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PREFACE 

IN the first edition of my ECO'1IO'I1&les of W dfart (1921lr­
Part VI., containing 112 pages, was entitled" The Variability 
of the National Dividend". In the second edition (1924) 
this part was omitted because I was anxious to undertake 
& more comprehensive study of industrial fluctuations. 
The present volume is the result of this study. It is written 
throughout with a constructive purpose, and the (not very 
numerous) criticisms of the work of others contained in it 
are strictly subordinate to that purpose. The conditions 
prevailing in the great post-war boom and subsequent 
depression have been so abnormal that I have not examined 
them here. Perhaps at a later date I may be able to devote 
to them a separate monograph. My thanks are due to 
Mr. F. liavington of Emmanuel College, Cambridge, whO 
kindly read an early draft of this volume in manuscript 
and made a npmber of suggestions, and to Mr. D. H. 
Robertson of Trinity College, who read the work at a later 
stage and helped me greatly, particuia.rly in connection 
with the monetary aspects of the subject. . 

The charts embodied in the text are worked to a slightly 
rougher approximation than the tables in the Appendix, on 
which they are based, and there are, therefore, occasional 
sma.ll discrepancies. Owing, however, to the kind a.ssist· 
&nce of Miss Elkin, I trust that a.ll serious inaccuracies 
have been eliminated from both charts and tables. The 
bulk of Chapter XIV. of Part I. was published in the 
Economic J ournaJ. for June 1926. 

KING's COLLBGlC, CAMBRIDGE, 
September 1926. 

v 

A. C. P. 
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INTRODUCTORY CHAPTER 

§ 1. AT every moment of the working day workers by hand 
and brain, in association with the capital equipment availc 
able for them, are engaged in rendering economic service. 
Some of them are taking part in the construction of capital 
goods, such as railways and ships, machinery, tools and 
buildings: others are extracting raw material from the earth 
or looking after crops and animals on its surface: others 
advancing material on its way from the raw state nearer 
to the final form designed for it, as the makers of pig-iron 
or of cotton yarn: others finishing consumable goods of 
various sorts, as the makers of clothes, bicycles and boots : 
others transporting goods: others dealing with them in 
warehouses and shops: others operating such services as 
the provision of gas, water and electricity: yet others 
rendering personal services to individuals and groups of 
individuals, for example, doctors, lawyers, teachers and 
domestic servants. At the same time that aJl this is happen­
ing, a stream of goods, the final fruit of a substantial por1;ion 
of this process, is always flowing into warehouses and shops­
institutions which we may regard, if we will, as a lake into 
which these things pass and in which they stay for a while. 
At the opposite, or purchasers', end of this lake there is also 
always proceeding an outflow of goods to the various persons 
who have claims on them. This outflow goes, in great part, 
to the controllers of business, who retain some of it for their 
own consumption or their oWn use as machines, hand over 
Bome to the persons to whom they are under contract to 
pay interest on past loans, and hand over another part to 
lrorkpeopJe in the form of wages to induce them to carry 
on further work. Out of the portion going to each of these 
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groups some is transferred, before being used, to govemmen~ 
authorities in the form of taxes and loans, to be paic!; 
by them to various persons, not against work-this part is 
counted already-but to finance debt service, pension 
schemes, insurance schemes, poor law relief and so forth. 
Of course, this account is only rough and approximate; for, 
though most of what are usually called consumable goods 
flow through warehouses and shops, the important part of 
them constituted by direct services does not do so : while, of 
instrumental or capital goods, those that are made to order 
go from producer to purchaser without any intermediary. 
Broadly, however, what has been said represents the facts. 

§ 2. If the life of industry was steady and continuous, 
the rates of movement and the volumes of these several 
streams would always be the same; or, more exactly, since 
the numbers of the population are not constant, they would 
change gradually in proportion 8.s population changed. 
Thus, allowing for growth of population, there would be 
a steady flow of production from the farms and factories 
into warehouses and shops; a steady flow from warehouses 
and shops into factories of things to make good the wear 
and tear of machinery and, so far as new capita.! is being 
created, to match the growth of population, of new machinery, 
new buildings and so on; a steady flow from these same 
warehouses and shops into the homes of business men (and 
those to whom they are indebted) of things for their own 
consumption, and a steady flow into their control of the 
things that constitute the real wages they are ofiering every 
week in payment for the services of workpeople. In actual 
life, however, there is not this kind of steadiness. On the 
contrary, the modem world is characterised by large and 
frequent industrial fluctuations. lrhus, Professors Mitchell 
and King have roughly estimated, after making allowance 
for the factor of growth, that in the United States production 
" in the worst years runs something like 15 to 20 per cent 
behind the best, and something like 8 to 12 per cent behind 
the moderately good years'.l • 

§ 3. In my book TM Economics oj WelJare abstraction 
• B ........ Oyo/M """ U"""'I'/oymonI. P. 3D. 
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is ma.de of this very important fact. That work dea.It with 
the relation of economic welfare to the size of the national 
dividend, or rea.! income, of the country, and to the way in 
which this is distributed among people of different degrees 
of wealth. The point of view taken was a static one, in the 
sense that, though, of course, causes tending to alter the 
size and distribution of the dividend were discussed, the 
relation between economic welfare and the actual process of 
change was not brought under review. As a consequence 
of certain causes the dividend, on "the average of some 
assigned period, was conceived to be of such and such a size 
and to be distributed in such and such a way; and this 
was all. A study so limited plainly requires a supplement. 

§ 4. To be complete, that supplement would need to 
cover a.ll types of change, the broad movements that extend 
over long periods, the oscillations of shorter wave-length 
extending over several years and the short-time movements 
that accompany the shifting seasons of the normal year. 
Long-period movements are outside my present scope: 
their study would demand so great an equipment of histori­
cal knowledge that nobody would expect a review of them 
in a work of this character. With seasonal Iluctuations 
the case is different. The regularity of their recurrence 
makes them a fit subject for study by the methods available 
to economists. As compared, however, with the wave 
movements extending over several years, though very 
important for certain special industries, they are not very 
important for industry as a whole. Thus, over the period 
1887-1913 in the United Kingdom, if we take averages 
of the unemployment percentages for Tra.de Unionists 
making returns for all the Januarys, all the Februarys and 
so on, we obtain a range with a minimum of 4·1 per cent for 
June and a maximum of 5·1 per cent for January, grouped 
round an annual average of 4·5 per cent. n, however, we 
take annual averages, the range extends from a. minimum 
of 2 per cent in 1899 to a maximum of 7·7 per cent in 1909, 
the annual average for the whole period being, of course, 
as before, 4·5 per cent. Thus the monthly range has a. 
downward sweep equal to g'9 per cent and an upward sweep 
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equal to 13·3 per cent of the mean rate; whereas the annual 
range has a downward sweep equal to 65 per cent and ani, 
upward sweep equal to 71 per cent of the mean rate. More­
over, the very regularity of the seasonal variations, by 
making it easy for people to protect themselves by moving , 
between one seasonal occupation and another complemen­
tary one, e.g. between building in summer and gas-stoking 
in winter, much reduces the social evil inv6lved in these 
variations. Partly for this reason I shail'leave them, as 
well as long-period movements, unexamined. The present 
volume will be confined to a study of those industrial 
fluctuations extending over short spans of years which are 
sometimes cailed "cyclical". An attempt will be made 
to elucidate the causes of these fluctuations, the conse­
quences that follow from them and the means available 
for obviating or mitigating whatever in these consequences 
is inimical to social well-being. The inquiry will not deal 
with the detailed history of particular fluctuations, but 
will aim, so far as may be, at generality. 



PART I 

CAUSATION 



CHAPTER I 

THE PROBLEM 

§ 1. PABT I. of my book deals with causation. That the 
problem to be attacked under this head is difficult is shown 
by the number and variety of the explanatory theories that 
have, from time to time, won adherents among economists. 
It is well, therefore, to attempt some lightening of our task 
by framing at the outset a conception as precise as possible 
of what it is that we wish to do. It is common for popular 
writers to speak of discovering the causes of industrial 
fluctuations, but it is easy to see, without glancing at deeper 
philosophic difficulties, that there are here, even on the 
plane of ordinary scientific terminology, serious ambiguities 
and a great looseness of thought. The following distinc­
tions must be borne in mind. 

§ 2. First, for any given industrial wave movement we 
may expect to.. find some initiating impulse. (rhis impulse 
may consist either in a change in the quantity of mobile· 
resources--obviously resources already "fixed" in the form 
of buildings, plant, machinery, etc., are not relevant here, 
-available to business men, or in a changs in the expecta­
tions that business men entertain of the advantage to be 
gained from turning mobile resources into industry) Im­
pulses of the latter sort are liable to arise out of Ii. good 
harvest, an industrial dispute, an industrial invention, the 
discovery of new mines, the outbreak of war, an error in 
business forecasts, an autonomous monetary change, and 
80 forth. It may be that the initiating impulse will turn 
out to be the same for every industrial cycle of which we 
have record; but a priori there is no reason to anticipate 

? 
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this. After IL prelimina.ry chapter, describing the principal 
chILracterlstics of industrial fluctuILtions as historical events, 
I shall inquire, in Chapter ill., into the part played by 
impulses initiated from the side of ava.ilILble resources, ILnd, 
thereafter, sha.1I consider more closely inIpulses of the other 
class. 

§ 3. Secondly, an initia.ting inIpulse, when it comes 
into play, operlLtes upon a certa.in complex of industrial 
and monetary conditions. Given the inIpulse, these will 
determine the nature of the effect thILt it produces, and 
&re, in this sense, causes of industrial fluctuations. The 
inIpuise is the dropping of IL match: the consequences are 
deterniined by the nature of the material with which it 
comes·ih contact. It is reasonlLble to expect a priori, and 
the rough similarity of form among successive industrial 
wave movements confirms the expectation, that in the 
modem world the conditions which are present when 
successive matches fa.1I, or ILt a.1I events when they fa.1I in 
such a way as tq ignite the surrounding materia.!, &re more • 
or less aJike. In regard to these conditions, therefore, it 
mILy be possible to conduct an analysis thILt will be applic­
able, not merely to particular industrial fluctuations, but 
to industrial fluctuations in general. A considerable part 
of my work will consist in an inquiry along these lines. 

§ 4. There remains yet a third problem. As will be 
shown in the next chapter,1 industria.! fluctuations succeed 
one another in a rough rhythmical sequence. 1 This fact has 
led a number of writers to search after the cause of this 
rhythm or reguIarity. They admit, of course, that the 
rhythm may be .. accidenta.! ", that is to say, the result of 
the concatenation of a number of sma.1I independent causes, 
which have" happened" to bring it about. But, they hold, 
the rhythm is so marked that it is more likely to be due to 
some special dominant cause or small group of causes, 
.. accident" accounting only for its fa.ilure to attain to 
complete regularity. This is not, indld, admitted by all 
writers. Thus Mr. Hull declares: There is literally 
nothing in periodicity, as applied to the industries, except 
the simple fact that, when the industries increase from their 
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lowest point to their highest point a.nd in turn faIl from their 
highest point to their lowest point, a period of time neces­
sarily elapses.,1 Most students of industriaJ fluctuations, 
however, do not dismiss the seeming regularity of succession 
among industriaJ cycles so lightly as this, hut hold that it 
requires some speciaJ expla.nation. This matter is dis­
cussed in the finaJ chapter of Part I. 

, IndUBlriGl~, P. 57. 



CHAPTER II 

THE' GENERAL CHARACTERISTICS OF INDUSTRIAL 

FLUCTUATIONS 

§ 1. THE productive or income-getting power of any com 
munity at any time consists of its land, its people, itt 
capits.l equipment and its organisation. This income-gettin! 
power ch..nges in amount with changes in the numbeI1 
of the population, developments of scientific knowledgl 
and industria.! skill, and the construction of new capital 
appliances. Alongside of changes in the amount of income: 
getting power there aIso occur from time to time change! 
in the proportion of the income-getting power that is engaged 
in work. These changes, intra-annua.! seasona.! movementll 
being disregarded, constitute the class of industrial fluctua­
tions with which this volume is concerned." For comple~ 
accuracy, indeed, account should be taken, and allowance 
made, for the fact that the proportion of income-getting 
power engaged in work is subject to some long -period 
changes of a non-cyclica.! character. Thus during the last· 
hundred years the norma.! length of the working day for 
'manua.! labour in the United Kingdom has been largely 
reduced. For short periods, however, the changes that 
occur in the length of the norma.! working day, for tho 
average of the whole community, are, in genera.!, very sma.!! 
in comparison with those changes in the application of 
income-getting power that are associated with overtime. 
short time and unemployment. "For the present purpose. 
therefore, they may be disregarded without serious errol, 
We may rest satisfied with the statement that industrial 

10 
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fluctuations are fluctuations in the proportion of the com­
munity's income -getting power that is actually engaged 
in work. -

§ 2. Since income-getting power consists in a number 
of different factors, and since the proportions of these 
several factors at work from time to time need not all vary 
in the same way, no measure of industrial fluctuatioBS thus 
interpreted can be provided that is at once simple and exact. 
Plainly, however, it is desirable, if we can, to secure some 
rough-and-ready ststistical index of the movements which. 
we wish to study. Such an index must be looked for either' 
in records of production or in records of employment. It 
is clear, however, that records of production cannot· serve 
in their crude form; for they reflect changes in the amount 
of income-getting power in existence as well as changes in 
the proportion of it at work, so that, in a community where 
income-getting power is increasing in amount, production 
may continue to expand even when the proportion of income­
getting power at work is being seriously contracted. In 
actual fact, " the curve of aggregate production rises strongly 
during periods of prosperity, and describes during periods 
of depression slight undulations, in such wise that it hardly 
departs from a nearly straight, or slightly inclined, line. 
To the increase in periods of prosperity there is opposed 
stsgnation in periods of depression." 1 Hence, if records 
of production are to be used as a measure of industrial 
fluctuations, they must first be "corrected" in such a way 
as to eliminate long - period trends. Various devices are 
available by which this can be done in a fairly satisfactory 
manner. The result is an index of production with the 
trend removed. .Either this or an index of the percentage 
of workpeople employed will serve as a rough measure of 
industrial fluctuations. 

§ 3. It may be thought at first sight that a " corrected" 
production index and an employment index, if properly 
constructed and covering the same industries, must, on 
account of their olose causal connection, necessarily move 
together. That they will move together, in the sense that 

1 Aftalion: Lu OrMes ptJriodiquu de .utprOduc'ion. voL ii. p. 29. 
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their upward and downward turning points will roughly 
synchronise, is true. Evidence of this is afforded by the 
annexed chart showing together the unemployment per­
centage and the pig-iron consumption of the United Kingdom 
since 1850. But they will not move together in the sense 
that their swings are similar in amplitude. On the one 
hand, the fluctuations of output about the trend depend 
upon the extent to which income -getting power as a 
whole, including mechanical equipment and the brains of 
technical experts, is set to work. trn periods of depreBSion 

./ the amount of intelligence put into production is, in general, 
larger, partly beea.use relatively inefficient busineBS men are 
compelled to sell out to others, but mainly . because those 
persons who remain in busineBS "are put on their mettle, 
and exert themselves to their utmost to invent inIproved 
methods, and to avail themselves of the inIprovements 
made by others,' In like manner workpeople, since they 
are earning leBS, are likely, if on piece-wages, to work harder 
and more intelligently. Thus, in coal-mining the late Lord 
Rhondda has shown: "The better-off men were, the more 
easily they could obtain the means of subsistence, tbe leBS 
·energy they put forward; there was a very considerable 
dinIinution in the output per man per annum. On the 
other hand, when prices fell and wages followed, the fact 
that the men worked harder accentuated the depression 
which followed from the number of mines opened during 
the period of boom.'" These considerations suggest that, 
when the trend is eliminated, production will be found to v 

fluctuate less extensively than employment. On the other 
hand, employment figures ignore the under-employment that 

• ManhoJl. Evidmco bef .... u.. Gold and Silww o~ [Cd. 66121. 
Q. 9816, of. Afta1iOD. Lu on... piricdiquude...."...aucmn, voL i. p. 230 • 

• SIoIi8Iicol Journal, Jao. 1914. p. 174. Cf. Mitehell. B...w.. Oyelu. 
p. '78. It mould be remembered that output per man is not. in these 
ciroumstanoea. at all 811, adequate test of energy. since in good times 
inferior men will be added to the normal staff. and. after. point. many 
firms will be working beyond the output yielding masimum efficiency. 
and 10 under oonditions of diminishing returns. the workmen baving to 
work with too little Machine-power per man. M. AftaJion quotes statistics 
to show that in coal-mines, iron-mines, and blast furnaces. output per 
head. is Ie. in ti.mee of prosperity than in times of depression (vol i. p. 195). 
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is common in depressions and the overtime that is common 
in booms. According to Mr. Berridge's investigations in 
the United States for 1919--22, the net result of these con­
flicting influences was that production varied from one 
and a half times to twice as much as employment. As he 
himself suggests, however, this rather surprising result may 
be due to the fact that the production data used by him 
related, in large measure, to industries concerned with basic 
materials, which are probably more responsive than others 
to the course of the business cycle.' For the United Kingdom 
Mr. Rowe has constructed a production index, referred, like 
Mr. Berridge's, in the main to basic' industries, from 1907 
to 1913 and from 1920 onwards." In the following table this 
index is set beside the employment (not unemployment) 
percentage yielded by 1lbe Trade Union returns : 

ProdUdlOD Indu. 
1907 100'3 
1908 93'3 
1909 96'8 
1910 97'l 
1911 101'3 
1912 103'6 
1913 107'5 
1920 100·2 
1921 67·5 
1922 80·9 
1923 88·7 
1924 90·9 
1925 87·2 

Trade UDlOD Employment. 
96'3 
92'2 
92'3 
95'3 
97'0 
96'2 
97-8 

97·6 
84·6 
84·6 
88·5 
92-1 
90·3 

For the present purpose the year 1921 must be ignored on 
account of thE> prolonged coal strike, which practically 
stopped coal production during the sooond quarter. For the 
unemployment statistics, from which .the second column in 
this table is derived, do not take account of workpeople who 
are unemployed because they are engaged in an industrial 
dispute, and, consequently, in years of abnormal industrial 

1 Cf. Mitchell, Berridge and others, BtUinu, Oycles and Unemploymmt. 
p. 61. and Berridge. Cycles of u ...... pioymonl. chap. v. 

I London and Cambridge Economic S~. Jan.. 1924, p. 8, and Jan. 
1926, p. 14. For the period of 1920 Mr. Rowe's figures are given by 
qua.rtera; to obtain yearly figures I have taken simple arithmetic averages 
of theee. 
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conflict the two indices are not properly comparable. Apart. 
from that year the table shows a relation very similar to 
that found by Mr. Berridge for the United States-to be­
explained perhaps in the same way. This, however, is a 
side-issue. The precise quantitative relation between the 
movements of production indices and of employment indices 
does not greatly concern us. The point of practical import­
ance is that, even when the trend is eliminated, production 
indices and employment indices have swings of different 
amplitude. Consequently, if, as is obviously convenient, 
we desire to provide ourselves with a single principal 
measure of industrial fluctuations, choice must be made 
between the two sorts of index. This choice is fortunately 
not difficult, at aU events for a student in this country. 
For, as it happens, while statistics 'of employment, useless 
indeed as absolute measures but of high value as measures 
of change, are available over a long period and a wide range 
of occupations, statistics of production . are exceedingly 
deficient---ioo deficient that little or nothing can be done 
with them., In this book, therefore, variations in the volume 
of employtt..ent in particular industries and in the general 
body of industry will be taken as the main statistical 
criteria of those industrial fluctuations which it is our 
business to investigate. 

§ 4. Having thus obtained a rough definition and a. 
rough measuring-rod for our subject-ma.tter, we are ready 
to set out the principal characteristics which tha.t subject­
matter presents. . We notice, first, that in recent times 
industrial fluctuations have not occurred independently in 
diflerent countries, but ha.ve as a rule affected at the 
sa.me time and in the same sense the whole, or nea.rly the 
whole, of the industrially developed part of the world. In 
the earlier years of the nineteenth century the fortunes 
of different nations were less olosely interdependent, but 
recent industrial fluctuations, those whose peaks were 
rea.ched in 1872, 1882, 1890, 1900 and 1907, have all been 
world - wide in scope. Of this fact indirect evidence is 
afforded by the close pa.rallelism of the price movements, 
shown in the accompanying chart, in the United Kingdom, 
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Germany, France and (in a lesser degree) the United States; 
for, as will be shown presently, price cycles and industrial 
cycles are closely connected. There is also available direct 
evidence from import and export statistics and, though 
unfortunately here foreign material is exceedingly deficient, 
from statistics of unemployment. 

§ 6. Secondly, concentrating attention upon this country 
and making use of the returns of unemployment furnished 
by Trade Unions-the statistics obtained under the National 
Insurance Act do not extend sufficiently far back for our 
purpose--we are able to set out certain facts as to the 
range of industrial fluctuations. throughout the general 
body of industry. The chart printed as frontispiece to 
this volume gives from 1850 to 1914 the annual percentage 
of unemployment over the average of all the industries 
for which returns are available. That chart displays a 
clearly marked rhythmic or wave-like succession of fluctua­
tions. The waves are not of equal length nor yet of equal 
amplitude. As regards length the figures yield the following 
results. From 1860 till 1914 the intervals between succes­
sive years of minimum unemployment are 7, 10,7, 10, 7, 7 
and 6 years respectively; the intervals between successive 
maxima 6, 11, 7, 7, 11 and 4 or 6 years respectively; the 
average length of periods of lessening employment being 
1-1 years and that of periods qf improving employment 
1-e"l years. As regards the amplitude of the fluctuations 
the differences between the maximum positions and the 
succeeding minimum positions were: 4·2,5'8, 9·1, 8'1, 5·5, 
2·4 and 5·7 per cent respectively. The general movement 
is thus rhythmic, both in respect of wave-length and of 
amplitude. The successive cycles are broadly similar to 
one another. A" typical .. cycle constructed by making, 
as it were, a composite photograph of all the recorded 
cycles would not differ in form very widely from any of 
them. Its duration from minimum to minimum would 
be 7~ years and its range from minimum to maximum 
employment 5·8 per cent. But this typical cycle is not 
an exact replica of any individual cycle. The rhythm 
is rough and imperfect. All the recorded cycles are 
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members of the same family, but among them there are 
no twins.1 

§ 6. So far attention has been directed to industrial 
activity in the mass. The mere fact, however, that industrY 
as a whole moves up and down in waves tells us nothing 
about the way in which the waves are constituted. H, . 
for instance, we find a 5 per cent upward swing, tha.t might 
come about because some one industry expands 100 per 
cent while many others contract 1 per cent; or because 
all industries expand exactly '5 per cent; or because most 
industries expand, but some expand more and some less 
than 5 per cent. The last of these three possibilities is the 
one that is in fact realised. The third cha.racteristic to 
be noted, therefore, is a general concordance in timing and 
direction between the wave movements in different occupa­
tions. In periods of prosperity nearly all industries show 
better employment than usual; in periods of depression 
nearly all show worse employment than usual. The swings 
of the different industries are not independent and inchoate. 
'They are concordant in direction. We may fairly speak 
of common swings of expansion and contraction in the 
main body of industries taken sepa.ra.tely, and not merely 
in the aggregate or average of industries. 

§ 7. But, fourthly, the amplitudes of the swings in 
different occupations are very far from concordant; some 
are much larger than others. The industries (among those 
for which records are ava.ilable) with the largest amplitude 
are shipbuilding and engineering-constructional industries ; 
other industries show much smaller amplitudes. Over the 
period 1860-1913 the average differences between the maxi­
miim unemployment figure and the succeeding mininlum 
figure were, for engineering and shipbuilding 9·1 per cent, 
for building 4·1 per cent, for woodworking and furniture 3·7 
per cent, and for printing and bookbinding 1·5 per cent. 

1 The Harvard University Resea.rcJi Bureau, on a more extended 
Btatistioa.i baais. ooncludes that hitherto the lengths of the cycles have 
not .. in any country been BUftlciently uniform. to warrant the prediction 
of major tums in busineas activity on the basis of a constant time interval 
between crises It (Eocmomic Bartnnder.. International Labour Office. 
1924, p. 12). 
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The facts are clearly brought out in the accompanying 
chart. In view of these facts it is not surprising tc find 
that industrial booms have nearly always been characterised 
by large and conspicuous investment in construction of 
some kind. A main feature of the boom culminating in 
1825 was investment in Mexican mines and other enterprises 
in the South American countries recently freed from Spain. 
In 1833-6 there was large investment in railway building 
in England and in the United States. The crisis of 1847 
was associated with a tremendous boom in English railway 
building; the amount of money turned into railways rising 
from under seven millions in 1844 tc over forty millions in 
1847. Prior to the 1857 crisis we had made large invest­
ments in, and had exported much material for, American 
railways.' In the early 'sixties there was another British 
railway boom and in the early 'seventies another American 
one. The Baring crisis fbllowed large investments in rail­
ways in Argentina. The beginning of the twentieth century 
witnessed a great expansion of electrical enterprise, espeoi­
ally in Germany, and the 1907 crisis, initiated in the United 
States, followed upon a similar development there. Thus 
industrial expansions have always been, in the main, 
:'xpansions in the building of means of production. What 
means of production are selected depends upon circum­
stances. "At the beginning of the nineteenth century it 
was the means for sewing and spinning; in a word, all kinds 
of textile machinery; a little later it was the formidable 
apparatus of railways and railway material and of steel 
steamships to take the place of wooden sailing vessels; in 
our own day it is electrical energy and its manifold industrial 
applications, tramways, electric railways, electric furnaces, 
electric light, and so on." • But always some form of con­
struction dominates the stage. Thus, Jevons wrote: "A 
characteristic of boom periods is that the proportion which 

1 As Mr. C. K. Hobson's study of twentieth.century figures shows, "in 
the case of ra.ilwe.ys at any rate British foreign investments. over a wide 
portion of the globe, are very largely represented by orders to British 
manufacturers of railway ma.terials and railwa.y stock" (The: Expon oj 
Oapital, p. 15.) . 

• Cf. Lesoure. Lu 0 ...... gentra,.. "l'iriod~. p. 413. 
c 
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the capital devoted to permanent and remote investment 
bears to that which is but temporally invested soon to 
reproduce itself" 1 is increased. Thus, again, Mr. Robertson 
finds: "The most characteristic feature of an industrial 
boom is the utilisation of an abnormally large proportion 
both of past accumulations and of the current production 
of consumable goods to elicit the production, not of other 
consumable goods, but of constructional goods."· Thus, 
finally, Mr. Hull writes: "The difference between periods 
of prosperity and periods of depression is . . . chiefly a 
decrease in the rate of production of permanent wealth, 
such as buildings, railways, ships, goods, materials, etc.". 
Distinguishing between necessary construction, i.e. repairs 
and such new construction as is associated with the growth 
of population, and optional construction, he puts the latter 
at about one-third of the whole in periods of maximum 
activity, and finds the dominant note of industrial fluctua­
tions in the large changes that it undergoes. 

§ 8. If we look in detail at such statistics of output as 
are available, there is suggested an even sharper contrast 
between production and consumption industries than was 
indicated in the preceding section. For, while a diagram 
showing the output of the ins.trumental industries would' 
be a curve with large rises and large falls, one showing 
the output of consumers' industries would consist of rises 
interspersed with horizontal movements, like the outline 
of a flight of stairs. Evidence for this statement is afforded 
by railway statistics, which indicate great expansion in 
boom periods, but hardly any contraction in periods of 
depression.- The statistics of coal consumption "-in this 
differing from the statistics of iron consumption-and the 
statistics of the quantities of foreign trade are of like 
character. There may, indeed, be a momentary contraction 
due to shock in some crises, such as that of 1870, but this 
does not generally last long.· M. AftaIion, summarising a 

1 Jevons, IfWU~ in. C"f"'ret'IC1/ tmd FiftGflCe. p. 28. 
• A S",,% 0' IndtuIrial F/uduahom, p. 157. 
• Indwlriol D~, p. 27. 
• Of. AftaliOD, 1M CJriwI pmod;quu do ""Pf'IduolMm, ii. p. 23. 
• Ibid. ii. p. 157. • Ibid. ii. p. 26. 
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considerable inquiry, writes: .. Perhaps reductions in the 
manufacture of objects of consumption have taken place 
on the morrow of crises. Perhaps also the production of 
goods of this k41d declines in those industries which are 
only slightly capitalistic and make use of hand-work and 
home-work. But during a good part of the depression, 
for a number of industries making consumable . goods, 
manufacture progresses rather than diminishes." 1 This 
continuing progress in the output of industries making con­
sumption goods when instrumental industries are markedly 
depressed might suggest that, in times of depression, employ­
ment also in consumption industries must, contrary to what 
was said above, continue to increase; workpeople, perhaps, 
being transferred into them from instrumental industries so 
as to make this possible. The facts, however, 'make no 
such inference necessary. The continuing progress or, at 
least, comparatively small regress in the output of con­
sumption goods during periods of depression does not inlply 
continuing progress in the amount of work done in them. 
It is due rather to the continuing influence of new machinery, 
on which work was started in the preceding booms and the 
delivery of which has been delayed owing to the long period 

, involved in its manufacture. We need not, therefore, dis-
trust the direct evidence of our statistics. Whatever may 
be the case with output, employment in consumption trades 
varies in the same sense as, though in a much less degree 
than, employment in instrumental trades. . 

§ 9. In the sixth section of this chapter it was stated 
that there is a marked concordance in the timing as well 
as in the direction of the movements of the several industries 
that go to make up the aggregate movement. In a broad 
sense the curves that face p. 16 show that, for England 
at all events, that is true. These curves do not, however, 
prove that the turning-points of the several movements 
exactly coinoide. Obviously, since they are based on 
annual averages, it is inlpossible that they should do this, 
and the need for a closer study is suggested. Such a study 
reveals evidence---not, indeed, conclusive, but sufficient to 

• Of. Mtalion, Lu 0 ..... pmoo;quu de ... rprodtlClion, voL ii. pp. 174·6. 
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establish a probability-that the turning-points in instru­
mental trades tend to precede by a short interval the 
turning-points in consumption trades. Thus Sir William 
Beveridge notes that in Great Britain the turning-points 
of employment in engineering, shipbuilding and metals 
preceded those of employment in other groups in the bad 
years about 1868 and 1893-4 and in the good years about 
1872 and 1890.1 Again, M. Aftalion notes that in 1858, 
1874, 1901 and 1908 the prices of all metals fell on nearly 
every occasion in the first year of the depression, but that 
the prices of several textile materials and those of a con- ' 
siderable proportion of other things did not do SO.2 Yet 
again, Professor Mitchell. after studying 'lTllYftthly figures 
for the United States, writes: "Producers' goods reached 
their highest point and began to fall earlier in 1907 than 
consumers' goods, and were on the down grade several 
months before the panic broke out. Their decline in 1908 
was a1so greater in degree, their recovery began sooner 
and proceeded at a faster pace." a There are, of course, 
pitfalls in comparisons of monthly figures in view of the 
divergent seasonal influences to which different occupations 
are subject. Still, on the whole, it seems fair to conclude 
that movements in the instrumental·· industries are not I 
only larger than the corresponding movements in the con­
sumption industries, but also often precede them by a 
short interval. 

1 Of. U"""'1'/oymem, p. 40 • 
• Of. AftaiiOD, Leo a ..... pinodiquu do ....-prod...wm, i. p. 24. 
• Buoinus aycIM, p. 99. 



CHAPTER III 

IMl'UlSES FROM THE SIDE 011' RESOUROES 

§ 1~ FLUCTUATIONS in industri80l a.ctivity are a.lW8oys a.ss0-

ci80ted with fluctu8otions in the S80me direction in the quantity 
of w8oge-goods transferred to the workpeople through w80ges 
80nd in the qu80ntity of r80w m8oteria.ls h80nded over to them 
to be worked Up.l These two qu80ntities together m80ke 
up the stream of mobile resources th80t is being turned into 
industry 80t any time. If we leave out of 8occount, a.s for 
the present I propose to do, initiatives on the P80rt of w8oge­
earners 80nd a.ssume the conditions of l8obour supply, i.e. the 
rea.l supply schedule of la.bour, to remain una.ltered, we 
m80Y S80y further th80t a.ll ca.uses of f1uctu8otion in industri80l 
a.ctivity a.ct through the stre80m of mobile resources turned 
per unit of time into industry. Wh80t we have to look for, 
therefore, are the causes, other than those a.cting from the 
side of labour, that m80ke the volume of this stream vary. 
We are not concerned with genera.l trends of change, such 
a.s are a.ssociated with the mean r80te of growth of population 
80nd wealth gener8olly, but only with vari8otions around the 
line of trend. t 

§ 2. 'It is evident, a.s wa.s indica.ted in Ch80pter r., that 
f1uctu8otions in industri80l a.ctivity, and so f1uctu8otions in 
the 8omount of mobile resources turned into industry, c80n 
only be due to one or other of two primary causes: (1) 
changes in the qu80ntity of mobile resources-roughly, 

1 This statement, it will be noticed, is 80 framed &8 flO' to imply that 
real wages oonaist exolusively of wage-goods. Though wages are in the 
main taken out in this form. a part of them is taken out in the form. of 
claima to capital good&-workpeopleo· investments. 

21 
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ma.teria.ls and consuma.ble goods--tha.t people ha.ve control 
of ; a.nd (2) changes in their rela.tive desire to turn 
mobile resources into industry in the a.bove sense on the 
one ha.nd, or to consume them themselves or hold them 
in store on the other ha.nd. This is roughly equiva.!ent to 
saying tha.t industria.! expa.nsions can only ta.ke place either 
.if more mobile resources become ava.ilable to the controllers 
of industry or if some controllers of industry come to expect 
a la.rger advanta.ge tha.n they have expected so far from 
turning mobile resources into industry: and industria.! 
contra.ctions can only take place in converse conditions. 
It is not possible to decide by any a priori method whether 
changes in a.vaila.ble mobile resources or cha.nges in expecta­
tions of profit a.re likely to pla.y the Ia.rger pm in bringing 
a.bout industria.! fluctuations. Obviously, however, for 
any genera.! explanation of these fluctuations, as they 
actua.lly occur in modern communities, it is vita.l to obta.in 
at least a rough idea of the compa.ra.tive pa.rts pla.yed by 
these two domina.nt types of cause. (The issue is compli­
cated by the fa.ct that va.ria.tions in output, which directly 
a.ffect the sum of ava.ila.ble mobile resources, ma.y a.t the 
same time indirectly, through the psychology of business 
men, a.ffect the expecta.tions of profit which they form on 
a. given basis of fa.ct) For the present, however, I sha.ll 
ignore this aspect of the problem a.nd sha.ll contrast va.ria­
tions in the supply of mobile resources with va.ria.tions in 
expectations, independently of the question whether or not 
these latter are themselves in pa.rt effects of variations in re­
sources. What is to be said of the compa.rative significance 
of.these contrasted types of cause in the industria.! fluctua­
tions of rea.! life 1 

§ 3. M. Tugan Ba.ranowsky, in his interesting wO"k, 
assigns the dominant pm in determining industria.! fluc­
tuations to cha.nges in the supply of mobile resources. 
According to his view, during depressions there is an accumu­
lation of ca.pita.!, in the sense of wa.ge-goodo and materials,. 
seeking investment, whioh, after a time, is turned into! 
industry and brings about expansion. Unused sa.viugs of. 
these things are gradua.lly piled up, and, as soon as they' 
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are massed in sufficient quantities, are thrown forward into 
industry, being there used to hire extra labour for the manu­
facture of capita.! instruments. Munitions are, as it were, 
built up during severa.! years of trench warfare and then 
discharged in a great attack, and this attack, in turn, is 
followed by another period of quiescence and accumula­
tion. Thus, M. Tugan Baranowsky· draws a parallel for 
industry from a steam engine. Capita.!, in the sense of un­
used savings of mobile resources, accumulates, he says, like 
steam behind a piston; when the pressure attains a certain 
intensity, it drives the piston forward, and exhausts itself 
in doing so; then a new accumulation takes place, until 
the piston is again driven forward, and so on continua.lly.l 
This conception may be set out thus. Imagine Robinson 
Crusoe on his island and, alongside of hinl, a number ·of 
men, who normally produce--perhaps with a little help 
from Robinson's charity--<mough to maintain themselves 
a.live, but who ordina.rily possess a good deal of unemployed 
la.bour power. Robinson saves, in the sense of accumulat­
ing a mass of consumable goods. When he has been doing 
this for some years, it occurs to hinl to entice his neighbours' 
unused labour power into activity by the offer of some of 
his accumulated goods in return for the manufaoture of 
certain productive instruments. If he does this, his savings 
are converted into productive capital. There need not be 
any shifting of industria.! effort from making consumable. 
to making instrumenta.! goods; but, under the influence of 
Robinson's offer, new industria.! effort destined to the 
production of instrumental goods is ca.lled into play. Thus 
a previous expansion in the store of rea.! savings-savings . 
of mobile resources--eauses a boom in the amount of 
labour that is hired to make productive instruments. So 
soon as the accumulated savings of the past have been 
"used up" by conversion into fixed capita.!-railways 
and so on-the boom must break. There is no free capita.! 
-unhypotheticated savings-left with which to carry it ' 
on, and it thereupon comes to an end. 

§ 4. In attempting to bring this theory to the test of 
1 Cf. Lu CrUea indtut,;eUu en Anglekln-e. p. 273. 
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fact we have at the outset to remove an important confusion 
of thought. Everybody admits that in times of depression 
many people accumulate unused purchasing power; and 
it is sometimes supposed that this impUe/J corresponding 
accumulations of unused savings of real things. This, 
however, is not so. By accumulating unused purchasing 
power people do not automatically either themselves 
accumulate or cause other people to accumulate unused 
real savings. By not spending their money (or bank 
balances) they cause prices in general to fall below what 

. they would otherwise have been, thus making the money 
;;;'of other people. worth more goods, and thus enabling these 

other people to bny more goods. What they have accumu­
lated by this proceeding is, not things, but the power, when 
they choose later on to. spend their money, to raise prices, 
reduce the purchasing power of other people's money, and 
absorb for themselves the goods which have in this way 
been rendered inaccessible to others. CIhe accumulation 
is thus an accumulation of 9laims upon other people. It 
is not an accumulation of things, and does not imply any 
accumulation of things, or, in other words, any real savings 
on the part of the community in general.) The question 
whether there is in fact an accumulation of real mobile 
resources cannot, therefore, be answered by an appeal to 
monetary and banking changes. The question must be 
examined on its own merits. 

§ 5. When a boom is on the point of breaking, and 
immediately after it has broken, a very great check to 
purchases of all kinds will often take place. The large 
output that is coming from the factories will find the public 
demand suddenly and greatly contracted. It will, there­
fore, pile itself up in warehouses and shops, just as the 
water in a. lake would pile itself up, if .the outBow were 
suddenly choked, while the inflow for the moment remained 
unaltered.' But this is only the first stage. The blocking 

1 Thus in 1922 the growth of stocks associated with the preceding boom 
continued into the first phase of the depression. Cf. Keynes, Sloeb and SIGpU· 
Oom.mtK.Htiu. London and Cambridge Service. Special Bulletin, No. I, p. 2-
In view of the fact that past orders are being completed. this oontinued 
growth of stocks does Dot imply that the tum of the tide must be started. by 
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up of the exit from the lake where products a.re stored 
leads immediately to a blocking up of the entrance also. 
As the Poor Law Commissioners write: "The shops, with 
unsold goods on their shelves and diminished takings in 
their tills, cannot give the usual orders to the merchants 
and manufacturers who supply them." 1 All this is plain 
enough. But it does not by itself throw light on the 
question whether, during a period of depression, unused 
real savings go on accumulating till their volume is so great 
that they burst their way, as it were, into productive 
industry; for this depends on whether, throughout periods 
of depression, the exit from our lake continues to be blocked 
up more thoroughly than the entrance to it. Evidence 
on this matter is very sca.rce. '(DJi the whole, however, it 
appea.rs that, speaking generally, this does not happen. As 
a depression proceeds, "the accumulated stocks of goods 
ca.rried over from the preceding period of prosperity are 
gradually disposed of. Even When consumption is small, 
manufacturers and merchants can reduce their stocks of 
raw material and finished wares by filling orders chiefly 
from what is on hand, and confining purchases to the small 
quantities needed to keep full assortments."· Thus, in 
spite of the fact that the consumption of wage-earners is 
lower than it was before, stocks of consumable commodities 

something in the nature of a. "consumers' strike n. It may be so started, as 
apparently happened in the United States in 1920. (Cf. Withers, BankerB 
tiM Ored.u, p. 166.) But it may also be started by the spontaneous 
birth among dealers of an· expectation that consumers' demands will 
shortly fall off. It may be noted that, when the initiative is taken 
by retailers. retail. prices do not necessarily fall before wholesale prices . 

. The retailers may bold their prices while the reduction in their orders 
forces wholesale prices down. The fall in wholesale prices may cause 
the publio to expect &. fall in retail prices. and so may itself become 
a part cause of that contraction in the public demand which the retailers 
have anticipated. In the post-wa.r boom in the United Kingdom retail 
prioes went on rising for Bome Beven months after wholesale prices had 
turned (July to January, 1920). This fact auggeetB that retailers atopped 
off their orders in expectation of a Blackening of oonsumers' purchases 
rather than as a result of it. It is not. however. oonolusive. for retailers 
mig"', of course, have held pricea up in spite of a falling off of consumers' 
demand. BUpporting themselves by borrowing. 

1 ReptW' oj eM Royal Oommission on. the Poor Laws, p. 331. 
a Cf. Mitchell. Buai ..... Oyc/u, pp. 565.6; of. alao Buai ..... Oyer.. ....,J 

U......"loymmI. p. 8. . 
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go on falling until after revival has begun. More generally. 
booms are characterised by the "production of goods in 
excess of the current rate of consumption. with consequent 
accumulation of stocks ". and depressions by " curtailment 
of production below current consumption. with consequent 
depletion of stocks.... H this view is correct. the later 

. part of the period of depression is responsible. not ouly 

. for no accumulation of stocks of consumable goods. but 
for an actual reduction in the stocks left over from the 
preceding period of boom. Lconsequently. the theory that. 
as depressions progress. unused real savings go on accumu­
lating till their growing pressure bursts the dam that holds 
them back from industry is inconsiStent with the facts.)~ 

§ 6. The preceding paragraph does. indeed. ignore one 
aspect of a community's life. namely. its trade relations with 
other communities. H account is taken of this. our con­
clusion is somewhat modified. When there is a depression 
in one country, not merely absolutely. but also relatively 
to the rest of the world. the low prices that rule in that 
country cause imports of goods to diminish and exports of 
goods to increase. They. therefore. cause either an import 
of gold or an increase in the country's credit holdings 
abroad. or both these things together. The extra gold and 
foreign oredits constitute real accumulated savings. In 
effect manufacturers and others have sold goods to foreigners 
and taken gold and credits. instead of goods. in exchange 
for them. The gold and credits are not. of course. them­
selves either consumable goods or instrumental goods; 
but they constitute a power to purchase from foreigners 
either sort of goods. if their owners choose to make use 
of it. Thus. when account is taken of foreign trade. the 
"unused savings" that accumulate during depressions­
when the depressions are peculiar to particular communities 
-&re not wholly imaginary. but are represented by a growing 
power in the community as a whole to make effective claitns 
upon foreign communities. This quaJifioation to our general 
oonclusion is. however. clearly of no significance from the 

1 Perso .... Haidy and others, Tho Problom 0' B ......... F.....,..nng. 
p.305. 
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standpoint of industrial fluctuations that are spread over 
the world, as, in fact, in greater or less degree, most large 
movements are. Even from the standpoint of movements 
private to a particular country it is probably of secondary 
importance. The things that chiefly matter are goods 
stored in warehouses and shops. Of these, as has already 
been observed, not only does no continuing accumulation 
take place· duriug periods of depression, but the stocks 
that are left over at the end of the preceding booms, if 
the scanty evidence which is available may be trusted, are 
dissipated rather than increased. . 

§ 7. The result of this analysis is not doubtful. The 
passage from the end of a depression to the beginning of a 
boom may, if we will, be compared to the discharge of a 
piston, but the pressure behind the piston is no Iarger when 
the passage is being made than it is at any other time; on 
the contrary, the strongest pressure (in the sense of masses 
of unused savings of real things) is present when the piston 
is beginning to return to its starting-point. It is, therefore, 
plain that accumulation of these unused savings in pre­
ceding periods of depression cannot rightly be regarded even 
as a proximate impulse towards booms, or the using up of 
them as a proximate impulse towards depressions.' 

§ 8. The process envisaged by M. Tugan Baranowsky 
is not, however, the only process through which we can 
imagine industrial fluctuations to be caused from the side 
of accumulations of mobile resources. M. Tugan Baran­
owsky supposes the accumulations that stimulate expansions 
of industry to be made beforehand in preceding depressions. 
It is equally easy to suppose--and here there is no conflict 
with statistical facts-that they are made synchronously. 

1 It is perhaps worth while to add that, even if a.coumulation and , 
discharge of savings did take place in the way that the theory under 
discussion supposes. we should still be very far from an .. explanation ., 
of industrial fluctuations. It would still be necessary to ask why savings 
..... accumulated gradually .... d then suddenly discharged in bulk, instead 
of being utilised in production 88 and when they are made; and why the 
periods of industrial depression and boom, which, on this theory? must 
coincide with the periods of accumulation and discharge. cover the intervals 
of time that they do cover rather than any other intervals. A theory 
that left these fundamental questions unanswered. could not, pace M. Tuga.n 
Baranowsky. be regarded. B8 satisfactory. 
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:We have reason to believ'; that stocks of mobile resources 
accumulate in booms and are dispersed in depressions. 
There is definite evidence that good crops of agricultura.1 
produce, which presumably involve increased stocks of 
wage-goods and materials, accompany or shortly precede 
industrial expansions.1 It is natural to suggest that the 
accumulations cause the booms, and the dispersions of 

. the accumulations the depressions that accompany them. 
This suggestion, however, though consistent with the above 
facts, cannot be proved by t)1em. The growth of stocks 
in dea.1ers' and manufacturers' hands, that accompanies 
industria.1 expansions, ml'Y ~ an effect of he~ten~ 
expectatinns on the part of industrialists, which lead them 
to order and produce more goodS in anticipation of an in­
crease in the public demand. Good harvests again, if we 
grant it proved that they promote industria.1 expansions, 
may do this, not through their action on the stocks of 
mobile resources, but through the heightened expectations 
of profit which they induce in those industrialists whose 
products are sold to farmers. Thus, on the evidence 
so far advanced, there is no sufficient reason to hold that 
the causa.1 impulses behind industria.1 fluctuations consist 
predominantly in changes in the supply of mobile resources:', 

§ 9. This result is, of course, purely critical, pointing 
merely towards suspension of judgement_ Fortunately, 
however, we are not forced to stop here. Statistics of 
price movements and of interest rates enable us to reach 
a definite conclusion. Thus, if industria.1 expansions were 
predominantly due to the accumulation of mobile resources 
making possible the use of a greater quantity of them in 
industry, periods of expansion should be associated with 
low prices and periods of contr,ction with high prices: for 
in the former there would be a surplus, in the latter a dearth 
of consumable goods in relation to money. In fact, however, 
industria.1 expansions are invariably characterised by rising 
prices and industria.1 depressions by fa.lling prices. Again, 
if accumulations of mobile resources were the dominant 
influence making for industria.1 expansions, the rate of 

I Cf. 1'081, pp. 37·8. 
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interest should be low in good times and high in .bad times ; 
whereas in fact, as the accompanying chart clearly shows, 
expansions are associated with high rates for money and 
depressions with low rates. These considerations prove 
that the dominant causal factor is not on the side of the ..; 
supply of mobile resources, but on the side of expectations 
of profit. When these are good, they lead business ·men 
to increase their borrowings, in part from the banks, thus 
directly pushing up the rate of interest and indirectly, by 
bringing more purchasing power into c~,!!ation, pushing 
up prices: when they are bad, tliey· have converse effects. 
Thus, while recognising that the varying expectations of 
business men may themselves be in part a psychological, 
reflex of good" and bad harvests-while not, indeed, for the' 
present inquiring 1ww these varying expectations themselves 
come about--we conclude definitely tb.,t they, and not 
anything else, c;'nstitute the immediate and direct ItUses 
or antecedents of in~trj~ fluctuatio!!'!:..... We shall turn 
then in the following chapters. to a study of the impulses 
behind changes in the expectations of business men. ) 



CHAPTER IV 

BEAL IMPlJIBES BEHIND VARYING EXPECTATIONS OJ!' PBOl!'IT 

mOM INDUSTBlAL SPENDING AMONG BUSINESS MEN 

§ 1. IN· the title of this chapter I have used the term 
industrial sp~nding instead of the more usual investment, 
because the latter is sometimes taken to mean the employ­
ment of mobile resources in securing the construction of 
more or less durable instruments of production. That is 
not what is intended here. For the present purpose the 
decision of a cotton-spinner to spin more yam, or of a boot­
maker to make more boots, stands on the same footing as 
the decision of an engineering firm to make more machines 
or of a shipbuilder to build more ships. The use of the 
term industrial spending will, it is hoped, prevent any 
misunderstanding on this point . 
../ § 2. t The causes of varying expectations of profit from 
industrial spending may conveniently be separated into 
three groups, labelled for brev.ity oeol "l!!lse5, lllIychologicaJ.. 
causes and autonomous monetary causes. For the moment 
(shall ignore this last group, reserving the discussion of 
it to Chapter VIII. Real causes consist in changes that 
have occurred, or are about to occur, in actual industrial 
conditions; and expectations based on these are true, or 
valid expectations. Psychological causes, on the other 
hand, are changes that occur in men's attitude of mind, 
Ii.~ that, on a constant basis of fact, they do not form a 
ionstant judgment. In a stationary state, or, more 
accurately, a state of steady self-repeating movement, 
real causes of varying expectations could not, by defini­
tion, exist. Nor, as a matter of fact, though not of 

80 
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logic, could psychological ca.uses exist, beca.use, with every­
tbing repea.ting itself regularly, rational beings would be 
bound to realise that this was happening, and so could 
not faJI into error. \ In a non-stationary state peopled 
exclusively by perfectly intelligent persons psychologi­
cal causes, as defined above, could not exist since they 
imply error; but there would be notbing to prevent real 
causes from existing. In the actual world both sorts of 
cause are present. ~ver, they react on one another. 
On the one hand, real causes may set gomg psychological 
causes: actual prosperity, for example, lea.ding people to 
take an unduly optimistic view of the future. On the other 
hand, psychological causes m'U8t set going real causes, for 
an error of expectation made by one group of business men, 
leading to increased or diminished output on their part, 
alters the facts with which other groups are confronted. 
Nor is this aJI. The reactions set up may, when once started, 
be reciprocating and continuous: a real ca.use caJIing a 
psychological cause into being: this in turn adding some­
tbing further to the real cause: this in turn adding some­
tbing further to the psychological cause, and so on. Of 
the method of these reactions something will be said at 
a later stage., In the present chapte~ our task is to dis­
entangle the principal real causes (in the sense of impulses) 
that play a significant part, no matter whether that part 
is direct or mediated through ,Psychology, in bringing about 
actual industrial fluctuations) . 

§ 3. For this task help may be obtained along three../ 
lines of inquiry. First, we ask ourselves what 80Tt of 
changes are likely to affect business expectations and so 
to affect the volume of industrial activity; what sort of 
changes, in fact, are prima facie relevant. Secondly, we 
ask whether the changes that actuaJIy take place under the 
several heads thus distinguished are sufficiently large to 
warra.nt a belief that their causal influence is significant. 
Thirdly, we ask whether there exists and is recorded any 
statistical correlation between the several sorts of change 
and the industrial f1uctuatiens of history. These three 
lines of inquiry must be followed, so far as may be, 
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together. It is soimetimes supposed that, when the third 
line is fully open, it is sufficient by itself without resort to 
the other two: that these other two are only useful as a. 
pis aller when the third is closed. This is a serious error. 
The absence of statistical correla.tion between a given series 
of cha.nges a.nd industrial lluctuations does not by itself 
disJ>rove, a.nd the presence of such correlation does not by 
itself prove, that these cha.nges are MUSes of the lluctua.­
tions. This sta.tement has now to be elucidated. 

§ 4. The negative part of it is, for our present purpose, 
comparatively unimportant. Plainly, however, it is possible, 
in certa.in circUlnstances, for causal action to be present 
and yet completely masked. This will happen if a. factor 
making for industrial depression is always introduced at a 
time when, for other reasons, industry is expa.nding. As 
will be mentioned presently, there is some reason to believe 
that industrial disputes occur most frequently in times of 
prosperity; a circumsta.nce which would tend to prevent 
the occurrence of a positive correlation between disputes 
a.nd depressions, even though disputes have in fact exercised 
a. depressing inlluence. A more striking illustration hom 

..J a.nother field is afforded by the fact that in India there is 
not merely no positive correlation, but actually a. strong 
negative correlation between inoculation for pla.gue a.nd 
freedom from attacks by it: the expla.nation, of course, 
being that inoculation is underta.ken principally in pla.ces 
where, a.nd at times when, pla.gue is severe. 

The other part of our sta.tement, tha.t the presence of 
correla.tion between a given series of cha.nges and industriaI .J lluctuations does not by itself prove tha.t these changes 
are causes of the lluctuations requires a further defence. 

\ 
First, it is possible that the series of cha.nges may be effects 

, of industrial lluotuations, and not causes of them. This 
possibility is not exoluded even though the changes in 
question precede the lluctua.tions; for, if these are antici­
pated, the expecta.tion of their ooourrence may bring a.bout 
effects before they themselves occur. Thus, suppose tha.t 
we found a positive correlation between the a.ggrega.te 
volume of crops a.nd industrial lluctua.tions, a.nd had no 
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8tatistiCS of yield per acre. The caus&! procea&--if this 
was the only information we had '-might· be that fa.rmers, 
foreseeing indu8trial booms and depressions brought about 
by causes independent of their action, increa.sed .and 
decreased the area of crops 80Wn to matCi! the anticipated 
variations in the. demand for thilir produots. A mote 
8triking illustration is furnished by the &IUlexed ·. ohart. 
In Curves I and II on this ohart there are brought to­
gether Briti8h unemployment percentages and the quotients 
obtained by dividing for each year the index of mineraJ· 
prices into the index of the prices of vegetable foods as set 
out by Sanerbeck. Except for the decade 1886--95, the 
correspondence between the two curves i8 extremely close. 
It is natural to infer that, when vegetable food-8tufi. are 
abundant' OIl..-'&Ccount of good harvests, their consequent 
cheapness leads to an expansion of indu8try and a high 
price for minerrua: This inference is, however, over-hasty; 
for expansion8 of industria.! . activity are sure to involve 
inoreases in the demand for minerals muoh more than 
proportionate to the inCrease8 in the demand for food; 
and, therefore, the observed oorrespondence between tho 
curves might be expected even though no causal action 
took place from the side of varying harvests. The sugges­
tion that booms of industry must be caused by a cheapening 
of foreign food in terms of British manufactures, because, 
as shown in the Curve III of the chart, such a relative 
cheapening in fact accompanies booms, is defeated by the 
same criticism. 

') ~ Secondly, it is possible that the given series of changes 
" may be correlated with industrial fluctuations, because both 

they and industrial fluctuations are the joint effects of a 
common caUBe. Thus, when we find, as in fact we do, a 
considerable correlation between the yield of orops per acre 
and industria.!. activity in the United States, the explanation 
may be that variations in climatio conditions affect in the 

1 In fact, of course, wo have othor information also, namely , that (in tbe 
United States) a 8ubatantially similar correlation exista between yield of 
crope per aero · and industrial fluctuations (cf. 1XMl, p. 37). This rebuts 
the particular euggest.ion of the text, but does not afloat the thooroticaJ 
poin, i' is moant to illustrate. 

D 
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same sense both the productivity of the soil and the keen­
ness of business men.' The statistics by themselves cannot 
possibly rebut this suggestion. It can only be rebutted by 
resort to general common-sense judgements of relevance and 
probability. It is on the strength of these, and not of the 
statistics, that I reject this explanation and conclude that 
much stronger evidence than any that has so far been forth­
coming would be required to warrant us in entertaining it. 

Thirdly, even though the two sorts of explanation 
suggested above are both excluded, we are still not entitled 
to conclude, from statistical correlations alone, that our 
given series of changes are causes of industrial fluctuations. 
We have ruled out the possibility that the industrial fluctua­
tions themselves cause the series of changes, and the 
possibility that both the industrial fluctuations and the 
series of changes are effects of a common cause. But we 
have not excluded the possibility that there is no causal. 
connection at all between the two series, the correlation 
between them being due to a number of small independent 
factors after the manner of whai is usually called" ac9sJ.ent " 
or " c~ ". In view of this possibility we have £0 recog­
nise that a statistical correlation by itself, however perfect 
it is, can never prove a causal connection. The utmost it 
can accomplish is to suggest that such a connection is prob­
able. n, apart from this evidence, the existence of such a 
connection, or its existence in any significant measure, 
seems to us to be highly improbable, either because the 
alleged causa.! factor seems irrelevant or because it seems 
quantitatively too trivia.!, even a very high degree of corre­
lation may fail to make it probable on the whole. A perfect 
correlation, fer instance, between the daily number of deaths 
in South Africa and the daily number of words uttered by 
the Archbishop of Canterbury would still leave us sceptical 

I Cf. Hoxler, Social O"""'lfWlCU 0' B...m.u Oyer.., p. 169. Dr.·Hoxter 
aupporta this explanation by observing that in the city of Boston cyclical 
fluctuations in conceptions (which, of OOUl'88, precede births by nine 
months) among women ~ lluctuationa in wholesale prieea by about 
eight months. Dr. Bexter'. suggestion is not aupported by the atatiatioa 
of tho United Kingdom. which show • lag of two or three years in birth • 
.. tee behind the busiD ... oycle (of. ThOlll88. Social .... ."..,. 0' tAo B .... _ 
Oycle, p. 98). 
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as to the presence of anything other than" coincidence ". 
These considerations make it apparent that the temptation 
to rely on mathematical rules of thumb must be avoided, 
and that judgement must be based on all the evidence that 
is available, including our intuitive feelings as to relevance 
and adequacy. 

§ 5. Acting on this conception of the right method of 
approach, I propose 'to consider in turn several sorts of 
impulse, whic\:!, on a prima facie view, it is plausible to sus­
pect of being causal·agents in making expectations fluctuate. 
We are not here concerned with anything that involves 
merely relative changes in the expectations entertained by 
different groups of industrialists, but only with absolute or 
aggregate changes of expectation, when there is a net balance 
of gain or loss ~n the whole. Prima facie the principal real 
impulses to this type of change are: (1) variations in the 
yield of 'h",,"!ests, enabling industrialists to obtain better or 
worse terms for their products from the agricultural com­
munity; (2) technical inventions or improvements enabling 
a given amount o{ effort employed in some industry to yield 
a new product, or more of an existing product, and also 
enabling people engaged in other industries to sell their 
goods on better terms against this product; (3) the disQovery 
and exploitation of mineral deposits and so on, with con­
sequences similar to the above; (4) industrial disputes; (5) 
net chl!Jlges--not mere transfers-in taste, involving iiicreased 
keenness of desire on the part of the community for some 
consumable commodity, not balanced by a corresponding 
falling-off of desire for some other consumable commodity, 
or vice versa_ From the point of view of a particular com­
munity, one or more of these several impulses may operate 
through foreign demand and may be modified on occasions 
by tariff changes. In the present chapter some discussion 
will be offered of all the above impulses, the consideration 
of psychological causes being reserved for Chapters VI. and 
VII., and that of autonomous monetary changes, as already 
stated, for Chapter VIII. 
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1. CRop V ABlATIONS 

§ 6. I begin with variations in the yield of crops per acre, 
for which, as is well known, some writers have claimed, not 
merely some causal efficacy in determining industrial fluctua­
tions, but Bole causal efficacy. The occurrence of an excep­
tionally good harvest means, of course, that agricultura.Iists 
find themselves with an exceptiona.lly large amount of their 
produce on hand. They thus have an opportunity to con­
sume more of it theInselves, to increase the volume of the 
stocks that they carry, and to offer more in purchase of the 
products of industry. It is certain that they will devote 
some of the extra produce--we do not as yet ask how Ia.rge 
a proportion of it-to this last use. In other words, it is 
certain that they will offer a larger demand in terms of 
agricultural produce--will raise their rea.! demand schedule 
-for the products of industry. At first sight it might be 
supposed that this must necessarily affect the expectations 
of profit to industrialists in such wise as to call out an 
increased volume of industrial activity .• But this is not so. 
Reflection shows that, if the demand of industrialists for 
agricultural produce is highly inelastic, i.e. has an elasticity 
less than unity, the amount of industrial activity devoted 
to the purchase of agricultural produce will diminish; and 
that, if this demand has an elasticity equal to unity. the 
amount of industrial activity so devoted will be unaltered.' 

1 The problem disoUSBed in the text preaents a curious e:zample of the 
way in which diagrams, if carelessly handled, may mislead. li, in an 
ordinary price-amount diagram, we l'epreaent the ofter of the group whose 
output has expanded by a supply curve, and the offer of the other group 
by a. demand curve, the conclusion of the text is immediately established. 
But, if we represent the ofter of the group whose output has expanded 
by a demand ourve and the offer of the other group by a supply ourve, 
it appears at first sight that a raising of the demand curve must, in all 
oircumstances, cause an increase in the output of the other group, and, 
therefore. that the conclusion of the tut is invalid. This appearance is 
false. The explanation of it is that we are accustomed to employ the 
price.amount diagram to represent the quantity of a single commodity 
demanded and supplied at various money prices. Since variationa 
in the supply of individual commodities cannot in ordinary circumstances 
react appreciably upon the marginal deairedness of money, it is Un. 
poaaible for the supply curve in this type of diagram to bend backwards 
towards the left in such a way as to cut a vertical line more thaD onoe. 
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Something further will be sa.id upon this matter in the next 
chapter. For the moment, however, it is sufficient to note 
that an elasticity of demand exactly equal to unity is a 
limiting case exceedingly un1ikely to occur in practice. 
Therefore there is good ground for expecting, as it were 
a priori, that harvest variations will be a direct cause of 
industrial disturbances of some sort; while they may also 
exercise an indirect psychological influence. That is to say, 
harvest variations are pri1Tl4 facie relevant to industrial fluc­
tuations. Moreover, we know that these variations are sub­
stantial in amount. The tests of relevance and adequacy are 
then both satisfied. What of the evidence from statistics ~ 

§ 7. In the United States of America there is a fairly 
well-marked correlation between changes in the yield per 
acre of the principal agricultural crops (combined together) 
and immediately subsequent changes in business activity. 
Professor Jevons writes concerning this matter: "The 
production of pig-iron is the best evidence of the state of 
the iron and steel trades, and tbese themselves vary with 
the general state of industry in the country (i.e. the United 
States), though perhaps in a somewhat exagger~ted manner 
-I mean that fluctuations of the iron and steel business 
synchronise closely with those of other trades, but tend on 
the whole to be more violent. On calculating the produc­
tion of pig-iron per head of population in the United States 
year by year, and plotting it as a curve beneath that of the 
total agricultural production, the connection between the two 
sets of figures is obvious. The abundant crops of 1870 and 
1871 were followed by a great production of iron in 1872 
and 1873; the big harvests of 1879 and 1880 were followed 
by an increased production of iron, which, again, culminated 
two years latsr, in 1882; and the bountiful harvest of 1884 

In the face of a. supply curve bound by this condition it is true that a 
raising of the demand curve must, in all circumstances. eauae an increase 
in output. But. when this type of supply ourve is used to represent the 
offer of things in general for some one thing. there is no presumption that 
the marginal deeinodn ... of this thiDg will be appro:EimatA!ly unatleotA!d 
by variations in the amount of it that is purchased. Consequently, there 
is no presumption that the supply curve will not bend backwards towards 
the left. and no ground for the thesis that a raising of the demand curve 
must, in all oircumstanoea. cause an increase of output. 
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produced 8. spurt in the iron tra.de two years later. In the 
years 1888 to iS95 the curve of pig-iron production follows 
closely that of agricultural production, one year later; and, 
:{rom 1893 onwards, the correspondence of the two curves is 
most remarkable, making due aIIowance for the rapid growth 
of the iron a.Iid steel industry." 1 The same point is ma.de, 
as Professor Jevons notes, by Professor Piatt Andrew .. Sum­
marising a careful study of the infiuence of crops on business 

,in America, that writer observes: "One cannot review the 
past forty years without observing that the beginnings of 
every movement towards business prosperity, and the 
turning-points towards every' business decline (movements 
which frequently, it will be remarked, have antedated the 
actual outbreak of crises by several years;, were closely 
connected with the ont-turn of crops." I Lastly, Professor 
H. L. Moore has worked out, for the period 1870-1907, the 
correlation coefficient between changes in the yield per 
acre of certain American crops and changes (in the subse­
quent year) in the quantity of pig-iron produced, and has 
found this coefficient to be very high.' 

§ 8. A subordinate but interesting point must be men­
tioned here. H the products of agriculture were instantly 
perishable, it would be impossible for any reaction to occur, 
except in so far as the variations in their yield could be 
foreseen; for, apart from this, no group of non-agricul­
turalists would have time to alter their own output with a 
view to the altered opportunities offered for the purchase 
of agricultural products. Since, however, agricultural pro­
ducts are not in fact instantly perishable but are capable 
of being stored, variations in their amount react npon in­
dustJ:ial activity, even though they are not foreseen in any 
degree. Thus, the feasibility of forecast does not affect the 
nature of the reactions produced upon industrial activity. 
But it does affect the interval of time after which they 
ocour. Clearly, this must depend on the extent to which 
crop prospects are ca.pa.ble of being foreseen. H no fore-

1 0...,.".".,... Rwiow, August 1909, pp. 177-8. 
• Quarterly J<>l4nl<Jlo' B ............. 1906, P. 351 • 
• Of. B"""";" 0ycIu. p. 110. 
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knowledge were possible, no reaction could occur until the 
ha.rvest had actuaJIy been reaped. In modern conditions, 
however, some considerable measure of foreknowledge is 
possible. In the United States reports on the prospects 
of the crops are issued monthly on the basis of widespread 
official inspection.' Mr. Brace finds a close relation between I 
prices on the produce exchanges and visible supply. He 
adds: .. Furthermore, it is seen that prices have a tendency 
to move sooner than the visible supply, thus indicating that 
the market leaders, from the reports of crops and acreage, 
together with other indications of prospective change in 
demand and supply, were able to predict what the visible 
supply would be, and, hence, to initiate a price movement 
before the demand and supply of the actual commodity were 
reflected in the visible supply." I Nor is this aJI. Means 
of forecast additional to those furnished by inspection of 
the standing crops have recently become available. Thus, 
Dr. Shaw has shown that in England the wheat crop in any 
year depends upou, and can, within close limits of error, be 
deduced from, the rainfaJl of the preceding autumn; I and 
Professor Moore has found a similar correlation between 
the ha.rvest and the rainfaJl of the preceding .. critica.1 
period " in the principal grain-growing areas of the United 
States.' As a result of this increased power of forecast,. 
the interval between ha.rvest causes and indnstriaJ effects 
appears in recent years to have djminished. Thus, Pr0-
fessor Jevons writes: .. In the 'seventies it took two years 
for abundant ha.rvests to work their full effect upon the 
iron industry. By the early 'nineties the activity of industry 
1agged but one year behind the ha.rvests, while, in recent 
years, its movement has become simultaneous. At the 
present day, the growing crops are discounted-literaJJ.y 
turned into money as they stand~ther by the farmers 
themselves or by the merchants to whom the farmers have 
sold their crops in advance. Relying upon Government 

1 Cf. Babeon. Buftne.N~. P. 317. 
• TIta Val ... 0/ Orgtmi.woi SpeculaW>n, p. 133. 
• .. An Appanmt Periodicity of the Yield of Wheat in Eastem Eugl8l1d n. 

