in 
the neighbourhood of - ·4. This conclusion may be 
compared with those reached by Dr. Schultz. He finds 
an elasticity of demand under normal conditions of con
sumption of -·5: and further that, even when con
ditions of consumption differ substantially from normal, 
the coefficient of elasticity is still numerically less than 
]·0.1 

] 6. Let us next apply my method to the monthly 
figures for copper sold in the United States over the 
years ]909-] 3 which Dr. Leontief has collected. 2 Here 
there is serious doubt whether the recorded prices are 
" proper" prices in the sense of section 2 ; but, again, my 
purpose being illustrative, I do not raise that issue. In 
Column VI of this table there are 58 figures altogether. 
Of these, 33 are positive, including five that are infinite. 
Of the 33 positive figures, 15 result from a union of 
two positive and 18 from a union of two negative elements. 
There remain only 20 negative figures, including one 
that is infinite. Of these, apart from the infinite figure, 
the maximum is - 5.0: the minimum - ·08. The 
median is - 1·0 or - ·91. The 10 middle figures 
out of the 20 lie between - .38 and - 1·8. The 
prima facie inference is that the elasticity of the demand 
for copper probably lies between these limits. But the 
large proportion of positive figures found in our final 
column shows that the demand curve oscillates in a very 
irregular manner. This suggests that the above result 
must be used with great caution. The figure found by 
Dr. Leontief by a complicated mathematical process is 
- 1·29. This result is, in my opinion, subject to a 
probable error-not specified by Dr. Leontief-which 
forbids us to assert with any confidence that the elasticity 
of the demand for copper over the period studied has 
been numerically greater than unity. It is not at all 

1 Statistical Laws oj Demand and Supply, p. 92 . 

• WfltwirlJChajlliches Archiv, July 19'9. pp. 3'-33· 
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TABLE III 

Col. I. Col. II. Col. 111. Col. IV. Col. V. Cot. Vr. 

ExcelS of 
Log. of log. of ~on- Log. of 

Exceu of Inferred Inferred 
quantity IUmptloD price of log. of price elasticity elasticity 0 

of coppu in each copper in 
in each of demand demand to 

consumed month over U,S,A. month over = 4--4+ 1, 1: decimal 
in U.S.A. its sue- its sue-

c,-cr"l point •. 
ccuor =4,. ccssor = c,. 

Jan. 1909 21 5 143 

Feb. 1909 225 -10 112 +31 

March 1909 +19 
-1 0'08 234 - 9 93 ,,- -

April -6 
-, 

1909 235 - 1 99 " - 0'32 

May 1909 239 - 4 110 
, 

-11 " + 0'59 

June 1909 246 - 7 121 • + -11 0 '" 
July 1909 238 + 8 +" 

-l> 
+ 0'67 110 -" 

Aug. 
11 

+ 1909 247 - 9 114 - 4 ,,- 1'13 

Sept. 1909 25 1 - 4 110 + 4 
-. -, + 0'62 

Oct. 261 +6 
, 

1909 -10 10f =-2 - 3'00 

Nov. 1909 265 - 4 118 -. -'4 2' - 0'30 

Dec. 1909 237 +28 124 -6 
-32 

+4 =If 

Jm. 1910 23 2 + 134 
23 -l- 5'75 5 -10 -.- , 

Feb. 1910 262 -30 125 +9 " - !'8+ '::19 

March 19\0 245 -17 "3 + 2 -l3 -,- - 1'86 

April 1910 249 - 4 105 +18 -13 + 0'81 
-16 

May 1910 256 - 7 99 + 6 
, 

+ 0'25 
1; 

June 1910 28+ -.8 93 + 6 21 + '" .-
July 1910 239 +45 87 + 6 53 -. + '" 
Aug. 1910 272 -33 97 -10 78 + 4'88 IS 

Sept. 1910 257 +15 93 + -+ -" + 3'43 ~4 

Oct. 1910 267 99 - 6 " + 2'5 -(0 -
10 

Nov. 1910 256 +" 105 - 6 -21 - 00 
0 

Dec. [910 256 100 + 5 
11 - 1'00 0 -11 

G 
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TABLE Ill-co.ti.ued. 

CoL I. Col. II. Col. III. Col. IV. Col. V. Col. VI. 
Excess of 

Log. of log. of con· Log. of Exc~SI of Inferred Inferred 
quantity !umption price o.f log. of price elasticity ela!ticityof 

of copper in each copper to in each of demand demand to 
comumed month over U.S.A montbover = d~-t4"'l. 2. decimal 
in U.S,A. its suc- its sue-

C'-{'+1 
points. 

cessor=d,. ceuor= c,. 

Jm. 19I1 229 +27 90 +'0 -27 + 5'40 -, 
Feb. 19JI 2jO -21 88 + 2 .. 

If + 6'00 

March 1911 .8, -JI 84 +4 I. - roo ::oj 

April 19II '52 +29 80 +4 '" -. + 00 

May 1911 '0 -17 79 + 1 .. +15'JJ .,-
June 1911 275 -6 9J -14 -11 - 07J 16 
July 1911 21 5 +60 ¢ -6 -6<1 - 8"25 =-s 
Aug. ]911 26+ -49 127 -3' 

109 
+ n 6 -,. 

Sept. '911 2fJ +21 86 +4' 
-70 

+ 0'97 -=-i2 
Oct. 19II 238 + 5 86 0 16 

+ 0'J9 ,I 
Nov. I9 II .28 +'0 101 -IS -, - o·JJ 16 
Dec. I9II '55 -27 IJ' -JI " + 2'JI -16 

Jan. 1912 242 +IJ '49 -17 -40 + 2'85 '=-ff 
Feb. 19I2 259 -17 '49 0 3. - 176 '::-17 

March 1912 .65 -6 167 -18 -u - 0'6, I, 
April 1912 '78 -IJ 197 -30 7 

+ 0'58 

" May 1912 .68 +'0 205 - 8 -23 
+ '·°4 -=-:iii 

June I9 I2 267 + 1 236 -3 ' 
, 

+ 0'J9 23 
July 1912 302 -J; 2J; + 1 3< - 1'12 -=32 
Aug. 1912 J28 -26 24J - 8 -, - 1'00 .-
Sept. 1912 Jz6 + 2 24J 0 -28 

+ no =s-
Oct. I91Z 328 - 2 2J8 + 5 • - 0'80 -, 
Nov. 19I2 J09 +'9 239 - 1 

21 - no - ,-
Dec. '91Z J22 -IJ 2+0 - I 

32 
+ ·0- 00 
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TABLE I11.-con,in ... J. 

Col. I. Col. II. Col. III. Col. IV. Col. V. I Col. VI. 
Excen of 

Log. of log. of COQ- Log. of Excess of Inferred Inferred 
quantity 5umption price of log. of price elasti.city claaticityof 
of cop~r in each in each of demand demand to 
consumed monthove 

coppu In 
monthovu d .. -tir-+ 1 2 decimal U.S.A. 

in U.S.A. it. sue· its sue- =c,.-cr+
l

· point •. 
ce"or=4 «(Slor = e,. 

Jan. 1913 3" 0 21 7 +'3 -13 0·54 
-!l 

Feb. 1913 3'7 - 5 175 +4' • - 0'26 
=i9 

March 1913 300 +'7 168 + 7 -32 - 0.91 
-3~ 

April 1913 311 -II IS4 -16 38 + 1·60 
23 

!llay 1913 316 - 5 189 - 5 -6 + 0·54 --
-11 

June 1913 .66 +50 166 +23 -" + I"¢ ':'28 

July 1913 30 5 -39 15 2 +14 " + 9·S9 -. 
.~ug. 1913 285 -20 IS8 -36 -19 - 0.38 00 
Sept. 1913 '98 -13 21 3 -25 -7 

+ 0·64 
-11 

Oct. 19' 3 309 -II 21 3 0 -, 
+ 0'08 

-26 

Nov. 1913 307 + • lSI +32 _l3 
+ 0.4

' -" 
Dec. 1913 308 - I 153 +28 s .J.. 0"75 ..... 

surPrising that greater uncertainty should attach to 
determinations of the elasticity of demand for articles 
like copper, for which the demand is likely to fluctuate 
violently with variations in general industrial activity, 
than attaches to similar determinations for staple articles 
of food, for which the demand is much less inconstant. 
Moreover, with intervals so short as a month, dis
crepancies between recorded and "proper" prices are 
likely to confuse the calculation more seriously than 
they do with longer intervals. Even, however, with 
this unpromising material the method I have been illus
trating enables us to escape in some degree out of 
complete nescience. 
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DEMAND AND SUPPLY EQUATIONS 

1. THE fundamental elements in the demand-supply 
relation are most easily grasped if the subject is approached 
in a series of stages. Let us begin with two groups of 
similar persons, A and B, the members each of which, 
bargaining individually, not collectively, stand ready to 
exchange their work directly against the other's work 
without the mediation of commodities; neither group 
.. consumes" any of its own work and neither has any
thing to offer to the other except its work. These two 
intentions or attitudes of A and B respectively may be 
called their demand-supply or their supply-demand atti
tudes, and may be expressed in demand-supply functions. 
A's demand-supply function is derived both from his 
desire for the object he seeks-the utility to him of B's 
work-and from his aversion from providing payment 
for it-the disutility to him of his own work; so likewise 
is B's. 

2. A's demand-supply function in its most generalised 
form can be expressed algebraically thus. Let U. be 
the total utility enjoyed by group A in respect of its 
trade when it is exchanging x, units of its stuff against x. 
units of B's stuff. Thus U. = ""ex" x.); and A's 
demand-supply schedule is given by the equation 

a",.ex" x.) . a",.(x., x.) _ x. 
--0---;;- -;- -aX:-- - ~ (I) 

This generalised equation takes account of the fact that 
A's desire for-the utility he derives from-various 
quantities of B's commodity may depend not only on 
what he receives but also on what he sacrifices, and vice 
versa. For example, the longer a man works in a hot 
room the more beer he is likely to want, and, the more 
food-up to a point-that he has, the less averse he will 
be from a given output of work. When this relation of 

84 
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interdependence is so slight that, for practical purposes, 
it may be ignored, we attain the simpler relation 
U. = ",.cx,) + F.(x.); and A's demand-supply schedule 
is given by the equation 

d",.(x,) . dF,(x.) x, 
----;rx;- -;- dx. = X. (II) 

B's demand-supply schedule is, of course, of like form to 
A's. 

3. For the problem of exchange between two groups
e.g. in the trade of one country with the rest of the world 
-it is not necessary that the elements U, and U, should 
be made explicit. For simplicity it is convenient to 
make use of simpler short-cut functions that express 
directly A's and B's attitudes towards one another's work 
without any reference to the grounds of these attitudes. 
When, in representations of A's attitude, the quantity 
of B's stuff appears as the dependent variable, it is 
convenient to speak of the equation attained as a de
mand-supply function; when the quantity of A's stuff 
so appears as a supply-demand function; and analagously 
for representations of B's attitude. There are then 
six alternative functions available for describing A's 
attitude. These functions may be set out as follows: 

(I) x, = ",,ex,): quantity demand-supply function. 
(2) x. = .p,ex,): quantity supply-demand function. 

(3) x, = "'p(~) : price-of-B-work demand-supply 

function. 

(4) x, = .pp (~) : price-of-B-work supply-demand 

function. 

(5) x, = ",.(~!) : price-of-A-work demand-supply 

function. 

(6) x, = .p.(~) : price-of-A-work supply-demand 

function. 
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B's attitude can, of course, be represented by anyone 
of six precisely analogous functions, 

4. If it is desired to translate the above analytical 
expressions into geometrical terms, the following pro
positions in respect of A-and exactly analogous pro
positions, of course, apply to B-hold good. With the 
independent variable measured along the axis of x and 
the dependent variable along the axis of y the two mem
bers of the first pair of the above functions appear as 
similar curves, the one standing to the axis of x in the 
relation in which the other stands to the axis of y. \Vith 
x, (quantities of B's work) measured along the axis of 
x and x. (quantities of A's work) along the axis of y the 
two functions are represented by identical curves. The 
same propositions hold good of the two members of the 
second pair of functions and of the two members of the 
third pair. Obviously, however, the two members of the 
first pair yield curves quite different in form from those 
yielded by the two members of the second and third 
pairs. Those belonging to the first pair are of the type 
employed by Marshall in his discussions of foreign 
trade, sometimes called integral curves-and pass through 
the origin; those belonging to the second and third pairs 
are of the type which is familiar in Marshall's and other 
discussions of domestic value. 

S. To each of the six different formulations of A's 
attitude (and, of course, the same thing is true of B's) 
there corresponds a different elasticity. Weare here 
concerned, it should be understood, exclusively with 
ordinary point elasticity, not with what Dr. Dalton calls arc 
elasticity. Our elasticity, that is to say, measures, in re
spect of defined volumes of exchange, the ratio between 
small-strictly speaking infinitesimal-proportionate varia
tions in two associated quantities. Suppose that group A is 
exchanging x. units of A work against x, units of B work. 
Then, in respect of that interchange, first, the elasticity 
of A's quantity demand-supply curve for B's work in 
A work is measured by the proportionate change in x, that 
would be associated with a small-strictly infinitesimal-
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proportionate change in x., divided by this latter propor
tionate change. Call this elasticity Ed' Secondly, the 
elasticity of A's quantity supply-demand curve of A work 
against B work is measured by the aforesaid propor
tionate change in x. divided by the aforesaid propor
tionate change in x,. Call this E,. Thirdly, the elas
ticity of A's price-of-B-work demand-supply curve for 
B work in terms of A work is measured by the aforesaid 
proportionate change in x, divided by the associated 

proportionate change in ':'. Call this ed• Fourthly, the x, 
elasticity of A's price-of-B-work supply-demand curve of 
A work against B work is measured by the aforesaid 
proportionate change in x. divided by the associated pro-

portionate change in x-.. Call this e,. Fifthly, the e1as-x, 
ticity of A's price-of-A-work demand-supply curve for 
B work in terms of A work is measured by the aforesaid 
proportionate change in x, divided by the associated 

proportionate change in::>. Call this <d' Finally, the 
x. 

elasticity of A's price-of-A-work supply-demand curve of 
A work against B work is measured by the aforesaid 
proportionate change in x. divided by the associated 

. h . x, proportIOnate c ange In)(>. Call this <,. 

We then have: 

(I) E. = f dx, -=- dXal = {x-. -=- dx.) 
l x, . x. J x.' dx,f 

(2) E, = f dx. -;- dX'l = {::> -;- dx,} 
l x. dx,J x. dx. 
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(6) <, = x,. dx. 
x • . dx, - x, . dx. 

6. Hence the following equalities are readily deduced: 

I 
(I) E ... = E' 

• 
(2) Ed = ~. 

e, 

Cd 
(3) Ed = --. 

I + Cd 

(4) Cd = - €d; and Cs = - €l· 

(5) e. + " = - " - e, = - I. 

7. The most important implications of these equalities 
are: 

(I) 

(2) 
(3) 

(4) 

(5) 
(6) 

(7) 

Ed and E, are reciprocals of one another and 
necessarily of the same sign. 

If Cd is positive, E. is also positive and < ed ; 

If ed is negative and numerically < I, Ed is nega
tive and numerically> ed ; 

If e. is negative and numerically > I, E. is posi
tive and numerically > I ; 

If ed = - I, Ed = - 00. 

Results analogous to the foregoing, of course, 
hold good of the relation between E, and e,. 

e. and <, are not reciprocals of one another. If 
either of them is negative and numerically < I, 

so also is the other. If one of them = 0, the 
other = - I. If either is positive, the other 
is negative. If either is numerically very 
large, the other approaches to numerical 
equality with it, but is of opposite sign. These 
relations are important in the theory of inter
national trade because, if ed be the elasticity of 
England's demand for foreign goods, <, is the 
elasticity of England's supply of English 
goods to foreigners.' 

1 Cf. my Study j,. Publi, FinanC(, p. ,of. 
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(8) Since ed = - <d and e, = - <" whatever is true 
of ed is also true of - <d> and whatever is true 
of e, is also true of - <,. 

g. Since the six functions for A set out in section 3 are 
merely six different ways of describing the same attitude, 
the relations between the symbols are necessarily such 
that the results of any calculations involving them are 
the same whether one or another of them, or indeed the 
more complex general expressions of section 2, from 
which they all derive, is employed; and the same thing 
is, of course, true of B. It follows that the quantity of 
A work and the quantity of B work exchanged against 
one another, and so, of course, also the rate of inter
change, can be determined in conditions of competition 
(which implies, of course, that A and B are groups, not 
isolated individuals), by setting anyone of the six func
tions representing A's attitude against anyone of the 
six functions representing B's attitude. The selection 
of the functions to use is a matter, not of principle, but 
of convenience. Obviously 36 different arrangements 
are possi ble. Some of them, however, are so clearly 
inconvenient that they need not be seriously considered. 
Thus we can rule out at once all arrangements in which 
A's function relates together elements different from 
those that B's function relates; e.g. an arrangement in 

which A's function relates x. to x, and B's x. to ~'. 
x, 

This leaves twelve arrangements. Arrangements that 
assign to A one role and to B a second are obviously 
of the same type as arrangements that assign the second 
role to A and the first to B; and arrangements that 

. x. f h th h' I x, Involve - are 0 t e same type as ose t at InVO ve -. 
Xb x~ 

Hence, for bringing together the influences relevant to 
any process of exchange there are available six types of 
arrangement: (I) a qua!,tity demand-supply fu.nction 
on each side, (2) a quantIty supply-demand functlOn on 
each side, (3) a quantity demand-supply function on one 
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side and a quantity supply-demand function on the 
other, (4) a price demand-supply function on each side, 
(5) a price supply-demand. function on ~ach side, (6) a 
price demand-supply functIOn on one s,de and a price 
supply-demand function on the other. 

9. For an isolated community, where there are only 
two groups dealing with one another in respect of one 
another's work, there can be no reason for employing 
one sort of formulation for A's attitude and a different 
one for B's. Indeed it is undesirable to do this; for, 
if it is done, an asymmetry is suggested which does not 
in fact exist. Hence, it would seem, we should employ 
for both A and B either quantity demand-supply equa
tions or quantity supply-demand equations or price 
demand-supply equations or price supply-demand equa
tions. ~'hen, however, it is desired to employ geometri
cal constructions for the purpose of bringing the attitudes 
of sellers and buyers into a pictorial relation, it is obvi
ously necessary that the thing measured along the axis 
of x (and similarly that measured along the axis of y) 
shall be the same thing for the two parties. It is useless 
to bring together a curve for A in which quantities of 
B's work are measured along the axis of x and a curve 
for B in which quantities of A's work are so measured. 
We must, therefore, decide in an arbitrary manner 
that, for both A and B, either quantities of A work 
or quantities of B work shall be measured along 
the axis of x. If our treatment of A and B is to be 
symmetrical in the sense that, for both, the independent 
variable shall be measured along the same axis, this 
implies that one of the curves is a demand-supply curve, 
as defined in section 3, and the other a supply-demand 
curve. We cannot practically work with reciprocal 
demand-supply curves or reciprocal supply-demand 
curves, only with a demand-supply curve on one side and 
a supply-demand curve on the other. This is true equally 
whether we are dealing with quantity functions or with 
price functions. In an important group of problems con
nected with tax incidence a fallacy will be committed if 
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symmetry in respect of elasticity for related demand
supply functions is taken to imply a like symmetry when, 
for purposes of geometrical analysis, one of these functions 
is transformed into a supply-demand function. 

10. To avoid a possible misconception reference may 
be made here to the fact that, generally speaking, the 
members of any group desire, not the work of other 
groups, but the products of that work. Thus the 
supply-demand function appears in practice as a supply
demand function of product, being derived from the 
supply-demand function of work in conjunction with the 
technical efficiency of that work. ""hen this fact is borne 
in mind it becomes obvious that movements in the ratio 
of interchange between A's product and B's product 
adverse to A may imply either a loss or a gain to A accord
ing to the nature of the underlying cause that brings 
them about. If the root cause is an improvement in A's 
technical efficiency, a unit of A's stuff will buy less of B's 
stuff than before, but, unless B's demand for A's stuff 
has an elasticity less than unity, a unit of A's work will 
buy more of B's stuff than before. It should be added 
that, if the fundamental thing that has happened has 
been an improvement in B's technical efficiency, a 
resultant worsening in the terms of interchange between 
A's work and B's work is associated with an improve
ment in the ratio of interchange between A's work and 
B's stuff, and so implies a gain to A. Caution must, 
therefore, be exercised in drawing inferences as to the 
effect on any group's well-being of alterations in various 
sorts of ratios of interchange between it and other groups. 

I J. Let us now bring into account the fact that each 
group trades, not with one group only, but with a number 
of groups. For simplicity let us still suppose that no 
group .. consumes" any of its own work. As before, 
let Xa be the quantity of A's work, x, the quantity of B's, 
x, the quantity of C's; but now let X'(') be the quantity 
of A's work that goes to B; xak ) the quantity that goes 
to C; x'(a) the quantity of B's work that goes to A; 
x'(') the quantity that goes to C, and so on. Thus 
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X. = X'I'} + X.I,} + X.ld) + 
x. = x.I.} + X'I'} + x'ld) + 
x, = X,\al + x,(~) + .%',(4) + 

There emerge then, for A, the equations 

(r) ~,p,{Xb{d» x,I.}' x.I.} .} -'- dF.(x.) _ x'I'} 
~x'I'} -lex,) - - x;;:; 

and so on; and similarly constructed equations emerge 
for B, C, etc. 

These equations, it will be observed, allow for the 
fact that the desire of A for any rth unit of the work of 
B may depend, not only on the magnitude of r, but also 
on the quantity of the work of C, D, and so on that A 
is obtaining; whether a holding of C's or D's work 
enhances or diminishes the attractions of a given holding 
of B's. The equations, however, fall short of the com
plexities of real life in that they do not allow for the fact 
that A's desire for B's work may also depend in part 
upon how much of B's work people other than himself 
are holding, as happens, for example, with consumers 
of top-hats and of diamonds. 

If we postulate that A's (and also B's and C's) desire 
for each several sort of work is independent of his own 
holdings of the other sort, the equations become 

d,p.(x.I.}) -'- dF.(x.) _ X'I'} 

dx.I,} . dx. - x'I'} 

d,p,(x'I'}) -'- dF.(x,) _ X,I'} 

dXC(4) • - dX(I - XC(4) 

and so on. 
In conditions which imply that the price of each sort 

of work in terms of any other sort of work is the same 
for all groups, the number of equations and the number 
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of unknowns are obviously equal: so that the state of 
the system is determined. 

12. Let us next (ignoring, for simplicity, cases other 
than the last) introduce the mechanism of money and 
suppose that A sells his work per year for a certain 
money income M to B and buys other people's work with 
this money income. Then, where the trade is between 
two groups only, we have no longer two functions, but 
four: namely-

(I) A's offer of his work against money. 
(2) A's offer of money against B's work. 
(3) B's offer of his work against money. 
(4) B's offer of money against A's work. 

Algebraically the functions relevant to A (under the 
simplified form of the equations set out above) may be 
written, m. being quantity of money income accruing 
to A-

(I) dUo . dUo _ m. 
dx" -;- dma - x. 

dUo . dUo _ m. 
dx. -;- dm. - x. 

The former of these it is customary to call the supply 
function of A's work, the latter A's demand function for 

B's work. Obviously m. is the price in money per unit 
x. 

that A requires for x. units of his work: and m. the price 
x. 

in money per unit that he offers for x. units of B's work. 
B's demand-supply function may in like manner be split 
up into supply and demand functions of exactly analogous 
form. In the more complicated case of n groups there 
is for each group one supply function and (n - I) 
demand functions. A's supply function is 

dUo . dUo m, 
dXa -:- dm~ = Xa 

and A's demand functions are 

(I) 
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dUo . dUD _ m.!.) 

dXb(a) -:- dmiJ - Xb(aj 

dUo . dUo _ ma«) 
dxc(o.) --;- dmc - Xc(II)-

. (II) 

For B, C, etc. the analogous fundamental demand-supply 
functions may be split into supply and demand functions 
in an exactly similar manner. In the several resulting 
sets of equations there are obviously an aggregate of 1/' 

symbols embodying" and also 1/2 embodying m: namely 
2//2 altogether. Against this there are 1/ supply equa
tions, n(n - I) demand equations, n(n - I) price equa
tions, and (n - I) equations of the form m. = m.(.) + 
mol') + . . . that is to say, (2n2 - I) equations alto
gether. This is sufficient to determine the unknowns 
provided that, and only provided that, [m. + m. + . . . l, 
i.e. the totality of money incomes, is given, and equality 
between the number of equations and the number of un
knowns thereby established. 

13. It will be recalled that throughout the foregoing 
analysis we have supposed each group to deal with other 
groups by exchange of its work against their work and 
to have no means of purchasing the work of other groups 
except by furnishing to them work of its own. In real 
life, of course, some groups have incomes that accrue 
to them in whole or in part otherwise than as payment 
for work done by them. If any group lives wholly on 
"private means" and refuses in any circumstances to 
do any work whatever, it is obvious that some of the 
equations utilised in our discussion break down and a 
corresponding number of unknowns disappear. If any 
group lives in part on private means but in part also on 
the proceeds of its work, nOne of the equations break 
down and none of the unknowns disappear, but some 
of the equations need to be slightly modified. 



PART II 

By D. H. ROBERTSON 
" Alice knew which was which in a moment, because one of them had 

'DUM' embroidered on his collar, and the other' DEL' 'I suppose 
they've each got' TWEEDLE' round at the back of the collar,' she said 
to herseU."-'lhrQugh the Looking-Glass. 

I 

THEORIES OF BANKING POLICY 1 

I THINK our chairman will bear me out that one cannot 
set up, even in the most modest way, as a writer on 
monetary affairs, without becoming the target for a con
tinuous stream of documents-manuscript, typed and 
printed-designed to show that the ills of the human 
race are all due to monetary mismanagement, and all 
curable by monetary manipulation. In the back streets 
of London suburbs and northern industrial towns, on 
the plains of India and the prairies of the Middle West, 
those who have Found the Light about Money take up 
their pens and write, with a conviction, a persistence 
and a devotion otherwise only found among the disciples 
of a new religion. It is easy to scoff at these produc
tions: it is not so easy always to see exactly where they 
go wrong. It is natural that practical bankers, vaguely 
conscious that the projects of monetary cranks are 
dangerous to society, should cling in self-defence to the 
solid rock, or what they believe to be so, of tradition and 
accepted practice. But it is not open to the detached 

1 A lecture delivered at the London School of Economics and Political 
S(.:ience on February 13th, 1928, and published in Economica, June, 1928. 
One or two passages from this lecture ha\je been incorporated in my book 
Mrmry (Nisbet & Co., 19.8). 
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student of economics to take refuge from dangerous 
innovation in blind conservatism. He must assess with 
an equal eye the projects of reformers and the claims of 
the established order; and to this end he must build up 
for himself a theory of money-a critical analysis of the 
nature and results of the processes by which, under a. 
modern system of banking, money is manufactured. 

Obviously, I cannot put a complete theory of money 
before you in an hour. My aim is the more modest 
one of making a critical comparison, from certain limited 
and selected points of view, between three broad principles 
which have been advocated, at one time and in one 
quarter Or another, as the proper basis of a modern 
banking policy. I shall call these principles, for brevity, 
,the Gold Standard Principle, the Principle of Productive 
Credit, and the Principle of Price Stabilisation. But 
before I can examine them, I shall have to build up a 
rather elaborate scaffolding; and it follows that both 
the comparison itself and the argument that leads up to 
it will have to be skimped and bony and inadequate. I 
shall have to simplify and select and dogmatise-to sup
press important complications and to eschew tempting 
controversies. I shall trouble you with few figures, 
though I shall make some illustrative references to a 
topic which is rightly attracting more and more atten
tion in this country-the achievements, and not less the 
difficulties, of the Federal Reserve Banking System of the 
United States. Nor shall I make any but the most 
sparing use of even the elementary mathematics of which 
alone I am capable-though the chairman, under pressure, 
has permitted me two simple equations, which at the 
critical moment I shall inscribe on that board. Again, 
even at the risk of blurring the clear edge of thought, I 
shall eschew the use of certain strange and barbarous 
language for employing which elsewhere I have been 
severely taken to task. 

My main preliminary propositions are five in number, 
but some of them are subject to qualifications almost as 
important as themselves: so that it is up a pyramid of 
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eight steps that I must try to conduct you if we are to 
reach a secure platform from which to take our hurried 
survey of the three selected principles of banking policy. 

I do not think my jirst prop05ition need delay us long, 
provided we are prepared to forgo the delight of quib

. bling about words. It is that the preponderant form of 
money in the countries which it is most profitable for 
us to study consists in bank deposits subject to cheque: 
and that for the most fundamental purposes of monetary 
theory, we can, without serious risk of error, speak as 
though these deposits were the only form of money, 
ignoring the existence of paper notes and metal coins. 