J_ 0/"" Royal SIaOiohoal SociMy, vol hxviii. pp. 69.76. 
• Cf. Eeo!oomic CvcIu. chap. iii. 
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crop estimates, too, manufacturers and wholesale merchants 
anticipats the demand which will arise from an abundant 
harvest, and ra.iIways the caII for roIling stock; and they 
place orders accordingly." 1 

§ 9. The general statements of the two preceding 
paragraphs are borne out by the evidence which is sum­
marised in visual form on the charta that face p. 38 and this 
page. The statistics there exhibited refer exclusively to the 
United States, which is at once a great industrial and a great 
agricultural country. 'Obviously it is useless to seek for a 
similar connection between industrial fluctuations in the 
United Kingdom and variations in the harvests here; for, 
in view of our large importations of agricultural produce, 
any effects that local crop changes !night tend to bring 
about are liable to be swaI!'ped in larger world changes. 

§ 10. The evidence adduced above does not, of course, 
show that good harvests are always associated with indus­
trial activity or bad harvests with industrial depressions. 
M. TuganY-~!!.IlIl\!§!!:'yjlraws emphatic attention to c"""s in 
which tllere is no such connection. " In England the period 
of prosperity from 1820 to 1823 embraced exactly the years 
of bad harvests, and the industrial stagnation coincided with 
good harvests. The industrial boom of the years 1845--7 
took place during a great dearth, and the depression of 
1848 accompanied a good harvest. The world crisis of 
1857 took place at the Bame time as an excellent harvest. 
The high prices of bread in 1870-73 did not prevent an 
industrial boom: nor was the stagnation which followed 
prevented by good harvests. The industriaI stagnation 
which came about 1885 coincided with cheap bread." I 

"Our evidence does, however, show that on the whole the 
yield of crops is correlated positively in a substantial measure 
with the activity of industry. This fact, coupled with the 
general considerations set out in earlier paragraphs, entities 
us to conclude that harvest variations occupy a significant 

1 o~ Bm..., August 1909. pp. 177.8. Professor Moore 
finds, for the period he haa u:a.min.ed. an average lag of between one and 
two yaara (Econot'JUc eye,". p. 110). This. of COUl'le, is not inoompatible 
with Profeasor Jevona'lI view that the lag haa now disappeared. 

• z... 0 ...... ;,.awlriellu ... Angle ....... p. 237. 
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place among the impulses behind industrial fluctuations, 
good harvests tending to promote expansions and bad 
harvests contractions of industrial activity.1 

2. INvENTIONS AND IMPROVEMENTS IN METHOD: AND THE 

DISCOVERY OF MINERAL DEPOSITS 

§ 11. The second type of impulse to be considered is that 
associated with industrial inventions. Here the abstract 
argument is of a similar character to that set out as regards 
harvest variations. H it becomes possible for a given 
group to produce more of its output with the same amount 
of work as before, then, provided that the demand of other 
groups for this output has an elasticity greater than unity, 
other groups will be induced by the resultant improved 
expectation of profit to do more work in order to buy this 
output: and also-and here there is something additional 
'to what happens with a good harvest-in the group primarily 
affected more work will be done. H the demand of other 
groups for the product of a group in which improved methods 
have been introduced has an elasticity less than unity, less 
work will be done both in the other groups and in this group. 

a,part, therefore, from the limiting case of a demand with an '" 
elasticity exactly equal to unity, there is an a priori prob­
ability that industrial inventions and improvements in 
particular occupations will act as initiating causes of general 
industrial disturbance) 

§ 12. It is important to recollect, however, that, for our 
present purpose, there is, broadly speaking, no significance 
in an abnormal development of invention in one particular 
occupation if this is offset by a corresponding diminution of 
invention in another: just as an abnormally good harvest 
in one agricultural crop is of no significance if it is balanced 

1 This is not to deny that a good harvest confined 10 toheca alone may 
have a depreeaing effect on industry. Mr. Jackson (Canadian HuloricaZ 
RetMw, vol. ill. No.3) argues with some force that a part cause of the 
depressions in Canadian industry in 1913-14 and 1920-21 was that good 
world harvests of wheat had reduced the aggregate real value of the wheat 
which the Ca.na.dian farmer had to offer to Canad.ian manufacturers, and 
that this was not made up for by an inoreaa& in the real value of what 
the fumen of other oountries had. to after to them. 
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by an abnormally bad harvest in another crop of similar 
importance.' H the spirit of discovery merely wanders 

1 This statement, along with the corresponding statement concerning 
changes of taste in § 19, is subject to a qualification, which, though of some 
theoretic, is of little practical interest, and is, therefore, relegated to a 
footnote. Nobody, of course, disputes that relative variability of demand 
between different occupations, even when accompanied by constancy of 
aggregate demand, inflicte social damage. For, gra.nted, 88 is in fact the 
case, that wage rates are fairly rigid in the face of changing demand 
(ct. ".... Chap. XIX) and that the mobility of labour is imperleot (ct. ".... 
Chap. XX.). it must lead to the formation at various pointe of pools of labour. 
among which (taken collectively) there is always a considerable mass of 
unemployment. Thus, to t&ke an extreme instance, if in occupation A 
1000 men are wanted in BWIlIDel' and only 500 in winter, while in occupa. 
tion B these numbers are reversed, and if labour cannot move from the 
one to the other, 2000 men must be attached. to the two occupations to 
ful6l their requirements, whereas, if there were DO relative _ variations, 
1500 would suffice. In this case the relative variations of demand are 
responsible for 500 men-the individual men are, of COUl'8e, different at 
different times-being always unemployed. This effect of relative vari~ 
ability, important as it is from the broad standpoint of economic welfare. 
is not, however, an etlect on industrial fluctuations: and it is widely 
believed that, so long as aggregate demand remains constant, no effect 
of that kind can be 8880ciated with it, contractions of activity in one 
occupation being always offset by expansions of equivalent size in oth6l'B. 
Closer analysis shows, however, that this opinion is not entirely accurate. 
The issue can be set in a clear light by the help of symbols. Let A. B, C, 
D, etc., be the average number of w-orkers demanded at a given (say the 
average ruling) wage in each several occupation. Suppose that there is 
no variation in aggregate demand. 80 that the BUm of the numbers demanded 
at the given wage in all occupations is always (A + B + C + D • • .). At 
any given moment, the number at A Deed Dot be A, nor the number at 
B be B. Let the numbeta in fact be (A +a). (B -b). (0 +c). (D -ti) and 
80 on. Then (G - b + 0 - d . • .) is neceasarily equal to zero: while 
(G+b +c+d •.. ) added together without regard to sign may conveniently 
be taken to measure the extent to which, at the given moment, there has 
been a relative movement of demand away from the average. With 
these symbols in mind it is easy to see that. if labour were perfectly mobile 
between different occupations. no fluctuation in the aggregate number 
of workpeople employed could occur in consequence either of the existence 
of relative ohanges in demand or of changes in "the rate at which relative 
ohanges are occurring. If. however, labour is not perfectly mobile 
between different ocoupations. this is no longer necessarily so. To 
aimplify the argument, suppose that labour is absolutely immobile between 
oooupations. H the supply of labour in each occupation were perfectly 
inelB8tio-that is to say, if the workpeople there would be prepared to 
let the wage~rate fall to zero, 01' even below it, ra.ther than suffer any 
unemployment, no unemployment could occur in any event, and, there­
fore, relative ohanges of demand-and absolute changes also for that 
mattel'--oould never oauee the volume of employment to fluctuate. In 
actual life, however, wage~ratea are, B8 was indicated above, somewhat 
rigid. Moreover, 88 a. rule, rigidity is much greater, and the supply of 
labour is muoh more elastic. against substantial decreaaee of demand than 
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from one occupa.tion to a.nother, ma.intaining a.!ways a. con- v' 
sta.nt a.ctivity on the whole, the shifting of its incidence from 
time to time will cause, indeed, relative expa.nsions a.nd con­
tra.ctions in different pa.rts of the country's industry, but will 
lea.ve the level of industria.! a.ctivity as a. whole uncha.nged. 
There is, moreover, a. strong probability that invention 

'as a whole will fluctuate very much less tha.n invention 
in any given representative occupation. In view of this 
fa.ct, a.nd in view of the imperfections of our records, it is 
quite impossible to distinguish periods, if there are any such, 
in which ordina.ry minor inventions a.nd improvements in the 
aggregate are being made a.t a. more rapid ra.te tha.n usua.! ; 
a.nd therefore, in regard to these, no sta.tisticaJ support for 
the It. priori proposition set out in the preceding section ca.n 
be forthcoming. Common sense suggests that this class of 
invention is, from the point of view of genera.! industria.! 
fluctua.tions, a. minor fa.ctor that may sa.fely be left out of 
a.ccount. 

§ 13. There are, however, from time to time la.rge and 
dominating inventions, such as those a.ssociated with railway 
development, electrica.! development, and so on, which cannot 
be ruled out of court in this way. Our records' show that 
inventions of this order are sometimes associated with very 
la.rge industria.! disturba.nces-witness the British railway 
boom in the 'forties following the invention of steam trans­
port, a.nd the German iron a.nd steel boom from 1895 to 1900 

against mcreases. Thus, to take an extreme case, if there are 1000 people 
attached to an occupation, and in normal times 950 are employed. while 
BJIla.ll increases and small decreases in demand may affect the numbers 
employed to about the same extent, the largest possible increase cannot 
raise the number by more than 60, while a quite moderate decreaae may 
easily reduce it by more than 50. From this consideration it can be 
deduced that. when, 88. of course, in practice must always happen, relative 
ohanges in demand are going on, they may bring about Buotuations in 
the aggregate amount of employment, even though the rate of relative 
change, as calculated by our measure (a+b +c +<1 ... ) remaina constant. 
They are likely to do this if a few large relative movements 8OCompanied 
by a few very amaU ones take the place of many moderate ones-if, for 
example, instead. of a, b. c and d being each equal to 10, a and b are each 
equaJ. to 19 and c and d each equal to 1, or t1W:e t1ef"8tJ. An easy extension 
of this reasoning shows that, if the rate at which relative cbangee in demand 
are going on (as measured by a+b+c +d .. . ) increases, the volume of 
unemployment is likely to increase. and in the reverse case to decrease. 
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following the i,nvention of electric transport-booms which, 
of course, a.ffected not merely the people directly concerned 
in the exploitation of these inventions, but also the providers 
of the materials that enter into them. There is here, how· 
ever, a. serious difficulty. It is not the making of an invention 
or a discovery that sets up either the reactions of which we 
have just been speaking in the industry primarily concerned 
or the reactions in other industries: it is the adoption and 
actual workiTUJ of the invention or discovery that does this. 
But there is no close connection in time between the discovery 
of these things and their exploitation. In the United King. 
dom, for example, the Stockton and Darlington railway was 
opened in 1825, Huskisson was killed by "The Rocket" in 
1830, and the most inIportant railway mania developed in 
1845-7. Thus, while it is, of course, true that, if Stevenson's 
invention had not been made, a railway mania could not 
have occurred in 1845-7, we are not entitled to infer that 
there would have been no general industrial boom in 1845-7. 
Ra.ilway development may have been merely a channel, into 
which expanded industrial activity, caused in some quite 
different way and due to come into play whether or not this 
invention had been made, found it convenient to flow. H 
it were possible to demonstrate a close statisticaJ correlation 
between the making of industrial inventions and neighlwuriTUJ 
disturbances in general industrial activity, this line of criti· 
cism would not be open. But it is not in fact possible to do 
anything of the sort. On the contrary, there is evidence 
that in slack periods technical devices and inIprovements 
accumulate in the sphere of knowledge, but are not exploited 

, till times inIprove. In these circumstances it seems proper 
to ,.conclude that, though, no doubt, on occasions, large 
and dominating inventions are direct causes of booms, the 
part which invention plays in the causation of industrial 
fluctuations is, on the whole, smail. A very similar analysis 
and conclusion holds good of the discovery of new mineral 
deposits. 
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3. INDUSTRIAL DIsPUTES 

§ 14. In studying the evidence concerning the relation 
of industrial disputes to industrial fluctuations it must be 
remembered that, as was noticed in Chapter II., in the United 

. Kingdom persons unemployed because they are directly 
involved in a strike or lock-out are not counted in the pub· 
lished figures of unemployment. These figures refer to 
unemployment other than that suffered by persons involved 
in industrial disputes (or idle on account of sickness). Of 
course, however, when we are trying to discover how far 
industrial fluctuations are caused by disputes, persons who 
are locked out or on strike ought to be included. Their 
idleness is, indeed, the most obvious, and, it may well be, 
the most important part of the effect of the disputes. We 
must, therefore, endeavour to bring them into account. 

§ 15. It seems plain that, whenever the number of men 
involved in industrial disputes is larger than usual, this must 
make pro tanto for a decline in aggregate industrial activity, 
and that, whenever the number so involved is smaller than 
usual, there is pro tanto an impulse towards: industrial 
expansion. Moreover, it is to be expected that, other things 
being equal, the aggregate number of men out of work 
on account of stoppages will vary more Ia.rgely than 
the number involved in the stoppages: for a shortage 
of the goods produced by one industry, if it lasts long 
enough to trench seriously upon, not to say to exhaust; 
accumulated stocks, is bound to handicap associated in­
dustries. On view of these considerations there Can be little v' 

doubt that industrial disputes-or rather excesses and'" 
deficiencies in industrial disputes as against the average­
are a genuine cause of industrial fluctuations.) 

§ 16. In attempting to gauge how important this cause 
is we naturally look in the first instance to the statistics of 
days lost by persons involved in stoppages over a series 
of years. Between 1894 and 1913 once (in 1912) 40 million 
working days were lost by persons involved in disputes; 
twice, 1898 and 1904, between 14 and 16 millions were 
lost; five times, 1894, 1897, 1908, 1910 and 1913, between 
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9 and 12 millions were lost; in &ll the other ye&l'S except 
1894 (5·7 millions) &nd 1904 (1·5 million) the number of d&ys 
lost 1&y between a little over 2 &nd a little over 4 millions. 
H, for a rough average of the period, we reckon the industri&l 
population at 10 millions, 10 million working d&ys in a ye&r 
represents about one-third per cent of the working power 
of the community. Pl&inly, therefore, except in 1912, the 
ve.ria.tions in the nuinber of days lost by persons involved 
in industri&l disputes would, if they were included in the 
statistics of unemployment, ma.ke pr&etic&lly no difference 

• to those statistics. H, therefore, va.riations in the volume 
of disputes are to have &ny appreciable signific&nce &s 

causes of industri&l fluctuations, it must be through their 
indirect consequences upon employment in industries that 
&re not directly affected. 

§ 17. Moreover, it is a vit&l f&et tb&t industri&l disputes 
do not usU&lly involve stoppages that l&9t individu&lly a 
very long time. There is thus often scope, in the 8&me 
yea.r in which a stoppage occurs, for a compensatory effect. 
Since a stoppage in &ny industry involves a shortage of 
stocks and a del&y in the fuIfilment of orders, it is to be 
expected that a stoppage occurring now will cause a high 
degree of activity soon afterwards. H, therefore, there is 
a stoppage for, 8&Y, two months in J&nuary &nd February 
of &ny year, the tot&! of work during the yea.r in the 
industry will not be cut down by the full &mount of these 
two months' idleness. In like manner, the tot&! cut in the 
work done by other groups that buy things from this one 
will be less th&n the cut made while the stoppage l&9ts. H 
the stoppage occurs in the earlier months 9f &ny year, the 
figures for the full year may ta.ke &ecount of compensa.tory 
effects, but, if it occurs at the end, they C&nUot do so. 
,This is statistic&lly confusing. '':J,'he main point, however, 
is that stoppages of work due to industri&l disputes 
involve, for the re&sons explained, sm&ller contr&etions of 
industri&l activity th&n they might be thought to do at 
first sight. 

§ 18. To elucidate this matter further, I have brought 
together in the &ecomp&nying chart the percentages of 
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unemployment (exclusive 'of persons directly involved in 
stoppages) and the number of persons so involved over 
the years 1894-1913. It will be seen that there is no 
positive correlation between the scale of industrial disputes 
and the recorded percentages of unemployment. Indeed, 
in the two periods covered by the chart, 1897-8 and 1910-13, 
in which disputes were largest, the unemployment percent­
age was exceptionally low. It would be wrong to lay 
much stress upon this fact. For there is reason to suspect 
that prosperity in a sense causes disputes, because it stimu­
lates workpeople to try to force a rise of wages more strongly 
than depression stimulates employers to try to force a fall. 
If this factor were at work alone we should expect to find 
a negative correlation between industrial dispo.tes 'and 
unemployment. Hence the absence of a correlation of the 
opposite sort is not decisive. COn the whole body of evidence, v' 
however, it seems reasonable to conclude that, in recent 
times at all events, industrial disputes have not played any 
significant part in causing industrial fluotuations) It is 
not, of course, incompatible with this conclusion to recognise 
that a stoppage of work in fundamental industries, such as 
coal-mining or railway transport, would inevitably, if it 
were sufficiently prolonged, bring about a great contraction 
in employment all round. 

4. CHANGES 011' TASTE 

§ 19. Changes of taste or fashion are in a position very 
similar to that occupied by inventions and improvements 
of method. it priori it is easy to see that an increase in 
the desire of any body of persons for the product of any 
group must lead to an increase in the industrial activity 
of those persons in order to provide the wherewithal to 
express their increased desire. If the demand of the group 
affeoted for the things that these persons offer them has an 
elasticity greater than unity, it must lead also to an increase 
in the industrial activity of this group; and, since the 
persons whose tastes have changed are likely to be spread 
over many different producing groups and so to offer many 
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different things, it may be presumed that the dem..nd for 
these things on the part of our group will in fact have an 
el .... ticity greater than unity. Thus, in genera.!, if other 
things remain the same, an enhancement in the public taste 
for anything will cause an increase in aggregate industria.! 

,activity. In actua.! life, however, an enhancement in the 
public taste for one thing is often offset by a corresponding 
decline of taste for another thing. When this happens we 
have to do with a mere transference of taste, not with a net 
change. Plainly, however, from the standpoint of genera.! 
industria.! fluctuations,. it is only net changes that count.1 

This consideration rules out of account the great bulk of 
f .... hion changes. Moreover, even in respect of changes 
that are 'not mere transfers, there is a presumption that a 
good dea.i of cancelling will take place: that peoples' taste 
for some things will happen to be declining at the same 

• time that that for others is expanding. Yet again, it must 
be borne in mind that luxury goods, the principa.! subjects 
of f .... hion changes, constitute a very sma.ll part of the tota.! 
production of any ordinary country. Even in France, the 
great producer of luxuries, it h .... been estimated that " only 
about Thth of the tota.! volume of norma.! production is 
subject to the influences of f .... hion ... • From the point 
of view of our present inquiry, therefore, very little import­
ance would seem to attach to this matter. 

§ 20. There is, however, one kind of change in desire that 
stands on a different footing. It is logica.lly proper l;o think 
of wars .... operating on the activity of industry/through 
the a.!teration of taste among commodities ~'ompanies 
them. Here, however, we have to do with something very 
different from those changes of fashion - mostly mere 
transfers-that were discussed in the preoeding section. 
When war breaks out people do not merely want soldiers' 
work and shells and guns instead of other things: they do 
not merely want to get these things by transferring eff,?rt 
to making them away from making other things: they a.lso 
want to enhance the supply of them by increasing the 

1 But of ........ P. 42, footnote. 
• lIGbertooD, A SlIMly oj IndwIriGI FIucIuaIionI, p. 72. 
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aggregate sum of effort, and by increasing this in an 
enormous degree. In these circumstances there must 
be an enormous expansion of industrial activity all round. 
This expansion is, of course, much larger than appears in 
unemployment statistics, because a very large number of 
persons hitherto not engaged in industry are drawn into it. 
The activity of soldiering should, of course, be counted for 
this purpose as an industry. 

_ 5. CHANGES IN FOREIGN DEMAND 

§ 21. This completes our analysis so far as concerns changes 
internal to a oommunity. A community set in the midst of 
other communities is, however, also liable to be affected by 
changes initiated outside itself. It is easy to see that the 
analysis appropriate to the main part of these changes is 
implicit in what has been said. If there is a good (or bad) 
harvest abroad in a country trading with England, or if 
there is an invention abroad that cheapens production in 
some occupation, the effect in England will be the same as 
it would have been had the initiating change occurred here, 
except that that part of the effect which concerns the industry 
of primary impact is eliminated. Similarly, if the taste of 
foreigners for a particular English commodity is enhanced, 
the amount of work done in respect of that commodity is 
increased in the same way as it would have been if the change 
of taste had occurred among other Englishmen, but the effect" 
on the work of those groups whose taste has changed is, so 
far as England is concerned, eliminated. We need not, 
therefore, go over again, in connection with changes initiated 
from outside a community, ground which has already, in 
effect, been covered. It is proper to observe, however, that, 
in the special case of England, since this is a country ab­
normally dependent on foreign countries for food and raw 
materials, external causes of disturbance are exceptionally 
important. We need not, therefore, be surprised to learn 
that, over the only period so far examined in detail, namely 
1903-13, the employment cycle in England followed from 
six months to a year behind the corresponding cycle in the 

)I 
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United States.1 It should be added that the activity of 
industry- in one country is also liable to be affected by changes 
in the customs or export duties imposed by other countries. 
Since. however. such a country as England trades in a great 

·number of commodities with a great many other countries. 
and since not many of these are likely to change their tariffs 
in the same sense at the same time. the chance of our ex­
periencing suddenly from this cause a significant percentage 
change in the aggregate foreign demand for our goods is not 
very great. 

6. SUMlIIARY 

§ 22. It is obvious that the various groups of initiating 
causes that have been distinguished above cannot be put 
into a list arranged in order of importance: for in each group 
some individual members will be much more important than 
others. It would be ridiculous. for instance. to lay it down 
in an abstract general way tha.t harye§!. uriwove are more 
important causes of industrial fluctuations than inventions. 
or w!!:!!. than industrial disputes: for. while a large harvest 
variation will certainly be more important than a trifling 
invention. and a 1a.rge war than a strike in an occupation 
employing fifty men. a minute harvest variation will be less 
important than an epoch-making invention and an insignifi­
cant war settled by a few no. val shells than a coaJ strike 
lasting 8. year. On this matter. therefore. it is only possible 
to speak in rough general terms on the basis of the foregoing 
analysis and of recent experience. In this sense then we 
may conclude that fashion changes. ordinary industrial 
disputes. and the general run of inventions. improvements 
an~ mineral discoveries may. for practicaJ purposes. be 
disregarded. Large inventions. on the other hand. may be 
significant. and harvest variations are certainly so: while the 
great war of 1914-18 brought about an upheaval in industry 
enormously greater than anything ever experienced before. . 

1 Cf. Berridge. Ii Employment and the Business cYcle n _ in the Review 
.IE .......... SIGIioIiu. January 1922. p. 4. • 



CHAPTER V 

REPERCUSSIONS NOT THROUGH PSYCHOLOGY 

§ 1. IN the preceding chapter we attempted to gauge, by 
a combined use of common sense and statistical data, the 
comparative importance, as impulses towards general indus-
trial fluctuations, of certain sorts of change. In that 
discussion no distinction was made between the effect that 
an impulse might produce directly upon a given basis of 
business judgement and the effect that it might produce 
indirectly by causing business judgement to swing unduly \/' 
towards optimism or towards pessimism. In the present 
chapter it is proposed to leave the second of these two 
classes of effect wholly on one aide and to inquire whether 
it is possible to obtain any sort of quantitative knowledge 
about the direct effects taken by themselves. 

§ 2. An initiating cause of industrial disturbance may be 
focussed on a particular group of producers from either of 
two aides. On the one hand, the productive activity of the 
group itself may be altered from within, whether on account 
of a change in its technical efficiency or on account of a change 
in the desire of its members for the output of other groups. 
On the other hand, the productive activity of the group 
may be altered from without in consequence of a change in 
the demand for its product, brought about by altered 
technical effioiency or altered desire in other groups. We 
have seen in the last chapter that, apart from the special' 
·case of wars, changes of desire for consumable goods need 
not be reckoned as important impulses towards general (as 
distinct from relative) industrial fluctuations. Attention 
may, therefore, be confined to changes in technical efficiency, 
including, of course, the technical efficiency of Nature as 
represented in harvest yields. 

&1 
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§ 3. Let us then consider a particular group A within 
our community confronted with the remainder of the com­
munity, which we may call B. Two cases have to be dis­
tinguished. First, the output of A changes in such wise 
that no consequential changes occur in the activity of A. 
This condition is roughly satisfied for changes in harvest 
yield; they are, as it were, ex post facio, and do not affect 
the quantity of labour employed on the land. Secondly, the 
method of work or the mechanical technique available at A 
changes in such wise that a given amount of labour becomes 
capable of yielding a larger (or smaller) amount of output 
than before. In the first of these cases we have to reckon 
with changes in industrial activity in B only; in the second 
with changes in both B and A. Neglecting differences in 
the quality of workpeople, the supporting capital equipment 
per man, and so on, as between A and B, suppose that nor­
maJIy 10,000 workers are engaged at A and exchange their 
product against the product of 10,000 among the workers 
included in B. Then, if B is a hoowgtmeoW/ group, it is 
possible to determine, in terms of what has happened at A, 
the maximum change that can be brought about in the 
activity of A and B together. Suppose that A's output 
is increased by 20 per cent-the equivalent of what would 
normally be yielded by 2000 workers. Then in case 1 
employment at A will, of course, remain unchanged, and the 
maximum possible addition to employment at B--occurring 
if, and only if, B's demand for A's product is perfectly elastic 
-will be 2000 workers. For, were the consequent increase 
in B larger than this, B would be offering better terms per 
unit for a larger than for a smaller quantity of A's goods. In 
case 2, the maximum possible addition to employment at B 
is again 2000 workers; but in this case, if the elasticity of 
A's demand for B's goods also approximates to perfect 
elasticity, the extra output at A will imply an addition there 
also (consequent upon the improved technique) of just under 
2000 workers. Thus in case 1 the maximum aggregate 
increase of activity in our community which is theoretically 
possible is measured by 2000 workers; in case 2 it is measured 
by 4000 workers. Of course, in practice it is quite certain 
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that we shall not find demands of anything approximating 
perfect elasticity. ConsequentJy, what may for convenience 
be called the practica.\ maximum is in both cases very much 
smaller than the theoretica.\ maximum. The result may be 
expressed in a rougher but perhaps more easily appreciated 
form in the language of money, it being assumed that the 
purchasing power of the monetary unit in terms of things in 
general is somehow kept stable. Suppose that the expendi­
ture of the community upon the products of group A is 
increased by £1,000,000 on account of the extra output in A, 
and that this £1,000,000 represents, as perhaps in England 
it does, ~th part of the ag,aregate annual income of the 
community. It is then impossible that the associated 
increase in the aggregate activity of the community can 
exceed dOll"th part, or i()"th per cent, in case 1; and T01mth 
part, or nth per cent, of this aggregate activity in case 2.1 

§ 4. It will be seen that the method of analysis just de­
veloped should, if it is valid, enable us to assign limits to the 
direct action of certain important impulses in bringing a.bout 
industrial fluctua.tions. The argument may be illustrated 
thus. Professor nay has constructed an adjusted index, that 
is to say, an index from which the secular trend of increase 
is eliminated, of physical production for agriculture in the 
United States from 1879 to 1920; and we know from other 
sources that this index, which embraces twelve important 
orops, moves in substantial acoord with a corresponding index 
(trend also eliminated) of yield per acre. The maximum value 
attained by this index is 1l0·8 in 1880 and the minimum 
value 86·8 in 1881. These are extreme values rarely ap­
proached." We may therefore, I think, fairly conclude that, 
over the average of agricultural crops in the United States, 

1 We have spoken in the text only of limite to the ezpt.m.rion. of activity 
in B 888ociated. with increases in A's produot. If B'a demand for A's 
product has an elasticity leas than unity. an increase in A's product will, 
GCIUeri.t paribu, be &8Booiated with a contraction of activity in B. If the 
elasticity of B's demand for agricultural produce were zero, the price in 
B's products of agrioultural produce might theoretically. aa the result 
of a good harvest, fa.ll to zero, and B's activity contract correspondingly. 
Our conclusion, however, to be set out on p. 5~ that the elasticity of 
demand for agriculture produce is greater than unity, makes it unneces" 
sary for us to examine this type of limit. 

• Cf. Reuieto oj Economic SIaN_. vol. iL, 1920, p. 259. 



INDUSTRIAL FLUCTUATIONS PT. I 

the yield, after allowance has been made for secular trend, 
is not liable to vary from the mean by more than 10 per cent 
in either direction, i.e. 20 per cent in the aggregate. Now, 
it has been calculated by Professor King (for 1910) that, of 
the national value product of the United States, about 22 per 
cent belongs to agriculture.' Even then. if the portion of 
agricultural produce that is consumed by agriculturalists be 
ignored, and if it be assumed that the demand for agricultural 
produce is infinitely elastic, the maximum possible range of 
industrial fluctuations due to crop variations is Hths of 20 
per cent, i.e. 61 per cent, or 31 per cent on either side of the 
mean. Since it is certain that, with cominodities that are not 
perishable, the supplies coming to sale will vary considerably 
less than those produced-more being held for stock in good 
than in bad years-we may safely cut this figure down at the 
very least to 6 per cent, or 3 per cent on each side of the mean. 

§ 5. We should like, of course, to step on from this to a 
more decisive result by determining how elastic the demand 
for agricultural produce lUI a matter of fact is. There is a 
preliminary difficulty in the fact that the conception of this 
elasticity is ambiguous; for agricultural produce embraces 
a number of diflerent sorts of things, for which there is no 
reason to suppose that the eissticity of demand is the same. 
A further complication arises out of the fact that the elasticity 
of the demand of any gxoup for the whole of any kind of 
produce is diflerent from the elasticity of its demand for that 
part of the produce that is grown in a particular country. 
Since the supply from other countries can be substituted for 
the supply from anyone country, the elasticity of the demand 
for the part that comes from one country is always gteater 
than the elasticity of the demand for the whole. But the 
relation between the two elasticities is not fixed. That 
relevant to the produce of one country falls more nearly to 
that relevant to the whole, as the proportion which that 
country's crop bears to the world crop increases. Thus, 
though the demand for wheat in the aggregate is probably 
less elastic than the demand for cotton in the aggregate, yet, 
since America provides a much larger share of the world's 

1 Wilfrid King, WeaIIII and 1...."... oj /he UniUtl S_. P. 138. 
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cotton than of the world's wheat, the demand for American 
cotton is less elutic than the demand for American wheat. 
The most useful form in which the question of elasticity can 
be posited from our present point of view is probably the 
most general form. With a given percentage exp&nsion in 
h&rVest yields throughout the world as a whole, by what sort 
of a percentage would industries in general, and English 
industries in particular, increase their expenditure (in terms 
of re&! things) on the purchue of agricultural products ! 
Obviously, no exact answer can be given to this question, 
because aggregate harvest yields may expand in a great 
number of different ways, sometimes through a crop of 
inelutio demand and sometimes through one of elastic 
demand. Perhaps, however, the difficulty is not really so 
important as it seems. For some degree of positive corre­
lation appears to exist between the variations that occur in 
the yields of different crops in the same country. On the 
strength of this fact we may attempt a step forward. It is 
established that, when correction hu been made for secular 
trend, there is a strong negative correlation between agri ... 
oultural output and agricultural prices. In thirty out of the 
thirty-four years from 1879 to 1913 the output and the price 
of twelve important crops of the United States combined 
together moved in opposite directions, the inverse correlation 
between the year-to-year changes being expressed by the 
coefficient - ·88, where a coefficient of - 1 would indicate 
perfect agreement.' 'rhere is, however, no clear connectioll 
between changes in output and changes in aggregate value . 
.. In eighteen cues the two series moved in the same direc­
tion from year to year; in seventeen years they moved in 
opposite directions. The degree of correlation is numerically 
expressed by the coefficient - ·04, when 0 denotes lack of 
either direct or inverse correspondence." 2 These statistics 
are somewhat surprising. It must, however, be remem­
bered that our aggregate values are values at the farm,. 
that values after ITansporlalion to the consumer would 

1 Of. Persons. Review oJ Economic S~. 1921, p. 34. 
,. lbi4. p. 36. 
&, Ibid. p. 34, footnote. 
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be more satisfactory for our present purpose, and that, 
since railway rates are likely to increase, or, at all events, 
not to diminish, with growing traffic, these values, if obtain­
able, would be more directly correlated with output than 
farm values are. That there is in fact a positive correla­
tion, signifying an elasticity of demand greater than unity, 
is also strongly suggested, though, since psychological 
reactions might account for the facts, it is not definitely 
proved, by the association between industrial expansions 
and good harvests set out in the preceding chapter. 'On 
pre-war evidence as a whole I conclude that the elasticity 
of demand for agricultural produce in general is greater 
than unity, but that it only exceeds unity by a IittIeC" 
It will follow, then, from the argument of the last section, 
that the direct effect of good harvests in inducing indus­
trial expansions and of bad harvests in inducing industriaI 
contractions must be very smaIl. We have seen that 
with infinite elasticity-i.e. when a faIl of real price of 0 per 
cent follows from an increase of output of 1 per cent--the 
range of industrial fluctuation due to harvest variations 
could not exceed 3 per cent on either side of the mean. We 
may now add, as the result of an easy arithmetical calcula­
tion, that, with an elasticity of 2, the maximum range works 
out at one-half of this amount; with an elasticity of 1·5, at 
one-third; with an elasticity of 1'2, at one-si.xth. It seems 
improbable that, if the elasticity of demand were larger than 
this last figure, which implies a change of roughly one-sixth 
per cent aggregate value as a direct consequence of a change 
of 1 per cent in output, there would be no sign of correIation 
between output and aggregate values-duly corrected on 
Professor Persons's method-in our statistics. The inference 

• is that harvest ohanges in the United States are not directly 
responsible for industrial fluctuations of more than one-half 
per cent on either side of the mean.' 

'It may be worth noticing that, if (for small chanp) 
proportional change of output hiob . th usual tati elasti"t 01 
proportionaJ. oha.nge of price • W IB, on e no on, Cl y . 

demand, be represented by", a negative quantity, then 
proportional change in aggregate value. . "_1_ al to (1 +!) 

proportional change in output 18 approDDl&-.r equ " . 
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§ 6. If the method of analysis which has been illustrated 
above were vaJid, it might be possible to pursue it into 
various ramifications, and it seems probable that we should 
be warranted by it in inferring that the direct effects of the 
severa.! impulses to fluctuation described in the preceding 
chapter must, in genera.!, be much too small to account for 
more than a very smaJI part of the fluctuations which actuaJIy 
occur. Unfortunately, however, there are two assumptions 
underlying the use of this method, which do not conform to 
the facts, and in the absence of which the above clear-cut 
conClusion is not warranted. The first assumption is that 
B, the part of our community other than the group A in 
which an impulse is initiated, is a homogeneous body and 
deaJs with A as a single unit. This excludes the possibility 
that glass-makers, for example, may obtain the wheat they 
need, not directly by exchanging wheat against glass (or, 
alternatively, if they find that it is boots that wheat-makers 
want, by transferring a part of their efforts to making boots), 
but indirectly by exchanging glass against boots and then 
re-exchanging boots against wheat. The second assumption 
is that what A sells to B is a finished product, and not 
something which some among the members of B must have 
as a raw material in order to make the exercise nf their 
own activity possible. When these assumptions are removed 
the way is opened for certain repercuss1on8--we are still, of 
course, excluding psychologica.! factors and reactions due to 
them-which may greatly enlarge the scale of effects due to 
the various impulses under review. 

§ 7. As a preliminary it is well to clear out of the way a 
type of so-caJIed repercussion which is illusory and unreal. 
Thus Bagehot, after arguing, in a passage which I shall cite 
immediately, that in the actuaJ world a change initiated in 
one occupation propagates itself through along line of other 
occupations, adds that the impulse set in motion "in a 
certain sense rebounds" npon the occupation in which it 
originated. This contention is independent of the number 
of occupations that are set in line, and so can be fully ex­
plored in a community oonsisting of A and B only without 
any further members. The thesis is in substance that an 
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enhanced real demand on the part of A for B goods makes B 
better off, and that, therefore, B is able to display an enhanced 
rea.! demand for A goods, thus in turn making A better off. 
Thus a sort of reciprocating spiral of mutual expansion (or 
contraction) is set up, which need never cease, nor apparently, 
if we press things to extremes, need ever even lessen in 
intensity. It may well be that Bagehot had in view those 
psychological reactions which we have just excluded and 
which would warrant his conclnsions. Apart from them, 
expressed in money, the suggestion is that A offers B £2000 
more for further supplies of B goods; this enables B to offer, 
if not £2000 more, at all events some considerable sum more 
for further A goods; this again enables A to offer more for 
further B goods; and so on for ever. Whether expressed in 
real terms or money terms, this is a fallacy. If A makes his 
offer in the form of £2000, he makes it in substance in the 
£2000 worth of A goods that B buys with the £2000. When 
B has handed over his extra product, received £2000 for it, 
and spent the £2000 in buying A goods, the money counters 
return to their old seats, and the real transaction has been 
ccmpleted. There is a TeapO'1l8e on B's part to A's increased 
demand, but there is no secondary effect on A. In short, 
the extra output which takes place in A is wholly cause 
and not at all effect. There is, that is to say, no 
" rebound". The half of Bagel;lot's thesis which asserts 
that there is, if it is interpreted without reference to 
psychological reactions, is invalid. This sort of repercus­
sion is illusory. 

§ 8. The case is different, however, with the sort of 
repercussion which comes into view when the assumption of 
homogeneity, as defined above, is removed. What has to 
be said on this matter is best introduced by reference to 
another and more important part of the passage cited from 
Bo.gehot. This runs: "There is a partnership in industries. 
No single large industry can be depressed without injury to 
other industries; still less can any groat group of industries. 
Each industry, when prosperous, buys and consumes the 
produoe probably of most (oertsinly of very many) other 
industries, and, if induspry A fail and is in difficulty, indus-
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tries Band C and D, which nsed to sell to it, will not be able 
to sell that which they had produced in reliance on A's 
demand; and in future they will stand idle until industry A 
recovers, because, in default of A, there will be no one to buy 
the commodities which they create. Then, as industry B 
buys of C, D, etc., the adversity of B tells on C, D, etc., and, 
as these buy of E, F, etc., the effect is propagated through. the 
whole alphabet." 1 Here we are called upon to envisage a 
number of different groups, B, C, and D engaged in difierent 
kinds of production. What has been said already will have 
served to display the inlmediate effect of a change in A's 
output or prosperity upon the activity of B, C, D, and so on. 
A will obtain from each of these groups so much more of their 
product in return for so much more of its own product handed 
over to each of them to hold and 'IUIe. But---and this is 
the point-in so far as A is dealing with B, A's prosperity, 
making B more prosperous, would enable B to demand more 
of C's product, and so on throughout the series; 80 that, 
alongside of its immediate effect on B's activity, A's pros­
perity would also have a mediated effect on C's and D's. In 
like manner, in so far as A is dealing with C, A's prosperity 
directly expands C's activity and indirectly B;s and D's. 
Thus the aggregate effect of an enhancement of A's output 
or prosperity upon the activity of B, C and D is larger than 
the immediate effect, and may much exceed what it would 
have been if B, C and D could be treated as a collective unit 
in the way contemplated in § 3. This is the thesis we have 
now to examine. 

§ 9. To clarify the issue, it is convenient to conceive 
industrial groups in the following abstract form. Industry 
A manufactures finished goods, and has, subordinated to it 
and producing the materials and the machinery that it 
needs, sub-industries a1 and a.; the Bub-industries in turn 
having other sub-sub-industries a'1 and a'., which provide 
their matsrials and machinery. Alongside of A there is 
another finishing industry B, with a similar series of sub­
industries, and yet others, C, D, and so on. Of course this 
rigid division and specialisation of sub-industries does not 

I Lombard 8_ pp,...I26.6. 
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enst in rea.! life, but the conception is none the less of 
service for analysis. 

§ 10. When the demand for B's products in terms of 
A's stuff (for which we assume B has an elastic demand) 
expands, B, in order to increase his output so as to take 
advantage of the increased demand for his products, will need 
more materials and machines. It is plain, therefore, that a 
stimulus to expansion will be given to sub-industries bl and 
b. and to the sub-sub-industries below them. "To construct 
a factory or a railway it is necessary to procure materials of 
construction' (wood, tiles, iron, etc.), machines and tools, and 
to engage workpeople. The materials of construction, like 
the machines, do not fall from the sky; they are furnished 
by other branches of production. Thus, the more numerous 
new enterprises are, the greater is the demand for means of 
production." I So far, therefore, as the sub-industries b" 
b., and so on are concerned, it is true that A's prosperity 
propagates itself through B among further industries. (]lut 
this propagation is, so to speak, analytic and not synthetic) 
That is to say, in its dealings with·A, B is partly a principa.! 
and partly an intermediary for b" b" and so on, distributing 
what A pays between itself and its subordinates according 
to their respective contributions towards the final B product. 
Thus, if. A hands over 100,000 additional bushels of wheat 
in payment for B products, he is not offering lOO,OOO bu.hels 
for an equiva.!ent extra supply of B work, but for an equiva­
lent extra supply of B work plus hi work plus b, work, and so 
on. If B hands on 50,000 bushels to bl and keeps 50,000 
for himself, the effect on B's activity and on bl's activity is 
the same as if A had dealt with each of B and hi separately, 
or as if Band bl had constituted a single homogeneous 
group. There is nothing, therefore, in this sort of propagation 
to suggest that the aggregate effect on other people's activity 
can in real life exceed the limit that is set to it in § 3. So 
far as it means ouly this, Bagehot's thesis is explicative of 
our earlier discussion, but nothing more. 

§ 11. Bagehot suggests, however, that A's prOl!perity 
propagates itself through B, not merely inside B 's own family, 

1 Tugan Baranowsky, La Ori8U ,ttd1U~Uu en Angleterre:, p. 2118. 
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so to speak, among the b,'s, b,'s, and so on, but also ou~e 
the B family among C, D, and so on. This is a very diff~ht 

. and much more important matter ;<!or the propagation·liere.; ~L.'-' 
conceived of is synthetic) To elucidate it let us make A ""~ v­
stand for the complete A family, including the a,'s and the \-";)~ . 
. a,'s, and similarly, let us make Band C stand for the com-
plete B 'and C families. Let us then suppose that A is so 
constituted that, having an enlarged output, he concentrates 
the whole of its extra purchasing power on B goods, not 
desiring any increase at all of C goods or D goods. It is 
conceivable that B is sO constituted as to desire no further 
goods except A goods. In this case the whole of what 
happens is that A produces his (say) 100 extra units of A 
goods and exchanges them against (say) 100 more units of 
B goods; C and D are not affected in any way. It is, how-
ever, also conceivable that B desires only C goods, C o1)1y D 
goods, and so on till we reach Z, who desires only A goods. 
In this case the extra 100 A goods, that A has handed to B 
in exchange for 100 B goods, are retransferred to C in ex-
change for (say) 100 C goods, and so on all down the line 
until we come to Z, who is oontent to retain the A goods. 
In this case, instead of A's prosperity leading only to a new 
effort on B's part, represented by 100 B goods, it leads to 
an equal effort aU down the line, which manifests itself in an 
addition of 100 B goods plus 100 C goods plus 100 D goods 
plus . . . 100 Z goods. The contrast between this case and 
that contemplated in the analysis of § 3 can be illustrated by a 
simple analogy. A, who is about to move forward 100 yards, 
may be considered as attached by a chain to Z directly, or 
as attached by a chain to B, who is attached to C, and 80 on 
till we get to Z. In the first case the reaction to A's move-
ment is an equal movement by Z alone ; in the second case 
it is an equal movement by every member of the series. 
The analysis is easily extended to the case in which A desires, 
not merely 100 units of B goods, but also 100 units of each of 
the othe~ sorts of goods. Then, on the assumptions taken, 
his demand for C goods adds 100 units to the output, not only 
of C, but of each group down to Z. It thus appears that the 
aggregate effect of A's demand for an extra 100 units from 
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each of the twenty-five groups is to provoke an additional 
output as under: 

100 units from B, 
200 H " C, 
300 " " D, 

2500 .. .. z · , 
namely, 32,500 units in all, instead of 2500 units in all. 
Hence the reaction on aggregate employment, due to the 
change initiated in A, depends for its extent, not merely on 
the mutual demand relations of A and B, A and C, A and D 
and so on, but also on the mutual demand relations of B and 
C, Band D, C and D, and so on. 

§ 12. The preceding a.rgument shows that, when A is 
confronted, not with a single homogeneous B, but with a 
number of separate specialised groups B, C, D, E , and so 
on, the reaction induced by variations in A's offer is not 
limited in the way described in § 3. It is important to 
determine, if we can, how f.ar in the conditions of real life 
specialisation and isolation of groups are likely to enlarge 
the scale of this reaction beyond the limit there · set out. 
Let us begin by supposing that A somehow becomes possessed 
of more wheat or gold or anything else whatever, whether 
through a good harvest, an improved process, or in any 
other way. If, after he has made his purchases from 
B, C, D . . ., the co~arative marginal utilities of A goods 
and of other goods to each of B, C, D . .. are unaltered, 
no secondary movement will occur, and the result will 
be the same as though B, C, D ... were a single homo­
geneous group. If there is anyone of the groups B, C, D 
_ . . from which A makes no purchases, there is bound 
to be some secondary movement; and, if he makes some 
purchases from all, but the adjustment is not exactly right, 
there is also bound to be some secondary movement. The 
amount of secondary movement will be measured roughly 
by the amount of the re-tranBfer of A's stuff that takes 
place between B, C, D . . _ after A has paid for his pur­
chases; it being understood that, if B re-transfers to C and 
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C again to D, there are here two re-transfers and not one. 
It is evident that, if there are n groups other than A, there 
cannot be more than n re-transfers of each of A's original 
purchase payments ; and also that an aggregate of re­
transfers enormously smaller than this is much more probable 
than one approximating closely towards this. 

§ 13. I turn to the sort of repercussions whieh come 
into view when account is taken of the fact that productive 
groups do not always hand over to others completely finished 
goods, but sometimes raw materials to be worked up by 
them. This sort does not need any lengthy elucidation. 
The coal industry selIs, let us suppose, :t tons of coal to the 
iron industry, which, we assume for simplicity, employs 
one ton of coal in making each ton of iron. The iron 
industry pays for the coal with "'" tons of iron (made by 
means of "'" tons of coal), and uses the remaining (:t - ""') 
tons of coal to help it make other irob. goods, which it 
exchanges against boots and textiles. If its supply of coal 
is cut off, there is done away, not merely the activity of 
thE' coal industry and tbat part of the activity of the iron 
industry which used to buy the coal, but also activity in the 
iron industry represented by the value that this inClustry 
used to add to the coal it employed in manufacturing iron 
to exchange for things other than coal ; because, if it cannot 
get coal, its capacity for making iron has no scope, and, 
being specialised, must be thrown into idleness. In SO far 
as iron is itself the raw material of some other industries, 
a further check to industrial acti~ty- of the same sort occurs 
in these other industries. It is obvious that the percentage 
eHect on industrial activity throughout the country may 
be many times more than twice the fraction yielded by 
dividing the percentage reduction of expenditure on coal 
by the normal national income. 

§ 14. The foregoing analyais of "repercuasions n, both 
parts of which, it Will be noticed, are made necessary by 
the fact that capital and labour are specialised into different 
occupations, between which movement is impracticable 
except a t heavy cost, destroys the hope which the earlier 
sections of this chapter suggested, that we might be able 



64 INDUSTRIAL FLUCTUATIONS Pr.1 

to estimate quantitatively, or at least to establish an outside 
limit for, tlie direct effects (as distinguished from indirect 
effects operated through the psychology of business men) 
of the various impulses previously distinguished in pro­
moting industrial fluctuations. Had we been able to accom­
plish this, a long step forward would have been taken. In 
view, however, of the existence of these repercussions, the 
force of which it seems impossible to gauge by any 
generalised method, or, indeed, to estimate at all otherwise 
than by guess-work in particular cases, further advance 
along this route, unless other students are more fortunate 
than the present writer, cannot as yet be made. 



CHAPTER VI 

THE STRUCTURE 011' MODERN INDUSTRY AND OPPORTUNITIES 

II'OR ERRORS 011' II'ORECAST 

§ l. Up to this point we have spoken 815 though an increase 
(or decrease) in A's productivity or in A's desire for the 
products of other groups could only react on B when it wu 
actually consummated in changes in real demand for B 
products. H all work rea.lised itself instantaneously this I 
. would be so. But in fact most sorts of work precede by 
a considerable interval the product to whose creation they 
contribute. Therefore there is room for work to be done in 
anticipation of demand. Producers in group A may enhance 
their output on their own initiative because they think there 
is going to be an increased offer from B, C and D; or, 
alternatively, middlemen, in the form of wholesale and 
retail dealers, may undertake the office of forecast and 
order from A what they think that B, C and D will uk for 
at the time when A has it ready for sale. It is not, indeed, ( 
nece8sary that articles which take time to manufacture 
should be made in anticipation of the demand of those 
who are going to use them. Thus producers' goods are 
often made to the order of the manufacturers needing them. 
This is true, not only of elaborate pieces of specialised 
machinery, but also of some intermediate materials. For 
example, a recent Report on unemployment in Philadelphia 
observes: "Twenty years ago a manufacturer made carpet 
or hosiery or cloth and then went out and sold that carpet 
or hosiery or cloth. To-day the order comes in for a particu­
lar design, with a certain kind of yarn or silk and a certsin 
number of threads to the inch, and the mu.nv.fQ.Qturer makes 

65 II' 
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that particular order. Formerly a manufacturer produced, 
standard makes of his particular line, and simply piled up 
stock in his warehouse in the off-season .. _ . To-day 
manufacturers make, as a rule, very little to stock and run 
chiefly on orders." 1 In like manner, some consumers' 
goods, such as ball-dresses, bridges, large houses and build­
ings, which have to be adjusted to individual requirements 
are almost always made to the order of the ultimate P3 
chasers. \ Many producers' goods, however, and the b 
of consumers' goods are manufactured in advance of th 
ultimate demand. With the supersession of hand-work by 
machine-work some goods, which formerly were made to 
order, are passing into the other category. Boots and shoes 
are an instance of this tendency. Moreover, even when com­
pleted articles are still made to order, standard parts that 
enter into a number of different finished articles are often 
manufactured in advance. When ex ected facts are sub­
Btituted for..accomplished fac _as the impulse to action, tlie 
way is ed or a second group of Causes of inifU:Stria.l 
fluct.1l!'-~.!9._ auses, we, ate be-
:~g of Chapter I ., I diStmguished from the .. real ': 
:Causes there mscussed. (These causes consist in variatiow 
~ t~e tone of mind orp;:;oiis whose action controls in· 
~ust'ry, emerging in errors of undue optimism or undue 
pessimism in their business forecasts, 
T § 2. There are a number of ways in wnich these variations 
of tone and the associated errors may come about. They 
may arise " spontaneously", which means as a result of the 
interplay of a number of small independent causes. They 
~ay arise as a psychological reflex from the actual experience 

of good and bad fortune, good fortune breeding errors of 
optinlism, bad fortune errors of pessimism. Thus they may 
be a consequence of good and bad harvests, inventions, the 
discovery of mineral deposits, industrial disputes or the 
settlement of such disputes, political events, and so on. 
Again, in accordance with the suggestion of Mr. Hexter, 
referred to in Chapter IV., they may come about as a direct 

1 II Steadying Employment ". ,AmNJl,a oJ UN .d~ Academy 0/ 
PoliUeal Soienof, l'4ay 1916, pp. 6·7. 
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result of climatic changes upon human psychology, thw 
being associated with harvest changes, not as effects of them, 
but as joint-effects with them of a deeper underlying cause.] 
Yet again, they may be induced by monetary movement! 
set going by money causes (e.g. the discovery of a gold mine) ; 
by monetary movements set going by harvest variations, 
industrial disputes or industrial inventions; or, in part, as a 
reflex effect of monetary movements set going by themselves. 
There is in all this food for reflection and a source of difficult 
problems. For the present, however, leaving the question 
of origin on one side, I proceed to investigate the various 
factors by which the scope of these errors is controlled. \ 

§ 3. First, in a class by itself may be set the fact that 
industrial conditions are neither stationary not yet pro­
gressive in a continuous line, but that productivity and 
desire move in jerks. l!>J ~ense this fact may be regarded 
as the cause of errors; because, if everything were absolutely 
stable, recurring every year with exact similarity or in a 
perfectly regular progression, people" could not fail to be 
aware of the relevant facts 8J:i.d to f!!I:Dl. correc0udgements.· 
If the price of wheat is always the same, no s· eculator will be 
stupid enough to make a mistaken forecast. " hus errors in 
for!'£I¥'t result from i.nconstancy in f~ ~b ill.ll~ 
s\ability in the facts tile" range of error 'IfOuld be lessened, 
jli~t_ !\UlL~.i!!L"Lof large -social change, sucll_~!~!lQw;;;npon 
th<L.QE6at War, when rule:of-thumb experience is rendered 
worthie8ii;that range is abnormally larg~ " 

§ 4. Some instability in the facts being assumed, among" 
(j;he faotors governing the scope of error must be put--and 
that in a high place-the capacity and mental calibre o{ the 
persons by whom forecasts operative in action are made) 
These persons include the proprietors of private business 
concerns, the managers and directors of joint-stock com­
panies, and the promoters and financial agents who from 
time to time, with the help of the investing public, float new 
enterprises. Plainly, in a country such as America, where it 
is the custom for the best brains to go into business (in a wide 
sense) rather than into politics, the Church or the profession 

I Cf. a ..... p. 34. • Cf. aNe, p. 31. 



68 INDUSTRIAL FLUCTUATIONS Pr.1 

of arms, the menta.l quaJity of businees leaders is likely to 
be higher than it is in a country in which businees holds a 
lower place in people's interest.} 

§ 5. When the actua.l distribution of intellectua.l capacity 
among the different agencies concerned directly and. in-

. directly with production is given, Cmuch depends 'on the 
extent to which they severa.lIy take a hand in framing the 
forecasts that will be operative) This consideration is very 
important in connection with the /loating of joint-stock 
companies. Most members of the genera.l public, from 
whom the funds for these ultimately come, are, if left to 
their own devices, quite incapable of giving any reasoned 
opinion upon the various propositions that are, on different 
occasions, put before them. Hence" one of the chief sources 
of disturbance is the action of the genera.l public in pro­
viding funds for joint'stock companies ".1 The damaging 
effect of this unregulated action is the greater because the 
short-period prospects, in which promoters are interested, 
may easily be much rosier than the ultimate prospects; and 
it may, therefore, be to the advantage of these experts 
deliberately to mislead their clientMe. Attempts have some­
times been made to mend this situation by regulations 
designed to prevent uninstructed members of the genera.l 
public from dealing in the shares of new compauies. The 
German rule forbidding the issue of shares of a low face value 
is directed to this end. \ A more fundamental remedy is 
to keep the work of promotion in the hands of bankers­
whose reputation depends upon the permanent succees of the 
business undertakings that they father, and whose inter­
vention, therefore, constitutes an effective buffer between 
the in'esponsible promoter and the irresponsible subscriber 
of capital.\ It is not customary for banks in the United 
Kingdom to take charge in this way of business enterprises, 
and it is obvious that such action on their part might lead 
to a dangerous lock-up of their resources. On the whole, 
the practica.l difficulties in the way of extruding uninstructed 
persons from company financing and concentrating the work 
upon experts are probably too great to be overcome. \ It 

1 Matshall. Money, Creelj, and Commef'C4I, p. 261. 
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may be hoped, however, that, long before the general public 
have become competent to form for themselves sound judge­
ments about investments, they will have at least discovered 
that they are not competent to do this, and will avail them­
selves, before placing their money, of the consultation and 
advice, and not merely of the mechanical mediation, of 
brokers or other experts. \ . 

§ 6. A further factor(by which the range of errors in 
industrial forecasts is influenced, is the measure in which 
relevant information is accessible to the makers of forecas~ 
Business secrecy plainly handicaps forecasts, while publicity 
helps them. In Marshall's words, "those causes of dis­
continuity which lie within our scope, and are remediable, 
are chiefly connected in some way or other with the want 
of knowledge. . . . Better and more widely diffused know­
ledge is a remedy for that excessive confidence which causes 
a violent expansion of credit and rise of prices, as it is also a 
remedy for that excessive distrust which follows." 1 In this 
matter legal rules enforcing. upon compan:r promoters the 
full disclosure of all relevant facts to those from whom they 
solicit subscriptions of capital, public control ~ver the pro­
spectuses of new companies, and effective administrative 
action against fraudulent promotion are obvious means of 
betterment. The position would be further improved if it 
were possible to secure the publication, at short intervals, of 
full statistics about the stocks of various sorts of commodities 
on hand in warehouses and shops; and if Mr. Hull's sug­
gestion were carried out, that the State should publish 
monthly "all pertinent information in rela.tion to the 
existing volume of constructions under contract for future 
delivery .... It may be added that the steadying influence 
of publicity would be strengthened if the practice of 
cancelling orders when a depression has set in could be 
checked either by oustom or by law: for this practice, 
makes the depression worse than it need be both directly and .. 
also indirectly by encouraging reokless orders during booms. 

§ 7. Whatever steps are taken on the above lines, it is, 

1 Monoy, Orod;, and 0 ............ pp. 260-61. 
I Indwtrial DeprulioM. p. 218. 



70 INDUSTRIAL FLUCTUATIONS Pr. I 

of course, certain that there will be a great deal of inIportant 
information which is not published. In view of this, the 

Cilivision of industrial u s into a ntmlber of se arate 
e endentl of one ano er an , t erefore, 

o~ their knowledge, 18 a ac n g to prom~te 
'errors of foreces9 H production and s&!e were an in­
:iitantaneous process, this division of control could not 
promote errors, because the moment ab error occurred 
it would be unmasked. But in actual life it is responsible 
for large errors. The' individual producer of anything, 
or the dealer who orders from the individual producer, 
or the manufacturer of finished- goods ordering, eay" 
machines, is usually without information as to the 
supply of these things that will, be forthcoming from 
other producers or dealers to confront the prospective 
demand for which he is himself preparing. Since the pro­
cesses of manufacture generally take' some little time, the 
actual appearance on the market of the rival's product or 
the fruit of the rival's order is delayed. Consequently, 
when a particular producer or dealer expects the public 
demand for the product in his hand to expand or to con­
tract, he usually pays too little attention to the fact that 
his rivals are likely to have formed the same opinion and 
to be acting on it. He may even be blind to the fact that 
he himself, by his own preparations for increased output, is 
setting supply in chase of demand. "H," writes M. AftaIion, 

• "to remedy t~e deficiency of heat in a room, one revives 
the fire on the hearth, it will be necessary' to wait for 8011Ie 

time before the desired temperature is obtained. As the cold 
continues and the thermometer continues to register it, one 
would be led, if one were not instructed by experience, to 
throw more fuel on to the fire. One would do this even though 
the quantity already accumulated there were such that, when 
it is all ignited, it would give out. an unbeara.ble &mount 
of heat. In letting oneself be guided by the sensa.tion of 
present cold-by the present indications of the thermometer 
-one would fatally overhea.t the room." 1 This sort of 
blindness, however, is not likely to prevail widely: nor, 

I Aftalion, 1M ONU pIriodiquu de 8U1'pf'Odumon, vol. ii. p. 361. 
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when the individual producer or dooler is a sma.ll part of 
the market, would it matter much if it did. ..The roolly 
important point is that other people, besides himself, are 
piling coa.! on the fire, and that he ha.s no adequate means 
of 'knowing to what extent they a.re doing this. This 
ignorance loods to an under-estimate of their a.ctivity in 
boom times-a.n under-estimate that inevitably c,alls,!lew, 
competitors into nraUitrieeln which there'is not really rgom 
Jor them-a.nd an over-estmlaW"Ot'thl!irSCtlvity in times 
of ~~sion_ ltrrors ~nerated m tliis way woUld, of 
~' De mitigated by the offici;;'(lmblica.tion oU!!f,or-

. on about co!l.tractsin ""thif:ma.liD.er contemplated in the 
preceding section.) 

§ 8. (The division of tlle control over any form of pro- v' 

duction among a number of hands Opens the waz..£or errors 
on- the supply side as wen-as on the demand side) The 
E!eajdij!lk o!_,~<8!ucers a.re not integrated businesses com-
• pleting the whole process of manufacture from raw materia.! 
to finished article. For the most part the entrepreneur 
in control of an industria.! concern has to buy raw materials 
and ha.lf-manufaotured goods, to engage la.bour and to borrow 
capita.!; and the persons from whom these things have to 
be obtained a.re not exclusively bound to him. When'under­
takings, such as works of construction, occupy a long time 
in execution, contracts a.re usua.lly made in connection with 
them months, or even years, before much of the la.bour and 
material employed upon them will be required. Thus 
there arises the practice of " forWard buying", firms engaged 
in the more advanced processes of production contracting to 
make, at a future date, certain purchases at certain rates 
from those engaged in the less advanced processes. It 
is not, however, in genera.!, practicable for advanced con­
tracts to be entered into for labour or for certain raw 
materials. Consequently, in reflecting on the terms at 
which they are prepared to sell for future delivery, most 
of the firms affeoted must be content with guess-work­
conoerning a considerable part of their costs. Each firm, 
however, in making its guess, is, as has been observed above, 
in genera.!, without information as to the future contracts 
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underta.ken by other firms. It is, therefore, apt to ignore 
the effect which the execution of these contracts, when 
they fa.ll due, will have upon the real price of labour and 

I materials. Hence, a general movement towards optimistic 
expectations is likely to be carried further than it would be 
if the making and the execution of contracts synchronised. 
These tendencies, it will be observed, a.re not dependent 
upon the modern practice of manufacture in a.nticipation 
of demand, but occur in respect of commodities that are 
made to order. An excellent illustration is afforded by 
the history of the English munition contracts in the earlier 
part of the Great War. Firms contracted to deliver large 
quantities of shells on the assumption that they would be 
able to sub-contract a part of their orders to other works, 
and then discovered that these works were also being 
sought after for a like purpose by rival firms; with the 
result, incidenta.lly, that the aggregate of shells actually 
delivered fell enormously below the aggregate for which 
contracts had been made. 

§ 9. What has been said of raw materials and labour 
applies also to capital. Particular concerns a.re apt to 
neglect the fact that the response made by other concerns 
to a rising demand will force up the rate of interest against 
them in the later stages of their own work. This is well 
set out by Professor Cassel. .. What is over-estimated", 
he writes, .. is the capacity of the capitalists to provide 
savings in sufficient quantity. We must bear in mind that 

. this capacity has to be estimated several years in advance, 
since, on the average, there a.re several years between the 
time when the· work is planned and the time when it makes 
its full demand upon the community's savings. The in­
dividual employer has no other means of judging the con­
dition of the capital market except the rate of interest. 
During the depression and the first part of the high conjunc­
ture, however, the rate is low, or at least moderate. The 
dema.nds for capital-disposal which result from the increased 
activity of employers in the sphere of the production of 
fixed capital do not yet make themselves fully felt. It is, 
therefore, quite possible that enterprises, such as the 
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construction of houses, railways, etc., will be planned, and 
even begun, in such quantities that, when their need of 
capital afterwards makes itself felt, it cannot be satisfied. 
. • • This wrong estimate of the future condition of the 
capital market would not lead to such a catastrophe if 
.the individual employer secured in advance the whole of 
the capital he needs to carry out his plans. Under" present 
conditions this can rarely be done. Share-capital, which 
is subscribed for the purpose of rea1ising ala.rge undertaking, 
represents, as a rule, only a part, sometimes only a very 
smail part, of the whole of the capital needed. People 
generaily persuade themselves that in the future it will 
be possible to get the requisite capital by the issue of de­
bentures, by bank-credits, and so on." 1 

§ 10. There is yet one other way in which division of 
control promotes error. When operative forecasts are made 
by dealers, and the thing in question is something that it 
takes a long time to make, these dealers, in a period of expan­
sion, finding that manufacturers at first are only able to 
supply a proportion of their" orders, may deliberately give 
much larger orders than they want to have filled, in' order to 
improve their chance of getting what they do want. More­
over, failing to get an inlmediate supply from one manu­
facturer, they may make application to several. These pro­
ceedings on their part involve a false infla.tion in the demand 
that actua\ly comes to manufacturers' order books, of a sort 
that would not occur at ail if ultimate consumers manu­
factured for themselves, and would not occur in so high, 
a degree if manufacturers dealt with consumers direct 
without any intermediary.- This adds to the expansion of 
industry in boom times, and afterwards adds to the depres­
sion by leading either to a cancellation of dealers' orders 
or to an overstocking of the warehouses and shops, in 
consequence of which demand is reduced later on.3 

I TIws TIwsory oj Social ECOfIOftI!I. voL ii. pp. 626·7. 
• mtimate consumers might, of course, ·over-order to some extent, 

just 88 membera of the publio, subscribing to Bomo new loan, may apply 
for more sharers than they hope to get. 

• Of. Mitchell. U Competitive lliusion as a Cause of Business Cycles u, 
Q-111 JoumaloJ E""""""iu. August 1924, p. 631 " seq. 
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§ 11. The discussion of the two preceding sections neces­
sarily leads on to a further point. If what is needed for 
the reduction of error is that each forecaster in a particular 
industry should have information about what is being done 
by all, it is evident that by far the most effective means to 
that end is that all the firms engaged in any given form of 
production should be combined under a single head in a 
Trust or in a Kartel possessing a central office entrusted 
with the regulation of output. This circumstance must not, 

'however, be taken to prove that the "trustification" of 
industries makes for stability of output on the whole. In 
Chapter XVIII. one reason for scepticism on this matter will 
be set out. Apart from this, however, it must be remem­
bered that attempts at trustification often lead to multiple 
monopoly rather than to simple monopoly. If this happens, 
fluctuations may be made extremely great by causes other 
than those specified so far. Even if there i8 no cut-throat 
competition, we may get fluctuations over a wide range of 
indeterminateness; 1 and, if cut-throa.t competition super­
venes, the range of possible fluctuations is still further 
eularged. Finally, even if a single monopoly is formed for a' 
time, it may presently break up again, and so cause a large 
fluctuation. 

§ 12. Hitherto we have been concerned with infIuenoes 
of a general sort andChave not considered at all differences 
between different industries;> OVe have now to observe 
that the range of error in operative forecasts, whether 
these are made by retailers, wholesalers, manufacturers, 
company promoters or subscribers of capital,' will be 
larger for things that it takes a long time than for things 
that it takes a short time to ma.ke) for the reason that it 
is always easier to see a little distance ahead than a long 
distance. For example, a man who tries to forecast on the 
present data how many ships or houses will be wanted at 
the time when ships or houses started now would be ready 
is much more likely to make a mistake than one who similarly 
tries to forecast how many pairs of gloves will be wanted at the 
time when gloves started now would be ready. It is true, no 

1 Cf. The Ecrmomie8 oJ Welfare. Part ii. ohap. xiv. 
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doubt, that many of the things that take a long time to make, 
such as ships, or houses, or locomotives or elaborate machines. 
are made, neither speculatively by manufacturers nor to the 
order of intermediate dealers, but to the order of the ultimate 
purchasers; and, therefore, it might seem, error in forecast 
on the side of production is precluded. Apart, however, 
from dwelling·houses, it so happens that nearly all the things 
that it takes a long time to make are instruments of pro· 
duction, and the ultimate purchasers people who want to 
use them, not for consumption, but for further production. 
When a thing of this sort, say, a textile plant, which takes 
two years to construct, is ordered, though the producer of the 
plant makes no forecast, nevertheless a forecast is made and 
acted on-a forecast, namely, by the giver of the order, of 
the demand for cotton goods that will rule two years hence. 
Thus,(gespite the fact that the things are made to the order v 

of the ultimate purchasers, the length of time which they 
take to make is a factor determining the rJnge of error to 
which operative forecasts are subject.:> ./ 

§ 13. Besides the length of time that things take to make, 
another very important factor affecting the range of error 
about future demand to which an industry is liable is the 
Ca,rea of the market from which this demand comes? In a primi­
tive community, where each family, or smaJl group, is more 
or less self -sufficing and directs the main part of its activity 
to the production of things to be consumed by itself, the 
forecast it would have to make on the demand side (i.e. apart 
from prospective costs of production) would refer exclusively 
to its own future tastes. In modern conditions, however, 
with industry conducted on the basis of division of labour 
and exchange of products,ceach producer's forecast must­
refer both to the tastes of other people and also to their real 
income and purchasing power~ Naturally, this sort of fore­
cast is exposed to much larger error than the primitive 
forecast; and the difficulty of right judgement is enhanced 
as the relevant market comes to include more and more 
remote groups of purchasers, about whose circumstances the 
ordinary producer has great difficulty in informing himself. 
In so far as the demands of different parts of this market are 
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subject to independent influences, he is, indeed, entitled to 
assume that, the more markets he secures, the greater is the 
chance that variations in their several demands will partly 
cancel one another. But this consolation is not available in 
respect of those general fluctuations of demand associated 
with trade cycles. Nor is it available in industries in which, 
because of their novelty, there is no secure basis of past 
experience to serve as a guide. " Large errors are especially 
liable to occur in enterprises in new fields, whose limitations 

~ have not been accurately measured by investors, or even by 
! capitalists of proved judgement and experience. . . . New 
\ discoveries and the opening up of new continents have 
J contributed greatly to these mistakes during the modem 
I commercial age." 1 

§ 14. We have now to consider the way in which errors 
in different industries are related to one another. If they 
arise independently, there is a presumption that they will 
tend more or less to neutralise one another, an error of 
optimism in one place being balanoed aga.inst an error of 

, pessimism in another, so that large 1Id errors are only likely 
to occur at rare intervals. No doubt, neutraIisation will be 
far from complete. Even if it is trne that an equal dis-
tribution of individual errors between undue optimism 
and undue pessimism is more probable than other specified 
distribution-a proposition that is open to doubt-it is not 

I 
trne that an equal distribution is more probable than some 
(unspecified) other distribution. On the contrary, it is much 

'Iess probable. It is practically certain that, at any moment 
chosen at random, the distribution of individual errors on 
the two sides of trnth. will be unequal, and that, at some 
moments, it will be very unequal. Still, the inequality of 

" distribution is likely to be much less if the different persons 
concerned act independently than if they draw one another 
on in the same direction. A tendency towards common 

taction among them enormously increases the mean range of 
error. If the passengers on a ship always walk about inde-

1 
pendently, there is little danger of their causing much dis­
turbance to its equilibrium, but, if they rush in combined 

, CoD8l1l, 2'''' 8io1oty oJ Modo", Banko oJ 1-. p- 481. 
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panic from side to side, there is very great danger. It is~ 
therefore, important for us to inquire how far, in the matte 
of expectations concerning the future, those persons who 
action controls business do, in fact, tend to act in droves. 

§ i5. Before this problem is attacked, however, it will be 
well to clear away a confusing suggestion which would make 
it appear that generalised errors of forecast are, in the nature 
of things, impossible. The suggestion is that, if everybody 
at the same time formed the ungrounded opinion that every­
body else was about to be prosperous (or the reverse), 
the very universality of this error would transmute it into 
truth. For A, thinking that B is about to be prosperous 
and so to exercise an increased real demand for his products, 
increases his output, and B, dominated by the corresponding 
thought about A, does likewise. These increased outputs, 
created in error though they are, nevertheless constitute 
increased reciprocal demands for one another. Therefore, 
the argument runs, the fact of A's error causes A so to act 
that B's error becomes the truth; and the fact of B's error 
causes B so to act that A's' error becomes the truth. Thel 
fact that all expectations have been false causes each expecta­
tion to be true! This reasoning, paradoxical as it is in form, 
is not obviously fallacious in substance. It is, however, in 
fact, fallacious. The nature of the fallacy involved can be 
set out as follows. It is perfectly true that an increase in 
the output of A, however caused, makes worth while some 
increase in the output of B. Professor Mitchell seizes this 
point when he writes: "As it spreads, the epidemic of V" 
optimism helps to breed conditions which both justify and 
intensify it. The mere fact that a growing number of busi­
ness men are gaining confidence in the outlook becomes a valid 
reason why each member of the group, and outsiders also, 
should feel confident. For the hopeful mood means greater 
readiness to make neW purchases, enter into new contracts~ 
etc.-in fine, means that the incipient revival of activity will 
be supported and extended." 1 All this is true. But it is no 
true that a given false expectation on the part of A justifi 
an equal false expectation on the part of B, and 'vice versa. 

, , 
1 Bu.rineH Cyelu, p. 455. 
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..(The two false expectations jointly create for one another 
80me justification, but not a sufficient justificatio~ This can 
easily be proved. The general laws of demand inform us 
that A will be prepared to offer a lower real price per unit 
for B's goods the larger the quantity offered becomes; and 
that B will stand in a like relation to A's goods. Hence, if 
A thinks that B is going to offer twice his normal supply of 
goods, A will reply by producing, not twice his normal supply, 
but, say, one and a half times his normal supply; and B, 
under the influence of a similar opinion about A, will act in 
the same way. Hence, both A and B, as a result of their 
false opinions, produce one and a half times their normal 
output. But, ~ hypothe&i, A is willing to give one and a half 
times his normal output in exchange, not for one and a half 
times, but for twice B's normal output; and B is in like case. 
Hence, the error of the one, though it makes the error of the 
other less glaring than it would otherwise be, does not con­
vert it into a truth. A and B are both disappointed and 

"both find that their expansion of output was a mistake. 
The situation is exactly similar if each of A and B falsely, 
expects the other to contract his output, and contracts his 
own in consequence. In these circumstances, as Marshall 
observes, "the chief cause of the evil is want of confidence. 
The greater part of it could be removed almost in an instant 
if confidence could return, touch aU industries with her magic 
wand, and make them continue their production and their 
demand for the wares of others." 1 In lack of such revivifica­
tion of confidence, both A and B will find, when their product 
comes to be sold, that their real receipts per unit are larger 
than they expected. and will realise that contraction of out­
put was a mistake. Thus, the doubt whether aU-round over­
estimates and under-estimates of future real demand are 
possible ma.y be dismissed. The sa.me result may be reached 

1 P";nciplu ollilconomiu. p. 711. C/. Kinder (T"" Eff_.o' R....., 
O""ng68 in M_ry Slandards upon /he DiaIribuHon of. WoalIh, p. 499): 
" In a oommunity where the individual members are working only half 
their time, any inducement, though illusory in itself, which sets them at 
work their full time. may benefit all without necessarily injuring any." 
Mr. Kinder is thinkjng of the possible efteota of a rise of prices due to 
monetary oausea. 
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from the side of money prices. For, even though everybody 
is certain that the general level of prices is going to remain 
constant, everybody may also be convinced, without any 
internal inconsistency, that the price of his own particular 
product is going to rise or to fall. 

§ 16.1 The generalisation of errors being thus recognised 
as possible, we have next to inquire whether there are any 
influences at work liable to promote it. I suggest that there 
are three such influences.' 
vFirst, among business men, even when engaged in difierent"' 

occupations, there often exists a certain measure of psycho­
logical interdependence. A change of tone in one part of \WI 
the business world difiuses itself, in a quite unreasoning":'u 
manner, over other and wholly disconnected parts. An 
expansion of business confidence" propagates itself by that . ~ 

sympathetic and epidemic excitement which so largely sways 
communities of men ".1 There comes into playa quasi­
hypnotic system of mutual suggestion: 

One with another. soul with soul 
They kindle fire from fire. 

" Perhaps the buoyancy of a grocer gives a lumber dealer 
no adequate reason for altering his conservative attitude 
towards the business projects upon which he must pass. 
Yet, in despite of logic, he will be the readier to buy if his 
acquaintances in any line of trade have become aggressively~ 
confident of the future. The fundamental conditions affect­
ing his own business may remain the same; but his conduct 
is altered because he sees the old facts in a new emotional 
perspective.'" This tendency is the more marked in so far 
as business men are congregated in close physical proximity 
to one another in the business sections of large cities." 

~condly, as was explained in the preceding section, an .. 
error of optinllsm on the part of one ·group of business men ~ 

V itself creates a justification for some inlEro!"c!.e!'Ee2t],tion 
on the pad of.Qther~ups. For the group primarily 
affected has more product to sell, which means, in effect, 

I Kemmerer, Mone.y and Pric6It. p. 83-
I Mitchell. BuftM8ll Cyclu. p. 455. 
I" Ct. Jones. Economic Crlus, p. 204. 
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that it offers a higher rea.! demand for the goods of other 
groups. The reaJ increment of prosperity thus given to 
these others stimulates in them a spirit of optimism, and 
makes it more probable than it would otherwise be that they 

"' too will lean unduly to the sunnier side of doubt. The fact 
that A's erroneous optimism is a ground of some smaJi 
justified optimism on the part of B, C and D adds a materlaJ 
link to the link of sympathy which we have aJready seen 
to bind business men in different occupations together. 
Exactly anaJogous considerations hold good of errors of 
pessimism . 

.Thirdly. yet another connection is set up between 
busfuess men in different occupations by the debtor-creditor 
relation which prevails extensively in the modem world. 

. The great bulk of industriaJ concerns are both borrowers 
rand lenders. They borrow from one set of people by buying 

materials from them on credit, and they lend to another 
set by seIling the fruits of their workmanship on credit. 
Of course in actuaJ life these credits are expressed in terms 
of a money of variable va.!ue, and in a iater chapter it will 
be shown that this fact has important consequences. For 
the present, however, we may ignore it, assuming rather 
that the credits are in terms of things in generaJ, or that 
the vaJue of money as against things in generaJ is stable. 
We have thus, as.it were, a series in the form A, B, C, D, 
each member of which is debtor to the one preceding, and 
creditor to the one succeeding, himself. Manufacturers of 
raw materiaJs are borrowers from the banks and lenders to 
manufacturers of finished goods; manufacturers of finished 
goods are borrowers from manufacturers of raw materials 
and.. lenders to wholesa.1e deaJers; wholesaJe dsa.1ers are 
borrowers from manufacturers of finished goods and lenders 
to ret&ilers; and ret&ilers are borrowers from wholesaJe 
deaJers and lenders to customers who buy on credit. \This 
fact implies that, if any good or evil.chance happens to one, 
its effects are likely to be passed on to the others. , Further-

j more, the measure of this fiuanciaJ interdependence among 
business men is increased by every development of bnsiness 
practice towards longer or larger credits between manu-
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facturers of raw materials and manufacturers of finished 
products, between manufacturers of finished products and 
wholesalers, and between wholesaJers and retail trades­
men.' Hence, it is significant that, at aJI events in some 
industries, as the tide of profits advances, credits do in 
fact tend to become both larger and longer. Some sorts I 
(though not aJI sorts) of collateral, being of higber. price, 
will command a larger advance, and, when no collateral is 
employed, A, looking more optimisticaJIy on B's prospects, 
will regard with less critical eyes his request for credit. 
Thus, Sir Sydney Chapman observes: "The longer the period 
of good trade, the further is forward buying drawn out and 
the more involved do traders become. H normaJIy the 
rule is to buy in October for January deliveries, towards 
the end of a period of good trade dealers will be buying 
for January deliveries, say, in July, under the pressure of 
demands crowding in in the face of only slightly elastic 
production.'" Moreover, there is reason to believe that, in ./ 
nearly aJI industries in times of boom, there is an enormous 
increase in forward buying against informal promises to 
pay-a development which links the fortunes of different 
business men still more closely together. But the fore­
casts made by business men are almost certainly coloured 
by their present fortune. It follows that interdependenceV 
of fortunes carries with it some degree of interdependence 
of forecasts. 

The three links between business men, which we have 
thus distiRg:rished, act as conducting rocta 8.10ng which an 
error of_ optimism or pesmm1sm, once generated, propagates 

1 It may be noted that, as between brokers and their clients, oredita 
are kept low by the system of U ahort settlements ". This system U aims 
at reducing the risk of 1088 due to the a.aaumption by weak dealers of risks 
greater than the- funds at their disposal enable them to cover, and. thus, 
at rendering business more secure, 8Dd, being more secure" capable of 
being carried on with narrower profita. The pBl'tiea to the contract may 
(or in lome COS88 must) dep08it a sum of money sufficient to cover any 
probable 1088 due to variation of price for a short time, and. if prices vary 
beyond what the depoait can m.ake good. must increase the deposit." 
(Brilioh A ............ Repon, 1900, p. 4.) This system, m eflect, prevails 
both among th088 who speculate on margins on the Stock Exchange and 
among thoee who deal in futurell on the Produce Exchanges. 

• U'~fnployrra.em in Loncuhirc, p. 95. 
G 
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i~lf about tbe business world. By their joint action they 
exert a powerful influence. in I&vour of action in droves. 

:-T~ hiS means, of course, that large net errol'll of forecast are 
liable to occur much more frequently than they would do 
if these links were lacking: and large net errol'll may be 
xpected to carry with them large fluctuations in the 

aggregate volume of industrial activity. 



CHAPTER VII 

THlII MUTUAL GENERATION OF ERRORS OF Ol'TlMISM 

AND ERRORS OF PESSIMISM 

§ 1. HrrHERTO we hav'l consjdered errors of optimism and 
<-

pessimism as *"ple, self-contained and independent. The, 
are not, however, in fact of this character. On the contrary, 
errors of either sort, in whatever way they may have 
come about, have the characteristic of gegerating, ~ a. 
while, errors of the opposite sort. The process is not· 
difficult to understand. The activity which is developed 
in industry under the influence of an error of 9Ptimism 
finilly materiaJises in the form of commodities seeking a 
market. So long as these are in process ofDeing created 
-as we may say, throughout their 'period of gestation­
exceptional activity oontinues.. Some of them, of course, 
are completed sooner than others. Even for the same sort· 
of thing the period of gestation is not the same when factories 
are fully occupied as when they are slack: and for different 
sorts of things it varies greatly. A boom involves, as it 
were, the ~owinK of a great number ot.@!~kinds~ 
seed, the crops from whic ov a. considerable 
range 0 me. ome of the seed will spring up ana flower 
unmediately; some in one year, some in two, some in three, 
some perhaps in ten. The period of gestation for ordinary 
consumable goods, such as ootton cloth, is very short. Con­
struction goods in general take a good deal longer to make. 
Mr. Hull states that it takes a year to build an iron furnace. 
M. AftaJion suggests that the gap between ordering and 
completion is, for the rolling stock for ra.iIways some one 
and a half years, for locomotives some three years, and for 
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shipping some two years. Houses, according to their size, 
may take from one to three years to build. Steam-engines 
for industrial works in France may take one, two or three 
years. The period of gestation of a coHee plantation is 
some five years. That of a coal mine is probably, in present 
conditions, even longer. The above are not designed to be 
Imore than illustrations. l(the essential fact is that th~ 
/period of gestation varies "gre8;tly for different things, an 
is especially likely to be long for elaborate constructional 
instruments. ) We cannot, therefore, say generally that the 
,period will always be of such and such a definite length. 
;But we can say that, for all things, there is some period of 
'gestation, the conclusion of which brings fore!,ast to the 
i test of fact. When this test haSDeen applied to a fair 
'number of things and found wanting for a fair number, 
confidence is shaken. The fact that errors of optimism 
have been made and prospective profits exaggerated is 
discovered and recognised widely. bBy the fact of discovery~ 
on a large scale the tendency to -el!rllnL!!f .optimism is 
necessarily destroyed. As a consequence the flow of business 

. activity is checked. The check does not, indeed, operate! 
instantaneously, because business men who find themselve 
in difficulties are tempted to extend their borrowings and 
make a desperate throw to restore their fortunes. After 
a little while, however, those people who have made and 
acted upon errors of optimism have to confess them-at 
least to themselves,-to sell a mass of products at a lower 
real price than they had anticipated, and to pocket the 
consequent loss. This leaves them in no mood for any 
further errors of optimism. Nor is this all. Partly in 
consequence of the financial interdependence of different. 
businesses discussed in Chapter VI., they are apt to fall' 
into a strong reaction. The ill-fate that has ocourred to 
the direct viotims of optimistic error strikes indirectly at a 
great number of other people. Traders who have done 
bad business, being impoverished, endeavour to draw in 
their debts from other houses directly associated with them. 
This action on their part causes the other houses in tum to 
adopt a like policy. Hence, a fairly general liquidation of 
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bad business sets in. "Once begun, the process of liquida­
tion extends rapidly, partly because most enterprises, which 
are called upon to settle their matIDiog.- obligatiollll, in 
turn put similar pressure upon their own' debtors, and 
partly because, desPite all efforts to keep secret what is 
going forward, news presently leaks out and other creditors 
take alarm." 1 This-movement inevitably reacts. upon 
business confidence. tUnder its infiuence the dying error of 
~ptjmjsm gives birth 'to an error of pessimiswJ This ne~ 
error is_bo.rn~.~Q~.an infant, but a giant. For an industrial 
boom has necessaril.l' been a period of strong' 'emotion&l 
excitement, and an exciteaIiiari'passes froin-iinElformof 
exciteme~i~tO --anOther IiiOrilreadiJ.y . than he-passes to 
quiescence. The erro!.!>f pessimism tIlus est8.l:ilishild inlplies 
an unduly depressed view in all industries of the prospective 
demand of other industries for thei!:Jlroducts. Therefore 
in all of them but little activity: is expended, and dullness 
supervenes. After an interval!... eg,u8.1, as before, to the, 
period of gestation of the principal instrumental goods Plusi 
the time necessary for their products to get to market, 
t!l.!L~..<>~_of ... Il!ldue pessilnism •.. ~~ the previQ!I~,--e.r:rC)~ . ..91 
undue optj!!'li~!II> is .discove~d. Those who have ventured 
to order these things, o~_tQ.._!!'lake inem' fu-anifClpatlon of 
orderji;!iri!ithemselve8 k receipt of good'proflts.-Moreover, 
after a time the continued using up of dealers' stocks reduces 
them to a point below which no further reduction can be 
made, so that, henceforth, new orders must be given to 
cover the whole, and not merely a part, of the current 
purchases of consumers. In these circumstances certain of 
the bolder spirits in industry begin. to make preparations 
for an enlarged output. The. pioneers, who thus undertake 
and expand enterprises, at once fill a social need and lay 
up treasure for themselves. Gradually, as no disaster 
happens to them, other less bold spirits follow their example; 
then others and yet others. They are further encouraged 
by the fact, noted by Professor Mitchell, that, during the 
preceding period of depression, there has probably been an 
accumulation of "technical inlprovements of which new 

I ct Mitchell. BU8inu. 01/clM, p. 576. 
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plants can take advantage, and therefore the greater becomes 
the inducement to invest in new equipment ".1 Advance 
thus takes place all along the line. "There is, of course,\ 
no formal agreement between the different trades to begin ; 
again to work full time, and so make a market for each ; 
other's wares. 'But the revival of industry comes about; 
through the gradual and often simultaneous growth of" 
confidence among various trades.·' i f The first-comers make 
an addition to industrial energy that is really needed to 
correct the error-that has hitherto prevailed. Perhaps those 
who come in and expand their business directly after the 
beginnings of revival are also in this class. ~e first year or 
two, say, is taken up with a wholly justified expansion. But, 
after the first year or two, further expansion represents, not 
a correction of the past error, but the creation of a new 
one, and, thereafter, any further expansion represents a: 
growth of unjuetmed optimism" The turn of the tide from 
ebb to 1IoW:-is a Blow and gradual process. Cautiously and 
hesitatingly the first steps on the return journey towards 
the correct route are ta~en; some time elapses before tha~ 
route is reached; when it is reached It is passed, and a' 
new false track on the opposite side is entered upon, down 
which industry runs at an accelerating pace, until once more 
the presence of an error of optimism is revealed and, on 
revelation, destroyed. An error of pessimism is then again 
gsnerated in the way we have described, and presently, 
when it in turn has died, a new wave of optimism begins to 
gll-ther on the same pattern as beforet 
r § 2. The extent of the revulsion towards P"§!!i!pisti~ 
error, which follows wh~n optimistic error, is disclosed, 
dependS; iii pm;-upon the magrutude of the preceding 
optfuiiStici-eri'or:The larger ~his 'haS been,_the .I~ 
a.JSc)t1iereaction is"- ,likely to be. But the extent of 
the reVUlSion does not depend only upon this. ' 1t1S 
~ iiJIWWd by _!~ ... Ue may can th~ detOrtation, 

w 'oh accompanies the discoverj of .. given mass opti­
IUlStiO error. e e na on 18 greater or less according 

1 Mitchell. Bunnu. Oyclu. p. 667 • 
• Marshall. Pnnc;,plu oJ E.....",.;.". p. 711 
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to the number and sca.!e of the lega.! bankruptcies into 
which the detected error explodes. These lega.! bank­
ruptcies, or business failures, are not, in themselves, 
of great industria.! importance. It seldom happens that, 

. as a result of them, any business enterprise is abandoned ; 
the norma.! course is for it to pass, through sale or through 
a receivership in the interest of bond-holders, into the 
control of other-very probably more energetic and more 
able--men, with the net result that a relatively competent 
entrepreneUr is substituted for one who Was relatively 
incompetent. It is, thus, a true saying which Mr. Burton 
quotes from John Mills: "As a rule, panics do not destroy 
capita.!; they merely revea.l the extent to which it has been 
previously destroyed by its betraya.! into hopelessly unpro· 
ductive works." 1 But business failures necessarily and 
a.!ways breed fear among industria.lists that their own 
debtors may fail. (The more extensive the§' are> ~::: ~ 
to say, the loruler..me.!!~~!lation-the m<?JJL.they Db.;;;;' 
l:Ii'iSiD.ess confidence. The irilluen~J>.Y -.J'\'hich the detona­
tibh tha.~ompanies any-given <!iscovery ofelTQ~_is _detllJ:­
ljiiilea:--are, there{~~~l callS'!~~&[ectlllg~IJ,!L!l-lIlplitu~e 
of industria.! fluctuations.) 

§ 3.--Among theaein:8uences are the methods by which~ 
industry is normaJIy financed. When people (not otherwiseJ 
in debt) make unsuccessful investments with resources 
belonging to themselves, the failure of their ventures cannot 
involve lega.! bankruptcy. But, when thsy employ borrowed 
resources, failure may involve this. From this point of I 
view, therefore, the highly developed credit arrangements I 
of the modern world constitute a danger. The danger is 
especiaJIy great when loans have been taken up in a form 
that requires periodic renewa.!, so that the venturer may find 
himself, in his hour of need, forced to pay back the principa.! 
of his loan. In the United States a large share of the capita.! 
required in manufacturing establishments and in other 
enterprises" is furnished by diecounts obtained from banks 
instead of by permanent capita.! or by long-time loans or 
bonds .... This is a risky arrangement. If businesses find 

1 B~, P,nanciaI o.vu. p. 20. • Ibid. p. 263. 
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it necessary to raise floating loans, prudence requires that 
they should fund them as soon as possible.' There is danger, 
again, when creditOrs are ill-advised enough, or when their 
fortunes are so far bound up with those of potentially 
insolvent debtors that they are practically forced, to add 
loan to loan for firms, which, whether by ma.kjng new 
plunges of rash investment or by holding up goods against 
liquidation, are heading for the rocks. When this happens 
the eventual collapse will be all the more severe, just because 
it has been delayed. For not only is there a presumption 
that a business house, which has committed errors large 
enough to render it potentially insolvent, is incompetently 
managed and is likely to commit further errors in the future, 
even if its busineBB practice is not worsened; but also this 
practice is, in fact, likely to be worsened, because, since 
the house is already insolvent, further 10BSes will fall, not 
upon it, but upon its creditors. This danger can be partly 
mitigated by embodying in the bankruptcy laws stringent 
provisions against various forms of fraud and sharp practice. 

/In Germany an attempt is made to do more than this. As 
soon as the· balance sheet of a company-the balance sheet 
must take account of depreciation of capite.l.:...sh<>'WS an ,,_ . 
of liabilities over aBSets, compulsory winding-up is required 
and enforced by penalties. English law allows a company 
to continue in busineBS till it actually becomes bankrupt. 

§ 4. The above influences go far to determine over how 
wide a range, at an:y given turning-point of confidence, 
business failures will be threatened. They do not, however, 
by themselves determine what proportion of the threatened 
failures shall actually occur. This is settled principally by 

"the .capacity and wiUingueBS of the country's banking 
system to save houses which are really sound-in the sense 
that their assets are more than sufficient to cover their 
liabilities--but which cannot at the moment seoure sufficient 
money to meet obligations immediately payable in that 
form. For, of course, on these occasions it is money, and 

1 The increase in the issue of securities that often 0CClUl'B after a crisis 
is due in the main 10 this proceee of funding. (C!. Mitchell, B...m... 
Oyclu, p. 406.) 
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money only, that is wanted. Commodities and securities 
are both useless for the purpose. Money al9~e will save, 
and the repositories of money are the banks. \Hence, other 
things being equal, the actual occurrence of business failures 
will be more or less widespread, according as bankers' loans, 
in the face of crisis demands, are less or more _dill obtain-
able. \ 
§5. Now at the time when errors of optimism are dis­
covered bankers are often beginning to realise, not merely 
that their liabilities relatively to their cash reserves have 
become exceptionally.large, but also that an exceptionally 
large proportion of their loans are being used in financing 
constructional enterprises, as distinguished from commerce 
proper, and have, therefore, become, as it were, solidified, 
instead of liquid, assets. Therefore, it is natural that they 
should hesitate to swell their liabilities still further, whether 
by lending to sound houses or in any other way. They are 
themselves under contract to meet all liabilities with legal 
tender upon demand, and anything that widens the gap 
between liabilities and reserves lessens their assurance of 
being able to do this. J~ .~I!Yi' therefore, b.Mtrgued, and 

..,., _lIJrgned>-'liY iil!.rKei bankers, that, though' the public 
interest requires them to lend freely, their own private 
interest commands, rather, a calling-in of their loans. Under 
a many-reserve system, when the separate banks are isolated 
from one another, this reasoning may, on occasions, be 
sound. Though it would pay aU bapks to lend freely, it 
need not pay any particular bank to do so. For, if it lends 
freely, the whole of its reserve may be drawn out and paid 
over into the coffers of its rivals; whereas, if it holds its 
hand, it may possibly stand a rare survivor amid the general 
ruin. Even under a many-reserve system, however, and 
still more under a one-reserve system, a selfish policy is 
dangerous to the banks that practise it, as well as highly 
injurious to the community as a whole. If loans are with­
held and Bound houses fall, their fall will drag down others. 
Punic will grow wilder and wilder and will eventually lead 
to distrust of the banks themselves. When this happens 
and depositors begin to insist on their legal right to actual 
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currency, the safety of the banks generally-of the selfish 
equally with the public-spirited-is threatened far more 
seriously than it would have been had loans been made 

,with sufficient freedom to nip the panic in the bud: It 
follows that the self-interest of the banks, looked at broadly 
and genera.11y, requires them to lend freely in the face of 
crisis demands~ In other words, bank loans in these circum­
stances, so far as bankers recognise their own interest, will 
be readily granted. They will be refused only if bankers 
fail rightly to analyse the situation and are timid by mistake. 
They must lend freely. When there is a central banking 
institution, tha.t institution especia.11y must lend freely, 
either directly to the other banks through rediscounting, 
as in the United States, or, as in England, to bill brokers, 
by whose repayments- of called-in loans out of the proceeds 
the balances of the other banks at the Bank of England 
are enhanced.' To lend freely does not, of course, moon 
to lend chooply. On the contrary, smce pam~y 
comes at the apex of an exaggerated boom, when high 
prices have led to expanded imports and are inducing a hoovy 
foreign drain, the rates charged must be high. But a.t high 
rates loans must be forthooming. This is Bagehot's cele­
brated advice to the Bank of England: "The end is to 
stay the panic; and the advances should, if possible, stay 
the panic. And for this purpose there are two rules. First, 
that these loans should only be made a.t a very high rate of 
interest .... Secondly, that at this ra.te these advances 
should be made on all good banking securities, and as largely 
as the public ask for them." a The policy thus recom­
mended has become a recognised part of Bank of England 
prac.tice. It necessa.rily exercises a powerful effect in 
lessening the detonation of financial crises. It may, there­
fore, be credited wit oonsi era e' uence in restricting 
the amplitude of errors, and, therewith, of industrial 
ftuctua.tions. 

I C/. With ..... Bam:. _ CMI .. , pp. 36-7. 
I Lombard 8,"*. p. 199. 



QHAPTER VITI 

AUTONOMOUS MONETARY CAUSES OF INDUSTRIAL 
FLUCTUATIONS 

§ 1. IN Chapters XII.-XVII. I shall examine monetary and 
oredit a.rra.ngements as conditions upon which impulses, rea.! 
and psychological, act, and which, by the response they make, 
large1y determine the sca.!e of the effect that is produced 
upon the activity of industry. The response, as will be 
shown, is made through changes in the volume of credit and 
the level of general prices. Such changes, however, it is 
plain, may come about otherwise than as a response to the 
above impulses. They may come about, for example, through 
the deliberate creation by or on behalf of Government of new 
currency to cover a budget deficit, or, if the country's money 
is made of some meta.!, by the discovery of new mines of that 
meta.!. In cases such as these events affecting money are 
themselves impulses or initiating causes of industria.! dis­
turbance, on a par with the real causes and psychologica.l 
causes discussed above. They would, indeed, be excluded 
if the quantity of money units was a.lways exactly adjusted 
to variations in the norma.l demand for them-to the trend 
of demand for them, so to speak,-no changes in their 
quantity ever being brought about by incidents on the side 
of supply except such as were required to make this adjust­
ment. In the world as it is at present, however, delicate 
adjustments of this kind are not found. Changes in the' 
quantity of money initiated on the side of supply arise 
otherwise than thus. The manner in which they operate is, 
of course, very similar to the manner in which monetary 
movements set going as a secondary effect of some other 

91 
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initiating cause operate. A full study of that difficult subject 
will be found in later chapters, and to anticipate it here 
would involve needless repetition. In this chapter, therefore, 
I shall confine myself in the main to a discussion of the prin­
cipal ways in which autonomous monetary causes come into 
play. To obtain a complete view of them, this chapter must 
be read in conjunction with Chapters XII.-XVII. 

§ 2. These causes, which may, of QOurse, act synchron­
ously with other causes affecting industrial activity in the 
same sense, or synchronously with other causes affecting it 
in the opposite se~ would happen if a gold mine were 
discovered at a time when industry was depressed in con­
sequence of a bad harvest--or entirely alone; are less easy 
to set in a clear light than they might seem to be at first 
sight. If we had to do with a community in which there was 
never any general trend upwards or downwards in the real 
demand for money units, they would consist simply of all 
causes that bring about changes in the supply schedule of 
these units. In fact, however, the industriaJ life of all 
communities is subject to upward and downward trends as 
well as to fluctuations about the current line of trend. 
Thus, when population is growing at a steady rate, or the 
production of commodities is growing at a steady rate (in 
consequence, say, of technical inxprovements), there will be 
an upward trend in the real demand for money units: where 
the banking system is steadily developing increased econo­
mies, e.g. through the spread of the cheque-using habit, 
there will be a corresponding downward trend. When 
changes in the conditions governing the supply of money 
units are adjusted to the trend of demand for them, we may 
not_say that there is any independent cause present making 
for industrial fluctuations. Such causes are present when 
these conditions alter in a.ny year in such wise as to make 
the supply diverge in that year, not from the actual demand 
of that year, but from what the demand in that year would 
have been had it conformed exactly to the general trend. 
Thus, if the trend of demand for money over a given period 
shows an annual increase of S per cent, or, in other words, 
if an inorease on that scale would, over the average of the 
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period, be required to keep the purchasing power of money 
constant, and if the conditions governing the supply of 
money between any two yea.rs change in such a way as to 
oause the supply to grow by more or less than 3 per cent, 
there is, to the extent of the divergence from 3 per cent, a 
monetary cause making for industrial fluctuations.' 

§ 3. In a country with a free paper money, that is one 
not tied, after the pattern of the gold exchange standard, to 
the monies of other countries, autonomous monetaryinlpuises 
towards industrial disturbance can only arise inside the 
country itself. The Government, in order to save itself from 
the unpopular task of levying new taxation to balance an 
inflated budget, may print and use extra currency; or, in 
response to popular demands for cheap money, it may print 
extra currency and lend it to bankers so as to make it possible 
for them to increase their loans to customers without the 
risk of finding themselves unable to meet cheques drawn 
upon them. Practices of this sort are only resorted to in 
times of financial catastrophy, and have little bearing upon 
normal industrial fluctuations. In normal times it may be 
presumed that countries with paper currencies will either tie 
them to some gold standard money, in which case the inl­
pulses inlpinging upon industry from the side of money will 
be the same as under a gold standard: or that they will so 
regulate them as to keep the general price level stable, in 
which case there will be no inlpuises from the side of money. 
It is not, of course, suggested that in this latter case nO' 
effects at all are produced on industrial activity here by 

1 The somewhat cumbrous language of the text is made neoeasary 
by the fact that the qUBDtity of money units supplied (the supply) may 
be altered either by a change in demand (i.e. the position of the demand 
schedule), the conditions of supply (supply aohedule) remajn;ng oonstant. 
or by a change in the oonditioDS of supply (a movement of the supply 
aohedule). We are not here concerned with changes in the supply conse­
quent upon cbanges in demand, nor yet with changes in the conditions of 
supply oorresponding to the trend of obange in the conditions of demand. 
We desire to iaolate changes in the BUpply (quantity supplied) due to 
d'iJfenneu between actual ohanges in the oonditions of supply and the 
changea that would have corresponded to the trend of change in the 
conditions of demand. If necessary, students can easily clear their minds 
OD this matter by construoting diagrams to represent the several caaea 

• distiDguiahed above. 
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movements in the value of gold outside. Just as abundant 
harvests or large industrial inventions abroad, by enhancing 
the real demand for our exports on the part of foreigners, 
would bring about industrial expansion here whatever our 
monetary system was, or even if all trade was conducted by 
means of barter, so also will large alterations in the circum­
stances of the world gold market. For, even though gold 
plays no part here as money, we shan still be concerned to 
purchase it for the arts.' When, however, gold is used as a 
standard of value, changes in the supply of it, besides giving 
an inJpulse to industrial fluctuation after the sa.me manner 
as changes in the supply of any other commodity, give also 
an additional inJpu1se by modifying the standard in which 
contracts are made. It is thiB sort of inJpu1se that is elinl­
inated under a paper standard of the type contemplated 
above. So much being understood, we may concentrate 
attention upon gold standard monies. 

§ 4. It will sinlplify our exposition, without obscuring 
any essential factor, if we discuss this matter from the point 
of view of the United Kingdom, in which, of course, there are 
no gold mines, and if we assume, further, that the general 
principles of banking policy here are permanently fixed. In 
these circumstances no inJpulses from the side of money can 
originate inside the country,s but all must come from outside. 
I proceed to distinguish the most inJportant among these. 

1 Careful Ruden'" will observe that, besid.. eliminatiDg """'""'Y 
impulses BBBOCiated with chsragee in the gold market, t.he substitution 
of a free paper st:ao.dard for a gold st.and.ard would also reduce the size of the 
fIOII~mondGry impulses &a!IOciated. with it. For a country making DO use 
of gold 88 money will bold lees of it aDd will vary ita import of it by a leas 
(absolute) amount in responae to given variations in ita value outside; 
with the reauJ.t that, 0'" IIRtag8 being etJ'UIIl, the activity of the export 
indtIBtries with which it buys gold will vary 1888. 

:II For complete accuracy • small exception should be made from thia 
statement in ccmnection with the peculiar relations that subsist between 
the Government and the Bank of EnglaDd on the one hand, and the Bank 
of England .... d tha Joint-Stock Banks on tha other. At thoes pori_ 
of the year when it becomes necease.ry for the Treasury to payout large 
sums in interest on the national debt resort. is made to Ways and Meana 
Advance8 from the Bank of England. Cheques drawn on the Bank of 
Eugland ..... then paid by tha hold ... of the Nat.ional Debt into their 
banko, with tha result that tha ........ oeo of these banko with tha Bank of 
England are inoreaaed in a much bigger propomou lhaD their liabilitiee 
to oustom ... , and these banks, therefore, beoome free, if they wish, withou. 
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§ 5. Mention m&y be m&de first of the discovery and the 
closing down of gold mines and of the invention of new 
methods of extracting &nd refining gold. These things affeot 
the annual output of new gold and, through this, the rate at 
which the world's stock of gold increases. Other things being 
equaJ, if this r&te exceeds or faJIs short of the rate representing 
the upward trend of production generaJIy, the vaJue of gold 
will diminish (which is the same thing as S&ying th&t gold 
prices will rise) or increase (which is the same thing as saying 
th&t gold prices will faJI) throughout the world. Thus 
throughout the world, first in countries nea.r the gold mines 
and subsequently in others, an impulse, in the one case 
towards an expansion, in the other towards a contraction 
of industry will come into being, &nd this impulse will in due 
course impinge upon Gre&t Britain. Seeing, however, th&t 
the average annuaJ output of new gold is only &bout 3 per 
cent of the existing stock, variations in the annuaJ output 
will rarely amount to any significant proportion of that 
stock. The impulses to industriaJ fluctuations that come 
to our country-I do not S&y to the gold-producing countries 
-are bound, therefore, on aJl ordinary occasions to be slight. 

§ 6. ~~'!91y, the money of & gold st&ndard country 
m&y be subject to shocks from outside through changes in 
the monetary or b&nking policy of foreign countries, involving 
changes in the amount of their gold holdings. Thus, between 
1871 and 1873 Germ&ny &bsorbed a l&rge quantity of gold in 
order to ests blish & gold standard, &nd in the years following 
1878 the United Ststes did likewise in connection with a law 
m&king the inconvertible Government bank notes, which h&d 
been issued during the Civil War, convertible into gold &t 
the Treasury. Converse effects are likely to be produced 
when a country changes from a many-reserve banking 

exceeding their normal proportion. to make large further 108118 to these 
oustomers. As things are a.t present, however. the Ways and Means 
Advanoea to the Govemment are paid off out of revenue very rapidly. 
They are not-indeed apart from a co-ordinated growth in the number of 
ourrenoy notes they could not be--progreasive from year to yea.r. 88 they 
W8l'e during the war; and, therefore. though relevant to intra-annual 
seasonal fiuctua.tions. do not sensibly affect those industrial movementB 
of wider ICOpe with which alone this volume is concerned.. 
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system to something more akin to a one-reserve system, as 
the United States did immediately before the war; for, 
other things being equal, much less gold is needed to support 
a given volume of credit when it is concentrated than when 
it is scattered. A simiIar economy of gold is effected when 
a country, while retaining the gold standard, substitutes 
paper for gold for internal circuIa.tion. Plainly, changes of 
this type in other countries may involve a substantial dis­
placement of gold, and so may affect in a significant degree 
the value of gold in this country. It should be noted, more­
over, that, in this matter, pre-war experience does not fully 
indicate the scale of present possibilities. For before 1914 
there was a very large free world market for gold, and the 
currency traditions of most important countries were firmly 
established. Things are different now. The large reservoirs 
of gold in the currencies and banking systems of the world, 
which were then open and available to keep gold values 
fairly steady in the face even of considerable changes in 
demand, are now, many of them, sealed up by Government 
action ..... ' .The European countries have locked up their gold 

. funds and prohibit, more or less stringently, a.Il export of 
gold. Even when they are unable to meet their foreign • 
obligations, countries refuse to part with their gold: and, 
curiously enough, the claimants do not insist upon having it, 
for any considerable reduction of their gold holdings is 
believed to be impossible without causing a serious economic 
crisis in the debtor country, and so, of course, impairing its 
ultimate capacity to pay. . In these circumstances, European 
gold funds are, for a.Il practical purposes, locked away from 
the world's market." 1 Moreover, certain of these countries 
with locked-up gold have large international debts. It is 
always possible that some of the countries so situated may 
change their policy and fling gold on the markets of the 
world. Per contra, countries whose paper money has broken 
down may try to get gold to start a gold currency. Yet 
again, a country in receipt of large gold imports in payment 
of debts may ohange its policy as to the relation between gold 
reserve and liabilities. Thus, the United States banks have 

I CasaeI. TAt Worici'. MOMkM'p Pn>blomo, p. 123. 
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recently made large arbitrary changes in the proportionate 
stock of gold which they keep as a foundation for given 
liabilities. In 1920-21, when low prices drew gold to the 
United States, the lowness of prices was not counteracted, 
because the Federal Reserve Banks simply piled up the gold 
without, in consequence, increasing their loans or lowering 
their rates. This policy might be reversed suddenly and the 
ratio of reserve to lia.bilities lowered, with the result of a 
general fall in the value of gold. Professor Cassel, on the 
strength of these things, argued in 1921: "A real stability of the 
gold market can never be obtained until the gold standard has 
been restored in several countries and actual gold payments 
have been resumed in a considerable part of the world." 1 

No doubt alarge advance towards this state of things has been 
made by the restoration of a free gold market in the United 
Kingdom, accompanied, as it has been, by sin1ilar action on 
the part of Holland and South Africa. As a recent League 
of Nations' memorandum puts it, .. by the middle of 1925 
there were, in all, some thirty countries whose currencies 
were legally or de facto based on gold".. Much, however, 
yet remains to be done before the pre-war position is fully 
restored. 

§ 7. A third sort of monetary disturbance, to which a "t 
gold stanaara country may be subjected from outside,_ 
consists in short-period drains and influxes of gold in con- .,. 
nection with foreign financial operations. The United 
Kingdom before the war was very markedly exposed to 
disturbances of this kind. The tradition of a market for 
gold in London, in practice if not in theory much more free 
than elsewhere, made us liable to exceptionally large drains. 
A direct consequenoe of the existence of that free market 
was that, when a foreigner had a claim on London and wished 
to realise it, he was not prevented from realising it in gold. 
An indirect consequence was that many foreign traders, 
who expected to want gold to finance their international 
transactions, regularly purchased credits on London, while 
some Continental institutions, which expected to want gold . 

1 Caasel, Tho World', Mondory P,..bl.em8, p. 131. 
I Memorand",", on Otm'ef'lC!l and CmWal Banb. 1913-24, vol. i. p. 6, 

H 
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for their reserves, "always kept a portfolio stocked with 
bills on London, constantly replaced as they matured, so 
that, in tinIe of need, they might take gold from London 
to replenish the basis of their note issues ".1 A further 
indirect consequence was that trade between England and 
the rest of the world was, in general, financed by bills 
drawn on London, and not on the pla.ces to which English 
traders sell. In short, London was the regular centre, to 
which, along routes carefully prepared beforehand, foreigners, 
who needed gold, were accustomed to present their claims. 
English acceptors and discounters were, of course, paid for 
the services which they rendered---ilOme estimates put these 
services before the war at eighteen millions annually-but, 
as a penalty for rendering them, we were liable in a higher 
degree than other nations to foreign drains of gold. 

§ 8. There remain to be considered expansions and 
contractions of bank credit in foreign countries, which, from 

~ our present point of view, are, in effect, creations and de­
,J structions there of acceptable substitutes for gold. There 

can be little doubt that, for the sort of period which cyclical 
movements of industry normally cover, these things, in 
general, have a far more potent influence upon the external 
value of gold than any of the factors hitherto examined. 
As was indicated in § 5, variations in the output of gold 
mines during a single year or a few years can never amount 
to more than a very small proportion of the accumulated 
stock of gold. Fundamental changes in monetary policy 
or banking organisation on the part of inIportant countries 
occur but seldom. Short-period drains and influxes of gold 
of the type considered in § 7 are, as a rule, compensated 
very quickly. Creations and destructions of bank credit 
are,. on the other hand, large, recurrent and liable to last 
for a substantial length of time. A credit expansion in­
volving a fall in the value of gold abroad necessarily tends 
to drive gold here, until the influx, whether on its own 
account or on account of oredits built upon it, has forced 
the value of gold here to a correspondingly low level, and a 
credit contraction abroad, involving a rise in the value of 

, Withers, Tho M ..... "II.' M .... y, pp. 171.2. 
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gold there, has a converse effect. In these ways the general 
level of prices is altered by external events, and an impulse 
is given from the side of money to industrial expansion or 
contraction here. Of course, in practice this impulse is 
tangled up with impulses acting in a similar sense, associated, 
in the case of credit expansions, with abnormally large 
foreign production, which implies abnormally large ·real 
purchasing power in the hands of foreigners, and, in the 
case of credit contractions, with abnormally small foreign 
production and real purchasing power in foreign hands. 
Thus the monel.ary impulse to disturbance will be smaller 
and have smaller effects than the sum total of impulses 
with which it is associated. Plainly, however, there is 
nothing in this to prevent it from being absolutely large. 



CHAPTER IX 

INSTRUMENTAL AND CONSUMl'TION TRADES 

§ 1. Up to this point we have been studying the nature of 
the various impulses, real and psychological, that lie behind 
industrial fluctuations. Before we pass on to an analysis 
of the conditions under which these impulses function it 
seems desirable to interpose a chapter upon an issue of 
narrower range. In Chapter II. it was pointed out that 
industrial fluctuations are manifested predominantly in the 
instrumental and constructive industries. This shows that 
the swing of expectations in respect of these industries 
is much larger than in respeot of others. It was also 
pointed out that the turns from expansion to contraction 
and vice verBa often come a little earlier in instrumental 
than in consumption industries. On the strength of this 
fact some writers have maintained that the instrumental 
industries are the true seat of varying expectations; and 
that industrial activity in consumption industries only 
alters as a secondary reflex of the primary movement, the 
makers of consumption goods finding the demand for these 
goods improved or worsened simply be~ause more or fewer 
workpeople are employed, and more or less money is being 
paid out in wages, in the instrumental trades.1 The purpose 
of the following pages is to examine this thesis. 

§ 2. It is easy to see that the thesis does not follow 
from the fact that fluctuations are larger in instrumental 
than in consumption trades. For the facts fit equally 
well with the contrary thesis; i.e. that the origin of 

1 Cf. Tuga.n Baranowsky, "ee n'eet pas parce que la oonsommatioa 
8'accr6it que 10. production se d6veloppe da.ns 10. phase de prosp6rit6. au 
contraire. l'accroissement de 1& conaommation provient de rextension de 
prodUCt.iOll .. (Lu CNN ~ en AfIII"""'" p. 277). 
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industrial fluctuations lies in changes in the actual 
and expected demand of purchasers (whether for use 
or stock) of consumption goods. Broadly speaking, 
instrumental goods are goods, the purpose and use of 
which is in prodncing. possibly a.t one or more removes, 
conslJIlla.ble goods. If, like ra.w ma.terials, they were used 
up in the process of ma.king the rela.ted consnma.ble goods, 
changes in the demand for new consnma.bles would ca.rry 
with them proportiona.te changes in the demand for new 
instruments. But in actual life instruments are not used 
up in a. single act.1 They continue to function for a. number 
of yea.rs, a.nd, consequently, there is alwa.ys a. stock of 
instruments tha.t ha.ve alrea.dy been ma.de, alongside of the 
a.nnual flow of new instruments. If, then, it is decided to 
increase the production of, sa.y, cotton goods by 20 per 
cent in conditions such tha.t, in order to do this, the supply 
of cotton machinery ha.s to be increased by 10 per cent, 
the 10 per cent increase in the supply of cotton machinery 
will involve a very much larger increase, perhaps an increase 
of 80 per cent or 100 per cent, in the new production, in­
cluding, of course, that part of the new production (perha.ps 
two-thirds of the whole in busy yea.rs) which is needed for 
repla.cements and repa.irs, of tha.t machinery. Thus, there 
is, prima facie, rea.son to expect tha.t a. given boom in the 
production of consnma.ble goods will involve a. la.rger 
(percenta.ge) boom in the production of instrumental goods.' 

• The distinction between commodities which are. and commodities 
which are no~ destroyed in use is DOt equivalent to that between com~ 
modities which are, and commodities which are not,. inherently durable in 
Uleir own nature. Thus, radium emanation is essentially of short life~ 
but it is not destroyed by being used, whereas wheat or coal, which. if 
left to themselves, may lad for thousands of years. are so destroyed. 

• Of course, if a. maker of cotton goods only looks forward to a short 
boom. he will hesitate to buy new machjnery .... and so will not e:qmnd his 
a.ctivitiea 80 much 88 he would do if he looked forward to a long boom. 
This, however. only means that a given swing of expectation causes a 
smaller swing in the output. of cotton goods -when the expectation refers 
to a short than when it refers to .. long boom. It does not affect the 
proportion between the expansion in the output of new cotton goods 
and of new cotton-making machinery. Moreover. as &. matter of fact. 
wben &. boom is actually in progress. it requires great self· control on \he 
part of business men to acl- on the presumption that the boom will shortly 
give place k) a depression. 
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§ 3. Nor is this all. When for any reason the aggregate 
demand is increased for commodities that are durable and 
are not destroyed in the act of use, the resultant extra 
production of these commodities in the years of high demand 
involves the existence of a correspondingly enlarged stock 
of them in later years. Consequently, if and when the 
aggregate demand returns to what it used to be, it is con­
fronted with this enhanced stock, and so gives rise to a 
smaller demand for new production of these commodities 
than it used to give rise to before. Thus, the upward 
fluctuation of industrial activity above the normal carries 
with it a subsequent downward fluctuation below the normal 
when the stimulus is removed, and not merely a subsequent 
return to the normal. For, in effect, in depressions a rival 
supply is called out that has been piled up in booms: the 
magnitude of this varying directly with the average intensity, 
multiplied by the length, of the preceding boom period.' 
Obviously this state of things prevails, not only as regards 
production goods, but also as regards those consumption 
goods (e.g. pianos), which are both durable and not 
destroyed in a single act of use. Less obviously, the same 
thing holds good of those consumption goods which are 
destroyed in a single act of use, provided that they are 
durable in their own nature and are of such a sort that 
they can be held in store without great cost or risk: for 
dealers pile up stocks of them in booms, and in depressions 
are forced to offer them out of their stocks in competition 
with the current output of industry. But the characteristics 
of not being destroyed in a single act of use and of being 
durable in their own nature belong much more largely to 
production goods than to consumption goods - to the 
category embracing ships, machines, factory buildings, 
r&i!ways, and works of construction generally than to the 
category embracing bread, meat, boots, clothes and personal 
services. Here, then, we have a second reason for expecting 
that instrumental industries will fluctuate more than others, 
even though it is in the others that the cause of fluctuation 
lies. 

1 Of. Babson. Bun"", Baromekr,. p. 96. 
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§ 4. The argument for the thesis we are discussing, which 
is derived from the fact that the turning-points from ex­
pansion to contraction and vice ver8a in instrumental trades 
often precede by a little those in consumption trades, seems 
at first sight strong. In reality, however, it also fails. This 
can be shown as follows. If the demand for consumption 
goods is constant, the demand for new instruments in place 
of those that become worn out will be constant. If the 
demand for consumption goods grows at a constant rate, 
the demand for new instruments to provide for new pro­
duction will be constant, and the demand for new instru­
ments to make good wear and tear will gradually increase, 
so that the demand for new instruments as a whole will 
graduallyincrea.se. If, however, the rate at which the demand 
for consumption goods is increasing decreases, the demand 
for new instruments for new production m'U8t decrease, and 
the demand for new instruments in the aggregate "will very 
probably decrease. But the rate of increase in the demand 
for consumption goods will often decrease while the amount 
of the demand is still growing. Hence the amount of demand 
for instrumental goods, being associated with the rate of 
increaae in the demand for consumption goods, will often 
fall off before the amount of demand for consumption goods 
fa.lls off. Even, therefore, when the cause of a tum in the tide 
from boom to depression acts from the side of consumption 
goods, the actual downward move may begin first in instru­
mental goods. Thus, in the 1902-8 cycle, both in the 
United States and in Germany, "the prices of consumers' 
goods began to decline about seven months after the decline 
in the prices of producers' goods". Of course, a movement 
initiated from the side of consumers' goods does not 
neoessarily mean one initiated by the final purchasers of 
these goods. Dealers, whether wholesale or retail, antici­
pating such movements, may themselves take the initiative.l 
This, however, is irrelevant to the issue as between the two 
classes of producers' goods and oonsumers' goods. 

§ 5. These negative and critical contentions do not 
stand alone. Positive reasons can be adduced for believing 

I Cf. am., footnote to Chap. m. § 6. 
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that the origin of industrial fluctuations is not always, or 
even usually, to be found in the instrumental industries . 

. For, if these movements did originate there, in periods of 
boom the stocks of consumption goods in warehouses and 
shops would be drained upon to provide wages for workers 
in the constructive industries, expanded activity in the 
consumption industries only resulting from this drain and 
mitigating, but not cancelling, it. In depressions in like 
manner the stocks of consumption goods would pile them­
selves up. In actual fact, however, as was argued in 
Chapter m., stocks tend to accumulate, not in depres­
sions, but in booms. Of course we have no ground for 
asserting that this happens always. On some occasions, 
when, for example, means of making some new important 
capital instrument, e.g. railways, have been discovered, it 
may well happen that the initiative comes from the side of 
the instrumental trades. But on other occaaions, perhaps 
on most, it seems that the first stage towards a boom is 
an expansion in dealers' forecasts of the public demand for 
consumption goods and, therefore, in their own orders for 
them, and that the associated expansion of demand for 
instrumental goods is an effect of this. 



CHAPTER X 

THE ELASTICITY OF SlJl'PLY OF FLOATING CAl'ITAL 

§ 1. RETURNING from this digression, I shall now proceed 
to review the conditions under which the various impulses 
to industria.! disturbances distinguished in earlier chapters 
exercise their influence. In Chapter m. it was argued that 
there are not among these impulses any of much signifi­
cance that originate on the side of accumulations of mobile 
resources. But the annual stream of mobile resources, 
which I shall henceforth speak of as the stream of floating 

. capital, none the less plays a very important part in the 
mechanism of industrial fluctuations. For, when the 
expectations of profit from industrial spendin.g entertained 
by business men undergo changes--not changes in one 
occupation that are cancelled by converse changes in 
another, but, so to speak, aggregate changes-there follows 
an increased offer on their part of interest for a given 
flow of this floating capital, or, more accurately, a rise 
in their demand schedule, in terms of promises, for 
floating capital. The extra flow of floating capital, 
which this extra offer brings to them, is in part 
employed as raw materials and in part devoted to the 
purchase of larger quantities of workpeople's services. If, 
for simplicity of exposition, we leave out of account raw 
materials, the stream of floating capital is constituted 
almost entirely of wage-goods-goods that are paid over 
(through money) as wages. Thus, the larger the addition 
to the normal stream of floating capital that business men 
can secure in response to a given rise in their interest 
offer, due to a given improvement in their expectations, 

105 
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the larger proportionately will be the addition made to the real 
demand for labour, and so to tbe sum of industrial activity: 
and analagous reasoning holds good concerning a decline in 
the expectations of business men. Hence, the extent to whicb 
the demand for labour, and 80 industrial activity, fluctuates 
in consequence of given fluctuations in the expectations of 
business men depends directly upon the extent to which the 
size of the stream of floating capital becoming available to 
them varies in response to given changes in the rate of 
interest tbey offer: in other words, it depends upon the 

. elasticity of supply of floating capital. H this supply­
conceived, of course, as a stream, not a stock-were per­
fectly inelastic, no variation, however large, in expectations 
would modify at all the demand for labour. This is one 
extreme possibility. H the supply of floating capital were 
perfectly elastic, there would be a swing in the demand for 
labour exactly corresponding to the swing of expectations. 
This is the opposite extreme possibility. In real life the 
supply of floating capital available to employers is neither 
perfectly elastic nor perfectly inelastic, but something 
between the two. Hence a given upward (or downward) 
swing of expectations will carry with it some, but not a 
proportionate, swing in the real demand for labour. Given 
the original swing, this induced swing will be larger, the 
more elastic is the supply of floating-capital available for 
business men. Anything that enables the supply to be 
increased (or decreased) by a given amount for a smaller 
inducement enhances the scale of the swings in the demand 
for labour, and so in industrial fluctuations,1 consequent 
upon a given change in expectations (whether justified 
or not) as to the fruits of investment. It is, therefore, very 
important to elucidate the influences upon which the 
elasticity of the supply of floating capital depends.' 

. 1 We are here tacitly assuming that an inorease in the demand for 
labour will be B8Sociated with an increase in the quantity of labour at 
work (ef. _'. Chop. XIX. § 2) . 

• It may occur to the reader tha.t the analysis of the text will Dot be 
applicable to an indusUy engaged in making .. wage·goods .. t when 
optimism takes the form, not of an expected increase of output, but of 
an improved rate of exohange with other things: for this will not give 
any inducement to employers to ofter more .. wage.goods " for the services 
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§ 2. The national dividend of any community consists of 
a continuous stream of commodities, which flows into being 
at a certa.in rate per week, which is under the legal control of 
entrepreneurs and interest-receivers, and which is immedi­
ately pa.ssed on by them into a reservoir or store-to be ca.lled 
C-formed by wa.rehouses a.nd shops. Let this stream be 
known &s D. There is also taking pla.ce a continuous. out­
flow of so much per week, on the one hand for the use, partly 
&S consumption goods and pa.rtly &S capital 'instruments and 
raw materials, of the legal owners of the commodities, on the 
other hand for the use, almost entirely &S consumption goods, 
of workpeople, to whom these legal owners hand over cla.ims 
upon commodities in return for work designed to yield future 
goods. Let the former of these streams be known &S A, the 
latter &S B. It is then plain that B is roughly representative 
of the aggregate real demand offered for, and payment made 
to, la.bour_ For my present purpose, ignoring raw materials 
-this simplification does not affect the general argument--­
I sha.ll speak of this a.nd of the floating ca.pital ava.ilable to 
industry as though they were the same thing. To provide 
variations in the amount of it in response to variations in 
expectations there a.re av&ila.ble to be drawn upon during 
any week or month four principal sources. First, the extra 
work that is being done may bring about an-increase in the 
production of consumable goods adequate to provide for the 
extra wage payments. ~,the withdra.wals from the 
store C for their own consumption by workpeople, obtained 
otherwise than through wages, may be cut down 1 below 

of the nth workman. The solution of this difIiculty is that wage.goods 
are not a. single good but a bundle of different goods, wage-earners taking 
over their pay, not in wheat only. but in a number of different sorts of 
things. If, then, the demand for wheat goes up. there is nothing to prevent 
the parcel of things that is offered to the nth workman from going up, even 
though it contains some wheat among its ingredients: and similarly with 
the wages of workmen engaged in the production of any other sort of wage_ 
good. 

1 To facilitate our exposition we ignore the fact that what entre­
preneure and rentiers take out for their own OOD8WXlption is not the whole 
of what they take out otherwise than for industry, but that they also take 
80mething to pay over against personal semcee by ohauffeurs, gardeners, 
a.o.d.80 on; and that. 80 far as this is out down in order to provide :Boating 
caPital for employe1'8, the aggregate real demand for labour is increased 
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its normal level. Thirdly, the withdrawals from the store 
C for their own coDSiiiiiption by entrepreneurs and rentiers 
may be cut down. Lastly, the stock of consumable goods in 
the store C may be depletsd and reduced below its normal 
level. In a.n isolated community there a.re no other ways 
in which the supply of floating capital, which constitutes the 
real demand for labour, can be altered, i.e. through which it 
can have any elasticity at all. In a country situated among, 
and in contact with, others there are also availa.ble drafts 
from abroad. Let us examine these several ways in detail. 

§ 3. Consider first new production consequent upon extra 
work. When a boom comes, a large part of the impact is 
always, as was shown in Chapter IX., likely to be upon indus­
tries engaged in instrumental trades: and, plainly, extra work 
there will not lead to an addition to the flow of wage goods-­
floating capital-for a considerable time. Some part of the 
primary effect will, however, touch the industries that make 
these goods and, so far as it does this, we shall have an extra 
flow of them available to pay ·for extra labour. This was 
the important point that the doctrine of the Wages Fund 
ignored. It must be noticed, however, that this source of 
additions to floating capital, i.e. extra work, is only available, 
roughly speaking, so long as unemployed workers are avail­
able to be called into industry. H expectations and the 
desire to employ workpeople go on expanding after this point 
has been passed, the source is no longer available, and, con­
sequently, the element of elasticity which it accords to the 
supply of floating capital no longer exists. 

§ 4. Turn next to the resources that, in bad times, go to 
wage·earners in a form other than that of wages. Many 
elaborate arrangements exist which enable workpeople, who 

somewhat less than it appears to be. We also ignore the fact that, when 
entrepreneurs and rentiera cut down their consumption. the items they 
oeaae to buy are not the same as the items that wage.8&lU81'8 begin to 
buy. If we look at things in the aggregate, this does not matter. It 
means that shopkeepera will find their stores of IU%W'Y goods depleted. leas 
thaD usual, and their stores of staple goods more tha.n usual: and that, 
therefore, orders for staple goods will 8:q>and relatively to orders for 
luxury goods. But the sum of the two together will be affected in the same 
way aa if everybody consumed the same o1&BSeB of goods in similar pro­
portiODJl. 
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are out of work, nevertheless to obtain rea.! income. They 
obtain it partly through credits at shops, partly through 
receipts from the unemployment insurance fund in excess of 
current payments out of wages into that fund, partly through 
Poor Law Authorities--all methods which, by one road or 
another, set up a drain on the available flow of floating 
capital. This implies a peculiar linkage between the deJ;Iland 
for wage-goods on the part of employers to provide wages 1 

and the demand on the part of the State and other institutions 
that deal with unemployed workpeople. This linkage is of 
such a sort that, when employers' demand expands, the 
supplanting demand fa.lls off: and, consequently, a given 
drain of floating capita.! into the hands of employers involves, 
not an equa.!, but a sma.ller aggregate drain of floating 
capita.! away from the reservoir C. Hence, to put the 
point in a rough way, the supply of floating capita.! avail­
able to employers is made more elastic by the existence of 
this source up to the point at which all labour is absorbed 
into employment. After that point has been passed, this 
factor making for elasticity ceases to function, for the 
bulk of non-wage consumption by wage-earners will have 
disappeared. Here too, then, we have an' element of 
elasticity which is operative only up to a oertain stage 
of industria.! expansion. To determine its importance we 
shonld need to know how much wage-goods are obtained by 
wage-earners when out of work relatively to what they would 
have purchased if in work. Some of the means of obtaining 
them, for example credit and pawning, are exhaustible-in 
the nature of a stock of private purchasing power rather than 
a flow-and so become less significant the longer a depression 
lasts. But this is not true of Poor Law Relief, nor-aIwaye­
of Unemployment Insurance. 

§ 5. Before leaving this matter, we have to notice a 
somewhat subtle difficulty .. It is certainly true that there 
is in bad times a flow of resources going to labour in 
the way described. But how is this flow to be tapped 

1 The implication here made. for simplicity of exposition, that wages 
are paid in kind makes no difference to the present argument, but, of 
course, the fact that money is used baa important eftecte in other oonneo­
Rone (of. "..,. Chap. XII. ., Iflq.). 
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by new would-be employers 1 It may be argued that, 
if a new business borrower comes into the market, he 
will, indeed, get floating capital from rentiers, but merely 
at the expense of what would have appeared as floating 
capital through some other agency; that he cannot, in fact, 
directly tap the afore-mentioned flow. This is, in substance, 
Mr. Hawtrey's reply to the suggestion that a municipaJity, 
undertaking public works in bad times, will be able to draw 
on real resources that are being used in the form of unem­
ployment benefit to the unemployed.' I do not think the 
difficulty is a real one. The optimistic business man, or the 
Government or whatever it is, pays over more money to 
shops, and hands over the stuff so obtained to the new work­
people it employs. This causes a reduction in the money 
demand upon shops financed out of unemployment benefit. 
There is thus, in effect, a flow into the shops of what 
would have been an outflow to drawers of unemployment 
benefit. It is true that, if there were no shops as a 
buffer, there would be a difficulty: for"", hypotMsi, since 
we are not now considering the possibility of cuts in the 
personal consumption of rentiers, the optimistic business 
man, or the Government department, could not raise more 
real stuff from rentiers, except by causing a corresponding 
cut in what other business men raise from them. In that • 
case the only line of connection would be for the govern­
ment to divert its benefit money, or some of it, for direct 
use as wages. Mr. Hawtrey would hardly deny that this 
must produce a real addition to aggregate real wages; 
though, of course, it might leave some unemployed persons 
without benefit. 