My second prop05ition is the time-worn one that this 
bank-money comes into existence mainly as the result 
of loans and investments made by the banking system, 
and that consequently, in most circumstances, the proxi
mate force determining its amount is a series of decisions 
made by some person or persons situated within the 
banking system. Historically, there seems to me no 
question that the bulk of the bank-money in existence 
has come into existence in this way. Even, for instance, 
if we ignore the war-period, the main reason why in the 
previous half-century the supplies of bank-money in 
England increased some 21 times was not because indi
viduals were carting cash into the banks, but because, 
owing to amalgamation, owing to the perfection of 
clearing-house arrangements, owing to the importation 
of gold, the banking system found itself enabled, con
sistently with its principles, to expand its loans and 
investments to a corresponding extent. I should not 
have thought it worth while to assert this truism in the 
shape of a formal proposition, were it not that a wide
spread feeling among bankers that they are being " got 
at" in some way by orthodox teaching on this matter 
has induced even so eminent an authority as the late 
Walter Leaf to use language which is cloudy and mis
leading. If anybody retains any lingering doubts on 
this matter, whether these doubts arise from considera
tion of the multiplicity of banks or from some less 

H 
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rational cause, I commend to him the careful and patient 
article of Mr. Crick on The Genesis of Bank Deposits 
in Economica, June 1927. Here time forces me to treat 
this particular controversy as closed. 

But there is one important qualification to be made. I. 
should admit, and indeed insist, that while a banking 
system can always prevent the quantity of bank-money 
from rising above any assigned limit, there may arise 
conditions of falling prices and failing confidence in 
which it is exceedingly difficult for it, without the help 
of allies, and without a revolution in banking practice, 
to prevent the volume of bank-money from falling below 
some assigned limit. The reason for this is that banks 
create money predominantly by way of loan: and just 
as the 'White King required two messengers, one to fetch 
and one to carry, so custom requires two parties in a loan 
transaction-one to lend and one to borrow. It is argu
able that the Federal Reserve System, by the support 
which it has given in recent years to the practice of 
instalment-buying, has already inaugurated such a revolu
tion in banking practice as I have in mind: but until 
we see bankers giving away money with both hands, I 
personally shall be prepared to admit that the control 
which a modern banking system can exercise over the 
volume of money may prove under certain conditions 
to be incomplete. 

My third proposition leads us into more difficult country. 
In the form in which I shall state it first, it is not the 
complete truth, but a first approximation to the truth. 
" The real value of a country's bank-money is the same 
thmg as the amount of real savings which the public has 
put in the past at the disposal of industry through the 
medium of the banks, and its amount lies in the dis
cretion of the public and not of the banks." The banks 
?et.ermine how muc.h money shall be outstanding, but 
It ~s t~e pubhc whIch determines, through the habits 
whIch It adopts as regards the hoarding and spending 
of money, what that amount of money shall be worth. 
And since the balance-sheets of the banks must balance, 
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[t [S broadly true that the real value of their industrial 
assets at any time is g'werned by the real value which 
the public is embody;'\; ,at that time in its holdings of 
bank-money. It is pre;uhlably some half-perception of 
this half-truth which lead~ bankers to make such state
ments as that" they can only lend what the public has 
deposited with them." 

Once more I must refer you to the recognised authori
ties-such as Pigou's Essay on the Exchange Value of 
Legal Tender Money-for an account of the forces which 
determine the public's habits with regard to the hoarding 
and spending of money, and determine therefore also the 
amount of real saving which is so to speak crystallised 
in its holdings of bank-money at any moment of time. 
It is more important for me to press on and explain the 
two serious qualifications which reduce my third proposition 
to the status of a half-truth. 

First, there is no question that, for a period of time, 
the banking system, by creating new money and handing 
it over to its nominees, can continuously extract from the 
public more savings than the public spontaneously 
decides to provide, and can hand the disposal of these 
savings over to its own nominees. I wish to avoid the 
ambiguous word inflation, but it is such a process as is 
commonly called by that name that I have in mind. 
Rightly analysed, it seems to consist of two elements, 
which have not in the past been sufficiently distinguished. 
First, the newly created money in the hands of the banks' 
nominees is continually pouring on to the markets in 
competition with the existing money in the hands of the 
public, raising prices against the public, and depriving 
it of consumption which it had expected to enjoy. 
Secondly, this rise of prices entails a diminution in the 
real value of the public's holdings of money: and it is 
at least possible that some of them will seek to restore 
this real value towards its old level, and to that end 
ref~ain from consumption to which they are legally 
ent[t1ed, thereby performing an additional act of saving 
beyond that to which they are actually compelled by the 
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action of the banks. This additional saving on their 
part is in " sense voluntary: but. since they are induced 
to do it by the consequences ;rotihe previous action of 
the banks, we may fairly ir'c}"de it for our purposes 
under the general term of •• forced savings," which I 
propose to apply to the reSOUIces diverted in this way 
from the general consumer to the nominees of the banks. 

At the close of such a period of forced saving, it may 
quite well happen, if the public's habits about saving 
have not permanently altered, that the real value of the 
outstanding volume of bank-money, and the real value of 
the industrial assets by which it is balanced in the books 
of the banks, are exactly what they were before the whole 
process began. In such a case, our third proposition 
would lead us to infer that the public had, in the interval, 
made no contribution of savings through the banks to 
industry: but such an inference would be entirely false. 
The mere fact that a bank's balance-sheet balances 
throws no light on the question whether, in the past
even the quite recent past-the bank has been acting as 
an intermediary for spontaneous investment or as a 
burglar. The pious protestations of bankers about 
.. being unable to lend more than has been entrusted to 
them" seem often to ignore this important point! 

The second qualification of my third proposition is 
equally important, and much less generally understood. 
While, apart from the cases of compulsion just dis
cussed, the public decides the amount of real savings 
which it is prepared to put at the disposal of industry 
through the banks, it needs the co-operation of the banks 
to make its decision effective. If, in the face of an 
increased willingness on the part of the public to per
form this particular kind of saving, the banks fail to take 
appropriate action, then the potential saving will go to 
waste. It will be dissipated in the form of lower prices 
and increased consumption by the public at large. The 
bank can prevent this undesigned result if, and only if, 
it makes new loans or investments on a sufficient scale 
to prevent prices from falling and ensure that the public 
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really does the saving which it intends to do. By acting 
in this way the bank is behaving not as a burglar but as 
a benefactor: it is not imposing unsought burdens on 
the people, but enabling their thrifty intentions to bear 
fruit. 

In case this matter is not yet clear, consider what 
actually happens if I decide to save £50 in the form of a 
bank deposit instead of buying, say, a set of gramophone 
records. I do not, under modern conditions, carry 
fifty pound notes into the bank: indeed, it is broadly 
true that under modern conditions nobody can put 
anything into a bank that is not there already. (The 
necessary qualifications to be made in the case of such 
people as shopkeepers and railway booking clerks will 
occur to everybody.) The only action which I have to 
take is the negative one of failing to draw a cheque in 
favour of the gramophone company. If, as we will 
assume for the sake of simplicity, the gramophone com
pany banks at the same bank, the only obvious effect 
of my masterly inactivity on the banker is to absolve 
him from the need of making an entry in his books. 
But, in fact, it has a much more far-reaching effect: it 
enables him to make a new loan of £50 to some worthy 
trader without producing the price-raising consequences 
which such a loan would entail if I had not decided to 
put a chain round the neck of my £50 deposit. 

If bankers only realised that against additional loans 
created in such circumstances there is no theoretical 
objection, they would perhaps be less nervously anxious 
to deny their ability to .. create credit." And it is fair 
to add that the language of some economists, by failing 
to distinguish clearly the circumstances in which addi
tional loans are created, has given the bankers some 
excuse for their nervousness. 

But to this olive-branch to the bankers I must hastily 
append a warning. Conditions such as I have described, 
in which the public is anxious to increase the amount of 
its real saving done in monetary form, are very easily 
confused in practice with conditions in which there is a 
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tendency for prices to fall,. ~nd therefore ~or the c~m
modity value of the pubhc s money-hol~mgs to rls.e, 
for quite a different reason. That reaso~ IS a gro~th m 
the effectiveness of human labour-an mcrease m the 
quantity of goods and services which a ?ay's lab.our of . 
given quality can turn ou~. To say. th~t m such"c~rcum
stances a fall in commodIty prrces IS natural IS not, 
I think as it is sometimes represented to be, a mere 
retreat 'into mystical and question-begging language. 
It is an expression of the truth that if in such circum
stances the banks counteract the threatened fall of prices 
by expanding t.he supply of money? they will be extra~t
ing forced savmgs from the pubhc no less than If, m 
normal circumstances, they expand the supply of money 
in such wise as to drive prices upwards. This distinc
tion between a fall in prices due to increased productivity, 
and a fall in prices due to an increased desire on the part 
of the public to perform monetary saving, is, I think, 
of the highest importance for a right theory of banking 
policy: and it is not the less important because the 
two phenomena may be exceedingly difficult to dis
entangle in the actual world. 

My fourth proposition is a rather complicated one, and 
I shall break it up into a lot of little sentences. The first 
part takes us away for a moment from the banks alto
gether, and bears on the nature of industrial capital. 
The real circulating capital of a country at any moment 
of time consists in the whole mass of goods, from the 
seed-corn in the ground to the loaf in the baker's shop, 
which at that moment are at some point on their journey 
thro,:,gh the proc~ss of production. This process of pro
duction consists m the gradual addition of saleable ness 
to goods by the exercis: of hu?,an effort and ingenuity. 
The .value of the clrculatmg capital bears a certain definite 
relation .to t~e length of time over which this process of 
production IS spread: and so as not to indulge in too 
great refinement or use symbols where figures can be 
!'lade to. serve, we may say that the circulating capital 
IS equal In .value to one-h~lf the output during a period 
of productIOn. If, for Instance, we conceive of the 
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process of production as a vast sausage-machine which 
it takes ten minutes to traverse, and which turns out one 
sausage per minute, one of the potential sausages in the 
machine will have been there for nine minutes and one 
only for one: but on the average they will have been 

. there for five minutes, and their average value is that 
which is conveyed by five minutes' laceration, i.e. the 
value of half a completed sausage. The aggregate value 
of the ten amorphous objects is therefore that of five 
completed sausages, that is, of five minutes' output. 

Now some of this circulating capital has been built up 
out of the savings made by business men and corpora
tions themselves, or borrowed by them directly from the 
public: while some of it has been built up out of savings 
put at their disposal by the banks. Again, some of the 
real savings which the public puts at the disposal of the 
banks have been crystallised in this circulating capital, 
while some have been crystallised in the form of bricks 
and mortar, machinery and gold reserves, and some again 
have been embodied in the form of shells long since fired 
and mules long since deceased. 

Now we come at last to my terrible equations, which 
I will first write up in all their naked horror, and then 
attempt to clothe with life. 

\\'hen the industrial and banking systems are in 
eq uilibrium, 

aKR = bC 
C = !DR 

:. aK= lbD 

R is the community's real annual income in terms of 
goods. 

K is the proportion of this income over which the 
public wish to keep command in the form of bank
money, so that KR = the real value of the aggregate of 
bank deposits.1 

1 In "iew of the criticisms advanced against this mode of statement 
by Keynes (rr,.eatiu on ,\loney, vol. I, p. 232) it is as well to mare it 
plain that while the magnitude KR can always be expresJed as a fraction 
of R, it is not necessarily determined upon with reference only to the 
size of R [1931]. 
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a is the proportion of KR which the banks have 
crystallised in the form of circulating capital as con
trasted with instrumental capital, bank premises, Govern
ment debt and reserves. 

C is the circulating capital, b the proportion of C which 
has been built up with the aid of the banks as contrasted· 
with that supplied by the business world itself or by 
direct public subscription. 

D is the proportion of a year which is covered by a 
period of production, so that DR is the real income or 
output during a period of production. 

Then these two equations follow from our preceding 
discussion. As a rough approximation, we may guess 
that both for England and U.S.A., D = I, a = b = 
K = t. 

I now reach the climax of this part of my discussion. 
Provided there is no change in the relative magnitudes 
of the proportions a and b, or in those of the proportions 
K and D, a uniform rate of growth in population and out
put can be sustained without rupture of equilibrium. 
But to this end it is necessary that the banking system 
shall add to the supplies of bank money at the same 
rate.1 Once more, therefore, in the case of the normal 
processes of progress as in the case of an increase in the 
desire of the average member of the public to perform 

2 This matter is explained, clumsily but at length, in my Banking 
Pol£cy and th~ Prt"u LweI, pp. 66--70, and more briefly in flrfouy (1928) 
ch. V, §§ 5. 8. So far as I can see, though some have tried to persuade 
me otherwise, it is for a constant arithmetic rate of growth of popUlation 
that my equation is valid. Put broadly, provided that aK = 1 bD, the 
batch of new workers drawn into employment in a production-period 
Dl are to be conceived of as doing, sooner or later, enough monetary 
saving to justify the banking-system in financing the drawing into 
employment of an equal batch of workers in some subsequent pro
duction-period D 2. To maintain equilibrium with a constant georrut,.ical 
rate of growth, we must, I think, have aK = I bD (I + x), where x is 
the rate of growth of population per production period. But I wish the 
whole matter could be explored thoroughly and carried much further by 
an expert mathematician (d. the suggestive remarks of Mr. R. W. 
Souter," Equilibrium Economics," Quarterly Journal of Economics, Nov. 
1930, p. 9"). [193 1.) 
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monetary saving, the creation of additional money by 
the banks is seen to be not merely blameless, but a 
positive duty. 

My fifth and last proposition concerns occasions when 
this even rate of growth is interrupted. If for any 

. reason the rate of industrial growth is accelerated, and 
still more if industry is passing through the first phases 
of recovery from deep depression, the various factors in 
our equations are thrown out of gear. First, it is of the 
essence of Circulating Capital that it must begin to 
grow before the rate of output grows, and a fortiori, 
therefore, before the new real saving in monetary form 
which the new output facilitates is done. Secondly, 
there is a strong tendency for the proportion b to grow
that is to say, a strong tendency on the part of the business 
world to urge that an abnormally large fraction of the 
new Circulating Capital required should be provided 
with the aid of the banks. The first occurrence is, so 
far as I can see, a physical necessity. The second is 
dependent on business habit and banking policy. The 
effect of the first occurrence, in terms of our equations, 
is to make C = something more than t DR, and the 
effect of the two combined is to make bC considerably 
more than aKR. The resulting disequilibrium involves 
the imposition of forced saving on the public by the 
banking system and a rise in the price-level. 

The condition of strain thus set up is what is known 
as a trade-boom. I must resist the temptation to describe 
even in outline the various secondary factors by which 
the strain is aggravated and prolonged, or the various 
expedients-some real, but some ol1ly illusory-to which 
the banking system may have recourse to tempt the 
public into economy and so mItigate the element of 
compulsion in the burden which is placed upon them. 
The bare bones of the analysis already in our hands are 
sufficient for my purpose of a broad comparison of 
banking policies. 

For that, our main task, we have none too much tim~; 
but it will, I think, be good economy to use a l~e of 
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what remains in a brief recapitulation of the steps we 
have already taken. First, we decided that to elucidate 
that part of the theory of money which concerns us 
to-night, we can concentrate our attention on bank 
deposits. Secondly, we decided that the magnitude of 
these bank deposits lies mainly within the discretion of . 
the banking system, though it is not certain that in all 
conceivable circumstances the system will find it easy 
to create as much of them as it might have reason for 
desiring to create. Thirdly, the real value of these bank 
deposits, which must balance the real value of bank assets 
held against them, lies within the discretion of the public 
and not of the banking system; so that there is a broad 
apparent correspondence at any time between the amount 
of saving which the public has been willing to do in 
monetary form and the power of the banks to assist 
industry and trade. But there are two things which 
make this correspondence more apparent than real: the 
first is the power of the banks to extract forced savings 
from the public over a period of time by the creation 
of new money, without impairing that apparent equi
librium between saving and investment which is sug
gested by the fact that their balance-sheet balances. The 
second is the possibility that the banks, by failing to 
create sufficient new money, will permit individuals to 
increase the real value of their bank balances without 
transforming this new saving into new real industrial 
assets-a process which, again, will leave no trace of 
disharmony in the balance-sheet. 

Our fourth step led us through an analysis of the 
purposes to which the banking system devotes its resources 
tQ the conclusion that a uniform expansion of population 
and production calls for a uniform expansion of bank 
deposits, and that such an expansion involves no fraud 
upon the public. But our fifth step led us to the con
clusion that an exceptionally rapid rate of industrial 
growth does throw the relation between the banking system 
"'{\d the public on the one hand and the race of industrial 
borrowers on the other out of equilibrium, and set up 
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a strong tendency to the extraction of forced saving from 
the public. 

We come now at last to our three alternative principles 
of banking policy. I do not, as I have said, propose 
.to examine them from every possible point of view, but 
only to ask about each of them three questions, suggested 
by the course of my previous analysis. First, can it be 
relied upon not wantonly to extort forced savings from 

.the public? Secondly, can it be relied upon efficiently 
to transmute all real saving offered to it by the public 
into industrial capital? Thirdly, is it likely to respond 
readily to the genuine requirements of industry for 
exceptional supplies of savings in exceptional circum
stances? 

(I) Let us take first the Gold Standard Principle, by 
which I mean the principle of banking as understood in 
England before the war. Let me admit at once that a 
good deal of what I have to say is not applicable without 
qualification to the present day, when gold is passing 
more and more into the position of a Merovingian 
monarch, with Governors Norman, Strong, and Schacht 
as joint Mayors of the Palace. But from a theoretical 
point of view the pure pre-war system is still worth 
considering. From our present standpoint its dis
tinguishing features were two. The first was its pre
occupation with its legal tender-that is, ultimately, of 
its gold-reserves, which made the rate at which it 
created new money depend on accidental circumstances, 
and not on either of the two fundamental underlying 
realities-namely, the rate at which the public is willing 
to perform new saving in monetary form, and the rate 
at which the requirements of industry and trade for 
circulating capital are increasing. Hence it might occur, 
and it did occur, that owing to a heavy production and 
import of gold, the supplies of money were increased, 
regardless of the power of industry to make fruitful use 
at the moment of the resources thrust into its hands, and 
regardless of the burden imposed by rising prices upon 
ordinary folk. Or, again, it mighc occur, and it did 
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occur, that owing to a shortage of gold reserves, the rate 
of incr~ase of indust:ial outpu~ was :etarded, though 
everything mIght be npe for an Industnal expansion and 
though the public might be bubbling over with the 
desire and intention to save and to put its savings, if. 
only it knew how, at the disposal of traders and manu
facturers through the medium of the banking system. 
Th~t is the essence of the case, now hardly disputed, 
against the uncontrolled gold standard. 

The second feature of" gold standard banking" is the 
preoccupation of the banker with the" liquidity" of his 
assets, in the sense of the ready convertibility of them 
(or of the collateral by which they are protected) into 
what he calls cash, as contrasted with their" liquidity" 
in the sense of the extent to which they represent con
sumable goods rapidly approaching their final goal in the 
consumer's hands. I do not want to overstress this 
point. No doubt, as Mr. Leaf has told us, the six 
months or seasonal loan is the backbone of the banker's 
business, and a further part of his resources is embodied, 
directly or indirectly, in rapidly maturing bills of exchange. 
No doubt his desire that his loans shall be fairly regularly 
and frequently paid off works in the same direction as a 
rule that his resources shall be employed for preference 
in the building up of circulating capital. Nevertheless, 
bankers are never tired of telling us that provided they 
are satisfied with the credit standing of their borrower, 
it is not their business to inquire too closely into the 
purposes for which he uses his loan. The revelation by 
Lloyds Bank in 1927 that no less than 25 per cent. of 
its advances-as large a sum as went to agriculture, 
retail trade, the coal trade and the iron and steel trades 
put together-came under the heading "personal and 
professional," while its interpretation is not altogether 
clear, must have come, I think, as a surprise to many. 
There is, so far as I can see, no guarantee in the principles 
of banking as understood in England, that the resources 
entrusted to the ba"ks will not, under certain conditions, 
be used to an undesirable extent in building up fixed as 
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contrasted with circulating capital, or in facilitating 
" speculation" in the sense of that ambiguous word 
which implies that the natural forward flow of goods on 
to the market is being impeded rather than promoted. 

(2) The alternative Principle of Productive Credit 
'presents at first sight a gratifying contrast. This 
principle claims our attention for several reasons. First, 
it was openly proclaimed by the Federal Reserve Board 
in their celebrated Report for 1923 as being the guiding 
principle of their policy. Secondly, its assumptions 
seem to lie behind the provisions-found not only in the 
Federal Reserve Act but in the charters of many of the 
Central Banks founded in recent years on the American 
model-which prescribe the nature of the assets which 
the Central Bank is to keep against its note and deposit 
liabilities. Thirdly, it seems to embody a sentiment 
which is very widely entertained among traders and 
manufacturers as to what they have a right to expect 
the banking system to do for them. 

" The Federal Reserve System," says the Report for 
1923, "is a system of productive credit. It is not a 
system of credit for either investment or speculative 
purposes." I have no time to examine with you in 
detail how far this principle is embodied, and how far 
it is deserted, in the actual regulations of the Federal 
Reserve System. I must press on to the implications 
which lie behind this theory of productive credit. They 
seem to be nothing less than this-that every person 
who can show reason to suppose that he is going to be 
able to sell £ 100 worth of goods within some reasonable 
space of time should be entitled to borrow £100 from the 
bank. And what this amounts to is the doctrine that 
the trader and the producer are entitled to depend on 
the bank for the whole of their supplies of circulating 
capital. 

This doctrine is naturally very acceptable to the 
business world. Judged by the test of what is called 
.. elasticity" and" responsiveness to the needs of trade," 
the principle of productive credit passes with very high 
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honours. Its appeal to the tribunal of real activities 
and real values seems at first sight to give it an immense 
theoretical superiority over the rigid and mechanical 
illogicality of the gold standard principle. Yet can we 
be sure that it is really free from all the defects of tho; 
latter or from subtle dangers of its own? Is not the 
boasted elasticity and responsiveness a doubtful virtue? 
Do we really want our banking system to be a mere 
passive punch-ball for the pugilists of industry and 
trade? 

.. It is the belief of the Board," says the Report of 
1923, .. that there will be little danger that the credit 
created and contributed by the Federal Reserve Banks 
will be in excessive volume if restricted to productive 
uses." I am not sure, as I shall explain presently, that 
this view has been borne out by events: but even if it 
has, it may be conjectured that this result has been due 
rather to a happy combination of practical judgment 
and exceptionally favourable circumstances than to a 
correct theoretical basis. In other circumstances there 
seems no guarantee that the doctrine of productive credit 
may not lead to the extraction of forced savings from the 
public. For consider, in the light of our equation, what 
It means. Take a banking system which is in equilibrium 
with aK = ibD, and apply the doctrine of productive 
credit. What this means is that for all future incre
ments of production, the fraction b is to be raised to I. 

Unless some countervailing change is made in one or 
more of the other factors a, K and D, the conditions 
leading to the extraction of forced savings are present. 

To put the same point in looser but perhaps more vivid 
language. The notion common to the American theory 
of 1923 and to a great deal of much less solid and respect
able propaganda~indeed to 90 per cent. of the writings 
of monetary cranks, is that every batch of goods is 
entitled to be born with a monetary label of equivalent 
value round its neck, and to <'arry it round its neck 
until it dies. This notion is false and may be dangerous, 
because the label in fact does not remain tied round the 
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neck of the goods, but goes off on a round of visits of 
its own. Nine out of ten advocates of" elastic" mone
tary systems neglect that phenomenon called the velocity 
of circulation of money which is epitomised in our 
symbol K; and not even the remaining one is aware of 

. the danger of neglecting the numerical relation between 
this phenomenon and that independent but equally 
fundamental phenomenon, the period of production of 
goods, which is epitomised in our symbol D. . 

It is quite true that there has been no undesirable rise 
of prices in the United States. Indeed, as is well 
known, the danger there has been of a precisely opposite 
character. That brings me to my second count against 
the principle of Productive Credit-that, if rigidly applied, 
it may in certain circumstances fail to transmute the 
thrifty intentions of the people into effective industrial 
savings. The power and desire of the American people 
to save has shown itself in many forms in recent years, 
and among others in an increased desire to leave their 
bank deposits untouched for considerable periods. While 
in the five and a half years between March 8th, 1922, 

and September 7th, 1927, the demand deposits in the 
.. reporting member banks" of the Federal Reserve 
System increased by 2 9 per cent. the time deposits 
increased by 102 per cent. A corresponding change 
has corne over the assets of the banks. Between the 
same dates the investments of reporting member banks 
increased by 63 per cent., loans secured by stock or 
bonds by 7 I per cent., all other loans only by 18 per 
cent. These figures must be interpreted with caution, 
but it is undisputed that during the last few years the 
resources of the American banks have been used to a 
greatly increased extent in the provision of fixed as 
compared with circulating capital. On the principles 
of productive credit, this is very shocking: but the wary 
empiricists who run the Federal Reserve System have 
been too wise to be very deeply shocked. After all, if 
K is increasing, what more natural than to preserve 
equilibrium by a corresponding reduction in a ? 
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(3) And so we hear less nowadays of productive credit 
and more of stabilisation of the price-level. The high 
priests of the Federal Reserve System show indeed a 
natural anxiety not to commit themselves too deeply in 
this matter-partly, it would seem, because they doubt 
the ability of the average middle western farmer to keep' 
clearly in his mind the distinction between the general 
price-level and the price of wheat. Perhaps they may 
even have been a little embarrassed by Mr. McKenna's 
recent unqualified assertion of their omnipotence in this 
respect. Nevertheless, a perusal of the exceedingly able 
and interesting evidence given by Governor Strong 
before the Financial Committee of the House of Repre
sentatives leaves, I think, little doubt that the conception 
of the stability of general prices plays at least a very 
important part in shaping his thoughts and plans. And 
it is well known that in England a number of eminent 
experts have been for years proclaiming the stabilisation 
of the price-level as the sale and sufficient objective of 
banking policy. Let us, therefore, in conclusion, direct 
our thoughts to the Principle of Price Stabilisation. 
Obviously we have no time to consider it from all the 
possible points of view. We must be content to ask 
about it our three selected questions-and one more, 
perhaps more searching still. 

First, does it effectively debar the extraction of forced 
savings from the public? Yes, in most circumstances
but not in all. In America, factory output per head is 
said to have increased by 40 per cent. between 19 I 9 
and 1925; and though, of course, this figure does not 
correctly represent the growth in productivity per head 
for the population as a whole, there is no reason to doubt 
that this latter has been very considerable. I have 
already argued that it is by no means meaningless to 
say that in such conditions there is a natural tendency 
for general prices to fall, and that to keep them from 
falling is " inflationary" in the sense that it is extracting 
forced savings from the public. The Federal Reserve 
authorities have not, I think, been blind to this aspect 
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of the situation. I t is significant that the index-number 
of prices calculated for use in the New York Federal 
Reserve Bank is heavily weighted with the prices of 
retail goods and of labour, and does not therefore show 
the same tendency to fall as a result of increased pro
tluctivity per head as does an index-number of whole
sale prices. Nevertheless, in so far as the Federal 
System has not gone all out for stabilising the price of 
labour, it cannot, I think, be wholly absolved from the 
charge of having burgled from the public in these years 
of rapidly advancing productivity. From one point of 
view the generous financing of instalment-buying, of 
which I shall have more to say in a moment, may be 
regarded as an attempt to sell back to the public with 
the left hand a purchasing power which is being filched 
from them with the right. 

Does price-stabilisation ensure the transmutation into 
industrial capital of every genuine increase in the capacity 
and desire to save? Yes; from this point of view it 
gets, so far as I can see, full marks. Does it do all 
that it ought to do to furnish industry with the material 
means for taking those discontinuous leaps to a higher 
level of activity which, whatever their inconveniences, 
have hitherto seemed to be an inseparable part of the 
phenomenon of industrial progress? \Vell, here I have 
my own private heresy. I am not sure that a little forced 
saving now and again may not be the necessary price 
which we have to pay for what we call progress, and 
that a doctrinaire application of the principle of price
stabilisation in all circumstances might not be inimical 
to the rapid growth of aggregate economic welfare. But 
I do not wish, even if there were time, to develop that 
theme to-night. I must hurry on to the last question 
of all-is the policy of price-stabilisation practicable? 