§ .. 6. Thirdly, consider cuts in consumption on the part 
of entrepreneurs and rentiers. It may be assumed that 
these classes would need a considerable inducement in order 
to make them reduce their consumption voluntarily in a 
significant proportion; for the standards of most of them 
are likely to be well set and not readily modified except 
under compulsion. Even when there is compulsion, through 
bank loan creations, which raise prices and so secJ06tly tax 

1 Cf. Economiea, I\II1<Ch 1895. 
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persons with fixed incomes, a good deal of the enforced 
variation in expenditure on the part of these people is 
likely to be a variation, not in expenditure upon consump­
tion goods, but upon capital equipment (i.e. investments). 
So far as this is so, any addition made to the real 
wage fund-to be wielded by the State or by business men 
financed through banks-a.t the expense of these people 
comes from what would have been floating capital in any 
event, and is, therefore, no addition to the fund as a whole. 
We have, however, to observe that for some people there 
are no normal annual investments to cut into. Moreover, 
there is a continuing treruJ, towards increased output of con­
sumption goods, due to the growth of capital relatively to 
population. There is, thus, in each year a new flow, which 
rentiers, ordinary shareholders, and so on, have available 
either for increased consumption or for investment. So far 
as this flow goes, their choice is not hampered by a rigid 
standard of life. In booms, when the rate of interest is 
high, it may well be that a larger part of it will be turned 
over to business men as floating capital, and a smaller 
part devoted to consumption by its owners, than in 
depressions. How elastic is the supply of floating capital 
available from this source obviously depends in part on 
how large are the normal incomes of rentiers relatively 
to the normal wages bill. The larger tbis proportion is, 
the smaller will be percentage cut in their consumption re­
quired to provide a given percentage addition to the (real) 
wages fund. ' 

1 If resouroea were all of a single sort, there being no distinction 
between the things paid out in wages to work:people and other things, 
nothing further would need to be "said upon this matter. In actual life, 
however, wage-goods (the goods in which workpeople take out their wages) 
are, of oourse, a special and limited class of goods. Consequently, a 
given proportionate ohange in the wage fund in terms of things in general, 
'.e. from the point of view of employers, does not necessarily represent 
&D. equal proportionate change in this fund in terID8 of wage·goods. i.8. from 
the point of view of wage-earners. In 80 far 88 the supply of wage.goods. 
88 against things in generaJ, is inelastic from the standpoint of the period 
of the trade oycle. BuotuatioDB in the wage fund, and so in the demand for 
labour, in the only sense that is significant to labour, will be smaller tha.u 
they appear to be when expreB88d in terms of general value. This matter 
might repay further study. It does not appear, however, on the fe.oe of' 
things, to be practically very important. 
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§ 7. Fourthly, consider the store of consumption goods 
normally held in the reservoir C, that is, in warehouses and 
shops. A priori we should expect an increase in the demand 
on the part of business men to be met in pari; by a depletion 
of this store: in other words we should expect the existence 
of this store to make the supply of floating capita.! ava.iIable 
for them more elastic than it would otherwise have been. 
H, as an illustrative guess, we &SBume that stocks on the 
average amount to one month's consumption, an addition 
of 5 per cent to consumption over a period of a week would 
involve a reduction of stocks by one-eightieth part, and the 
additiona.! consumption could be maintained for forty weeks 
before they were reduced to one-ha.If of their normal amount. 
This consideration seelDB to suggest that the existence of 
stocks makes a substantia.! contribution towards rendering 
elastic the supply of floating capita.! ava.ila.ble to business 
men. The statistical evidence cited in Chapter m. suggests, 
however, that stocks increase when business expectations 
are good, and, except for a short interva.! after the turn of 
the tide, contract when they are bad. H these statistics 
are to be relied upon, the elasticity-promoting faculty of 
stock accumulation may, indeed, still exist, but it is com­
pletely masked by other factors. 

§ 8. There remains finally the resource of drawing float­
ing capita.! from ~bro&d. It is plain that business men, in a 
country which is not isolated and in which an indepe:ndent 
optimism is springing up, are able, by an offer of improved 
interest, to borrow money abroad, which, if they will, they 
can convert into wage-goods there and import in that form. 
This internationa.! mobility of floating capita.! makes the 
supply of it in anyone country much more elastic than it 
would otherwise have been, provided that fluctuations in 
expectations are confined to that country a.!one. H, how­
ever, similar fluctuations are occurring synchronoll8!y in 
all countries, this resource is not available to any of them. 
One further point may be added, though it involves some 
anticipation of later ana.!ysis. Under a gold standard 

. regime an improvement in the expectations of business 
men sets going processes which lead to a rise in prices-
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that is to say a lowering of the value of gold relatively 
to things-and this, provided again that the movement is 
confined to a particular country, involves the importation of a 
certain extra quantity of things (including, we may presume, 
some things in the nature of floating capital) in exchange 
for exports of gold. 



CHAPTER XI 

REPERCUSSIONS IN RESPECT 011' lI'LOATING CAPITAL 

§ 1. TIm argument of the preceding chapter left out of 
account one important element in the relation between 
changes in the expectations of business men and changes in 
industriaJ activity. It was shown that, when expectations 
improve, more floating capital will be passed to business 
men's control, and will be devoted by them to putting more 
workpeople to work; but no reference was made to the fact 
that the provision of the extra. floating capital itself involves 
putting more workpeople to work. This matter has now to 
be elucidated. 

§ 2. Let us suppose that the expectations of profit 
entertained by persons concerned in railway building becomes 
greatly improved. They then offer a higher rate of interest 
for floating capital than they have done hitherto, and obtain 
more of it, partly by inducing cuts in tbe consumption of 
rentiers,J?artly out ~~ney t~!t..'!.'Lu!c!~~~",!ieen used to 
provide unempt6iWent benefit. &Dd 80 pII:,_anCl partly by 
depJetmg stocks. But, in addition to these sources there is 
~1!1ii-stso~ce distinguished in the preceding chapter, 
namely extra work. The business men interested in rail­
ways in effect invite business men engaged in making 
each separate sort of wage-good to provide them with 
more of their products in exchange for railway securities. 
These business men thereupon offer better terms to their 
workpeople and caJl more of them into employment. 
Thus an improvement in the expectations of business men 
engaged in railways, besides leading to more employment in 
the railway-building industry in the way described in the 
preceding chapter, leads aJso to more employment in the 
industries that make wage-goods. This reaction, thus set 
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out in the language of barter, can, if we prefer it, be equally 
well set out in that of money. R&ilway employers pay 
more money to rs.ilway workers and call more of them 
to work; railway workers expend their extra wages in buying 
more wage-goods; and the extra quantity of these that is 
called for is provided, in part from the other sources we have 
described, but in part from the proceeds of more work in 
the industries that make wage-goods. Thus, from whatever 
side the matter is examined, it appears that the effec~ of 
improved expe~ations-a.nd, of course, the same thing is 
true Of worsened expectations--extend beyond the industry 
to which those expectations prim&rily refer, and embrace 
aJso in some measure industries engaged in the production 
of wage-goods. It follows that improved expectations 
increase aggregate industrial activity, and worsened eXl 
pect&tions diminish it, more than the argument of the 
preceding chapter taken by itself implies. 

§ 3. What was said in Chapter V. on the difficult subject 
of repercussions suggests that yet further reactions come 
into play. The nature of these is most es.si1y set out in terms 
of money. R&ilway employers hand over the extra wages 
of r&ilway workmen in the first instance in the form of money; 
and these workmen expend the money in buying more wage­
goods, the workmen in the severa.! industries that make these 
goods receiving in turn a part of the extra money. If, after 
this ha.s been accomplished, the margina.! utility of money 
relatively to things is a.!tered in the same degree to all cl&SS.es 
of workpeople, nothing else will happen. But in rea.! life it 
is probable that the makers of some sorts of wage-goods will 
benefit more than the makers of other sorts, and, therefore, 
will want to retr&nSfer money to them in exchange for an 
additiona.! supply of their products. For example, if the 
r&ilway workers spend a large part of their extra wages on 
beer, the workpeople engaged in making beer will obtain 
more extra money than the workpeople employed in making 
furniture do; and, therefore, the marginal utility of money 
relatively to furniture will fall for them more than it does for 
furniture makers. Consequently, they will seek to buy more 
furniture and the services of more furniture makers; and 
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these persons, to whom, ex kypothesi, only a little of the ne"f 
money has yet flowed, and to whom, therefore, the marginal 
utility of money is as yet but slightly altered, will provide 
more furnitUle and more furnitUle makers' work in response 
to this demand. The point may be put otherwise and more 
generally thus. The groups, to which the railway workers pay 
over the money they have received in extra wages,. start at. 
first as holders of extra money confronted with things whose 
prices have not yet changed; they are thus being offered 
higher rea.! payment, and so stimulated to greater activity. 
When they in turn spend their new money, some of the people 
selling to them may be buyers of something that has not yet 
been touched by the upward swing of prices; and, therefore, 
the extra money offered may, for them too, imply an extra 
rea.! offer. Thus, though in the long run all the successive 
layers of people who are touched by the stream of money 
come back to their initia.! relative positions, a rea.! impetus 
to greater effort has been given in the process to a large 
number of them, though not, of cOQrSe, to the last in the 
row. If, from the sum of money added to the wages ofrailway 
workers, those workers payout to the makers of each severa.! 
sort of wage-goods-all the groups being supposed to be of 
the same size--£l, £1000, £10,000 and £80,000 respectively, 
retransiers of money against further work will take place 
from the more favoUlably to the less favoUlably affected 
of these groups. It is, of course, possible that the railway 
workers' new expenditure may be distributed in such a way 
as to affect the relation between the margina.! utility of 
money and of things in exactly the same way for all other 
groups; but this is a priori improbable. If it does not 
happen-if there is need for retransiers-repercussions on in­
dustria.! activity of the type illustrated in § 11 of Chapter V. 
will take place, and aggregate industria.! activity will 
fluctuate, not merely more largely than the argument of the 
preoeding chapter implies, but more largely also than that of 
the preceding seotion implies. How important the secondary 
movements here considered will be we have unfortunately 
no way of determining oonclusively. In my judgement they 
are likely to be sma.1l relatively to the main movements. 



CHAPTER XII 

MONETARY AND BANKING ARRANGEMENTS AS A CONDITION 

AFFECTING TIlE OPERATION OF NON-MONETARY IMPULSES 

§ L Up to this point, apart from Chapter VIII., our dis­
cussion has been carried on without reference to the 
mechanism of money. Obviously a discussion so limited 
must be very incomplete. In modem conditions the whole 
movement of industry and business is conducted in terms of, 
and, in large measure, through the agency of, money or some 
representative of money. The entrepreneurs, financiers, and 
so forth, by whom-the stream of goods that comes to com­
pletion every year is legally owned, sell these goods for money 
to wholesale houses and shopkeepers. The proceeds of this 
sale they employ, partly as personal income for their own use, 
partly in payment of interest to those persons from whom 
they hold loans, and partly in the hiring of labour to be 
employed in their enterprises. The money thus distributed 
is then used by all parties as a means of purchasing 
commodities from shopkeepers; and in this way the final 
distribution of the infiowing dividend is annually effected. 
In short, in the modem world industry is closely enfolded 
in a garment of money. 

§ 2. This fact is brought out very clearly in the accom­
panying chart, which sete side by side unemployment 

. percentages and the sum of bank clearings recorded by the 
London clearing-house. It will be observed that between 
1870 and the middle of 1900 good employment and large 
clearings and bad employment and small clearings are asso­
ciated together very closely. After the middle 'nineties the 
rapid upward trend in clearings renders the correlation less ob­
vious, but leaves it still visible to anyone who looks carefully. 
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§ 3, The intimate part played by moneY' i9,.prQ~~ out 
still more clearly when the employment )l6rcimtages.,'are 
set beside an index of price movements, When· prioe. 
index numbers in an undoctored form are used, the connea­
tion between industrial activity and price change over the 
period of normal trade cycles is obscured by the long-period 
fall of prices between 1871 and 1896. To obviate this 
masking I have, in the chart that follows, eliminated the 
trend from the price figures by a rough device. Sauerbeck's 
original figures have first been reduced so that the number 
for 1900 stands at 100. I have then subtracted 1 from 
the number for 1895, 2 from that for 1894, and so on 
down to 1872, prior to which date 24 is subtracted from 
the figure for each year; and I have further subtracted 
1 from the figure for 1897, 2 from that for 1898, and so 
on till 1914. In the curve representing price indices thus 
doctored the short-period connections between unemploy­
ment and prices are brought out more clearly than they 
would have been in an undoctored chart. It will be seen 
at a glance that there is consilience between good employ­
ment and high prices and bad employment and low prices. 
Except for the drop in employment between 1860 and 
1863, which was, no doubt, due to the cotton famine 
consequent upon the American Civil War, there is no main 
movement in one curve unaccompanied by a movement in 
the same sense in the other. 

§ 4. In a perfectly steady state, or, more accurately, 
in a state of perfeotly steady self-repeating movement, 
there is no reason to suppose that the mediation of money 
would modify in any respect the results ultimately achieved. 
The quantity of money passing from shopkeepers to entre­
preneurs, as likewise the quantity of goods passing in 
exchange from entrepreneurs to shopkeepers, is the same 
every year; the distribution of the money by entrepreneurs 
is the same; and so also is the quantity of purchases effected 
by it when distributed. The quantity of commodities 
annually consumed by each several olass and the quantity 
held in store are not only identical with themselves in 
every year, but are also, at all times, identical with what 
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they would have been 4ad the process involved been direot. 
When, howeve~, there is motion, the fact that industry is 
wrapped in a. money garment seems likely a priori to render 
its "reactions to the various impulses applied to it different 
from what they would have been had its limbs been bare. 
The money garment will, we may suspect, constitute a 
condition modifying the effects of these impulses; for the 
fact that its own movements are themselves caused by these 
impulses is, of course, no rea.son why they should not also 
exercise a causal influence. How far and in what precise 
ways this suspicion is justified the four following chapters 
will endeavour to determine in detail. Since the issues 
raised are complex, I shall, in this preliminary chapter, 
prepare the ground by sketching out the general character 
of the reactions to be studied. 

§ 5. H we are to gauge satisfactorily the way in which 
modern monetary and banking arrangements modify the 
course of industrial fluctuations-make this course different, 
that is to say, from what it would otherwise ha.ve been­
it is plaiuly essential to envisage clearly what" otherwise .. 
mea.ns. As things are, people are accustomed to hold a 
certain average of real value in the form of money and 
bank balances, with a view partly to convenience in business 
and partly to security against bad debts and sudden calls. 
We are free, if we will, to contra.st this arrangement with 
one under which there is no money and banking and people 
hold no fund analogous to this. It is, however, I think, 
more proper to suppose that, in the absence of a. monetary 
and banking system, they would still need a store of readily 
a vaila.ble resources; and I sha.ll postulate that they would 
hold a store equivalent to what they hold now, but in the form 
of actual consumable goods and materials, i.e. real floating 
capital. In making this assumption I am, of course, abstract­
ing from the very important indirect influence which the 
monetary and banking system ha.s had in smoothing the 
wheels of industry a.nd enlarging the whole scale of pro­
duction. From the present point of view, however, that 
does not ma.tter. 

§ 6. When we conceive things in this wa.y, it becomes 
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apparent that an important portion of the reactioDf which 
take place through the monetary and hanking'sys~m ci.otriRg 
industrial fluctuations, and which are associated with 
changes in the stream of floating capita.! becoming available 
to business men, are merely mediating links, not causa.! 
factors. That is to say, on the assumptions set out in the 
preceding section, if the monetary and banking systems 
were eliminated, equal changes in the stream would be 
brought about in other ways. Thus, when the expectations 
of business men improve, they come to desire more keeuly 
things and services to V8e in industry, and at the same time, 
since they now have less fear of bad debts or other ill-fortune, 
they come to desire less keenly a store of value with which 
to protect themselves against these eventuaJities. H there is 
a money and banking system, they will in these circumstsnces 
expend a part of their store of money in buying things and 
services to use in industry from other people, and, by so 
doing, will add to the stream of real floating capita.! under 
their control. But this addition is not an addition to the 
stream, as against what the stream would have been had there 
been no monetary and banking system, because in that event 
business men would have drawn directly to an equivalent 
extent upon an eqnaJ. store of value, in that case consisting, 
not of money and bank balances, but of real things. A 
corresponding statement holds good of the happeuiugs that 
take place when the expectations of business men worsen. 
This type of reaction-we are supposing here that it takes 
place as a consequence of changes in business men's expecta­
tions, and not as a secondary reflex effect of price movements 1 

-is not relevant to the eIa.sticity of supply of floating capita.! 
available to bnsiness men. 

§ 7. When, however, the expectations of business men 
a.Iter for any reason, they do not confine themselves, in 
their endeavour to a.Iter correspondingly the stream of 

I floating capita.! available to them, to the method just 
deacribed. When their expectations improve they resort 
a.Iso to two other means, new borrowings of unusnal amounts 
directly from the public and new borrowings of unusual 

• Cf.,..." Chap. xv. I 8. 
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I)ount.. 'from the banks. Their borrowings from the"";" 
. dblia. are not affected' by the fact that they are accom- ""­
pIished in terms of money; the money acts, subject to 
a quaJification which I sha.ll introduce in a moment, as a 
mere ticket conveying a right to things. But their borrow-
ings from the banks are different. Business men are able 
to achieve extra borrowings of this type because the banks 
(conceived in the widest sense as embracing the banking 
system as a whole) are ready, in response to offers of 
higher interest, to a.llow the ratio of their reserves to their 
liabilities to decrease.' The ability to make these extra 
borrowings enables business men to enlarge the stream of 
floating capit&! available for them in good times more than 
they would have been able to do in the absence of such 
ability. The difference between the volume of the stream, 
when business men's expectations are such and such and 
when they are such another thing is larger than it would 
otherwise have been. In other words, modern practice in 
the matter of money and banking renders the supply of 
floating capit&! available to business men more elastic in 
response to given variations (whether warranted or not) 
in their outlook than it would be in the absence of such 
practice. This reaction is independent of associated changes 
in the general level of prices. 

§ 8. The extra borrowings from banks, resorted to by .,I.,.o...l 
business men when their expectations are roseate, set forces 1>""" 
in motion which cause the general level of prices to rise. . 
A further rise is induced by the action of these men in 
drawing upon their store of value for use in industry; 
because, since under modem conditions this store is held 
in the form of money-mainly, of course, bank-money-
the process of drawing on it can only be accomplished by 
offering money against commodities in the market. When 
business men's expectations become gloomy the same two-

1 Thus in England the U proportion ". which the joint;.atock. banks 
maintain between liabilities and reserve of cash and balances a.t the Bank 
of England, seems to be kept fairly conataDt, but the joint.stock banks 
are still free to increase the aggregate amount of their liabilities, even 
though the gold in the Bank of England is unchanged, because they can 
always exchange aeouritiea against further balances there. (cr. po.rl, Part 
ll. Chap. VI. § 8.) 
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fold influence comes into pla.y to push prices down. These 
price movements will not, U a. rule, ha.ve been fully fore­
seen when contra.cts for loa.ns a.nd, in a less degree, wage­
agreements were entered into. Hence business men, who 
are, in the main, borrowers and wa.ge-pa.yers, find them­
selves in times of" prosperity in receipt of a windfa.ll gain, 
consequent upon what is, in effect, a doctoring in their 
favour of past contra.cts. They are thus in a position to 
add to the stream of fioa.ting capital to be turned into 
industry. In bad times the position is reversed. In con­
sequence of these doctorings of the terms of put contra.cts, 
which movements in the general price level involve, the 
elasticity of the supply of fioatingcapital available for 
industry is enhanced a second time. 

§ 9. A third rea.ction, for which monetary and banking 
organisation is responsible, acts, like that just discussed, 

"through the price level, but is of an entirely different char­
a.cter. In good times the fa.ct that prices have risen creates 
an expectation that they will continue to rise, and this implies, 
in a manner to be explained presently, the expectation of 
a sort of bounty to business men, partly in respect of any 
new loans that they may raise and partIy in other ways. 
Moreover, the mere fact of "prosperity", due in part to 
the doctoring of past contracts in their favour, makes 
business men more inclined than usual to look upon the 
sunny side of doubt. Hence, partIy with and partly with­
out warrant, their expectations of profit from industrial 
spending grow brighter. They, therefore, borrow still more 
from the banks and draw still more heavily upon their 
store of value, with the result that prices again rise; the 
rise .rea.cting in turn upon their expectations. In this way 
a oumulative tendency towards expansion is set up, which 
oontinues under its own impulse until it encounters some 
external obsta.cle. A corresponding process takes place in 
periods of depression. This important subject will be 
studied in Chapter XVII. 



CHAPTER XIII 

CREATIONS 011' BANK CREDIT 

§ 1. IN this chapter I propose to examine the direot effeots 
on the quantity of real floating capital available to busi­
ness men in good and bad times, when their expeotations 
of profit are given, whioh are brought about through the 
power of banking systems to create credit. Before that 
task is entered upon it is necessary to consider certain 
utteranoes upon this subject by Professors Cassel and 
Cannan. I hope and believe that my difference with these 
eminent writers is concerned with words and not with 
substa.nce; but in a. matter so intricate even words are 
important. 

§ 2. Professor Cassel draws a distinotion between an 
increase in the real sa vj.-"g~of the people and the creation 
of artificial purchasing power, thus suggesting that, when 
comniMid over floating oapital is put into the hands of 
business men by the latter method, this floating capital. 
is something other than real savings. It cannot be that 
Professor Cassel's thaught is oonfused when he uses this 
language, but the language, I think, is confused. For 
what he must mean by "real savings", if his· distinction 
is to be acourate, is not" real savings .. at aJl as ordinarily 
understood, but savings of money. He must be distinguishing 
between a ba.nking system, whioh receives £100 in ourrency 
from depositors and hands it over to a Government or 
business man, and a banking system whioh hands over £100, 
or a olaim to £100, without having first received any oorre­
sponding currenoy deposits, thus in a sense "creating" 
the money it hands over. Of course, there is a. distinotion 
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hetWt!£D these two tJrinwI, and the dNtinerion is important 
from the poin\ of ...... of prices: in the fCJr1llm' ....., prices 
are left imact, in the Iader they are raised. But" eo 
far lIS "realsa'lings n, in the natoral_ of saTiugo of real 
stuff" are ....... d !...t, there is DO dNtinerion In either event 
1I"hat the Gthd""_ or IReh man gets is an addition 
to the real stuff" the floating capital of oomumahIe goods. 
under his rommancL H the :n00 is proTided by c:usfomas 
bringing CWidh."J' to the hanb, they relinquiola volun1ari!y 
for the bankers" we ............... over this value of stuff; if 
it is prorided by tlI1ldiI, .,....tion. they reIinquioIa oommand 
over an (approximately) equi.aJen~ lUIlOUDt UDder the 
PI'sim of a 4Np'I«"Pa1ed taLI The GoTemmeot; .. bmi-rwsa 
man gets. and gets only, an addition to its I __ US equiwa­
lent to ,.-hat other people go without.. l\baa Prd • 
Casae:I aa:tb.....m the real saflngsof the people and the aeotion 
of artificial JIIII"""asin ..,..,.. as rival ....... us of fina ...... be 
appears to deny this fad.. In tmth" the ~ of artificial 
pun-basing po ......... far from being an altemaiive to real 
saYings, is simply a putic:uIar pieoe of JQf' ..... ,,'jsm through 
which, in some CIIJIIlIIl1lllibes, real _'lings are taken hold of 
and baMr. lied. 

§ 3. I ...... to l'tofu;;:;or Connan"s I'OIIDd .....moo f1Ial, 
the .-hole ""'*""*'l'* of bankers "aeating tlI1ldiI,» is aa:t­

fused and faJlacioIB.. ~H··. be...me... "doak-mom aHen­
danIs managed to lead oat uadJy ~ of the 
t.p enku3teti to them., ,... shooJd Jd be sonp:ised to 
find thai the nmobet of t.p ... deposit was uadJy four 
limes the nmnber in the doak-mom; ,... eertainIy shooJd 
Jd __ the doak~ aUmdant of haTiDg .~. 

the nmnber of t.p indic:aied by the exass of bagi ... 
depuos& onr t.p in the doak-ftlOlDiL» a "l'1Iere l!II!dD!I to 
be some confusion bee.. Banb cal!JlO&,. 01. ............ create 
for anjbod.J __ real capital; ~ to JIIO"' thai is Jd 
to proTO! thai they caJlllOi. create tides to copit.aI. or 
daims on capital. ..mda is credit.. ProfEssor 0..._0'" 0 .... 
analogy helps .. to ... thiL What _ny happens is 

• _._ ....... _ ...... -.ci._!itS-, .. 
• £ - UdIOI. po 3.L 
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that the banking system receives, let us say, one million 
bags from people who want to put money on current 
account or on deposit, gives them in exchange one million 
tickets; and then " oreates ", say, three million other tickets 
and hands over these tickets to customers. We then have 
four million deposit tickets in the hands of the publio. Of 
these tickets those who have borrowed them present, say, 
four hundred thousand, and withdraw four hundred thousand 
bags; the final position being that there are outstanding 
three million six hundred thousand deposit tickets and six 
hundred thousand bags in depot. It is perfectly clear that 
the banks have not" created" bags, but equally clear that 
they have created three million deposit tickets against non­
existent bags; and these tickets have a purchasing power 
in the market. Of course, it is open to Professor Cannan 
to reply that the people who accept these unbacked tickets 
and do not present them are really lending to the banks 
what the banks have lent to the people to whom they give 
the tickets. This is true. Obviously the banks can only 
create credit for customers on condition that these customers 
or others lend to them in this sense-the sense of being 
ready to accept their promises to pay. But this gives no 
ground for quarrelling with the convenient phrase credit 
creation. What in substance has happened is that the 
bankers have transferred to business men purchasing 
power, and, through purchasing power, real stuff in the 
form of wage-goods and so on, formerly belonging to other 
people. They have done this by giving new money titles 
to business men while leaving the money titles in other 
people's hands untouched, in exactly the same way as they 
would have done had they taken money titles from other 
people and handed them to business men. There is, there­
fore, no reason why the phrase credit creation should not 
be employed, and I propose in what follows to employ it. 

§ 4. It is well at the outset to get clear upon certain 
arithmetical points. First, when a particular bank oredits 
a customer with £1000 in its books, whether against specific 
seourities or by way of overdraft, this creation of credit 
does not necessarily imply any net oreation of credit by the 
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banking system as a whole; for the customer may use it 
to payoff a debt to another banker, or, more probably, 
may pay it to some creditor who, in turn, uses it to payoff 
a bank debt. Since some part of the credits created by 
particular banks in any period is almost certam to be used 
in this way, we may expect that the total of bank credit 
created in any period will be somewhat less than the sum 
of the credits created in that period by individual banks. 
The difference between the two is, however, in the actual 
practice of the modem world, not likely to be large. 
Secondly, there is a somewhat intricate relation between 
the net amount of credit created by the banks for the public 
(including the Government) in any period, e.g. a month, 
and the addition made during that period to bank deposits. 
It is clear at the outset that, in so far as recorded bank 
deposits include deposits of one bank with another bank, 
they are not relevant to credit creations in the above sense. 
In England banks other than the Bank of Eng\a.nd do not, 
in genera.!, hold deposits either for one another or for the 
Bank of England, but the Bank of England does hold 
deposits to the credit of other banks. Hence changes made 
in any period in that part of the Bank of England'. deposits 
which consists of bankers' ba.\a.nces ought to be eliminated 
before we attempt to infer the amount of credit creations 
made during that period from the additions made to aggre­
gate bank deposits. Unfortunately no records of the 
amount of bankers' balances at the Bank of England have 
been published since 1878, in which year these balances stood 
at £9,500,000. Yet again the deposits of the banking system 
will be increased if gold is "deposited" with them, whether 
the gold is imported from abroad or drawn in from circula­
tion outside the banks; per contTa they will be diminished if 
gold is taken away from the banks either for export or for. 
circulation outside the banks.' Changes in deposits induced 
in these ways do not, of course, imply any oreation (or 

1 If gold is drawn by the ~her banks from the Bank of England and 
kept in their tills, the deposita of the Bank of England, and 80 of the 
banking system sa a whole, will, of course, be dimjnished; but this we 
have already allowed for in what was said about banken' balanoea; 
aggregate deposita min", bankera' balao.ceB are not affected. 
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destruction) of bank credits to the public. For simplicity. 
bank loans made to the public directly' in currency 
without any mediation of deposits may be regarded as 
deposit credits immediately drawn upon for currency. 
SulijecC to the;.e quaJifications the sum of net credit 
creations made in any period for the public (including 
the Government) may be measured by the addition made 
in that period to aggregate bank deposits, a net credit 
destruction being represented, of course, by a corresponding 
diminution in aggregate bank deposits. Thirdly, the net 
credit creations made by the banks in any period are not 
necessarily equal to the credit creations made in favour 
of, and handed over to, industrialists. When a nation's 
budget is not balanced, such creations may be made even 
for such a purpose as that of enabling the Government 
to pay interest on its internal debt; and, apart from this, 
some credit creations are likely to be made for non-industrial 
purposes. N orma.lly, however, these things do not amount 
to much, and it is reasonable to regard the sum of new 
credit creations and the sum . handed over to industrialists 
as approximatelyequivalent--it being understood, of course, 
that some of the new credits may be handed over indirectly 
in the form of advances to members of the public who wish 
to take up new industrial shares. In the light of this dis­
cussion, and subject to the several cautions contained in it, 
we may regard the addition made to bank deposits in any 
year as a rough index of the quantity of bank credit created 
for industrialists during that year. 

§ 5. From 1877 onwards there are available records of 
the deposits held by the joint-stock banks of the United 
Kingdom in the October of each year; and, since 1892, there 
are records of the deposits of private banks. The deposits 
of the Bank of England are, of course, recorded, and so also 
are the amounts of gold held by it. We are without infor­
mation, however, as to the deposits of private banks before 
1892 and as to the gold holdings of banks other than the 
Bank of England. In these circWnstances it is not possible 
to make a completely satisfactory table to display the credit 
creations made for industry in successive years. The best 
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that can be done is, I think, this. For 1892 and Ia.ter years 
the additions made to the deposits of the Bank of EngIa.nd, 
the joint-stock banks, and the private banks are summed, 
and the addition made to the gold holdings of the Bank of 
England are subtracted. For the years before 1892 it is 
assumed that the deposits of the private banks hore the same 
ratio to the deposits of the joint-stock banks and the Bank 
of England that they bore in 1892, and the same procedure 
is adopted. The gold holdings of banks other than the 
Bank of EngIa.nd are ignored throughout. Our inability to 
take account of changes in these gold holdings and of any 
transfer of deposits (by absorption or otherwise) from private 
banks to joint-stock banks before 1892 are the chief sources 
of weakness in Table XIII., as printed in the Appendix. It 
may, perhaps, be thought that the last column of that table 
should have been drawn up after the total of deposits minua 
gold for each year had been corrected to allow for price 
changes. This, however, is not so. The credit creations in 
previous years were made in previous years, .and, if total 
credit creations stood last year at 500 and this year at 
510 millions, there has been a new creation of 10 millions of 
credit this year, even though the real value of 510 millions 
now is less than that of 500 millions then. The table, there­
fore, is properly drawn. 

§ 6. In the last column of that table it will be observed 
that a minus sign appears only three times. This means that 
bad times differ from good, not in that the former witness 
creations, and the latter destructions, of credit, but that the 
former witness larger, and the latter smaller, creations. That 
is to say, the banks do not in bad times reduce the stream 
of real capital flowing to business men below what it would 
have been had there been no banks, but merely increase it 
to a smaller extent than they do in good times. At first 
glance a hasty reader may perhaps feel some embarrassment 
about this asymmetry. A moment's reflection, however, 
shows that there is no cause for this. What concerns us is 
the effeot of variable credit creations in augmenting the 
variations in the stream of floating capital flowing to industry 
as between good times and bad. This effect is obviously no 
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different whether it results from a credit creation of 25 millions 
this year followed by a credit destruction of 25 millions next 
year, or from a. credit creation of 120 millions this year followed 
by a credit creation of 70 millions next year. Credit crea­
tions will be without effect upon the amplitude of industrial 
fluctuations if, and ouly if, allowance being made for price 
changes, they are equ&! in amount in successive years; or, 
in other words, if, this a1Iowance !!lade, the figures in the 
fin&! column of our table increase at a constant rate-whether 
positive, negative or zero.l 

§ 7. The accompanying two charts set out my index of 
credit creations &!ongside of the unemployment index reversed 
-turned, that is to say, so that the peaks of the curve 
represent minima of unemployment. The curves in the first 
chart are drawn from annu&! figures; those in the second 
from moving three-year averages, with a view to smoothing 
out sudden year-to-year variations. It will be seen that in 
both charts the swings of the two curves are very closely 
associated; the showing of the moving average chart being 
better than that of the other, because in it the sudden declen­
sions of the credit index in 1890 and 1906 are smoothed out. 
Indeed, on the moving average chart the ouly significant 
lapse from para1lelism is the continuation of good employ­
ment for longer than might have been expected from 189~ 
1900. The appearance of the credit creation index suggests 
that the employment curve should have turned down some 
two years earlier than it did. This !&pse from para1lelism' 
may, however, well be accounted for by the South African 
war. In the charts there is thus a clear proof that in times 
of industrial activity the contribution to the stream of re&! 
floating oapit&! provided through tbe creation of new bank 
credits is larger than it is in times of depression. 

§ 8. When the comparative amounts, in terms of money, 
of the new oredits created by the banks for industri&!ists 
in successive years is known, the comparative amounts 
of re&! floating capit&! handed over through these credits 

l In view of this consideration it is evident that no purpose would be 
I16rved by comparing indices of industrial activity with aggregate amounts 
of deposits. 88 distinguished from rates of increase in deposita. 

K 
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can be calculated in a rough way by dividing the money 
figure for each year by the price index for that year; 
and it might seem at first sight that, when we have done 
this, we have ascertained, in absolute terms, the extent to 
which credit creations have made the stream of floating 
capital available for business men in each of a series of years 
different from what it would have been had no credit crea­
tions taken place. This, however, is not so. The difference in 
this sense made by credit creations is only discernible when 
we have subtracted, for each year, from the floating capital 
handed over. to business men through credit creations the 
floating capital which would have been contributed in other 
ways if the banks had not been there, and which, as things 
are, is not contributed on account of the banks' action. 
Under this head two separate deductions have to be made, 
one obvious, the other somewhat obscure. Of these the 
latter has precedence in logical order, and will he considered 
first. 

§ 9. The need for this deduction was demonstrated in 
effect-though his analysis was not directed to this par­
ticular end-by Mr. D. H. Robertson in his little book 
Banking Policy aM the Price Level. Consider a rentier who 
holds no currency in his house, does not owe money to any 
bank, and is not prepared for the moment to buy securities. 
When the rate of interest goes up, the only way in which 
such a man can respond is by leaving balances unspent in 
the bank-putting, say, £100 on deposit account there to 
earn the improved interest offered-instead of spending it 
and so transferring it to the balances of other people. From 
the rentier's point of view, this action comes to exactly the 
same thing as refraining from spending £100 and paying it 
into a bank in discharge of a bank loan. In either event 
the rentier is intending to do without a £100 worth of con­
sumption, and to make £100 worth of investment instead. 
Here, therefore, the banks are mere intermediaries. But it 
is impossible for them, in the conditions supposed, to perform 
their mediating function except by the process of creating 
£100 worth of new credits. For thi8 action by the rentier 
does not, as the repayment of a bank loan would do, diminish 
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his (or anybody else's) bank ba.!ances, and does not, therefore, 
a.IIow an addition to be made to the ba.!ances of business men 
except on condition that an equa.! addition is ma.de to the 
sum tota.! of ba.!ances. If the ba.nks do not create an extra 
£100 of credits for business men, the intention of the rentier 
is, so to speak, defea.ted. His conduct rea.cts to lower prices 
slightly a.ll round, but does not lead, 80S he had intended, to 
any rea.! saving. Hence-and this is the point-such part 
of credit creations by the ba.nks 80S offsets this sort of action 
by rentiers does not involve any net addition to the Boating 
capita.! a.va.ilable for business men over wha.t would have been 
provided had there been no banking machine. This part 
of credit creations merely constitutes a route along which, 
in aetua.! conditions, rentiers provide something which they 
intended to provide, and would ha.ve provided directly, had 
they been accustomed to keep their store of va.!ue in real 
form instea.d of in bank balances. The size of this part of 
credit creations can be determined 80S follows. If rentiers 
or others, stimulated by higher. rates of interest, refrain from 
spending £100, which otherwise they would have spent, 
correct mediatoria.! action on the part of the ba.nks requires 
tha.t they sha.ll create £100 of new credits for business men. 
If they do this, they convey to them exactly what the rentiers 
intended to convey to them-no more and no less. More­
over, if they do this. their action will exercise a.n upward 
pressure on the price level exactly equa.! to the downward 
pressure which the rentiers' action exerts. Hence the part 
of credit crea.tions whioh is purely mediatoria.! is such part 
as is required in the circumstsnces in order to keep the price 
level constant. The quantity of Boating capita.! carried by 
this part of the crea.ted credit must be deducted from the 
tota.! when we attempt to estimate the extent to which the 
supply of Boating capita.! to business men in good times is 
enhanced above what it would have been in the absence of 
modern banking machinery. 

§ 10. . The second deduction to be ma.de clin be de­
scribed more easily. When. in consequenoe of improved 
expectations among business men. improved rates of interest 
a.re offered. extra. command over Boa.ting oa.pita.! is handed 
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to them by the general public through several channels. 
The most important of these lies outside the banks' purview 
altogether: it consists in the transfer of bank balances to 
them against issues by them of new securities. The transfer 
need not, of course, be direct: a rentier may buy in the 
market an existing security from a financier and the finan­
cier may buy the new security. Other channels are inside 
the banks. Thus, in consequence of higher discount rates, 
somebody, not engaged in business, who has hitherto held 
a. loan from a. bank, repays it and so makes the bank 
free, without a.ltering the a.ggrega.te amount of its deposits, 
to make a. corresponding loan to a. business man. 
Again, for the sa.me reason, somebody who has hitherto 
held, say, £1000 of currency in his own house, lends it 
to the bank so u.s to ea.rn deposit interest, a.nd the 
bank lends out the currency again to a business man. All 
these proceedings stand entirely a.pa.rt from the a.ction of 
banks in creating new credits for business men. Pla.inly, 
however, we are not entitled to a.ssume that they will be 
carried on in exactly the same wa.y if banks create credits 
u.s they would ha.ve been if they did not do this. On the 
contrary, it may well be asked: When f1oa.ting capita.! is 
raised for business men by the agency of credit creation, 
will not the rea.! funds so obtained simply take the place of 
real funds that would otherwise ha.ve come to business men 
by these other means! Have we not merely substituted 
one cha.nnel of supply for a.nother without making a.ggrega.te 
supply different from wha.t it would ha.ve been had there 
been no such thing u.s credit creation! Apa.rt from credit 
creation, business men would ha.ve ra.ised 1000 units of 
f1oa.ting ca.pita.! from rentiers, out of the, say, 1500 units in 
their hands, by the offer of 5 per cent interest: now they 
absorb 200 units from them by a forced levy operated 
through credit crea.tion: will it not follow tha.t the 5 per 
cent offer will now ra.ise only 800, instead of 1000, units of 
voluntary supply! Rentiers suffer just u.s much by dis­
peusing with the 1000th unit of food and so on, whether a.ll 
the previous 999 units are provided volunta.rily or BOme 
a.re taken by force; why should they now dispense with it 
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for less than 5 per cent, and, if they do not dispense with 
it for less than this, how is the aggregate of floating capital 
available to business men made any different from what 
it would have been in any event ! This argument is 
plansible, but it is invalid. It ignores the fact that the 
desire of rentiers to invest at interest is keener in respect 
of the Sooth unit of investment than in respect of the 1000th. 
This point is easily illustrated by a parallel case. Suppose 
that rentiers hitherto, out of an income of 1500 apples, 
have been accustomed to consume 500 themselves and to 
exchange 1000 against 1000 oranges. By some agency 200 
apples are forcibly taken away from them. They will not 
now consume 500 themselves and exchange 800 against 
800 oranges; for the 800th orange means more to them 
than the 1000th orange. They will consume themselves 
less than 500 apples, and will offer more than 800 apples 
against oranges at a rate somewhat higher than one apple 
against one orange. It is exactly the same with our problem 
of floating capital. Rentiers. having been deprived by 
force of 200 units of resources, will be prepared to offer 
more than 800 additional units for a 5 per cent interest 
rate. (Credit creation by banks is thus not merely a 
channel into which floating capital that would come to 
business men in any event is diverted; it is a means by 
which 'a bigger aggregate of floating capital is made avail­
able to them in response to a given offer of interest) In 
other words, the second deduction, which, in order to 
estimate the total effect of credit creations, we have to 
make from the direct contribution of floating capital handed 
to industrialists at any time through credit creations is less 
than the whole of that direct contribution-as diminished, 
of course, by the first deduction described in the preceding 
section. It is easy to see that it will be larger in absolute 
amount the more elastic is the business world's demand 
for, and the more elastic is the general supply of, real floating 
capital. 

§ ll. We conclude then that in any year the difference , 
made to the stream of floating capital available to industry 
by credit creations is smaller than- the direct yield of the 
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credit creations. What proportion of the groBS contribution 
due to credit creations constitutes a net contribution we are 
unfortunately without means to determine: and we cannot 
even say that this proportion will be the same in difierent 
years. It is, therefore, not certain that the tJariatWn8, as 
between good times and bad, in the net contributions made 
to the stream of available floating capital by bank action 
will be smaller than the variations in the grOBS contributions 
so made. It is, however, in my judgement, probable that 
they will be smaller. 



CHAPTER XIV 

CREDIT CREATIONS AND THE ASSOCIATED REAL LEVIES 

§ 1. THE present chapter is an interlude in the main argu­
ment and may be omitted by readers who are not interested 
in theoretical niceties. When we know how much credit 
has been created over a given period and what the price 
level was at the times when the various component parts 
of this credit were expended by the persons to whom they 
were handed over, we can, as was indicated in the preceding 
chapter, ascexta.in by simple arithmetic how large an amount 
of real floating capital the created credit commands. But, 
if we take our stand, not after the event but before it, and 
ask how much real floating capital a given sum of created 
credit will yield gross (i.e. apart from the deductions dis­
cussed in the preceding chapter), if no other new factor except 
tM Cf"eation of 1M Cf"edit aM tM reaclWns to whick it leads is 
introduced, we find ourselves confronted by a curious and 
interesting analytical problem. In the pages that follow I 
shall investigate this problem. To simplify the exposition 
-no difference is made in principle--I shall assume that 
money consists exclusively of bank-money, i.e. balances in 
the books of bankers, on which cheques are drawn. In the 
first part of my inquiry I shall also assume, but this assump­
tion will be withdrawn at a later stage, that the act of credit 
creation does not affect at all the productivity of industry 
or the amount of real value which the public, as a whole, 
desire to hold in the form of money. 

§ 2. At first sight there appears to be no difficulty. H 
the money income of the country be represented by £2400 
millions, and if, during a year, the banks create and spend 
£200 millions of new money, it seems clear that, by this 
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process, they will make a levy on the public in terms of real 
. (f ds' 200 • 
mcome 0 goo and serVICes) equal to 2400 + 200' i.e·l. th of 

the total real income of the year: this levy being handed on 
by them to those persons to whom the £200 millions of new 
money has been handed on. There is, however, a pitfa.ll 
here. In the above statement it is tacitly assumed that 
the price level is altered in proportion to the addition made 
to the stream of money appearing as money income during 
the year; whereas, according to genera.lly accepted monetary 
theory, this level ought to be altered in proportion to the 
addition made to the stock of money; and, as a matter of 
fact, the stream of money appearing as money income 
during a year is not equal to the stock of money. It 
seems, therefore, that some other and less simple line of 
inquiry must be found. The procedure which naturally 
suggests itself is that we should take as a fundamental 
unit of time-to be ca.lled the circulating period-a period 
of such length that, during the course of it, the stream of 
money appearing as money income is equal to the stock of 
money. This period will obviously constitute a fraction 
of the year equal to the fraction of their real income 
that people choose to hold in money form. It will be 
understood that the stream of money appearing as money 
income is not the same thing as the sum of money ex­
penditures made against commodities. When A buys a com­
modity for £10, sells it for £10 to B, who in turn sells it 
for the same sum to C, and so on, only £10, and not £30, 
appears as income. More genera.lly, the circulating period, 
as here defined, is independent of the number of times 
that representative units of money change hand's during the 
year against representative units of commodity-a number 
which must, of course, be equal to the number of times 
that representative units of commodity change hands 
against representative units of money. With the aggregate 
(annual) money income of the country standing at £2400 
millions and the stock of money standing at £1200 millions, 
the circulating period will, on this understanding, be six 
months. If, then, so ma,y units of new money are 
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created by the banks during a. circula.ting period, and if 
this new money circula.tes with the sa.me ra.pidity a.s 
the money a.lrea.dy existing, the proportiona.te a.dditions 
ma.de to the stream of "l'0ney and to the stock of money 
respectively will be equa.!. Thus in the first six months of our 
yea.r £100 millions will be a.dded to £1200 millions, ra.ising 
both stream and stock to £1300 millions. The price level will 
rise to H of what it wa.s before, and the new money created 
and spent by the banks will bring in to them nth pa.rt of the 
rea.! income of goods a.nd services a.ccruing to the community 
in six months. In the second six months £100 millions will 
be a.dded to a. strea.m and stock which now sta.nd a.t £1300 
millions. The price level will become Hth of what it W&s, 

and the banks will secure a. rea.! levy consisting of 
-hth pa.rt of six months' rea.! income. Thus over the yea.r 
the rea.! levy ma.de on the public will be t {n + -h} times 
the a.ggrega.te rea.! income of the yea.r. 

§ 3. If, for simplicity, we suppose tha.t the period during 
which the banks go on (a.t a. constant ra.te) crea.ting new 
money is n times a.s long as· the period of circulation of 
money, and thnJ. n is a whole number, these results can be 
genera.lised a.s follows : 

Let M be the stock of money initia.lly. 
Let R be the rea.! income of the country per circula.ting 

period. 
Let Y be the tota.! a.mount of new money created. 
Let n be the number of circula.ting periods during which 

it is being crea.ted (a.t a.n even ra.te throughout): n being 
a. whole number. 

Let P be the price level irlitia.lly. 
Let P" p. . . . P ft be the price levels in ea.ch of the n 

successive circula.ting periods. 
Let L" L. . . . La be the rea.! levies ra.ised in ea.ch of 

these periods through the expenditure of the new money. 
M 

Then we have (from the genera.l theory of money) P = R. 

Y Y 
M+- M+-n n 

P,=--P=--. M R 



138 INDUSTRIAL FLUCTUATIONS 

Y Y 
M+2- M+2-

p. = -----; ... n::..p = n 
M R 

Y 

L,=!+Pl=R n 
n M+! 

n 

R Y . 
nM+Y 

Y 

L.=Y+P.=R~=R Y . 
n M+2! nM+2Y 

n 

Hence the aggregate real levy made by the banks 

=l:~L =R{nM ~ Y + nM ~ 2Y + ... to n terms}. 

=R{-J--++ + ... to n terms}. 
n-+1 n-+2 

Y Y 

PT. , 

This sum, it will be noticed, varies, when M and Y are given, 
with the value of n: that is to say, with the number of 
monetary circulating periods, or, more roughly, the length 
of time, over which a given act of oredit creation is spread. 
It can be proved 1 that the sum continually increases as n 
Fcreases, from which it may be inferred that, the longer the 
period covered by a given credit creation, the larger will be 
the resultant command over real floating capital. It is easy 
to see, however, that, whatever the value of n, the above 

sum is greater than R { ; + I} and" is less than R { ; }. 

Hence, so long as the amount of credit creation is small 
relatively to the previously existing stock of bank (and other) 
money, even a very great extension of the time over which 

1 The proof involves mathematical difficulties. Mr. Ramsey of King's 
College, Cambridge, kindly constructed ODe for me: but it is not suitable 
for reproduotion here. 
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the credit creation is spread can only make a very small 
difference to the amount of real capital secured. For 
example, if Y is fo-th of M, an increase in n from 1 to c< 

would only cause In L to increase from n R to something 
less than ~ R. The length of the period covered by a 
given act of credit creation, provided that the sum of credit 
creation is small, does not, therefore, matter much. 

§ 4. If n is not a whole number, provision has to be 
made for the loose end by which it hangs beyond a whole 
number, or, should it be less than 1, beyond O. Since in 
our formulae we have implied that, when the creation of 
new money is spread over a complete circulating period, 
the price level relevant to the whole of that period is the 
.ame, namely a level adjusted to the addition that will 
have been made to the stock of money at the end of the 
period, we are bound also to take that view as regards new 
creations of money which cover only a part of a circulating 
period. To do anything else would involve the paradoxical 
thesis that the price level in .one month is affected by an 
event--not necessarily foreseen-namely, the cessation of 
new money creations, which takes place in ... subsequent 
month. Thus in a part-period the price level must be taken 
as equal to what it would have been during the whole 
period had the creation of new money continued at the same 
rate throughout the period; and the levy made through 
it will be equal to what, at that price level, the new money 
actually created is able to purchase. This conclusion stands 
on all fours with, and depends on, the same hypotheses 
-to be discussed immediately-as are required to sustain 
our main formula. In the following paragraphs, however, 
I shall, for simplicity of exposition, ignore these loose ends. 

§ 5. Apart from this matter, the general method of 
attack that has been outlined seems ·satisfactory so long as 
we are considering each period of circulation as a whole 
without analysing it into parts. So soon, however, as we 
do tha.t, a serious difficulty emerges: because over any part of 
a circulating period, the money stream is necessarily smaller 
than the money stock. Thus let us suppose, as before, that 
the period of circulation is six months and that £200 



140 INDUSTRIAL FLUCTUATIONS PT. I 

millions of new money are being created at a constant rate 
over a year. As before let the money income of the year 
be £2400 millions ed the money stock £1200 millions. 
Then in the first month of the first circulating period, £¥.J! 
millions of new money are created. This increases the 
money stream of that month in the proportion 

[{200 +200}"':"200] = 13. 
12 . 12 

But it increases the money stock in a different proportion, 
namely, 

[ {200 + 1200} "':"1200] = 73. 
12 . 72 

It follows that, if, a.s in the preceding solution we supposed, 
the price level is to be raised throughout the first circulating 
period in the proportion H, during the first month of that 
period it must be raised much more than in proportion 
to the addition, which, in that month, ha.s been made 
to the money stock; and the same thing is true of all the 
other months except the la.st. Attention wa.s called to this 
difficulty for the first time by Mr. D. H. Robertson in his 
Banking Policy and the Price LweI,. 

§ 6. The way in whioh he attempts to meet it is a.s 
follows. He conceives ea.oh oirculating period to be 
divided into a number of small atomic interva.ls, finite but 
indivisible, which he calls days. Let there be k such in­
terva.ls within a ciroulating period. Mr. Robertson assumes 
that the whole of the money newly created in each interval 
appears a.s income once during that interval, and that, as has 

been happening hitherto, ~ parts of the previously existing 

stock of money, appears as income once. Let us write ! 
n 

in our notation (namely the amount of new money created 
in a circulating period) =X: so that the new money created 

. X 
during an mterval = lC' The money stream in the first 
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M+X M . 
interva.l becomes then -k- instea.d of k' and the pnce-

I I · . t'- rt' M +X This' Ii th t th eve rlSes m ,ue propo lon~. Imp . es a e 

new money created by the banks is circulating, in the sense 
of appearing as money income, more rapidly than 
the existing stock of money; in other words that the 
circulating period of a representative unit of money is 
shortened. The previous length of circulating period was, 
however, ca.lculated so as to enable the public to hold in 
the form of money stocks a given rea.l value R, namely, 
the rea.l income accruing during the number of days that 
a representative ciroulating period has hitherto occupied: 
and nothing has happened to make the public wish to 
hold a different aggregate rea.l va.lue in the form of money 
stocks. Therefore, they will inlmediately take steps to 
cancel the shortening which has taken place in the circulat­
ing period of the representative unit of money, by outting 
down the proportion of the origina.l stock of money that is 
allowed to appear in the stream. Mr. Robertson assumes 
that, to this end, they succeed, during the second interva.l, 
in holding back from circulation an amount of the origina.l 
stock of money equa.l to the amount that has been added 
to the stock in the first interval, so that the stream in the 
second interval, as augmented by the new money created 
then, is equa.l to the stream in the first interval: and so on 
throughout the course of anyone circulating period. If 
these assumptions are made, we are able to hold without 
paradox tha.t throughout each circulating period the price 
level is uniform, in spite of the faot that the stock of money 
is continuously increasing; and the formulae set out in § 3 
oan be successfully defended.' 

§ . 7. When this ingenious analysis is studied carefully, 
it will be noticed that Mr. Robertson's reasoning depends 
upon two propositions: (1) the general proposition that, 
when, through the action of the banks, the real value of the 
aggregate money stock is diminished, the public endeavour 
to restore this rea.l va.lue to what it was before; and (2) the 

1 Cf. Bo:mki"1l Policy and /lie Pri<:e L...z, Appendix H, Chapter V. 
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more special proposition that they achieve their end at a 
particular rate of spted. With the first of these two 
propositions everybody will agree. The second, however, 
is more difficult. The matter may be put in another way 
thus. If a given sum of new money is created in, say, a 
week, the "proper" response--the response that, given the 
habits of the people, must ultimately be made--is an increase 
of the price level by a fraction equal to this sum divided by 
the former stock of money plus this sum. But, since adjust­

. ment to the new conditions can hardly be instantaneous, 
the immediate response is likely to be an increase by a 
fraction somewhere between this and the fraction yielded 
when the sum of new money is divided by the stream of 
money which formerly flowed into income per week plus 
this sum. In order to make the "somewhere between" 
definite for all relevant conditions, Mr. Robertson has to 
assume a particular law as to the speed with which the 
public reacts to protect the real value of its money stock 
against depletion. Unfortunately it is not possible to 
establish any particular law on this matter by evidence. Mr. 
Robertson's law is admittedly an assumption, adopted 
because BOme assumption must be made, because it is prima 
facie not unplausible, and because it enables a simple and 
manageable formule.-that set out in § 3-for determining 
the real effect of new money creations to be deduced. 
There is, of course, nothing illegitimate about this procedure. 
In the circumstances no other procedure is available. But, 
if the results attained by it are to have any significance, it is 
essential to secure some estimate of the amount of error 
to which they are subject on account of the unavoidable 
insecurity of their foundations. 

§ 8. Mr. Robertson postulates that the reaction of the 
publio takes place at a certain speed. It is open to us to 
suppose that it takes place more rapidly than this, thus. 
causing the price level in the earlier parts of a monetary 
circulating period, during which new money is being created, 
to be more nearly adapted than his formula indicates to ~he 
altered stock of money. In his language, the public, instead 
of withdrawing from expenditure in the second atomic 
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interval an amount of money equal to the amount that 
the banks created in the preceding interval, may withdraw 
rather more than this. The limit of what is possible in this 
direction is reached if we suppose the public to react in­
stantaneously, 80 that the price level in each atomic interval 
is adjusted to the stock of money in that interval, the newly 
created money being made instantly to circulate at the 
same pace as previously existing money. Let P 1', P 1" • . " 
be the price levels in each of the k successive intervals of 
the first circulating period, and let L 1', L 1" • " " be the 
corresponding real levies. Then, with our previous notation, 

X X 
M+- M+­

P
1
,= __ k" p= __ k, 

M R 

P1" 

X 
M+2-
----;-=--k "P 

M 
, X 

L1 =RkM+X' 

L 1" =RkM: 2X" 

Hence the aggregate real levy made by the banks in the 
first circulating period 

=l:Lt'=R{kM:X+kM:2X"' " to k terms}. 

It is easy to see that, whatever the value of k, each successive 
term inside the bracket in this expression is less than the 
preceding term. It follows that 

l:L1' < R XX" 
M+k 

As k becomes indefinitely large, this last expression approxi­
X 

mates to RM" 

~". l: L1' < R~" 
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IL{=L1 . 

X :. L. <RM· 

PT. I 

That is to say, the maximum figure to which the real. levy 
in the first circulating period can rise on any possible 

hypothesis is R~. 
§ 9. To arrive at a corresponding mmnnum figure is 

less easy. The logical antithesis to instantaneous reaction 
is infinitely slow reaction (i.e. no reaction a.t all); but to 
postulate this is plainly ridiculous, and would lead to 
ridiculous results. We have, therefore, in this direction to 
look, not for the most extreme hypothesis which can be 
conceived, but for the most extreme which can sensibly be 
entertained. I suggest that the minimum speed of reaction 
which it is sensible to postulate is one conforming to the 
condition that the new money created in one atomio 
interval shall, in the next atomic interval, circulate at the 
same speed as the previously existing stock of money; 
in other words, that new money, after its first spending, 
sha.ll be assimilated to the previously existing mass of 
money. It is easy to see that the figure for the real 
levy raised in the first circulating period, which conforms 
to this hypothesis, is 

{
XX X } L. =R + + to k terms • 

kM+kX kM+kX+X kM+kX+2X 

This is obviously > RM :2X' 
That is to say, the minimum figure to which the real levy 

can f;;.u on any sensible hypothesis is RM :2X' 
§ 10. The figure yielded by Mr. Robertson's formula 

R~ lies between these two extremes. Since the truth 
M+X 

also must lie within these limits, his figure cannot be less 
M 

than M + X times the true figure, and cannot be greater 
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M+2X . 
than M + X times the true figure. It follows that, so long 

as the amount of new money created during a circulating 
period is small relatively to the total stock of money, or, what 
comes to the same thing, so long as the new money created 
during a year is small relatively to the normal annual 
money income, Mr. Robertson's formula cannot err from 
the truth by more than a small percentage. For example, 
if we suppose our normal stock of money to be £1200 
millions and the monetary circulating period to be six 
montbs, his estimate of the real levy that would result from 
creating £100 millions of new money during six months can 
neither fall short of nor exceed the truth by more than 7/s 
per cent. The range of probable error is, of course, substanti­
ally smaller. Similar reasoning is easily extended to other 
circulating periods beyond the first. We may, therefore, 
I think, safely conclude that the formula set out in § 3 
is, for moderate creations of credit, an adequate one. 

§ 11. The preceding analysis, it has now to be recalled, 
was based on the assumption that the act of credit 
creation does not affect at all the productivity of industry 
or the amount of real value which the public as a whole 
desire to hold in the form of money. tIn fact, of course, , 
the act of credit creation is certain, through the extra indus- . 
trial activity associated with it, to lead to some increase 
of productivityr This will make the price level rise rather 
less than our formula indicates) Hence, other things 
being equal, the amount of real levy carried by a given 
amount of credit creation will be rather larger than it 
indicates. On the other hand, the act of credit creation, 
by making prices rise, may lead people to expect that they 
will rise still further; may thus make them wish to get rid 
of money and buy things, which implies reducing the real 
value of their monetary holdings, or, in other words, 
shortening the circulating period. This will make prices 
rise more than our formula indicates. Hence, other things 
being equal, the amount of real levy commanded by a given 
amount of credit creation will be smaIler than it indicates. 
This class of effect is extremely important when a number 

L 
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of large credit creations are made at short intervals, as 
happened in Germany, Austria and Russia after the War. 
For ordinary industrial fluctuations it is less important, 
but, nevertheless, may easily outweigh the converse effect 
due to increased productivity. On the whole, for the move­
ments of an ordinary trade cycle, it seems probable tha.t 
the estimate of the gross real yield of credit creations 
occurring in isolation, which our formula provides, is a 
little, but only 8. little, in excess of the truth. Of course, 
in so far as, contrary to the assumptions set out in § I, 
credit creations are accompanied by other events not caused 
by them, such as an independent decision on the part of 
business men to hold less real value in money form, which 
force prices up, the yield from a given sum of new credit 
will be pro tanto reduced. 



CHAPTER XV 

FAOTORS DETERMINING PRIOE CHANGES 

§ 1. Up to this point we have been concerned with the 
direct effects of credit creations in modifying the stream of 
floating capital available at different times to business men, 
and have had occasion to consider price changes only as an 
incident in this process. In the two chapters that follow 
we shall have to study the part played by these changes, 
however induced, as causa.! agents. It is, therefore, neces­
sary to inquire more carefully.than we have done hitherto 
how precisely they are brought about. Plainly one factor 
in evoking them consists in those variations in the amount 
of new credit creations, as between different years, which 
we have been examining. But this is certainly not the 
ol)ly factor at work: for, as was pointed out in Chapter XII., 
when business expectations improve - whether with or 
without warrant - increases in new credit creations are 
accompanied, partly as concomitant effects of the improved 
expectations and pa.rtIy, perhaps, as effects of a belief, 
generated by the credit creations themselves, that prices 
will presently rise higher, by diminutions in the amount of 
real vaJue which the public as a whole desire to hold in 
money form. They are aJso accompanied by increases in 
the productivity of industry. There ate, thus, three factors 
present, oonnected together in highly complex ways. Our 
problem is to determine, so far as may be, the comparative 
parte which they severaJIy play in causing the generaJ level 
of prices to fluctuate. 

§ 2. This question is most conveniently approached by 
way of an interesting study of United States· conditions 

147 
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recently made by Mr. Carl Snyder. He finds that, for the 
.United States, there is no discoverable secular trend of 
change in the frequency with which monetary circulating 
media change hands during ,a year; that the short-period, 
or "cyclical", variations in this frequency are directly 
related to, and coincide closely, alike in times and in per­
centages, with short-period variations in the volume of 
trade; that these two sorts of variation cancel one another; 
so that neither of them is normally a factor of influence 
on the general price level; and that, therefore, changes in 
the quantity of circulating media constitute the sole un­
neutralised factor.1 In this argument, it will be understood, 
volume of trade means real transactions which money 
accomplishes during a year. The above conclusion, which, 
ifVlilid, is evidently very important, is also Ii priori sur­
prising. We should expect, for example, tha.t, wha.tever 
the average relations between cha.nges in the frequency of 
monetary circulation and the volume of trade might be, 
that relation would diller in detail in dillerent circum­
stances. Thus, it would seem that, when business men's 
optimistic expectations are correctly based - since A's 
optimism means the opinion that B will have more stuff 
to offer aga.inst his stuff-the increasing output should 
balance increasing frequency of circulation more nearly than 
when they are wrongly based. Thus a correct anticipation 
of a good harvest, or of an invention in some manufacturing 
industry, or of any analogous event should be followed by 
a smaller rise in general prices than an incorrect anticipation; 
and conversely with a correct anticipation of a bad harvest 
or analogous event. Again, in the later pa.rt of trade 
cycles, when there is less scope for expansion in production 
above what is already attained than in earlier parts, we 
should expect given increases in the frequency with which 
money changes hands to be accompanied by smaller in­
creases in the volume of trade than in the earlier parts of 
these cycles. It would, of course, be highly improper to set 
these Ii priori expectations aga.inst clearly demonstrated 

1 "New Measurea in the Equation of Exchange". in T1M American. 
Eoonomio Review, December 1924, p. 698 e' aeq. 
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facts. But it is not improper, in the light of them, to 
scrutinise with especia.! ca.re contentions which a.ppear to 
conflict with them. It would be very imprudent for a.n 
Englishma.n to attempt to follow Mr. Snyder into the 
intricacies of his American study, the statistica.! ba.sis of 
which, it should b'e observed, he himself frankly recognises 
to be less satisfactory than he would desire; but an 
attempt may be made to test the issue for the United 
Kingdom. 

§ 3. If things are as Mr. Snyder finds them, the rates at 
which the price level changes and the rates at which the 
volume of bank credit changes from year to year ought to 
be roughly similar after a.llowance has been made for trend. 
Are they in fact thus similar 1 It happens that Sauerbeck's 
index number of wholesa.le prices stood 'at the sa.me figure 
in 1881 and in 1914. The aggregate volume of bank credit, 
as measured by my credit index, multiplied itself during 
these thirty-four years a little more than three times, 
which implies an average increase in each year over the 
preceding year of about 3·4 per cent. The price level being 
the same at the end of our period as at the beginning, we 
may,. therefore, infer that an increase In aggregate credits 
of 3·4 per cent per annum would roughly ba.!ance whatever 
trend of cha.nge there was in productivity and in the period 
of monetary circulation. Since the argument is necessarily 
rough and there is nothing to be gained by an illusory 
appearance of precision, I ha.ve substituted in my ca.!cula" 
tions 3 per cent for the above 3·4 per cent. The accompany­
ing chart has been constructed as follows. Curve I. shows 
the unemployment percentages inverted, so that the peaks 
represent minima of unemployment, built into a moving 
three - year average. Curve II. shows annual rates of 
price change, the price index of ea.ch year being divided by 
tha.t of the preceding year, and the resulting numbers 
built into a moving three-year average. Curve III. shows 
~nnua.! rates of change in credit volume, the a.ggregate 
credits outstanding in ea.ch year being divided by the 
aggregate outstanding in the preceding year, 3 per cent being 
deducted from the figures thus obtained, and the resultant 
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figures being built into a moving three-year average. It is 
immediately apparent that in times of good employment-­
industrial activity-the credit curve and the price curve 
both rise, and that in times of bad employment they both 
fall. But they do not rise and fall through equal ranges, 
as they should do if Mr. Snyder's proposition were valid for 
this country. On the contrary, the price curve swings, in 
substantially larger measure, thus indicating that changes 
in the quantity of circulating media do not constitute the 
sole unneutralised factor in movements of the price level. 

§ 4. The same result can be reached in a. more direct 
way, but subject to a greater element of arbitrariness in 
e1iminating trends, by means of the chart that follows. 
Curve I. shows Sauerbeck's a.nnual index number, the index 
for 1900 being put at 100, and the trend thereafter e1iminated 
by subtracting 1 from the number for 1895, 2 from tha.t 
for 1894, 3 from that for 1893, and so on down to 1878; 
a.nd also Bubtracting 1 from the number for 1897, 2 from 
that for 1898, 3 from that for 1899, and so on, down to 
1914. The number for 1900 on this plan becomes, of course, 
96. Curve II. shows my index. number for aggregate 
credits outstanding, the index for 1900 being put a.t 100, 
3 being subtracted from the number for 1899, 6 from that 
for 1898, 9 from that for 1897, and so on down to 1878; 
and 1 being subtracted from the 'number for 1901, 2 from 
tha.t for 1902, 3 from that for 1903, and so on till 1914. 
This device removes the trend effectively down to the year 
1909, a.fter which it would seem that a steeper upward 
trend than before wa.s initiated. The a.mplitude of the 
swings of the price curve is evidently much larger than that 
of the swings of the credits curve, a. condition of things 
which would not come about if Mr. Snyder's thesis were 
applicable to British conditions. 

§ 5. We may now turn from this critical study to some­
thing more positive. We know that, other things being 
equa.!, prices should vary (1) directly with the volume of 
monetary circulating media., (2) inversely with real income 
or producQon, (3) inversely with the length of the monetary 
circulating period as defined in Chapter XIV. § 2. We 
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should, therefore, wish, if it were feasible, to ca.!culate 
separately for a succession of years the theoretic effects on 
the price level that "ought" to result from each of the 
three above factors, to add them together and to compare 
the results thus obtained with the price movements which 
have actua.lly occurred. H the ca.lculated movements 
agreed in a. genera.! way with the actua.! movements, we 
should have reason to believe th",t our ca.lculations showed 
correctly the comparative parts played in determining 
price movements by these three factors. I proceed to 
discuss and, so far as may be, to make, these severa.! 
ca.!culations. 

§ 6. A portion of the ahove programme can be carried 
out, not, of course, with a.ccuracy, but by rough methods of 
approximation. The facts about price changes and about 
credit creations are set out in the preceding chart. A study 
of the two curves printed there suggests that, when trend 
is eliminated, the price level swings during a typica.! cycle 
through a range of some 10 per cent, and that the move­
ment of credits is such as to induce a. swing through about 
ha.lf that range, say 5 per cent. As regards variations in 
rea.! income there are, as was pointed out in Chapter IT., 
no adequate pre-war data. We must, therefore, fan back 
on employment statistics, postulating, in spite of what w~ 
said in Chapter IT. § 3 that, a.llowance being made for 
trend, rea.! income (production) varies in the same sense 
and in the same proportion as employment. When, tha.t 
is to say, the percentage of unemployment fa.lls from 6 
per cent to 3 per cent, we presume that rea.! income 
rises in the ratio ~t, and so on. Now a. genera.! view 
of the unemployment curve, as it has been severa.! times 
printed (e.g. as frontispiece), suggests that, for a. typica.! 
cycle, the range of variation covers some 5 per cent. The 
inference which this combination of facts suggests is that, 
as factors of cyclica.l price change, variations in credit 
creations and variations in rea.! income roughly cancel 
out, being responsible for movements over a range of some 
5 per cent in opposite directions, and that, therefore, changes 
in the period of monetary circnla.tion-the amount of rea.! 
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• 
value which the public choose to hold as money-being the 
sole unneutralised factor, must be responsible for the actual 
recorded price changes extending over a range of 10 per cent. 
This result, it will be observed, is precisely similar to Mr. 
Snyder's, except that, whereas, according to him, everything 
except changes in credit creations cancels out, according 
to my analysis everything except changes in the period 
of monetary circulation cancels out. 

§ 7. At this stage we are nature.lly eager to obtain direct 
evidence as to what in fact happens during industrial cycles 
to the period of monetary circulation, 80 that the above 
result may be either clinched or overthrown; and at first 
sight it appears that such evidence is readily attainable. 
For it is natural to inIagine that the period of monetary 
circulation, as defined in Chapter XIV. § 2, is the inverse 
of the velocity of monetary circulation as that term is used 
by Professor Irving Fisher, and that, therefore, changes in 
it can be discovered by dividing, for successive years, bank 
deposits into bank clearings, or by some analogous method. 
Unfortunately, however, this hope rests upon a confusion 
in language and ideas. The term velocity of money 
circulation has several senses.' In one sense it measures 
the number of times during which a representative unit of 
money appears as income during a year; that is to say, it is 
equal to the aggregate money income accruing to the com­
munity in a year divided by the aggregate stock of money. 
Let velocity in this sense-the income-velocity of monetary 
circulation-be ce.lled V,. Then Vi is the inverse of the 
period of monetary circulation as defined in Chapter XIV. 
§ 2. If this period is six months, Vi =2; if it is three months, 
Vi = 4.; and so on. In a second sense, velocity of monetary 
circulation measures the number of times that a represents- . 
tive unit of money changes kandB in a year against com­
modities and services coming into being during thai year ; 
that is to say, it is equal to the money value of the 1I01lt_ 
of trade in i:nwme goods taking place during the year divided 

1 My attention was called to the danger of ambiguity here by Mr. 
D. H. Roberteon in a oritioism made by him on a manuacript draft of thi8 
book. 
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by the stock of money .. Let velocity in this sense-the 
trade-velocity of monetary circulation - be called V", If, 
then, h stands for the number of times that a representative 
unit of stufi and a representative unit of money change 
hands against one another during a year, V, =hV,. That is 
to say, the trade-velocity of money is equal to the income­
velocity of money multiplied by the number of times during 
a year that a representative unit of income goods and a 
representative unit of money change hands against one 
another. Write Q for the 'real. income (production) of the 
community during a year. Then obviously hQ measures 

h I f d · al d V, hV, V, If t evoumeo tra emre terms,an hQ=hQ=Q' we 

knew the value of h, or, not knowing its value, if we knew 
that that value was always the same, we could infer the 
changes that occur in V, from records of the changes in V,. 
But it is to be expected that the number of times that 
representative units of income goods and of money change 
hands against one another will be larger in good times than 
in bad.. Hence, during those periods when V, is growing 
absolutely, it will also be growing relatively to V" and, 
during those periods when it is declining absolutely, it will 
also be decIining relatively to V,; and we have no means 
of discovering. the magnitude of these relative movements. 
Hence not only are changes of V, not equivalent to changes 
in V" but it is impossible to infer the latter set of changes 
from the former. Nor is this all. There is yet a third. 
sense of velocity of circulation, namely, the number of times 
that a representative unit of money changes hands against 
anything whatever, whether income goods, real property or 
securities. This is the velocity of circulation in Professor 
Fisher's sense. Plainly it is different, not only from my V" ~ 
but also from my V,. In view of the large expansion of 
stock exchange speculation that takes place in booms, it 
probably fluctuates more widely thsn V, does, and V, cannot 
be deduced from it. But it is the only form of velocity 
of circulation which can be determined statistically by 
reference to bank deposits and olearing -house returns. 
The calcul .. tion by which it was desired to test the result 
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tentatively reached in § 6 cannot, therefore, he made, and 
that result must remain provision&! and insecure. 

§ 8. Moreover, that result, if we are prepared to accept 
it &S a rough approximation to the truth, must be interpreted 
with great care, lest f&!lacy ensue. There is some temptation 
to infer from it that, if variations in credit creation &S 

between good times and bad were done away, the range of 
price fluctuations would be cut down from 10 per cent to 
5 per cent. This inference is not warranted. First, if 
variations in credit creation were done away, some part 
of the &SSociated v&ri&tions in re&! income would be done 
awaya.lso &S a consequence of this. So far &S that happened, 
the range of price fluctuation would be cut down by less than 
5 per cent. If, for example, the va.ri&tions in real income 
were reduced by It per cent, this range would be cut down 
by only 31 per cent, namely, to 61 per cent. But secondly, 
and this is probably a much more important matter, the 
changes that take place in the income velocity of monetary 
circulation are not wholly independent of v&ri&tions in the 
volume of credit creations. There is no doubt that extra. 
credit creation itself ca.use8, pa.rtly through the fact of price 
incre&aes a.nd partly through the expectation it crea.tes of 
further price incre&Ses, an expansion in the income velocity . 
of monetary circulation. To eliminate v&ri&tions in credit 
creation would, of course, imply the elimina.tion of this part 
of the variations in the income velocity of monetary cireula.­
tion. The a.ggregate effect in narrowing the range of price 
varia.tions would, therefore, be greater than the direct effect. 
Wha.t this aggrega.te effect would amount to arithmetically 
we cannot determine, because we do not know how 1arge 
a part of the varia.tions in velocity is a result of variations 
in credit creation and how large a pm is ca.used directly 
by variations in business expectations, nor yet how large 
the varia.tions in re&! income would be if v&ri&tions in credit 
oreation and that pm of variations in the income velocity 
of money that these cause, were removed. Complete price 
stabilisation would be achieved if the destruction of v&ri&tions 
in credit creation ca.used 80 much destruction of v&ri&tions 
in the income velocity of monetary circulation that the 
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variations in this still remaining exactly baJanced the 
variations in rea.! income still remaining. It seems practi­
caJIy certain a priori that this exact baJance will not be 
realised in fact. It is poasible that to do away with varia­
tions in credit creation would destroy so large a part of 
the variations in the income velocity of money that not 
enough would be left to offset the surviving variations 
in real income. In that event, prices would fall in 
times of industrial activity, and rise in times of industrial 
depression. It is more likely, however, in my judgement, 
that the existing association of higher prices with good 
times and lower prices with bad times would continue, but 
that the price swings would be cut down to, say, a third of 
their present amplitude. 

§ 9. An important further consideration remains. The 
movements in the general price level that are associated 
with trade cycles are not generated by the factors we have 
distinguished in a simple and direct manner. On the 
contrary, a highly complicated cumulative process is fre­
quently involved. Thus suppose that the expectations of 
business men about industrial facts improve in a given 
measure, and that, in consequence of this improvement, 
they both induce the banks to create for them extra new 
credits and increase the income velocity of monetary 
ciroulation. Even though nothing further happens to these 
expectations on the part of business men, something further 
may easily happen to prices. For the fact that prices have 
risen may induce in the public mind a belief that they will 
continue to rise. If this happens, people will become 
anxious to get hold of things now rather than later on. To 
this end they will endeavour to raise still more credits from 
bankers and will shorten still further the period of monetary 
circulation-i.e. reduce the real value of their monetary 
holdings. These two proceedings on their part will make 
the price level rise further. This rise in turn will create, 
up to a point, belief in a further rise, and this again will caJl 
forces into play which bring that further rise about. Until 
some external event, suoh as the refusal of bankers to create 
any more credits, intervenes, there is no reason why this 
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process should ever come to .. n end. The recent history 
of Germ .. ny, Austri .... nd Russi .... fford examples of the 
gre .. t lengths to which it m .. y be c .. rried. An .. logous 
consider .. tions hold good of falling prices. The fact of f .. n 
m .. y create belief in a further f .. n; this will can into pl .. y 
forces that produce such .. fan; and this will cre .. te belief 
in .. nother f .. n. Thus, when we s .. y th .. t ch .. nges in credit 
cre .. tion .. nd ch .. nges in the income velocity of money 
c .. use .... oci .. ted changes in the price level, we must under­
stand th .. t the process of causation is often complex, 
involving the successive gener .. tion of price movements by 
ch .. nges in these factors, of further changes in these factors 
by price movements, and so on cumul .. tively. 

§ 10. This an .. lysis connects with that set out in § 6 
of Ch"pter xn. It was there shown that the extra floating 
c .. pital, which business men secure in good times by drawing 
on their store of real vaJu&-increasing the income velocity 
of money-as a direct consequence of improvements in 
their expectations, is not an extr .. as ag .. inst wh .. t they 
would h .. ve secured had there been no monetary and banking 
system. We now see that the extra floating capit .. l, which 
they secure by increasing the income velocity of money, 
when they do this because, prices having risen, they expect 
them to rise further, ill an extra in this sense; for, with 
money and banking eliminated, there would have been no 
question of prices rising. This circUlnstance leads to an 
important practic .. l consequence, to which attention will 
be caJIed in Part II. Chapter IV. 



CHAPTER XVI 

THE MODIFIOATION Oll' THE TERMS Oll' PAST OONTRACTS 

§ 1. IN Chapters XIII. and XIV. we were concerned with 
the effects produced on the stream of floating capital avail­
able to business men in good and bad times by variations 
in the quantity of new credit created for them by the banks. 
These effects were not due to the price changes associated 
with credit movements. On the contrary, the further 
prices rise when banks create a given volume of credit for 
business men, the smaller will be the contribution of reaI 
stuff which this credit carries with it. In the present 
chapter I turn to an effect which is produced through the 
changes that take place in the general level of prices. 
This effect arises out of the fact that price changes wrench 
the terms of contracts for loans .. nd w .. ges away from the 
terms th .. t were intended when these contr .. cts were made. 
Let us consider first contracts for loans. It is evident th .. t, 
if these .. re m .. de in terms of money, and if, after they have 
been m .. de, the general level of prices alters in a way that 
was not allowed for when the contract was drawn up, 
borrowers will pay, and lenders will receive, a different reaI 
return (whether interest or princip .. l) in terms of things 
than they originally contemplated. In so fo.r as the cho.nge 
of prices which is going to take place is foreseen, it will, of 
course, be allowed for in the terms of contract. Thus, 
suppose that the conditions of real demand and supply at 
the time the contract is made point to a 5 per cent real rate 
of interest for one ye&r. If lenders and borrowers both 
expect prices to be unaltered at the end of the yeo.r, the 
contract will be made at the rate of 5 per cent. If both 
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sides expect prices to have risen 10 per cent, it will be made 
at (approximately) 15 per cent. If one side expects prices 
to have risen 10 per cent, and the other expects them to 
have risen 5 per cent, it will be made at some rate inter­
mediate between 10 per cent and 15 per cent, the exact 
rate depending on (I) which side expects the 10 per cent and 
which the 5 per cent rise, and (2) the elasticity of the 
demanders' demand for capital in relation to the elasticity 
of suppliers' supply of it. Correct foresight on both sides 
would necessarily lead to a money rate truly representing 
a 5 per cent real rate; 1 and incorreet foresight on both sides, 
provided that one erred by excess and the other by defect, 
might do this. In actual fact, however, experience shows 
that the joint judgement of the market almost always 
under-estimatea future price changes, and does not make 
sufficient allowance for them. Thus, supposing 5 per cent 
to be the real rate of interest at which contracts aim, when 
prices are rising they will almost always hit a real rate of 
less than 5 per cent, and, when prices are falling, a real rate 
of more than 5 per cent. The evidence which Professor 
Irving Fisher has collected leaves no doubt that this is so. 
Now the people in control of industry-dea1ers, manu­
facturers, and 80 on---&re, in general, borrowers rather than 
lenders. It follows that, when prices are rising, they are 
relieved of a part of the real payment which they had con­
templated making to debenture-holders and other lenders 
at fixed interest; and, when prices are falling, they are 
compelled to make larger real payments than they had 
contemplated. Thus, in general, a rise in prices imposes a 
forced levy upon people who have lent at fixed interest to 
business men and transfers the proceeds of this levy to 
business men; and a fall in prices has the opposite effect. 

§ 2. This general statement must he brought into relation 
1 It should be observed. to obviate misapprebension, that the above 

statement is strictJ.y accurate only if we assume that both parties to all 
contracts purchase diflerent sorts of commodities and services in the exact 
proportions in which these enter into the national dividend. H they do 
not do this, a knowledge of the way in which the price of "commodities 
in general .. is going to move will not carry to anyone a knowledge of the 
way in wbich the price of the particular collection of commodities interesting 
to him is going to move. This, however, lies beside our main argument.. 
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with certain popular arguments about dealers' stocks. If 
a deaJer has £100,000 locked up in stock and prices faJI 
50 per cent, his stock is worth only half as much money 
as it was worth before. If this stock is a minimum require­
ment for the conduct of his business, like the mechanicaJ 
equipment of a factory, there can be no question of his 
selling it except in so far as he is replacing it at the same 
time by equivaJent purchases at the lower price level. 
Therefore he does not make any realiBed loss. If, on the 
other hand, part of his stock was surplus over his normaJ 
minimum requirements, bought, for example, in a faJse hope 
that prioes would rise, he will, according to the common 
way of looking at things, make a reaJised loss when he sells 
this part. Thus, it is urged, when prices faJI dealers must 
suffer some unreaJised loss, which may be very large re­
latively to their aggregate capital; and may aJso suffer a 
further large reaJised loss. This view of the matter is, 
however, misleading. Since we are deaJing with changes 
in generaJ prices, not in the price of a single particular 
thing, there will be no loss of· any sort in rea.! terms-only 
a nominaJ lOBS in money terms. Therefore the real position 
of the deaJer is not affected at all on the positive side, i.e. 
in respect of the stuff that he holds. If his stock has been 
financed out of his own resources he is not affected at all 
on any side. If, however, he has financed his stock by 
borrowing £100,000, he does suffer a heavy loss on the 
negative side, as it were, because the debt that he owes in 
terms of rea.! things has, through the change in the price 
level, been doubled in amount. In like manner in the 
event of an undisoounted price rise he may secure a very 
large gain. What causes the lOBS and the gain in these 
cases is not, however, the fact that the stocks which deaJers 
hold have aJtered in money vaJue, but that the debts they 
contracted to finance these stocks have altered in rea.! vaJue. 
If the debt is repayable on demand or at a fixed date, they 
may be ruined beoause they are unable to meet it. If it 
is in the form of an unredeemable debenture debt, they 
cannot be called upon to repay the principal, but the rea.! 
vaJue of the annual interest they have to pay is doubled. 
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In either event, and. this is the point I am concerned to 
stress, the damage that dealers suffer is not essentially due 
to the fact that they are deaJers and hold stock, but to 
the fact that they have contracted loans in terms of sterling 
and that, subsequently, the real value of sterling has in­
creased. Exactly analogous considerations hold of the 
relation between JalJ.ing prices and deaJers' stocks. 

§ 3. At first sight it might be thought that, since, unlike 
many contracts for 10&nB, contracts for wage-employment 
are nearly always on very short notice, nothing analogous 
to the transferences we have been describing as between 
business men and rentiers could occur as between business 
men and wage-earners. This, however, is not so; for, 
though the contract of engagement for individual work­
people is at short notice, rates of wages are often fixed by 
general agreements between &BBOciations of employers 
and workpeople. These are sometimes, even formally, at 
fairly long notice, and, even if formally they are terminable 
quickly, in fact an alteration in their terms is apt to be a 
fairly prolonged proceeding. Hence rising prices are apt 
to involve transferences to bnsiness men from wage-earners 
under what are in efiect, if not in name, past contracts, and 
faIling prices are apt to involve transferences in the opposite 
sense.1 

§ 4. The transferences which I have been describing 
are, it must be clearly understood, transferences connected 
with past, not with future transactions. Therefore, they 
carry with them no difierentiaI treatment between rival 
ways of employing resources; and involve no promise of a 
bounty, or threat of a toll, in respect of future industrial 
spending. Hence, apart from indirect psychological re­
actions to which they may lead, and to which reference will 
be made presently. it is not at first sight clear that any 

1 The fact that in times of boom rising prices tend to transfer re8OU1"Ce8 

from wage-ea.rners to business men is not inconsistent with the fact. to 
be DOted later. that the upper halves of trade cycles have been 8880ciated 
in this country with higher rates of real wagw and a Jorliori. therefore. 
with higher aggregate real wages than the lower halves: for against the 
faU in the real supply schedule of labour in times of boom. oonaequent upon 
workpeoplea' thinking in gold. there haa to be set • rise in the real demand 
schedule for labour. Cf. pori, Pan n. Chap. L § 3. 
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effect will be produced on the amount of industrial spending, 
in industry, or, what comes to the same thing, in the real 
demand for labour. Indeed, it may be argued that, leaving 
aside possible reduced demand on the part of the persons 
at whose expense the controllers of industry become better 
off, an increase in the resources of business men cannot 
affect their real demand for labour; for in any event they 
can only offer to the nth worker the expected yield of his 
work, and that is not altered by the fact that an addition 
has been made to their resources. This argument would be 
valid if resources paid out to labour yielded their return 
instantly. But in fact they do not do this, and the argument 
is, therefore, not valid. Thus, suppose that labour employed 
now takes one year to yield its fruit, and that hitherto 
business men have been ready to pay an nth man 100 units 
of stuff for work that will yield 105 units a year hence. 
When they have a large store of stuff at their disposal they 
will be content with a lower rate of interest, and so will be 
willing to pay the nth man more, say 101 units of stuff, for 
work that will yield 105 units a year hence. That is to say, 
the real demand for labour will be increased. We cannot 
tell by how much it will be increased unless we know the 
comparative elasticities of the demand for industrial spending 
and of the consumption demand on the part of business men. 
But assuming, in lack of knowledge, that these are equal, we 
get the result that a 10 per cent increase in the real holdings 
of business men will lead to something of the order of a 
10 per cent increase in the aggregate expenditure upon 
labour in industry. This increase will, no doubt, be offset 
in part by a diminished direct demand for chauffeurs, 
and so on, on the part of the general public. But, since 
business men may be presumed to expend a much larger 
proportion of resources controlled by them in hiring labour 
directly than the general public do, this offset is not likely 
to be very important. It must be added, in accordance 
with the argument of Chapter XIll. § 10, that the net trans­
ference of resources from the general public to buSiness men 
is likely to be less than the gross transference. For, if 
debenture-holders, and so on, are mulcted of a million units 

]I 
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of stuff by transference, they will require more interest than 
before to induce them to m .. ke .. ny given amount of new 
lo .. ns, .. nd business men, having a million units more, will 
offer less interest. Therefore the net direct effect of the 
tr .. nsference on the quantity of resources employed in 
industry will be less than the gross quantity of the initiaJ 
transference. It is impossible to determine how much less. 
We m .. y presume th .. t it will be substantially less than this 
quantity, but also itself a Bubsta.ntia.l quaJity. 



CHAPTER XVII 

THE REFLEX INFLUENCE Oli' PRICE MOVEMENTS ON 

TIlE EXPECTATIONS Oli' BUSINESS MEN 

§ l. So far we have considered only part of the relation 
between monetary and banking mechanism and the ampli­
tude of industrial fluctuations-namely, the effect which 
that mechanism has in rendering the supply of floating 
capital more elastic in response to given fluctuations in 
business men's expectations of profit than it would other" 
wise be. We have now to observe that the price movements 
engendered by this mechanism also cause the expectations 
of business men to vary more than they would otherwise do, 
and. thus in a second way augment the amplitude of in­
dustrial fluctuations. This reaction is twofold. Lon the 
one side the facts are altered, so that business men entertain 
with justification altered expectations. On the other side 
their attitude of mind is modified, so that they entertain 

. improved or worsened expectations on the same basis of 
facts;> 

§ 2. The former sort of reaction depends on the circum­
stance that movements in general prices are not merely 
imperfectly, but are also unequally, foreseen. Imperfection 
of foresight by itself is not, for the present purpose, relevant. 
Suppose, for instance, that prices are really going to rise 
10 per cent. If both borrowers and lendllrs think that 
they are going to rise 0 per cent or to fall 20' per cent or 
to rise 100 per cent,' both will agree to adjust the money 

1 It should be noted. tha.t it is only possible for both borrowers and 
lenders to expect prioes to rise in a short time by a large percentage on 
condition that there are a number of other people who do no' espect this. 
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rate of interest (and of wages) to the expected change, 
and business men will not expect either to reap benefit or 
to suffer loss from monetary movements. H, however, 
borrowers· and lenders think different things, the fact of 
their differene&-the inequality between their forecasts­
gives ground for altered expectations of profit. This is so 
whatever the reIa.tion between the foreca.sts of the two 
sides are. Thus, if borrowers expect prices to rise (x + 5) 
per cent and lenders x per cent, whatever the value of x, 
whether positive or negative, the effect is the ... me ... 
though borrowers had expected a 5 per cent rise and lenders 
no rise at aU. It will be ... though the borrowers' demand 
schedule in money were pushed up throughout by 5 per 
cent and the lenders' left ... before. Correspondingly, if 
lenders expect prices to fall (x + 5) per cent and borrowers 
x per cent, whatever the valne of x, whether positive or 
negative, may be, the effect is the sa.me ... though lenders 
had expected a 5 per cent fall and borrowers no fall at all. 
Now in fact the anticipations about prioo movements 
entertained respectively by business men and by those with 
whom they are accustomed to enter into contracts are 
nnequal in a pa.rticnIa.r way. Experience shows that, in 
periods when there is a tendency for general prices to go up, 
business men are apt to expect a Iarger rise than either the 
lenders of capital or the providers of 1a.bour expect. Professor 
Cassel, having in mind presumably normal times, and not 
extraordinary conditions such ... were recently current in 
Germany, goes so far ... to say: .. It seems quite certa.in 
that no investor of capital takes acconnt of the possibility 
that his money may be worth less to him when he gets 
it back".1 Henoo, when prices are rising, the business 
world's expectation of profit from investment is enhanoed 
by the expectation of a bonus at the expense of capitalists 
and wage-ea.rners; when prices are falling, it is contracted 

For. if &. everybody~' expects pricea,. which am DOW 100, to be !GO • 1DOIlt.h 
hence. this espectation will inevitably cauae them (subject to • am&ll 
allow"""" for in_I to become 200 now; ODd ~ espoctaticm will &11.., 
80 to speak. commi* suicide a$ the moment; of ita birth. 

• CaaIeI, 'I'lte N_ ...., N~ oJ 1_ P. 166. 
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by the expectation of a toll, which will have to be paid to 
capitalists and wage-earners. Thus, whereas imperfections 
of foresight would merely effect a transfer to or from business 
men after the event, inequality of foresight createe an 
expectation on their part of transfers to them in respect 
of each £ borrowed in times of rising prices, and a corre­
sponding expectation of transfers from them in respect of 
each £ in times of falling prices.- The amplitude of indus­
trial fluctuations is obviously enhanced by this consequence 
of monetary and banking a.rrangements." 

§ 3. The other sort of reaction operatee through psycho­
logy. When prices rise, business men become more pros­
perous on account of the transfer of resources described 
in the preceding chapter. Furthermore, besides the rea1 
change in their fortunes there is also an element of imagined 
change. For, when people have more or less money than 
usual, even though prices have changed in precise corre­
spondence, the natural tendency to " think in gold" is apt 
to make them imagine themselves really richer or really 
poorer. But the judgements which people form are biased 
by their feelings. When they are, or believe that they are, 
enjoying good fortune, they are apt to look on the brighter 
side, and, when they are suffering bad fortune, on the darker 
side, of doubt. Consequently, anything which improves the 
fortunes of business men constitutee a spur to optimistic 
error, just as anything which worsens their fortunes consti­
.tutes a spur to pessimistic error. The fact of a transfer in 
their favour makes them more desirous of an active policy: 
this sets up reactions which raise prices, and so indirectly 

1 Cf. Fisher, Tho Ra/o .,1_ po 286. 
I It is som.etimes thought that there is a fwother element of boWlty and 

toll present in so far as industry is organised by dealers who are different 
people from the manufacturers who supply them. For~ it is said, if a. 
dealer and his manufacturer both expect prices to go up fiO per cen~ even 
though the manufacturer raises his price accordingly, the dealer, whoee 
profit consists in a margin between his selling price and his buying price, 

• will make an abnormal gain. There is, however. an arithmetical error 
in this argument. If the buying price haa been £89 and the selling price 
£100, a 50 per cent price rise brings the buying price to £120 and the 
aelling price to £160. This leaves a margin of £30, which, with prices 
50 per cent higher. is exactly equivalent to the former margin of £20. 
There is thus no special bounty or toll here. . 
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cause a further transfer in their favour, and 80 on cumula­
tively. The fact of a transfer adverse to them has opposite 
consequences. Thus, alongside of the bounty or toll stimulus 
described in the preceding section, there is also operating a 
psychological stimulus. This completes the detailed study 
of those complex rea.ctions of monetary and banking 
arrangements upon industrial fluctuations, which were 
roughly summa.rised in advance in Chapter XII. 



CHAPTER XVIII 

FRICTIONAL INFLUENOES OONNEOTED WlTlI THE NOTION 011' 

SPOnxNQ THE MARKET 

§ 1. I PASS now to another and quite different set of con­
ditions by which the sca.!e of industria.l fluctuations is in part 
determined. In every concern there are certain "overhead" 
charges, which remain roughly constant, whether the con­
cern. is at full work or partia.! work, when once its plant 
and establishment have been built up. From the point of 
view of any given length of period we may distinguish 
between these charges, which may be called supplementary 
expenses, and the expenses more closely dependent on the 
amount of output that is being produced, which may be 
ca.lled prime expenses. The difference made to tota.! prime 
expenses by the addition of an increment of output will, after 
a point, be greater, the larger is the output. In norma.! times 
the output will be such that the selling price is equal to this 
difference in respect of the last increment (in logica.!, not 
tempora.!, order) that is produced, and that the excess of the 
aggregate selling price over the sum of the prime expenses 
of a.ll the units produced is equa.! to what is required to oover 
supplementary expenses.' The curve representing the mar­
gina.! prime expenses of successive quantities of output is 
the short·period supply curve of the commodity; and, 
given free oompetition, we should expect a priori that in 
every industry, as the real demand for its products on the 
part of other people varied, its output (and, consequently, 
the quantity of labonr employed by it) would :fluctuate in 

1 For a diagrammatio representation of this matter, ct. The ECOflOmie, 
0/ Wel/ ... , p. 16~. 
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such wise as always to equate this short-period supply price 
with the demand price. This arrangement may, therefore, 
reasonably be regarded as a Bort of norm, or standard, from 
which the deviations occurring in real life can be measured. 

§ 2. There are three influences, which, inactive in good 
times, tend in bad times to make business men restrict their 

~ output below the short-period norm, thus making industrial 
.,.,...,.f1uctuations larger than they would otherwise be. First 

among these is the well-known and widespread objection to 
" spoiling the market". Spoiling the market means selling 
a thing in bad times at such a price, and, therefore, in such 
quantities, that in subsequent good times the market is already 
stocked and producers cannot benefit by the then good 
demand. This is a state of things which can ouly occur in 
connection with goods that are, in some measure, durable. . 
As regards these goods, it will not, indeed, pay an individual 
manufacturer acting in isolation to restrict his output below 
the short-period norm, because only a very smaJl part of the 
effect of his action in bettering future prices would accrue to 
his personal benefit. But it will pay the manufacturers in 
an industry, as a group, acting by tacit or open understand­
ing, to do this. Thus the master cotton-spinners of Lanca­
shire in periods of booming trade compete freely with one 
another, but in periods of depression enter into joint agree­
ments to shut down for so many days per week: and in many 
industries, it would seem, there are customs and traditions 
against excessive price-cutting, which involve restrictions of 
output in much the same way that these agreements do. 

§ 3. A second influence is as follows. When the demand 
.to. . for anythiIig falls off, there sometimes comes into play a 
. ~pecies of psychologicaJ friction, which renders producers 
". unwilling to maintain their output up to the limit of the 

short-period norm. While recognising that, when once 
resources have been definitely locked up in machinery, they 
are done with and no longer to be reckoned as costs of new 
production, people are much less ready to recognise this as 
regards stocks of materials. Mr. J. M. Clark puts the point 
very clearly thus. In filling an order at any time, .. What 
the concern expends now is materiaJs which it now has, not . . 
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the money which it paid out for them some months ago, and 
the sacrifice now involved in putting these materials into a 
given order is really represented by what the concern could 
realise on these materials if it did not make them up and 
sell them to this particular customer. This sacrifice is 
measured by the market price of the materials and not by 
the original cost. The difl'erence between the two is a loss due 
to holding goods whose price has fallen, and this loss should 
not be charged as a cost of making these materials into 
finished products. A firm has been known to lose numbers 
of contracts because it kept on figuring its bids on the basis 
of the original cost of materials after the market price had 
fallen heavily. They were refusing to make bids low enough 
to secure the orders, becauSe these orders would not otherwise 
cover certain costs which they had incurred in the past. 
But such historical considerations have nothing to do with 
the question: What will our costs be next week if we take 
these orders, compQ/l'ed to what they wiU be next week if we do 
not take them? It is more convenient to charge materials 
at their original cost, but it is possible to charge them at the 
market price prevailing at the time they are used, and thus 
to separate gains and losses arising out of the producing of 
goods from gains and losses due to changes in the value of 
materials in stock." 1 

§ 4. A third influence, which tends in present conditions 1'\ r~ 
to prevent price cuts in bad times from being carried down tv""-' 
to the short'period norm, and output from being adjusted I,voir 
correspondingly, is as follows. The quantity of any com-~ 
modity (of which it is possible to postpone the use) that is ""'­
demanded at any time does not depend solely upon the If"" 
(real) price ruling at that time, but also on the (real) price ~ 
that is expected to rule in the future. A cut in price may ;...\0 
actually check demand, because buyers think it portends a 
further cut for which they wish to wait; and a raising of 
price may actually increase demand, because buyers think 
that it portends a further raising of price. Naturally the 
fear that this sort of result may follow makes producers 
hesitate to come down to the level of the short-period norm 

I PM Economw oJ Ooer1aeGd 008", P. 197. 



170 INDUSTRIAL FLUCTUATIONS n. I 

in bad times. It would seem, however, that the difficulty 
could be overcome by more intelligent action on the part of 
business men. Suppose that demand conditions have altered 
definitely in. a given way, and that, apart from the above 
type of reflex action, the new demand schedule is established 
at a definite level. Then it is true that a cut in price, which 
is less than sufficient to equate the new demand with the 
short-period supply, is liable to cause demand to contract 
in expectation of a further price fall presently. But a cut 
in price that does equate the new demand with the short­
period supply is the maximum possible cut and cannot lead, 
so far as people understand the facts, to the expectation 
of a further cut later on-apart, of course, from a further 
independent fall from the side of demand. Therefore, if 
this policy of cutting down to the short-period supply price 
were regularly followed and became an accepted part of 
business practice, it would not be liable to defeat itself in 
the manner described. This is probably the thought behind 
a recent American writer's condemnation of piecemeal 
reductions and his advocacy of large decisive cuts: .. The 
practice of reducing prices by degrees has been shown to 
defeat its own purpose, because it gives the impression that 
prices will go lower still. It is not until they feel that the 
bottom has been reached and they expect prices to rise that 
buyers will come into the market. Sharp cutting and then 
maintaining' the price stimulates buying, while several 
smaller cuts, which total as much or more than the decided 
reduction, fail to attract business." I 

§ 6. A fourth and final influence is convenience-the 
joint convenience of producers and of purchasers. In some 

~ industries this influence is very important. A system, for ex­
ample, under which railway rates and fares continually varied 
would be intolerable to all concerned. The policy pursued 
by the United States Steel Corporation for many years of 
keeping the price of' their products, particularly of steel 
rails, absolutely constant in spite of large fluctuations of 
demand-which implies, of course, restrioting output in 

, S. E. Thompson, in Bwi ..... Oyclu and UnomploymonI (by Profeosor 
W. C. Mitohell and others). p. 167. 
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bad times more than would otherwise be necessary, is 
defended by Messrs. Jenks and Clark principaJly upon the 
ground that it was convenient to the railway companies-­
which are, indeed, said to have themselves first suggested the 
system.1 

§ 6. These several influences restricting the cuts in 
price, and so augmenting the cuts in production that take 
place in bad times, play some part in industries ordinarily 
caJled competitive, in virtue of the tacit understandings 
against excessive price-cutting to which reference was made 
above. Plainly, however, they have widest scope where 
monopoly prevails and where, therefore, price policy is more 
completely under the control of the individua.l producer. 
There is, indeed, a complication here, since it will pay a 
monopolist to restrict output below what I have caJled 
the short-period norm in good times as well as in bad. 
From the point of view of industrial fluctuations this does 
not matter, because, in the absence of special knowledge, 
it is to be expected that monopolisation as such, i.e. the 
continuous full exercise of monopolistic power, would 
involve equal proportionate cuts in good and. bad times,· 
so that the proportionate fluctuation in output would not 
be different from what it would have been under simple 
competition. ~ practice, however, monopolists often 
decide, under the influence of the considerations discussed 
in the preceding sections, to exercise their monopoly power 
more fully in bad times than in good, thus augmenting 
industrial fluctuations in the same way in which they are 
augmented when normally competitive concerns tacitly or 
opeuly agree not to spoil the market in bad times. For 
example, according to the 1907 report of the British 
Consul-General for Frankfort, "syndicates prevented, during 
the boom, the prices from rising to the level to which 

1 Of. TM Tnut P,..bkm, pp. 168 ., oeq. The policy was maintained 
for fifteen years, and only broke down in 1916 after nearly two years of 
war in Europe. , 

• On the 88SUm.ption that the curves of demand and supply are straight 
linea. it is easily shown that the output proper to monopoly is always 
one.half of that proper to aimple competition. If the curves are not 
straight lines conditions are possible in which the statement in the text is 
not even approximately correct. 
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they would otherwise have risen; again, during the be­
ginning of the set-back, they have made for stability".1 
Again, according to the same authority, "the Coal Syndicate 
fixes its prices for a year, from April to April; once such 
base-prices have been fixed, they are only very excep­
tionally liable to modifications".· Wherever this policy is 
adopted output must vary more extensively than it would 
do if monopolistic power were either exercised continuously 
or not exercised at all. Of course, if in bad tinles prices are 
only maintained at home and are allowed to fall abroad, 
the variations of output will be smaller than they would 
have been had the policy of price maintenance been adopted 
in the foreign a.s well a.s in the home market; but they will 
not, in general, be a.s small a.s they would have been if there 
had been no price maintenance in either market. 

§ 7. To the critical reader, perusing this summary of the 
principal influences which hinder "appropriate" cuts in 
price from being made in bad tinles, there may well have 
occurred a somewhat perplexing difficulty. So long a.s we 
are thinking of a single industry by itself, the adjustment, 
which is required to conform to short-period equilibrium 
when demand contracts, is naturally spoken of a.s an 
appropriate cut in price. When, however, we are thinking 
of industry a.s a whole this 1a.nguage will not serve. Under 
a currency system so arranged that general prices are 
stabilised it is inlpossible that all prices should be cut: 
while, under an ordinary currency system, though this is 
possible, it is, so far a.s the mutual trading of different 
industrial groups is concerned, without effect upon the real 
terms of interchange, and so prima facie barren. From 
this .circumstance there is some temptation to infer that 
frictional influences of the kind we are here contemplating, 
though relevant to fluctuations in the activity of particular 
industries, are somehow not relevant to general industrial 
fluctuations. This is a mistake. It is, of course, inlpossible 
for A to give a better price in apples for B's oranges and 
at the same time for B to give a better price in oranges 

I Reporl (Cd. 3727-167), p. 64 • 
• IbKt. p. 76. 
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for A's apples. But this does not prevent A from giving 
better terms to B at the same time that B is giving better 
terms to A. Both will be giving better termB---ilach will 
be aJtering his supply schedule in the other's favour­
if, maintaining always an exchange rate of one apple against 

. one orange, they exchange apples and oranges against one 
another to the number of 1500 instead of to the number of 
1000. So soon as it is understood that adjustment means 
adjustment of terms in this wide sense, comprehending both 
rate of exchange and quantity offered, the difficulty we have 
been considering disappears. It becomes obvious that, when 
generaJity of statement is required, all that is needed is 
to translate, without change of meaning, what was said in 
preceding sections in the language of prices into a some­
what more cumbrous phraseology. 



CHAPTER XIX 

THE I'ABT l'LAYED BY RIGIDITY IN WAGE-RATES 

§ 1. Al'ABT from the specia.l reactions due to the decep­
tions of al) unstable standard of va.!ue, which were discussed 
in § 2 of Chapter XVII., changes in the conditions of labour 
supply do not, it would seem, enter into the determination 
of industria.! fluctuations. The various influences examined 
in preceding chapters focus themselves on, and come to 
action through, the rea.! demand that employers make for 
labour. When, however, changes occur in this rea.! demand, 
the amount of the effect which they produce--the size of 
the industria.! fluctuations to which they lead-depends, not 
only on their own magnitude, but also on the elasticity of 
the response which labour makes to them, that is to say in 
technical terms, upon the elasticity of the supply of labour.1 

In studying this matter it is convenient to proceed by stages, 
and I sha.ll begin with the case of varying demands for labour 
in a single industry supposed to be isolated from a.ll the rest. 

§ 2. At the outset attention must be ca.lled to an am­
biguity in the concept elasticity of the supply of labour. A 

1 The method of exposition which I have employed, separating the 
general discuaaion of the supply of floating capital into a difterent chapter 
from that dealing with the supply of labour, may, perhaps. unless a caution 
is given. suggest a false inference. namely. that the aggregate of floating 
capital-real wagee--to be expended at any time is determined by the 
expectations of bwrinees men independently of the conditions of labour 
supply, these oonditions merely deoiding whether a high rate of wage 
shall be paid to 8 smaller number, or a low rate to a larger number. of men. 
This is not BO. The expectations of profit entertained by busin688 men, 
therefore their demand, in terms of pro~ for Boating capital. aud, 
therefore the aggregate quantity of floating capital expended in wages, 
are themselves in part determined by the rate of wages which business 
men think. will prevail. that is by the conditions of labour supply. 

174 
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change in the quantity of labour at work, consequent upon 
a change in demand, may come about either through a change 
in the number of workpeople employed, or through a change 
in the amount of work done by each workman, or through 
changes in both these things_ This fact does not merely 
indicate---.. point already noticed in Chapter IL-that varia­
tions in the quantity of employment are a very inadequate 
measure of variations in the quantity of productive power 
at work_ It shrouds in confusion the whole notion of 
elasticity as regards the short-period supply schedule of 
labour_ It shows that, given the number of workpeople 
trained to any industry, the form of this short-period supply 
schedule Will be one thing if custom permits, and a.nother if 
it does not permit, variations in the length of the working 
day or of the intensity of effort put out by a man per hour_ 
As noted in Chapter ll_ § 3, among coa.! miners the amount 
of work done is apt to faU when piece-wages are increased, 
because the men prefer extra leisure to extra incomes_ 
Obviously this could not bappen-the supply schedule of 
labour could not be of this sort-in conditions such that 
variations in the quantity of work done came. about only 
through variations in the number of workpeople in employ­
ment. For our present purpose, however, this difficulty 
must be slurred over. We SUppOS&--&Il untrue supposition, 
but one the falsity of which does not seriously falsify our 
results-that the quantity of labour supplied varies only by 
way of variations in the number of workpeople offering them­
selves for work. The elasticity of the supply of labour is 
then measured by the ratio of (small) proportionate changes 
in this number to associated (sma.ll) proportionate changes in 
the rate of wages. So conceived, it is evident that elastic 
supply means a determination on the part of workpeople 
to keep wage-rates rigid in the face of changing demand, 
even though this involves large changes in employment; 
and inelastic supply means a readiness to a.llow wage-rates 
to vary considerably or, in other words, to be fairly plastic. 

§ 3. With these preliminaries, let us suppose the real 
demand schedule for labour on the part of employers in some 
industry to have been raised (or lowered) in a given degree : 
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in such wise, for example, that whereas, with the ruling rate 
of real wages, employers were formerly prepared to employ 
A workpeople, they are now prepared at the same rate of 
real wages to employ (A±a), and at other rates to employ 
correspondingly larger (or smaller) numbers than they would 
have been prepared to employ before. It is easy to see that, 
given the form of the demand schedule for labour in the 
industry and given the extent to which it swings, the conse­
quent change in the amount of labour at work will be greater, 
the more elastic is the supply of labour. If the supply of 
labour is perfectly inelastic, i.e. if the wage-rate is perfectly 
plastic, the alteration in the quantity of labour at work will 
be nil: if it is perfectly elastic, the alteration will be equal 
to a: if the elasticity of supply is neither perfectly inelastic 
nor perfectly elastic, the alteration will lie between 0 and a, 
approxinIating nearer towards a the more elastic is the 
supply. 

§ 4. To this obvious proposition there is a subtler corol­
lary. Still assuming the form of the demand schedule for 
labour in our industry and the extent of its swing to be given, 
we have to inquire upon what the quantity of differe:nee made 
to employment fluctuations by a given difierence in the 
elasticity of supply-rigidity of wage-rates-depends. It is 
easy to show that the quantity of difierence made is less, 
the less elastic is the demand for labour. In the limiting 
case, when the demand is absolutely inelastic, the quantity 
of difierence made is nil.' Suppose, for example; that it 
took 1000 dockers to unload 60 ships and 800 to unload 
40 ships, and that in one week 60 ships came in and in the 

1 This statement, as also the statements of § 3, can be elucidated by 
simple diagrams in the special C888 where the curves of demand and supply 
can be rep .......... d by Bt.raight lin... Let tbe original (real) wage ra .. be 
represented by PM and the quantity of labour employed by OM. Let 
the demand ourve awing to the right in such wise that, if this wage were 
retained, the quantity of labour employed would increase from OM. to 
ON. Let the demand and supply ourvea be inclined to the vertical at 
angles 4t and 9, Then it is eaaily shown that the addition actually 
made to employment. t:.e. 

MM'=MN tan II • 
tao. Q + tao. ~ 

Hence we obtain tbe following results (&IIInlII>ing tbat Q is ill 0). (I) If 
tan 41=0, that is i.o uy if the dema.nd is absolutely ineJ.ast;i~ the change 
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o M M N 

Transla.ted into language. the proposition asserts that, the less elastio is 
the demand for labour, the leN imporlane u ".from &he: poi", oj tMto of &IN 
effd on employment oj cl&angu in demGnd, wMlMr the .upply o/labour U 
elastic or inela.mo. In the limit, when tan .=0, no ditlel'8llC8 whatever 
is made by ditIerencea in the elasticity of supply. 

N 
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of labour in an isolated industry 1 is the money (or 
commodity) representative of the extra dissatisfaction· in­
volved to a worker if that unit is produced, as against what 
would have been involved if it had not been produced. 
In normal times we must presume that this extra dis­
satisfaction will be roughly balanced by the normal rate of 
wage. Professor Clark suggests, however, that, when the 
demand for labour in any industry faIls below the normal, 
the supply curve confronting the faIling demand is practi­
cally a vertical straight line, because, as he argues, when 
a man has once been reared and trained to a particular 
industry, the real cost to him of working a reasonable 
number of hours, as against not working at all, or, still 
more, as against wandering the roads in search of employ­
ment, is practically nil.' On the assumption that changes 
in the supply of labour units can only come about through 
changes in the number of workpeople employed, this 
analysis appears to be valid. The standard or norm we 
have been seeking is a laboUr supply of extreme (short­
period) inelasticity. There is not, it must be clearly under­
stood, any implication that a wage policy on the part of 
workpeople conforming to the norm would be superior, from 
the standpoint of economic welfare, either to their actual 
policy or to a policy intermediate between that and one 
conforming to the norm. That issue, like the corresponding 
issue about "spoiling the market", is deferred to Part II. 
The norm is here conceived as a basis for· measurement, 
not as an ethical ideal. 

§ 6. Supply conditions conforming closely to the norm 
might be expected to prevail in a community of intelligent 
peasant proprietors. The peasants would go on working in 
bad times at nearly full pressure, even though they knew 
that the resultant "wage" would be very much less than 
usual. They would not, of course, work, if, owing to 
deep snow, or some other cause, their efforts were certain 

1 The assumption that the industry is isolated is, of course, neoesaary ; 
for. apart from that 888umption, the elasticity of the labour supply in a 
particular industry will be chiefly dependent upon the opportunities open 
to workpeople for passing to and from employment in other industries. 

• PM.II1"""";"., Ovorhead 0 .... , pp. 20.1. 
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to produce no result, because the actuaJ. process of work 
has in it, after a time, a certain unpleasantness. But their 
work would display, as against depressions of demand, a 
highly inelastic supply. In the bulk of modem industry, 
however, the status of the workpeople is fundamenta.lly 
different from that of these hypotheticaJ. pe&S&nts. The 
difference leads to tJle adoption of policies embodying a 
much more elastic scheme of supply, or, which is the same 
thing in other words, a much more rigid wage system. To 
this end three factors are at work. 

§ 7. First, pe&S&Uts owning their own land receive the 
whole fruit, which their efforts, in conjunction with the 
fertility of the land, produce. Their aggregate receipts 
must, therefore, grow as their efforts increase. In wage 
industry, however, wage-ea.rners receive an aggregate of 
wages equivaJ.ent to their ma.rginaJ. productivity multiplied 
by their numbers, ,the baJ.ance of the fruit of their efforts 
in conjunction with the equipment they use going to the 
owners of the equipment. If, therefore, the demand for 
their services is inelastic, a reduced amount of work may 
yield them a larger aggregate return, or, to put the same 
thing otherwise, a giv~n proportionate drop in wage-rates 
may involve a less than proportionate expansion in the 
quantity of labour required. In bad times, therefore, when 
the demand for their services faJ.ls off, the workpeople in 
industries of inelastic demand may reaJ.ise that a ta.cit or 
overt combination on their part to prevent their wage-rate 
from dropping may yield them, as a body, an absolute 
gain. It is true that this gain is, in generaJ., ava.il&ble only 
to workpeople in certa.in industries, and in these at the 
expense largely of other workpeople. But that need not 
prevent it from acting as a reaJ. and powerful stimulus to 
the maintenance of rigid wage-rates. A second reason why 
workpeople often insist on rigidity is the fear that, if they 
once aJIow rates to faJI, friction and the resistance of em­
ployers will make it extremely difficult to raise them again 
later on except at the cOst of a strike. If they were 
sure that the issue reaJIy was between a wage fluctuating 
round a given mean and a consta.nt wage at that mean, 
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they might well be prepared to accept the fluctuating wage; 
but, as things are, they fear that a fluctuating wage will, 
in fact, mean a lower wage on the whole. A third factor 
making for rigidity in workpeople's wage policy is the fact 
that the alternative to earning money in wages is, not 
merely not earning money in wages, but not earning money 
coupled with receiving money in the form of unemployment 
insurance, Poor Law relief, charitable help or otherwise. 
Naturally the knowledge that these alternatives are avaiJ.. 
able lessens the extent to which men are willing to cut wage­
rates in bad times. 

§ 8. In any industry supposed isolated from all the 
others the extent of the difierence made by rigidity in wage­
rates" to the amplitude of the employment fluctuations that 
result from given fluctuations in demand depends, as was 
shown in § 4, on whether the demand which fluctuates is 
(from a short-period point of view) elastic or inelastic. If 
this is highly inelastic, very much less difierence will be 
made than if it is elastic; because there will be much leBS 
scope for workpeople to retain employment, when demand 
falls off, by offering to acoept a lower rate of wage. Now 
it is certain that in many occupations the demand for 
labour, from the point of view of a short period, is 
highly. inelastic; for in many of them labour cost is 
a very small part of total cost of production. It seems 
to follow that the unemployment consequent upon a 
depression of demand would only be very slightly smaller 
than it actually is if wage-earners were ready to adopt 
a plastio instead of a rigid system of wage-rates: and 
for this reason, more or less vaguely conceived, many 
popular writers hold that the hope of bettering employment 
in bad times in any substantial degree by wage reduotions 
is illusory. 

§ 9. In the above argument, however, the case is not 
stated quite fairly. In an industry where the demand for 
labour is highly inelastic, beoause labour cost is a small part 
of the whole, there must be employed a large volume of 
materials and machinery, into the making of which other 
labour enters. The aggregate effect on the quantity of 
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labour demanded of a reduction of, say, 10 per cent in the 
wage-rate in one industry is, therefore, larger than the effect 
on the quantity of labour demanded in that industry: for 
account must a.Iso be taken of the effect on the quantity of 
labour demanded in the complementary industries. This 
point-and it is an important one-may be put thus. Suppose 
that ten groups of workpeople in ten occupations contribute 
in about equal proportions towards making some finished 
commodity. Suppose, further, that the elasticity of demand 
for the finished commodity is unity, i.e. such that a I per 
cent fall in price involves a I per cent increase in quantity 
demanded. Then a 10 per cent cut in the wages of one of 
the occupations will involve a I per cent fall in the price of 
the commodity and also a I per oent increase in the quantity 
of labour demanded in that occupation. But it will also 
involve a I per cent increase in the quantity of labour 
demanded in each of the other occupations. Hence, altlwugh, 
if a Bingle group accepts a 10 per cent wage-cut, employment 
in tlw.t group wiU expand only 1 per cent, shmild aU the groups 
accept a 10 per cent wage-cut, employment in aU the groups 
collectively will expand 10 per cent. Thus, if the workers 
in the magneto-making industry accepted a system of 
highly plastic wage-rates, and nobody else did 80, the fluctua­
tions taking place in this occupation would not be ap­
preciably reduced, because a fall in the price of magnetos 
would involve so small a proportionate fall in the prioe of 
motor-cars that the stimulus to further sales of these would 
be negligible. But, if aU trades relevant to the making of 
motor-cars accepted a plastic system, the fluctuations taking 
place in all of them collectively would be diminished in a 
much larger degree. So far I have been considering comple­
mentary industries. As regards industries which are not 
joint contributors to a oommon work, if the mutual demand 
for one another's products has an elasticity greater than 
unity, a reduction of costs in one will stimulate output in 
the others: so that here again the acceptanoe of a plastic 
wage system by ten of tltem will have a larger proportionate 
effect in promoting stability in these ten than a like aocept­
ance by one of them would have in promoting stability in 
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it.1 Hence, we conclude, rigidity in the general system of 
wage-rates in any community has a more inlportant bearing. 
on industrial fluctuations than popular arguments, focUBBed 
on the circumstances of particular industries, suggest. 

§ 10. It remains to inquire how far our results are 
affected when the assumption that different industries are 
isolated from one another is withdrawn. If labour can 
move with perfect freedom, and if there is one large occupa.­
tion (e.g. agriculture) in which wage-rates are completely 
plastic, all the workpeople ejected in times of depression 
from other occupations may find a refuge there; and, 
consequently, there need never be any unemployment at 
all. In these conditions the presence or absence of rigid 
wage-rates in the other occupations makes no difference to 
industrial fluctuations as a whole. This inlaginary picture 
is, of course, far from the facts of life. It suggests, however, 

• a conclusion of practical significance. When labour is 
mobile, a rigid wage policy confined to some only of the 
industries in a community has a smaller effect in pro­
moting industrial fluctuations than it would do if labour 
were not mobile: the difference being greater the narrower 
is the range over which rigidity prevails. Apart from this, 
what has been said about a community whose industries 
are isolated holds good also of one in which there is complete 
mobility, and a. fortimi of one in which, as in the actual 
world, labour is in some degree, but not perfectly, mobile 
between different occupations. 

1 If the demands of the various industries have elasticities leaa than 
unity. this last argument is, of course, revened. It is. therefore. important 
to observe that, in Mr. Robertson'. view, in times of acute slump the 
publio demand f"" (0) railway traneport, and (6) contractive goods is 
highly inelaetio. (Btmki"ll PoUcg <m<i 1M P .... Lowl, p. 17.) 



CHAPTER XX 

THE PART PLAYED BY IMPERFECT MOBILITY OF LABOUR 

§ 1. IT was shown in Chapter II. that, when industry as a 
whole is expanding or contracting, the main body of indi­
vidua.! industries are, as a rule, moving in the same direction. 
It is not, of course, suggested that there are no exceptions 
to this tendency. Such a state of things is a priori very 
improbable, and it certa.inly cannot be demonstrated by 
sta.tistics. Indeed, a.s was pointed out in Chapter IX., 
there is rea.son to believe that depressions are sometimes 
sta.rted by contractions in the rate of expansion of consump­
tion trades bringing about contractions in the amount of 
activity in instrumental trades. If this is so, there must 
be a period during which the demand for labour is still 
increa.sing in consumption trades but declining in instru­
menta.! trades. When, however, the upward and downward 
swings of demand manifested in the normal industria.! cycle 
a.re looked at as wholes, discrepancies of this kind do not 
bulk very large. We may safely say that the :fluctuations 
of demand in different industries are in very great measure 
consilient in direction. They are not, however, consilient in 
degree. The proportionate swings in demand in instrumenta.! 
industries a.re very much larger than those in consumption 
industries, and there are aJso probably large divergencies 
within each of these two groups. In the light of these 
considerations it is necessary to inquire in what way im­
perfections in mobility in:fIuence industria.! :fluctuations. 

§ 2. It is obvious that, if wage-rates were perfectly 
plastic-this implies the possibility of negative rates­
there would be no unemployment in any event, and, 
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therefore, it would not matter whether labour were abso­
lutelY'mobile or absolutely immobile. Hence, if our problem 
is to have a solution, we must make some assumption in 
regard to wage policy. Let us suppose, as the evidence 
suggests, that a considerable degree of rigidity prevails. In 
these circumstances swings of aggregate demand below its 
mean level may be associated with a little more unemploy­
ment if labour is not, than if it is, perfectly mobile. For, 
in so far as demand is expanding in some industries, there 
may be vacancies there, which, with perfectly mobile labour, 
might be filled from among men now idle. It is also possible 
that, when demand falls all round, the quantity of labour 
employed in industries in which it falls least may be 
increaaed, thus again providing jobs for idle men. Professor 
Cassel has suggested that this happens to some extent in 
Sweden as between industry and agriculture. " The capital­
producing industries, which attract a good deal of outside 
labour during high conjunctures, reject it again during depres­
sions, and 80 cause unemployment. It is not necessary that 
these expelled workers become entirely without occupation, 
as it is conceivable that to some extent they will go back 
to agriculture, from which they came,' and resume their 
activities there for a time. In Sweden this is a fairly common 
practice. The capital-producing industries may, to a great 
extent, take agricultural workers or members of peasant 
families direct from their occupation on the land. This 
applies particularly to the timber industry, but also, in 
large measure, to the building trade. When these workers 
can find no further employment in industry, they often go 
back to their former places." 1 Plainly, however, in order 
that j;his kind of thing may happen, wage policy in the 
occupations where demand falls least must be considerably 
plastic-less rigid than it is likely in fact to be among 
the general body of consumption industries in such a country 
as England. Hence we may conclude with some confidence 
that, in this country at all events, imperfections of mobility 
do not make the downward swings of employment, for 
which downward swings in aggregate demand are responsible, 

I The T/wwy 0' SooiallliOOflOfnl/, vol. ii. p. 547. 
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significantly different from what they would have been had 
mobility been perfect. 

§ 3. With swings of demand above the mean level the 
case is different. Since general upward swings embrace 
large proportionate rises in some occupations and smaJI 
proportionate rises in others, it may easily happen that in 
occupations of the former class a good deal of labour is sought 
for in excess of what can be provided by the men normaJIy 
attached to them; while a fair number of men attached to occu­
pations of the latter class are not yet caJIed up for employment 
there. H this happens, imperfections of mobility may be 
expected to make the upward swings of employment due to 
upward swings in aggregate demand smaJIer in an appreciable 
degree than they would have been with perfect mobility. 

§ 4. Combining together thll result of the two preceding 
paragraphs, we conclude that imperfections of mobility in 
times of depression leave the part of unemployment which 
is associated with general downward swings of demand 
practicaJly untouched, but in times of boom render un­
employment distinctly larger than it would have been 
with perfect mobility. It follows that imperfections of 
mobility lessen the difference between the unemployment 
figures of bad times and of good times; which means that 
they diminish the amplitude of industrial fluctuations. 
Prima facie tliis result seems paradoxicaJ. But it only does 
so because we are accustomed in a loose way to think that 
reductions in the amplitude of fluctuations m'Ullt be sociaJIy 
advantageous, whereas what happens here is plainly a social 
evil. The paradox is cleared up as soon as we realise the 
precise nature of what is taking place: that the range of 
differenoe between good times and bad is only narrowed 
because the good times are made less good. The quantities 
involved, however, are probably smaJI, and the whole 
matter is of academio rather than of practical interest.1 

1 It will, of course. be understood that this statement by no means 
applies to the joint effect of rigid wage-rates. imperfect mobility and 
variable relaliw demand in calling into existence a considerable conIlanl 
volume of unemployment. Thia matter is referred to in Chapter IV. f 12. 
footnote; but. since in this book we are concerned. with fiuotuations of 
employment. it doea not form part of our study. 



CHAPTER XXI 

THE COMl'.ARA.TIVE lMl'ORTANCE 011' VARIOUS II'ACTORS 

IN DETERMINING THE AMPLITUDE 011' INDUSTRIAL 

lI'LUCTUATlONS 

§ 1. IN any serious study of industrial fluctuations it is 
plainly necessary to attempt some quantitative estimate of 
the comparative importance of the several factors that pro­
mote them. The term comparative importance is, however, 
ambiguous in this connection. For it is conceivable that, 
while factors (A, B, C . . .) are dominant in determjnjng 
the amplitude of fluctuations in the sense of the difference 
in magnitude between maximum and minimum activity, 
another set of factors (X, Y, Z •.. ) may be dominant in 
determining the time intervals between successive maxima 
and minima. In this chapter I shall consider comparative 
importance in the first of these two senses, p!&inly the more 
significant from the standpoint of social welfare, leaving 
over the other sense to Chapter XXII. 

§ 2. From our discussion hitherto the following broad 
results may be brought together. There are to be distin­
guished first certain initiating causes of industrial fiuctuations 
capahle of coming into play, as it were, spontaneously. The 
chief of these were set out in Chapter IV. as (1) harvest 
variations; (2) inventions; (3) industrial disputes; (4) 
changes in fashion; (5) wars; and (6), partly overlapping 
some of the others, changes in foreign demand and foreign 
openings for investment. There are, secondly, errors of 
optimism and errors of pessimism, studied in Chapters VI. and 
VII. There are, thirdly, autonomous monetary movements, 
which constituted the subject-matter of Chapter VIII. These 
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severa.!. causes, or originating impulses, of disturba.nce come 
into play in a world of complex organisation, the strnctnre 
of which conditions the working of these impulses and, in 
great part, determines their effects. '- The most significa.nt A 
items in this orga.nisa.tion from the present point of view~ v' 
are the monetary and banking arrangements of the country, V 
the policy of indnstriaJists as regards spoiling the market, 
and the policy of workpeople as regards rigidity of wage 
mtes~ The various factors involved are interdependent, so 
that the effect due to one element cannot be gauged abso­
lutely, but only in reference to some given state of the other 
elements. For example, given such and such a degree of 
pIa.sticity in wage policy, such and such changes in business 
sentiment will bring about a contr&etion of, say, 4, per cent 
in industrial activity. But, if wage policy was such that 
workpecple preferred any--even a negative-wage to unem­
ployment, these changes would not bring about any contr&e-
tion at ill Similarly, given certain variations in business 
sentiment, such and such a modification of wage policy will 
lcad to such and snch a modification in the movements of 
employment; but, if there are no variations in business senti­
ment (or other like factor), modifications of wage policy will 
produce no effect. Nor is this all. Several of the impulses, 
or causes, which are liable to come into play have the power 
of generating other imporlses. Thus prosperity, whether due) 
to a. good harvest, to an invention, or to anything else, is liable 
to promote an error of optimism; and adversity an error of 
pessimism. This point was brought out very clearly by 
Jevons when he wrote: "Periodic colla.pses are really 
mental in their nature, depending npon variations of 
despondency, hopefulness, excitement, disappointment and 
panic. But it seems to be very probable that the moods of 
the commercia.! mind, while constituting the principal part 
of the phenomena., may be controlled by outward events, 
especially the condition of the harvests." 1 Again; with the 
monetary system as it is, the desire to purchase the products 
of a good harvest or to exploit an invention leads to an 
expansion of bank credits and so to a rise of prices, and so 

, l"~ ill a..rr....y and Fi_ p. 184. 
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sets the monetary fa.ctor to work; and simi1a.rly with a bad 
harvest. Yet, again, an error of optimism starts processes 
that ra.ise genera.l prices, and an error of pessimism processes 
that. lower them, thus invoking that fa.ctor from another 
side. Yet again, a rise of prices, however brought about, 
by creating some a.ctua.l and some counterfeit prosperity for 
business men, is liable to promote an error of optimism, and 
a fall of prices an error of pessimism, and this mutua.lstimu­
lation of errors and price movements may continue in a 
vicious spira.l, until it is checked by some interference from 
outside. These considerations make it plain that the effects 
of the several groups of fa.ctors that we have distinguished 
in augmenting the amplitude of genera.l industrial fluctua­
tions cannot be treated as simply additive. The sum of 
their effects taken singly, each on the assumption that other 
things are unchanged, will, when added up, work out at 
something much bigger tha.n the joint effect of ali of them 
taken together. 

§ 3. The practica.l importance of this ana.lysis is very 
great. We see from it that a proof to the effect that the 
remova.l of fa.ctor A would reduce the &I!lplitude of industria.l 
fluctuations by three-quarters is not a proof that the remova.l 
of the other fa.ctors would not reduce it by more than one­
quarter. It may be true both that, if the genera.l price level 
were stabilised, industria.l fluctuations would be so nearly 
eliminated that little advantage would be got from 
making harvests steadier or from governmental manipula­
tion of stocks designed to mitigate the effects of varia.ble 
harvests, and also that, if the general price level were not 
stabilised, large advantage would be got from those policies. 
Again, it may be true both that, if somehow errors of 
optimism and pessimism could be rendered impossible, little 
advantage would result from stabilising prices, and a.lso 
that, while these errors are liable to occur, large advantage 
would follow from that policy. From these considerations 
there may result a great drama of reconciliation. Contro­
versia.lists who have imagined themselves to hold incom­
patible opinions are not necessarily in conflict at aliI One 
school of thought maintains that inequality in the harvest 
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yields of different years is the dominant factor in industrial 
fluctuations; another that errors of forecast among business 
men are dominant; another that instability in the level of 
general prices is dominant. Each of these schools holds that, 
if it is right, the other two must be wrong. Our analysis 
shows that this is not so. Each of the above factors may be 
dominant in the only sense that is intelligible, in the sense, 
namely, that if it, and therefore aJl the effects causaJly due 
to it, were removed, industrial fluctuations, as they exist 
to-day, would almost entirely disappear. Of course, our 
analysis does not compel the members of these divergent 
schools to agree. It is open to a member of the harvest 
school to hold that the stabilisation of prices by itself would 
accomplish nothing, and to a member of the stablE> money 
school to retort in kind. But nonE> of these schools is driven 
by the logic of its own opinions to deny thE> opinions of either 
of the others. Harmony becomes at least p08sible, and a 
great deal of barren argument goes by the board. 