Now once more it would take me another hour to 
discuss this question adequately, and I must confine 
myself to pointing out those considerations which arise 
directly out of my previous analysis. It is true, as I 
have already said, that it is not quite clear what price-

1 
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level, if any, the Federal Reserve System has been 
trying to stabilise, and that the fact that the wholesale 
price-level in America fell by 10 per cent. between mid-
1925 and mid-1927 must not be too readily taken as 
evidence of its lack of capacity to achieve its ends with 
complete success. But it is clear, I think, that the 
situation has not been an easy one. If my interpreta
tion of American conditions is right, there has been at 
work there an extraordinary concatenation of forces 
tending to lower the level of commodity prices. Indus
trial progress has on the one hand raised productivity 
per head and increased the desire of the people to per
form monetary saving: while on the other side of the 
equation it may be conjectured that it has shortened the 
period of production and, by increasing the power of 
businesses to finance extensions of circulating capital for 
themselves, has diminished the degree to which they 
need to have recourse to the banks. Under such con
ditions Governor Strong has been hard put to it to affect 
the level of commodity prices in an upward direction. 
He pumps money into circulation, but instead of driving 
up commodity prices it hangs about the stock markets, 
driving up the price of industrial securities. Then, as 
we have seen in the last few weeks, he gets nervous, 
mops up money by the sale of securities in the open 
market, and puts up his bank-rate. 

There remains one more resource, and that too has 
been adopted on an enormous scale. 'When you have 
pumped into the producer all the money which he will 
absorb, you can try it on the consumer as well. Accord
ing to recent estimates, a sum of about £+50,000,000, 
say £4 per head of the population, is now outstanding 
on loans to consumers for the purchase of motor-cars, 
saxophones and other desirable commodities. There 
are many things to be said about this development from 
the broader social point of view: from our immediate 
standpoint it is chiefly interesting as a notable, and 
perhaps somewhat disquieting, oblation upon the altar 
of price-stabilisation. 
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And if these things are done in the green tree, what 
shall be done in the dry? There seems at present no 
limit to the growth of American business activity: but 
if that great country should ever become even temporarily 
saturated with 50-storey buildings and motor-cars, can 
we be certain that any purely monetary policy would 
meet the needs of the situation? In any case can we 
be certain that the experiences of El Dorado are a safe 
guide to the policy of less favoured lands? The out
and-out price-stabiliser claims that he can always check 
a fall in prices and cure unemployment by monetary 
means, and that there is no need for such fancy pallia
tives of industrial depression as the deliberate spacing 
through time of Governmental and other large demands 
for constructional work. 1 think the difficulties experi
enced by the Federal Reserve System even in times of 
raging prosperity should make us pause before admitting 
such extreme claims. 

It has been my business to examine existing principles 
of banking policy, and not to elaborate new ones. But 
to escape the imputation of cowardice, let me suggest in 
conclusion that the ideal banking policy might be one 
which was founded on the principle of price-stabilisation 
as a norm, but which was ready to see the fruits of a 
prolonged and general increase in individual produc
tivity shared in the form of lower prices, and perhaps to 
acquiesce in moderate price-rises in order that advantage 
might be taken of discontinuous leaps in industrial 
technique. And it would be a policy that did not claim 
omnipotence, or feel competent of its ability to cure the 
evils of uncertainty except in alliance with a much more 
comprehensive attempt to control and stabilise the 
desires and activities of the community than most mone
tary reformers-even, I think, most thorough-going 
Socialists-have yet visualised. 



II 

THE WORLD SLUMP 1 

I PROPOSE to examine, with special reference to existing 
conditions in Great Britain and to remedies which have 
been proposed, four sets of conditions which may give 
rise to the phenomena associated with the phrase" trade 
depression. " 

1. The GluttabiIity of Wants. 
The first is in my view at once the most fundamental, 

the most difficult to analyse, and the most difficult to 
counteract. Its explanation involves a preliminary 
inquiry into the nature and purposes of modern banking. 
The primary function of a banking system is to place 
effectively at the disposal of trade and industry that part 
of the savings of the people which is committed to its 
care. But incidentally in modern countries it performs 
another function-the provision of the predominant form 
of money, in the shape of deposits on which cheques 
may be drawn. Subject to a qualification to be men
tioned presently, I accept as evidently true the doctrine 
that the volume of this money outstanding lies wholly 
within the control of the banking system, as a conse
quence of its power to vary the volume of its loans and 
investments. It follows that variations in the desire of 
the public to commit savings to the charge of the banking 
system express themselves not in variations in the volume 
of bank deposits, but wholly in variations of the speed 
with which the title to those deposits changes hands as 

1 A memorandum submitted in April, 1930, to the l\lacmillan 
Committee on Finance and Industry, and reprinted here by permission 
of the Controller of H.M. Stationery Office. 
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a result of the purchase of goods-whether instrumental 
goods or goods for immediate consumption. It follows 
further that in order to discharge perfectly what has 
been described above as its primary function, a banking 
system ought to be perfectly free to vary the volume of 
its loans and investments, and therefore of the money
supply, in response to such changes in the behaviour of 
the public. 

An increased desire of the public to save through the 
agency of the banking system will show itself in a slowing
down of the movement of deposits and a fall in the 
"general price-level" of those goods (including new 
instrumental goods) on which income is spent, beyond 
what is explicable as a consequence of any technical 
improvements in production which may be at work. It 
will call for an expansion of loans and investments on 
the part of the banking system on such a scale as may be 
necessary to counteract such an .. unnatural" fall in the 
price-level. If this can be effected, the increased saving 
committed to the banks will be effectively transformed 
into industrial capital instead of being dissipated in 
consumption at unexpectedly low prices or checked by 
the curtailment of production, and the shrinkage of 
money incomes (which are derived ultimately from the 
sale of goods) will be prevented. The primary purpose 
of the banking system will have been fulfilled, and the 
tendency to trade depression will have been corrected. 

It is obvious at once that a banking system which, 
owing to its adherence to an international gold system, 
is tied by rules or conventions regarding the ratio of its 
cash to its deposits, will not be perfectly free to vary its 
loans and investments in accordance with the foregoing 
criterion. I wish, however, to concentrate for the present 
on the difficulties which might beset even a banking 
system operating in a closed country, and which seem to 
me more formidable than are sometimes supposed. 

In the first place, even such a banking system would 
probably be governed by certain conventions with regard 
to the character of its assets. The matter may be 
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developed thus. Of the effective savings of the public 
outstanding at any time, part are embodied in the form of 
fixed capital-instruments and machines-and part in the 
form of working capital-goods of all kinds in process 
of production, transport and storage. Of this working 
capital a certain proportion-in the case of England 
about one-half-has been built up with the aid of the 
banks, the remainder out of the savings made by entre
preneurs themselves or entrusted to them directly by the 
public. Again, out of the savings entrusted by the 
public to the banking system, a certain proportion-again, 
as it happens, in the case of England perhaps one-half
have been embodied in working capital, while the rest 
are represented by other types of banking assets. Now 
if the desire of the public to save through the medium of 
the banking system increases, one of three things must 
happen in order that equilibrium may be preserved. 
Either the total volume of working capital must be 
increased; or the proportion of working capital built up 
through the aid of the banks must be increased; or the 
proportion of bank assets represented by fixed as opposed 
to working capital must be increased. 

Even if the increased desire of the public to entrust 
savings to the banks is fundamentally due, as in America 
in recent years, to underlying prosperity, the two first 
alternatives may encounter strong resistances. For one 
of the causes of that prosperity has been a speeding-up 
of the processes of production and merchanting, enabling 
a given annual output to be produced and marketed with 
a smaller pool of working capital: and one of its COltse

quences has been an increased power of businesses to 
finance their own current processes of production without 
recourse to the banks. Hence it is doubtful whether 
conditions in some ways analogous to those of " trade 
depression" could have been prevented from developing 
in America in 1922-29 had not the banks been prepared 
to finance the expansion of fixed capital on a largely 
increased scale. 

If the principal cause of the increased desire to entrust 
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savings to the banks is a failure of confidence and of 
enterprise, the resistances to a counter-expansion in 
advances for the provision of working capital are of a 
different order. The will to initiate new enterprises or 
to expand old ones may be lacking: in particuhr, if 

·important branches of industry are entangled in financial 
disorder and clogged with obsolete plant, as appears to 
be the case in England to-day, the offer to them of 
advances for financing current production is apt to 
resemble the offer of a pair of boots to a man who has no 
legs. In such circumstances a banking system which is 
prepared fully to " meet the needs of trade," as those 
needs have been commonly understood in England, may 
still be falling far short of what is required of it. For in 
this case, no less than in the happier case typified by 
America in 1922-29, what is prima facie required is an 
increased willingness on the part of the banks to find ways 
and means of financing permanent investment. 

I venture to remark in passing that the laudable 
attempts which have been made by some-alas! only 
some-of the English banks in recent years to explain 
and vindicate the character of their loan assets seem to 
me to have partly failed to appreciate the real nature of 
the criticism which may be brought against them. 
Bankers have been much concerned to show that a large 
proportion of their loans are devoted to " meeting the 
needs of trade," and only a small proportion to facilitating 
" financial" transactions or personal extravagance. What, 
in the peculiar circumstances of the time, they needed to 
be able to show, was that the overwhelming bulk of their 
loans were of such a kind that the money created as a result 
of them was brought easily and actively into touch with 
commodities, whether of a consumable or an instrumental 
kind. In a time of trade depression, a stock exchange 
loan which indirectly facilitates the placing of a new 
industrial issue-even a loan to an instalment finance 
company which facilitates the anticipatory purchase of 
cradles and coffins-is not necessarily anything for a 
banker to be ashamed of. The real trouble about loans 
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to Hatry, even had he been honest, would have been not 
that he was a .. financier," but that his ideas of industrial 
reconstruction did not apparently extend beyond the 
arrangement of paper transfers and fusions, or comprise 
an active policy of purchase of tangible new structures or 
machines. o' 

I am familiar with the arguments annually set out by 
bank chairmen against the" entanglement" of banking 
with industry. I do not consider myself qualified to 
discuss them from the practical point of view; but I 
earnestly hope that witnesses of greater experience will 
submit to the Committee suggestions, involving perhaps 
the formation of consortia on the German plan or of 
something analogous to the French Credit Mobilier or 
the Japanese Kogyo Ginko, for grappling with the 
administrative difficulties entailed. I must confine my
self to urging the relevance of two theoretical propositions. 
(i) On the face of it the question of the proper character 
of banking assets is not one which can be settled in Vacuo 
for all time, independently of the state of industry and of 
the phase that has been reached in what used to be called 
the trade cycle. Things that were not proper to do--
though it does not apparently follow that they were not 
done-in 1920 might well be proper to do in 1930, and 
become improper again in 1935. (ii) The argument 
that because a bank's deposits are obligations at demand 
or short notice its assets must be .. liquid" seems to rest 
partly-I do not say wholly-on an obsolete conception 
of the method by which the public, if so inclined, proceeds 
to withdraw saving from the banks. There is surely 
nowadays no serious danger of the public desiring to 
withdraw deposits on a large scale from the banking 
system as a whole in the shape of legal tender money. 
But if there is not, then even though each individual 
deposit were payable on demand, the whole mass of 
deposits (though their real value may fluctuate with 
alterations in the spending behaviour of the public and 
consequently in the price-level) constitutes a mass of 
monetary obligation almost as fixed and immobile as the 
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most stagnant type of banking asset. This would be 
clearly s.een if there wer~ 0n.lr a sing:le deposit-banking 
corporatIon: and the desIrabIlity that It should be seen is, 
I think, a P(\t n If ligible argument in favour of the 
unification a-O<;the .cedking system, presumably under 
'some kin&< ~ statuttf y saf~guard. I do not, however, 
wish to waste the Committee's time by discussing seriously 
such a proposal-only to urge that so far as the policy of 
giving long-period assistance to industry is hampered by 
an exaggerated fear on the part of the existing banks of 
"losing deposits," something ought to be done by 
combined action to allay that fear. 

I turn now to a more disquieting problem. Is it 
certain that even in a closed country, even a banking 
system which took the broadest view of the nature of its 
permissible assets could overcome unaided a tendency to 
industrial depression arising from the cause under 
examination-viz. the failure of private enterprise to 
absorb spontaneously the increment of saving committed 
to the charge of the banks? Technically, this question 
falls into two parts. First, is the doctrine that the 
volume of deposits lies wholly within the control of the 
banking system so water-tight that in no circumstances 
could a banking system, freed from preoccupation about 
its reserves, fail to create as big a volume of deposits as it 
thought desirable? Might not even such a banking 
system fail to make headway against the flood-tide of 
repayment of loans and the unwillingness of business 
men to borrow even at very low money rates of interest 
if prices are falling, and are expected to go on falling, 
rapidly? I do not feci certain of the answer: when one 
takes into account that the banking system can expand 
its assets by way of investment as well as of loan, I concede 
that the difficulty suggested may be imaginary. I feel 
more certain about the second part of the story-namely, 
that the banking system may only be able to expand its 
assets in ways which do not ensure that the resulting 
deposits are brought effectively into touch with com
modities, and may be unable, therefore, unaided, to stem 
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a fall or engineer a rise in the commodity price-level. I 
would appeal to the experience of the Federal Reserve 
System in the autumn of 1927 in confirmation of this 
VIew. ~L..'" 

Behind this contention lies a pr,lhl pIe of great import
ance. Among the causes of L .ustrial depression r 
attach leading importance to the temporary gluttahility 
of large groups of particular human wants. This applies 
even to consumption goods-most obviously to those, 
like motor-cars, which are of a semi-durable nature, but 
also to those, like sugar, which are consumed at a blow. 
If the production of many types of such goods has been 
rapidly increased, as in recent years, the absorbent capacity 
of consumers may be very severely tested. To dish out 
money through the agency of the banking system may be 
an inadequate remedy if the purchasing power so obtained 
is held in the form of a potential command over goods in 
general instead of being expended on particular goods. 
And if this is true of consumption goods it is far more, 
and more devastatingly, true of the instruments of pro
duction and the materials of which they are made. A 
feature of modern industrial progress, partly aggravated 
by avoidable causes but partly inevitable, is that it pro
ceeds discontinuously-in lumps and by jumps. A 
railway once built will be capable of serving the needs 
of " J;.tr·,ct for a generation, till it becomes time to 
cJuble the track. Anybody ought to have been able to 
see in 1920 that the world was so clogged with ships 
that the shipbuilding industry was in not for two years 
of depression but for a dozen: and that it would not (to 
anticipate a little) be a good or sensible use of the Trade 
Facilities Act to invoke it for the production of new ships. 

So far as consumption goods go, the chief remedy 
seems to be the rather unattractive one of the perpetual 
stimulation of new wants: certainly the nation that has 
practised this immoral art with most assiduity is that 
which has longest postponed the disease of industrial 
depression. .. The National Kraut-packers' Association," 
I read some time ago, .. has made America sauerkraut-
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conscious in the short space of two years, thus redeeming 
the odium on one of Cod's gifts to mankind, and increasing 
consumption 20 per cent." There is, however, another 
palliative which, if the Committee is prepared to con
sider fairly advanced proposals, ought not, I think, 

. to be ruled out of court off-hand. The saturation 
of particular wants is not in all or most cases permanent. 
Time is needed for the organisation of new channels of 
trade-to cite an instance which has been given, for the 
popularisation of wheat in the Pacific. Further, on the 
assumption that depression in the instrumental trades 
will not continue for ever, an increased flow of consump
tion goods will be needed for the sustenance of the 
instrument-makers when they are set to work. It is one 
of the paradoxes of economics that saving is the one 
thing that cannot be saved: saving that is allowed to go 
to waste to-day cannot be utilised to-morrow. But there 
is nothing inherently ridiculous about the policy of storing 
such consumable goods as are technically capable of it, in 
order that, when the time is ripe for a new outburst of 
constructional activity, the materials of livelihood for 
those engaged in it may be forthcoming without the need 
for extracting them from con tern porary consumers through 
the processes of inflation and enforced abstinence. This 
is the theoretical case for schemes of "valorisation" of 
raw commodities with the aid of banking systems and of 
Governments. I am aware that such schemes are exposed 
to many kinds of practical difficulty and risk. I would 
only plead that in considering them, regard should be 
had to two points-first, that in default of them nothing 
can prevent producers, if they are strong enough, indulg
ing in schemes for the restriction of output which are 
prima facie wasteful and anti-social; secondly, that, as 
in the analogous case about to be considered, the con
sideration that such projects may not promise a market 
rate of interest is not necessarily decisive if the alter
native is alternate periods of disorganised production and 
strangled consumption. 

I pass to the better-worn field of instrumental goods. 
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It has always seemed to me the merest common sense that 
public bodies, central and local, as well as semi-public 
bodies such as railway companies, electricity commis
sioners and so forth, should intervene to organise and 
express a collective need for instruments and structures 
-rolling-stock, pylons, lavatories and what not-at times 
when the ordinary commercial demand for instruments 
and structures is in a condition of temporary saturation. 
The doctrine of temporary gluttability which I have 
tried to outline above is in direct conflict not only with the 
so-called "Treasury view" that such a policy of pro
moting public works absorbs resources which would 
otherwise anyhow be employed by private enterprise, but 
also with the doctrine, which has been maintained, for 
instance, by Mr. Hawtrey, that the public works are a 
" mere piece of ritual," achieving nothing which could 
not equally well be achieved by the banking system 
acting alone, through a sufficiently great alteration in its 
terms of lending. \Vhen the spirit of investment is 
really costive unto death, I do not feel confident that the 
most enlightened group of bankers have it in their power 
to administer a sufficient purge, unless they are backed 
and utilised by authorities even higher than they. It is 
to the organised will of communities, expressing itself 
through the machinery of representative government, 
that we must say: 

" Now if thou wouldst, when all have given him over, 
From death to life thou might'st him yet recover." 

At the present time the need for such a policy seems 
to me more urgent than in the typical slump of pre-war 
days, for three reasons. First, with a retarded rate of 
growth of population and of world-trade, instrument
gluts are liable to last longer than of old: the tail of one 
depression, so to speak, does not so easily get bitten off 
by the head of the next boom. Secondly, as a result 
partly of technical changes, partly of an increased senti
ment in favour of the limitation of private profit derived 
from public utilities, the field of enterprise in which 
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Government-in the broadest sense-is in any case 
naturally and inevitably involved has broadened, so that 
old arguments hinging on the demerits of so-called 
" relief works" have become largely out of date. Thirdly, 
a vigorous application of the processes of rationalisation 

. to p;ivate industry, while it may expand the demand for 
certain types of instruments, is almost certain, so far as I 
can see, to diminish temporarily the demand for labour 
as a whole. And" temporarily" is in this connection a 
vague and elastic conception. There is something to be 
said for the ribald suggestion I have heard that Mr. 
Thomas should remain as Minister for Throwing People 
out of Work, Miss Bondfield as Minister for Keeping 
them out of 'N ork, and that we should now appoint a 
new Minister for Getting them back to Work again. 

Before leaving this part of the subject, I wish to 
emphasise two points. (I) The root difficulty to which 
I have tried to draw attention above does not depend 
primarily, so far as I can see, on our attachment to an 
international gold standard. It might occur in a country 
with a closed monetary system, and it may occur in the 
world as a whole. Nor does it depend primarily, so far 
as I can see, on the existence of a profit economy. It 
might occur in a Socialised State, and it might occur in a 
community of small producers working on their own 
account, all of whose incomes contracted instantaneously 
with a fall in price of the commodities which they pro
duced. This is not to say it is not gravely exaggerated 
if many money incomes are fixed by law or custom in 
such a way that the brunt of falling prices is concentrated 
on a limited class of entrepreneur-employers. (2) I 
have developed my analysis with reference to a trade 
depression alone, so as not to weary the Committee with 
irrelevant matter. But I think it important to observe. 
that there are probably many people, of a somewhat vocal 
type, who would agree with my conclusions as to the 
present need for a forward policy on the part of banks 
and public authorities, but who would put the case in 
general terms which I should regard as erroneous, and 
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the application of which, in other circumstances than the 
present, I should expect to lead to evil consequences. 
The doctrine, popular among some schools of monetary 
reformers, and enshrined at one time in a Report of the 
Federal Reserve Board, that there is no danger that 
credit will be issued to excess as long as it is issued.only· 
for "productive" purposes, seems to me fallacious. 
There is no pre-ordained harmony between, on the one 
hand, the extent to which entrepreneurs will wish to have 
recourse to the banks for the wherewithal to build up 
industrial capital-whether capital in general or working 
capital in particular-and, on the other hand, the extent 
to which the public will desire to keep its savings crystal
lised in the form of bank deposits. The doctrine that it 
is the whole duty of the banking system to respond pas
sively to the alleged " needs of trade" might become, in 
other circumstances, a potent instrument of inflation and 
of oppression of the consumer. 

II. The Level of Real Wages. 

If the workpeople in a country demand a real wage in 
excess of the economic value of their work, economic 
theory predicts two reactions, one more or less instan
taneous, the other more or less delayed. The first is
the general willingness of entrepreneurs to spend money 
on the hire of labour remaining still unimpaired-a reduc
tion in the numbers who will find work; the second is a 
lessened willingness on the part of entrepreneurs to 
provide capital and display enterprise, caused by the 
shrinkage of profits, and leading in its turn to a further 
diminution in the numbers who can find employment at 
the wage insisted upon. 

A shrinkage of net profits due to the financing of social 
services out of high direct taxation will tend to produce 
the second effect, in a degree which seems impossible to 
determine except by the method of trial and error: but 
it will not tend to produce the first, i.e. it will not operate 
as a direct tax on employment. I share, therefore, the 
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view that it is a less dangerous method of maintaining 
and advancing the working-class standard of life than a 
militant wage-policy. Among other things the burden 
will be shared by the commercial, financial and profes
sional classes who employ little labour, instead of being 
'conc~ntrated on the class of industrial entrepreneurs. 
I think, however, there has been a tendency among some 
authorities, particularly the members of the Colwyn 
Committee on National Debt and Taxation and some of 
their expert witnesses, to exaggerate the difference between 
the two methods of procedure. 

Insistence on an uneconomically high real wage may 
come about as a bye-product of the situation discussed 
in Part I-i.e. it may take the form of a maintenance of 
money wages in the face of a falling price-level; but it 
may not. Personally 1 am inclined to attach less import
ance than some people to the alleged rigidity of money 
wages under all conditions, and more to the increased 
determination of the working classes, backed by powerful 
Trade Unions and universal suffrage, to secure under all 
conditions a handsome share of the real income of the 
country. The difference of emphasis is important both 
in connection with the existing situation and in. connec
tion with certain proposed remedies. (a) The spokes
men of the working classes are justified in pointing out 
that the cost of living has not fallen in recent years any
thing like as much as the level of wholesale prices. The 
reason for this seems to be partly frictions, increasing the 
incomes of retailers, but partly also the fact that efficiency 
in distribution cannot be expected to increase as fast as 
efficiency in extraction and manufacture, so that a natural 
result of technical progress in agriculture, mining and 
industry is to increase the proportion of the community's 
real resources which have to be employed in the processes 
of merchanting. (I would appeal to the occupational 
statistics issued annually by the Ministry of Labour in 
support of this thesis.) The inference is not indeed that 
the industrial workers are not demanding uneconom
ically high wages, but that they cannot quite justly be 
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charged with ignoring changes in commodity prices. 
(b) If Protection were introduced on a sufficient scale to 
cause an appreciable rise in the cost of living, I feel little 
doubt that pressure to raise money-wages would follow 
at no distant date. In this. ever;t. th.e alleged efficacy of 
ProtectlOn as a cure for d,sequthbnum between prices· 
and wages would prove nugatory. 

I find it very difficult to express an opinion as to how 
far the maintenance of an uneconomically high real wage
level is a practically important cause of unemployment in 
this country to-day (i.e. I rule out such speculations as 
that, if wages fell to a penny a day, we might all employ 
a dozen coal-miners as body-slaves). If importance is 
attached to the theory of saturation set forth in Part I, 
it would follow that the demand for labour in many direc
tions to-day is pretty inelastic, in the sense that consider
able wage concessions would not be likely to lead to a 
great increase in the numbers employed. I suspect that 
this is true par excellence in shipbuilding; that it is true 
in a less degree of the leading textile trades; and that it 
is true also, for rather different reasons, in the case of 
certain .. sheltered" industries, notably railways, where 
the numbers who can find employment are dictated within 
fairly narrow limits by the size and nature of the fixed 
plant with which they have to co-operate. I am inclined 
to think that one effect of rationalisation may be to 
assimilate industry to transport in this respect-i.e. to 
produce such a close and intimate co-ordination between 
an elaborate fixed plant and the labour-force required to 
work it as to leave little room for the operation of what 
economists call the principle of substitution-little induce
ment, in other words, to the entrepreneur to take on more 
hands if the rate of wages falls. A completely ration
alised world might turn out to be one in which, if 

~ organised so as to obtain their economic worth, a certain 
. proportion of the workpeople could find employment at 

very high wages, while the remainder could hardly find 
employment on any terms at all. 

For these reasons I should, I think, expect smaller 
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results on employment from a successful drive against 
wages, unaccompanied by any other change, than some 
people would. I should not, however, if I were Minister 
for Employment, feel justified in refusing an offer by the 
Trade Union Co!,g:ess to bring all ~ages down by 10 

'per ,ent.; and If It were accompamed by a vigorous 
effort to revive the demand for labour by other means, I 
should hope for apprecIable results on the volume of 
employment. 

Ill. The Cold Standard. 
A banking system which would otherwise find no 

insuperable difficulty in transforming into industrial 
capital all the saving committed to its charge may on 
occasions be prevented from doing so by the necessity of 
adhering to rules or conventions about the relation of its 
deposits to its reserves, which in turn are, or are thought 
to be, necessitated by its adherence to an international 
gold standard. So far as difficulties of this kind are 
connected with foreign investment, I postpone them to 
Part IV; so far as they are connected with international 
pressure on the supplies of gold, I proceed to discuss 
them now. 

If the world had reached equilibrium in its gold-using 
habits, I should be inclined to take a less gloomy view 
than some economists of the probable gold situation 
during the next few years. According to the best 
authorities, the supplies of gold available for monetary 
use are still increasing at the rate of about 2 per cent. per 
year-that is, twice as fast as the world's population. If 
they are increasing less rapidly than the world's produc
tion of commodities (i.e. if the production of commodities 
per head is increasing br more than I rer cent. a year), 
that is not on the face of It an eVIdent eVIl. At the same 
time, according to the same authorities, the annual output 
of gold from the Rand is likely to diminish rapidly from 
about 1939. Moreover, there is every reason to fear 
that a number of European countries have not abandoned 
the hope of substituting gold on a large scale for foreIgn 

K 



130 ECONOl\HC ESSAYS AND ADDRESSES 

exchange in their banking .reserv~s, and ev~n of res~oring 
a gold circulation. Th.e difficulties of freeIng gold In the 
United States by subS!1tutIng Federal Reserve Notes for 
Gold Certificates, and by substituting" eligible paper" 
for gold in the reserves of the Federal Re;;erve Bank~, 
seem to be greater than are always appreCiated 010 thiS' 
side of the Atlantic. In these circumstances I concur 
with the general body of economic opinion in attaching 
the highest importance to concerted action among Central 
Banks to ensure the rational use and distribution of 
available gold supplies. If I do not enlarge on this sub
ject in proportion to its .iml?ortanc~, it is because I feel I 
have nothing to say which IS not hkely to have been put 
before the Committee with great emphasis by other 
witnesses. As an obvious objective of policy I would 
mention a concerted move towards the reduction of the 
present extremely high legal reserve ratios of Central 
Banks-a move in which we might presumably have to 
play our part by a relaxation of the law or practice with 
regard to the fiduciary issue. 

There remains the question whether, pending or in 
the absence of international action, this country can 
safely take any steps in the relaxation of banking rules. 
That there remains an element of play in our system, 
even under an international gold standard, and that that 
element of play can be used to great advantage, has been, 
I think, abundantly proved by the authorities of the 
Bank of England in recent years, and especially in 1929. 
Could that element of play be advantageously increased? 
I do not think we can have a gold standard and yet expect 
to behave as if we had not got one; but I think there is 
one change at least which deserves the serious considera
tion of the Committee, and which would be the easier to 
adopt in that we should not be setting an example of 
looseness to our neighbours, but only taking a leaf out of 
their books. In the United States and some other 
countries, the banks are allowed to keep a substantially 
smaller proportion of reserves against time than against 
demand deposits. Thus an increased willingness on the 
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part of the public to do its saving through the agency of 
the banks, so far as it manifests itself in an increase of 
time as compared with demand deposits, automatically 
frees the banks to expand their loans or investments. 
If the American rules were applied to the English banks, 
and -if the existing proportion between current and 
deposit accounts could be maintained, the aggregate 
deposit liabilities of the banks could be increased by 
70 per cent. Of course in existing circumstances that 
proportion could not be maintained, and I do not suggest 
that if it could it would be wise or practicable to effect 
such a sweeping expansion at one blow. But I would 
press the Committee to consider very seriously whether 
the principle of differentiation between demand and time 
deposits ought not to become embodied, whether by law 
or custom, in our banking practice. 