§ 4. Recognising then that a number of different factors 
may aJl be dominating determinants of the amplitude of in­
dustrial fluctuations, let us begin by considering the claim of 
the monetary factor; which, as we have seen, plays a double 
role, acting sometimes as an initiating impulse to disturbance 
and sometimes as a condition upon which other initiating 
impulses impinge. It is held by the upholders of this claim 
that, if other things remained the same, but currency arrange- . 
ments were so modified as to keep the level of general prices 
substantially constant, the- wave movements that now take 
place in industrial activity would altogether cease. The 
condition that other things remain the same must not, of 
course, be taken to exclude changes which are results of 
changes in the level of general prices. Thus the .stabilisation 
of this level is understood to involve the elimination of such 
part of errors of optimism and pessimism as is induced 
by changes in this level. It is further understood to 
inolude the prevention both of those fluctuations in the 
price level which arise from non-monetary causes (as studied 
in Chapters XII.-XVII.) and also of those whioh arise out 
of monetary causes, as discussed in Chapter VIII. It is 
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of stabilisation so conceived that Mr. Hawtrey is thinking 
when he asserts that the trade cycle is "purely a monetary 
phenomenon".1 He, and writers who agree with him, do 
not merely mean that the monetary instrument could con­
ceivably be so manipulated as to cancel out tendencies 
towards fluctuations set up otherwise than through its 
agency; that, for instance, when a good harvest or an error 
of optimism is making for expansion, expansion could be 
prevented by so doctoring the currency as to make general 
prices faIl. They mean that, if the monetary (and banking) v 
machine were remodelled in such a way that good harvests, 
errors of optimism and influxes of gold were prevented 
from causing prices to rise, and reverse movements were 
prevented from causing them to faIl, the trade cycle would 
be abolished without the need of any further action. Let 
us consider this claim. 

§ 5. The more innocent among those who advocate it 
stress the undoubted fact that business men, in framing 
and carrying through their policies, think in terms of 
money, and regulate their conduct by reference to money 
profit, money loss and money prices. Starting with the 
thesis that industria.! fluctuations are the result of oscill .... 
tions, partly warranted by the facts and partly not war­
ranted, between optimism and pessimism among business 
men, they ask: What, after aJI, do business optimism and 
business pessimism essentially mean 1 Business optimism 
means an expectation that prices are going to rise or go on 
rising: business pessimism an expectation that .they are 
going to faJI or go on faIling. To stabilise prices, therefore, 
would be to destroy business optimism and business pessi­
mism, and, hence, to abolish industria.! fluctuations. This 
line of reasoning will not stand ana.!ysis. It depends on a 
confusion between aU prices and each price. Though, no 
doubt, in a period of optimism the typica.! business man will 
often expect that the genera.! level of prices is going to rise, 
he will aJso often expect that the price of his own particular 
commodity is going to rise relatively to other commodities. 
A knowledge that the gemral level of price8 must remain 

, E.,."..,..;c Journal, 1922, p. 298. 
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stabl-.and this is the utmost that any monetary or bank­
ing arrangements could secure-will not prevent him from 
entertaining this expectation. Genera.! prices may be 
absolutely stable, and everybody may be aware of the fact, 
and yet there is nothing to prevent A and B on occa.si.ons 
each thinking that the other is going to offer better rea.! 
terms for his goods than he is in fact going to offer. A 
may think that the price of hi8 stuff is going to rise, 
though he knows that prices in general cannot rise, and B 
may think the same thing about his stuff; and both of 
them, in consequence, may expand their output. The above 
argument, therefore, falls to the ground. 

§ 6. The claim that the stabilisation of genera.! prices 
would abolish the trade cycle is, however, sometimes defended 
by means of a more plausible line of reasoning. Whatever 
changes, it is said, whether warranted by facts or not so 
warranted, occur in the thoughts and intentions of business 
men, it is impossible for them, in a world that enjoys an 
organised currency and banking system, to produce such 
changes in conduct as will lead to the development of trade 
cycles, unless genera.! prices are free to vary. In other 
words, these changes of thought and intention can only pro­
duce effects by way of the banking and currency mechanism; 
and to restrain this mechanism from movement is to render 
them abortive, just as to chain up a man's limbs would 
render his desire for physical movement abortive. The 
argument runs thus. When business men, with or without 
warrant, become more optimistic than usua.!, they borrow 
money from the bankers, with which, in effect, they buy 
from stores materia.ls and things which workpeople are accus­
tomed to consume, and they then use the materia.ls in their 
industries and payout the other articles as wages to set 
more workpeople to work in these-industries. When they 
become more pessimistic than usual, they act in the opposite 
sense. But to stabilise prices implies preventing them from 
doing these things, and, therefore, preventing them from 
taking practica.! action in accordance with their changed 
sentiments. In examining this argument we need to recall 
the analysis of Chapter XII. It was there pointed out that 
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business men are able to swell the stream of floating capital 
available for them when their expectations of profit improve, 
not only by borrowing from the banks but also by borrowing 
direct from the public by the issue of new securities. This 
latter process, since it merely alters the distribution of the 
money stream without changing its volume, does not tend to 
push up prices, and, therefore, could not be obstructed by 
price stabilisation. It was &Iso pointed out in Chapter XIII. 
that rentiers and others have it in their power to augment 
their contribution towards the aforesaid stream through the 
mediation of banks, even when they have no private currency 
holdings and no bank debts. H, under the stimulus of high 
interest. rates, they refrain from spending their ba.lances, 
leaving them instead on deposit account, they make it 
possible for the banks to create a corresponding quantity of 
new credit in favour of business men without causing the 
price level to rise. Here, again, it is evident that a policy of 
price stabilisation ·could exercise no restrictive influence. 
This argument, therefore, like the preceding one, appears to 
be invalid. 

§ 7. The third argument to be considered is statistical 
in character. In its simplest form it is based upon a direct 
comparison of movements in industria.l activity and move­
ments in the general level of prices, as illustrated in the 
chart facing p. 120. Attention has a.lrea.dy been ca.lled to 
the close general para.llelism between the two curves shown 
in that chart. So soon, however, as the chart is examined 
in deta.il, it becomes apparent that we cannot argue from 
it that the elimination of price movements would estop 
industrial fluctuations. For, on the whole, the turns in the 
unemployment curve preceik the corresponding turns in the 
price curve. Unemployment turned down and prices up 
together occurred in the same year in both curves in 1852, 
1858,1879,1886 and 1908: in 1868,1893 and 1903 employ­
ment began to improve before prices began to rise. In 
1864 prices turned downward before employment fell off, 
and the same thing happened in 1881: but in 1853, 1856, 
1872, 1890, 1899 and 1906 employment began to worsen 
while prioes were still rising. The norma.l oourse of events 
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appears to be as follows. When depression is passing 
into revival the . employment index usually begins to 
mount Borne mcm.th8 before the wholesale price index turns. 
,:rIlen, during the earlier stages of revival, after the price 
index has turned, the employment index improves at a 
fairly rapid rate as compared with the price index: but in 
the later stages, practically all e'!'ployable persons having 
already found work, the employment index scarcely improves 
at all, while the price index continues to mount steeply. 
In general terms we may say, of the upward half of the cycle, 
that at first there is no price rise at all, then a price rise 
which becomes greater in proportion to the rise of em­
ployment until employment stops rising altogether, while 
prices continue to mount because employers (whom bankers 
finance) bid against one another to secure labour and 
materials, the supply of which it is no longer possible 
to increase.' When revival culminates &lld the turn down 
to depression takes place, a fall in employment in like 
manner usually prewl.ea the fall in prices. For example, 
in the post-war crisis in the United Kingdom unemployment 
began to increase in April 1920, wholesale prices (Board 
of Trade) turned down in January 1920, and retail prices 
(Ministry of Labour) in November 1920." 

1 Thus Mr. Bellerby. ConIrol oJ Oretlil, pp. 77.9, writes: U From an 
examination of the periods preceding the yean 1891, 1900. 1907 and 1913. 
it will be seen that employment rose to within 1 i per cent of the maximum 
for the period about eighteen months or two years before the peak of the 
boom-that is to say, before prices began to show a mBl"ked rise. Thus 
in 1889 employment had reached 97·9 per cent. this being the maximum 
yearly average for the period, in spite of the boom continuing until 1891. 
In 1898 employment stood at 97·2 per cent, the ma:s:i.mum. for the period 
being 98·0 and the boom continuing until 1900. In 1905 the employment 
percentage was 96-0, the muimum being 96·4 in 1906, and the rise of 
pri ... continuing until 1907. The peroentage neohed in 1911 wee 97'0, 
the maximum being 97·9 in the culminating year of the boom, 1913. It. 
would seem to follow that the period of most rapidly rising prioea can only 
add, at the moat. about It per cent to the forces of Ia.bour employed, 
and in lOme caaea has even shown a fall in employment. II 

I For the delay in the price movement Professor Mitchell offers the 
following 8%planatioD.: to The effect of a depression in reducing the costa 
of doing business baa already been pointed out as among the f6Ctors which 
favour resumption of activity. But it does not favour an advance in the 
price level. On the contrary, it me&IlB that profits oan be made without 
restoring prices t.o the level which prevailed before the depreaaion set in. 
Seoondly,atthis stage of theb1lliDels oycle busin_ enterprises are anxiously 

o 
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§ 8. There is, however, available a mlillh more effectivQ 
form of statistical argument. The ~Comp .. iiYmg chart· 
brings the unemployment figures (inverted) into relation 
in each year with the quotient obtained by dividing the 
Sauerbeck index for that year by the corresponding index 
for the preceding year, i.e. with an index of the rate 
at which genera.! prices are rising or falling. The corre­
spondence between these two curves is very close. There 
is no tendency for the turns in the employment curve to 
precede the turns in the price curve. Nor is there anything 
mysterious about the relation thus displayed. In view of 
the ana.!ysis of Chapter XIII. it is to be expected; for varia­
tions in the annual amount of new credit creations, which 
we there saw to be closely associated with variations in 
industrial activity, are direct determinants, not of contem­
poraneous positions of the price level, but of contemporaneous 
changes of position. The suggestion that a causal infiuence 
may be at work from the side of changes in rates of price 
change is emphasised by a study of the next chart. In 
this there are set out three-year moving averages of the 
annual additions made to the aggregate bank credit out­
.standing and, alongside of these, a curve, also fashioned 
out of three-year moving averages, to represent annual 
increases in the aggregate wages bill. This chart is con­
structed from figures published by Dr. Bowley down to 1901 
and continued from that date on the basis of his wage index 
numbers with a.llowances for changes in the occupied 
population. I have assumed, in the light of the 1900 and 

solioiting ord8l'B. The adVaDtage in strategic position 88 bargainers is 
on the side of the buyera--much more 80 than later when factories, railways 
and shops &heady have all the buain ... they ..... read.ily hoodle. Third. 
a prolonged period of depreesion of teD wraoks to pieces oertain combina. 
tiona to maintain prioee, and leavea the field over which free competition 
rulea wider at ita close than at ita beginning. Fourth. every increase in 
the volume of business obtained in the early ata@e8 of revival makes a 
more tha.n proportionate addition to profits, even though it be taken at 
\mchanged prioea. For. until the existing equipment of IiltandAl'd efficienoy 
for handling business is already busy. new orden 08D. be filled without an 
inoreue in prime costs BUd at a reduotion of supplementary C08te per 
unit of output. These conditioua explain wby prioea often fail to rise 
promptly at the beginning of the trade revival, and why in other Ca8e& 
the initial riee iB slow. It (B........,.",. Cyclu. p. 458.) 
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-l91 Q census figures, that this population increased in each 
year to the extent ofmth part of what it was in 1900. It 
will be seen that, apart from a peculiar movement in the 
wages-bill curve about 1899, due, no doubt, to the South 
African war, the two curves moved throughout in intimate 
conneotion, the credit index curve lagging a little behind the 
other in the earlier years. The agreement of direction is, 
of course, to be expected, and tells us nothing more than 
we already knew from the chart facing p. 130. But, be­
sides the agreement of direction, this chart also displays a 
very remarkable agreement in the sca.1e of the .... ociated 
movements. The aggregate wages bill seems to vary in 
terms of money by an amount very nearly equiva.1ent to 
the amount by which credit creations vary. In other 

. words, the fluctuations which take place over a trade cycle 
'. in the aggregate wages bill seem to be provided, not merely 

in some measure but in tke main, out of fluctuations in the 
amount of credit created for industria.1ists by the banks. 

§ 9. The above results agree in a striking manner with 
certain conclusions which Professor Irving Fisher has 
recently published for the United States. Over .the period 
1915-23, he found a correlation of no less than 77 per 
cent between changes in the rate of change in wholesa.1e 
prices and changes in the amount of basic materials pro­
duced Beven months later.' Carrying his investigations 
further, he has more recently found that, if we assume 
the lag of production behind price change to be, not a single' 
uniform lag for all sorts of commodities, but a lag distributed· 
in accordance with the principles of probability over different 
lengths of time for different things, there is a correlation 
of 94 per cent, the mean lag being reckoned at 91 months. 
To test these results he has examined a.1so the periods 
1877 - 99 and 1903-15, and has found in them also a 
correlation, which, though not so high as that of the 
war period-when the price factor was obviously of ex­
ceptioua.1 importance--is still very high.' The presence 

1 Pho Busi ..... Oyclo """ely Q D"""" 01 u.. Dollar. (Jo\ll"ll&l of the 
American Statistical Aaaooiation. December 1923.) 

• Our U_1e Dollar Ilftd u.. .o....u..! Busi ..... Oycle. (Jo\ll"ll&l of tho 
Amari ..... Statistical Asaooiation, J8Du"", 1925.) 
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of a time lag in these correlations, to which there is 
nothing ana.logous in my chart, may, perhaps, be explained 
by the fact that Professor Fisher is re1a.ting rate- of price 
change to quantity of production, while I am re1a.ting it 
to quantity of employment: for it is to be expected that 
changes in production will lag somewha.t behind changes 
in employment. When account is ta.ken of this circumstance, 
my results and Professor Fisher's a.re in close accord. 

§ 10. Evidently these assembled facts give a much better 
ground for holding that the trade cycle is "largely a dance 
of the dolla.r", capable of being estopped' by ending tha.t 
da.nce, tha.n the facts cited in § 7: for here there is no longer 
the objection tha.t the a.lleged causal fa.ctor is subsequent to 
the a.lleged effect. Indeed, Professor Fisher's contention, with 
its imposing mathematica.! f&9ade, is, at first sight, exceed­
ingly persuasive. It is necessa.ry, however, to bea.r in mind 
the fundamenta.! distinction between caU8e8 and channela 
along which causes act. In modem mountaineering there 
is an a.lmost perfect correlation between the possession of 
an ice-axe a.nd the ascent of snow mountains. Practically 
nobody ever ascends a snow mountain who ha.s not previously 
bought an axe. The previous purcha.se of an axe is thus 
intimately associated with the a.scent of snow mountains; 
but this does not prove that, if the pureha.se of ice-axes wa.s 
prohibited by law, snow mountains would no longer be 
ascended. It does not even prove that the existence of ice­
axes substantially increa.ses the number of a.scents that a.re 

. made. Our corre1a.tions, iR short, throw no light on the 
question how far people use ice-axes as implements in doing 
something that they would have done anyhow, a.nd how far 
they a.re induced by their existence to do something which 
otherwise they would not have done. This qnestion still 
remains open in spite of Professor Fisher's mathematics, a.nd 
oan only be answered by judgement and guess-work. The 
point may be pushed home by a historica.! para.llel. In the 
ea.rlier part of the nineteenth century there was &It intimate 
statistica.! association between the note issues of country 
banks and industria.! f1uotuations. Anybody arguing a.!ong 
Professor Fisher's lines w!>uld have been tempted to claim 
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that the fixation of these issues would put an end to the 
fluctuations. History proves that he would have been 
wrong. The issues, though, no doubt, in part causes, were 
in the main ouly channels of action. In like manner, it may 
well be that, while expanded confidence, with existing mone­
tary and banking arrangements, acts on industry through 
credit creations and price movements, if that channel were 
shut off, it would simply seek some other channel. The 
statistical facts are in no w .. y inconsistent with this 
supposition. 

§ n. The thesis that the monetary factor is dominant 
in determining industrial fluctuations, in the sense that, if, 
through the control of b .. nk credits, general prices were 
stabilised, these fluctuations would be almost wholly elimin­
.. ted is thus not proved. Can it be di8proved 1 It is some­
times imagined that the correlation established in Chapter 
IV. between changes in crop yields and industrial fluctuations 
disprove it, for this correl .. tion demonstrates-<>r r .. ther 
makes probable--the existence of a transitive c .. usal nexus 
of . considerable strength from crops to industry. Since, 
however, as we have seen, the influence of crops may act 
indirectly through psychology by modifying business con­
fidence, which in turns modifies prices, .. nd so on cumulatively, 
the correl .. tion is not incompatible with the thesis that, if 
price movements were eliminated, industry would be rendered 
practically stable even though crop changes continued. This 
supposed disproof of the monetary school's contention, there­
fore, breaks down. Nor, in my opinion, is there .. vailable 
.. ny other argument capable of disproving that thesis in 
.. strict mathematical sense. There is available, however, 
a line of reasoning by which the mind can. be turned very 
strongly towards .. denial of it. Consider the great war of 
1914-18. The enormous industrial expansion with which 
th .. t war was .... oci .. ted was, in fact, financed in the United 
Kingdom, .. nd indeed, in all other countries, in .. manner 
that involved .. great rise in prices. But will anybody 
seriously contend that, if we had insisted on so controlling 
bank credit and currency as to keep the .. verage level of 
general prices steady, there would have been no industrial 
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expansion 1 Plainly, the fundamenta.l fact wa.s the enor­
mously enhanced desire of the community for soldiers' services 
and munitions of all kinds, a desire to satisfy which we were 
ready to pay heavily alike in work and in promises. With 
prices stabilised, this desire could still have achieved a large 
part of its objective through the machinery of taxes and loans 
raised from the public (not bankers) at very high interest. 
No doubt, it would not have been politically fea.sible to bring 
about by these means a.!one an industria.! expansion so large 
as wa.s actually brought about. But to suggest that no 
industria.! expansion whatever, or only a trifling expa.nsion, 
would have occurred is to propound a paradox from which 
common sense recoils. It may be answered that the ad­
vocates of the thesis I am discussing are not contemplating 
wars, which are exceptiona.! events, but only the norma.! 
process of what is caJIed the trade cycle. This, of course, 
is true. But, after aJI, the enormous enhancement of desire 
for munitions in a war is different only in degree-it is not 
different in kind - from the enhancement of desire for 
labour and the materiaJs of construction, which is experienced 
by the business world when favourable harvests or an epoch­
making invention offer good prospects of profit from the use 
of these things. It is not possible to obtain any precise 
quantitative result from this type of ana.!ysis. In the la.st 
resort we have no guide but common-sense judgement and 
more or less well-informed guess-work. In the light of the 
preceding discussion, negative and positive, my persona.! 
judgement is adverse to the full claims of the monetary 
school. I hold that, if a policy of price stabilisa.tion were 
successfully carried through, the amplitude of industria.! 
fluctuations would be BubstantiaJIy reduced-it might be 
cut down to haJf of what it is at present-but considerable 
fluctuations would still rema.in. 

§ 12. The psychologica.! school attributes a dominant 
influence, in the sense defined above, in causing industria.! 
fluctua.tions to errors, now on the side of undue optimism, 
now on that of undue pessimism in the foreca.sts of business 
men, and ma.intains that, if these errors and their ~ 
(including, of course, the price movements to which they 
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give rise) could somehow be eIiminated, industrial fluctua­
tions would practicaJIy disappear. The logical position of 
this thesis is very similar to that of the thesis just discussed. 
We know that harvest variations and so on produce their 
effects in part by inducing errors, just as they produce them 
in part by inducing price movements: and, further, that 
errors and price movements mutuaJIy generate one 8.D.other. 
We know &Iso that, if a large and widespread error of fore­
cast took place, and everything else, other than things 
directly caused by it, remained the same, a substantial 
industrial fluctuation would result. Here again our estimate 
of quantities must rest on judgement and guess-work. I 
suggest that the importance of the error factor is of the same 
order as that of the monetary factor: that, if aJl errors were 
eliminated, the normal range of industrial fluctuations would 
be reduced substantiaJIy, perhaps to the extent of one-half ; 
but that considerable industrial fluctuations would still 
remain. 

§ 13. The harvest school bases its case upon the correla­
tion displayed in Chapter IV_ between changes in the yield 
of crops per acre and industrial fluctuations. On the 
strength of this it claims that, if crop yields were somehow 
rendered steady, industrial fluctuations would, not indeed 
entirely, but in very large measure disappear. It would 
be a mistake to dismiss this argument from any general 
suspicion of arguments from correlation induced by our 
previous criticism of such arguments. For this argument 
is of stronger texture than the others. As has already been 
indicated, if there is any causal nexus between yield of 
crops per acre and industrial activity, it cannot well be 
other than a transitive nexus operated from the side of 
crops. For it seems very unlikely that the correlated 
changes are both effects of a common cause, and more 
unlikely still that the changes in yield per acre are an effect 
of changes in industrial activity. Nor is it to the point 
here, as it was in § 2, to observe that harvest ch .. nges 
may produce a main part of their effect on industry, 
not directly, but indirectly through business psychology. 
This does not matter: for, if the initiating changes 
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were removed, their indirect, as well as their direct, effects 
would be removed with them. I conclude, therefore, with 
the harvest school, that crop changes are an impmtant 
factor in determining industria.! fluctuations. But the 
correlations on which this school rely are very far from 
perfect correlations. They cannot, therefore, rightly clam. 
that these changes are a dominant factor in the sense in 
which I am using that word. 

§ 14. In seeking to gauge lwuJ important a part they 
play we are confronted with considerations. which, if they 
do not enable us to answer our question directly, at least 
help us to compare the part played by harvest variations 
now and in the past. 

First, it is obvious that the proportionate effect produced 
on industria.! activity by a given proportionate change in 
harvest yield will be smaller, the smaller is the part of the 
product of industry that is normally exchanged against 
agricultural commodities. Now, as man's powers increase 
-and particularly as a.gricultura.! machinery and improved 
methods of tillage are developed-the proportion of them 
that he needs to expend in obtaining Nature's raw products 
tends steadily to diminish. As a result, a greater proportion 
of the community's tota.! expenditure is devoted to non­
agricultural goods than was so devoted in eaIiier times. 
The proportionate reaction on industria.! activity due to 
given proportionate barvest changes must, therefore, be 
sma.ller now than it used to be. 

Secondly, there have been at work several factors 
,tending to make the size of the proportionate harvest 
changes that occur sma.ller. Thus, as civilisation advances, 
manlQnd tends to substitute less variable kinds of produce 
for more variable kinds. The introduction of a type of 
wheat immune to the disease of rust is an instance in point. 
Again, the range of action of natura.! forces outside human 
control, whioh promote variability, is itself, in some 
degree, subject to human control. As wea.!th increases, 
people are able to afford more expenditure to buy off irregu­
larity and unoertainty, and so tend to introduce machines 
to undertake tasks that were formerly loft to Nature. In 
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India, for example, the development of irrigation works 
has done much to mitigate the effect of the vagaries of the 
seasons in rendering the crops variable.' Again, the develop­
ment of the means of communioation tends to diminish the 
variability of agricultural production as a whole, because, 
as intercourse is opened up, different crops come to be so 
distributed among different countries that each country 
becomes the producer of that one which in it is relatively 
invariable. Moreover, there is a general tendency for 
harvest variations, which occur independently in different 
parts of the world, partiaJIy to compensate one another 
-a tendency which is stronger the more numerous are 
the different independent sources of supply. Nor is it 
only in this quasi - mathematica.l way that improvements 
in communication make for stabilisation. As was well 
pointed out by the Economist some years before the 
war: .. Sowing is taking place in every month of the 
year, and a shortage of European harvests is apparent 
early enough to influence the acreage put under wheat in 
the southern hemisphere, in Australia. and Argentina. The 
effect of this system on prices has been that, whereas, prior 
to 1898, they showed big fluctuations, since tbat date they 
have been remarkably steady, though with a slight upward 
tendency."· The great practical importance of these in­
fluences in combination is illustrated by the fact that, 
whereas in the ten-year period 1898-1907 the wheat crop of 
the British Empire had a variability of 15 per cent, the 
variability of the crop of the whole world was only 6} per 
cent." 

A third factor remains. The thing relevant to the 
activity of industry is not merely, as we have so far tacitly 
assumed, the size of harvest variations, but ~he size of the 
variations in the volume of crops. offered for sale. These 
two things, with immediately perishable goods, are identical. 
But with goods capable of being stored the latter variations 

:l Of. Momon, PM Indtl8'riGl OrgllnYaRon, oj an Indian Provmce. 
pp. 156-61_ 

I E"""",,",,~ April 17, 1909. p_ Sll • 
• EconomY," April 24, 1909, p. 861. The. details are given in the 

following table: 
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are the smaller of the two; for the surpluses of good years 
may be held in stock and afterwards be offered for ssle in 
years of shortage. Modem developments have strengthened 
this stabilising factor in two ways. In the first place, the 
invention of refrigerating and other preserving processes 
has rendered a number of agricultural commodities much 
more durable than they used to be. The Committee on 
Hops, for instance, wrote in 1908: .. At the time of the 
previous inquiry in the year 1886 attention was called to 
the fact that 'the deterioration which hops suffer when 
kept prevents the superabundance of one year from 
adequately supplying the deficiencies of another.' The 
advent of cold storage has effected an adjustment between 
years of plethora and years of scarcity." 1 In the next place, 
organised speculative markets have been established at 
least for wheat and cotton. In these, persons specialised 
in the art of making forecasts come together and by their 
. action affect, first prices, and, through prices, the stocks 
held back in stores and shops. No doubt, a speculative 
market may, on some occasions, be manipulated,. and, on 
other occasions, may make mistakes. On the whole, how­
ever, the modem wheat pit and cotton exchange tend to 

Ip·"···,· ...... PereeDt~~ 
World's Crop or Decreue Croll 01 British or Decrease 

. compared with 
m_ 

compared with 
Previoua Year. Prevloua Year. 

MlllIon buahels. M.JllIon bUJhe1a. 
1898 2948 .. 453 .. 
1899 2765 - 6·2 377 -16·8 
1900 2610 - 56 428 +13·5 
1901 2898 +11·0 411 - 4·0 
1902 3104 +7-1 471 +14·6 
1908 3190 + 2·7 572 +21-6 
1904 3152 -1-2 458 -19,9 
1905 3321 + 53 565 +23'3 
1906 3435 + 3·4 565 .. 
1907 3109 - 9·5 412 -27-1 

The greater va.riability of the imperial crop W88 DOt, of course, due merely 
to the relatively small area of growth. It 80 happena that. owing to climatio 
conditions, India and Australia are liable to almost oomplete crop failures, 
while the Cana.diaD harvest ill also extremely variable. 

1 Bepon, p. x. 
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bring about the holding of larger stocks in anticipation 
of shortages and of sma.ller stocks in anticipation of bumper 
crops. They must, therefore, lessen the percentage variations 
in the 8Upplie8 of a.gricultura.! products offered to indus­
triaJists in consequence of given variations in the yield of 
these products. 

The general effect of these considerations is to suggest 
that harvest variations a.s a factor determining, whether 
by direct or by indirect process, fluctuations in industria.l 
activity, are substantially less important than they used to 
be fifty or a hundred years ago. It is not, unfortunately, 
possible to step from this oomparative result to a positive 
one. Once more, we must fa.ll ba.ok on informed guess­
work. My guess is that, if the yield of orops per acre were 
somehow rendered stable, and if everything else, other than 
things causa.lly due to crop changes, remained the same, the 
amplitude of the representative trade cyole would be out 
down, to a less extent, indeed, than it would be if prioes 
were stabilised or if errors of forecast were elucidated, but 
still to a considerable extent,'-say, by something like one­
quarter. 

§ 15. The other principa.! impulses to disturbance, whioh 
were referred to in the course of Chapter IV., may be dea.lt 
with in a more summary fashion; for nobody ha.s claimed for 
any of them that it is dominant in the sense in whioh the 
term is here used. We have a.lready seen in that chapter 
itself that stoppages of work due to industria.! disputes pro­
bably oontribute very little towards industria.! f1uotuations. 
Big industrial inventions may sometimes be important, but 
it is the decision to exploit inventions that is the a.otive oause 
of disturbance, and the time and intensity of exploitations 
are largely determined by the state of business confidence. 
As a rule, therefore, inventions are guides to the route whioh 
industria.! expansion sha.ll follow, rather than causes of these 
expansions. No large place need, therefore, be a.ssigued to 
them. Big wars, on the other hand, produce tremendous 
effects, and to prevent their ocourrence would obviate large 
industria.l movements. Fortunately, however, suoh wars 
are not merely sporadic, but a.lso very rare, events, and 
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are not, therefore, relevant to the ordinary run of industrial 
cycles. 

§ 16. There remains for consideration the three environ­
ing conditions, considered in Chapters XVIII.-XX., upon 
which the various impulsei to disturbance which we have 
been studying impinge./These are the policy of bnsineBB 
men as regards cuts of price towards prime cost in bad times, 
the wage policy of workpeople and the degree of mobility 

~hich labour enjoys. It is possible to conceive a state of 
affairs in which, when demand falls off, business men would 
cut their prices, or workpeople would cut their wages, to such 
an extent that no unemployment whatever would occur. In 
order to secure this result, however, it would be necessary, 
on occasions, for prices in the one case and wages in the other 
to be cut, not merely below the short-period supply price, but 
below zero! Clearly, no interest attaches to a study of such 
cuts as these. It is, however, of interest to inquire how far the 
difference as regards (1) price-rigidity and (2) wage-rigidity 
between actual policies and such more plastic policies as may 
fairly be considered within the region of practical politics 
contributes, other things being taken as given, towards 
actual industrial fluctuations. Again our answer can be 
nothing but a more or less intelligent guess. I suggest 
that in both cases the contribution made is appreciable, 
but not large; say of the orders of one-sixteenth and 
one-eighth' respectively. The peculiar reactions of our 
third condition, the state of labour mobility, were studied 
in Chapter XX., and it was argued that, from the stand· 
point of general industrial fluctuations, they have very 
little significance. 

§ 1.7. What has been said in the course of this cha.pter 
will have ma.de it clear that the effect of introducing a 
.. remedy" for industrial fluotuations in the form of an 
attack upon anyone of the principal factors which we have 
distinguished will be one thing if that remedy is applied 
alone, and something different and smaller if it is applied in 
conjunction with other remedies. For example, if a stabilis­
ing price policy were adopted, much less would be gained by 
eliminating business men's lia.bility to error or by rendering 
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the yield of crops stable than would be gained by these 
reforms if currency and banking arrangements remained as 
they are now. This circumstance will have to be borne in 
mind throughout the discussion upon which we sha.Il enter 
in Part II. 



CHAPTER XXII 

RIIYTHM OB PERIODICITY 

§ 1. I NOW pass to the last problem proper to this Pm. Up 
to this point we have studied, with such references to 
quantity as have been open to us, the various factors that 
may be supposed to underlie and jointly to promote indus­
trial fluctuations. For &II that was said in the last chapter 
it might be supposed that these fluctuations occur in a purely 
sporadic and haphazard manner. In fact, however, as 
statistical records show, there is, not, indeed, uniformity in 
respect either of period or of amplitude among successive 
industrial movements, but a distinct approach to regularity. 
This rhythm may be " accidental" in the sense defined in 
Chapter I. On the other hand, it may be susceptible of 
explanation by reference to one or more large causes which 
it is possible to disentangle. Prima jMie, there are two 
broadly distinguished ways in which the recorded rhyt~mjc, 
or quasi-rhythmic, movements might come about. Jtijfst, 
they might result from the operation of causes which are 
sporadic in their nature, and do not recur rhythmic&lly, 
but which, once they have come into play, instead of exhaust­
ing themselves in a single effect, start wave movem,ents after 
the manner described in Chapter VTI. Sec~y, they 
might result from a succession of disturbing influences that 
themselves recur with the periodicity of actual industrial 
movements. Several factors of either of these two types, 
or of both types, might, of course, be present together. 
I shall follow, in my discussion, the lines suggested by this 
logical soheme. 

§ 2. It is sometimes sought to include under the former 
of the above types, and indeed to stress as an important 

206 
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" explanation" of the facts, a movement or process that 
does not properly belong there. It is observed that, 
&iter a point, as "prosperity" grows, costs of produc­
tion gradua.lly catch up with selling prices, thus closing 
the door to the speoial profits that were obtained in the 
earlier stages of advance. Businesses, having passed the 
optimum sc&le of output, find that increasing production no 
longer yields fa.lling real costs. Inferior workpeople have to 
be taken on, overtime worked, rates of wages raised, higher 
interest paid on loans. In this way the tendency to further 
expansion is checked; raised demand comes up against a 
heightened supply price; and the stimulus to further 
expansion is removed. Now, this kind of reaction obviously 
limits the extent to which production expands in response to 
a given rise of demand: and, since the whole process takes 
time, it is natural that we should find expansions carried 
forward continuously up to a point, and then stopped. But 
there is nothing here to set going any sort of rhythm, because 
there is nothing to cause the upward swing of demand to be 
followed by a downward swing. The factors referred to 
merely set limits to the size of industrial expansions (and 
analogous reasoning applies to contractions) -initiated by 
given movements of demand. They are concerned with the 
adjustment of supply to changes of demand, and are not 
determinants of these changes.1 

§ 3. Leaving mere negations, I shall next consider in turn 
several processes which do fa.ll within the former of the two 
types of causes distinguished in § 1. First there is the tendency 
of human constructions to wear out after a certain intervai­
their limited length of life. A boom, as was shown in Chapter 
IX., is always characterised by an abnormal ma.ss of con­
structional work and of work upon the manufacture of 
machines and other instrumental goods. When the boom 
is over, the mere fact that it has occurred and ha.s led to an 
extensive provision of instruments makes further provision 
unnecessary. It is known, of course, that the durable things 

1 The distmction drawn in the text is on the lines of the familiar 
distinction between movements of the exohange indez Glong a demand 
CUI'Ye BIld movemeuta oj a demand curve. 
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which have been called into being will eventually wear out 
and will have to be replaced, and it is possible, therefore, 
that some production may be undertaken in anticipation of 
that event. As a rule, however, this will not happen exten­
sively, partly because of the loBS of interest involved in it, and 
partly because technical improvements are likely to be in­
vented that will make machines and so forth, which are manu­
factured now, obsolete before renewal becomes necessary. 
The result is that the group engaged in making these things 
for a time works less hard. The period of quiescence P&BBes 
away when the life of the things made in the first boom draws 
to an end. Of course, different things have lives of different 
lengths. Houses, for example, last much longer than delicate 
tools. But there is reason to believe that many different 
sorts of machinery enjoy the same sort of length of life. 
Ten years seems to be, not merely the average, but also the 
markedly predominant length. This, at all events, is the 
view of the Director of the British Census of Production.' 
At some such interval as this, therefore, We should look for a 
secondary boom: to be repeated again and again after equal 
intervals. In this process it would seem there is a true cause 
making for rhythmic movement. In view, however, of the 
large obstructive influence exercised by friction, it can 
hardly be a very important cause. As Professor Irving 
Fisher writes: "The twig, once deflected and then left to 
itself, soon stops swaying. So also a rocking chair, left to 
itself, will soon stop rocking; so also will a pendulum in a 
clock which has run down. Friction brings them to rest. 
To keep them going some outside force must be applied. So, 
in busineBB we must &BBume that the' effect of any initial 
disturbance would soon wear off, after a very few oscillations 
of rapidly diminishing amplitude. The resultant busineBB 

V
cYCle would speedily cease altogether if dependent only on 
its own reactions. To keep it up there must be applied some 
outside force." • 

§ 4. Turn secondly to the alternation of optimistic and 

• R."..... pp. 35-6 . 
• Of. FiBber. Our UnatGble Dollar and u.. .. -<ailed B ......... CII"ie. 

(American Statistical Association, Jan""')' 1925. p. 193.) 
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pessimistio errors among the controllers of industry. The 
interval here depends, not on the length of life of the com­
modities affected, but rather on their" period of gestation" ; 
for it is when production and marketing is finished that 
errors stand revealed. Plainly this will be different for 
different things, and we cannot suppose that there is any 
predominant period of gestation corresponding to the pre­
dominant ten years' length of life of capital instruments. 
On the other hand, the effect in stimulating and depressing 
industry of oscillations between errors of optimism and 
pessimism seems likely to be much greater than that exerted 
by the wearing out of limited groups of instruments. There­
fore, in the absence of definite evidence to the contrary, it is 
reasonable to conclude that a significant part in building up 
the recorded rhythm of industry is I?layed by the mutual 
generation of errors of pessimism and errors of optimism. 

§ 5. Lastly, under this head attention may be called to a 
process on the side of money. It was implicit in the analysis of 
Chapter XIII. that, when the rate of increase in credit creations 
on behalf of business men diminishes, the absolute volume of 
the stream of floating capital flowing into their. control will, 
other things being equal, be diminished. But, since every 
fresh creation of credit extends the banks more and more, in 
the sense of increasing the proportion which the aggregate 
liabilities of the banking system bear to the ultimate reserve 
in the Central Bank, the rate at which fresh credit is being 
created must, after a time, diminish. For, first, the banks 
other than the Bank of England, in order to prevent their 
" cash and balances .. at the Bank of England from falling 
unduly relatively to their liabilities, will borrow or buy 
with securities more balances a.t the Bank of England, thus 
causing the Bank's deposits to increase. Secondly, in 
consequence of the associated rise in general prices, the 
public will draw out extra currency from the Bank's 
reserve in order to cover the extra sums they have to pay 
for retail purchases or for the hire of labour.1 Thirdly, again 

1 The process of the internal drain iB 'well described in a. recent report of 
thft United States Federal Reaerve Board: U In the earlier stages of a 
period of banking expansion there is usually a roughly parallel upward 

p 
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as a consequence of the rise in general prices, in countries 
with a full-value meta.llic money-and the same thing, in 
substance, happens under a gold exchange standard-the 
reserve will be subjected to an extema.! drain to pay for 
the extra imports which higher prices induce. In view of 
these movements the Central Bank must force up discount 
charges, and the rate at which fresh credit is being created 
must, after a time, diminish. As soon as this happens, even 
though the absolute sum of created credit continues to 
increase, the flow of floating capita.! to business men will fall 
off, and so industrial activity will, not merely cease to expand, 
but will definitely contract. Thus industrial expansion, so 
far as it is assisted by credit creations, carries within itself 
the seeds of its own reversa.!, and, when once reversa.! has 
taken place, this of itself tends to shift men's minds towards 
pessimism, and so to start a cumulative process making for 
industrial depression. This ana.!ysis is, of course, rough, 
and quaJifying considerations have been omitted. But the 
genera.! drift is, I think, right. If it be so, we have here 
another factor that should make for some sort of rhythm. 
But how far the period of this theoretica.! rhythm corresponds 
to the actual period of recorded industria.! cycles, and how 
far, therefore, it contributes towards building up that period, 
there are, so far as I can see, no means of deciding. For, 
though, as has been shown, turns in the rate of new credit 

movement of the loans and deposita of the banks. Later on, however, 
the situation ohanges. There comes a time when the increase of business 
activity and the fuller employment of labour and increased. pay rolla call 
for an inorease of actual pocket money to support the increased wage 
disbursements and the increased volume of purchases at retail At this 
stage the rough paraJlelism between the growth of loans and deposita of 
the banks gives way to a divergent movement between theee items. Loans 
may continue to increaae while deposits will remain either stationary or 
show a decline. When the point is reached in • forward movement of 
business where manufacturers and dealers need more ourrency for pay roll 
and other purposes, they draw down their deposita at the banks. What 
in the first instance W&8 the creation of bank credit in the convenient form 
of a checking account haa now become a demand for eaah. In other 
words. the cutomer's demand for book money (deposits) at the bank 
becomes oonverted into a demand for pocket money. This change is 
refleoted in the altered position of the banks. The ratio of loaos to 
deposita rises with an increased demand for oUl'l'eJlOy n (AnntICJl BOf'Orl 
oJ u.. FodlwaI R ....... Board, 1923, p. 26). 
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creation synchronise with turns in the amount of indus­
trial activity, this affords no proof that the turns are the 
expression of internal banking stresses-in which case it 
would be proper to regard them as causal agents-and not 
effects of external impulses, to which they and the turns in 
industry are jointly due. 

§ 6. Under the second type of factor distinguished in 
§ l--causes which, it is claimed, are themselves rhythmicaJIy 
recurrent--it is only necessary to consider one, namely, 
harvest variations. Several important writers have at­
tempted to show that the rhythm found in industry is 
generated exclusively-if the solecism may be permitted­
by a ccncordant underlying rhythm in harvest yields-a 
rhythm which in turn, according to some of them, is due to 
meteorological changes set up by variations in the condition 
of sun-spots, or to the maohinations of the planet Venus, 
or, it may be, to some still more obscure and prima facie 
irrelevant physical cause. The discussion of this matter 
has resulted in wide differences of opinion as to what the 
underlying rhythm of harvest yields in fact is. Dr. Shaw's 
inquiry into" An apparent periodicity in the yield of wheat 
in Eastern England" appears to reveal the existence of an 
eleven-year period. Professor Moore's study of the central 
grain district of the United States suggests an eight-year 
crop period, closely correlated with an eight-year rainfall 
period.' Mr. P. G. Wright disputes Professor Moore's 
analysis of the rainfaJI period, insisting that he has paid 
inadequate attention to the relation between average annual 
rainfaJI and rainfaJI at the critical period of the year, but he 
does not quarrel about the crop period.- Professor Jevons 
claims to have established a three-and-a-haJf-year period for 
the world's harvests, oonnected with a three-an!i-a-haJf year 
solar period of varying average barometric pressure; 8 and 
Mr. Robertson doubts whether any periodicity is really 
demonstrated by his figures.' I shall not enter into this con­
troversy. Whether, and if so what, period oan be found 

• 01. E""""",lo Oyc/u, Chapa. n. and ilL 
• 01. Quarler/g JourMl oj Economlo8, May 1915, p. 631 ., seq. 
• Ph< Sun', Heat Qnd PNIde Aclivily, p. 6. 
• A Smdy oj In<luolri<ll FIuc:IuaHono, p. 147. 
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underlying harvest variations is, from the present point of 
view, a secondary issue. Our problem is, given the facts as 
to industrial fluctuations, can the rough rhythm that they 
display be traced, in whole or in part, to the effects of ha.rvest 
changes 1 That there is some sort of causal sequence here is 
suggested by the statistical correlations displayed in Chapter 
IV. Those correlations are, however, very imperfect. They 
do not warrant the opinion that crop variations are the sole, 
or even the main, determinants of such periodicity as there 
is in industrial fluctuations. 

§ 7. In summary, then, we may conclude that some part 
in determining the recorded rhythm of industry may well be 
played by each of the several factors which have been con­
sidered in §§ 3-6 of this chapter. Sometimes supporting, 
sometimes partly cancelling one another, they, in associa­
tion, no doubt, with a number of sporadic accidents of 
greater or less importance, jointly determine the duration 
of successive industria.l cycles. This compromise view does 
not rea.lly conflict with the opinion of competent writers 
who have laid special stress upon harvests. Thus, Professor 
Jevons;while he claims that bumper crops occur at intervals 
of from three to four years and give some impulse to industry 
each time they occur, admits that they only give an effectiw. 
impulse at intervals of seven or ten and a ha.lf years, when 
other conditions are ripe.' It is, indeed, evident that such 
things, among others, as wars and the inflation of currency 
by or for governments unable to balance their budgets­
witness recent experience in Germany-must sometimes 
lengthen and sometimes shorten the intervals that would 
otherwise have lapsed between successive booms and 
successive depressions. To attribute the actual rhythm of 
industry, such as it is, exclusively to an underlying rhythm 
of harvests is extravaga.nt; but to recognise that harvest 
variations, whether or not they are truly .. periodic", play 
a signifioa.nt part is oonoorda.nt both with the evidence and 
with a priori probability. 

1 The s .... ·• Heal """ T"""" AcIivNy. p. 8. 



PART II 

REMEDIES 

213 



CHAPTER I 

INTRODUCTION 

§ 1. WHEN a series representing the me&n vaJues of some 
magnitude shows a definite trend upwa.rds or downwa.rds, 
the concept of fluotuation presents a certain difficulty; for the 
centre about which this fluctuation has to be measured is 
itself in motion. To disentangle the fluctuations about the 
trend from the trend itself various devices are av&ilable, and 
in the choice between them there is an element of arbitrari­
ness. In the discussion that follows !shall, wherever possible. 
avoid this problem. In so far as industria.! fluctuations are 
represented by movements in the percentage of willing 
workpeople out of employment, there is no sigui.ficant trend 
to be considered; and, even apart from this, there is reason 
to believe that most of the generaJ conclusions, which can 
be established about fluctuations round a stationary mean, 
hold good aJso of fluctuations round a moving trend, when 
any of the ordinary methods of disentanglement are emploYlld. 
In this chapter it is possible, without falsifying the argument, 
to ignore trends aJtogether. 

§ 2. When, as is customary, industrial fluctuations are 
studied on this basis, it is the practice of popular writers to 
assume at the outset that fluctuations must, in the nature of 
things, be evil, and ought, therefore, to be .. reinedied ", pro­
vided only that a remedy can be found which does not involve 
too great a cost, i.e. does not reduce aggregate (or average) 
production by too much. Our first task is to show that this 
&ssumption is not oorrect. It is ea.sy to imagine a com­
munity in which industriaJ fluctuations oocur because, and 
only because, for physiologica.l or other reasons, people's 

216 
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aversion to work, or desire for the frnits of work, undergoes 
periodic changes. This kind of thing in fact happens over 
short periods as between day-time wakefulness and night­
time sleep; and there wonld be nothing to surprise us if 
similar periodic changes occurred over longer intervals, three 
or four years of exceptional physical and mental energy being 
followed by three or four years of comparative quiescence. 
In a community so affected it wonld not be proper to regard 
the industrial fluctuations experienced by it as evils. Given 
the present constitution of human nature, we obtain more 
welfare from alternations of complete wakefulness and 
sound sleep than we shonld enjoy if these fluctuations' were 
" remedied" by governmental action designed to promote 
a continuous intermediate state of semi-somnolence. If 
the matter is pushed further and it is asked whether we 
shonld be better off with a physical and psychical make­
up so transformed that continuous semi-somnolence came 
to us "naturally", it seems at first sight that no answer 
is possible. In fact, however, it can be shown that, other 
things being equal, to substitute for a variable level of 
aversions and desires an intermediate level, in the 8<!118e of an 
arithmetical mean between the actual levela, wonld dirninisb 
the sum of economic welfare.' The popnlar notion that 
industrial fluctuations as such must be social evils is thus 
definitely disproved. 

1 The proof of this DB regards variations in net desire for commodities 
y requires the assumption that fluctua­

tions of desire are foreeeen. so tha$ 
production can be adjusted to them. 
On this assumption let SS be the 
supply curve of work, and DIDI', and 
D.o.'. two demand curves, of which 
DD' represents the arithmetical me&Il; 
(i.e. each point on DD' bisects a 

0: vertiea.l line between D,D,' and 
D,D,'). It is then apparent that the 
sum of the areas D1P1S and D.P.s is 
greater than twice the area DPS. 
The explanation is. of course, that a 
heightening of demand adds con. 
sumers' surplus in respect of more 

o S unite of output thaD the number in 
respect of which a lowering of demand subtracts OOllII1lII:18r8' surpI.... ~ 
8D8logoua proof holds of VariatiOlll in averaioD to work. 



OIL I INTRODUCTION 217 

§ 3. This result, however, though important for accurate 
thought, has little practical bearing. For the actual indus­
trial cycles in which we are interested are not in fact generated 
in the above manner. If variations in aversion to work were 
fundamental, booms' would be associated with the offer by 
workpeople to accept lower rates of wages, and depressions 
with demands on their part for higher rates. In fact, as the 
accompanying chart shows, the upper halves of trade cycles 
have, on the whole, been associated with higher rates of real 
wages than the lower halves.1 If the secular trend were 
eliminated from the wages-curve, this would appear still 
more plainly. Moreover, the proof that variations in aver­
sion to work are not fundamental is rea.lly stronger than the 
chart suggests at first sight, because, as was shown in Part I. 
Chapter XVII., workpeople, being accustomed to think in 
gold, do not make enough a.llowance for price movements, and, 
therefore, accept lower rates of wages in booms and demand 
higher rates in depressions than they would do if they fully 
realised all the facts. If net variations in desire for com­
modities in general were fundamental, we should expect to 
find stocks depleted in booms and expanded in depressions­
the opposite to what, if the argument of Part I. Chapter 
ill. can be trusted, usua.lly takes place. Of what the forces 
at work in promoting industrial fluctuations actually are, 

• an elaborate account has been given in the preceding pages. 
Everybody will agree that fluctuations produced by the 
operation of these forces are, prima facie, social evils, in the 
sense that, if they could be mitigated without cost, economic 
welfare would be increased. For, given people's attitude 
towards work on the one hand and towards consumption 

1 It should be understood that, in view of the tendenoy of higher 
prices. which are aeaociated with booms, to lead. to a fall in.the real supply 
schedule of labour (cf. ame, p. 164). there is no a priori necessity about this 
relationship. Thus. had prices in Germany been stabilised. and the boom 
due to post.war infiation thereby stopped, it is probable that the rates of 
real. wages in Germany would have been higher and Dot lower than they 
were. If, however, we suppose the real demand for labour to have an 
eluticity greater than unity, from the point of view of a' cycle period, 
there '" an a priori neoeeaity about the effect of price stabilisation on the '$: ...... '" ./ r.aI wages. It must-tho proposition is .. If ... vidont 
o . speotioo of an appropriately drawn diagram-make this sum more 
8 it would otherwiee have been. 
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'on 'the other, less satisfaction-this follows from the law of 
diminishing utility-is obtained out of a variable real 
income than out of a constant real income of equal aggregate 
amount.! 

§ 4. This prima facie conclusion is strengthened by mo~ 
detailed analysis. Variations in the real income of a rich 
man probably involve but little loss of satisfaction to him; . 
for, in the first place, they are likely to work themselves out 
chiefly in variations in new investments, so that his con­
sumption remains nearly constant; and, in the second plade, 
a given percentage variation in the consumption of a rich 
man almost certainly hurts less than an equal percentage 
variation in the consumption of a poor man." The relation 
between industrial fluctuations and the real incomes of the 

1 That is to say, a real income varying from (A+G) to (A -Il) yields leas 
satisfaction than ODS coDStant at A." the arithmetic average of these two 
magnitudes. . 

The following points may be addad : 
Firs~, if ~h. curve of demand is a reo_gular hyperbola, i... if ~ 

elaaticity of demand is equal to unity for aU quantities purchased, the 
consumers' surplus from an output varying from (A+G) to A -(I) is equal 
to that from an output constant at yA& - ".w, the geomeIric mean of the 
two varying outputs. 

Secondly, whatever the conditions of demand. when a lluctuatioD in 
produc~ivi~ (through climatic chaogeo and 00 on) is foreseen, adjos_ts 
will be made to it, and the social evil consequent upon it will be lessened. 
Consequently. I .... good is done hyelimina~ing afo ........ than an Wlfo ....... 
fluctuation in productivity. The only u:ception to this occurs when the 
demand curve is a rectangular hyperbola; for then the amount of investment 
made will be the aa.me whatever productivity per unit is expected. 

Thirdly, it might be thought at first Bight that. in conditions where 
fluotuating productivity leads to more investment beirtg made than would 
be made with productivity constant at the arithmetic mean of actual 
productivity. social advantage would result from outting down investment 
artificially. Qi.,.,. 1M jiuduDling jWO<I........". iliis is not 00. Pri_ 
self.interest left to itself will make the optimum. adjustment that is available 
ouhjod 10 1M fac> of jItM:<wJIicm. This ets~meo~ is, of couroe. oubj_ ~ 
the qualification that. in & stabilised and a fluotuating world alik~ private 
self· interest tends to bring about too mnaU. investment in increasing return 
industries and too large investment in oertain sorta of diminisbjng roturn 
induotrieo (of. EcmIOIIriu oJ Wel/ ..... Part ii. ch. ",.) . 

• This proposition. it should be noted, does not follow from the law of 
diminishing utility. This law states that. if % be the amoun" of CODSUmp~ 
tion and F(x) the marginal satisfaction derived. from it, F'(z) is negative. 
The proposition in the text involves the further condition that F'(:t:) is 
negative. i.e. that the ourve representing the suocessive incrementa or 
satisfa.otion derived from successive increments of oonsumption by a man of 
repreaentative constitution is oonYU: when looked at from that origin. 
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wage-earning class is, tIierefore, a dOliunant factor iii. deter­
mining their social significance. It has a1ready been shown 
that, in general, good times are associated with higher, and 
'bad times with lower, rates of real wages; and from this it 
follows a fortiori that the former go with higher, the latter 
with lower, OfIuregate amount8 of real wages. It is true that 
the aggregate consumption of wage-ea.rners is rendered by 
various devices, temporary borrowings from shop-keepers in 
bad times, the use of accumulated reserves of purchasing 
power, systems of national insurance against unemployment, 
Poor Law Relief, and so on, substantially less variable than 
their aggregate real inoome. To test the range of this quali­
fication I have printed a chart, in which unemployment 
percentages (reversed) are brought into conjunction with 
certain indices of consumption. Statistics of consumption 
are notoriously unsatisfactory. I have set out figures for 
beer and for meat, the sources of which are indicated in 
Table VI. of the Appendix, and I have added to them a 
tentative index of consumption in general printed by Mr. 
H. G . Wood in the J oornal of the Royal Stati&tioal Society of 
December 1899. A study of this ohart shows that there is 
a rough concordance between the movements of the three 
consumption curves and of the employment curve. Good 
employment (represented by peaks on the curve) is 
associated with larger consumption of beer and meat and 
with a better state of the general consumption index than 
bad employment. This evidence is not, indeed, conclusive, 
but it makes highly probable the conclusion that, when 
every allowance has been made for the qualifications to 
which attention has been called, variations of ~al income 
are associated with important variations in consumption. 

§ 5. Moreover, figures of aggregate oonsumption give an 
inadequate idea of the social evil involved in fluctuations, 
because they take no account of the way in which the cuts 
of consumption necessitated by depressions are distributed 
among different individuals in the wage-ea.rning class. Cuts 
are not made in equal proportions by everybody, but are, in 
great part, concentrated on the unfortunate few. That the 
aggregate suffering they involve must be rendered greater 
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lly thi~ fact follows from the law of' diminishing utility, and 
ill obvious to common sense. Of course, here again une>p­
ployment insurance and the other influences referred to in 
the previous section cause the individual variations in con' 
sumption that accompany industrial fluctuations to be much 
less scattered than individual variations in earnings. There 
ill good reason to believe, however, that the scattering of 
consumption variations ill considerable, and the consequent 
damage to economic welfare grave. 

§ 6. Again, besides the consumption aspect, it ill proper 
to consider aJso the work aspect of industrial fluctuations. 
A given aggregate of work distributed unevenly in time and 
adjusted between different people in such wille that some of 
them suffer much greater variations than others involves 
more dissatisfaction than an equal aggregate distributed 
evenly. Nor ill it only in the dissatisfaction directly associ­
ated with work that injury ill done. Irregularity of work 
reacts upon the quality of the workpeople affected by it. 
Considerable spells of unemployment may damage a man'. 
technical capacity and, what ill much more iinportant, the 
general make-up of his character. The habit of regular work 
may be lost and self-respect and self-confidence destroyed, 
so that, when opportunity for work does come, the man, 
once merely unemployed, ill found to have become un­
employable. The Royal Commi8!Jioners on the Poor Laws 
have in evidence: "The enforced idleness on completion of 
a job naturally throws the men upon their own resources, 
which ill, in nine cases out of ten, the nearest public-house. 
The frequent change from strenuous hard work to absolute 
indolence to men of this character naturally tends to gradual 
moral and physical degeneration, and ultimately the indi~ 
viduaJs become unfit for work, even when opportunity 
offers." 1 A large employer of labour ill reported to have 
said: "Between 5 and 6 per cent of my skilled men are out 
of work just now. During the long spell of idleness anyone 
of these men invariably deteriorates. In some cases the 
deterioration ill very marked. The man becomes less 
proficient and less capable, and the universal experience of 

• Quoted in the Minority Report, p. 1138. 
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US'.aIl who have to do with large numbers of working men iii 
that nothing has a worse effect upon the caJibreof such men. 
than long spells of idleness." 1 The Transvaal Indigency 
Commission report: "Unemployment is one of the most· 
fruitful causes of indigency of a permanent and hopeless 
kind. However skilled a man may be, he is bound to 
deteriorate during a long period of unemployment. His 
hand loses some of its cunning and he acquires the habit of 
idleness. The tendency is for the unemployed to sink to the 
level of the unemployable.'" Reference may also be made 
to the results of a recent American inquiry: "H a period of 
enforced idleness were a season of recuperation and rest, 
there would be a good side to lack of employment. But 
enforced idleness does not bring recuperation and rest. 
The search for labour is much more fatiguing than labour 
itself. An applicant, sitting in one of the charity offices 
waiting for the arrival of the agent, related his experiences 
while trying to get work. He would rise at 5 o'clock in the 
morning and walk three or four miles to some distant point, 
where he had heard work could be had. He went early so 
as to be ahead of others, and he walked because he could not 
afford to pay car fare. Disappointed in securing a job at 
the first place, he would tramp to another place miles away, 
ouly to meet with disappointment again. . . . As the man 
told his story, he drove home the truth that lack of em­
ployment means far more than simply a loss in dollars and 
cents; it means a drain upon the vital forces that cannot be 
measured in terms of money."· Moreover, the evil conse­
quences of lean months are not balanced by good conse­
quences in fat months. Indeed, it may well be that, when, 
as often happens, the fat months imply long hours of over­
time, they will not yield any good effects to set. against the 
evil effects of the lean months, but will themselves add 
further evil effects. 

§ 7. Vet another element of evil remains. Unemploy-
ment varies in amount from time to time in ways that are 

, Alden, Plio Unetnployed, a Nalional QuuIOon, p. 6-
• B_ 0' "'" P.........aIlndigmoy 0 ............... p. 120. 
• Un;lerl S_ Bulldin of "'" B ........ 0' Labour, No. 79, pp. 908·7. 
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uncertain, in the sense that they cannot be foretold, and 
the uncertainty that attaches to unemployment in the 
aggregate attaches, of course, in still stronger measure to its 
incidence in respect of particular individuals. There 
necessarily results, among those persons whose reserve fund 
is small, a haunting sense of insecurity and danger, which 
is in itself a serious evil. Sir H. Llewellyn Smith sums up 
the matter thus: "It is, I think, a definite induction from 
history and observation that, when a risk falls outside 
certain limits as regards magnitude and caJculability, 
when, in short, it becomes what I may call a gambler's 
risk, exposure thereto not only ceases to act as a bracing 
tonic, but produces evil effects of a very serious kind " .. 
In the same spirit Leroy Beaulieu declares, and is surely 
right in declaring: "It is not the insufficiency of pay which 
constitutes, in general and apart from exceptional cases, the 
social malady of to-day, but the precariousness of employ­
ment ".1 

§ 8. What has been said should be sufficient to show 
that industrial fluctuations, as they actually occur in the 
modem world, involve a substantial loss of economic welfare 
as against what would have been won from an equal aggre­
gate quantity of income and work distributed evenly through 
time. In putting the issue thus, however, we have greatly 
understated the case. For it can be shown that the complex 
forces, which cause industrial activity to fluctuate, also cause 
the aggregate amount of it and the associated aggregate 
amount of real income to be substantially less than they 
would have been under stable conditions. The argument, 
which is somewhat complicated, runs as follows: As was 
pointed out in Part I. Chapter XIX., wage-rates in modem 
conditions are held more or less rigidly at conventional 
levels higher in bad times than is warranted by the conditions 
of short-period supply. The consequence of this is that in 
bad times a considerable volume of labour is thrown out of 
employment because it refuses to accept the wage that it 
is then worth, in spite of the fact that that rate would more 

1 &'conomic Journal, 1910, P. 618. 
• La B~ du richu<u. P. 812. 
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than compensate the direct prime cost of its effort. We 
cannot, indeed, step at once from this to the inference that, 
if the demand for labour were somehow made even through 
time, this loss would be done away with. For the elimination 
of industrial fluctuations implies, not ouly increasing the 
demand for labour in bad times, but also diminishing it in 
good. In these circumsta.nces, if we suppose the wage-rate 
to be absolutely rigid at 30s., both for abnormally large and 
abnormally small demands, to tra.nsfer £100,000 of dema.nd 
from good times to bad would involve a contraction of work 
in good times exactly equal to the addition to work in bad 
times. Thus, the only effect, say, of putting 1000 men to 
work in bad times to erect a town building, which would 
normally have been erected in good times, would be to 
transfer these men's idleness from bad times to good-a. 
change that yields little or no benefit.' This pessimistic 
conclusion, however, depends upon the assumption that the 
wage-rate is held absolutely rigid at 30s. for all levels 
of demand and in all circumstances. This assumption does 
not tally with the facts. First, in most industries con­
vention allows a certain amount of fluctuation in wage­
rates above the rate appropriate to normal times, a.nd only 
enforces rigidity in an absolute manner at a level somewhat 
lower tha.n this. Thus in good times the wage may glow 
from 30s. to 32&. along the line of the short-period supply 
curve: but it will not go below 30s. in bad times. The 
consequence of this is somewhat as follows. To withdraw. 
£100,000 worth of demand from good times, when a million 
pounds would normally be spent, involves lowering the rate 
of wages, say, from 32s. to 30s.; so that the, say, £900,000 
worth of demand that is left employs 600,000 men, as against 
the 625,000 men formerly employed. In bad times we 
suppose that £800,000 used to be expended at 30s. per man 
and employed 533,333 men. The addition of a further 
£100,000 to the wage investment now, leaving, as we may 
suppose it will, the rate at 30s., adds 66,666 men; that is 

1 C/. Repon oJ Royal 0""",,;"';'" on 1M P .... La ... , p. 383. .. Carrying 
out ordinary work at an earlier period than is necessary is directly calcu­
lated to have the effect of causing at a future date a reduotion in the 
number of m8D regularly employed, n 
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to say, it increa.ses the numbers employed from 533,333 to 
600,000. Therefore, wherea.s, with the untra.nsposed demand, 
we had in bad and good times respectively 533,000 and 
625,000 men, i.e. a total of 1,158,000 men employed, when 
the demand is transposed we have 600,000 men and 600,000 
men, '.e. a total of 1,200,000 men. This evidently implies 
a larger aggregate of production. There is, however, a 
second and more important point. The assumption cited 
above implies that the same rigid minimum wage-rate 
would be held to if demand were stabilised &8 is held to 
now. In fact it is much more probable that, if, in any 
industry, or series of industries, demand were stable, the 
wage-rate would settle down at the level required to give 
employment to the whole available supply of able-bodied 
labour. It is only because demand fluctuates that con­
vention in wage-rates acts as it does: the rate is adapted 
to the conditions of normal times ~ convention holds it 
near that level when times cease to be normal: if aJI 
times were normal, there would be no scope for such 
action. Hence, we may properly conclude that, in actual. 
life, industrial fluctuations are responsible for contracting 
substantiaJIy the aggregate volume of production over good 
times and bad together. Moreover, there is a further con­
sideration available in support of this conclusion. It is 
well known that upward movements in demand are often 
associated with attempts on the part of workpeople to force 
wages up, and downward fluctuations with attempts on 
the part of employers to force them down: and that 
these attempts lead to strikes and lock-outs, which infIiot 
injury both directly and indirectly upon production. With 
steadier demand there is good rea.son to believe that stop­
pages of work consequent upon industrial disputes would 
be less frequent and less extensive than they are under 
present conditions. No doubt, it may be argued on the 
other side that this increased steadiness, by making life 
easier for business men, would remove a part of the stimulus 
that they now have to counter difficulty by technioaJ 
improvement, and would enable the less competent among 
them to hold their own against the more competent for 
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rather longer than they can do now; and that in these 
ways the productive power of the country would he in­
directly weakened.' To ba.!ance this, however, we may 
set the increased efficiency of workpeople and of their 
children, which should follow their relief from the distresses 
of unemployment and the strain of booms: and our conclu­
sions remain intact. 

§ 9. We proceed then to the next stage of the argument. 
To show that industria.! fluctuations, as they actuaJIy exist, 
are a social evil, is not to show that governments should 
attempt to "remedy" them. For it may be that every­
thing which can be done in this direction, without causing 
more harm in other ways than of good in this way, has been 
done aJrea.dy. There is, indeed, a preliminary presumption 
in this sense bred of the old doctrine of the economic 
harmonies. This doctrine taught that, in genera.!, the 
pursnit by individua.ls of their private self-interest will 
make the sum of economic satisfaction a maximum, subject 
to the fact that the surrounding facts are what they are. 
This does not mean, of course, that the commnnity obtains 
as much economic satisfaction as it would do if the surround­
ing facts were different: but that, given these facts, the 
free play of self-interest causes people to accommodate them­
selves to them in such wise that any further adjustment 
would yield a return in satisfaction smaJIer than its cost. 
In other words, whatever causes and conditions of industria.! 
fluctuations may be in play, such reactions to them as are 
worth their cost will aJrea.dy have taken place, as it were 
automaticaJly, and, therefore, there is no room for anything 
further. Just as people, if left to themselves, may be ex­
pected to distribute their demand among different occupa­
tions to the best advantage that the circumstances permit, 
so a.lso they may be expected to distribute their demand 
among different times to the best advantage. Thus, consider 
the ana.!ogy of a co-operative family of peasants working on 
the land when the seasons are variable. Such a group, after 
having devoted activity to rendering the seasons less variable 
up to the point at which the margina.! return to this activity 

I Cf • ...,., Put L Chap. n. § 3. 
Q 
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balances the marginal" cost, will distribute their labour in 
reaping and sowing crops between different years on the 
same principle: and, on the same principle again, they 
will store up part of the surplus of good years against the 
needs of bad years. Any modification of their action, 
however philanthropic its intent, would disturb what, in 
the conditions, is the optimum arrangement and would do 
more harm than good. On similar lines it may be argued 
that attempts to remedy the industrial fluctuations of the 
actual world in the interest of general economic weHare 
must, on the whole, do more harm than good. 

§ 10. This rigid doctrine, which is merely a particular 
application of the more general doctrine of maximum satis­
faction, is now known, like that more general doctrine itseH, 
to be subject to large qualifications. The heart of the 
matter is that industrial fluctuations involve evil conse­
quences of such a sort that, if an individual takes certain 
sorts of action to remove or lessen them, the social gain result­
ing from his action will not enter at full value into his 
private profit. In the following chapters we shall be engaged 
in disentangling several types of remedy for industrial 
fluctuations, of which this statement holds good, and in 
studying in detail possible methods of applying them. We 
shall distinguish: (1) remedies directed to eliminate or 
mitigate one or other of the factors responsible for industrial 
fluctuations, thus attacking the fluctuations indirectly 
through their causes: (2) remedies aimed directly at the 
fluctuations themselves, without reference to their causation, 
by, for example, transferring to bad times a part of the de­
mand for labour, which, in the ordinary course of things, 
would have been exercised in good times. In both cases we 
have to inquire whether, and why, the relevant remedies 
have not already been carried as far as is desirable, and, if 
this has not been done, to formulate plans by which a 
further advance can usefully be made. 

§ n. Even in an ideally intelligent oommunity, much 
more so in the actual world, it is certain that neither of the 
above two sorts of remedy will be carried so far as to abolish 
industrial fluctuations altogether. Consequently, some 
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fluctuations must remain, and, with them, some periods in 
which a number of workpeople find it difficult to obtain 
employment. The evils that result from this, a.!ong with 
parallel evils due to those sea.sona.! variations of employ­
ment that we have excluded from our study, have led to 
the devising of further remedies-pa.!liatives of the effects 
of the disease rather than specifics against the disease itself. 
The chief of these are relief works, systems or organised 
short time and insurance against unemployment. They 
will be studied in turn in the three concluding chapters 
of this volume. 



CHAPTER IT 

REMEDIES FOR THE SEVERAL NON -MONETARY IlIIl'ULSES 

TO INDUSTRIAL FLUOTUATIONS 

§ l. THE na.tura.l order of procedure in this Pa.rt is to con­
sider sepa.rately, from the point of view of possible remedies, 
ea.ch of the principa.! ca.UBe8 a.nd conditions tending to 
promote industria.! fiuctua.tions which were exa.miued in 
Pm I. In the present cha.pter I sha.ll refer to the impulses 
examined in Cha.pters IV., VI. a.nd VII. FQr rea.sons tha.t 
will a.ppea.r a.s we proceed, the discussion here will be very 
brief. 

§ 2. In Cha.pter XXI. of Pm I. some a.ccount wa.s given 
of severa.! wa.ys in which, with the progress of civilisa.tion, 
the significa.nce of ha.rvest va.ria.tions a.s a. ca.use of industria.l 
fiuctua.tions ha.s been reduced. Clearly there may yet be 
a.va.ila.ble new mea.sures of a. kind which it would pa.y no 
individua.! to introduce, but the net effect of which in limit­
ing the ra.nge of ha.rvest cha.nges would more tha.n repa.y 
their cost. Scientific work devoted to the development of 
new types of cereaJs--.iln the pa.ttern of rustless wheat--or 
to the trea.tment of the soil, or possibly even to controlling 
the incidence of the ra.infa.ll, a.re insta.nces in point. 
Nothing, however, ca.n usefully be sa.id upon ma.tters of 
this kind by one who is not a.n expert a.gricultura.list. 

§ 3. Attacks upon inventions, or, more a.ccura.tely, upon 
cha.nges in the ra.te a.t which inventions &re ma.de, a.s ca.UBe8 

of industria.! fiuctua.tions need not deta.in us. It would, of 
course, be po8Bibk for the community, by collective a.ction, 
to prevent inventions from being ma.de, or, a.t a.ll events, from 
being embodied in materia.! forms. But nobody seriously 
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advocates such a policy, because whatever benefit might be 
secured in this way through diminishing industrial fluctua­
tions would almost certa.inly be outweighed by the permanent 
loss of that economic power which inventions produce. It 
might, indeed, be suggested that, while no attempt should be 
made to check the progress of invention, some collective 
control should be exercised over the times at which new 
inventions are exploited. Very brief reflection, however, is 
enough to show that nothing of this kind is practicable. 

§ 4. Attacks upon the influences that make for in­
dustrial disputes and international war may be dismissed 
for a different-indeed an opposite reason. It is evident 
without argument that improvements in organisation that 
reduced the frequency of wars and of industrial disputes 
would almost certa.inly pay for their cost many times over, 
apart altogether from their indirect effect in diminishing 
industrial fluctuations. The problem of preventing inter­
national war is a political problem to which much thought is 
being devoted at the present time. That of preventing (or 
rather rendering less frequent) industrial war is pa.rtly a 
political, pa.rtly an economic problem; I have discussed it 
at some length in my Economics of Welfare. Both problems 
are urgent and important, but to canvass them here would 
carry us too far afield. 

§ 5. There remain the very important impulses studied 
in Chapters VI.-VII. of Part I. under the title of Psycho­
logical Impulses. I do not propose to examine remedies 
for them in this place, because all that I have to say has 
already been said by implication in the course of the 
chapters cited. The practical problem throughout is to 
baJa.nce, at the margin, the cost of various devices for pre­
venting errors-the official collection and publication of 
statistics and so on-against the resultant gain in diminished 
industrial fluctuations: it being always borne in mind that 
this gain will be smaJIer if successful attacks have, than if 
they have not, been made against the companion causes of 
disturbance, harvest variations and monetary instability.' 

1 C/. a ..... Part I. Chap. XXI. § 17. 



CHAPTER ill 

A TABULAR STANDARD FOB LONG CONTRACTS 

§ 1. IN the course of Part I. it was shown that, when 
industria.! fluctua.tions are initiated by non-monetary causes, 
monetary and ba.nking conditions augment the amplitude 
of the fluctuations in four ways. First, the banks increase 
in good times, and decrease in bad times, the forced levies 
which, by mea.ns of credit creation, they make for industria.!­
ists at the expense of the rest of the community. Secondly, 
the rise of prices in good and the fa.ll in bad times, to which 
this credit policy, together with the associated changes in 
the income-velocity of monetary circulation, leads, doctors 
the terms of past contra.cts in ways not fully foreseen when 
the contracts were made, thus benefiting industria.lists in 
good times and injuring them in bad times at the expense 
of lenders at fixed interest and, in a less degree, of wage­
ea.rners. Thirdly, the price movements which a.ctua.lly occur 
Cause an expectation of their continuance, and business men, 
realising that they can a.llow for these changes better than 
other people, reckon upon a bounty in good times and a ton 
in bad times, as a.ga.inst these other people, in the terms of 
future contracts. Fourthly, the price movements and the 
doctoring of contracts associated with them react on busi­
ness psychology, ca.using people to look more optimistica.lly 
upon given fa.cts when prices are rising than when they are 
fa.lling. When industria.l fluctuations are initiated by mone­
tary causes, as described in Part I. Chapter VITI., the pro­
cesses involved are similar. Hence. whether the origin of a 
fluctuation is monetary or non-monetary, there are to be 
distinguished, as factors mo.gniiying its scope: (1) the a.ction 
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o(the banks in respect of credit creation and of the public in 
respect of the income-velocity of money; (2) the price move­
ments to which these things lead. The variations in credit 
creation and in the income-velocity of money are direct 
causes of fluctuations and also indirect causes through 
price movements. The price movements are effects of 
the variations in credit creation and in the income­
velocity of money and causes of industria.! fluctuations. 
Thus, if we assume .direct attacks upon the income­
velocity of money to be impracticable, two lines of remedia.! 
action are possible. First, credit policy and, therefore, the 
price movements that follow from it, may be left untouched, 
but an attempt may be made to prevent the price move­
ments from promoting industria.! fluctuations. Secondly, a 
direct attack may be made upon credit policy, with a view 
to stopping at once variations in the volume of new credit 
creations and the associated price movements, thus elimin­
ating at one blow aJl the factors on the monetary and banking 
side that contrihute to industria.! fluctuations. In balancing 
against one another these two types of remedy, we naturally 
desire some estimate of the comparative extent to which 
industria.! fluctuations are promoted directly by bank credit 
changes and indirectly by the associated price movements. 
Unfortunately no data are available on which such an 
estimate can be based, and we are reduced to guess-work. 
In my judgement both these elements contribute an 
important part of the whole addition due to monetary 
and banking factors. In the absence of knowledge, I shall 
proceed on the hypothesis that they are of about equal 
importance, so that a perfectly successful attack by way 
of our first type of remedy would accomplish about half 
as much towards steadying industry as a perfectly successful 
attack by way of .our second type. With this guess as 
background, let us consider the first type of remedy in detail. 

§ 2. What is required is that contracts for loans and, so 
far as they cover periods of any length, for wages, should be 
made in terms, not of money, but of a tabular standard of 
value based upon a considerable number of different items. 
The idea is explained with great lucidity by Marshall as 
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follows: .. Let us suppose that (as was suggested long ago 
by Joseph Lowe, Poulett Scrope and others) a Government 
Department extends to all commodities the action taken by 
the Commissioners of Tithes with regard to wheat, barley 
and oats. As they, having ascertained the average prices 
of grain at any time, state how much money is required to 
purchase as much wheat, barley and oats as would have cost 
£100 at certain standard prices, so this Department, having 
ascertained the prices of all important commodities, would 
publish from time to time the amount of money required to 
give the same general purchasing power as, say, £1 had at 
the beginning of 1887. The prices used by it would be the 
latest attainable; not, as in the case of tithes, the mean of 
the prices for the last seven years. This standard unit of 
purchasing power might be called for shortness simply THE 
UNIT . 

.. From time to time, at the beginning of each year or 
oftener, the Department would declare how much of the 
currency had the same purchasing power as £1 had at the 
beginning of 1887. If, for instance, it declared in 1890 
that 18s. had this purchasing power, then a contract to 
pay a unit in 1890 would be discharged by paying 18s. 
If it declared in 1892 that 23s. had only the same purchasing 
power as £1 had in 1887, or 18s. in 1890, then any contract 
to pay a unit in 1892 would require for its settlement the 
delivery of 23s . 

.. When a loan was made, it could, at the option of those 
concerned, be made in terms of currency, or in terms of units. 
In the latter case the lender would know that, whatever 
change there might be in the value of money, he would 
recei,ve, when the debt was repaid, just the same amount of 
real wealth, just the same command over the necessaries, 
comforts and luxuries of life, as he had lent away. If he 
bargained for 5 per cent interest, he would each year receive 
money equa! in value to one-twentieth of the units which he 
had lent; and, however prices might have changed, these 
would contribute a certain and definite amount to his rea! 
means of expenditure. The borrower would not be at one 
time impatient to start ill-considered enterprises in order to 
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gain by the expected rise in general prices, and at another 
afraid of borrowing for legitimate business for fear of being 
caught by a general faJI in prices. 

" Of course ~very trade would still have its own dangers 
due to causes peculiar to itself; but by the use of the unit it 
might avoid those heavy risks which are caused by a rise or 
faJI in general prices. Salaries and wages, where not deter­
mined by special sliding scales, could be fixed in units, their 
real value would then no longer fluctuate constantly in the 
wrong direction, tending upwards just when, if it changed at 
aJI, it should faJI, and tending downwards just when, if it 
changed at aJI, it should rise. 

" Ground-rents also should be fixed in general units, though 
for agricultural rents it would be best to have a special unit 
based chiefly on the prices of farm produce: The reckoning 
of mortgages and marriage settlements in terms of units of 
purchasing power, instead of gold, would remove one great 
source of uncertainty from the affairs of private life, while a 
similar change as to debentures and Government bonds 
would give the holders of them what they want-a. really 
constant income. The ordinary shareholderS in a public 
company would no longer be led to take an over-sangnine 
estimate of their position by a period of prosperity, which, 
besides enriching them directly, diminished the real payments 
which they have to make to debenture holders and, perhaps, 
to preference stock holders. And, on the other hand, they 
would not be oppressed by the extra weight of having to pay 
more than their real value on account of these fixed charges 
when prices were low and business drooping. 

" The standard unit of purchasing power being published, 
the Law Courts should,:I think,giveevery facility to contracts, 
wills and other documents, made in terms of tp.e unit; and 
Government itself might graduaJIy feel its way towards 
assessing rates and taxes (except, of course, such things as 
payments for postage stamps) in terms of the unit, and also 
towards reokoning the salaries, pensions, and, when possible, 
the wages of its employees at so many units instead of so 
much currency. It should, I think, begin by offering, as 
soon as the unit was made, to pay for each £100 of consols 
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a really uniform interest of three units, instead of a nominally 
uniform but really fluctuating interest of £3. The public, 
though at first regarding the new notion as uncanny, would, 
I believe, take to it rapidly as soon as they got to see its 
substantial advantages. Their dislike of it even at first 
would be less than was their dislike of coal fires, of railways 
and of gas. Ere long the currency would, I believe, be 
restricted to the functions for which it is well fitted, of 
measuring and settling transactious that are completed 
shortly after . they are begun. I think we ought, without 
delay, to set about preparing for voluntary UBe an autho­
ritative unit; being voluntary, it would be introduced 
tentatively, and would be a powerful remedy for a great 
evil. This plan would not cause any forced disturbance of 
existing contracts. It would give a better standard for 
deferred payments than could possibly be given by a 

. currency (as ordinarily understood), and, therefore, would 
diminish the temptation to hurry on impetuously a change· 
of our currency with the object of making its value a little 
more stable; and it could be worked equally well with any 
currency." 1 

§ 3. This plan has great attractions. There is, however, 
one very serious objection to it as against a wider policy in­
volving actual price stabilisation. This is that, though the 
Government can construct and publish a tabular standard 
and can endeavour in one way and another to encourage 
people to make use of it, it cannot compel them to make 
use of it. It cannot even put severe pressure upon them 
to make use of it in the way that, by its control over public 
clocks, it can put severe pressure upon people to adopt 
daylight saving. Hence, as a matter of practice, what is 
open to us, along this lille of remedy, is not a thorough­
going resort to a tabular standard,but a very partial and im­
perfect resort to it. Even, therefore, if we believed, which 
we do not, that a thorough -going use of suoh a standard 
would accomplish practically as much towards steadying 
industry as price stabilisation, and would be free from diffi-

1 M~ of Alfred YarshaJI. pp. 197-9. reprinted from a.n article in 
the Oontemporary Ret>ie:w of March 1887. 
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culties and objections to which that policy is exposed, 
we ought not to reject the wider policy out of hand. 
Its rival would cost less, but, since it cannot be applied 
thoroughly, it would &Iso accomplish less. There need, 
however, be no difference of opinion upon one point. 
Unless and until the wider policy is adopted, there is every­
thing to be said for pursuing the narrower one. Under 
the Dawes scheme, provision has been made for varying 
Germany's reparation obligations in terms of gold in the 
event of gold itself altering seriously in terms of things. 
To encourage private borrowers and lenders to follow this 
example would injure no one and would cert&iuly diminish 
indnstriallluctuations in some degree.' 

J J A practical instance of the type of loan contemplated is afforded by 
an issue of bonds recently made by the Rand Kardex Company in the 
State of Delaware, U.S.A. The bonds are described 88 U seven per cent 
thirty year .... bilised debenture bonde, registered and safeguarded .. to 
purchasing power of both principal and interest": and their Dature is 
explained in the following extract from the terms stated on the face of 
the bonds. 

.. Rand Kardex Company, Inc., a Delaware Corporation. herein­
after termed the • company·. for value received. hereby promisee to pay 
to the registered holder hereof on the first day of July 1955, at the 
principal office of the Buffalo Trust. Company. in the City of Buffalo. 
State of New York" such sum of money 88 shall poasees the present 
purchasing power of One thousand dollars (SI.000.oo) with interest 
thereon at the rate of seven per cent. per annum, payable quarterly on 
January first, April fust, July first and October first, in such oums as 
shall, at the respective times of payment. equal in purchasing power One 
and seventy.five one hundredths per cent. (1.75 %) of said purchasing 
power of One thousand dollars ($1,000.00), all to be based upon an index 
number of the prices of commodities defined and fixed in accordance with 
the amplified statement below. . 

u. • • The index number of the prices of commodities employed 
hereunder shall be the well-known index number of wholesale prices of 
the United States Bureau of Labor Statistics as published each month. 
subject to such modifications and amplifications and changes of method 
in making and computing the same 88 shall. or :may be. made by said 
bureau from time to time. 

U If, as of any due date, the index number of the prices of commodities 
shall remain at approximately the present level, that is to say. if it does 
not riae or fall 88 much 88 one-tenth part of the level fixed as of July I. 
1925. i.~. 157.5. then the amount to be paid 88 principal shall be One 
thousand dollars (11.000.00); and the amount to be paid 88 interest on 
any quarterly interest date shall be Seventeen dollars and fifty cents 
($17.50) • 

.. In case the index number as of any due date shall be found to be 
more or lees than that fixed for July I. 1925. by 88 much as one.tenth part 
of said index number of July I. 1925, then for every full one.tenth rise or 
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fall of said index number, there shall be added or subtracted respectively 
one·tenth of the payment then due, said one-tenth being $1.75 for any 
qua.rtetly payment of interest and $100·00 for the principal sum. 

"The index number measuring the present price level &8 of July 1, 
1925, shall be the average of said index numbers for the three calendar 
months preceding July 1, 1925, which have been published on or before 
July 1, 1925, namely, the index numbers for March, April and May of 1925, 
which average is 157.5 on the basis of 100 as representing the 1913 prioe 
level. 

U The index number measuring the price level 88 of July 1st of any 
other year hereunder shall be the average of the said index numbers for 
Maroh, April and May of such other year, and the index number as of 
October let in any year shall be in like manner the average of the mid 
index numbers for the preceding June. July and August, and the index 
number 88 of January 1st in any year shall be in like manner the average 
of the Mid index numbers for the preceding September, October and 
November, and the index number 88 of April 1st in any year, shall be in 
like manner the average of the said index numbers for the preceding 
December, January and February •.•. 

U In case the United States Bureau of Labor statistics should dis· 
continue the computation and publication of its said monthly index number 
of wholesale prices, or the publication thereof should be delayed so 88 to 
prevent ita use hereunder, there shall be substituted therefor by the 
Trustee, as specified more fully in Mid indenture, such other index number 
or method of a.scertaining changes in the price level 88 resembles in the 
opinion of the Trustee most closely the index number a.nd method of 
arriving thereat of said Bureau. OJ 



CHAPTER IV 

REMEDIES AOTING UPON BANK CREDIT POLIOY 

§ 1. IN turning to the second and more fundamental type 
of remedy distinguished at the beginning of the preceding 
chapter we are confronted with a circumstance which 
already in Part I. has handicapped well-ordered elPosition. 
This is the fact that the monetary factor behind industrial 
fluctuations appears sometimes as a condition upon which 
non-monetary causes act and sometimes as itself an initiating 
cause, and that much, but not all, that is relevant in the 
first connection is relevant also in the second. The least 
awkward way of getting over this difficulty is, I think, to 
ignore altogether, in the first stages of our' study, the 
action of money as an initiating cause-to assume, that 
is to say, that the amount of the ultimate currency reserve 
is growing in exact correspondence with the secular trend of 
industry. In this and the two following chapters, therefore, 
I shall treat the monetary and banking factor as a condi­
tion ouly, assuming that impulses which initiate industrial 
fluctuations always have their origin elsewhere. 

§ 2. Nobody outside the school of writers which regards 
industrial fluctuations as "purely monetary phenomena" 1 

believes that it would be possible, by stabilising bank loans 
or prices, to bring about complete industrial stabilisation, 
i.e. to keep the volume of employment completely constant 
in the face of variations (whether warranted or not) in the 
elPectations of business men. It is recognised that, if 
these men's expectations of profit are improved, they will 
bQrrow more floating capital, either directly from the public, 

, 01 ....... p. 190. 
237 



238 INDUSTRIAL FLUCTUATIONS Pr. U 

or indirectly from them through the mediation of the banks 
in ways that do not raise prices; 1 and that, if their expecta­
tions of profit are worsened, they will a.ct in the opposite 
sense. In order, therefore, to stabilise industry through 
the action of banks, we should need, not to stabilise prices, 
but, in periods of business optimism, to make them fa.Il 
below the' average, and, in periods of business pessimism, 
to make them rise above the average. The recent experience 
of Germany has shown that currency inflation, by con­
ferring a continuing bounty upon business men at the 
expense of rentiers and wage-e&mers, can keep an industrial 
boom &live long after, in the ordinary course,rea.ction 
would have set in; and, &s some would hold, the experience 
of the United States shortly after the war and the experience 
of the United Kingdom since 1921 have shown that currency 
deflation can render an industrial depression much deeper in 
extent and much more prolonged than it would have been 
if deflation had not been attempted. Thus it need not be 
doubted that, if the Government could a.ccurately adjust 
to the desired end a policy of making prices rise in depres­
sions and fa.Il in booms, the level of industrial a.ctivity 
in depressions would be raised, and in booms lowered. 
There is nothing inherently inlpossible about such a system; 
though, since it would require bankers to make larger loans 
when low interest is offered to them than when high interest 
is offered, the Central Bank might need to be converted from 
a private to a public institution. Moreover, economists 
will perceive that it is in essence much the same as the 
policy-to be discussed J&tel'--i)f imposing taxes on produc­
tion in good times and using the proceeds to a.ccord bounties 
to production in bad times. To pra.ctical men, however, 
this policy has an appearance SO violently paradoxical that 
there is no chance of it being adoptsd. In any e&se it 
is not the policy that I propose to discuss. That policy 
is the less ambitious one of preventing variations in tbe 
volume of bank credits and a.ssociated variations in the 
price level from augmenting the amplitude of those in­
dustrial fluctuations which are brought about by changes-

• Cf. an ... pp. 130·1. 
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warranted or not warranted-in the expectations of business 
men. 

§ 3. A serious preliminary difficulty has to be faced. 
It is often tacitly assumed that to stabilise the aggregate 
volume of bank credit, or, allowance being made for secular 
trend, to stabilise the ratio of this aggregate volume to cur­
rency reserves, in the face of industrial movements initiated 
otherwise than on the side of money, implies stabilising the 
general level of prices: 80 that there can be no question of 
making choice between these two sorts of stabilisation. Thus, 
Professor CasseI writes: "The banks should lend to the 
public over and above their own means only what they can 
borrow from the public" ; 1 in other words, they should keep 
their credit creations constant at zero. Having emphasised 
that they have power to do this by regulating the rate of dis­
count, he adds on the next page: "The bank rate, therefore, 
must be kept so high that the general level of prices remains 
practically constant" ; • thus implying that credit stabilisa­
tion and price stabilisation are one and the same thing. The 
analysis of Part I. Chapters Xll.-XVII. shows that this 
implication is open to serious doubt. Credit stabilisation 
will only involve price stabilisation, provided that no varia­
tions occur in the income-velocity of money generated other­
wise than by credit variations. If improvements in the 
expectations of business men produce at the same time 
credit creations and increases in the income-velocity of 
money, the mere stabilisation of credit will not suffice 
to stabilise prices. In the absence of any trend, it will 
be necessary to reduce new credit creations in good times to 
an absolutely less amount than the corresponding creations 
in bad times. If, as is, of course, in fact the case, there is 
a general upward trend of production, this :will not be 
necessary; new credit creations need not be less absolutely 
in good times than in bad, but they must be less relatively 
to the trend. 

§ 4. A doubt is thus raised as to whether & policy of price 
stabilisation would remove those, and only those, influences 

• F_I TlwugloU ... E"""",,"", p. 129 • 
• ibid. p. 130. 
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making for industrial fluctuations which are due to monetary 
and banking arrangements. We have seen in Part I. Chapter 
XIII. § 9, that variations in the stream of floating capital 
available to business men, brought about by credit creations, 
which merely balance decisions on the part of rentiers to 
hold unusuaJly large (or unusuaJly smaJl) balances unspent, 
are not extra variations due to these arrangements, but 
would have occurred under a different form had no such varia­
tions existed. We have seen also, in Chapter XII. § 6, that 
variations in this stream of floating capital, which come about 
when business men, under the influence of varying industrial 
expectations, decide to draw more (or less) largely on their 
store of value, that is to say when they diminish or increase 
the period of monetary circulation, are not extra variations 
in this sense. We have seen, finally, in Chapter XV. § 10 that 
variations made by altered drawings on this store of value 
are extra variations in this sense when the altered drawings 
are effects of reactions set up by price movements. Hence 
price stabilisation will cut away those parts of industrial 
fluctuations which are due to monetary and banking arrange­
ments and do nothing else if, and only if, the action of 
rentiers in good times in increa.sing their unspent balances 
lessens the income-velocity of money to exactly the same 
extent that the action of business men, induced otherwise than 
thrqugh price change8, in diminishing their unspent balances, 
augments the income-velocity of money. It is plainly very 
improbable that this exact equilibrium will be struck. We 
may, however, not unreasonably hold that it will not be 
missed by very much. If this be so, a policy of price 
stabilisation successfully ca.rried through would eliminate 
approximately that part of the swings of industry for which 
monetary and banking arrangements are responsible. 

§ 5. In the present and two following chapters I shaJl 
study that policy as operated through control over bank 
credit creations. At first sight we may be inclined to 
suppose that, if a government so chooses, it can, without 
difficulty by administrative orders, fix the sum of ·bank 
credit outstanding at a constant amount--or, in a progress­
ive society-at an amount increasing at a constant rate, or 
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in any other way that may seem good to it. In real 
life, however, the banking system is divided into a large 
number of separate banks confronting di1ferent groups of 
customers. In these circumstances it is not feasible to 
regulate the aggregate amount of cre.dit outstanding from 
the banking system as a whole by fixing limits for individual 
banks; any more than it is feasible in this direct way to 
regulate the aggregate amount of butter sold by retail shops 
in the United Kingdom. The only practicable method is to 
wait for signs that the desired aggregate. is being exceeded 
or is not being attained, and thereupon to apply, as the case 
may be, a brake or a stimulant. 

§ 6. It is important to notice that brakes and stimu­
lants alike have a double action. On the one side they act 
directly on the quantity of bank credit that is forthcoming 
in the face of given conditions of demand on the part of the 
industrial community. On the other side they modify the 
conditions of demand. As was explained in Part I. Chapter 
XVII., an upward swing of prices creates an expectation of 
its own continuance, and the profit that business men foresee 
for themselves in this causes them, apart from any other 
reason that they may have for doing so, to employ their 
balances more actively and to seek further bala.nces: and 
this pushes prices up further. If it is known that, as soon 
as prices show signs of rising, the banks will take steps to 
contract their loans and stop the rise, these reactions on 
the demand of business men will not take place. A corre, 
sponding considera.tion applies to falling prices. It follows 
that, in order to achieve stability or to reduce instability 
in any given measure, considerably less violent action on 
the part of the banks to modify the volume of bank loans 
is necessary in fact than would appear to be necessary if 
the direct consequences of their action were alone taken 
into consideration. The banks' action on the supply side 
oalls out an ally working to the same end on the demand 
side. 

§ 7. There are two forms of brake and stimulant ava.ilable 
to the banking system, the method of rationing and the 
method of discount control. The range of both methods is 

R 
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limited, in that neither of them can touch loans already con­
tracted for, but only new or renewed borrowings, It follows 
that different classes of business people will be affected in 
different degrees. Thus, suppose that there are two men 
of equal ability, each reckoning to get roughly the same 
return, say £10,000, for his efforts. One is a manufacturer 
with a factory worth £90,000 financed by debentures and 
a floating capital of £10,000 financed by short loans: the 
other is a merchant with a plant worth £10,000 financed 
by debentures and a floating capital of £90,000 financed 
by short loans. The former of these two men can only be 
affected by a change in discount rates, or a cut in the ration 
allowed, in respect of £10,000; the latter can be affected in 
respect of £90,000. Plainly in this second case-and it is 
typical of the merchant's position as compared with the 
manufacturer's-the effect on the volume of borrowing 
is likely to be much larger than in the first. In both cases, 
however, there will be some effect. Nor is this all. The 
check or stimnlus administered to merchants is reflected 
after a little while in a further indirect check or stimulus 
to the borrowings of manufacturers. For, if money becomes 
dearer or becomes scarcer, merchants will not wish to hold 
such large stocks of goods, and will cut down their orders. 
If manufacturers are booked up well ahead, this will not, 
indeed, affect their activity immediately. After a little 
while, however, as the earlier orders are worked off, they 
will find themselves with less to do and will contract their 
purchases of raw material and their aggregate payments to 
workpeople. Thus, as an indirect result of the check 
imposed on merchants, they will be led to make a second 
cut, additional'to the first cut directly imposed on them, 
into their borrowings from banks. In the converse case 
of lowered discounts or expanded loans, analogous results' 
will follow. 

§ 8. For downward adjustments the discount method 
and the rationing method could both, theoretically at 
least, be pushed so far that all bank loans would 
be swept out of existence and the volume of bank 
deposits cut down to the volume of currency that had 
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been a.ctua.lly deposited, in the sense of physica.lly handed 
over into the charge of bankers. Under rationing this 
result could be achieved by refusals to grant any new loan 
or to carry forward any old one as it fell due for repayment: 
under discount control it could be achieved by fixing the 
rate of discount at a million per cent. In practice, of 
course, extreme measures of this sort would wreck society, 
and are not to be contemplated. Moreover, in some cir­
cumstances, e.g. when the Government is in the market 
borrowing for an urgent purpose, such as the conduct of a 
war, even milder applications of them are not possible. 
Direct rationing of the Government's demands would be 
out of the question, and the imposition of high discount 
rates, since the Government must borrow at whatever cost, 
would be ineffective. Still, within reasonable limits it 
remains true that, in .respect of downward adjustments, 
either rationing or discount control can be used to achieve 
whatever effect on the sum of bank credits that the banks 
may desire. 

§ 9. With regard to upward adjustments, however, 
both weapons are somewhat blunted. Of course, up to a 
point, the volume of loans can be increased by a readiness 
on the part of the banks to make loans on conditions, or on 
a type of security, that they have hitherto refused to enter­
tain; and they can also be increased by a drop in the 
discount rate, for this, in general, will tempt additional 
borrowing. But in times of depression on neither plan ca.n 
borrowing be expanded beyond a. point. People do not 
want to borrow on any terms, and the banks ca.nnot force 
them to do so. In any strict sense of rationing, since this 
is essentially a nega.tive process---a refusal of loans to some 
people who, at current prices, would like to take them­
it is obvious that· rationing cannot in any degree increase 
the volume of loans in depressions. Discount regula.tion is 
in 80mewha.t better case, but not in much better. As 
Mr. Ha.wtrey puts it: "Even lending money without 
interest would not help if borrowers anticipated a loss on 
every conceivable use that they could make of the money ".' 

I Bco"""",, JfJUmQl, 1922, p. 299. 
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No doubt, if we are prepared to contemplate indefinitely 
large negative rates of money discount-it will be recollected, 
of course, that, when prices are expected to fall 12 per cent 
in a year, a money rate of minus 5 per cent implies a real 
rate of approximately plus 7 per cent-this limitation on 
the power of bankers to regulate the borrowing of loans in 
an upward direction would be removed. But negative 
rates of discount need not be considered here; for, so 
long as banks are business institutions, a banker who can, 
if he chooses, hold his money in his own vaults, will never 
lend it out on a. contract to receive ba.ck less than the 
amount he lends. 

§ 10. This restriction upon the power of bankers seems 
at first sight exceedingly important. There are, however, 
mitigating considerations. While, as we have seen, indus­
trial fluctuations are in part due to harvest va.riations and 
other such things, they are aJso in part due to swings to 
business confidence between excessive optimism and excessive 
pessimism; and these antithetical swings do not as a rule 
arise independently, but are, as it were, genera.ted the one 
from the other. H errors of optimism can be prevented 
from &rising, the disappointment to which they lead and 
the consequent rea.ction towards errors of pessimism will 
aJso be prevented from &rising. In so far, therefore, as 
errors of optimism result from the fa.ct that, when confidence 
begins to expand, general prices move upwards, a policy 
that prevented this upward movement would not ouly 
do away with errors of optimism, but would do away with 
errors of pessimism aJso. A successful attack on upward 
price swings would thus check both parts· of that swing of 
confidence for which credit and price swings are responsible. 
H, therefore. we are satisfied that bankers wield weapons 
adequate for a. suocessful direct atta.ck on upward price 
swings, our doubt of their· ability to defeat downward 
swings by direct action need not grea.tly trouble us. On the 
strength, then, of what has been said in this ch"pter, in con­
junction with the analysis of Part I. we conclude tha.t, if 
the banks chose, or were compelled, to adjust the volume 
of their loans, from one time to another, either by rationing 
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or through the discount rate, with a view to restricting the 
swings of credit, and so of prices, that accompany swings 
of business activity, they would eliminate a factor which 
now contributes in an important degree to swell the ampli­
tude of industrial fluctuations. 



CBEDIT RATIONING VBRSU8 DISOOUNT l'OLIOY 

§ 1. A FUNDAMENTAL distinction between loan control 
through rationing and loan control through discount policy 
is that under rationing bankers have actively to select for 
rejection certain claimants for loans: under the discount 
method they cause certain claimants to select themselves. 
Until quite recently the la.tter method was practically 
uuiversal and the former practically unknown, alike in the 
money market and in the market for ordinary commodities. 
People who could give a.dequate security were free to buy 
as large an amount of loans from bankers as, at the ruling 
rate for money, they wished to buy: just as they were free to 
buy as large an amount of wheat as, at the ruling price, they 
wished to buy. In the money market demand and supply 
were a.djusted through the rate for money, just as in the 
wheat market they were a.djusted through the price of wheat: 
aud there was no question of the sellers interfering, through 
any other means, with the quautity that the buyers chose 
to take. Clearly, however, it is po88ibk for sellers, in the 
money market and the wheat market alike, to fix a price 
adapted to find buyers up to such and such a quantity, and 
then to ration the buyers to a smallt'~ quantity than this. 
In the Great War this practice was a.dopted for a number of 
important uticles of food: and in the period of boom follow­
ing the war resort was ha.d to it in some degree for bankers' 
loans. What, from a broa.d social point of view, are the 
merits of this policy as compMed with those of its rival 1 
Since, as was shown in the last chapter, rationing, being 
essentially a negative policy, is only available to check loans 

2&6 
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in times of boom, not to expand them in times of depression, 
attention may be confined to times of boom. 

§ 2. In one respect it is evident that selection by rationing 
is at a disadvantage. Resort to it implies that in times of 
boom sellers of the rationed article accept an artificially low 
price; otherwise there would be no surplus demand to which 
the rationing could be applied. Hence the production of 
the article-in this case not merely credit creations by banks 
but also voluntary savings by the public-will be reduced 
below what it would be in a free market, and, therefore, we 
may presume, below what is socially desirable. This 
objection is on all fours with the corresponding objection to 
fixing a maximum price, lower than the "natural .. price, 
for wheat, and distributing supplies by rationing. The 
stimulus to farmers to grow wheat would necessarily be 
weakened, and the presumption is that less wheat would be 
grown than it is socially desirable should be grown. 

§ 3. From the point of view of distribution the issue 
appears at first sight less clear. Whether a distribution 
accomplished by selective rationing will be socially better 
or worse than a distribution resulting from the free working 
of demand and supply in a community composed of people 
of very different degrees of wealth cannot be determined 
until we know how skiIfu! the rationer is and what principles 
of policy he adopts. In the way of distribution by rationing, 
as a regular policy in normal times, whether for loans or for 
anything else, there is, however, an overwhelming practical 
difficulty. There is no recognised or easily formulated baSis 
in accordance with which rationing can be regulated. For 
the rationing of food during the war a basis was available in 
the fact that different people's physiological needs are not 
very far from equal, and,. therefore, subject to a limited 
number of exceptions, equal rationing could' be adopted. 
In the rationing of materials, again, there was a feasible basis 
in the pre-war requirements of different firms. Even here, 
of course, there were bound to be many hard cases and much 
difficulty. But for rationing credit in times of peace the 
difficulty of finding an acceptable basis would be enormously 
greater. Equal rationing would be absurd, and rationing 
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based on past requirements would ignore the fact that in 
booms the needs of different borrowers expand in very 
different degrees. In the post-war period an attempt was 
made to ration in accordance with the purposes for which 
different people needed loans. But this plan not only 
involves a kind of inquisition for which bankers, at all 
events in EngIa.nd, are ill equipped, but also requires them 
to decide what is the relative importance, from the standpoint 
of peace-time needs, of a multitude of competing purposes. 
Moreover, there could hardly faIl to be serious friction and 
discontent among potential borrowers. These borrowers 
would also be made to s.ufier from a new sense of insecurity, 
since they could never know for certain how far they might 
rely on obtaining accommodation from the banks, even 
though they had good security to offer. 

§ 4. A further very important consideration is as follows. 
If the volume of loans is to be controlled, in a country 
organised as EngIa.nd is the rationing would have to be 
worked by the various joint-stock and private banks other 
than the Bank of England: for it is these banks that are 
responsible for the main part of the loans made to the public. 
But these banks are independent of one another. It is not 
to the interest of any of them to ration in a restrictive sense 
its financially sound customers. Each bank would prefer 
that such rationing as has to be done should be done by its 
rivals: and, unless some common understanding is arrived 
at, each will fear that, if it adopts a policy of rationing, 
customers to whom it refuses accommodation may merely 
go and find it elsewhere. Hence, if the policy of rationing 
is to be effectively adopted and carried through as a corrective 
of excessive loans in boom periods, it is essential that all the 
members of the national banking system sha.ll co-operate on 
definite and agreed lines. Plainly, it would be very difficult 
to secure and keep unimpaired ·this type of co-operation on 
a voluntary basis. Nor is it easy to see how in this matter 
it is possible for anybody to enforce co -operation from 
outside. 

§ 5. The method of loan control through discount is free 
from this difficulty .. For the Central Bank, though it does 
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not, when it alters its discount rate, by that very fact compel 
the market to follow, has 'means at its command by which it 
can do this whenever it so desires. If it wishes to lower dis­
count generally from 5 per cent to 4 per cent, and a lowering 
of its own rate to 4 per cent does not accomplish this, it has 
only to purchase securities in the market, thus increasing 
the " cash " holdings of the other banks and enabling them 
to follow it in reducing rates. Per contra, if it wishes to 
raise discounts generally from 5 per cent to 6 per cent, and 
the raising of its own rate does not accomplish this, it has 
only to sell securities in the market, thus dra.ining the market 
of money and forcing the market rate to follow its own rate ; 
for the joint-stock banks will not be willing to allow their 
cash and balances at the Bank of England to fall much 
below the proportion (say I to 9) in which these usually 
stand to their liabilities. The need for this subsidiary action 
exists, not merely in England, where it is contrary to 
tradition for the other banks to rediscount bills at the Central 
Bank, but also in the United States where rediscounting with 
the Federal Reserve Banks is a regular practice: for, if the 
other banks are in funds, they may be able to meet the 
demands on them for loans without rediscounting, and, in 
that case, they will not be forced to raise their rates by a mere 
raising of the Reserve Bank's rate unaccompanied by support­
ing operations on the part of that bank in the market. It 
is, however, always and everywhere in the power of a 
Central Bank to engage in these supporting operations.1 

1 In present conditions this statement needs to be qualified in one 
respect. As is well known, there is in England now a large mBSS of short­
dated Treasury Bills continua.lly due for renewal. If the Bank of England, 
desiring to raise discount generally. put up its rate and, began selling 
securities in the market, the Treasury could, if it 80 desired, defeat the 
Bank's purpoae. If it refused to raise the Treasury Bill rate and main. 
tained it at, say, 2 per CiUlt below the Bank: of England discount rate, 
people (including banks) could get a. better return by putting money on 
deposit with other banks or with the Bank of Engla.nd than by taking 
up Treasury Bills. Therefore, many of these bills would fail to be renewed. 
and the Treasury would perforce fall back on Ways and Means Advances 
from the Bank of England, which, even in these conditioos of oonflict, 
that institution could not refuse, since refusal would involve a national 
default. The employment by the Treasury of these Ways and Means 
Advances to payoff Treasury Bills would, however, create a corre­
sponding volume of new balances at ~l?-e Bank of England to the credit 
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When, therefore, I spea.k of the method of loan control 
through discount I include under that concept the use of 
these methods. I conceive it as a part of discount policy, 
not as something additional to it. In the discount method 
of loan control thus understood no complicated set of agree­
ments and understandings among persons whose interests 
are really in conflict is involved. The decision is always the 
decision of a single institution. This consideration, in con­
junction with those advanced in earlier sections, makes it 
evident that, as an instrument of control over bankers' loans 
in the world as it is to-day, the regulation of discount rates 
is greatly to be preferred to the method of rationing credits. 

of the joint - stock banks. These new balances would constitute an 
in1low. to their U cash and balances at the Bank of England" in contra­
distinction to the outflow which the Bank of England was trying to set 
up by selling securities in the market. and might enable the market to 
maintain low rates in spite of the Bank of Engla.nd's action. Though 
it is not, of course, to be supposed that the Treasury and the Bank 
of England would ever allow themselves to come into open conflict in 
the way imagined above, it is not inconceivable that the Treasury. 
being pmoored of the power that I have been deecri.bing. might use it 88 

an Wluttereci threat to prevent the Bank. from endeavouring to force 
discount rates up aD ocoaaiODS when the Govemment wished them to 
remain low. 

One further point in this connection should be mentioned. It is often 
argued that the fundiDg of Treasury Bills would 'have a deJlating elIect, 
because Treasury Bonde are taken up to a greater extent by private 
persons (as compared with the banks) than Treasury Bills are. This view 
seems. however, to be incorrect. If I buy a £1000 Treasury Bond out 
of my balance at the Westminster Bank and the Government therewith 
pays oft a £1000 Treasury Bill held by tho Westminster Baok, that bank has 
the same .. cash and balance at the Bank of England .. as before. but £1000 
lees liabilities. Therefore it is in a position to lend a new £1000 without· 
hurting its .. proportion u. If it does not do this, the reason is, not.that it 
cannot do it. but that people do not want to have 80 much money for trading 
as hitherto. Had there been no convenUon of Treasury Bills the bank's 
liabilities would Btill have fallen. The connection which exists between 
the funding of the Treasury Bills and the contraction of bank liabilities 
can be accounted for by the fact that the times when there is not much 
competition for borrowing in industry are the times most suitable for 
funding operations. This reasoning is, however. subject to the· qualifica­
tion that some bankel'8.may regard Treasury Bills as akin to .. cash and 
baJancea at the Bank of England n when they are thinking of their .. pro­
portion ", 80 that, if commercial billa took the place of Treasury B~ in 
their portfolios, they would need. for eaee of min~ a ~ther bigger It pro­
portion II than before. 



CHAPTER VI 

A DISCOUNT POLICY DIRECTED TOWARDS PRICE 
STABILISATION 

§ 1. BEFORE the main subject-matter of this chapter is 
attacked it is desirable to dea.I with a preliminary difficulty. 
The rate of discount is tied up to the rate of interest-money 
rate---iln long loa.ns; this rate, it is argued, is determined 
by the genera.l conditions of demand and supply of rea.l 
capital; these lie outside the Centra.l or any other bank's 
control; and, therefore, though, no doubt, on occa.sions for 
a little while a strong Centra.l Bank could hold its discount 
rate above or below the rate for long loans (with due a.llowance 
for differences of risk), attempts to do this for any length 
of time must lead to a tra.nsfer of borrowings between the 
long and the short loan markets, and so defeat itself. Hence, 
it is argued, the Centra.l Bank, despite its apparent autonomy, 
is in fact merely a medium through which forces wholly 
externa.l to it work their will. Though, that is to say, in 
determining the discount rate, the voice is the voice of the 
bank, the hands are not its hands. 

§ 2. This rea.soning is not valid. Let us start from a 
state of equilibrium, in which the rea.l rate on capital, the 
money rate on long loa.ns and the discount rate on short 
loa.ns are all, appropriate a.llowances being ma.de for differ­
ences in the risks' involved, 5 per cent. There is no iron 
law that, other things' remaining the same, bankers must 
retain the discount rate at 5 per cent and cannot, on their 
own initiative, shift it for any length of time to 2 per cent 
or 10 per cent. The only iron law is that, if they do either 
of these things, certain consequentia.l adjustments must 

·251 
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take place in the prices of long-term securities and of 
commodities. H the discount rate is dropped to 2 per cent, 
fixed interest securities will rise in value and the money yield 
of interest on long loans will be dropped to correspond with 
the drop in discount. The drop in yield will not, of course, 
be equal to the drop in discount unless this drop is expected 
to be permanent. A drop in discount from 5 per cent to 
2 per cent, expected to last for one year, should involve, as 
an arithmetical equivalent, a drop in the money-rate of 
long loans, as represented, e.g. by the yield on consols, to 
4·85 ... per cent. Correspondingly, a rise of discount from 
5 per cent to 10 per cent, expected to last for one year, 
should involve a rise in the yield on consols to 5·24 . . . 
per cent. So much for the adjustment in the prices of 
securities.' The adjustment in the prices of commodities is 
in this wise. So far as the facts of the situation are known 
and their consequences foreseen, prices must change at 
once in whatever degree is required to make the money rate 
of 2 per cent representative of a real rate of 5 per cent, or, 
more exactly, of that real rate slightly difierent from 5 per 
cent, to which the forced levies described in pari; I. Chapter 
XIll. have changed the 5 per cent real rate. H we ignore 
this qualification, the arithmetic will be as follows. Prices 
must rise at once to such a point that £100 now will buy 

!~~ times as mnch stuff as £102 are expected to buy a 

year hence: that is to say, they must rise at once in a 

1 Mr. Lavington, in a study of the oomparative yields on long and short 
loans. haa shown that in times of boom the capital value of consoIs has 
tended. to fall so far that the yield on consols is pushed up relatively to 
the yield on bills (i.e. the di.scotmt rate) more than it .. ought to be ". 
The explanation he euggeata is that, when high discount has led. to a fall 
in the capital value of consols, holders are apt to fear a further faU and 80 
to throw consols on the market U until the prospective profitableness of 
investment in consols 8%ceeds that of investment in billa by an amount 
which oompensates the investor for the possibility of a further fall in 
their capital value It (EconomicG, November 1924, p. 300). Professor Cassel 
explaina the low rate for short loa.ns. which prevailed, together with a high 
rate for long Joana, in England towards the end of 1922. by suggesting that 
U the market more or leas col18Oiously feels that a rise in the bank rate 
must oome. and keeps back the long investments in expectation of the 
fall of securities which is then boUDd to take place" (U The Restoration 
of the Gold Standard n I Economica, November 1923, P. 181). 
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certain definite measure above the level at which they &re 

expected to sta.nd a year hence. If the rate of discount 
were raised to 10 per cent instead of being dropped to 2 per 
cent, there would be a converse type of adjustment. These 
details &re, of course, merely illustrative. The essentia.l 
fa.ct, for our present purpose, is that there is no iron la.w, 
imposed, a.s it were, from outside, limiting the choice of 
a Centra.l Bank in the matter of discount ratea: though, 
of course, in any given set of externa.l conditions, the choice 
is limited intema.lly by the Bank's knowledge of, and regard 
for, the probable effect of different policies on its own 
economic interest and on the wider interest of the nation 
a. a whole. 

§ 3. It may, indeed, be replied that in this answer the 
real point has been evaded. Nobody, it may be said, 
seriously supposes that the money rate of discount is tied 
to equality with the rea.l rate of interest on long loans. 
The position taken is that, if the money rate of discount 
is altered at the volition of the banks, just those associated 
changes which have been described in the preceding section 
must take pla.ce, and must be ca.rrled to the point at which 
the rea.l rate of discount is equated (with the proper a.llow­
ances) to the rea.1 rate of interest on long loans; this real 
rate being throughout determined by conditions outside the 
bankers' control. Hence, the argument runs, it is only in 
so far as people fa.il to understand what is happening that 
the bankers' a.ction in a.ltering nomina.l discount rates 
can make any real difference to industry. A perusa.l of 
Chapter XIII. of Part I. should, however, make it clear 
that this ana.lysis is incorrect. When bankers create more 
credit for business men, they make, in their interest, 
subject to the explanations given in that chapter, a forced 
levy of rea.l things from the public, thus increasing the 
stream of real capita.l ava.ilable for them, and causing a 
fa.ll in the real rate of interest on long and short loans 
alike. It is true, in short, th ... t the bankers' rate for money 
is bound by a mechanica.l tie to the rea.l rate of interest 
On long loans: but it is not true that this rea.1 rate is deter­
mined by conditions wholly outside bankers' control. This 
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preliminary objection to the use of discount rates as an 
instrument of stabilisation may, therefore, be dismissed. 

§ 4. We have next to observe that the Central Banks 
have for a long time been accustomed to control credit 
creation by means of this instrument. It is quite legitimate 
to speak of the gold sta;ndard, when operated in a country 
in which paper money (e.g. Bank of England notes) as 
well as gold is in circulation as a paper standard regu­
lated by the Central Bank in such wise as to keep the 
monetary unit at parity with gold.' When, therefore, it 
is proposed that the discount rate should be employed to 
stabilise credit and prices, the change contemplated, as 
against current practice, is not in the weapon to be used 
but in the end towards which it is directed. The task of 
the present chapter is to show in what ways present practice, 
or, more accurately, pre-war practice,' needs to be modified 
in order to attain the new end. 

§ 5. The key fact determining the current practice of 
the Bank of England, as of other Central Banks, is that it 
is bound by law to meet with legal money instantly any of 
its own notes and any valid cheques upon its customers' 
balances that may be presented to it for payment. In 
view of this fact it is vital to it in all circumstances to keep 
a reserve sufficiently large in proportion to its liabilities 
to make it absolutely secure against any danger of default. 
But, on the other hand, it will not wish to keep a reserve 
larger than is necessary to achieve this purpose, because 
every £ that it keeps locked up in reserve means a potential 
profit sacrificed. Consequently, self-interest will bring 
about a continuous balancing on the part of the Central 
Bank of the advantage of a little extra security to be got 
by enlarging its reserve proportion and the advantage of 
a little extra profit to be got by contracting it. In times of 
" prosperity", when people are ready to pay higher interest 
on a given volume of loans and when the risk of bad debts 

• Cf. Cassel, Fundamenkll ThoughU ... E"""""",,", p. 134. 
I This qualification is inserted in order to take note of the fact that the 

Federal Reserve Board and, since the restoration of the gold standard. 
the Bank of England have recently, it would seem, adopted in 80me COD­

siderable degree, a. stabilisation polioy_ 
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is, because of prosperity, diminished, both the profit from 
a given increase in loans relatively to reserve is greater than 
in normal times and the risk involved is less. Thus, self­
interest points to a diminution in the proportion of reserve 
to liabilities in times of prosperity when prices are rising; 
and, conversely, it points to an increase in the proportion in 
times of depression when prices are falling. But it also sets 
limits to these variations in the proportion; so that, when 
the proportion contracts, which means when prices rise, 
the rate of discount is put up to restrain the rise; and, 
conversely, when the proportion expands the rate of discount 
is put down. Of course, Central Banks, whether technically 
private concerns, like the Bank of England, or connected by 
some legal tie with Government, do not regulate their policy 
merely with regard to their private interests. None the less, 
their policy-it may for convenience be called the reserve 
discount policy-has, at all events until qnite recently, 
accorded broadly with the foregoing description. There 
are only two respects in which a stabilising discount policy 
-we are, it will be remembered, ignoring the existence 
of disturbances initiated on the side of currency supply­
can diverge from this reserve discount policy: namely, in (1) 
the timing and (2) the magnitude of the changes that are 
made in the discount rate. It will, of course, be understood 
that, in speaking of changes in this rate, we intend to include 
whatever subsidiary action may be reqnired in order to 
render the changes" effective" in the market. 

§ 6. It is sometimes held that a reserve discount policy 
could be converted into a stabilising discount policy if the 
signal for action were looked for in price movements instead 
of in movements of the reserve proportion; for in that event 
the reqnired correction would be applied at a much earlier 
stage. Thus Mr. Hawtrey writes: "So long as credit is 
regulated with reference to reserve· proportions, the trade 
cycle is bound to recur. The flow of legal tender money 
into circulation and back is one of the very tardiest conse­
quences of credit expansion or contraction. H the Central 
Bank waits for the flow to affect its reserves, and sits passively 
looking" on at an expansion or contraction gathering impetus 
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for years before it takes any decisive action, we cannot escape 
from the a.!temations of feverish activity with depression and 
unemployment. H the Central Bank watches, not the reserve 
proportion, but the aberrations of the flow of purchasing 
power (as measured by prioes subject to the necessary allow" 
ances) from a perfectly even course, early action will become 
the rule, the expansion will be checked in time and the 
contraetion will be avoided." 1 This thesis is exceedingly 
plausible a; priori. It is, however, inconsistent with the 
facts. For the United States, Mr. L. W. Hall has carried 
through a eareful and elaborate investigation of the cycli­
ca.! fluctuations occurring in the nationa.! bank system 
during the years 1903 to 1921. He concludes as follows: 
"Deposits, on careful inspection of the charts, seem to show 
a persistent three to six months' fluctuation in advance' 
of prioes. At times the fluctuations are nine months 
in advance of prices.'" Also: "There seems to be a 
tendency for cash in vaults to preeede prioes in fluctua­
tions by about nine months to a year. This Beems to be 
well marked in periods approaching a price fall, but 'not so 
marked in periods of a price rise."· I have set out in the 
accompanying chart annua.! (not monthly) figures giving the 
relation between price movements (as represented in Sauer­
beck's index numbers), and the proportion of reserve to 
liabilities in the Bank of England over the period 1860-1910. 
From this chart it appears that the years of clear price 
maxima, 1857, 1864, and 1889, are also years of propor­
tion minima: and that the other two clear priee maxima 
occurring in 1873, 1900, and 1907 lag a year behind the 
corresponding proportion minimum. The year of clear 
price minimum, 1858, is the year of proportion maximum : 
the price minimum of 1870 precedes a proportion maximum 
in 1871: the relation in 1887 and 1902 is ambiguous; and 
the priee minintum of 1896 lags two years behind the corre­
sponding proportion maximum. Thus, on the whole, the evi­
dence from these annual figures in no way warrants the view 

• Mcme""" R~ pp. l~. 
• A Stud" oj 1M Oyclical Fl_ """""'119 in 1M National BemA. 

8y618m during t.hs Years 190310 1921, p. "-
• Ibid. p. 47. 
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that price changes in general precede proportion changes ; 
but, on balance, suggests that the price changes lag a. few 
months behind. It would be instructive to test this result 
by a. detailed study of the monthly figures, if a. sa.tisfactory 
device could be found for dealing with seasonal movements. 
I shall not, however, a.tta.ck that problem here. What has 
a.lrea.dy been said is sufficient to show that Mr. Hawtrey's 
o.rgument against the use of proportion changes as a. signal for 
the application of corrective discount is invalid. 

§ 7. Though, however, it is not true that to convert a. 
reserve discount policy into a. stabilising discount policy 
price movements should be substituted for proportion move­
ments as the signal for action, it is true that action would 
need to be taken considerably ea.rlier than it is ta.ken now. 
A good deal could be done in this sense without seeking any 
new signal for action. For, under the present system, 
though the Bank looks to the reserve proportion, it does not 
alter the discount rate immediately that signal has moved, 
but waits until the proportion has undergone a substantial 
cha.nge a.nd a. clea.r tendency to expansion or decline has 
become manifest. Thus, although, as we have seen, the 
proportion moves before prices, and discount is regulated by 
the proportion, the changes in discount lag behind changes 
in the price level. In the United States there appears to 
be a time-lag of some four months in short money rates 
behindprices.1 For the United Kingdom, Mr. Williams made 
in 1912 an elaborate study of the relation between rates of 
discount for three months' bank-bills and the movements ~f 
Sauerbeck's index number over the period 1845-1911. He 
summarises his conclusions as follows: "The result of this 
investigation shows that for every maximum rate of discount 
there is a corresponding maximum of prices; the few 
exceptions when complete information is at hand can be 
explained by reference to price levels in other countries. 
Out of fourteen pairs of maxima twelve pairs have both 
maxima during the same yea.r, and in the other two the 
maximum prices come in· the yea.r preceding the yeo.r of 
maximum discounts. Again, in the years 1900 and 1907, 

• _./ E ........ ic 8~. 1923, pp 169·70. 
s 
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although both maxima come in the same year, yet the 
price maximum precedes the maximum discount by about 
six months. The same may be said of several other pairs ; 
for example in 1873, 1882 and 1890; in each of these years 
there are statistics available which give an indication of the 
time when prices began to fall. Of the earlier years, 1851 
has been mentioned as one in which the price maximum came 
late in 1850, or early in 1851, and where the price maximum 
precedes the rate of discount. In the years 1847 and 1857 
the bank rate was higher in the autumn of both, and this 
favours the supposition that the price maximum came first. 
Out of the fourteen pairs two price maxima came in the 
year preceding the discount maximum, five came during the 
same year but in earlier months, three have certain evidence 
to show that they probably came first, and four, for which 
there are no statistics, mayor may not have come first. 
Hence we may conclude that generally the price maximum 
precedes the maximum rate of discount by a few months. 
The minima for prices and the rate of discount are not as 
clearly shown as the maxima." 1 It is clear from this that 
market discount movement lags somewhat behind price move­
ment. This lag could be wiped out if the Bank of England 
were to take action to change its rate, and to force the 
market to follow it, inlmediately prices began to move. It 
could be more than wiped out if the Bank took this action 
immediately the proportion began to move. 

§ 8. Apart, however, from the serious practical difficulty 
of determining whether the first beginnings of a proportion 
change are really significant or are a mere momentary 
flutter, we have now to observe that the requirements of a 
stabilising discount policy would not be fully met by making 
changes in the discount rate coincide with turns in the 
proportion. The rates should be changed earlier than this. 
For this there are two reasons. First, it may easily happen 
that the sum of bank credits created for industrialists turns 
upward or downward some little while before the Central 
Bank's proportion is affected. For, though the ordinary 

1 T. T. Williams. ., The Rate of Diaco1Dlt and the Price of Consols ". 
J01lI'I1GIo/lII. Bogal SIGIMIicaI Sooidy, March 1912, p. 390. 
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- banks tend in a general way to work to a definite proportion 
between their deposits and their cash and balances at the 
Bank of England-a proportion which, since the war, has 
been about 1 : 9 '-this proportion is not rigid, but elastic. 
In booms the joint-stock banks, feeling optimistic like every­
body eise, may be willing to cut down their proportion, and 
in depressions, being pessimistic, may wish to expand it.' 
Thus it has been written of the United States: "When 
business is active the banks are led to utilise their own 
resources, and are put in a position of dependence on the 
rediscounting agency. In a period of depression, however, 
they have unused resources of their own, and are in a position 
to take care of a considerable increase in customers' demands 
without borrowing." 3 Secondly, the seeds of expansions 
and contraotions are sown some little while before the move­
ments in credit occur, and it is the sowing of the seeds, and 
not their sprouting, if they have been sown, that discount 
policy is chiefly able to influence. In respect of contracts 
that are already entered into and constructions that are 
already on the way to completion a rise of discount can have 
no effect. Whatever money is wanted to finance these 
things will still be wanted in spite of enhanced rates. Thus, 
in the report of the Federal Reserve Bank for 1923 we read: 

1 cr. Keynes, A ProcI em Montlary Be/orm, p. 179. 
I The suggestion, that the extra provision of money in booms comes, in 

the first instanoe. from the joint-stock banks, and that the Bank of England 
is only called in la.ter. fits in with evidence whioh Mr. Silberling has recently 
brought together concerning the first quarter of the nineteenth century. 
From his figures it appears .. that important cyclical movements of the 
volume of discounting at the Bank regularly followed those of the prioe 
barometer n, but that oyclical movements in the volume of notes issued 
by oountry banks U were simultaneous with, or preceded, pcices n (Review 
oj Economic S~: Supplement. Ootober, 1923. pp. 241 and 243) . 

• Hardy. Bi.Jh and Biele.Bearing, pp. 100-1. Developing his thesis 
with special reference to American conditions, Mr. Hardy continues: 
"No matter how low the rate, they will not redisoount 80 long 88 their 
own funds are lying idle. Hence a lowering of the rediscount rate is like 
an importation of gold in times when reserves are already Buperabundant, 
or ao. immigration of labor in times when our own labor forces are largely 
unemployed. or the opening of new land for settlement in a pioneer country 
where there is already good froo la.nd. It haa no immediate. direct effect; 
it only gives asaura.nce that there arc larger resources to be drawn upon 
in CBBe of need." In England the other banks do not borrow from the 
Bank of England direotly, but, by calling in their own loans to bill.brokers, 
cauae it to lend more to these persons. 
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"Business transactions which are already under way will 
ordinarily be carried through to completion, quite irre­
spective of changes that have supervened in credit condi­
tions and money rates. The rise in discount rates is not 
intended to interrupt or interfere with antecedent commit­
ments that are in process of completion, but rather to induce 
a more prudent attitude on the part of borrowers with 
regard to new commitmente. It requires, therefore, some 
time for a rate change to show its effects in the altered lend­
ing operations of the banks." 1 From these two considera­
tions it follows that under a reaIly effective stabilising dis­
count policy discount rates must move considerably before 
the signal set by the Central Bank's proportion is affected. 
It seems, therefore, that we must seek for a more sensitive 
signal. 

§ 9. Recent American investigations help us here: for 
they have thrown light on the order C1f events in the typical 
trade cycle. Thus it has been established by the Harvard 
Bureau of Economic Research that an early reaction of 
improved business expectations is on the values of specu­
lative stocks. In the United Kingdom a study of the period 
1903-14 suggested that the prices of variable-interest securi­
ties tend to move upward at the turn of the tide some nine 
months before the prices of commodities do so.· There is 
reason to believe, though unfortunately detailed statistics 
are not here available, that at about this time, or perhaps 
a little later, dealers in commodities, upheld by the same 
optimism that is sending up the prices of speculative stocks, 
increase their orders to manufacturers of goods, so that the 
stocks of goods in their (the dealers') hands begin soon to 
go . up. The signal for action might thus be found in 
movements in the prices of speculative securities, or, if 
statistics were available, in the volume of new orders given 
per month in important industries, or in the stocks of finished 
goods in dealers' hands, or possibly in the percentage of 
workpeople out of employment. The use of any of these 
things as a signal-due allowance being made for seasonal 

1 Loco t:iI. pp. 4-5. 
I Tho R ...... oJ Economic SIaMIieI. 1922, p. ISS. 
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changes and for the effect of "accidents" irrelevant to the 
main movement--would en&ble corrective discount to be 
brought into pl&y &t an ee.rly period when the seeds of 
future booms and depressions &re being sown. 

§ 10. H & discount policy directed towards price st&biJis&.. 
tion were adopted under conditions such th&t it w&s not 
possible to set the corrective discount changes to work &t an 
ee.rlier stage than th&t &t which they &re set to work under & 
reserve discount policy, it is evident th&t the discount 
changes, to be effective, would h&ve to be much la.rger than 
they h&ve nsu&!ly been under the reserve discount policy. 
Granted, however, that the correctives &re &pplied &t an 
earlier stage, it is not certain th&t they would h&ve to be 
!&rger than the &Ctua.! changes th&t occur now. For & sm&!l 
change &pplied in good time m&y well prove & stronger 
stabiliser than & !&rge change &pplied !&ter on when the 
forces tending to push prices up or down h&ve g&thered 
W&y. 

§ 11. H we continue to ignore price movements initi&ted 
otherwise than in industria.! fiuctu&tions &t home, it will &p­
pear from wh&t h&S been S&id th&t & st&biIising discount policy 
could be introduced by modifying to ouly & Bm&!l extent 
reserve discount policy &S pre.ctised hitherto. Th&t policy, 
since it h&a preva.iled for & long time, is, we m&y presume, 
bro&dly in &Ccordance with the interests of the Centra.! 
Bank &S & priV&te institution. In so far, therefore, &S & 
stabilising discount policy differs from & reserve discount 
policy, its adoption would involve some 8&Crifice on the part 
of the Centra.! Bank of the priV&te interests of its sh&re­
holders to the public good. Alre&dy, &s is indie&ted in § 5, 
the Bank of England, priV&te institution though it is, regards 
itseH in !&rge me&aure &s an organ of public service. The 
S&Crifice required of it would probably be greater th&n it &t 
present makes, but, the changes required being sm&!l, the 
extra 8&Crifice a.lso would pl&inly be sm&!l. We h&ve no 
rigbt then to &SSUme th&t, if the public interest in monetary 
st&biIis&tion were clearly demonstra.ted and understood, the 
Bank would decline, on the ground of priV&te interest, to 
do its part to promote it. Should it do so, however, it is 
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not & law of nature that the Central Bank shall be a private 
institution. There is nothing to prevent its being com­
pelled by charter to accept II> certain measure of Treasury 
control or even from being converted into a Department 
of Government. I do not now raise the question whether 
changes of this kind are, on the whole, desirable: they are 
referred to merely to make it clear that, aparl from price 
changes initiated on the Bide of mcney BWpply, the considera­
tion of which has been excluded from this chapter, such 
incompatibility as there may be between a stabilising dis­
count policy and the private interest of the Central Bank 
can in no circumstances prove an insuperable obstacle to 
the adoption of that policy. 



CHAPTER VII 

PROBLEMS CONNECTED WITH THE SUPPLY 01/ CURRENCY 

§ 1. IN the preceding chapter it was assumed that the 
quantity of currency in the reserve of the Central Bank 
moves in exact correspondence with the secular trend of 
industry, except only in so far as inflows to, or outflows from, 
it are caused by drains resulting from price changes. It 
was assumed, that is to say, that, with industry progressing 
on the exact line of the trend and with the proportion 
between credit outstanding and reserve constant, the general 
price level would also be constant. It is plain that, if, in 
consequenoe of some external cause, the quantity of cur· 
rency in the central reserve does not move in this way, 
a policy that keeps the proportion between credit out· 
standing and reserve constant will involve fluctuations of 
industrial activity around the line of the trend, even though 
the expectations of industrialists, and so their borrowings 
otherwise than from the banks, conform to the trend. We 
have now to inquire: (1) how far it is practicable to saf~· 
guard industry from disturbance in spite of movements 
of this sort in the quantity of currency in the reserve; 
(2) how far it is possible to prevent these movements from 
occurring. 