If the Committee are in a mood to consider fairly 
sweeping proposals, there remains the possibility of 
altering the English Currency Law in such a way as to 
bring the gold reserve into connection with the purpose 
for which it is in fact required, namely, meeting foreign 
drains, instead of a purpose for which it cannot be required, 
namely, the cashing of notes. It is difficult to make a 
specific proposal without knowing more than I know 
about the composition of the Bank of England's Other 
Deposits, other than bankers' balances. But for the 
sake of illustration let us suppose that the law ran that 
the gold reserve must never fall below twice the bankers' 
balances. Under the law as it stands, the withdrawal 
to-day of £60 million of gold for export through the 
agency of the joint-stock banks would reduce the Bank of 
England's banking reserve to zero, and necessitate a 
violent contraction of credit by the joint-stock banks. 
Under the law that I have suggested, the Bank of Eng
land, retaining £100 million of gold, would be able to 
keep the bankers' balances at £50 million, i.e. to reduce 
them only by £ I 5 millions. Thus a substantial buffer 
would be provided against the disturbing effect of foreign 
drains. Yet the sacred principle of proportionate reserves 



132 ECONOMIC ESSAYS AND ADDRESSES 

would be preserved, though in an unfamiliar form; and 
the hand of the Bank of England would be strengthened 
in resisting irresponsible pressure to increase substantially 
the basis of credit in consequence of casual increases in 
its gold holdings. .. 

IV. Disturbances in the Balance oj Payments. 

Under this heading there fall due for discussion a 
number of matters whose inter-relation is by no means 
easy to determine. 

I share the view that the sums which the inhabitants 
of a country, taken as a body, desire to invest abroad, 
and the sums which are at their disposal for investment, 
as a result of a favourable balance on trading account plus 
the receipt of interest on past investments, are determined 
by partially independent forces; so that under a gold 
standard harmony can only be preserved between them 
through manipulation by the monetary authority. I say 
" partially independent," because I also share the view 
that under ordinary conditions there is a certain natural 
connection between them. A country which is poor 
enough to want to borrow is probably also simple enough 
in its economic structure to have a keen demand for 
foreign specialities. A country which is so highly indus
trialised as to be constantly seeking new foreign markets 
in order to exploit the full advantages of large-scale pro
duction is probably also rich enough to desire to invest 
heavily abroad. vVere such harmony universaJ,1 little 
trouble would be caused to monetary authorities: each 
country would smoothly and easily get the amount of gold 
which it deserved, and the level of money incomes ruling 
in it would accurately reflect its combined position as a 
trader, a recipient of interest, and a maker of fresh invest
ments. There would be no cause for alarm if the level 
of money wages and other incomes were found to be 

1 Post-1924 Germany is an admirable illustration of flagrant violation 
of the rule. 



THE WORLD SLUMP 133 

twice as high in England as in (say) Germany, nor any 
justification for paying attention to the complaint of 
particular trades which found this fact inconvenient. 
But a country in which this natural harmony is broken, 
through an increase in the desire and/or a diminution in 
the .ability to lend abroad, may find itself with an 
uneconomically high level of domestic prices, including 
money incomes, as compared with the rest of the world, 
and may suffer from unemployment until the situation is 
corrected by an outflow of gold and a contraction of credit 
and of money incomes. 

How far is such a rupture of harmony a cause of 
England's troubles to-day? There are several points 
to be discussed. 

(I) Is there really evidence that "the English price
level" is I 0 per cent. out of equilibrium with" the world 
price-level"? The difficulty of answering arises from 
the double difficulty of finding a thing to be called the 
price-level and a place to be called the world. The 
dispute over the return to the gold standard in 1925 was 
conducted by both parties in terms of a comparison 
between England and America, and at first in terms of 
wholesale prices. \Yhen it became evident that whole
sale prices were an inadequate guide, appeal was made to 
cost-of-living figures, of which unfortunately the two 
available American series told incompatible tales. But 
if what we are really interested in is cost of production, 
there is no reason for stopping short at cost of living, and 
we are driven back on wage,. But wages are notoriously 
lower in England than they are in America. Hence we 
are driven from America (being careful to avoid Japan, 
where "internal prices" have ruled far higher than in 
England) to the continent of Europe, and particularly 
(skirting Italy and Scandinavia) to France and Belgium. 
But the low level of gold cost of living and wages in 
France and Belgium is far more directly the result of what 
they did in 1927-8 than of anything that we did in 1925. 
Further, the whole theory of a IO per cent. crime in 
1924-5 depends on the assumption that" equilibrium" 
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had been reached in 1923-4. But can it be confidently 
asserted that the true post-war equilibrium was reached 
in a year in which, for very goo~ re~sons, America 'Yas 
withholding that stream of finanCIal aId to Europe whICh 
we surely have some reason for regarding as a .. normal." 
feature of the post-war world? And, finally, wf,o IS' 

prepared to say how far the existing relative levels of 
money-incomes in different countries are "unnatura1," 
and how far they reflect, as they presumably did before 
the war, the relative pull exercised by those countries on 
the supplies of gold and other internationally traded 
goods? For these reasons, even if the scheme for a 
concerted reduction of British money incomes by 
10 per cent. were politically feasible, I am afraid I should 
feel it was based upon a quicksand. 

(2) These reflections lead naturally to another. The 
terms on which we conduct our trade with the rest of the 
world seem to have been subjected since the War to two 
conflicting influences. On the one hand, there has been 
a relative glut of certain things which we supply, notably 
coal and shipping services, with the result that we have 
had to dispose of them on unfavourable terms. On the 
other hand, there has been a relative glut of many of the 
things which we buy. The latter force has been on the 
balance the more powerful, so that while the price of our 
exports, as recorded by the Board of Trade, is 60 per cent. 
higher than in 1913, the price of our imports is only 
35 per cent. higher. These figures over-estimate the 
change, for they do not include shipping services among 
exports, and some of the exports whose price-change is 
measured have probably improved in quality and intricacy 
so as to embody larger amounts of British labour and 
skill. But taking the figures as they stand, they suggest 
that we are able to obtain, for a given volume of exports 
a volume of imports greater by 18 per cent. than in 19 I 3: 
On,e way of interpr~ting this fact is ,to say that we are 
tryIng to exact too hIgh a price for our exports, with the 
result that we cannot sell as many as we should like. But 
a more natural way is to say that as a result of the change 
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we could afford to s peciali~ J ~ mailer proportion of our 
pro~uctive equipment;: 6 ,~.' i'uring the in;>port of the 
foreIgn goods, ,nd secc. "' ")hat we reqUIre. For so 
startling an improvement itp '1,t· tertt'''' of trade is prima 
facie advantageous to the cu'&n .... r r5 which it occurs . 

. If it could immediately and without loss transfer to other 
uses the factors of production ,pecialised in the pro .. 
duction of goods for export,,:he change would be 
unequivocally advantageous. If it cannot, those factors 
of production will suffer the familiar phenomena of 
" trade depression" -low profits and falling demand for 
labour; and it becomes a question of calculation whether 
to incur the losses of transferring them, or to permit 
them to continue to work at a lower reward than that 
which can be obtained in other occupations. If the latter 
plan is regarded as the lesser evil, it must not be hastily 
inferred that the level of money incomes in the non-export 
trades is "too high." To use more familiar language, 
the level of incomes in the "sheltered" trades may, 
more faithfully than the level in the" unsheltered" trades, 
reflect the general level which the country could economic
ally maintain if its productive resources were distributed 
in a perfectly appropriate manner between making for 
export and making for home consumption. 

Thus in these circumstances the forcing of exports at 
a sacrifice on an unwilling world is at best a pis aller: 
whether it is the best policy available depends partly on 
whether the change in the terms of trade which is the 
cause of all the trouble is likely to be reversed, and what 
form the reversal will take. Personally, when I first 
became aware of the situation, I expected that before long 
it would be reversed; but in fact, after some recovery 
from the extreme conditions of 192 I, it has shown in 
recent years a remarkable tendency towards stabilisation. 
Indeed the position in quite recent months has recalled 
that of 192 I; for the world-wide fall in the prices of raw 
products which has attracted so much attention has been 
a fall in the things which Englishmen consume rather 
than in the things which they produce. It is highly 
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para:ioxical that such a '-4v,1'Jpment should injure us; 
but It may nevertheless dt-war In so far as it reduces the 
quantity of exports whichv" need send :., return for our 
imports; in more ream or language, in so far as it reduces 
the power of Aus.rar,];n and other producers of raw 
products to purchase 0ur goods and so produces- .dis-· 
location of our export i.ldustries. The natural inference 
would seem to be that we should make a special effort to 
absorb in useful occupations at home the productive 
resources which are being rendered superfluous in the 
export trades. Thus the practical outcome is to streng
then the case for the policy of vigorous home development 
advocated in Part I of this memorandum. 

If at some future time the terms of trade swing against 
"us, it is likely to be as part of a more far-reaching change
namely, a partial closing of those gaps in the comparative 
capacities of different countries for following different 
pursuits on which the advantages of international trade 
depend. If that occurs, it will still be true that England 
will have to adapt her economy to a smaller volume of 
export trade than she has been used to in the past-not, 
as at the present moment, because she is getting her 
imports so cheaply, but for the less agreeable reason that 
the circumstances in which it paid the world to let her be 
its workshop will have partially passed away. But the 
moral seems to be the same-that the mOre trouble she 
takes over making the requisite change in her economic 
organisation the better. 

This argument for increased national self-sufficiency 
bears a superficial resemblance to the arguments for 
Protection; but it will be found, I think, that the 
resemblance is more apparent than real. It is one thing 
to diagnose that natural forces are at wor; to extrude 
productive resources ~rom the ~xport tr~des, ~nd to prepare 
suitable asyla for theIr receptIOn. It IS qUIte another to 
aggravate the problen: o~ transfer un~ecessarily by 
measures which, by cuttIng Into well-establIshed channels 
of reciprocal trade, by provoking retalia~ory increases of 
tariffs, and by enhancing the cost of tnstruments and 
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semi-manufactured materials, swould accentuate the 
pressure on the export trades. 

(3) Thp .~o(: "idity of the foregoing argument depends 
partly o.,,,.~,,Yassumption that we are satisfied with the 
volume or Our net new annual foreign investment. At 
theil>i'llcreased buying-power, our present volume of exports 
would purchase a volume of imports smaller by 3 per 
cent. than we took in 1913. In actual fact our volume 
of imports is 21 per cent. greater than in 1913. This is 
only possible because we have been content to buy fewer 
foreign securities. How far has this reduction in our net 
foreign lending come about spontaneously, and how far 
has it been the result of continuous pressure by our 
monetary authorities? I do not find it easy to determine. 

The theory that our investors are inclined to make such 
large permanent investments abroad that our account 
can only be balanced through the attraction of short-term 
balances seems to me to find some confirmation for the 
troubled years 1925-7 in the available figures. Those 
for 1928-9 tell no such tale, but it is, of course, common 
knowledge that in the latter year at least the volume of 
long-period foreign investment was itself drastically 
repressed by high bank-rates and unofficial embargoes. 
At the same time I am tentatively inclined to ascribe our 
exchange troubles in 1929 far more to the vagaries of 
Continental Central Banks, indirectly enforcing the with
drawal of short-term balances, than to an abiding pressure 
on the part of British investors to transfer their fortunes 
abroad. The figures of the American balance of pay
ments for the year ending June 1929 suggest that even 
the power of high call-rates in New York to attract foreign 
money may be exaggerated. On the other hand, if Sir 
Robert Kindersley's estimates proved correct, the situation 
in 1929 was relieved to an altogether exceptional degree 
by the operation of sinking-funds and the repayment of 
maturities of foreign loans, which together amounted to 
no less than £50 million. 

On the whole, in this connection as in connection with 
the general level of money incomes, I am inclined to 
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attach rather less weight than some authorities to inter
national disequilibrium as a cause of our troubles, as com
pared with factors which might operate even within a 
closed system. But I feel sufficiently aware of the 
possibility of disequilibrium, sufficiently uncertain of the 
future course of events, and sufficiently sceptical ·~bout 
the advantages of vast new foreign investments to a 
country in our position, to wish to see the present unofficial 
powers of control by our monetary authorities over the 
volume of foreign investment strengthened and regu
larised in any way that may be practicable. I do not feel 
that I have sufficient technical knowledge to make useful 
suggestions; but I am attracted by the idea of differential 
taxation. 



III 

THE MONETARY DOCTRINES OF MESSRS. 
FOSTER AND CATCHINGSl 

I 

THE purpose of this article is to offer some comments 
on the monetary doctrines expounded by 'vIessrs. Foster 
and Catchings in Part V of their book p,.ofits and else
where, as well as on some of the criticisms of these doc
trines made by the four writers whose essays were 
adjudged the most successful in a competition held for 
a prize for the best adverse criticism of Messrs. Foster 
and Catchings' book. No comments will be offered on 
Parts I to IV of Profits, which consist in the main of an 
exposition and defence, on well-established lines, of the 
general working of the institutions of economic freedom, 
competition and private property. Nor will any attempt 
be made to treat in detail of those portions of the Pollak 
Prize Essays, interesting though they are, which are 
devoted rather to elaborating the authors' own theories 
than to refuting the theories here under review. 

I hope that Messrs. Foster and Catchings would agree 
that their general standpoint can be fairly summarised 
in the three following propositions. (1) The phenomena 
associated with what is called "trade depression"
accumulating stocks of unsold goods, unemployment, 
restriction of output below capacity-are the only 
important obstacles in the way of the abolition of poverty 
and a rapid raising of the standard of life for the whole 
population. (2) These phenomena are purely monetary 
in origin, in the sense at least that they could not arise 
in the absence of a monetary economy. But (3) they 
are due, not to any purely technical features of the 

1 Quarurly Journal of Economics, 1929. In the light of further 
reflection and of Dr. Hayek's interesting article "The 'Paradox' of 
Saving" (Economica, May 1931), I have re-written the paragraph on 
p. 149, dealing with the authors' Case IX. 

139 
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monetary machine (for instance, the gold standard, 
note-issue regulations, or central bank policy), but to 
something inherent in the very nature of an economy 
characterised by the search for profits and by the making 
of individual and corporate savings. Before attempting 
to phrase more precisely, and to discuss more minuteln 
this last proposition, it seems advisable to com~ent 
briefly on its two predecessors. 

(I) Trade depressions are the ollly importallt cause oj 
poverty. I suspect that this proposition may be much 
more nearly true for the United States than for Great 
Britain. In Great Britain, in spite of our preoccupation 
with the problem of unemployment, we have to remember 
the authoritative pronouncement of Messrs. Bowley and 
Hirst in 1915: .. It can hardly be too emphatically 
stated that of all the causes of primary poverty which 
have been brought to our notice, low wages are by far 
the most important." As the same investigators have 
shown, the position of most low-paid regular workers 
has improved perceptibly since that date; but he would 
be a bold man who would prophesy that poverty and the 
trade cycle could be buried in the same grave. Even for 
America, I cannot help feeling that our authors' con
fidence in the truth of their own discovery is apt to 
generate in them an exaggerated optimism, which is 
most marked in their latest and most popular work, The 
Road to Plenty. I gravely fear that" The Little Grey 
Man," the hero of that emotional romance, may, even if 
he gets his Plan to work, find a certain measure of 
disillusionment in store for him. But this, after all, is 
a matter of judgment and emphasis, on which further 
argument here would be barren and out of place; and 
we can all cordially agree that the causes of trade depres
sion are well worth all the careful and elaborate study 
which they are now receiving. 

(2) .. The trade cycle is a purely mOlletary phellomelloll." 
I here cast this proposition in the form of a quotation 
from Mr. Hawtrey, as a reminder that it will be endorsed 
by many who will dissent from the more particular 
diagnosis shortly to be discussed. I t would not be 
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sensible to attempt to set out fully here the strong objec
tions which exist, in my view, to accepting it, or to 
elaborate the share in the causation of the trade cycle 
which may be attributed to variations in harvests, to 
inventions, to the inevitable discontinuity in the process 
'of investment in the instruments of production and 
transport employed by a highly industrialised and rapidly 
progressive society. But it is relevant to my purpose to 
notice the argument (Profits, pp. 4-5, 224, 421) by 
which Messrs. Foster and Catchings seek to win assent 
to the proposition. Under a barter system, it is urged, 
a general over-production of goods could not occur, since 
the goods would provide a market for one another: 
" general over-production" means simply over-production 
relatively to available money. I see no reason to suppose 
that this is true. Even Robinson Crusoe, fishing 
eighteen hours a day in his new boat, could find that he 
was over-producing goods relatively to his past and preselll 
efforts and sacrifices-that is, getting less utility per unit 
of labour and waiting incurred than he expected. And 
in a slightly more complex society, as Professor Pigou 
has shown, it is quite possible for A to double his output 
in the expectation that each of his goods will exchange 
for twice as many of B's goods as before, and for B to 
double his output in a similar expectation; so that both, 
finding the terms of trade unchanged, have cause to 
regret their action, and each, if he tries to stick out for 
the expected terms, will find goods accumulating on his 
hands. Mr. Souter's ingenious demonstration on similar 
but more elaborate lines (Pollak Essays, pp. 25-33), 
while I do not pretend to have entirely mastered its 
later phases, seems to me to be conceived aright. So 
does his stricture (p. 45, note) on the "naive belief 
that a curtailment of expenditure of money in one direc
tion is immediately and proportionately' compensated' 
by increased expenditure in another." The" monetary .. 
school of trade-cycle theorists seem to me to overlook 
the significance of the inelasticity, in time of slump, of 
the demand for certain important things which are 
being relatively over-produced-particularly transport 
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facilities and constructional goods; whence it follows 
that any attempt to expand output on the part of these 
trades would, even under barter, furnish an inducement 
to other trades to reslriel output. The diminished flow 
of money spent in such times on the products of the 
first group of trades is not a cause but a sympto!!l of 
profound industrial maladjustment. 

This is not, of course, to deny that the variability of 
industry is acutely aggravated by monetary causes. 
One such aggravation, which our authors note but, I 
think, wrongly interpret, will be discussed below. More
over, when they come to the discussion of practical 
remedies, they are happily led to advocate one which 
can be, and has been, approved by many who would 
endorse neither their nor any other purely monetary 
theory of the trade cycle. Their prescription, long held 
up a tantalising sleeve, and at length triumphantly 
announced in chapter 'S of The Road 10 Plen,y, turns 
out to be none other than our old friend,! the planning of 
long-range programmes of construction by central and 
local governments and big corporations, with a view to 
putting them into operation in such a way as to counter
act the variations of private demand. On the quan
titative and practical aspects of this suggestion some 
wise and cautious words of Dr. Bowley (Is Unemploy
menl Inevilable? pp. 367-68) deserve attention; on 
the question of principle the present writer, at all events, 
is in entire accord, and would like to put into the hands 
of every member of the British Cabinet a copy of this 
sentence from The Road 10 Plenty (p. 201): .. When 
production is far below capacity, and many workers are 
unemployed because demand for their products is 
insufficient, it is far better for the Government to spend 
money on public works than to use the money to pay 
debts." 

II 
We come at last to the third and most distinctive 

1 \\'hom we owe, I believe, originally to ~Ir. and l\lrs. Webb (Minority 
Report of Poor Law Commission, 1909). 
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proposition: The monetary cause of trade depression is 
bound up 'With the phenomena of profit and saving. The 
experience of the critics (Pollak Essays, Comments, pp. 6 ff.) 
seems to show that in attempting to phrase this proposi
tion more precisely, we must exercise great care if we are 
to a~oid being accused by our authors of misstating their 
position. I will therefore confine myself for the moment 
to verbatim quotations. "First, there is no possibility 
of attaining the economic aim upon which all are agreed 
unless consumers somehow obtain enough money, year 
in and year out, to buy the goods about as rapidly as they 
are produced; second, the present money and profit 
economy does not enable consumers long to obtain the 
required money; third, there is consequently no possi
bility of sustained economic progress" (Profits, p. 23 I) . 
.. The system itself ... normally and persistently, decade 
after decade, fails to provide consumers with enough 
money to acquire the goods which they are perfectly 
able and willing to produce" (Profits, p. 233; my 
italics). .. As industry is now financed and corporate 
savings are now effected, the /low of money to con
sumers does not long keep pace with the /low of goods" 
(Profits, p. 399). 

Now, it is perfectly true that Messrs. Foster and 
Catchings apparently do not regard the defect thus 
asserted as incurable-indeed, they believe they know 
how to cure it. But it is equally evident that they 
mean something much more than that, in a world where 
human foresight and organisation are imperfect, prices 
will sometimes have to be lowered if goods are not to 
remain unsold. Mr. Olmsted is, in my judgment, 
quite justified in saying that they try "to invest the 
mechanism of this defect with a mysterious atmosphere 
of mathematical certainty" (Essays, p. 69); and Mr. 
Bickerdike, in saying that .. the authors suggest every
where some inherent arithmetical difficulty in reconciling 
saving with the maintenance of a sufficiency of consumers' 
purchasing power" (Essays, p. 76). If there turns out 
to be no such inherent trick, so to speak, in the nature 
of things, nine-tenths of our authors' supposed contribu-
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tion to the theory of the trade cycle must be rejected as 
based on an illusion. That their practical good sense 
enables them to reach several correct conclusions and to 
advocate a number of sensible courses, I have already 
admitted, and could, if space permitted, more abundantly 
illustrate. But it is quite clear that they started, out 
to demonstrate the existence of a certain definite and 
persistent kink in the economic scheme; it is by no means 
clear from their comments on the Pollak Essays that their 
critics have convinced them that their analysis was 
erroneous; and it is on their exposition of the nature 
of this supposed kink, which is, after all, the only really 
distinctive feature of their work, that they must expect 
an academic critic still to concentrate attention. 

They develop their argument partly by means of a 
series of hypothetical "Cases," partly with the aid of 
more general reasoning and an appeal to statistics. They 
attach so much importance to the Cases that it seems 
desirable to examine at any rate the leading members of 
the series in some detail. \Ye are to suppose a single 
integrated corporation in control of the whole production 
and trade of the country, pocketing the whole receipts 
from the sale of goods to consumers and disbursing the 
whole wages bill and dividend bill. \Ve are to suppose 
further (I) that the goods produced in any " year" or 
accounting period I are sold in the following "year" 
II; (2) that the wages relevant to the goods produced 
in year I and sold in year II are paid in year I; (3) that 
the dividends relevant to the goods produced in year I 
and sold in year II are paid in year II; (4) that the 
wages paid in year I are spent in year I; (5) that the 
dividends paid in year II are spent in year II. Thus 
we might get equilibrium year after year with the 
following position (Case II, Profits, p. 273): 

Oup", 
Sales 
Receipts 
\Vages paid 
Dividends paid 
Price-level 

1,000,000 goods 
1,000,000 goods 
1,000,000 dollars 

900,000 dollars 
100,000 dollars 

100 
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There are certain difficulties about this construction. 
First, what exactly is meant by the .. production" of 
goods? If we try to reckon as .. produced" on any day 
those goods that receive their final touches on that day 
but were begun some time-say, for the sake of illus
tratipn, six months-earlier, then the goods produced 
in the first half of year I will be partially due to labour 
which was paid in year 0, and the wages paid in the 
second half of year I will be partially paid on behalf of 
goods which will not be produced till year II; and this 
is ruled out by assumption (2). It seems that we must 
conceive of production as an instantaneous act, to be 
followed a year later by sale. On this hypothesis our 
corporation will at any moment have to have twice as 
much working capital embodied in goods as it would if 
we adopted the more natural hypothesis that value is 
being steadily added to goods at an even rate between 
the date of commencement and the date of sale. This 
hypothesis of instantaneous production seems to me 
inconvenient, but I do not suggest that it is impossible 
to work with. 

More serious is the question of the point of time at 
which dividends are supposed to be paid. It is one of 
our authors' cardinal doctrines (Profils, p. 3 r) that 
dividends cannot be paid until the receipts out of which 
they are paid have been harvested; yet in Case II we 
find that the dividends paid in year II are partly derived 
from the sale of goods on which they themselves have 
already been spent. It is no wonder that Mr. Novogilov 
tries to rescue the authors from this self-contradiction 
by representing them as having laid down that dividends 
are paid in the year following that in which they are 
earned by the sale of goods (Essays, p. 97); but there 
seems no doubt that in this Mr. Novogilov has com
mitted a generous error, and allowed the terms of 
assumption (3) to escape his memory. 

We are driven, I think, to suppose that Messrs. Foster 
and Catchings are picturing some such process as the 
following. The" year" must be conceived of as divided 

L 
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into x " periods "; toward the end of each " period " the 
corporation, having during the "period" paid out 

900,000 dollars in wages and received them back in pay-
x 

r d r I . 'fi d' d' 'b' 100 000 ment lOr goo s, lee S JUStl e In IStft utlng .' . 
x 

dollars in dividends, which it counts on receiving back, 
also in payment for goods, before the end of the" period." 
I suspect that they picture x as " I," so that the" year" 
and the" period" are identical; but I do not feel quite 
sure of this, and so far as Case II goes it is not necessary 
either to their conclusions or to ours that it should be so. 
Armed with this notion of the" period," we can inquire 
into the community's monetary arrangements. How 
much money will the corporation need to have on hand 
at the beginning of the "period"? If all its pay
ments were wage payments (as in Case I), it would need 

I ,000,000 dollars; the velocity of circulation of money 
x 

(that is, the number of times each unit of money changes 
hands per year in transactions of every kind) would be 
2X; the" circuit velocity" of money (our authors' name 
for the number of times each unit of money changes 
hands per year in purchase of goods for final consumption) 
would be x. 

Now, does the fact that one-tenth of the corporation's 
payments are dividend payments make any difference 
to this result? It seems that we are free to make either 
of two suppositions. Either (a) the corporation pays 
the dividends with money already received during the 
" period" from the wage-earners, thus sending one
ninth of the money already used for wage-payments 
during the " period" on a second circular journey (in 

this case the total stock of money will be 900
,000 dollars, 
x 

d . . . I' lOx (b) h an Its average CircUit ve oClty --); or t e cor-
9 

poration pays the dividends with a stock of money 
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specially hoarded for that purpose since the beginning 
of the" period." In this case the total stock of money 

. b 1,000,000 d' . . I' . Will e ,an Its average CIrcUIt ve OClty x, Just 
x 

as if all the corporation's payments were wage-payments. 
. If we are to stick as closely as Messrs. Foster and Catchings 
will allow us to their principle that dividends must be ear/led 
before they are paid, the former hypothesis, (a), seemS to me 
jar the more natural. But if we choose the laller, (b), we 
must note carejully that while the corporation does /lot actually 
advance money to the recipients of dividends exceplto a small 
extent, it is conceived oj as holding idle, during nearly the 
'whole of each" period," the whole of the money which will 
be required to satisfy their claims. 

The importance of these conclusions will become 
plain when we come presently to consider our authors' 
theory of bank loans (Cases X and XI); meanwhile, there 
is a little to be said about some of the intervening cases. 
Up to and including Case IX we are to suppose the 
volume of money and its circuit velocity to be constant 
(the latter condition is, in fact, though they do not notice 
it, infringed in Case VII); up to and including Case VII 
we are also to suppose the price-level to be incapable of 
alteration. The most important of these cases is No. VI, 
in which, instead of paying dividends, the corporation 
spends its profits in hiring additional labour in order to 
increase its capital facilities and its output. Thus, start
ing from Case II, we get in successive years the following 
situations: 

Year I. I Year II. Yean III, IV, etc. 

Output 1,000,000 1,100,000 1,100,000 goods 
Sales. 1,000,000 1,000,000 1,000,000 goods 
Receipts 1,000,000 1,000,000 1,000,000 dollars 
Wages paid 900,000 1,000,000 1,000,000 dollars 
Dividends paid 100,000 0 o dollars 
Addition to stock of un-

saleable goods 0 0 100,000 goods 
Price-level . 100 100 100 
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Thus they have demonstrated, with fair lucidity,l 
that if production increases and money remains con
stant, then, if prices cannot be teduced, goods will remain 
unsold. This result, however, is so firmly in accord 
with established monetary theory that one cannot really 
suppose that they claim for it any novelty or interest: 
The novelty lies in the thesis, presently to be discussed, 
that there is some inherent difficulty about increasing 
the supply of money to match the increase in produc
tion. All that is novel about Case VI is the terms in 
which the authors explain what has happened. 

Money [they write] that is once used to bring about the produc
tion of goods is again used to bring about the production of goods, 
before it is used to bring about the consumption of goods. In 
other words, it is used twice in succession to create supply; ,,,,hereas 
if the 8100,000 in question, instead of being inve;ted in the pro
duction of additional goods, had been paid out as dividends and 
spent by the recipients, the SIOO,Ooo would have been used 
alternately to bring goods to the markets and to take them off 
the markets. 

I quote this passage in full because its motive con
tinually recurs in the remainder of the book; but after 
prolonged study I am still unable to attach any sense to 
It whatever. The money" invested in the production of 
additional goods" is, as the authors have themselves 
insisted, forthwith" spent by the recipients," that is, by 
the wage-earners who are engaged in the production of 
the additional goods. And how on earth can the corpora
tion be using the same piece of money twice in succession 
to " create supply "-that is, presumably, to pay wages 
-without receiving it back in the interval from some 

1 There are some unexplained things about the actual figures. Since 
900,000 units of labour used to produce 1,000,000 goods, while 100,000 

units of new labour produce only an extra 100,000 goods, it must be 
assumed that 10,000 of these units of new labour in year II are devoted to 
increasing" capital facilities." It is not clear how these 10,000 units of 
labour are employed in year III, since it seems that they neither produce 
a further increase in the output of goods in that year nor (so far as we are 
told), by adding further to capital facilities, enable the output of goods 
to be still furthec increased in subsequent years. 
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In Case IX the authors argue that if the Corporation 
reinvests its profits in its own business in such wise as to 
increase its output, and sells the increased output at a 
lowered price, no profits can be made. The argument 
is muddled and muddling, because for no obvious reason 
it is developed out of Case I, in which all payments are 
wage-payments and there are no profits. Had it been 
developed (like Case VI above) out of Case II, in which 
profits are being made, it would have been evident at once 
that the authors' conclusion involves the assumption that 
while prices fall and output per head remains unchanged, l 

money wages cannot be reduced. It is no more novel, 
therefore, than the conclusion of Case VI." 

1 It must, I think, be inferred from the authors' arithmetic that they 
conceive of the process of inyestrnent as leading, not to an increase of 
output per head, but to a mere extension of the sale of the corporation's 
operations, through the absorption into employment of the normal 
increment of the country's working population. I think this con
ception is quite legitimate in treating of a dynamic society, and that 
Dr. Hayek's line of attack (see note I, p. 139), which is based on the 
assumption of fixity of population, therefore misses its mark. I should 
however agree with Dr. Hayek that if investment increases out of propor
tion to population, so that production becomes H more capitalistic" and 
output per head is increased, prices ought to fall. 

I The story may be set out as fonows-

Year I Year III Yeu III 
(Cue II). Year II. (authoTl' 

(alternative hypothelu). hypothesis) 

(a) : (b) 
Output (goods) 1,000,000 1,111,000 1,111,000 1,1 I 1,000 ~ 12,3+6,000 

S,les (goods) 1,000,000 1,000,000 1,111,000 1,111,000: 11,111,000 

No. of \Vorkers 10,000 II,IJ I 11,111 11,[1 I i 12,3f6 
Wages paid (8) 900,000 1,000,000 1,000,000 goo,ooo: . 1,000,000 

Dividends p'id ($) 100,000 0 100,000 l a 
Total receipts (5) . 1,000,000 1,000,000 1,000,000 1,000,000 : 1,000,000 

Price-level . 100 100 90 90, 90 
:-loney Wages (S) . 90 90 90 81 : 81 
Real Wages (goods) 90 90 100 90\ 90 

Under both alternative hypotheses, money wages are reduced and profits 
emerge. Under hypothesis (a) these profits are distributed as dividends, 
under (b) they are invested in employing more labour. , 
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III 

'Ve reach at length the central stronghold (Profits, 
chapter 27) in which the authors, removing the condi
tion that the supply of money remains unaltered, expound 
the nature of the kink in the scheme of things which 
tends to prevent the flow of money incomes from increas
ing as rapidly as the flow of saleable goods. Once more 
we must beware of their caution against falling into an 
ignoratio elenchi (Comments on Pollak Essays, pp. 6 and 
12); we must not accuse them of saying that it is inevit
able that the flow of money incomes should fail to keep 
pace with the flow of goods-they even give instances of 
circumstances in which it has not done so (Profits, pp. 410-
13). But if words mean anything, they do assert much 
more than that it sometimes does so, or even that it happens 
to do so as often as nOf; they imply that there is on the 
balance a persistent underlying tendency for it to do 
so-a tendency which it will need considerable organised 
effort and ingenuity on the part of society to overcome. 
In support of this version of what they assert, I must 
once more have recourse to quotation (the italics are 
mine): .. In modern trade, on the contrary, the ordinary 
course of financing increased production through the 
expansion of bank credit, in accordance with the tenets 
of sound business, upsets the annual equation" (Profits, 
p. 320). .. The processes whereby capital investments 
are made do not normally bring forth increased consumer 
demand in proportion to the increased production that 
results from the enlarged capital facilities" (Profits, 
p. 372). .. As industry is now financed and corporate 
savings are now effected, the flow of money to consumers 
does not long keep pace with the flow of goods" (Profits, 
p. 399). They cannot run away from the words which 
I have italicised without abandoning all that is distinctive 
in their theory. 

Mr. Souter, by constructing a case of his own (Essays, 
pp. 49-51), has no difficulty, in my judgment, in showing 
that this belief of Messrs. Foster and Catchings is an 
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illusion, and that not only is it possible (which they 
would apparently admit) for a banking system so to func
tion as to increase money incomes in proportion to 
increases in output, but (which is the point in dispute) 
that there is no a priori reason connected with the 
.phenomenon of profits for expecting it to function in any 
other way. Mr. Novogilov takes the more heroic course 
of dissecting and amending their own cases, which he 
does with great acumen, though not, in my judgment, 
with complete success. Our authors (Comments on 
Pollak Essays, p. 15) attempt to discredit Mr. Novo
gilov's essay on the alleged ground that he breaks 
the rules by treating the cases as growing out of one 
another instead of as independent and isolated hypotheses. 
But a reference to Profits, pp. 308-9, shows that they 
themselves intend the three crucial cases (II, X, and XI) 
to represent the position in successive years: their 
attempt to rule Mr. Novogilov out of court for doing the 
same is, therefore, in my opinion, quite unfair. 

Undeterred by Mr. Novogilov's unmerited fate, I 
propose to make an attempt to grapple directly with 
Cases X and XI. Starting from the equilibrium position 
described in Case II, we are to suppose (Pro fils, p. 309) 
that in the following year the corporation borrows 
$90,000 of new money from the bank and pays it out in 
wages. It thereby increases its output by 100,000 goods, 
which, however, in accordance with the original assump
tion (I), will not be ready for sale till a year later. The 
position is set out as follows. 

Output . 
Sales . 
Receipts. 
Wages paid 
Dividends paid 
Price-level 

I Year I (Case II). , Year II (Case X). 

1,000,000 
1,000,000 

1,000,000 

900,000 
100,000 

100 

1,000,000 goods 
1,000,000 goods 
1,0<)0,000 dollars 

9<,1J,ooo dollars 
100,000 dollars 

10') 

The first comment to be made is this. There are cer-
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tain very real difficulties, which I have tried to face 
elsewhere,l about studying the behaviour of the price
level during a process of money-expansion. \Vithout 
attempting to go deeply into them, let us recall the dis
tinction drawn above between the "year" and the 
"period." To define those terms precisely, the" year ". 
is (on the authors' assumption of instantaneous "pro
duction ") the interval of time which elapses between the 
date at which an article is produced and the date at which 
it is offered for sale; the" period" is the interval of time 
during which a unit of money is used once for the pur
chase of goods by wage-earners. Now if, as is certainly 
the case in real life, the year is longer than the period, 
the new money which is paid out in wages and spent on 
goods in the first period of the year will be used again 
for the payment of wages and the purchase of goods in 
each later period of the same year; and we must allow 
for this in our account of the effect of the process of 
money-expansion on the price-level. I feel pretty sure, 
however, that this difficulty is not the source of the 
authors' troubles. It seems quite clear that in Case X 
they are assuming that the " year" and the " period" are 
iden tical and that none of the new money created by 
the bank in year II is spent more than once by a wage
earner in that year; and in this simplification I am glad 
to follow them. 

But the main point to notice is that upon which Mr. 
Novogilov has rightly pounced (Essays, p. 97)-the 
figure of $ 100,000 entered by the authors as the divi
dends paid in year I I. No explanation is offered of this 
figure; yet it seems to require a good deal. Here is the 
corporation having sold to wage-earners for $990,000, 

instead of the old 5900,000, goods which cost it some 
$810,000 2 in the previous year to produce; yet it pays 
out to its shareholders only the same money sum that it 

1 See my Banking Policy and the Price Ltvel, pp. 60 fl.., and Pigou, 
Industrial Fluctuation!, Part I, ch. xiv. 

2 About $817,000, if we adopt the authors' supposition that in the 
second year 19rh of the total sales are made to wage-earners. 
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did in the previous year, and that money sum represents 
a smaller command over goods. It seems unlikely that 
we shall derive much illumination from an assumption 
so little in accord with what we know to happen, in 
periods of rising prices, in real life. From what our 
authors have told us of the corporation's previous habits 
(Pr~fils, p. 308), we might even expect it to payout 
the whole of its realised profits in dividends; it is surely 
at least reasonable to suppose that in year II it will be 
willing, as it was in year I, to payout one dollar of divi
dends for every nine dollars received from the sale of 
goods to workpeople. In that event the dividends paid 
will be $ 1 10,000; the total receipts, $ I, 110,000; and 
the price-level, not 109, but 110. 

We are left, as I have said, to guess at the reasons for 
which the authors make their corporation behave in so 
improbable a manner; but it is impossible to resist the 
suspicion that they do so because they believe that, 
however much it may want to raise its dividends, it will 
nol be able 10 find the money 10 do so. In order to see 
whether there are any grounds for such a belief, we 
must revert to the two alternative hypotheses about the 
community's monetary arrangements set out in connec
tion with our discussion of Case II. I propose to 
work first on what I consider far the more reasonable 
hypothesis, because it springs naturally out of the attempt 
to conform as closely as possible to the authors' principle 
that dividends must not be paid until they are earned. 
That hypothesis (a) is that the community possesses, to 
start with, 900,000 pieces of money, the whole of which 
(in accordance with our original assumptions (4) and (5)) 
is at the beginning of each year in the hands of the cor
poration; and that out of every nine pieces of money 
paid to and received from wage-earners in any" period" 
(which, we have agreed, now also means in any year), 
one piece is sent on a second circular journey, this time 
to and from the recipients of dividends. On this 
hypothesis, there is no difficulty about what happens in 
year II: 10,000 of the new pieces of money, as well as 
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100,000 of the old pieces of money, are used a second 
time, namely, for the payment of extra dividends. Thus 
the average circuit velocity of money is kept unchanged; 
and we note also that by the end of the year the stock of 
money has been increased by 10 per cent.-that is, in 
the same proportion as the output, the wages-bill, the 
dividend-bill, and the price-level. ' 

Let us now, using the same monetary hypothesis (0), 
push on into Case XI, representing the events of 
year III, during which the additional output of year II 
comes on to the market, while output is still further 
increased with the aid of still further loans from the 
bank. Messrs. Foster and Catchings contend that in 
that year the price-level must fall below the level reached 
in year II, unless the supply of money is increased at an 
accelerating rate. It is not, I think, worth while to 
transcribe their actual figures, since, as Mr. Novogilov 
points out, they are clearly vitiated by the supposition 
that bank-money and output increase, not in geometrical 
but in arithmetical progression-that is, that in spite of 
the big profits realised in year II the rale of increase of 
production 1 declines in year II l. But their main defect 
is (as Mr. Novogilov also sees) the same as that of 
Case X-that they assume that the dividend-bill remains 
absolutely fixed (apparently to all eternity), while the 
money-supply and the wages-bill continue to rise. On 
hypothesis (a) there is, as we have seen, no earthly reason 
why this should happen: the annual increase in the 
receipts from wage-earners not only justifies a corre
sponding increase in the dividend-bill, but provides the 
money instruments with which it can be made. The 
complete story of the three years is told in the following 
table (see top of next page) : 

Thus we get a uniform rate of increase of money and 
output with (after the first inevitable kink) an unchanged 
level of prices. The authors' conclusion (Profits, p. 310) 

that .. the higher price-level which results from an 

1 On pp. 99-100 of the Essays, 1\.1"r. Noyogilov several times inadvert
ently writes" rate of production" for" rate of increase of production." 
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Year I Year II Year III 
(Case II). (Case X, 

(Case XI, amended). amended). 

Output 1,000,000 1,100,000 I,2IO~OOO goods 
Sales. 1,000,000 1,000,000 I,iOO,OOO goods 
Receipts 1,000,000 I,Ioo,ooo I,2IO~OOO dollars 
Wag~s paid ')00,000 <)90,000 1,089,000 dollars 
Dividends paid 100,000 J 10,000 121,000 dollars 
~loney-stoc\.: at end of 

year <)00,000 9'jJ,000 1,089,000 dollars 
Price-level • 100 110 110 

increase in the volume of money as production expands 
cannot be sustained unless the volume of money is 
increased at an accelerating rate" turns out to be without 
foundation. l 

1 In view of a later argument of the authors (see below, p. ]61), it is 
of interest to set out the balance-sheet of the corporation (omitting fixed 
capita~ about which we know nothing) at the end of each year. 

Year I. 
Capital $1,800,000 Goods " produced/' 

but not ready for 
sale, at cost $')00,000 

Cash in hand ')00,000 

$1,800,000 

Year II. 
Capital $1,800,000 Goods $<)90,000 
Surplus 90,000 Cash <)90,000 
Debt to ba.nk 9",000 

$1,980 ,000 $1,980,000 

Year III. 
Capital $1,800,000 Goods $1,089>000 
Surplus 189,000 Cash [,08<),000 
Debt to bank 189,000 

$2,178,000 $2,178,000 

Thus a growth of surplus, or undivided profit, is seen to be quite com· 
patiblc with stability of the price-level. 
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The only loophole that I can see for Messrs. Foster 
and Catchings is that they should take refuge in our 
alternative hypothesis (b) about the community's mone
tary arrangements: and this loophole is not difficult 
to block. That hypothesis is that, while dividends 
are not paid till the receipts from wage-earners have· 
been harvested, it is for some reason impossible to use 
for the payment of dividends the pieces of money which 
have been received from the wage-earners. I n this case 
the corporation must start year I and year II, not with 
900,000 but with 1,000,000 units of money. And if it 
can borrow only for the payment of wages, it does follow 
that in year II, although it is making a profit of some 
S 1 80,000 on the goods sold to wage-earners, it will be 
unable to pay more than $ 100,000 to its shareholders; 
and that, though it starts year III with a stock of 
1,090,000 units of money, yet since it will require all 
these for the payment of wages it will still be unable to 
increase its dividends beyond g 100,000. It is difficult 
to think of any reason for this curious taboo. Pre
sumably, just as in Rossel Island there are certain kinds 
of money so sacred that they are used only for the 
purchase of wives and pigs, so in our hypothetical com
munity the dividend-money is so sacred that it must not 
be soiled by the hands of wage-earners. l But if this 
state of affairs really prevails, then it surely follows that 
the hoarding of this special money through the greater 
part of the year is a business expense to the corporation, 
for meeting an addition to which it will not hesitate to 
borrow, any more than it will hesitate to borrow to meet 
an increase in the wages-bill. If the authors reply that 
in real life corporations do not borrow in order to accumu
late funds for the eventual payment of dividends, I will 
resist the temptation to reply, in their own words when 
commenting on Mr. Novogilov (Pollak Essays, p. 15), 
that" it is beside the point to show that any of the Cases 
... does not conform ... to the actual business world. 

1 W. E. Armstrong. I' Rossel Island 11oney," Economic Journal, Sept. 
19'4· 
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It is not intended to conform." For unless these cases' 
are intended to illuminate what happens in real life, they 
are a great waste of all our time. I will reply rather 
that in real life, as Mr. Souter has shown, business firms 
do borrow in order to pay profits-if not their own profits, 
thel' other people's. The miller borrows to pay for 
wheat which is already loaded with the profits of the 
farmer, the baker to pay for flour which is already loaded 
with the profits of the farmer and the miller; and the 
money thus created serves perfectly to provide profits for 
the baker as well. Mr. Souter is quite justified in pointing 
out (Essays, p. 52) that Messrs. Foster and Catchings, 
having shown that the assumption of complete vertical 
and lateral integration does not impair the general 
validity of Case II, tacitly and illicitly assume that it 
cannot impair the general validity of Cases X and XI. 
If we are compelled to assume integration and monetary 
hypothesis (b), we must be allowed also, if our results are 
to have any relevance to real life, to assume that the 
corporation is able and willing to borrow for such a 
legitimate business expense as the storage of sacred 
money. Thus, as under hypothesis (a), the stock of 
money will increase annually by 10 per cent., and the 
price-level will rise in year I! to I 10 and thereafter 
remain unchanged. l 

'We need not delay long over Case XI!, in which it is 
correctly demonstrated that the repayment of a bank 
loan by the corporation will contract money and depress 
prices, and incorrectly stated (my italics) that" this is, 
in fact, precisely what happens in the ordinary course of 
financing increased production by means of expansion 
of the volume of bank credit." It may be true that in 
real life some individual producers (especially those 

1 ~lr. Novogilov's criticism of Cases X and XI stans, as I have said, 
excellently, seiz.ing the essential points, and reaches (£JJayl, p. IG6) the 
right genera} conclusion. But, perhaps owing to the slip (already noted) 
about the year in which dividends are paid, he does not, I think, quite 
successfulIy expose what I take to be the heart of the authors' error; 
namely, the assumption that there is no way in which additional money 
can eVer be used for the payment of dividends. 
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whose operations are seasonal) periodically free them
selves altogether from indebtedness to the banks; but 
Messrs. Foster and Catchings adduce no arguments for 
supposing that "in the ordinary course" of real life 
industry as a whole is progressively reducing its net 
indebtedness to the banks, or therefore that in their 
hypothetical world they have any grounds for represent
ing their integrated corporation as doing so ill the ordillary 
course. 

IV 
I pass on therefore to the chapter (30) in which 

statistical evidence is adduced in support of the conten
tions that the chief cause of the failure to make " much 
progress ... during the last generation toward higher 
standards of living for the people generally" lies in " the 
failure of consumer demand to keep pace with output" 
(Pro fils, p. 377), and, more precisely, that "every 
marked recession in business follows a period during 
which goods are piled up beyond the capacity of willing 
buyers to take them off the markets" (Profits, p. 379; 
my italics). The figures and charts presented seem to 
fall into four groups. In the first group (Profits, pp. 379 
and 393) it is shown without difficulty that the money 
incomes both of income-tax payers and of wage-earners 
rise during trade boom and fall during trade depression. 
Our authors admit that no certain conclusion as to 
causal relations can be drawn from this; but they do not 
seem to notice that, even if it could, the conclusion would 
not be that which they are seeking to establish. For it is 
necessary to their thesis that consumers' incomes should 
be in defect not merely during the depression but during, 
at any rate, all but the earliest phases of the preceding 
boom. The second group (Profits, pp. 383-90) con
sists of Mr. Snyder's important demonstration that the 
variability of trade is less than that of productioll, and 
the variability of retail trade less than that of wholesale 
trade. That is to say, stocks of goods increase during 
the trade boom; and Messrs. Foster and Catchings infer 
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that they do so because consumers cannot buy them. 
But it surely fits in better with what we know of such 
periods to suppose that they do so partly because of the 
various congestions which occur when the economic 
machine is working at full pressure, and partly because 
traders withhold them from sale in the expectation of 
stilt higher prices. Our authors fail to draw any distinc
tion 1 between the designed accumulation of goods by 
merchants in time of boom, and the involuntary accumu
lation of goods by manufacturers in time of slump. 

The third piece of evidence (Profits, p. 391) is to 
the familiar effect that wholesale prices rise faster than 
retail. Now, it does not follow from the mere existence 
of this lag that producers and traders will be unable 
during the boom to sell their products at a profit: for 
instance, if the lapse of time between the purchase of 
goods and their re-sale is six months, all will be well for 
the trader if the retail price-level in Decem ber touches 
the level reached by the wholesale price-level in the pre
ceding June. But it does follow that those who are 
caught as holders of goods by the turn of the tide will 
incur loss; and it is, at least, probable that many inter
mediate transactions-whether in wholesale consumable 
goods, production goods, securities or real estate
entered into long before that date will in the end prove 
to be unprofitable. This is indeed one of the most 
obvious of those monetary aggravations of the trade
cycle whose existence I have earlier admitted. The 
present laxity of the banks in expanding the money 
incomes of consumers leads the business world to expect 
that this laxity will continue, and to enter into inter
mediate transactions at a price-level which will be justi
fied only if that expectation is fulfilled. Our authors (at 
any rate in Profits-for by The Road to Plenty they seem 
to have somewhat altered their tune) lead us to suppose 
that they think that the remedy is for the banks to 
continue indefinitely to expand the money incomes of 
consumers, in such wise that the intermediate dealers 

1 Well drawn by Bellerby, 'lhe Control of Credit, p. 75. 
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are never disappointed in the prices which they receive. 
The objection to this course of action is that the more 
compliant the banks show themselves, the more confi
dent the intermediate dealers will become, and the more 
inflated the prices at which they will deal; and so the 
vicious spiral will continue. The commoner and 'Viser 
view is that in such circumstances the duty of the banks 
is not to encourage the intermediate dealers by laxity, 
but to discourage them by niggardliness, in the creation 
of money. 

The final piece of evidence is an analysis, on lines laid 
down by Mr. Hastings, l of the balance-sheet of a number 
of corporations, designed to show that over a span of 
years their financial dispositions were such as to cause 
a considerable "net deficit in consumer purchasing 
power." Now, it seems to me true and important that 
in a country which is rapidly growing in wealth the 
financial policy of corporations may change in 'such a 
manner as to exercise a depressing effect on prices. If 
corporations take to hoarding a large part of their profits 
in the form of bank balances, they will decrease the 
velocity of circulation of money (Case VII, Profits, p. 281); 
similarly if, having previously relied on the banks for 
their extensions of working capital, they take to providing 
the latter out of their own profits, they may put the 
banks to some difficulty in finding such outlets for their 
funds as will both bring money into touch with com
modities and be consistent with the principles of sound 
banking (an indefinite expansion of call loans, for instance, 
would satisfy neither criterion). In either case they will 
be exercising an influence on the side of a fall in the 
price-level. I have suggested elsewhere 2 that something 
of the kind may have been happening in the United 
States in quite recent years, and may have combined 
with other causes to make it difficult for the Federal 
Reserve System to prevent a sagging price-level. But 
I can find no trace of this process at work in Mr. Hast
ings' computations for 1920 (Costs and Profits, pp. 108-

1 In his C"" and Proji'" 2 Monty (19z8), p. 175. 
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14), which are u~ ~fits as the model for computa-
tions for the per14'J ?-22. It may be that, through 
lack of familiarity the technique of accountancy, I 
have misunderstooa .r. Ha,tings' method; but so far 
as I can see, the m. 1 burdtn of his complaint is that 
cor~orations did not 1 1 1920 distribute as cash dividends 
an Increase in the book value of their assets resulting 
from an increase in the volume and a writing-up of the 
values of inventories' and from an increase in the debts 
owing to them. I t is hard to see how they could, or 
why they should, h.we done so; or how their failure to 
do so led to a .. de-fie it of purchasing-power" (cf. my 
note on p. 155)' It seems clear that the phenomenon 
here studied by Mr. Hastings has nothing to do with 
that increased desire to use resources in substitution for 
bank loans or in accumulation of bank balances whose 
existence in later ye"~s there is some reason for suspecting, 
and which alone among the possible changes in the 
financial policy of corporations seems calculated to 
promote a faU in the price-level. 

To sum up. In focusing attention on the subtle 
interrelations between the supply of money and the 
phenomena of saving, Messrs. Foster and Catchings 
have hit upon a fruitful theme, and one to which many 
monetary writers have given inadequate attention. Their 
failure to achieve convincing results is due, perhaps, to 
two main causes. In the first place, I can feel little doubt 
that they were born with a double dose of the inflation
bacillus in their composition; and though they have 
done their best to exorcise it with prayer and fasting, so 
that they are able (Profits, p. 364) to look down with a 
detached pity on such more gravely afflicted sufferers as 
Major Douglas, yet at critical moments the bacillus is 
always apt to take charge of the argument. Secondly, 
the tools with which they work are not sharp enough. 
In particular, while they see clearly, and deserve much 
credit for, the distinction between the general velocity of 
circulation of money and the velocity of its circulation 
in exchange for the goods which enter into final con-.. 
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sumption, yet the true natu.' prices whi,city and of the 
psychological causes which det_,f action i has been hidden 
from them. In an extraordir 1selves. muddled passage 
(Profits, p. 330) they ann('unce 1 becr " if money moves 
faster in the same channels, the r. willt is a corresponding 
acceleration of the flow of finisl , cd goods to markets; 
and consumers' income is, therefor te, as far short as e'ver. 
Other things being equal, doublir Itlg either the velocity 
of money in general or the circuit ,r velocity doubles the 
deficiency." That passage could n ot have been written 
by anyone who had at his command .rthe powerful weapon, 
forged originally by Petty and sh'iQrpened by Marshall 
and Pigou-the conception of the . f proportion oj resources 
over which people wish to keep COt .!nmand in the jorm oj 
money as the ultimate determinar }It of the velocity of 
circulation. Lacking this weapon, e our authors have had 
to create their own inadequate eq ;vuipment-producer's 
side and consumer's side, alternate u~",e of money in 
production and consumption, and all the mrest of it. In 
spite of their over-complacent attitude tow: nrds the very 
pertinent thrusts of their critics, they seem t~eo be anxious 
to be open-minded, and all their work is imfjrs, pet with a 
very evident and disinterested desire for 'I!~ ~l, public 
good. Is it too much to hope that in tlr·l;r>.:(':~v;'·sts o' 
truth they will throw over the whole of their pseudo
scientific apparatus, while continuing, in the interests of 
humanity, to use their considerable gifts of exposition 
on the side of wise and practicable policies of reform? 
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NOTES ON INTERNATIONAL TRADE 

I. THE TERMS OF TRADE [1924] 1 

IN the Economic Journal for December, Mr. Keynes 
restates his reasons for supposing that in the decade before 
the war the real ratio of international interchange was 
turning in favour of agricultural and against manufactur
ing countries, in such wise as to yield year by year a 
decreasing quantity of the products of the former to a 
given expenditure of effort in the latter. In Economica 
for February Sir William Beveridge gives his reasons 
for rejecting this view. In this controversy I do not 
intervene. My concern is with the second section of 
Mr. Keynes's article, in which, having admitted that 
after the war the ratio of interchange swung violently in 
England's favour, he proceeds-a raven not thus easily 
to be baulked of his croak--to draw disquieting inferences 
from this apparently encouraging fact. In brief, he 
suggests that " we are asking too much for our exports, 
and will have to ask less if we are to sell enough to pay 
for our necessary imports": in other words, that stable 
equilibrium in our trade can only be secured at the cost 
of a further reduction in real wages. I think this sug
gestion may correctly indicate the best policy which, in 
the circumstances, it is open to us to pursue; but I 
think also that it is somewhat misleadingly phrased, and 

1 Economic Journal, 1924. I have thought it worth while to reprint 
this note as it stands, because, so far as I know, it was the first attempt in 
print to analyse what has since become a commonplace of economic dis
cussion. The average value of our imports in terms of exports rose slightly 
between 1924 and 1929 till it reached about 85 per cent. of the 19[3 level, 
and then fell violently during the slump of 1929-31, as it had done in 
]920-21. 
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that its highly paradoxical nature deserves further 
comment. 

The phrase" asking too much for our exports" seems 
to me to cloud the issue by suggesting that the price in 
question is an artificial one, out of accordance with the 
conditions of current demand and supply. It is by n<) 

means clear to me that this is the case. Let us take a 
simplified instance of the time-honoured kind. Anglia 
is exchanging cotton-goods for Transmarine wheat. 
As a result of good harvests Transmarina's demand 
schedule, in terms of wheat, for Anglian cotton-goods is 
raised throughout-the ratio of interchange alters in 
Anglia's favour. But Anglia's demand for wheat has, 
let us suppose, an elasticity less than one, with the result 
that Anglia, importing at least as much wheat as before, 
exports fewer cotton-goods. She is potentially richer 
than before, for she finds herself with a surplus of pro
ductive power, no longer required for obtaining imports 
but theoretically divertible into other uses. But in so 
far as that surplus is stereotyped in the form of cotton
stocks, cotton-mills and cotton operatives, those stocks 
will accumulate, those mills be idle, and those operatives 
unemployed: there will occur all the recognised symptoms 
of .. trade depression." There are now two alternative 
policies for Anglia. She may attempt to convert her 
resources to other uses: or she may, in order to prevent 
distress among particular groups of capitalists and work
people, deliberately degrade her standard of life below 
that to which the conditions of reciprocal international 
demand entitle her. Which policy she will be wise 
to adopt depends (like the wisdom of accepting an 
indemnity 1) partly on the difficulty and expense of the 
process of conversion, and partly on how far the original 
alteration in the ratio of interchange may be expected 
to be permanent. But the second policy, if adopted, is 
at best a pis aller, and it is the new alteration thus effected 
in the ratio of interchange, not the original alteration, 
which is contrived and artificial. 

1 Cf. J. M. Keynes, A RtYJi,irm oj the 'Treaty, pp. 152 fl. 
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This instance seems to represent fairly the essential 
features of the post-war slump in British trade. Agri
cultural production had continued relatively undisturbed: 
industrial production had been gravely dislocated, and 
its fruits were in keen demand for reconstruction and 
restocking purposes. The defection of the German 
anef Russian markets compelled overseas agriculturists 
to force their wares on the rest of the world. Whether 
or no normally inelastic, our demand for raw produce 
became so in face of the great reductions in real price 
flung at our heads. So the Argentine, Indian and other 
oversea exchanges crashed: the grower of raw produce 
found himself deprived of his power to purchase our 
goods, and "depression" overtook our export trades. 
The improvement in the ratio of interchange, which 
should have been for our wealth, became unto us an 
occasion of falling.! The process is seen at work in the 
quarterly figures (extracted and calculated from the 
Board of Trade Journal) exhibited in Table 1. Perhaps 
in !92 I it really went too far, owing to the continued 
export of manufactured goods made out of materials 
bought at the higher price-level, and priced accordingly, 
and to the artificial paralysis of export by the coal dispute. 
But it looks as though in 1922-24 something like a true 
equilibrium has been attained: though, of course, it is 
still open to anyone to argue that this equilibrium is not 
likely to be permanent. 

To this interpretation of recent history one obvious 
objection may be made. The argument of our simplified 
example requires that the volume of Anglia's imports 
shall not be diminished by the improvement in the ratio 
of interchange. Even if her demand for wheat is com
pletely inelastic, she will not import less than she did 

1 Normally, as Mr. Keynes remarks, an improvement in the real ratio 
of interchange is associated with an industrial boom in this country (fo 
further instances see my Study of industrial FluctulJtion, pp. 168---9). Hi; 
inference that boom conditions are secured " at the expense of" agri
cultural countries is, I think, unfortunately phrased. If the lowered 
price of raw produce is due to the bounty of nature, everybody concerned 
may gain. 
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[9[9 
1920-1 

2 
3 
4 

1921- 1 
2 
3 
4 

1922- 1 , 
2 
3 
4 

1923- 1 • 

2 ' 
3 ' 
4' 

[924-[ I 

TABLE I 
(Corresponding period of 1913 = 100,) 

Volume of 
Average Exporta 

Average A"erage Value of Volume required to 
Value of Value of Imports of purchase 
Imports. Ezports. in terms Imports. actual 

of Exports_ Volume of 
Imports. 

240 277 87 88'4 76'6 
284 326 87 95'2 82'9 
285 358 80 g6'6 76'9 
289 376 77 90'6 6g'6 
283 373 76 73'1 55'5 
220 334 66 71'3 41'0 
192 283 68 75'S 51"2 
182 241 76 78'6 59'4 
[70 226 75 72 '3 54'4 
149 2[8 68 797 54'5 
15 2 196 78 91'5 7['0 
[55 196 79 86'9 687 
[53 189 81 85'5 6g'2 
[46 196 74 95'3 71'0 

[48 188 79 94'8 74'6 
[ 51 [92 79 88'8 69'8 
[52 [84 83 92'8 767 
150 [93 78 99'3 77'1 

Actual 
Volume of. 
EXP"fts. 

54'9 
71'3 
73'5 
73'6 
65'4 
53'5 
38'4 
46'4 
607 
6TI 
65'0 
6g'9 
73'3 
74'4 
77'6 
687 
77'5 
74'6 

1 Approximate correction made for exclusion of Irish Free State. 

before, But the volume of British imports is seen to 
have been less by one-ninth in 1919 and 1920 than in 
1913, and by one-quarter in 192 I than in 1919 and 1920, 
Here indeed is an odd result of cheapening-that we 
should actually buy less of the cheapened thing I Must 
we conclude then after all that the post-war ratio of inter
change is not a genuine register of a change in the 
conditions of reciprocal demand, but is in some manner 
spurious and uneconomic? I think not, for a reason 
which can best be made plain by another example, Let 
Anglia now import from Transmarina not only wheat 
but the raw cotton which she transforms into cotton
goods for export: thus the wheat is in effect payment for 
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her manufacturing effort. Let there OCCur an alteration 
in her favour of the ratio of interchange. Her demand 
for wheat being inelastic, she will find it worth while to 
expend less cotton-manufacturing effort than before, and 
will therefore export fewer cotton-goods, and will there
.fore, in spite of its lowered real price, import less raw 
cotlon. In. the following numerical illustration, it is 
assumed that as a result of war the price of Anglia's 
imports, in terms of her own labour and of her own 
currency, is reduced by 20 per cent., and that her demand 
for wheat is completely inelastic. The item "wheat" 
may be taken to include cotton worked up by Anglia 
jor her own use. 

Imports (£ millionB Anglian). Exports (£ millioDl Anglian). 

Raw cotton 
Wheat. 

Ra\~ cotton 
Wheat. 

(I) prt-fOdr T radt. 

25 I Cotton in goods. . 25 . ~ I Manufacturing effort . 20 

45 45 

(2) po,/-war 'Irad,. 

Cotton in goods . 
Manufacturing effort 

32 

(3) Post-war T rad! at Pre-war Vallles. 

.6 
16 

Raw cotton 20 Cotton in goods. 20 

\\'heat . 2.0 Manufacturing effort 16 

The post-war position is seen to be one of real equilibrium, 
and essentially more favourable to Anglia than the pre
war position, in spite of the diminished volume not only 
of exports but of imports. 

This example suggests that our diagnosis of the essential 
nature of the post-war slump in British trade is not 
necessarily invalidated by the decline exhibited in Table I 
in the total volume of imports. It suggests too that we 
need not be unduly scared by Mr. Keynes's demonstra-
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tion (Economic Journal, 1923, p. 482) that the aggregate 
of our manufactured exports would command (he says 
rather confusingly" are now buying") 1 2 per cent. less 
food-stuffs than the aggregate of our manufactured 
exports before the war. It would be alarming indeed 
if we were, in fact, buying less food; but we are actually 
buying more.! (In the above example, Al}glia's post
war total of manufactured exports would only command 
i- as much wheat as her pre-war total of manufactured 
exports: yet she is buying just as much wheat as before
it is her raw material imports which she has found it 
advisable to restrict.) Table II exhibits in more detail, 

1920--1 

2 
3 
4 

1<)21-1 

2 . 
3 . 
4 . 

TABLE II 
(Cormpmtling peri,d oj 1913 = 100.) 

Retained Food Retained Raw 
Imports. Material Import.. 

Avmge I Value. Volume. Avmge I Value. Volume. 

275 106 346 89 
288 90 329 III 

308 84 283 112 
336 ti9 247 78 
246 92 181 62 
216 99 '50 66 
183 88 186 64 
181 84 '74 58 

Manufactured 
Exports. 

Average I Volum<. Value. 

3' 4 72 

350 80 
375 81 
375 72 
3# 55 
:298 40 
25 1 46 
234 

\ 
62 

from this point of view, the course of events in the critical 
years 1920-2 I. 

The general conclusion is that if a country's resources 
in capital and labour were completely mobile between 
different occupations, an improvement in the ratio of 
interchange would be an unmixed blessing, even though 
it led to a reduction in the volume both of exports and 

lOne per cent. more, if we take a similar average of triennial averages 
to that from which Mr. Keynes derives his 12 per cent. figure: 14 per 
cent. more, if we compare 19z3 directly with 1913, itself a year of 
maXlffium. 
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imports. If we coulJr costlessly erect a vast sausage
machine which w~uld ~dU1d shipyards into cottages and 
cotton-spinners into plasL'ut'.rs, we should be wise to do 
so. I am not sure that evt>, tas it is we ought not, so far 
as labour is concerned, to take a leaf out of Germany's 
book, and'make a far more decisive move in that direction 
thail we ha~e yet done. But if the difficulties are too 
formidable, or if we take the view that the present situa
tion is too transitory to make the attempt worth while, 
we may have in practice to fall back on the expedient 
advocated by Mr. Keynes-a contrived fall in the ratio 
of interchange, just as it may be right in certain circum
stances to break windows in order to save glaziers from 
starvation. There is indeed a third alternative, to which 
we have already had some recourse-an artificial stimula
tion of the export of goods on credit, that is, of foreign 
investment. I do not gather that Mr. Keynes sets much 
store by this; 1 but it seems more sensible to get some
thing for our goods, even if only bits of South American 
paper, than in effect to give some of them away, by 
selling them cheaper than we need. 

To sum up, we are buying adequate food for our 
growing population, paying £30 million a year interest 
to the United States, and sending abroad £ 100 million 
worth a year of new savings sorely needed at home; 
and still we have a surplus of export-producing power. 
I do not know whether Mr. Baldwin had these considera
tions in mind when, to the bewilderment of friend and 
foe, he advocated a restriction of exports; but I think 
he might have had. 

1 See his exposure of the disadvantages of Protection from this point 
of view, rhe Nation, Nov. 24, 1923-
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§ 1. THE reparation problem seems to be still un
solved in practice; nor (which is perhaps of less interest 
to the world at large) do economists yet appear to be 
agreed on its theoretical aspects. Does the need to 
make reparation payments impose on a country a 
.. transfer-burden" or .. transfer-difficulties," apart from 
the budgetary difficulty of raising the necessary sums by 
taxation? Or are those who suppose this neglecting 
the" increase of purchasing-power abroad" which comes 
about as a result of the payments? And, incidentally, 
how valid is the analogy often taken for granted between 
such payments and the export of capital? 

Discussion of these matters 2 is apt to be carried on at 
cross purposes, for two reasons. First, it is not always 
clear whether the disputants are discussing the methods 
by which adjustment is brought about when reparations 
begin to be paiJ, or whether they are discussing the 
features of the new state of equilibrium which prevails 
while they are being continuously paid." It is perhaps 
to the former that the phrase" transfer-difficulties," to 
the latter that the phrase" transfer-burden," is appro
priate; and it is with the latter that I propose to deal. 
Secondly, the champions of "transfer-burden" write 
with a vision firmly planted on their retina of the familiar 

1 Not previously printed. 
1 See Keynes, three articles in Economic Journal. 1929, and A T'reatiu 

on ftfoney. vol. i. pp. 329-42; Ohlin, articles in Index, April 1928, 
Economic J01irnal, 1929. and Zeitschrift fii,. Nat£rma/okonomie, 1930; 
Haberler, two articles, and Machlup, one article, in the same ZeitJchrijt, 
1930. 

3 Cf. Keynes, 01'. cit., i. 332. 
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Marshallian curves of real demand-and-supply, from 
which they usually deduce that the pressure to remit 
reparations from one country to another will turn the 
real ratio of interchange in the first country's disfavour, 
by an am~unt which may be great or small in accordance 
with the respective elasticities of real demand, but cannot 
be 'less than zero.1 This result they usually regard as 
self-evident and inevitable, whatever the nature of the 
monetary happenings in which it is enshrined; but they 
have nowhere, so far as I know, explained clearly the 
reactions of a reparation payment on the shape and 
position of the Marshall curves." Their opponents, on 
the other hand, think entirely in terms of monetary 
demand curves; and, on the ground that the position 
and perhaps the shape of these curves will change as a 
result of the reparation payment, are prone to deny the 
validity of appeals to " elasticity-analysis." 3 And their 
modes of expression frequently leave one uncertain 
whether they are, or are not, making some statement 
which is incompatible with the fundamental proposition 
of the opposite party. 

§ 2. The deniers of "transfer-burden" correctly 
point out that if, as it is natural to assume, the reparation
money is raised by taxation in the paying country (to be 
called Germany) and used for remission of taxation in 
the receiving country (to be called America), the net 
annual flow of money devoted to the purchase of goods 
is less in Germany, and greater in America, under the 
new conditions than under the old. But this statement 
by itself throws no light whatever on the question whether 
a " transfer-burden" has been imposed on Germany, i.e. 
whether the real ratio of interchange has moved against 
her. It is compatible both with the existence and with 
the non-existence of such a burden. 

1 Taussig, International Tfad~, pp. 109-15 j Pigou, EUdY' in Appli~d 
Ecanomies, p. 153. 

2 Except, apparently, for an unfortunate attempt by Marshall himself, 
in connection with an analogous problem: see below, § 7· 

3 See especially Haberler, ZeitJchrijt, Aug. 1930, p. 101. 
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In order to illustrate this matter numerically, let us 
make certain assumptions. First, let us assume that a 
rigid gold standard technique is in force in both countries, 
i.e. that in each country the relation between the gold 
stock and the total quantity of money remains, the same 
under the new conditions as under the old. Secondly; 
let us assume that the representative man in each country 
needs to hold the same money balance in connection 
with a given annual expenditure on goods as he does in 
connection with an equal annual expenditure in payment 
of taxes: so that in each country the number of times in 
a year that a representative unit of money becomes 
income is the same under the new conditions as under 
the old. From these two assumptions it follows that in 
each country the proportion of aggregate incomes to 
gold stock has remained unchanged. Call this propor
tion V. Thirdly, let us suppose for simplicity that all 
taxes are direct; that there were no taxes in America 
other than those which have been newly remitted; and 
that there are no taxes in Germany other than those 
which have been newly imposed. Fourthly, let us sup
pose, again for simplicity, that Germany's consumption 
of American goods is completely unchanged, i.e. that 
she makes the reparation transfer entirely by increasing 
her exports. 

Then consider the following tables :-

Germany. 
I. Original situation: 

Total income of £1,400 buys 1,300 
g good, + 100 a goods. 

Gold stock £ [,400. V = I. 

Price of g goods = £ I. 

Amert"ca. 

Total income of £1,600 buys 900 
a goods + 100 g goods and pays 
£600 taxes. 

Gold stock £1,600. V = [. 
Price of a goods = £1. 

II. Nne situation, on aJJumption of unchanged ratio of inuTchange : 

Total income of [1,400 buys 700 Total income of £1,600 buys 900 
g goods + JOO a goods and pays a goods + 700 g goods. 
£600 taxes. 

Gold stock £[,400. V = 1. 

Price of g goods = £1. 
Gold stock £1,600. V = I. 

Price of a goods = £ I. 
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/N<wforegoing examples it is assur. inurchangt is mOflt. 

1ft 9am'nd are sufficient, to draw inti 'J uome , of pay a new iDrrel1!ent of t of £1,800 buys 900 
, :e s + "Xiately productiv'( 9:leaT 8~o g goods. , 01: taxes. d' h I':: '. ~ ~ ~ tort: iN,2o i J:0rtraye .. IS ~ at ~~nng ~1.800. V = I. 

<'~. ' of g goods ,0Vlng eqUlhbnum -we.ods = ~. 
1~$ 'ation payments, construct" . 
itA h:, chal year after year. And it len are, I think, 
, ,:,metll~es ilis may not be the case, ~ugh the fact that 
reparatlOnly at the disposal ,oves rnat there must have 
been a g '"changed. nany to America and an 
alteration,in tll~ • , return to)f gross money incomes in 
the two c6untries. '1 a",_ ,-<shows that this is not the 
case, and that, so far as monetary factors go, the relative 
flows of .. net purchasing-power" might alter without the 
relative size of gross money incomes altering. On the 
other hand, Table III shows that an alteration in the 
relative /lows of .. net purchasing-power" is perfectly 
compatible with the existence of a severe .. transfer
burden," so that to assert the existence of the former is 
by no means to disprove the existence of the latter. 

§ 3. We may turn aside at this point to inquire how 
far, so far as the matters dealt with in § 2 are concerned, 
there is analogy between the payment of reparations and 
the export of capital. The answer seems to be that the 
analogy is partial and incomplete. In the lending country, 
the diversion of annual spending-power from expendi
ture on goods to expenditure on foreign securities fur
nishes a pretty exact analogy to the payment of new 
taxation; but in the borrowing country the expansion of 
buying-power does not come about in a manner analogous 
to the remission of taxation. In attempting to analyse 
how it does come about, we are, as so often in economic 
analysis, brought up against the difficulty of reconciling 
the conception of economic equilibrium with the pheno
menon of the growth of capital. But, broadly, we can 
either regard the expenditure of the proceeds of the 
annual /low of loans as forming an annual /low of 
spending-power additiQnal to the money income of the 
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borrowing countilstrate this matter numerically, ,eing dis
tributed, in the fumptions. First, let us as sum' the mem
bers of a new ired technique is in force in both (~o forming 
part of an enhanceuntry the relation between: or we can 
adopt a mixture "I quantity of money remaint in .any case, 
on the assumptlotnditions as under the old. -chnique, the 
following conclusi,le representative man in eacle of capital 
export, unlike the same money balance in COt supposing 
the real ratio of ir' expenditure on goods as hemaltered, a 
flow of gold must have taklnual expenditure in pimplement 
the expansion of .. buyi ountry the number .. f tiborrowing 
country; and from the fa'ive unit nfa flow of be, gold has 
taken place it cannot be argued either that there ur,has, or 
that there has not, been a change in the real ra,'t~o of 
interchange and in the relative levels of the representa t\tive 
man's money income in the two countries. 

Germany. 
I. Orig£nal situation: 

Total income of [[,4-00 buys 1,300 
g goods + 100 a goods. 

Population 20, representative In

come £70. 
Gold stock £1,400. V = l. 
Price of g goods = £ I . 

America. 

Total income of £1,000 buys 900 
a goods + 100 g goods. 

Population 20, representative in
come £50. 

Gold stock £1 ,ooc. V = I. 
Price of a goods = £1. 

II. Nno situation, ()1J assumption cif unchangfd ratio of £nt"Changf: 
Total income of £1,120 buys 700 Total income of [],280 buys 900 

g goods + 100 a goods + £480 a goods + 700 g goods. 
a-securities. 

Population 20, representative m
come £56. 

Gold stock £1,120. V = I. 
Price of g goods = £i. 

III. 11lew Jituatt"m, on am~m1't£on 
agai,ut Germany, becoming ~ : 
Total income of £1,050 buys 6I2t 

g goods + 100 a goods + £506! 
a-securities. 

Population 20, representative in
come £521. 

Gold stocl:: £1,°50. V = I. 

Price of g goods = £i. 

Population 32, representative in
come £40. 

Gold stock £1,.80. V = I. 

Price of a goods = £t. 

that ratio (}j interchang~ is altrrrd 

Total income of £1,350 buys 900 
a goods + 7871 g goods. 

Population 32, representative in
come £421s~. 

Gold stock £1,350. V = I. 

Price of a goods = £j~. 
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In the foregoing examples it is assumed that the loans 
are used, and are sufficient, to draw into employment at 
current rates of pay a new in"?:" Jlent of population which 
is not immediately produl\, Yot saleable goods, and the 
state of a~airs portrayeci IS that during the first period of 
the new' moving equilibrium "-we cannot, as in the 
case of reparation payments, construct an example which 
will be valid year after year. And it is assumed, though 
of course this may not be the case, that the aggregate 
gold supply at the disposal of the two countries has 
remained unchanged. 

§ 4. Now let us return to reparations, and examine 
Table III of § 2, in which the ratio of interchange turns 
against Germany. The turn of the ntio takes the form 
partly of a diminution of gross me- 'y incomes (as well 
as of " net purchasing-power ") il~ ;ermany, but partly 
also of an increase of gross mone" incomes (as well as of 
" net purchasing-power ") in Am/ica. To demo"'trate, 
therefore, that gross money income #\ as well r""," net 
purchasing-power ") have been raised in America, If not 
(as seems sometimes to be thought) to demonstrate that 
a transfer-burden does not exist. It is true that for 
various practical reasons that burden may be more con
veniently borne if it takes the form predominantly of an 
absolute rise of money incomes in America rather than 
of an absolute fall of money incomes in Germany. It is 
true also that, given the alteration in the real ratio of 
interchange, the sacrifice of consumption involved by the 
reparation payment itself (assumed to be fixed in gold) 
will be smaller the more the value of gold is diminished 
in America. But the champions of transfer-burden are 
right in maintaining that the degree of burden depends 
primarily not upon the absolute movement of gross 
incomes in Germany but upon their relative movements 
in the two countries. They are also, I think, justified 
in pointing out that since in practice the amount of money 
in " America" is likely to be large as compared with 
that in "Germany," the proportionate rise in gross 
incomes in " America" will, in fact, be small as compared 
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with the proportionate fall in gross incomes in "Ger
many." 1 

§ 5. We may next consider the possibility that, con
currently with the beginning of the reparation payments, 
one or both of the countries will have relaxed 5Pe rigours 
of gold standard technique, in such wise as to permit an 
alteration in the factor V. Thus Mr. Keynes (Trealise, 
i. 337) discusses the two cases in which Germany is 
determined (i) to keep her gold stock unaltered, (ii) to 
keep the level of her gross money incomes unaltered, 
being prepared in either case to adopt such a banking
policy as will bring about the requisite relation between 
gold stock and money income: while America is assumed 
to adhere to her old rules. Mr. Angell, on the other 
hand, in discussing the case of a foreign loan, assumes 
that the banking authorities in both countries will be 
ready to alter their policy about reserve-ratios in such 
wise as to implement the loan. Thus he argues (The 
Theory of international Prices, pp. 402-12) that if bor
rowers in B are raising a loan in A, their representatives 
will, with the proceeds of the securities sold in A. buy 
bills upon B held by the banks in A, who will thli,.- -l 
their assets and deposit liabilities diminished, and wilJ~' 
(apparently) be able to think of no way of increasing 
them again; while banks in B will be glad to expand 
the scale of their operations by buying the bills thus 
remitted to B from A. If we are considering a steady 
flow of capital-export lasting over a series of years, I 
am not clear either that this is a plausible account of the 
behaviour of either banking-system, or that the matter 
can be satisfactorily treated without recourse to analysis 
of the behaviour not of bankers but of income-receivers, on 
the lines set out in § 3. Nevertheless, we can so far adapt 
Mr. Angell's assumptions to the matter of reparations as 
to allow ourselves to consider a case in which the banking 
policy of both countries (and not one only, as in Mr. 
Keynes' case) is so modified as to obviate the necessity 
for any transfer of gold. 

1 See especially Keynes, Treatiu, i. 341. 
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In all the three Llse who call low, the real ratio of 
interchange is turnee. abroad" af-fmany by t, and a 
" transfer-burden" of tins lH.l,e it4ue consequently exists, 
whatever has happened about t1e stock of gold. It will 
be noted that, as explained in ~ 4, the total sacrifice of 
consump~n by ~rmany is grec.ter the smaller the rise 
in the American price-level. T'le situation from which 
we start is that of Table I, § 2. 

Germany. Anurjea. 

IV. Ang!ll-chLlng~ (gold flow unnecessary, both banking policies flexible). 
Total income of £1,200 buys S60 Total income of £1,800 buys 900 

g goods + 100 a goods and pays a goods + 840 g goods. 
£600 taxeS. 

Gold stock £1,-400. V = ~. 
Price of g goods = £-~. 

Gold stock £1,600. V = t. 
Price of a goods = £!. 

V. Keynes-change, i (G. holds gold stock rigid, A.'s banking policy 
unchanged). 

Total income of £1,000 buys 420 
g goods + 100 a goods and pays 
£600 taxes. 

Gold stock £1,400. V = f. 
Price of g goods = ~. 

Total income of £1,600 buys 900 
a goods + 980 g goods. 

Gold stock £I ,600. V = 1. 
Price of a goods = 1. 

VI. Keynes-change, ji (G. holds incomes rigid, A,'s bmking policy 
unchanged). 

Total income of £1,400 buys 660 
g goods + 100 a goods and pays 
£600 taxes. 

Gold stock £1,000. V = i. 
Price of g goods = I. 

Total income of £2,000 buys 900 
a goods + 740 g goods. 

Gold stock £2,000. V = I. 
Price of a goods = i. 

Thus we see once more that many statements Can be 
made about the" flow"l::: purchasing-power" in the two 
countries which are quite irrelevant to the question of 
whether there is, or is not, a "transfer-burden" in 
existence. 

§ 6. It is, however, one thing to show that the 
champions of " transfer-burden" are not proved wrong 
by certain statements about monetary purchasing-power, 

N 
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and another thing to S'! fall in grOj are right. Is it not 
at least possible that tl- .ry happenings should 
veil an underlying "crtamsif' 'In the conditions of real 
reciprocal demand? Most champions of "transfer
burden" will, I think, ~oncede that it is po~ble; for 
they will admit that untier modern conditions the desire
schedules of population; for foreign goods are to some 
extent susceptible to man;,pulation, and that a reparation
payment may be accompan;ed by organised attempts to 
manipulate them-for instance, by creating a collective 
desire in America for public works using German 
materials, or by propaganda in Germany against the use 
of foreign bread-stuffs. So far as this occurs, they will 
admit, the effect of the reparation payment on the real 
ratio of interchange cannot be considered in isolation, 
since there is an influence at work on the other side, 
operating, as the case may be, through a raising of the 
American real demand-and-supply curve or a lowering 
of that of Germany. They will, however, go on to point 
out that this is one of the matters in which the analogy 
between reparations and capital export is apt to be most 
treacherous. For in the nineteenth century at least 
(apart from the definite stipulations about the mode of 
expenditure of foreign loans which in some countries 
were common) it seems to have been something like a 
law of nature that the countries whose investors were 
rich enough to want to lend abroad were also the coun
tries whose industrialists were ingenious enough to need, 
and enterprising enough to find, an expanding market 
for the products of large-scale industry; while the coun
tries which were poor enough to want to borrow were 
also the countries which were sufficiently simple in 
economic structure to have a high demand for the 
specialised products offactory industry. Thus the needs 
of exporters, of importers, and of borrowers and lenders 
walked for the most part hand in hand in apparently 
pre-ordained harmony. It would be rash to make the 
same assertion about the post-war "reconstruction" 
borrowing of European countries; and it would be 
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rasher »~" those who call at. -.ment of reparations. 
\.}Vhei~t "\:,l' nwer abroad" are p':,b~ compensatory 
"move>. ';>6

0 
• &"',ans that the undeclY!!1reed impossible; 

but tht. . <:>,.. t!l .te -in the two ,rate organisation, about 
h· h .' ".:> t', B t 't I . . F W le IA .. C'("cu:e mr. u 1 ties may anse. urther, 

. there may'. Nell be a the sch~influence working in the 
) opposite ~irection-na\tements organised distaste in the 
reparati~~receiving coing-povt buying the goods of the 
defeated;knemy. 

§ 7. fl.part from such concessions, it seems to be 
usually implied by the champions of .. transfer-burden" 
that the old real demand-and-supply curves must be 
thought of as remaining in force, and that the degree of 
the .. transfer-burden" will depend on their relative 
elasticities at the original point of intersection. Only, it 
is tempting to add, in the extreme cases in which either 
the elasticity of German real demand for American goods 
or the elasticity of American real demand for German 
goods is infinite, can Germany escape some turning of 
the ratio of interchange in her disfavour. 

So far as I know, however, only one attempt has been 
made to illustrate precisely the effect of payments of this 
kind upon the behaviour of the Marshall curves-an 
attempt by Marshall himself in discussing the effect, not 
indeed of reparations, but of annual interest payments; 
and it is, I am afraid, quite clearly unsuccessful. For 
Marshall deals with the matter geometrically (Money, 
Credit and Commerce, p. 349, Fig. 19) by shifting the 
starting-point of the curve of only one of the countries
that making the interest-payment-by a distance from 
the origin representing the amount of the interest-pay
ment, while leaving the shapes of both curves unchanged. 
His construction exhibits the paradoxical results that 
(with .. normal" elasticities-viz. greater than unity) 
imports into the interest-paying country are increased, 
and the terms of trade inevitably turned in its favour. 
Clearly this construction is not acceptable; but what are 
we to substitute for it ? 

The solution-partly suggested by Professor Pigou-
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appears to be broad10 S'! fall in gr9 are!.k geometrically, 
both curves mtr t.he t~ ry hcommon starting
point, and the~'v'lg 'c!ialnsif'1n -the lity that both must 
be not only shifted but"ost champlvards towards one 
another. This representoncede thaDility Rhat <;;ermans, 
having in effect parted r moderr.e of <>' ~ir'goods for· 
nothing, will not be "for fore- tr,;; <;;:.'-'t.ay a given 
quantity of German g.:pulatior ~. Ss: 'S; ~ terms as 
before; while Englishmen, 'h'avin~ :::, ~ ~t received 
some German goods for nothing, "''''0 %,,:. 'be willing 
to offer so many of their own go03J »", ~oefore for 
a given quantity of traded German goods. The fate of 
the real ratio of interchange depends on the relative 
degree of distortion of the curves, and it seems at first 
sight as if nothing more could be said about this-as if 
the deniers of " transfer-burden" were right after all, 
and the ratio of interchange were as likely to move in 
Germany's favour as against her. But this turns out 
not to be true, for a reason which may be expressed 
briefly by saying that in all probability German goods 
have more nearly the character of money 1 to Germans 
than they have to Englishmen, and English goods have 
more nearly the character of money to Englishmen than 
they have to Germans. Hence there is a considerable 
balance of probability that the willingness of Englishmen 
to trade will be reduced more than the willingness of 
Germans, and so that the ratio of interchange will be 
turned against Germany. But it appears that, contrary 
to common opinion, the degree of the change cannot be 
expressed in terms of the elasticities of the original 
curves, though it can be expressed in terms of the utility 
and disutility schedules from which those curves are 
built up. 

The position, then, can be summed up as follows. 
Even apart from changes of the type discussed in § 6, it 
is not impossible that the real ratio of interchange should 
move in Germany's favour; and some of the statements 

1 '\llich can be surrendered or gained without leading to a change in 
its marginal utility. 
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that are made by those who call at ..• Ition to the" increase 
of purchasing-power abroad" are probably to be inter
preted as assertions that the underlying utility and dis
utility schedules in the two countries are such as to 
permit \his to occ'!r. But it is not true that there is no 

. presumption aga: • the schedules being of this kind; 
arid many of the • _atements that are made about the 
.. increase of purchasing-power abd' d" are irrelevant 
to ....... q~ ': '., of whether they are' , ~)t.' 

III - I'" ""It 1 r 

1 This c";'hc1usion seems to correspond broadly with that of r"lr. Keynes. 
as re-stated in the Tuatiu. But I am not sure that his method of treat
ment disting,:,hes clearly between the possibility that the American 
utility schedule is changed in a direction favourable to Germany (§ 6), 
and the possibility that :-; is, to start with, of a character abnormally 
favourable to Gerr "I \~ 7). 

~ , 
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WORLD FINANCE 1 

1. The Domestic Tasks of Finance. 

I AM afraid the title of these talks-World Finance
will have raised false hopes in many breasts. The words 
sound so ominous and melodramatic: they conjure up 
such an alluring picture of shady characters, with diamond 
rings on their fingers and perhaps even false beards on 
their faces, sitting with lips glued to the telephone and 
weaving their nefarious webs about the world-selling 
populations into slavery and plunging continents into 
wars. Now this is not a wholly groundless picture of 
the operation of international finance, and before I have 
done I shall try to convey just how much truth I think 
there is or has ever been in it. But in the main I shall 
be concerned with much more humdrum and respectable 
matters. For what, after all, is finance? I think the 
best definition I know is that given by Mr. Hawtrey
that finance is the art of providing the means of payment. 
If we think over this definition carefully, we shall see two 
things. First, everybody wants to make payments of 
some kind or other, and finance is therefore an important 
thing, with far-reaching effects on the lives of quite 
ordinary people who are not financiers themselves and 
have never seen a financier in the flesh. But secondly, 
the actual process of making payments is quite a small 
and subordinate part of the whole business of production, 
trade and consumption. The really fundamental eco
nomic problems of the world-problems of population, 
of food supply, of capital growth, of industrial efficiency 

1 A series of talks given for the British Broadcasting Corporation, Jan.
Feb. '93', and published in 'lhe Listener. 

18. 
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and organisation-are not in the main financial problems 
at all. Finance is only the handmaid of commerce and 
industry-a very important handmaid if you like
perhaps a kind of head parlourmaid. I do not say she 
never g~ts out of her place and behaves as if she were 
.inis~ress i .. the house; and when she does she may want 
sp~aking sharply to. But for a start we shall understand 
her problems better if we watch her at her ordinary work
cleaning the silver and laying the table and answering 
the bell. 

My subject is \Vorld Finance; but we cannot discuss 
everything at once, and I think we shall do best to confine 
ourselves at present to a study of the job which finance 
has to do within the frontiers of a single nation-and 
would have to do even if that nation were completely 
isolated from the rest of the world. For we shall find 
that this is a tricky job enough; and further, it is a job 
which does not depend on the world being cut up into a 
number of separate political units, but would remain to 
be done even if there were some day to be a single World
State. What is that job, reduced to its simplest terms? 
The essential point to grasp, I think, is that the job is a 
double one: and that the attempt to discharge both 
halves of it to the general satisfaction may lead finance 
into bogs and blind-alleys, the nature of which is not 
always understood, and from which it may be very hard 
to find ways of escape. 

Let me try to explain what I mean. Broadly speaking 
there are, in this or any other country, two sorts of 
persons who want to make payments, whom we may 
conveniently distinguish as the" haves" and the" have
nots." By the" haves" I mean all those who, by the 
sale of goods, the rendering of services, or perhaps merely 
by the inheritance of wealth-the difference is important 
in some connections, but not in this-have acquired legal 
rights over the current product of society and wish to 
keep some of those rights in a form in which they can be 
easily exercised-in a word, in the form of money. By 
the " have-nots" I mean, in this connection, not, as you 
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might suppose, the paupers and the unemployed, but a 
very different set of people. I mean the active leaders of 
trade and industry, who, while they may themselves be 
well off, are nevertheless so confident in their own abilities 
and so full of schemes for the further enricl)ment of 
themselves and the human race, that they Are always. 
ready to assume control over a larger volume of resources 
than they can provide themselves-in a word, they are 
always wanting to borrow money. 

Now it is in the banking system that, for present pur
poses, we may regard the powers of finance as embodied; 
and it is to the banking system, therefore, that it falls to 
provide both these sets of persons with the means of 
making payments. But the nature of the task is obviously 
quite different in the two cases. What the first set of 
people want is facilities for keeping part of their own 
property in a particular form-the form of money, and 
for using that money at any moment they like and in 
any quantity they like, with complete assurance that it 
will be accepted by other persons, and that its value or 
purchasing-power will be what they expected it to be. 
Briefly, they want convenience, security, stability, in 
handling something which is their own. The second 
set of people-the active, pushful, tribe of borrowers
want something quite different. They look to the bank 
to provide them with the means of paying for the hire 
of labour, the purchase of materials, even perhaps the 
hire or purchase of buildings and machines, which they 
are not able, or do not choose, to pay for out of their 
own resources or out of resources entrusted to them 
directly by the public. And their demands on the banks 
are apt to vary with the season of the year, with their 
estimates of the prospects of business-almost, one is 
sometimes tempted to think, with the state of their livers. 
What they want from the banking system is enterprise, 
responsiveness, elasticity in handing over to them control 
of resources which are not their own. 

Now, looking at it in the broad and in the large, the 
requirements of these two sets of persons are not neces-
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sarily in conflict with one another-indeed, they often 
dovetail in together reasonably well. If it were not so, 
the head parlourmaid would never have been able to 
make the house of industry so tidy and comfortable as, 
on the whole, she has. For what really happens is that the 
." ha'Ves " ue handing over to the" have-nots," through 
the machinery of the banking system, a part of those 
claims on the product of society which they do not for the 
moment wish to exercise; while in return the banking 
system provides them, in the form of what we call a 
currency, with a secure and economical means of pre
senting on their fellow-citizens those claims which they 
do wish to exercise. In other words, a part, though not 
a very large part, of the saving which society has done in 
the past has been handed over to the banks to deal with, 
in return for the provision of monetary facilities: and, 
by co-operation between the banks and the borrowers, 
this saving has been transformed into real agricultural and 
industrial and commercial capital-into growing corn, 
and shirts on the loom, and toys in the shop-windows 
-perhaps partly even into ships and engines and 
houses. 

In a primitive banking system this process is easily 
seen at work. A saver carts some golden coins into a 
bank, and the bank lends them out to a trader, who uses 
them to hire additional labour and expand his business. 
Meanwhile the bank gives a receipt to the saver for his 
coins, and if this receipt is nicely got up and cut up into 
bits of appropriate size it is called a set of bank-notes, 
and can be used by the saver to make payments with, as 
and when he requires. But a modern banking system 
knows a trick worth two of that. \""hen it lends to a 
business man, it does not hand him over golden coin, 
but opens an account for him and gives him the right to 
draw cheques on itself. And it is not at all easy to see 
by the light of nature whether, when a bank acts in this 
way, it is, as one is tempted to think at first sight, per
forming an act of black magic, or whether, in spite of 
appearances, it is still really merely acting as an honest 
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broker between people who have made savings and people 
who want to use them. 

The main principle is not difficult, I think, to make 
plain. There is no doubt that, when a bank adds to the 
total of its loans and investments, it increases tl?e supply 
of buying-power by creating a deposit in fa"four <1f th~ 
persons to whom it makes the loans or from whom it 
buys the investments. Yet, in spite of appearances, it 
is simply acting as an intermediary, provided its action 
is balanced by an increase in the savings committed to its 
charge by the general public. The difficulties begin 
when we ask, " Where shall we look for evidence as to 
whether there has been such an increase or not?" In a 
more primitive community, as I hinted just now, it would 
be natural to ask whether people have been carrying coins 
into the bank for safe-keeping. But in a modern Anglo
Saxon country it is more important to ask whether the 
" haves," the people who keep balances with the banks 
of their own right, have been showing increased reluc
tance to draw on those balances either for purposes of 
personal expenditure or for purposes of direct investment 
in trade and industry. Let me give an illustration. I 
am lucky enough to have a balance in my own right, at 
the \\' est minster Bank. Suppose that I now become 
too economical to spend that balance as freely as usual 
on my personal wants, and at the same time too nervous 
about the future of the stock markets to buy an invest
ment. I am increasing the amount of saving which I 
am entrusting to the bank. Yet I am not putting 
anything into the banking system that was not there 
before. The total deposit accounts of the banking system 
have not been increased by my action in any way: all 
that has happened is that they have become more sluggish, 
and move less rapidly from hand to hand. But it would 
seem to be quite right and natural that in such circum
stances the banking system should take advantage of 
my increased willingness to commit resources to its care, 
by increasing the volume of its own loans or invest
ments. Thus, whatever the exact mechanism by which 
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it works, the banking system will be acting as an honest 
broker if it succeeds in converting into real industrial 
and commercial capital just so much saving, and only so 
much as the public is committing to its care. 

Bu~ it does not follow that this result will be easy to 
achie'l'e, for' the temperamental race of borrowers, who 
come to the banks for loans, will not worry very much 
about how much saving the public is entrusting to the 
banks. If the prospects of trade seem to them to be 
good, they will nag and worry at the banking system for 
loans, and will call it hard names if it does not dish them 
out freely. While if they are out of heart themselves, it 
will not concern them that the banking system has got 
a plethora of savings to dispose of, and is, in this country 
at all events, for what seem to it good and sufficient 
reasons, reluctant to launch them itself in industry by 
the purchase of industrial shares or the promotion and 
flotation of new issues. So in trying to adjust its actions 
to the whims of borrowers-to be responsive, in the 
common phrase, to the needs of trade-finance will be in 
danger of failing to act as an honest broker-in other 
words, of failing to preserve equality between the savings 
committed to its charge and the increment of real capital 
which it helps to create. 

Poor Head-Parlourmaid Finance I You see noW what 
a difficult situation hers is. For sometimes there is a 
whole host of borrowers ringing at the front-door bell
Mr. Farmer, Mr. Merchant, Mr. Manufacturer, and the 
rest; and Mrs. Thrift, sitting within in the parlour, has 
forgotten to order any food. So the parlourmaid has to 
keep the crowd from the door-by sharp words, by raising 
the standard of the tips she demands, by any device that 
occurs to her. And sometimes there is tea laid for fifty, 
and nobody calls, and all the good food is wasted: for 
the parlourmaid has been strictly brought up, and knows, 
or thinks she knows, that she ought never to give food 
away to casual passers-by. 

\Vhat will be the evidence and measure of her failure? 
The answer, provided at all events we assume there is no 
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great change taking place in the level of industrial effi
ciency, is very simple. The failure of Finance will be 
traceable in the movements of the price-level. If she is 
indulging borrowers beyond the capacity of her store of 
real savings, prices will rise, under the impact of the 
demands of those borrowers, and of the personS' from 
whom they buy materials and labour. The savings which 
the members of the public would not make voluntarily 
are extracted from them compulsorily in the form of a 
diminished purchasing power of their money incomes. 
While if Finance cannot find a way to use all the voluntary 
savings of the public.in increasing i?dustrial investment, 
prices fall, and the savings of the J:u?hc are all slopped away 
in the form of a cheaper cost of hVlng all round. And in 
the latter case, that is not the worst: for with a fall in 
prices, if it is severe enough, come, as we are finding 
to-day, business losses and restricted production and 
rising unemployment. 

So we see that the more responsive Finance shows her
self to" the needs of trade "-the less she tries to assume 
control and rule the roost, the more certain she is to fail 
in her other task of providing a means of payment which 
is reliable and steady in value, and the more responsible 
she becomes for the damaging alternation of inflation 
and deflation, of trade boom and trade slump. 

And as if all this were not enough, Finance has com
plicated her life still further by as.suming. another obliga
tion-namely, to preserve a certain relatIOn between the 
means of payment she provides and a particular com
modity called gold. But of that I must wait to speak 
until we have had a glance next week at some of her 
international tasks. 

II. The International Tasks oj Finance. 
Finance, you will remem ber, is the art of providing 

the means of payment; and among the payments which 
the people of a country have to make are. payments to 
foreigners. These payments are of many dIfferent kInds, 
but we can conveniently divide them up into two broad 
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classes. First there are payments for things which are 
being currently consumed or enjoyed-for bananas and 
petroleum, for instance, and the services of foreign ships 
or foreign insurance companies. Secondly, there are 
payment~ connected with the making of new loans to 
t:Oreigon(4s, .with the payment of interest on past loans 
frorb foreigners, with the discharge of old debts. The 
common feature of all these payments is that they have 
to be made in foreign moneys, while those who have to 
make them only possess their own domestic money; 
and it is one of the main jobs of Finance to provide people 
with facilities for obtaining the one in exchange for the 
other. 

\Ye have, I think, three questions to ask. First, what 
is the machinery at the disposal of Finance for doing this 
job? Secondly, under what conditions will this 
machinery work easily, and under what conditions will 
it be subjected to more or less severe strain? And 
thirdly, what must we expect to happen when it is 
subjected to strain? 

About the first question I shall not say very much. 
Most people, I suppose, have heard something about 
that very old invention of Finance, the bill of exchange. 
An American who has sold cotton to an Englishman 
makes out a claim on the Englishman, or on some 
financial institution nominated by the latter, for so many 
pounds sterling. He sells this claim for dollars to his 
bank in America; and the American bank will sell this 
claim, which in due course can be turned into pounds 
sterling in London, to some American who has ordered 
machinery in England, and naturally has to pay for it in 
pounds. This is only one possible variant of what may 
happen: but I do not intend to go into the others, partly 
because there are a hundred and one books in which you 
will find them adequately described, and partly because 
it would be a mistake to give the impression that all or 
even the greater part of the dealings in foreign moneys are 
nowadays conducted by means of these trade bills. It is 
more important to realise that there is now a great variety 
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of financial institutions-including the ordinary banks 
which I referred to last week, but by no means confined 
to them-who have branches and correspondents in 
many countries, and who make it their business to keep 
bank balances in these various countries, and to sell the 
money of one country (often over the telegl"aph Of' tel€
phone) in return for payment in the money of another. 

Now for our second question,-what are the conditions 
necessary for the smooth working of this machinery? 
Well, I think one can see in a general sort of way by the 
light of common sense that this system will only work 
smoothly if, over a period of time which need not be a 
day or a week, but must not be inconveniently long, the 
demands of the people of each country for foreign moneys 
roughly balance the demands of foreigners for their 
money. Otherwise the financiers will find their supplies 
of some kinds of money piling up and of other kinds 
dwindling away, and a condition of strain will develop. • 
What the nature and effects of this strain will be we will 
inquire into more closely later-that is our third question. 
Meanwhile, I want to say a little about some of the 
reasons why an upset in a country's balance of payments, 
as it is called, may come about, and so furnish inter
national finance with a problem to tackle. 

Some of these are connected with my first group of pay
ments-those for services which are being currently en
joyed. Such a state of affairs is specially liable to occur in 
the case of a country which is very dependent, for its 
command over foreign goods and services, on the export 
of one, or a few, staple crops, as Brazil is, for instance, on 
that of coffee, or Australia on that of wheat and wool. 
For if the crop either fails on the one hand, or is so abun
dant as to cause a glut on the other-worst of all, if it is 
abundant in the world as a whole, but fails in our par
ticular country, so that that country has to sell abroad 
a ~mall volu~e at a l~w pr:ice-its cl~ims on foreign money 
Will be senously diminished, whIle its desire to use 
foreign money may be as great as ever. And it will 
come crying to international finance to help it out of its 
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difficulties. Again, financial difficulties will arise if such 
a country deliberat~ly keeps a large pa.rt of its crop off 
the world market in the hope of getting better prices 
later on, as Canada did in the autumn of 1929. 

But difficulties may arise also with reference to the 
other..grou!, of payments, those connected with loans and 
delrts. And this brings me to say something of a topic 
which, in popular opinion, and quite rightly, is closely 
bound up with world finance-the whole vast topic of 
foreign investment-that is, the placing of the savings of 
the people of one country at the disposal of foreign 
Governments, central and local, or their use for the 
development of the economic resources of foreign 
countries. You know that before the war Englishmen 
had something like £4,000,000,000 invested abroad
Frenchmen rather less than a half, Germans about a third 
of that amount. You know, too, that during the war we 
sold about a quarter of our foreign investments, especially 
those in America, in order to pay for war supplies, but 
have since brought them up to their old level, and are 
still lending abroad, in ordinary years, something like 
£100 or £150 million a year, or between a quarter and a 
third of OUr annual savings. Germany lost all her foreign 
investments during the war; France lost a great part of 
hers, because they were largely in Russia, and has been 
very reluctant to resume the habit of lending abroad. 
America, on the other hand, from being a borrower from 
the rest of the world, has become a lender on a great 
scale: her net foreign investments, excluding war-debt, 
are already about one-half as big as ours, though she is 
not now adding to them a greater annual sum than we are. 

Now this matter of foreign investment can be discussed 
from various points of view-all of which, by the way, 
you will find most interestingly treated in a recent book 
called Europe, the World's Banker, 1870-1914, by an 
American, Mr. Herbert Feis. We can look at it from 
the point of view of the individual investor, and ask 
whether the additional gain which he has expected from 
investing his money abroad rather than at home has always 
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or often been realised. I have a friend, a clergyman, 
who lends all his savings to impecunious foreign Govern
ments at high rates of interest, and gets away with it 
every time: he has recently bought an aeroplane out of 
the proceeds. But I think he is rather an ex.:eptional 
case, specially favoured by Providence-at lea.st I Jwpe it 
is Providence; and when we look at the formidable' list 
of Governments which have been at some time or other 
in default, we shall wonder if the game is always worth 
the candle. 

Or we can look at the matter from the broader point 
of view of the general economic advantage of the investing 
country. From this point of view we shall conclude, I 
think, that in the past at least the greater part of our 
foreign investments has been wisely made. For they 
ha.ve been used mainly, even that part of them which has 
been lent to Governments, to develop railways, harbours, 
mines, plantations of all kinds in the overseas countries 
on which we depend for our food and for the raw materials 
of Our industries, and whose populations furnish a market 
for our manufactured goods. But I think also-though 
this is a controversial subject-that we should be quite 
content that our new annual foreign investment is now 
on a smaller scale than it was before the war. For there 
is much that we should like to see done at home if only 
capital were cheap enough: there is perhaps an increased 
danger that what we lend abroad will be used to compete 
with our own industries rather than to co-operate with 
them; and with the increased financial strength of the 
United States and other overseas countries, there is no 
longer the same danger that, if we do not develop the raw 
resources of the world, they will remain undeveloped. 

Again, we can look at the matter from the standpoint 
of the connection between Foreign Investment and 
\Vorld Politics and World Diplomacy. It is then that 

\
the black side of the story of Finance comes into promi

_ nence, and we begin to doubt whether she is really a 
parlourmaid at all, and not sometimes a bawd and some-
times a fury. For we see her prostituting her services 
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to governments in their struggle for world dominion, and 
begging for their support in courses which, whether she 
really desires it or not, can hardly fail to end in war. It 
is not easy for post-war generations to read the story of 
the Fre'lch investments in Russia, or of the German 
penet.tation. of Turkey, or of the scramble, in which our 
OW" country took part, for concessions in Persia or in 
China, without feelings of disgust and shame, or without 
inferring that the solid interests either of the borrowing 
or the lending populations, or both, were often sacrificed 
to idols of national power and national prestige. Yet 
when we judge the actions of the men of those times we 
must remember that the problem of which they made 
such a hash was a real problem, and one that has not 
passed away. It is the problem of how, without economic 
oppression of the weak or internecine conflict between 
the strong, to substitute government for chaos in the 
backward regions of the world, and to spread the benefits 
of civilisation without spreading its disorders. 

Of this I shall have more to say in my last talk; but 
for the rest of my time to-night I want to consider Foreign 
Investment from a narrower point of view-from the 
point of view of the tasks which it imposes on Finance 
regarded as a machine and not as an independent force
as servant and not as mistress. And the point that I 
want to emphasise is this. Before the war there were 
various reasons why the making of the payments con
nected with foreign investment did not as a rule impose 
an excessive strain on the machinery of international 
finance. However much warped by politics, the whole 
process was in the main one of steady development, in 
consonance with deep-seated underlying forces. Thus, 
in the first place, those countries which were rich enough 
to lend were also mostly countries with a highly-developed 
industry, while the countries which were wanting to 
borrow were countries in a low state of industrial develop
ment. Hence it would come about that while some 
Englishmen were wanting to make payments to the 
Argentine, in fulfilment of their promise to lend her 
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money, other Englishmen had claims on the Argentine 
for payment for railway material bought out of the 
proceeds of the loan; and the two sets of claims could 
be made to balance out quite nicely without straining the 
financial machine. Secondly, the foreign invest!Uents of 
a country like our own had been built up gra}luall~ ove~ 
a long series of years; so that while in any year there 
would be Englishmen wanting foreign money with which 
to make new loans to foreigners, there would also be 
foreigners wanting English money with which to pay 
interest to Englishmen. And while it would be an 
accident if in any year these two sets of claims were even 
approximately equal-as in fact they happened to be in 
I9I3-they could always in some measure be set off 
against one another. Thirdly, taken as a whole, the 
borrowing countries were growing in power to produce 
wealth, and kinds of wealth which the lending countries 
wanted, so that it was not too difficult for them to pay the 
interest on their borrowings, and in some cases (such as 
Canada and Japan) to make a beginning at redeeming the 
principal out of the proceeds of the sale of their goods. 
Thus, in spite of its complex and ever-changing texture, 
the web of international indebtedness was woven without 
undue strain on the stomach of the Spider Finance. 

From this picture the post-war picture differs in 
several ways, of which I must confine myself to pointing 
out one or two. First, the countries which have bor
rowed most in recent years have not been new countries 
in the process of development, but old countries brought 
to wreck by the war. Germany, for instance, has bor
rowed within a few years, for the reconditioning of her 
industry and the enrichment of her social life, sums the 
interest on which amounts to some forty-five million 
pounds a year. It is hard to feel confident that such 
foreign loans give rise automatically to a natural fund of 
exportable wealth for their service and repayment, as did, 
for instance, the loans made for railway construction in 
the Argentine. Secondly, America the great new 
lender, has become a lender very suddenly, and almost as 
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it were by accident and in spite of herself. She has 
found herself in possession of great and growing claims 
on foreigners, and being unwilling to accept settlement of 
those claims in the form of goods, she has had to leave 
them outstanding-in other words to become a per
mane/It investor. And I think it is fair to say that her 
capacity to lend abroad has outrun, though perhaps only 
temporarily, her skill and technique in the difficult art of 
being a good lender. Thirdly, the natural course of 
lending is from the rich countries to the poor; but this 
has been complicated in recent years by puzzling cross 
currents of lending from the poor countries to the rich. 
Europeans, alarmed (as in 1922-26) for the future of 
their monetary systems, or dazzled (as in 1928-29) by 
the apparently glittering prospects of American industry, 
have insisted from time to time on trying to get hold of 

,. American money on a large scale, and thus added to the 
difficulties of the financial machine. 

How these difficulties make themselves felt, and how 
they have been further complicated by the debt settle
ments arising out of the war and by the nature of our 
international monetary standard, I will discuss next week. 

III. The Gold SilUalioll. 
You will remember that at the end of my first talk I 

said that the domestic task of Finance, which would be 
difficult enough in any case, is further complicated by 
the fact that she has assumed the obligation to maintain 
a certain relation between the means of payment she 
provides and the commodity called Gold. And last week 
I examined certain courses which, especially under post
war conditions, are liable to cause a strain in the 
machinery of making foreign payments, without, however, 
saying anything about the form in which that strain will 
make itself felt. This evening I want to bring these 
threads together by saying something about the operation 
of what is called the Gold Standard. 

How do the banks, in a country such as England
for what I have to say would need certain modifications 
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if we want to apply it in detail to other countries-how do 
the banks arrive at decisions about the volume of loans 
and investments they make, and therefore of the means 
of payment they provide? The answer is that they act 
in such a way as to keep a certain proportion, pl'escribed 
by law or custom, between these means of pllym01'lt and 
their cash reserves. But in these cash reserves they 
include not only what you and I would call cash, but the 
balances which they hold with the Central Bank of the 
country. Now the Central Bank can affect the amount 
of these balances by its own behaviour. Suppose, for 
instance, it sells me £ 100 worth of war-loan in return for 
a cheque on my bank, it will be able to dock my bank's 
balance with itself by £100, and my bank will have to 
cut down its loans or investments accordingly. And the 
reverse will happen if the Central Bank takes it into its 
head to buy securities in the market instead of selling 
them. It would seem at first sight then that in such a 
country the ultimate control over the total volume of the 
means of payment rests with the Central Bank; and this 
is an important part of the truth. 

But it is not the whole truth; for in a country with a 
gold standard there are limits to the extent to which the 
Central Bank can exercise its discretion in this matter 
without getting into trouble. For a gold standard 
consists of two sets of rules. The first and more funda
mental deals with the interchangeability between money 
and gold; the Central Bank is put under obligation to 
buy gold from all comers at a fixed rate, and also to sell 
it on demand at a fixed rate and under prescribed con
ditions. The second set of rules, the object of which is 
to ensure that the Bank is always in a position to obey 
the first, deals with the quantitative relations between 
money and gold. These secondary rules vary very much 
in different countries, and do not usually seem very well 
adapted to the object which they are supposed to serve. 
In England, for instance, the bankers' balances with 
the Bank of England, which, as I have tried to show, are 
the hub of the whole system, are not regulated by law at 
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all: instead we have a rule that all Bank of England notes 
in excess of £260 million must have a gold backing of 
100 per cent.-a rule which is really a survival of a time, 
now passed away, when bank notes were the chief form 
of payment, and when people were entitled to change 
them'~into· golden sovereigns on demand. In most 
countries it is the proportion between the Central Bank's 
gold and either its notes or its total liabilities that is regu
lated by law. This is not really very satisfactory either; 
for, as has often been pointed out, it is rather like saying 
that in order to ensure that there shall never be a shortage 
of taxicabs, a certain proportion of the taxicabs in existence 
must always be standing on the ranks. 

The upshot of the whole matter is that there is always 
a certain amount of play in a modern monetary system, 
of which a Central Bank can take advantage in framing 
its decisions about the quantity of means of payment 
which it allows to be created; but that in the last resort 
this play is limited by the obligations imposed by the 
gold standard. \Vhether we think this a good thing or 
not will depend partly on whether we happen to like the 
looks of our own Central Bank. If we regard it as a 
stupid or weak-kneed creature, which is incapable of 
taking intelligent charge of events, or which is liable to 
put its money-creating powers too easily at the disposal 
of a needy Government, we shall be relieved that its 
capacity for mischief is kept within bounds by a golden 
chain. But if we have Cause to think it not only public
spirited and disinterested but even possessed of the rudi
ments of a brain, we may well feel inclined to regret that 
it is thus hampered in discharging the primary domestic 
task of Finance-namely, the task of seeing that step is 
kept between the amount of saving committed to the care 
of the banking system and the amount of real new capital 
created with the banking system's aid. For it will easily 
be seen that under a gold standard it is quite possible for 
the public to be swamping the banks with savings, and 
yet for the banks to be unable to transform those savings 
into real industrial capital, because the country's gold 
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reserve is not sufficient to form the basis for an increase 
in their loans or investments. Equally it is quite pos
sible, if the country is flush of gold, for the banking system 
to augment the volume of industrial capital without 
having been given any mandate to do so by the public. 
Thus prices rise or fall, and savings are stolm frc1ln .the 
public or drip away down the drain, through the operation 
of that very gold standard on which our fathers relied to 
give us stability. 

I must now try to connect up this matter of gold 
explicitly-there has been an implicit connection all along 
-with what I said last week about the difficulties that 
may arise, especially under post-war conditions, in making 
payments abroad. If the people of one country become 
abnormally anxious to obtain foreign money-whether in 
order to buy goods with it, or to pay interest with it, or 
to lend it on a foreign stock exchange-what will happen? 
For a start, the financiers who deal in foreign money will 
protect themselves by putting up its price-in common 
language, the exchanges will turn against the country 
in question. If there were no gold standard in operation, 
this process might go on a very long way, as we saw in 
the years after the war, and perhaps lead to the country's 
monetary system collapsing altogether: indeed it is just 
because of this possibility that most practical people are 
in favour of maintaining the gold standard, in spite of the 
objections to it which I have pointed out. But if there is 
a gold standard, the process cannot go beyond the point 
at which it becomes cheaper to buy gold from the Central 
Bank of the country, and send it abroad to be turned into 
foreign money, than to buy foreign money directly from 
the financiers. \Vhat happens next depends on how far 
the Central Bank is prepared to utilise the element of play 
of which I have spoken. For three months in the summer 
of 1929 the Bank of England allowed gold to ebb away 
to the United States and France at an enormous rate 
without ostensibly turning a hair; and something of 
the same kind has been happening again in recent months. 
But there is, as I have said, a limit to this element of play. 
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\ \I , J \ .er or later, una~. --ft~d standard, t~e Central Bank 
\; ie? have to see to It .. S a n{!e rates of Interest on loans 

:I\'e put up in the counTe prom which gold is flowing, 
and thus tempt foreigner, flo buy that country's money 
in order to lend it at the high rates. But this may be 
·only'ft temporary cure: in order to effect a more radical 
one, the Central Bank may have, by the same rise in 
interest rates and other methods, to curtail the power of 
its citizens to buy goods, thus discouraging the import 
of goods into the country and stimulating their export, 
and so helping to restore equilibrium in the balance of 
payments. That is where the difficulties begin, as the 
Australians in particular, but not they alone, have been 
finding in recent months; for this process of curtailment 
of buying power is a painful one, involving a check to 
enterprise and to the formation of industrial capital, and 
bringing bankruptcies and unemployment in its train. 

From this brief survey of the working of the gold 
standard there seem to me two opposite lessons to be 
learnt. First, neither the world, nor even the British 
Empire, is yet an economic family, and it's no use pre
tending that it is. We are not yet ready to see anyone 
nation, by multiplying its own means of payment, draw 
indefinitely on the resources of the world. In so far as 
the gold standard is a means of pulling up with a jerk a 
nation which is trying it on, so to speak, it is performing 
a useful function which has got to be performed somehow. 
But, secondly, the gold standard sometimes seems to bring 
its elephants into battle when they would be better waiting 
behind a hill. If a number of Frenchmen or Americans 
get a fit of wanting to stuff their money up the chimney, 
or into General Motors shares, as the case may be, all the 
world has got to know about it. One is sometimes 
tempted to think not, as is often said, that the gold 
standard nowadays doesn't work smoothly, but that it 
works too smoothly-that gold slips to and fro across the 
sea on too small a provocation. Would it be better if, 
instead of going by aeroplane, as is increasingly the case, 
it were not allowed to travel except in the slowest and 
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leakiest type of sailing-ship fu the ~hat seems too reac
tionary, here at least is a pres. F worth the attention of 
the finan~ial doctors of who-go! 'am to speak next week. 
Meanwhile. we must not, If :nk, be too ready to blame 
the Austrahans because, rather than face the fuli rigours 
of the readjustment required, they have allowed-them" 
selves to slip gracefully a little way off the gold 
standard. 

I must now say a word about another accusation which 
is being brought with increasing vigour against the gold 
standard. Under happier conditions, it is said, it 
might work perfectly; but unluckily at present, in the 
first place there is not enough gold, and in the second 
what there is is badly distributed between countries. 
Some great and respected authorities, such as Lord 
D'Abernon and Sir Josiah Stamp, are inclined to attribute 
to these twin causes a major share of responsibility for 
the present world depression. Personally I do not find 
it easy to go so far as that. Take first the question of 
distribution. America holds two-fifths and France one
fifth of the world's monetary gold-the former has about 
six times and the latter about three times as much as this 
country. In order to be fair to these two countries we 
must remember one fact about each of them. Judged 
by the test to which appeal has always been made in the 
past, the test of proportions, America does not corne so 
badly out of it: the proportion of centrally held gold to 
total bank deposits is not much greater there than here
say 10 per cent. as against 6 per cent. As to France, it 
was inevitable and in the world's interest that her horne 
price-level, measured in gold, should rise above the very 
low level at which it was left by the stabilisation of the 
franc at 124 to the £; and this naturally involved some 
importation of gold as backing for an increase in her 
note-issue. Nevertheless there are very real problems, 
connected both with America and France, which I don't 
wish to minimise and to which I shall have to recur. 
All I want to suggest at the moment is that their swollen 
gold hoards are a symptom rather than a cause of more 
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fundamental difficulties; and in particular that we can 
scarcely regard them as a major cause of the great world 
slump. For if they were it is hard to explain why that 
slump should have both started first and run its most 
riotous' course in gold-stuffed America. 

TO'turrl now to the total supplies of monetary gold. 
\\'ell, they are still increasing at the rate of 1'7 per cent. 
a year; and though that rate of increase will decline as 
the stock increases while the annual output declines, it 
will still, even in 1950, according to the best available 
estimates, exceed the 1 per cent. per year which is the 
estimated rate of growth of the world's population. I 
do not deny that the wastage of the South African mines, 
and the apparent unlikelihood of their replacement by 
any other comparable source of supply, means that there 
is a long-period problem of gold supply; though how 
pressing and urgent we think it will depend largely on 
whether or no we feel that as the human race becomes 
progressively cleverer and more efficient, so that the 
growth of production is progressively outstripping the 
growth of population, it is right and natural that prices 
should progressively fall. This is a matter on which 
there is a great deal to be said on both sides-much more, 
if I may be allowed to say so, than you would suppose 
from reading the remarks of some of our best-known 
experts, who seem to take it for granted without argument 
that gold ought always to increase in proportion to pro
duction and prices therefore to remain stable. All I 
am concerned to point out at the moment is that if we 
want to regard gold as the major villain of the tragedy of 
1929-30, we must be prepared to explain exactly how the 
world would have been better off for having another 
£ 100 million of gold at its disposal, and what the most 
enlightened Central Banks would have found to do with 
it; and this neither Lord D'Abernon nor anyone else 
has done. It is my own belief that in a world glutted 
on the one hand with wheat and rubber and sugar and 
on the other with motor-cars, electric refrigerators and 
fifty-storey buildings, an aperient of £100 million extra .. 
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gold would have had but little effect. \Vill you tell me, 
please, if I am right? 

IV. Financial Doctors. 
I have now to give an account of some of the :tttempts 

at combined doctoring of the financial sores of the-world' 
which have been made during the last ten years. But 
before doing so I must say a little about one great sore 
which I have twice alluded to but have not yet found time 
to discuss, the sore called Reparations and War Debts. 

You will not expect me to give even a brief resume of 
the sordid and tangled history of the controversy over 
German Reparations. (Those who are interested will 
find a lucid and lively account in a recent book called 
Reparations Reviewed, by Sir Andrew McFadyean.) I 
must content myself with pointing out what seem to me 
the three outstanding features of the situation as it exists 
to-day. 

The terms on which Germany surrendered in 19 I 8 
included reparation for all damage done to civilian 
populations and their property by German aggression. 
During the course of the Paris Conference a very high
minded man, President Wilson, was finally persuaded by 
an equally high-minded man, General Smuts, that this 
phrase could be extended to include compensation for 
war pensions and separation allowances, thus nearly 
trebling the magnitude of the claim. The value of the 
claim, as thus interpreted, was estimated by a French 
politician in 1919 at £11,000 million, and by the official 
Reparation Commission two years later at £6,600 
million: the capital value of the settlement now in force 
is estimated at only £1,850 million. For, in practice, 
in the years that have passed, the sums demanded from 
Germany have come to be bound up more and more 
closely not with civilian damage (though this still, and 
quite rightly, plays a large part in France's demands) nor 
with the more general costs of the war, but with the 
obligations of the victorious countries to pay interest on 
their debts to one another. Britain, with, as some think, 
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questionable wisdom, gave her countenance to this prin
ciple in the famous Balfour Note of 1922: officially, 
America at one end of the scale and Germany at the other 
have never recognised it, and they have logic on their 
side. "For logically it is nothing to the Ame,icans how 

. we and the French get the money with which to pay them, 
an'd logically it is nothing to the Germans what we and 
the French choose to do with the money they pay us. 
But logic or none, the facts under the present settlement, 
in very round figures, are as follows. Over the average 
of the next thirty-six years Germany is to pay £20 million 
a year to England and £80 million to the rest of Europe. 
The rest of Europe is to pay between £r 5 and £20 

million to England and £30 million to the United States. 
England is to pay £35 million to the United States. 
More briefly, two-thirds of Germany's annual payment 
of £ I 00 million is to pass indirectly to the United States. 

It is clear that this stream of payments aggravates 
certain difficulties which I have mentioned before
difficulties arising out of America's power to sell goods 
and her reluctance to buy them, out of the relative malaise 
which she still exhibits in the new role of a great per
manent foreign investor, out of the tiresome cross-currents 
which lead the inhabitants of less favoured countries to 
seek to invest part of their wealth within her borders. 
Logic or no logic, it seems likely that the time will come 
when official America will recognise, as many individual 
Americans have done already, that there is some relation 
between Reparations and \\' ar Debts, and between both 
and the troubles of \Vorld Finance. 

That is the first outstanding feature of the present 
situation. The second, and it is a very puzzling one on 
which to try to form an opinion, is the present position 
of Germany. Roughly speaking, for the immediate 
future, the German nation has got to make annual pay
ments abroad of £85 million for Reparations and some 
£45 million for interest on private and public loans. 
Towards this she can find about £ IS million by the 
provision of shipping and other services for foreigners; 
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the remaining £ I IS million she must provide either out 
of a surplus of exports over imports or out of new borrow
ing abroad. How far can she rely on the former method, 
and how far must she have recourse to the latter? And 
in so far as she is driven continually to attempt thl: latter, 
what are her prospects of success? A few yealO8 ago. 
Germany's imports were exceeding her exports to tbe 
tune of £100 million a year; and in the aggregate, since 
the Dawes Plan came into force in the autumn of 1924, 
she has probably borrowed (as a nation, of course, not as 
a Government) nearly twice as much as the total of 500 
odd million pounds of Reparations that she has paid. 
But in the last year or so a striking change has come 
about: Germany's foreign borrowings have perforce 
been restricted: and simultaneously her exports have 
come to exceed her imports by some £90 million a year, 
thus affording some support to those who have always 
urged that if Germany were deprived of the resource of 
foreign borrowing she would find some means of paying 
her way without. But this export surplus of £90 million 
still leaves Germany under the necessity of borrowing 
abroad; and it has only been obtained by means oLf 
extreme pressure on the German economy, the possibility 
of continuing which is uncertain, and which has led 
already from time to time to alarming political reactions. 

Further, we must take into account the third out
standing feature of the present situation-the fact that all 
these obligations of which I have been speaking are 
reckoned in gold, and that their effective burden in terms 
of commodities has, therefore, been materially raised in 
the course of the last year. I ventured last week to cast 
doubt on the view that gold-shortage is the prime cause 
of the world-slump, as well as on the view that it is 
unnatural and unhealthy for prices to fall in a progressive 
world. But I must not be understood to deny that, 
whether the cause lies in gold or elsewhere, the effects 
of such a swift and violent fall in prices or rise in the 
value of gold as we have seen this last year are very 
damaging from many points of view, and among others 
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from the point of view of international indebtedness. 
Germany was protected under the Dawes Plan against 
just such an eventuality as has now occurred: but 
not knowing, any more than the rest of us, what was 
coming, she surrendered that protection in the settlement 

'of 19'1.9 .• 
'While it would be wrong to speak as though Germany's 

position was already desperate, I think we can hardly 
doubt that sooner or later, and perhaps sooner rather 
than later, the financial doctors will be summoned once 
more to the bedside of the Reparation Settlement and 
will advise another operation. Of the work of this 
particular set of doctors I must say no more, except to 
put on record that I think we ought all to take our hats 
off to them-and especially that most genial and patient 
physician Dr. Stamp-for the wise and skilful, if neces
sarily tentative and incomplete, purgings and hewings 
which they have administered in the past. 

For the rest of my time to-night I would rather speak 
of the work of two other panels of financial physicians, 
closely connected, indeed, both in personnel and in 
general outlook with the Reparations doctors and with 
each other, but each responsible for its specific contri
bution to the slow process of clearing up the post-war 
mess. I allude to the expert advisers-the so-called 
Financial Committee-and permanent officials of the 
League of Nations, and to the Central Bankers of the 
world. Of the work of the former you will find an 
excellent short account in a pamphlet recently issued by 
the League called Principles and Methods of Reconstruction 
Work. I can do little more here than remind you how 
in 1922, while sensible talk or action about the German 
question was still taboo, the League of Nations got to 
grips with a smaller but even more urgent matter, and 
with the aid of an international loan set Austria, then on 
the verge of dissolution, on her feet, an~ helpe~. her to 
restore herself within a few years to finanCIal stablhty and 
independence. Two years later it performed a simil~r 
service for Austria's neighbour, Hungary: and, agam 

'" 
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with the aid of international loans, it assisted the Greeks 
and the Bulgarians in the difficult task of swallowing and 
assimilating great hosts of refugees, and later in tidying 
up their monetary systems. These things have passed 
into history, and it is not to be expected that tht> future 
will offer the League many opportunities fOI precisely. 
similar work; while the Financial Committee itself, ·in 
a recent report, has been at some pains to discourage the 
idea that it will be, as a rule, the appropriate mechanism 
for the arrangement of loans for purposes of general 
economic development. The question for the future is 
rather whether the lesson of the striking difference between 
the history of the League loans and the history of the 
loans made to distressed Governments before the war 
cannot be learnt in such a way as to make the smell of 
International Finance sweeter in the twentieth century 
than it was in the nineteenth. For the League loans, 
unlike some earlier loans, left the borrowing Govern
ments with both the means and the incentive to carry on 
a decent administration, and they gave the creditors, even 
in the worst event, no right to appeal to the use of force. 

Of that I shall have a little more to say next week; 
meanwhile I must say a word about the remaining medical 
panel, the company of Central Bankers. The actions 
and movements of this troupe are shrouded in so deep a 
mist-which lightens, it is true, at intervals to disclose 
them clambering down the side of an Atlantic liner
that it is not possible for the outsider to say much that 
is useful about them. Yet we know that some at least 
among them have laboured hard for the financial recon
struction of Europe-our own Governor Norman among 
the first, and sturdy, pugnacious Dr. Schacht, and wise, 
wary Governor Strong of New York, who saw that the 
best way to help the distressed American farmer was to 
restore the consuming power of Europe, and whose 
untimely death in 1928 has perhaps cost Europe, as well 
as America, dear. It may perhaps be suggested that 
the doctrine, elevated in the days immediately after the 
war to the dignity of a copy-book maxim, that Central 

• 
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Banks must be independent of their Governments and of 
public opinion, can be carried too far. Dr. Schacht, who 
resisted this doctrine when the Dawes Committee tried 
to enforce it on Germany in 1924, was later hoist with 
his OWll petard. It became plain in 1930 that the 
.Reich~~an~ could not be allowed to have a policy which 
was; at variance with that of the German Government on 
an important international issue, and Dr. Schacht had to 
go. In England as a rule we rub along very nicely 
without inquiring too closely whether the ultimate fount 
of financial policy is to be found in Downing Street Qr 
Threadneedle Street. But even we may be tempted to 
hold that while the execution of policy must remain a 
matter for experts, its broader aims and purposes ought 
now to become increasingly a matter for public discussion, 
and even public control. 

Meanwhile there is at least one thing that the public 
has been allowed to know. The Central Bankers have 
got a new club. It is situated at Basle and it is called the 
Bank for International Settlements. The Reparation 
Doctors at Paris in 1929 wanted something to talk about 
until they knew each other well enough to discuss the 
thorny topic of figures: so the International Bank was 
born. The French wanted it because they hoped it 
would help them to mobilise their share of the German 
indemnity, that is, to substitute progressively a debt by 
Germany to private investors in all countries for a debt 
to the French Government. The Germans wanted it 
because they hoped it would help them in bringing about 
the necessary expansion of their export trade. The 
British wanted it because they hoped it would help to 
solve the gold problem, about which they were already 
seriously concerned. How much it will be able to do 
in any of these directions remains to be seen: but a 
beginning was made in 1930 with the first. About £2! 
million of the German indemnity is now paid annually 
to private investors, who have lent money to the creditor 
Governments with which the latter have been able to 
extinguish some small part of their domestic debts. 
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Anyway, the Bank at Basle will be a more comfortable 
place for the Central Bankers to meet than rope ladders 
in the English Channel. Perhaps they will discuss, as 
the Financial Committee of the League of Nations has 
suggested, the question of gold reserves. If there is 
really a chronic gold shortage in view, they I1lay ~e able. 
to persuade each other that a 20 per cent. reserve agaw,st 
notes can be made to do as well as one of 40 per cent. 
They may even be able to persuade each other that under 
modern conditions the amount of gold a country requires 
depends less on the volume of its outstanding money of 
any kind than on its liability to suffer violent temporary 
changes in its need to make payments abroad. Mean
while the Bank itself, which seems to be under very 
capable management and to have acquired control of 
assets measured in tens of millions, may be expected to 
make, indeed, has probably already begun to make, 
its own contribution towards smoothing the course of ' 
world finance. For not only does it act as a clearing-house 
and intermediary for reparation and war debt payments, 
not only is it charged with the important function of 
sending for the doctor if that should again become 
necessary, but in the ordinary course of business it has 
certain real, if limited, powers of preventing jars and 
easing strains. For while its published accounts are all 
expressed in Swiss francs, it both owes many different 
kinds of money and owns claims to many different kinds 
of money; and there need not be an exact correspondence 
between the amount of any particular country's money 
which it owes and the amount of that country's money 
on which it possesses claims. Hence if one country is 
being hard put to it for the moment to make foreign 
payments, and is in danger of losing gold, the Bank can 
come to its aid by buying its money, from financiers, 
with the money of some other country. It is commonly 
believed to have acted thus for the benefit of Germany 
during the alarums and excursions of last autumn. 
Whether this is the utmost we can expect from Dr. 
B. I.S. is a matter to which I will return next week. 
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v. The Future of International Finance. 

Of the financial doctorings of which I spoke last week, 
some are concerned with matters, like reparation settle
ments llnd the restoration of disordered monetary systems, 
.which, while it is unlikely that we have heard the last of 
thc!m, are the heritage of an ever-receding past. Others, 
like the prevention of unnecessary gold movements and 
the easing of temporary strains, are likely to need per
forming in any future that we can foresee, but are, after 
all, of a rather menial nature. In this last talk of this 
series I suggest that we should shake our wings a little, 
and take another look at those matters of grave and abid
ing importance of which I spoke in my first two talks
the connection of Finance with the behaviour of the 
price-level on the one hand, and its connection with 
Foreign Investment on the other. I think we shall see 
that these two problems are really two facets of a single 
problem-the problem of the Organisation of the World's 
Savings. 

It has been no part of my programme to give you a 
reasoned and scientific account of the causes of the present 
world slump; but I must try to tell you in a few frag
mentary sentences roughly what I think about it. I 
think these slumps are a very natural feature of a world 
which is making very rapid advances in the technique of 
production, and which sets great store by material pro
gress. Such a world can never be really stable, and does 
not wish to be; for it regards it as the normal and natural 
thing that its capital equipment shall grow out of pro
portion to any current growth in its population, so that 
the standard of living of its inhabitants shall continually 
rise. To this end it is prepared to save; but the difficulty 
is to ensure continuity in the rate at which the growth of 
capital equipment takes place, since for technical reasons 
the instalment of that equipment is often a lumpy and 
discontinuous process. You build a railway, or you 
electrify a railway already built, or you exploit to the full 
some new invention in the art of building; and while this 
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is going on, trade is active and employment is good. 
But the process comes to an end! the railway or the 
buildings are there, and will last for an age, but their 
utilisation gives rise to far less activity and employment 
than their construction, and you may have to be very 
nippy and resourceful in thinking of someth!ng dse to· 
do if you are to avoid a condition of temporary saturation 
and glut. The same thing happens with certain types 
of semi-durable consumable goods which are coming to 
play an increasing part in the modern standard of life. 
To take one example. During 1929 the United States 
increased her capacity for manufacturing wireless sets 
from a level of four million a year to a level of fifteen 
million a year. Not even the staunchest supporter of the 
B.B.e. will maintain that, even in America, such a rate 
of production, still less such a rate of progress, could 
possibly continue indefinitely. 

But that is not all. When the standard of life is 
growing rapidly, the demands for all goods do not grow 
in proportion. In particular, the capacity of the human 
stomach is limited, and the need for elemental foods, such 
as wheat and sugar, may lag behind the general advance. 
And if this process happens to coincide, as it has lately, 
with revolutionary improvements in the arts of agriculture, 
there is saturation and glut not only in instruments and 
in durable consumption goods but in primary raw products 
as well. 

It is no answer, I think, to this line of argument to say 
that in a slump there are millions of people unemployed 
who would be only too glad to buy wheat and sugar and 
wireless sets, and even to create an indirect demand for 
new ships and railways, if only they had the money. 
Their unemployment makes the glut worse, but it is 
because of the glut in the first instance that they are 
unemployed. 

Are these things inevitable, or is there a way out? So 
far as I can see, there are only two possible lines of escape. 
One is to cure ourselves of the thirst for rapid material 
progress, and to concentrate on redistributing, in some 
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more equitable way, the aggregate of leisure which our 
present command over Na~ure puts at our disposal. ~hat 
is perhaps the course whIch Buddha or Mr. GandhI, to 
mention no other names, would recommend; but all 
that we know of the history of Western nations during 

. the lajt felll centuries makes it exceedingly unlikely that 
th"y will adopt it. The other alternative is to try to 
control the process of investment, and that is where 
finance, with its functions of the creation and transfer of 
the means of payment, comes into the story. 

A few years ago I should have said that it would not 
be very difficult for the banking authorities of the world, 
acting in concert, to keep the process of capital invest
ment within bounds, in other words to check and control 
a trade boom. I should have said that if they watched 
carefully enough the figures of prices and of employment 
they would know when, by raising interest rates or by 
rationing or by both, to discourage borrowers from 
applying for a further multiplication of the means of 
payment. To-day I do not feel so sure even about that. 
For one of the striking features of the present slump is 
that the period which preceded it lacked, both in England 
and in America, many of the familiar features of the pre
war boom, such as an acute rise in prices or an acute 
pressure on the existing labour-force. Early in 1928, 
when America seemed to herself and to others to be 
proceeding gaily on an even keel, I ventured to describe 
the condition of affairs prevailing there as one of" slump
like boom." For it had many of the features of a slump, 
in particular a marked tendency on the part of the public 
to flood the banks with savings, and a consequent tendency 
to sag in the level of prices. But it had also the essential 
features of a boom, namely, a rate of formation of capital 
equipment greater than can be continuously maintained. 
It was, therefore, not easy even in America for finance to 
see when to apply the brake; while no one has ever sug
gested that there was even a prima facie case for such 
action in England. 

But it is the slump itself which sets finance the most 
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difficult problem. The need then is to recreate the 
spirit of enterprise, to chivvy sterile savings out of their 
lair in the books of the banks, to find new forms of capital 
equipment which can be created without adding to the 
glut. A year ago some people thought that a mere fall 
in the world's bank-rates-in the rates at which banks are. 
ready to make temporary advances and buy bills 'of 
exchange-would do the trick. But it did not, and could 
not; for these rates only affect part of the world's business, 
and that not the part which from the present point of view 
is most important. The rates of interest on long loans 
remain high, because the public is not yet sufficiently 
confident to entrust its savings permanently to the 
industrial borrowers; while at the high rates thus main
tained the industrial borrowers are not sufficiently 
confident to clamour for the use of the public's savings. 

vYhat can the banks do about it? Can they discharge 
faithfully in such a case their duty as brokers of savings 
unless they equi p themselves to take a bigger and bolder 
hand in providing the means of payments not merely for 
the working capital of industry, but for its fixed capital 
equipment as well? That is a vexed question on which 
there is much to be said on both sides. I will risk saying 
two things, both of which are highly controversial. First, 
it seems to me that there is something in the complaint 
that we in this country are in some danger of getting the 
worst of both worlds in this matter. Our banks have not 
all, in fact, succeeded, as they are inclined virtuously to 
claim, in keeping clear of entanglement with the per
manent financing of industry. But they have stumbled 
into it as it were by accident, without preparation or plan, 
and without the knowledge or the will to use their power 
over industry to compel reconstruction and reform. 
Secondly, I do not think that in any case, so far as home 
investment goes, private finance could or ought to be left 
to struggle unaided in the coils of the snake Slump. 
For those forms of capital equipment which are least 
likely to add to the glut are precisely those which can 
only be created on a large scale under the directive power, 
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and perhaps with the financial aid, of Government. I do 
not yet feel convinced that we ought not to be taking 
advantage of a plethora of idle savings and idle labour to 
tackle the housing problem on the lines suggested by 
Sir Tudor \\1 alters in the House of Commons a few weeks 
-ago.. • 
. "So far as home investment goes-for there remains as 

an alternative, or as a supplement, the time-honoured 
habit of investment abroad. l\ow I gave reasons in an 
earlier talk for not repining too much because our own 
foreign investment is on a smaller scale than it was before 
the war; and I do not recant. The world, as I have 
reminded you (though I'm not sure that Professor Toyn
bee would approve of my doing so), is not yet an economic 
family, and we cannot be expected to behave as if it were, 
or to sink our savings without limit in bottomless pits 
without caring whether we ever see them again. Short 
of world Communism, the sensible thing in the long run 
would presumably be for each country to decide on 
general grounds how much of its savings it is prepared 
to risk in the development of distant parts of the world, 
and to take steps either to utilise the rest at home, or 
simply not to make them and so to have a better time, or 
a quieter life, or a bit of both-however drastic the recon
struction of the social order which this policy would 
involve. To the Americans in particular I commend 
this idea as the long-term solution of their problems. 
But with our present social and industrial order, for 
getting out of a slump there is nothing like a whiff of 
foreign investment. Indeed, I think it could be argued 
that we have never in the past succeeded in escaping from 
the coils of the snake, except by the discovery, geo
graphically as well as technically, of new worlds to 
conquer. From this point of view it is perhaps for
tunate that the memories of investors are short, for it 
means that some countries, such as those of Latin America, 
can be rediscovered over and over again, as though Cortes 
and Pizarro had never lived. 

So if you tell me that at the present moment it is non-
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sense to say that the bellies of the Chinese are glutted with 
wheat or their valleys with railways, I shall not contradict 
you. And if you say that the best thing the powers of 
finance could do to help us out of the slump would be to 
organise in Britain, France and the United State. a vast 
campaign of foreign investment, I shall say tbat jOOU are 
probably right. Alone we are powerless, because of the 
pressure on our balance of payments that would result. 
But the financial institutions of these three nations, if 
only they could act in concert, could surely do a good 
deal. Indeed, I imagine that in the end this is what, in 
some form or other, will happen. My only doubt is 
how soon we can reasonably expect it to happen, and 
how much in the way of the puncturing of inflated hopes 
and the elimination of irremediably uneconomic pro
duction, both in manufacture and in the great staple 
branches of agriculture and mining, has first to be 
carried through. 

One more question. In solving this problem of the 
organisation of the world's savings, how big a part can 
we expect to be played by the two prominent financial 
doctors of whom I was speaking last week-I mean the 
Bank for International Settlements and the Financial 
Committee of the League of Nations? The answer, I 
think, is .. Directly, not a very big one." The bank is 
not very rich, as modern banks go: further, it is enjoined 
by statute as well as by common sense to pay some regard 
to the relation between the amount of its liabilities, and 
the amount of its assets, in anyone country's money. 
That is to say, it is not, and it never will be, a magic 
machine for making poor countries rich or bankrupt 
countries solvent. At the same time, in so far as there 
exist in any country, as seems to be the case in France, 
technical as well as psychological obstructions to an 
expansion of the spirit of enterprise and foreign invest
ment, it may be hoped that the Bank will find a way of 
exorcising them. Not to go into technicalities, there 
are certain useful things which the Hank of France is 
prevented from doing, but which the B.I.S. might see 
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its way to do with money borrowed from the Bank of 
France. And as the meeting-place and mouthpiece of 
the Central Bankers of the \Vorld, the influence of the 
B.I.S. may in the course of time be very considerable. 

As to the League, as I have already said, it does not 
envisage i\self as the normal instrument in future of 
is(ernational loans, even to Governments, for purposes 
of ordinary economic development. But I am quite sure 
that the creditors of the future will have to set themselves 
to \earn a great deal from the technique of the League 
loans, if the political obstacles which at present exist to 
the recrudescence of foreign investment are to be broken 
down. For it is not only lenders who have become shy, 
but borrowers too. The resurgent nations of the East 
have no intention of going the way of pre-war Persia and 
Turkey, Morocco and Egypt. Unless international 
finance can be used to strengthen local administrations 
and not to starve them, to foster political independence 
and self-respect and not political disruption, the new 
nations will have none of it, and they will be right. In 
these matters, the spirit of the League will have to prevail, 
even if its machinery is not suitable for use: and, as it 
itself has recently suggested, it may have a part to play 
as arbitrator and conciliator between embarrassed debtors 
and indignant creditors, even though the future holds out 
for it no great career as an actual midwife for international 
loans. 
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