§ 2. It has frequently been pointed out that the effect 
of given drains upon, and influxes into, a country's currency 
reserve will normally have a smaller. effeot upon the volume 
of credit creations, and so upon the level of prices, the 
larger that reserve is. Thus one way of mitigating the 
disturbances to industry due to autonomous changes in the 
supply of the money substance is for the law to insist upon 

263 
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large reserves. A similar effect is produced if the whole of 
the reserves are held in the banks, only paper representatives 
of them being allowed in circnlation; and, again, if the 
whole of the reserves are concentrated in a single Central 
Bank instead of being scattered under a many-reserve 
banking system. Moreover, the possession by the Central 
Bank of instruments, which, while not themselves legal 
money, are capable of being turned with ease and certainty 
into such money, comes, for many purposes, to nearly the 
same thing as large money reserves. Examples, for a 
gold standard country, are large net holdings of foreign gold 
bills approaching maturity, large holdings of first - class 
securities with an international market and· great undocu­
mented power to borrow abroad.1 It is evident that, by 
strengthening the reserve position through any of these 
means, we· can lessen the scale of industrial fluctuations 
that are brought about by given changes in the supply of 
money. It, has to be observed, indeed, that such a policy, 
adopted by itself in .. community where the banks act 
upon what I have ca.lled a reserve discount policy, will 
prove double-edged, in that it will i'llCrea.se the scale of 
industria.! fluctuations· initiated by non-monetary causes. 
For the stronger is the reserve position, the more largely 
the banking system will be prepared to grant increased 
credits in response to any given increase in the demand 
of industria.Iists. If, however, the policy of large reserves 
is adopted in conjunction with a stabilising discount policy, 
it will strengthen the hands of the banking system to carry 
through that policy in the face of changes initiated., on the 
side of money. 

t 3. No matter how large the norma.! reserve may be, it 
1 The United Kingdom, before the war, was. it may be obeerved., 

strong in aU the above respects. Not only were we large lenders both in the 
short and the long loan market, but also it was very much against the interest 
of foreignora to allow a monetary cri&ia to develop here. As the late 
Lord Goaohen well observed. when the Bank of France provided three 
millions to tide UB over the Baring orisis, It Paris "'88 interested in saving 
the situation, let there be no miatake about that n_Euayll and AdMu.u. 
p. 109. At the present time, in 80 far as we ocoupy a less important 
position as ahort..time lenders to foreigners and in so far 88 the gold in 
the outaide world is more cloeeJ.y looked up and lesa accesaible to us, the 
defenoee that stand before our reserves are leas powerful thaD they were. 
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is not possible to guarantee & smbilising discount policy 
&ga.inst breakdown, so long as the country adopting it 
makes use for currency of & substance li&ble to autonomous 
variations in supply. To make this plain, let UB see what 
would h&ppen if an &ttempt were made to smbilise credit 
creations and the level of prices aga.inst all kinds of dis­
turbance, on the basis of a gold standard such as ruled in 
England before the war. With such & smndardour 
reserve proportion would be liabie to change from time to 
time in consequence of inflows and outflows of gold due to 
changes in the world value of that met&!. Plainly, therefore, 
& discount policy which used changes in the proportion as 
its signalling &ppar&tus would sometimes put the discount 
r&te up when our prices, for interna.! reasons, were falling 
and down when they were rising, &nd would, therefore, fail 
to keep prices st&ble. If some other signalling apparatus, 
such &S unemployment percenmges or smtistics of stocks, 
were used, it might seem at first sight that it need not so fail. 
A little reflection shows, however, that, uuless the world 
va.!ue of gold were itself sensibly. smble, a stabilisation 
policy could not be sustained. For suppose, first, that in 
the world outside this country the v&!ue of gold trends 
downward, or, in other words, that world gold prices go 
on rising for many years. Exports from this oountry will 
be stimulated and gold will flow into it: and this process 
will continue so long as the discrepancy between extern&! 
and intern&! gold prices continues. The Central Bank in 
our country, in pursuit of its stabilisation policy, must 
raise the r&te of discount higher and higher, drawing the 
new gold into its v&ults and preventing it from being used 
&S & basis of further ·credits. But this policy cannot in 
pr&etice be sust&ined for long, since it mea.ns that the 
country is pouring out ever-growing floods ot" exports and 
receiving in exchange something of which no use whatever 
is m&de. The difficulty is still gre&ter if, in the world 
outside this country, the v&!ue of gold trends upwards, or 
gold prices fall. Then imports are stimulated &nd gold 
flows out to pay for them. The Centr&! Bank, to prevent 
prices here from falling, must reduce its discount rate and 
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create more and more credits on the basis of a stea.dily 
diminishing gold reserve. Obviously it cannot carry on this 
policy for long: if it presses it too far, it may find itself 
without sufficient legal tender to meet its customers' cheques, 
and collapse in ignominy. If, therefore, we desire to operate 
a discount policy that will stabilise prices, not merely in 
the face of our own internally caused industrial fluctuations, 
but in general, we shall be compelled either to substitute 
some other standard for the gold standard or somehow, by 
international action, to stabilise the world value of gold. 

§ 4. If the externa.l causes of disturbance that we wished 
to attack included only causes that produce variations in 
the supply of the money substance available to our country, 
they could be eliminated by the simple process of adopting 
paper notes as money and fixing the quantity of these 
a.llowed in circulation-ilOme provision being made to replace 
those lost or destroyed-ilnce and for all. This arrange­
ment, however, would leave intact causes operating through 
trends of demand. It might even be argued that, on the 
whole, a fixed-issue currency would eliminate external causes 
of change leas effectively than a gold standard, because it 
would make no provision for the increasing monetary needs 
of a country expanding in numbers and real wealth, whereas 
a gold standard would, through the continued production of 
new gold, make _ provision for these needs. In the real 
world, therefore, in order to eliminate extemaJ causes in our 
sense, we should need a currency, the volume of which was 
made to progress continually in proportion as the trend of 
the country's monetary needs advanced. Since, however, 
this trend can seldom be known beforehand, and is, more­
over, subject to change, it would be extremely difficult to 
devise any scheme of legal regulations that would fit in with 
this requirement. 

§ 5. It is possible to do something in the desired direction 
-to moderate some of the external causes of disturbance­
by choosing a money substance that is less liable than gold 
to the impact of some of these causes. Thus, if the money 
unit were made out of a mixture of several different sorts of 
commodities, it would probably be subject to sma.ller changes 
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in supply than one made out of a single sort of commodity, 
because variations in the supply conditions of some of the 
several commodities might be expected more or less to cancel 
variations in those of others. This is the conception under­
lying Marsha.ll's suggestion of symmetalism; and, of course, 
it would be possible to make the currency unit consist of more 

'than two metals, or commodities other than metals. In 
principle, there ca.n be no doubt that such an arrangement 
would yield a currency unit of more stable supply (both 
absolutely and relatively to any given trend) than a gold 
standard is likely to do: though there would be no reason 
to anticipate anything like complete stability. 

§ 6. A much more far-reaching solution is provided by 
what is commonly known as the Fisher standard. The root 
idea embodied in that standard is that the currency, whether 
made of paper or of gold or of anything else, should be so 
constructed that the value of the material in a unit of it is 
worth very much less as material than it is when turned into 
currency. A government department should publish month 
by month an index nnmber showing the variations in the 
purchasing power of a unit of currency. The Mint, or some 
corresponding agency, should always be prepared to exchange 
currency into or out of gold bullion. The quantity of 
currency given or taken in exchange for a given weight of 
bullion would not, however, on Professor Fisher's plan, be a 
fixed quantity, but would be increased or diminished accord­
ing as the index nnmber of general prices showed a tendency 
to fa.ll or to rise. When general prices began to fa.ll, the Mint 
would offer to sell currency for bullion at a reduced rate in the 
market, and, when prices began to rise, the Mint would offer 
to buy currency at an increased rate in the market. In this 
way the volnme of currency ava.il&ble for the reserve of the 
Central Bank would be automatically increased whenever 
prices fell and automatica.lly diminished when they rose.' 

1 Of OOUl'Be. if the ourrency were made of gold, the whole purpose of 
this plan would be upset were the government to depOBil the coined gold, 
which it buys in order to reduce reserves, with the banks; it must withdraw 
it altogether from the money-providing machine. The Philippine law e&tab~ 
liahing a gold exohange standard seta a bad e:a:am.ple in this respect. in that 
it allows a certain proportion of the gold standard fund to be held on deposit 
in M..w.. banks. (C!. Kemmerer. Modem OutTeflO!/ B'./onM, pp. 375.7.) 
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These processes would be controlled with a. view to main­
taining the currency a.t " a. pa.r, not with a. fixed weight of 
gold (a.s under the gold exchange standa.rd), but with such 
weight of gold a.s should ha.ve a fixed purcha.sing power ".1 

§ 7. It is not necessa.ry for my purpose to exa.m.ine the 
Fisher pla.n· in detail from the point of view of currency 
technique. There a.re, however, four ma.tters falling under 
this hea.d to which it is desira.ble to direct a.ttention. 

First, a.s wa.s ma.de plain in Cha.pter VII. of the preceding 
Part, it is of the utmost importance in times of pa.nic tha.t 
the ba.nks should lend freely. It might be thought tha.t 
Professor Fisher's pla.n would prevent them from doing this. 
That is a. delusion. In ordina.ry times, of course, la.rge ba.nk 
loa.ns mea.n la.rge expenditure a.nd, therefore, a. rise in priceS ; 
a.nd, when this ha.ppens, the pla.n a.tta.cks the reserve a.nd so 
checks lending. But in times of pa.nic people wa.nt money, 
not to spend, but to discha.rge debts a.nd to hold a.ga.inst the 
da.nger of fa.ilure. To this end they offer, a.s in times of boom, 
a. high ra.te of discount, but they a.lso offer, a.t a. grea.tly 
reduced ra.te, their holdings of commodities. In otherwords, 
the loa.ns which business men seek when confidence colla.pses, 
unlike those which they seek when it expa.nds, a.re associated 
with a. fall of prices.· In these circumsta.nces, the pla.n, so 
fa.r from making it more difficult for ba.nks to lend freely to 
check the pa.nic, would, by crea.ting new reserves, make it 
ea.sier for them to -do this. Thus this objection is without 
substance. 

Secondly, if the supply of gold greatly expa.nds, so tha.t 
commodity prices in terms of gold bullion rise rapidly, the 
qua.ntity of gold bullion, which the Mint or Trea.sury would 
need. to pa.y in order to withdra.w a.ny given qua.ntity of 
currency from circula.tion, willla.rgely increa.se. This mea.ns 
tha.t a. much la.rger bullion reserve tha.n wa.s thought necessa.ry 
a.t first will need to be established, a.nd the Trea.sury will, 
therefore, ha.ve to buy or borrow in the ma.rket ala.rge extra. 

1 Fisher, TIM Ptl.f'Choftng PotDeI' 0/ Momy. p. 342 . 
• Of. Kemmerer, •• A large demand for call money sometimes is a sign 

of low confidence and represents liquidation, and sometimes is a sign of 
high oonfidence and represents good opportunities for DeW' investment" 
(Money and Pricu. p. 12'). 
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quantity of bullion. This circumstance, though not of first­
class importance, threatens a certain amount of awkwardness 
and expense.1 It will be noticed, however, that, though the 
quantity of bullion which the Treasury will need to hold 
is bound to increase, the aggregate value of it in terms of 
things in general is not so bound. 

Thirdly, should the supply of gold fa.il to expand, in such 
wise that commodity prices in terms of gold bullion faJI, then, 
if the currency has been constructed of token gold coins, it 
may happen that these coins will cease to be tokens, as 
in fact the Indian rupee did as a result of the war, and 
even that, in order to carry out Professor Fisher's pIan, the 
Mint will have to give a greater weight of coined gold in 
return for a given weight of uncoined gold.· This it obviously 
cannot do except at great cost. Consequently, in order that 
the plan should continue in operation, it would be necessary 
to reduce the weight of gold in the token coin; and this 
would almost certainly involve a considerable shock to 
business confidence. We should, in short, be compelled, as 
the Government of the Philippines was compelled for this 
very reason in 1906, to recoin the whole of the currency into 
coins containing a smaller amount of bullion. The danger 
that this might become necessary would, however, be very 
smaJI if the original coins contained very little bullion, or, 
in other words, were issued at a high seigniorage. If the 
currency were made up, not of coins at all, but of those 
paper notes of low denominations with which the war has 
made everybody familiar, it would be done away with 
altogether. 

The fourth point concerns the cost of the scheme. In 
order to carry it out in practioe, the Board of Control, which 
it would be necessary to set up in any country operating it, 
would, of course, need to retain in store a Ia.rge quantity of 
gold. The real annual cost of the scheme to that country 
would be measured by the interest whioh it had to sacrifice 
through the retention of such part, if any, of this gold as 

1 Of. J. M. Clark, American Economic RMew, September 1913, p. 577 
III aeq. . 

• Cf. PattersoD, American Econot'I'Mc Review. December 1913, p. 864. 
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was not formerly locked up in its own currency and bank 
reserves. It would be exactly analogous to the real annual 
cost to the people !If India. of the exchange funds of gold and 
rupees, which they hold in London and Calcutta for the 
purpose of keeping the relative va.lue of gold and rupees 
constant. The real annual cost of the scheme to the wcwld 
would be somewhat less than its cost to the country adoptmg 
it, beca.use, in so far as the gold fund needed was ta.ken from 
the moneta.ry machilies of other countries, its withdrawal 
would not diminish the efficiency of those machilies. 

§ S. We ha.ve now to consider in detail the rela.tion 
between a sta.bilisilig discount policy and the Fisher standa.rd. 
The purpose of tha.t sta.nda.rd is to sta.bilise prices aga.inst 
all cla.sses of disturbance by opera.ting on the currency 
reserves of the banking system, it being ta.citly a.ssumed tha.t 
the Central Bank will continue to regulate its credit on the 
principles of what I ha.ve called a. reserve discount policy. 
With such a. standard wha.tis sought by a. sta.bilisilig dis· 
count policy is very nearly a.ttained without the introduction 
of that policy. But it is not quite a.ttained; because action 
is not taken to modify the reserve until after prices ha.ve 
moved. If, therefore, a stabilisilig discount policy, instea.d 
of a. reserve discount policy, is superimposed on the Fisher 
plan, its effectiveness a.s a. price stabiliser would be somewha.t 
increa.sed. It should be a.dded, however, that the Fisher 
pla.n could be so modified that, under it, the ba.nks, though 
following a reserve discount policy, would alter their rates in 
the exact way required by a sta.bilising discount policy. This 
would happen if the signal for opera.ting on the ra.tio a.t 
which the Mint exchanges currency or bullion aga.inst one 
another consisted, not in movements of the price index 
number, but in movements of one or more of those" fore· 
ca.sters " referred to in the la.st cha.pter but one. It must be 
oonfessed, however, tha.t, if anything other tha.n a.ccomplished 
price movements were ta.ken as the signal for action, it would 
scarcely be possible to ma.ke the response to the signa.! a 
purely mechanica.! one. Some discretion in mterpreting the 
movements of the forecasters would have to be a.llowed, or 
paradoxica.! results would, on oooa.sions, follow. So soon, 
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however, as an element of discretionary choice is introduced, 
the contention, on which Professor Fisher lays great stress, 
that his scheme, being mechanical, is therefore fool-proof, 
disappears. Room is made for stupidity and perversity on 
the part of governing persons, and, therewith, serious dangers 
are introduced. 

§ 9. We have next to observe that, if a stabilising dis­
count policy is adopted in a whole-hearted manner, the 
logical sequel as regards currency is neither the gold standard 
plan nor a plan on the Fisher model. It is a paper currency, 
the volume of which is not regulated by law, but is free to 
vary in response to whatever changes in the demand for it 
the stabilising discount policy allows. For, when once it is 
decided that the Central Bank shall regulate discount, 
regardless of anything else, in the interest of price stabilisa­
tion, a breakdown cannot occur through an excess of currency; 
it can only occur, if at all, through a deficiency. Thus a 
currency system so constituted that the Central Bank is free 
to create and issue as much legal tender money as it requires 
to do from time to time is the natural associate of this form 
of discount policy. In so far as that policy is loyally adhcred 
to, this freedom can lead to no excess, while it may obviate 
the danger of a shortage. In contrast with what "happens 
under the gold standard plus a reserve discount policy, the 
currency position is always a consequence of the discount 
policy and not sometimes a cause of it. No regulation of the 
currency position is required, for it will regulate itself. . 

§ 10. This assumes, however, that the stabilising dis­
count policy will in fact be loyally adhered to and that safe­
guards against human frailty are not required. A Central 
Bank, whether a private concern or an agent of the execu­
tive Government, that is free to create legal tender money 
without limit, has it in its power, if it does depilJ:t from the 
stabilising discount policy, to make an enormous levY from 
the public by expanding circnlation. A Government in 
difficulties will be sorely tempted to use this weapon, or, if 
the Central Bank is a private institution, to make the Bank 
use it in its behalf. The ma.in purpose of legislative enact­
ments limiting the note issue is to provide a safeguard against 
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this: and the main argument in favour of a gold standard, as 
against a paper standard, is that, whereas Governments and 
banks can create paper money at will, they can only obtain 
gold money by buying it. To leave the Bank or the Govern­
ment a free hand in currency manufacture without any 
definite legal restraint is to open the door to grave abuse. 
Moreover, even if grave abuse does not in fact take place, 
the fear that it may take place and the suspicion that it will 
are likely to weaken the general sense of security, which is 
an important factor in industrial progress. 

§ 11. It is often maintained that the conduct of Govern­
ments and Central Banks during and immediately after the 
Great War affords conclusive evidence of the dangers 
inherent in all paper currencies not strictly tied to gold, and 
of the unwisdom of allowing them to continue. This conten­
tion is not, however, legitimate. The outbreak of the war 
found the principal belligerents in the possession of thorough­
going gold standard currencies, not of so-called "managed 
currencies". What the experience of the war proves is that, 
in the presence of a sufficiently great catastrophe, any 
currency system will break down and nothing will prevent 
Governments from financing themselves by means of currency 
inflation. It is admitted that, if circumstances similar to 
those of the late war arose, a paper currency of the type 
here contemplated wonld break down. But this is no argu­
ment against such a currency, because we now know by 
direct experience that even a gold standard currency, firmly 
based and deeply rooted in tradition, will also break down. 
The real question is whether a managed paper currency, in 
association with a stabilising discount policy, is likely to be 
perverted to the uses of inflation when the conditions are 
such that a more rigidly constituted currency system wonld 
stand firm. 

§ 12. H a managed currency is controlled by no legis­
lative enactment, it may be argued that the danger under 
it is greater than under a legally regulated standard-gold 
standard, Fisher plan, or another--because inflation can be 
resorted to without any alteration of the law, whereas under 
the other type of plan the passage of an Act of Parliament 
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is required. This argument has considerable weight. 
It suggests that it might be advant&geous to provide by 
statute tbat the aggregate issue of legal tender money shall 
not exceed some defined maximum except with Parlia­
mentary 8&Ilction. If, with the growth of population and 
industry, it were found after a time that the successful 
operation of a stabilising discount policy required a circuIa.­
tion in excess of this maximum, there need be no difficulty 
about changing the law and fixing a new maximum. But, 
if the Bank, either on its own account or under Government 
pressure, were disloyal to the stabilising policy, and in­
creased currency were needed to sustain an inflation of 
credit, the fact that a halt must be e&lled or issue be 
definitely joined in Parliament might prove a restraining 
influence. Nor is it necessary that legal regulation should 
take the simple form of a mere maximum provision. It 
would be possible to enact, for example, that, if prices rose by 
more than, say, 10 per cent above the normal level, no further 
issue of money from the Bank could take place except with 
Parliamentary 8&Ilction. The. presence of this danger-post 
would be a warning to the Bank against allowing itself to 
drift away from stabilisation into a policy of inflation. 

§ 13. There is, however, a difficulty to be faced here. 
In ordinary conditions, under a monetary system aiming 
at price stabilisation, as, indeed, under any other monetary 
system, we may expect that fluctuations in the volume of 
bank credits and fluctuations in the volume of currency 
in people's pockets required to support them will be more 
or less proportionate to one another, the fractions of their 
resources that people choose to keep in the form of bank 
money and of currency respectively being more or less 
constant. In these circumstances, the variations in the 
volume of currency that are needed will not -be large or 
rapid, and it will be possible, if so desired, to fix from time 
to time a legal maximum at a level that will be an effective 
safeguard against inflationist policies and yet no obst&ele 
to normal progress. On certain occasions, however, people 
wish to hold a larger proportion than usual of their pur­
chasiog power in actual currency instead of in bank b&lances. 

- . 
T 
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When this happens, though the total amount of credit 
creation by banks is unchanged, the reserve of currency at 
the Central Bank is diminished by the amount of the extra 
currency that the public hold in their pockets. As a rule 
the drain on the reserve brought about in this way, for 
example, at the holiday season in England and at the period 
of crop movements in the United States, is small, and need 
not put the Central Bank in a. difficulty. On rare occasions, 
however, there arlee financial panics of such severity that a 
great number, of people, while still feeling confidence in 
currency, come to doubt the security of bank deposits. A 
panic of this kind took place in the United States after the 
failure of the Knickerbocker Trust in 1907, and in this 
country after the Overend and Gurney smash in 1866. The 
essence of it is fear that bankers have not enough currency 
to meet their obligations, and consequent urgency on the 
part of each depositor to draw out and hoard what is due 
to him, before it is absorbed by other depositors.' In a 
panic of this type the quantity of currency that is required, 
relatively to the volume of bank credit outstanding, expands 
enormously and may easily exceed the whole of the normal 
currency reserve of the Central Bank. Any legislative limit 
to the permitted issue of currency, that is based upon the 
conditions of ordinary times and has any practical efficacy 
as a protection against inflationist policies, will, if it is 
adhered to then, involve an enormous slump in prices and 
have other consequences of a disastrous kind. As was argued 
in Chapter VII. of Part I., the only way to meet public 
distrust in the ability of banks to cash cheques with currency 
is to provide them with ample currency for this purpose. 
To this end the volume of currency normally in existence 
must be for a time greatly exceeded. Hence, even though 
it is desirable on the whole to fix by law a maxinlum for 
.the issue of currency, in times of panic the note-issuing 
authority must somehow or other be given power to overstep 
this limit. Upon this there would be general agreement. 

1 A very similar efteot is produced when the general publio is Dot in 
fact running on the banks, but when bankers are afraid that they will do 
ISO, and, consequently, 88 in August 1914, themselves demand ourrency 
for their tills as a B&feguard. 
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§ 14. As to the form in which the power to make excess 
issues should be given, there may, however, well be differences 
of opinion. This matter has often been debated in connec­
tion with the limitation of the fiduciary issue of convertible 
notes under a gold standard. The problem is exactly the 
same there as here: how to get rid on special occasions of 
a. limitation which it is desired in general to mainta.in. In 
England the method adopted has been to suspend the Bank 
Charter Act by emergency action, which was technicaJIy 
illegal, on the part of the Cabinet. In pre-war Belgium 
technical illegality was avoided, under a law which permitted 
the Finance Minister to set aside, at his discretion, the 
National Bank's obligation to keep specie in hand equal to 
one-third of the combined amount of its bank-note circula.­
tion and other sight obliga.tions. In pre-war Germany and 
in the United States under the Federal Reserve Act extra. 
issues of notes beyond the normal provisional maximum are 
permitted, on condition that a tax is paid on the excess. In 
criticism of the English system it was argued before the 
war that, when a crisis has actuaJIy begun, doubt as to 
whether or not the Bank Act will be suspended in time 
terrifies the market and intensifies panic. Under an auto­
matic arrangement permitting excess issue on conditions 
defined beforehand - the payment, as in Germany and 
the United States, of a tax on the excess, the establishment 
of a high discount rate, the prevalence of an adverse exchange 
-these unfa.vourable reactions could not, it was held, be 
set up. It was replied that the very rigidity of our system, 
and the solemnity of the step-a definite breach of the law­
which was needed to release extra fiduciary notes, fortified 
the Bank of England in a. policy of caution and conservatism 
towards the discount ra.te and the reserve, well calcula.ted 
to check at an early stage specula.tion that might otherwise 
ha.ve led to severe crises. Moreover, any automatio plan 
is faced with the formidable difficulty of so defining the 
oonditions of exoess issue that suoh issue shall always be 
permitted when required to check a. panic and never per­
mitted when not so required. The German system, with 
its elastio limit, did not accomplish this, because, under 
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it, it might pay the Reichsbank to issue notes while a boom 
was still under way, thus intensifying both the boom itself 
and the collapse to which it leads. After consideration of 
the whole matter, the Committee on Currency and the 
Foreign Exchanges in 1918 recommended tbe following 
compromise: "The provision of Section 3 of the Currency 
and Bank Notes Act 1914, under which the Bank of England 
may, with the consent of the Treasury, temporarily issue 
notes in excess of the legal limit, should be continued in 
force. It should be provided by statute that Parliament 
should be informed forthwith of any action taken by the 
Treasury under this provision by means of a Treasury 
Minute, which· should be laid before both Houses. The 
statute should also provide that any profit derived from 
the excess issue should be surrendered by the Bank to the 
Exchequer. It will, of course, be necessary tha.t the Bank 
rate should be raised to, and maintained at, a figure suffi­
ciently high to secure the earliest possible retirement of the 
excess issue." 1 Plainly, from our present point of view, 
the choice between these various methods of getting rid, at 
need, of a limit, which it is only just worth while to set up 
a.t all, is not very important." 

1 Reporl, p. 9. 
I It should be noted that the oase for au elaatic limit is considerably 

stronger in countries where the cheque system is little developed and bank 
108118 are made chiefly in the form. of notes than it is in countries where 
these loans are usually made by crediting borrowers with new deposits. 



CHAPTER vm 

STABILISATION VERSUS THE GOLD STANDARD 

§ 1. IF one country adopts a currency and discount policy 
that makes its money stable in value while the money of 
some other country is not stable in value, the rate of exchange 
between these two countries must vary in rough accord with 
the variations that take place in the relative values, in terms 
of commodities, of their two moneys. When, therefore, the 
main part of the world is on a gold standard, as understood 
before the war, any country that introduces arrangements 
designed to st .. bilise its intern .. l price level c .. n only do this 
at the cost of rendering the r .. te of exchange between it .. nd 
the main part of the world unstable; WhereaS, if it itself 
adopts the gold standard-{)r a gold exchange stsndard­
its exchange with other gold standard or gold exch .. nge 
stand&rd countries cannot fluctuate outside the narrow 
limits set by the import .. nd export specie points. 

§ 2. Apart from its negative quality of guarding us 
ag&inst anti-social currency manipulation by Government, 
the chief merit of the gold standard policy, as operated in 
England before the war, was just this. All the other chief 
n .. tions of the world being at that time also on a gold 
stan~ard, it held the exch&nges between sterling and the 
most important foreign moneys stable within narrow limits. 
This smoothed the road for persons engaged in foreign trade. 
For. if the exchanges are not stable. it may happen that • 
.. fter a sale has been made in terms of a foreign currency 
and before payment has been received. the value of the 
foreign currenoy in terms of n .. tive currency (and, it 
may be, in terms of native goods also) undergoes a con-

277 
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Biderable change. To exclude this risk is plainly an a.dvan­
tage, and it is often thought to be a great advantage. It 
must, indeed, be observed that, when the risk is not excluded, 
as with the eastern exchanges before the war, it can always 
be shifted by traders, at a price, to the shoulders of exchange 
banks, which will contract to buy from exporters their 
prospective foreign currenoy three months hence at a 
definite rate in na.tive currency. In so far as the banks 
are able to hedge, by contraoting at the same time to sell to 
importers the foreign currency which they expect to need 
three months hence at the same definite rate in native 
currency, the risk is not merely shifted, but is actually' 
destroyed.1 Thus the exchange difficulty is less serious 
than it is sometimes supposed to be. But it is, none the less, 
so far as it goes, a rea.! difficulty; for, of course, insurance 
is not effected without cost. In so far, therefore, as policies 
designed to promote stability of prices promote at the 
same time instability of exchange rates, that fact has to 
be set against such other advantages as may be claimed for 
them. 

§ 3. Had this country in the period before the _ war 
adopted a stable money system, there oa.n be no doubt that 
ite exchanges as a whole would have been rendered much 
less stable than they were; for the reason that, as already 
remarked, most of the important commercial nations were 
then on a gold standard. In the quinquennium following 
the war all those countries except the United States were 
off the gold standard, and many of them possessed paper. 
currencies regulated on no particular principles. It is not 
certain that the adoption by us then of a new standard 
aiming at stable prices would have rendered our exchanges 
with these countries any less stable than the adoption of a 
gold standard would have done. Now, however, the move 
back to gold has become definite and general: and the 
policies of price stabilisation and exchange stabilisation are 
onoe again definitely opposed to one another. It is not open 
to any country acting by itself to follow both: it must 
ohoose--a.nd plainly the proportionate part which foreign 

1 Of. Kemmerer, Modom c.wr...q, Ref"""", p. 297. 
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trade plays in its economic life will be an important factor 
in the choice-which of the two it will adopt. 

§ 4. Though, however, for one country acting alone there 
is here no middle path, for the community of nations a 
synthesis of these opposing policies is possible. This might 
be accomplished in anyone of three ways. First, each 
country might set up for itself an independent paper money, 
and keep the value of this money steady in terms of com­
modities in general. Secondly, one country might do this, 
and other countries might establish paper moneys and keep 
the exchange between their moneys and the money of the 
one country steady. Both these plans would lead to approxi­
mate stability at once in the price levels and in the exchanges 
of a\l the countries concerned. It would not, of course, lead 
to complete twofold stability, because the "things in 
general" purohased in different countries are not equiva­
lent groups. This, however, is not quantitatively very 
important; a unit of fixed purchasing power in English 
commodities is not likely to vary much in value relatively 
to a unit of fixed purchasing power in the commodities of 
any other civilised country. There remains a third way of 
reconciliation. This is for all the various cOuntries con­
cerned to adopt a gold standard or gold exchange standard, 
and then, by concerted action among their Central Banks 
in suitably limiting their demand for gold reserves, 
assooiated, perhaps, with some control over the sources of 
gold supply, to aim at stabilising the value of gold itself 
throughout the world.1 This is the method of attack con­
templa.ted in the resolutions of the Genoa Conference of 1922. 

§ 5. This last method differs in one respect from the 
other stabilising devices to which reference has been made 
above. Whether the United Kingdom uses gold as money 
or not, an alteration in the real demand for, or supply of, 
gold in the outside world, that altered its value there, would 
be a cause of disturbance in English industry. It would be 
a cause of disturbance in exactly the same way as an altera­
tion in the real demand for, or supply of, wheat in the outside 
world would be. For, just as they do, it would involve an 

I Of. Cassel, Moneu and Foreign E""""'ng .. a/tM 1914, p. 264. 
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alteration in the inducement to British exporters to sell goods 
abroad. To shift the ta.sk of acting as money here away 
from gold on to something else would not affect at a.ll these 
disturbances in British industry. On the other hand, to 
leave gold as our money, but, by international co-operation, 
to stabilise the world value of gold, would, if successful, put 
a stop to these disturbances as well as to those arising out of 
the money function that gold performs. Other remedies 
correspond to stabilising the value of a country's (paper) 
currency and doing nothing else: this remedy corresponds 
to stabilising the value of the paper currency and also putting 
a stop to variations in value of some commodity, whose move­
ments have hitherto been responsible for some measure of 
general. industrial fluctuation. This consideration is, how­
ever, quantitatively unimportant. 

§ 6. This concludes our study of monetary .. remedies " 
for industrial fluctuations. To make a choice between the 
various policies open to us is a task that cannot be attempted 
in a work of this kind. Economic analysis can provide 
data for statesmen; but the attitude of public opinion and 
the current political and diplomatic situation are dominant 
factors in determining what on the whole it is best to do; 
and these lie beyond our range. 



CHAPTER IX 

WA.GE POLICY 1 

§ 1. IN Chapters XVIII. and XIX. of the preceding Part the 
tendency of industrialists to hold up prices in ba.d tinles and 
the tendency of workpeople to hold up wages were set side 
by side as factors of a like character among those that 
enhance the amplitude of industria.! fluctuations. Since, 
however, the former tendency is less widesprea.d and less 
marked than the latter, it probably exercises a smaller 
influence. Moreover, such damage as it does inflict on 
economic welfare by promoting industria.! fluctuations 
is in part offset by gain. For, where an industry is 
largely financed by debentures, failure to pay' interest on 
which means foreclosure, a policy of refusing to .. spoil the 
market" in ba.d tinles may, if the demand for their com­
modity is inelastic, enable firms to survive which must other­
wise have crashed, with highly injurious effects on future 
production in the industry primarily affected and highly 
disturbing effects on industries in genera.!. This is, perhaps, 
the reason why Marshall refuses to condemn the policy 
as necessarily anti-socia.!. I Again, where, as in the case 

1 For a lengthy discusaion~ from a different angle, of the subject-matter 
of this chapter. of. The Economici' oj WeljMtl, Part iii. chap._ xi%. 

• Cf. Prmctplu oj Economiu. p. 376. On similar lines it is possible 
to defend Government action to restrict output in bad times in industries 
wbere the prGOeBB of production is spread over a long period. .. The 
produce oontinues to come forward in quantities which the market is 
unable to abaorb. and, if nothing is done about it, the price falls to a level 
which ID88D.8 a ruinous 1088 and perhapa bankruptcy. not only to the inferior 
producera. but to the main body of producers. If this process is allowed to 
work itee1f out. forces will be set in operation which will mean in course 
of time a ourtailment of output much greater than is required. with a 
oomooponding ",boUDd of prioeo at a later date to a level which is as 
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of railways, steadiness of price yields very great con­
venience, the evil involved in the associated unsteadiness 
of industry is in considerable measure-in some circum­
stances perhaps completely - compensated. Partly for 
these reasons I sha.ll not attempt to review possible im­
provements in the current price policy of industrialists, but 
sha.ll concentrate attention upon the larger and more widely 
discussed issues that arise in connection with wage policy. 

§ 2. When it is proposed, as a. mellJlll of ·lessening the 
amplitude of industria.! fluctuations, that rea.! wage rates 
should be made somewhat more plastic in the face of changes 
in demand than they are now, it is not, of course, intended 
that they should be made more plastic only in a downward 
sense. That arrangement would imply a reduction in the 
average rate of wages over good and bad times together, and 
no such reduction is contemplated. On the contrary, to 
offset the increased cuts in wages that are asked for in ba.d 
times, increased additions to them are asked for in good 
times, tbe mean level over good and bad times together 
being left pretty much as it is. As things are at present, 
employers frequently obtain the extra labour tha.t they need 
in good times, not by raising the genera.! rate of wa.ges, but by 
taking on new and inferior workpeople at the wage per hour 
then ruling for their present workpeople, and, therefore, a.t 
a higher wage per unit of efficiency than these workpeople 
are enjoying. Under the more plastic wage-system that is 
here in view employers would raise their genera.! rate of 
wages sooner and more largely when they ha.ve need of 
increased supplies of labour, to offset the earlier a.nd larger 
reductions that they would make in times of depression. 
It is important tha.t this should be understood; for other­
wise the issue between plastic and rigid wage-ra.tes is liable 
to be confused by irrelevant assertions tha.t the former policy 
is a veiled device for exploiting wage-earners in the interests 
of the employing class. 

excessive 88 the former price was insutBoient. In the long run thia 
violent oscillation in price and in supply wiD be 88 injurious to the consumer 
88 to the producer. Obviously the world will be better off on the whole 
if it can be prevented" (J. M. Keynes, PM N ........ June 12. 1926, P. 268). 
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§ 3. With this preliminary I turn to a fact noticed in 
Part I. Chapter XVII., namely, that the tendency of work­
people to "think in gold " leads them to resist reductions 
in money wages when prices are falling and to acquiesce 
in refusals to raise money wages when prices are rising, thus 
in effect demanding an increase in the rate of real wages 
in times of depression and assenting to a decrease in times 
of prosperity. It is clear that, in so far as rigidity in wage 
policy involves. this, it and the enlarged fluctuations of 
employment to which it leads are anti-social, and ought 
to be done away with; for, whatever case there may be for 
constancy in real wage-rates in the face of changing demand, 
there can be none at all for variations in real wages inverse 
to associated variations in demand. With the large and 
rapid alterations that took place in the value of money during 
and after the Great War the popular tendency to think in 
gold has been greatly weakened, and it is now common 
for wage agreements to provide, over the period of the 
agreement, for money rates to vary in accord with such 
changes as may take place 'in "the cost of living". In 
July 1925 it was estimated by the Ministry of Labour that 
the wages of rather more than 21 million workpeople were 
subject to adjustments under sliding-scales of this type.1 

In view of this we may take it that the policy of holding 
blindly to rigid money rates of wages, irrespective of what 
these rates mean in real terms, is rapidly losing ground. 
The remedy for industrial fluctuations, which consists.in 
abandoning that policy, is accepted everywhere in theory 
and is already applied widely in practice. 

§ 4. The very fact, however, that the general public has 
come to think in terms of the cost of living instead of in 
terms of gold has tended to make wage policy, as regards 
real wages, somewhat more rigid than it used to be. Having 
discovered that the cost of living is a relevant factor in 
determining the relation which ought to subsist between the 
money rates of wages at two periods, many people ha.ve 
jumped to the conclusion that it is tke only relevant factor, 
a.t all events when proposals to reduce money wages are in 

I Lab ..... Gau#o, July 1926, p. 228. 
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question. Thus in some industries the real wages that 
prevailed in 1913 (or some other year) have come to be 
looked upon 808 a kind of sa.cr08anct standard, any attack 
upon which must, whatever the circumstances, be resisted 
to the death. In view of this tendency of popular thought, 
it is the more important to study on their merits the com­
parative social advantages of rigid and plastic systems of 
real wages. 

§ 5. H we can bring ourselves to tolerate the conception 
of negative wages, it is possible to imagine a wage policy that 
would ensure full employment in a.1l industries continuously, 
whatever changes demand might undergo. Even in pure 
theory, however, this state of affairs can only be admitted 
on the 8088umption that wage-ea.rners possess stores of goods, 
out of which they can make payments to employers (negative 
wages) for the privilege of being allowed to work; and that 
a.ssumption is inconsistent with the facts. To the practical 
man, moreover, the whole notion of negative (or zero) rates 
of wages seems fanta.stic. In this the practical man's 
instinct is right; for to adopt a wage policy of that degree 
of pla.sticity, even though it should abolish fluctuations of 
employment, would not be to the advantage of society. 
The ntmost d!,gree of pla.sticity that, even prima fac~, ha.s 
any claim to promote social welfare is a plasticity conform­
ing to the conditions of true short-period supply, as 
described in Chapter XIX. § 5 of Part I.-a pla.sticity 
which, it may be remarked, would I'Ult suffice to prevent 
some unemployment from occurring when demand was 
severely depressed. Moreover, if we look below prima fac~ 
appearance, we soon perceive that even this degree of 
plasticity is, from the point of view of social welfare, 
excessive; it would purchase a measure of industrial 
stability at a cost beyond its worth. It is not, indeed, true 
that a highly variable rate of wages in any group necessarily 
implies highly variable aggregate earnings to the group as 
a whole. On the contrary, given the fluctuations that take 
place in the demand for labour, a highly variable wage will 
yield more stable aggregate earnings than a comparatively 
steady wage, provided that the demand for the services of 
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the group concerned has an elasticity greater than unity. 
But a wage system plastic in the degree we &re here contem­
plating would, on occasions, involve rates of wages per man 
so low as to be out of harmony with the mor&! sense of the 
time and incompatible With our soci&! structure; rates of 
wages, for example, below the rate of benefit pa.id from 
the Unemployment Insur&nce Fund to workpeople wholly 
unemployed. Pla.inly, as things are, a system permitting 
wage-cuts of that magnitude must be ruled out of court 
as, in a broad sense, anti-soci&!. Hence, when we inquire 
whether any remedy for industri&! fluctuations can properly 
be looked for in modifications of current wage policy, the 
ouly modifications which it is practic&!ly worth while to 
study &re modifications on a comparatively sm&!l sc&!e--,­
nothing in the least resembling the introduction of a wage 
system conforming to the conditions of what I have c&!led 
"true short-period supply". It was this sort of modification 
that I had in view when I suggested, in Part I. Chapter 
XXI., that wage policy as it actua.lly is, contrasted with wage 
policy as it might be, is responsible for adding something 
of the order of one-eighth to the amplitude of industri&! 
fluctuations. 

§ 6. There can be no doubt that at the present time re&! 
rates of wages &re held very rigid in a number of industries, 
because employers fear that, if they &!low them to rise in 
good times, they will be unable to secure reductions in 
subsequent bad times, while workpeople fear that, if they 
&!low reductions in bad times, they will not be able to secUre 
a cancelling of these reductions in subsequent good times. 
So far as rigidity is due to this cause, it is pla.in that, if the 
mutu&! fears responsible for it could be removed, the re­
sultant increase of plasticity would not merely-as it must-­
in some measure reduce the &!Ilplitude of induiltri&! fluctua­
tions, but would make a net contribution towards economic 
welfare as a whole. Hence, remedies that &re directed to 
making wages more plastio by removing these fears &re 

safe remedies, and, though their effect in promoting 
industri&! stability may not be large, such advantage as 
they do yield in this respect is not offset by any cancelling 
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disadvantage. A brief discussion of them is, therefore, 
appropriate in this place. 

§ 7. In the iron and steel and some allied industries 
agreements have often been entered into by employers and 
employed, under which wage-rates vary in a determinate 
manner with the price of certain products---flubject, as a rule, 
to the condition that the wage-rate shan in no case fall 
below a certain defined minimum.1 In these sliding-scale 
agreements the employer in effect pledges himself, for the 
period of the agreement, not to resist upward adjustments 
of wages in prosperity, on condition that the workpeople will 
not resist downward adjustments in depressions; and the 
workpeople pledge themselves ina corresponding fashion. 
Thus the agreements at once elin1inate the mutual fears 
which militate against plasticity in wage-rates and directly 
organise that plasticity. It seems at first sight, therefore, 
that in this form of sliding-scale we have ready to hand an 
ideal remedy for undue rigidity in wage-rates, the use of 
which can and should be extended over the main body of 
industry. There are, however, serious difficulties in the way 
of that policy. 

§ 8. The first of these is technical. The fundamental 
assumption of a price-wage sliding-scale is, of course, that 
variations in the price of the selected commodity are indica­
tions of variations in the demand for labour, so that, when 
wages move up and down in accordance with the formula by 
which they are bound to the price of this commodity, they 
are responding in an appropriate manner to npward and 
downward movements of demand. Now, in industries in 
which the cost of materials plays a small part it may be 
easy to find a price, changes in which indicate fairly correctly 
changes in the demand for labour over short periods; and, 
even where materials of variable cost play a large part, it 
may be possible to construct a fairly good index of demand 
variations by subtracting from the price of a unit of finished 
product the sum of the prices of appropriate quantities of the 

1 An account of the principal agreementa of this type in existence in 
this oountry in 1926 is given in tho Labour _ for Augun 1926. 
pp.269.72. 
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principal materials that are employed in making it. This, 
however, assumes that the industry in question is a fairly 
simple one. In an industry engaged in making a number of 
different articles, particularly if the quality and nature of 
these varies from time to tim&-Ships, for example, or ladies' 
hats-the technical difficulty of finding any price, or com­

. bination of prices, that will correctly indicate variations in 
the demand for labour is very great; and when, in addition, 
the industry is one in which the methods of production 
are frequently changed by the introduction of improve­
ments and new processes, it becomes, for practical purposes, 
insuperable. Hence the range over which the remedy of 
sliding-scaJes can be applied is restricted somewhat narrowly 
by purely technical incidents. 

§ 9. There is, however, a more fundamental difficulty. 
Before it is possible for employers and workpeople in any 
industry to bind themselves to a formula for adjusting wages 
to fluctuations in the demand for labour, they must be agreed 
as to wha.t rate of wages is proper under H normal") or 
.. standard", or " average" conditions of demand. Unless 
they are so agreed, what employers regard as a temporary 
rise of wages warranted by exceptional prosperity, to be 
withdrawn when that prosperity ends, workpeople will regard 
as a tardy raising of the normal standard of wages to a 
.. proper" level, and vice versa. Thus in recent discussions 
as to the wages of railwaymen, to the employers' contention 
that these wages have, since the war, risen much more largely 
than the wages of other classes of labour, the workpeople 
have replied that before the war railway wages were abnor­
maJIy low. Moreover, even when the two sides are agreed 
that such and such a wage does, at a given time, fairly con­
form to normal conditions of demand, they cannot possibly be 
agreed that that same wage will always so conform. Both 
must contemplate the possibility of large-scale industrial 
changes which will make a much higher-or, less probably, 
a much lower--wage the appropriate standard for normal 
conditions of demand. I.n these circumstances it would be 
unreasonable to expect either side to bind itself to any 
mechanicaJ formula for wage adjustments to cover more than 
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a short period. In fact, agreements are rarely made for a 
period of more than two years at the start, and are, as a 
rule, subject thereafter to a few months' notice. Since trade 
cycles extend over periods of from five to ten years, sliding 
scaJes so limited cannot contribute much towards the wage 
adjustments that these cycles make necessary. 

§ 10. This does not mean, however, that there is no way 
in which the fear of mutual intra.ns:igence entertained byem­
ployers and employed can be modified in such wise as to &llow 
wage·rates to become effectively plastic. Machinery for col­
lective bargaining may be set up, and, partly as cause, partly 
as effect of this, a spirit of goodwill and accommodation 
may be engendered. In representative meetings of employers 
and employed not only mechanical indices of prices, and so 
on, but &ll considerations relevant to wages, may be periodi­
c&lly reviewed in a whole·hearted effort to secure a reason­
able settlement.. Where arrangements of this kind exist each 
side will be ready to make concessions if the conditions seem 
to c&ll for them, confident that the other side, in converse 
circumstances, will do likewise. Wage·rates will be rendered 
less rigid, the amplitude of industrial fluctuations &SSociated 
with given variations in demand will be pro tanto reduced, 
and economic welfare correspondingly augmented. 



CHAPTER X 

DmECT ATTACKS ON INDUSTRIAL FLUCTUATIONS 

§ 1. Up to tlris point we have been concerned with remedial 
policies designed to modify causes and conditions that pro­
mote industrial fluctuations. We now suppose that these 
causes and conditions, whether modified or not by the above 
policies, are given, and we tum to the second class of remedy 
distinguished in Chapter I. § 10 of tlris Part, namely, those 
aimed, not at the causes of industrial fluctuations, but 
directly at the fluctuations themselves. Is it feasible for the 
purchasers of goods, actuated by private philanthropy or im­
pelled by State suasion, to lessen industrial fluctuations in a 
way conducive to economic welfare by creating new demand 
in bad times, or by transferring to bad times a part of the 
demand for commodities which they normally exercise in 
good times, thereby inducing the people in control of in­
dustry to transfer in like manner a part of their demand for 
labour! In tlris chapter we shall leave aside altogether 
questions of method and technique and consider only fun­
damentaJ issues. 

§ 2. At the outset it is necessary to conceive clearly the 
relation between the two policies of (1) creating new demand 
in bad times and (2) transferring demand to bad times from 
good times. At first sight it seems that, while the two agree 
in that both diminish industrial fluctuations, they differ in 
the important respect that, whereas the former does, the 
latter does not increase aggregate demand, and so aggregate 
activity and production, over good and bad times together. 
A considera.tion of what was sa.id in Part II. Chapter I. § 8, 
shows, however, that tlris distinction is illusory. It is evident 

289 U 
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that the creation of demand for durable objects iri bad times 
directly involves the destruction of a roughly equivalent 
amount of similar demand in good times. For example, if 
more ships are ordered in bad times, the supply of ships in 
succeeding good times will be so much larger, and the demand 
for further new ships then will be correspondingly reduced. 
It is evident, too, that, if a man decides to spend extra money 
on dinners or on .machinery in bad times, he will have so much 
less to spend in good times. There is, however, something 
more fundamental than this. H the fluctuations of demand 
between good and bad times are reduced, whether through 
the creation of demand in bad times or through the transfer 
of demand to bad times, the fact of steadiness causes the 
aggregate mass of activity and output over good and bad 
times together to expand. The process has been described 
in the section cited above. It follows that there is, in essence, 
very little difierence between a policy of transferring demand 
from good times to bad and a policy of creating demand in 
bad times. The main effect of hoth policies, assuming them 
to be applied successfully, is that more work is done--by 
people who wish to do it-in bad times without any corre­
sponding contraction of work in good times. Under a policy 
of transference, instead of 1500 men working at occupation 
A in good times and 500 working, while 1000 stand idle, 
at that occupation in bad times, 1000 work at occupation A 
in both good times and bad, and 500 at occupation B in both 
good times and bad. Under a policy of making work, 
1500 work at occupation A in good times, while in bad times 
500 work at occupation A and 1000 at occupation B. Thus 
the two arrangements come to much the same thing. 

§ 3. We have next to inquire whether the creation of 
additional new demand in bad times, either directly or 
as one side of a process of transfer, is possible. Nobody 
denies, of course, that it is possible for a private philanthro­
pist, or a public department, if it 80 chooses, to add in bad 
times to the demand for a particular sort of commodity and 
to cause the demand for the labour engaged in producing that 
commodity to expand. It is sometimes maintained, how­
ever, that increases so brought about in the demand for 
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labour in one industry are always and necessarily cancelled 
by equivalent decreases in the demand for it in other indus­
tries. In the words of the Transvaal Indigency Commission: 
" Wealth is the only source from which wages are paid, and 
the State must levy taxation (or raise loans) in order to 
pay wages to its workmen. When, therefore, a government 
gives work to the unemployed, it is simply transferring wage­
giving power from the individual to itself. It is diminishing 
employment with one hand while it increases it with the 
other. It takes work from people employed by private 
individuals, and gives it to people selected by the State." 1 

Evidently this argument, if valid at aJI, holds good, not 
merely of direct employment by Government, but of any 
attempt to increase the real demand for labour in bad times. 
But the contention is not valid. The divicl.end of consumable 
products, that comes at any time into the hands of the people 
in control of industry, is devoted to three purposes, i.e. 
immediate consumption by entrepreneurs and capitalists, 
storage, and the purchase of labour engaged to produce goods 
for the future. The labour purchase fund (in terms of real 
things), which is available at anytime, is, therefore,not rigidly 
fixed, but can be enlarged or contracted by the-transference 
of resources between it and the two fund.9 designed respec­
tively for consumption by entrepreneurs and capitalists and 
for storage. Such transference may be effected in times of 
depression without it being necessary for any transference to 
be made in the aggregate, if resources are borrowed by the 
persons who expand their labour purchase in bad times and 
repaid with interest in good times. It is, no doubt, true that 
a part of the resources borrowed in bad times would be taken 
from funds which would normaJIy have been devoted by 
private persons to investment involving the purchase of 
labour. Another part, however, would be taken from funds 
which would normaJIy have been stored and from funds 
which would normaJIy have been consumed by the relatively 
well-to-do. Consequently, though the net alteration in the 
aggregate resources devoted to labour purchase will be less 
than the alteration in the resources devoted to this use by 

I Bep"" 0' u.. 7'nmot>aaIindigmcy O.....m..ion, p. 129_ 
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the persons we are considering, there will always be some, 
and there will often be a considerable, net alteration in these 
aggregate resources.1 Nor is this all. In civilised countries at 
the present tinle there is, as was pointed out in Part I. Chapter 
X., a further source-wholly ignored by the Transvaal Com­
missioners-from which a substantial part of the requisite 
resources c011ld be drawn without diminishing in any degree 
the quantity of investment in labour purchase by private 
entrepreneurs. This source consists in the large sums annu­
ally devoted, through unemployment insurance, charity and 
the Poor Law, to the relief of persons who have been 
brought low through the effects of intermittent employment. 
In so far as an expansion of labour demand in bad times 
checked unemployment, the expenses involved in it would 
be balanced by a reduction in the expenses incurred by these 
agencies. Finally, when we are considering the investments 
of a particular country, and not of the whole world, we must 
take account of the fact that floating capital for the payment 
of wages can be obtained by inlportstion from abroad in 
exchange for gold or securities or promises of future repay­
ment. For these reasons the thesis we have been discussing 
fa.1ls to the ground. 

§ 4. The foregoing argument and the answer to it were 
stated in a form applicable to a community in which trans­
actions and contracts are made in kind and in which money 
and banking do not exist. It is sometimes held that, where 
money and banking do exist but are organised in such a way 
as to keep the general level of prices constant, the argument 
of the Transvaal Indigency Commissioners can be restated in 
a new form, which is valid. This new contention is as follows. 
Broadly speaking, if any group of persons who employ labour 
deoide, or are induced, to employ a larger quantity of labour 
in bad times, they can, in general, only accomplish their 
object by borrowing money from banks. As things are 
at present, the rate of interest would, thereupon, be raised 
and the borrowings of other employers of labour would be 

1 The mathematically minded reader will perceive that the quantitative 
problems involved here can be attacked by a method analogous to that 
followed in tho foo!.note on pp. 298·9 tJ08I. 
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checked, but, it is admitted, not checked so far as those of the 
original borrowers are expanded. H, however, a sta.bilising 
discount policy is being practised, the discount rate will have 
to be raised so far that the net volume of borrowings from 
banks is prevented from expanding. Does not this imply 
that the real resources available to other employers for the 
hiring of labour are cut down to an extent equal to that by 
which those available to our particula.r employers are ex­
panded! This argument-which is in substance that adopted 
by Mr. Hawtrey'--appears at first sight to be plausible. It 
neglects the fact, however, that higher interest rates stimulate 
the public to transfer balances to business men against new 
issues of securities, thus increasing the stream of floating 
capital available to business men, while leaving the price level 
unaltered. It also neglects the fact that the raising of the 
discount rate stimulates lending (on deposit) to the banks. 
But, as was explained in Part I., Chapter XIII. § 9, when a 
rentier decides to add £100 to his balance instead of spending 
it, the banks are thereby enabled to create a new £100 of credit 
for business men without causing prices to rise; In these ways, 
despite the sta.bilising discount policy, there is an increase 
in the balances of those people who want to employ labour. 
Hence, this narrower contention,like the preceding wider one, 
is found to be invalid. Even when there is in playa sta.bilis­
ing discount policy, an .. artificially" induced enhancement 
in the real labour demand of one employer does not cancel 
itself through a consequent contraction in the floating capital 
available for other employers. There is some cancelling 
effect, but not full cancellation. Indeed, a brief reflection 
shows that the position here is really identical with that 

, CI. Econotnit:o, March 1925, pp. 38 eI"'1. This is the logical basis 
of Mr. Hawtrey's further contention that the creation of new demand. by 
municipalities, and 90 on, in bad times is only effective in 80 far as it is 
ti..nanced. through the creation of new bank eredi~ and is. therefore, a 
.. mere piece of ritual It (po 44). If it were true that the creation of new 
demand is only effective in this way. the conclusion would follow. For 
the creation of new bank credits can be brought about by a reduction in 
tbe Central Bank'B discount rate" by Government borrowing from the 
Bank to meet a deficit due to the remission of ~ or in a number of 
other ways that do not involve any deliberate transfer of demand from 
good times to bad. But, 88 is argued in the ten. the proposition required 
as a premise for Mr. Hawtrey'. inference is Dot true. 
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contemplated in the preceding section. With a money of 
constant value everything happens, so far as fluctuations are 
concerned, in precisely the same way as it would happen in 
a world of barter. The monetary mechanism is a passive 
channel and not an active cause. Hence, apart, of course, 
from the fact that money, by lubricating business, enables 
everything to be on a larger scale, the same amount of can­
cellation will take place in a community of the type considered 
in this section as with the barter community of § 3. -

§ 5. When a stabiIising discount policy is not in vogue, 
the situation is more complicated, and a further factor must 
be taken into account. In a country organised as England 
is at present, the expansion of activity brought about in bad 
times by " artificial" creations of demand is likely to be­
finanoed in part by the creation of new credit by the banks. 
In so far as this happens, general prices rise and streams of 
floating capital are diverted from rentiers and others to 
business pien in the manner described in Chapter XIII. of 
Part I. In this way secondary influences are set to work 
that further enlarge the aggregate real demand for labour. 
This is a very important matter. Suppose that in bad 
times the volume of floating capital used in the pur­
chase of labour is less than normal by some ten million 
bushels of wheat per month. At first sight it appears 
that, in order to .. remedy" this state of affairs, it would 
be necessary for whatever agency is endeavouring to inter­
vene to call into play" artificially" at least as much floating 
capital as this, and probably, in order to neutralise various 
cancelling influences, substantially more than this. We 
now perceive that the contraction of ten million bushels of 
wheat in active floating capital is made up of two parts, a 
primary part of, say, z million bushels and a secondary 
part, the outcome of reactions set up through the monetary 
mechanism, of (10 -z) millions. But our artificially stimu­
lated demand will also carry with it secondary effects of the 
same character as those carried by the primary part of the 
contraction with which we are confronted. Hence, if z should 
turn out to be large--unfortunately, we do not know at all 
how large z iB--it may be found that an artificial calling into 
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play of floating capita.! much less than equiva.!entto 10 million 
bushels would be adequate to cancel the contraction. This 
assumes, of course, that the artificia.lly stimulated production 
is financed in the same way as norma.! production. If it is 
financed by a contemporary levy of taxes, so that no creation 
of bank credit is involved, the remedial action of a given 
amount of artificia.lly stimulated investment will be smaller 
than this: if, on the other hand, it is financed by Ways and 
Means advances from the Bank of England, the use of which 
automatica.lly improves the "proportion" of the other 
banks and so enables them to provide cheap loans, it will be 
larger than this. 

§ 6. We have thus found that the creation of demand in 
bad times, and, therefore, also the transfer of demand from 
good times to bad, in such wise as to lessen the amplitude of 
industria.! fluctuations, is possible. We have now to con­
sider the Buggestion that whatever transfer is socia.bly 
desirable, in the sense that the gain in steadying industry 
exceeds the cost, will already have been made ·under the 
influence of private self-regarding motives. It can easily be 
shown that this suggestion is incorrect. For consider the 
position of any body of purchasers, a manufacturing concern, 
a private person or group of persons, a municipa.! council, or 
anything we choose. Such a body of purchasers, we suppose, 
requires from time to time building, engineering or printing 
work to be done for it; or it needs to buy stores to be used 
in its service. It has to decide whether to make its purchases 
in good times, when presumably the rea.! prices of capital and 
labour are relatively high, or in bad times when they ",re 
relatively low. It knows that, if it postpones its building 
plans from a boom or antedates them to a depression, it will 
get its work carried out cheaper; and, so far as its foresight 
allows, it takes account of this fact in settling its policy. If 
it decides, nevertheless, to build in the boom period, we may 
presume that it finds an advantage in building then that 
more than outweighs the extra cost. For instance, suppose 
that it is a question of building a structure which will not be 
required for use till three years hence, and to build which now 
would cost £90,000, but then £100,000. The saving in price 
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will not make good the loss of interest involved in building 
at the ea.rly date if the present va.!ue of £100,000 three yea.rs 
hence is less than £90,000. Though, however, purcha.sers, in 
distributing their orders between good times and bad, take 
a.ccount of the fact that it is cheaper to buy in bad times, 
they do not take a.ccount, in any significant degree, of the 
effect of steady demand upon aggregate production. For 
anyone debating whether or not to tra.nsfer a part of his 
demand from good times to bad cannot reckon to reap for 
himself the equiva.!ent of more than a very sma.ll part of the 
socia.! benefit that this involves. Such a.ction a.s he takes to 
steady aggregate demand will, no doubt, cause the things he 
purcha.ses to fa.ll a. little in rea.! price, because la.bour, being 
employed more regula.rly, will be content with a sma.ller da.y­
wa.ge. But his purcha.ses will only constitute a trifling 
proportion of the whole, and the bulk of the ga.in will go 
elsewhere. In other words, the ma.rgina.! private net product 
of individua.! efforts to stabilise demand is substa.ntia.lly less 
tha.n the ma.rgina.! socia.! net product; a.nd, therefore, when 
self-interest a.!one is at work, these efforts a.re pushed less fa.r 
than the genera.! interest of society demands. It follows tha.t, 
even if fluctuations of industry were wholly due to rea.! 
ca.uses, and not a.t a.ll to errors or moneta.ry a.bnormalities, 
some tra.nsference of demand from good times to ba.d in 
excess of wha.t self-interest left to iteelf tends to bring a.bout 
would promote economic welfa.re. Moreover, a.s a matter of 
pra.ctice, i~ is certa.in that other remedies for industria.! 
f1uctua.tions will not be ca.rried to the point of elimina.t­
ing a.!together errors of foreca.st and bounties and tolls 
engineered through money. The ca.se for creating demand 
in bad times or tra.nsferring demand from good times 
to bad is, therefore, stronger than our a.rgument hitherto 
ha.s suggested. How much creation or transfer is sociably 
desira.ble depends, in each individua.! case, a.ll the surrounding 
conditions being taken into a.ccount, on a balancing a.t 
the ma.rgin of ga.in a.ga.inst cost; but the presumption 
in favour of 80me creation or tra.nsfer beyond what comes 
a.bout " naturally" is very strong. 



CHAPTER XI 

VOLUNTARY ACTION BY FRIV ATE PRODUOERS AND 

OONSUMERS 

§ 1. THE initiative in transferring demand for labour from 
good times to bad may be taken either by employers of 
labour themselves or by purchasers of their products. 
In the former case the transfer of demand for labour is 
brought about directly, in the latter indirectly through an 
alteration in the comparative profit yielded to the controllers 
of industry by employing labour in the two types of period. 
When an employer of labour is also the ultimate consumer 
of what he produces, e.g. when a municipaJity erects a public 
building without the mediation of a contractor, this dis­
tinction disappears, and the matter may be treated equally 
well under either of the above heads. This, however, is 
exceptional. I proceed to consider the two sorts of initia­
tive in turn. For either sort it will be understood, in 
accordance with the argument of the preceding chapter, 
that, where extra floating capital is called for in one occupa­
tion, the cost of it will be raised and the amount of it used 
in other occupations will be, in some measure, reduced. In 
the sections which follow nothing further will be said about 
that sort of cancelling reaction. 

§ 2. If a manufacturer or other employer of labour is to 
shift any part of the production that he would normally have 
undertaken in good times to bad times, he must either offer 
more of his stuff on the market in bad times (and corre­
spondingly less later) or he must make more for stock 
in bad times and dispose of the stock in the good times 
that follow. Let us take first the device of additional 
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manufacture for stock. A manufacturer who adopts this 
" remedy" against industrla.l fluctuations does not damage 
the market for other producers in bad times, and does 
not therefore-a.part from the above-mentioned rea.ctions 
on capital supply-impel them to produce less, thus cancel­
ling in part the addition to his own production. There 
are, however, only a limited number of industries in which 
any large amount of manufacturing for stock is feasible. 
Obviously producers who make goods to the specification 
of their customers cannot make for stock. Nor in practice 
can those who manufacture goods which are liable to rapid 
changes of fashion; for the risk of loss would be too great. 
Nor, again, can those who manufacture goods which are 
either quickly perishable or are so bulky that the cost of 
storing them is very large relatively to their value. The 
opportunity for applying this remedy against industrial 
fluctuations is, therefore, confined to producers of staple 
goods, which are at once durable and fairly cheap to store; 
and there are not very many of these. 

§ 3. There remains the other plan. Public-spirited 
producers can, if they choose, deliberately maintain in bad 
times a larger output than their private interests suggest, 
and throw it upon the market. There are records of some 
firms which have contrived to do this without appreciable 
injury to themselves by spending more money on advertising 
and salesmanship in bad times than in good, thus deliber­
ately moulding the market to suit their needs.1 This device, 
however, is only open to makers of specialities. For the 
main body of producers the only way in which sales can be 
pushed in bad times is by a reduction in price. But a single 
manufacturer among a number of others, who forces a market 
by cutting prices, cannot accomplish much towards general 
stabilisa.tion unless his product is one for which the demand 
is very elastic; because the reduction in price will make 
other ma.nufa.cturers contract their output almost as much 
as their public-spirited oolleague h .... expanded his." Thus 

1 Cf. Mitchell and oth .... B ......... Oy"" ant.! UIM1ll1'/oymmI. p. 126. 
I The e:rlent to which one producer's action is cancelled in this way, 

and the en.ent to whioh, in corresponding conditions, one COll8UIQ8l"8 

action is cancelled, oa.n be determined mathematically as followa: 
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" convincing testimony was given on behalf of the Firewood 
Trade Association that the adoption of wood-chopping as 

Let there be " producel'8, each normally producing z units, with an 
elasticity of supply e; and let there be n consumers each normaJIy pur~ 
chasing :r: units with an elasticity of demand - '1. 

Then, if one supplier mcreases the quantity he supplies from z to 
(z +ko) unito, thus adding ko units to his supply, the addition to the supply 
of all the suppli ... together is approsimately 

~ -fl." 
-,.. +(,,-1). 

Correspondingly, if 00.8 demander increasea the quantity he purchases 
from:r: to (:tl +hz) units, thus adding b units to his purchases, the addition 
to the purohaeeo of all the dem&Dders together is approsimately 

ko no • 
no -( .. -I)~ 

Write -'I7=er. Then the aggregate addition to supply, due to an addition 
of h:e to the supply of one supplier 

=hz nr 
nr+n-I 

I 
=ko 1 II 

1+---'­
r r" 

Correspondingly, the aggregate additiOn to demand due to an addition of 
h:l; to the demand of one demander 

I 
=ko I 

I+r-r.-
" Whatever the value of r, both these expressions become equal to h:e when ,,= I; when f'l is small, say anything less than 4, they are substantially 

nearer to h:l; than when" is large; and, 80 Boon 88 " haa become large. they 
are approximately the same whether it is moderately large or very large. 

The above formula shows further that, when the acting supplier or 
demander oontributes only a small part of the whole market, an inorease in 
the output of this supplier by h:I; leads to an aggregate inorease of 

ko.....:..L. 
-'1+' 

and an increase in the consumption of this demander by h:J;" to an aggregate 
increase of . 

ko_e_. 
-'1+-18 

Therefore, a supplier's inCl'e8S8 of supply is only oancelled to a slight 
extent when the demand is very elastio; and a demander's increase of 
demand is only cancelled to a slight extent when the supply is very elastio. 
If the two elasticities are equaJ.. either lcind of increase is cancelled to the 
elrlent of (approsimatoly) one·half. 
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the task at the Labour Homes of the Church Army, as well 
as in many workhouses, had definitely resulted in ruining 
independent wood-chopping firms, in throwing many men 
out of employment and in reducing some actually to 
pauperism ".1 Thus, again, the action of those philan­
thropic ladies, who in August 1914 started workrooms to 
give employment, in making garments for sa.!e, to women 
thrown out of work by the war, prob"bly did little more 
th"n divert work from the ordinary ch&nnels of trade." 
If, however, the main body of manufacturers eng"ged in 
some industry, and not merely one or two of them, were to 
undertake jointly this policy, their effort would not be 
open to this sort of cancelling and would, therefore, be 
proportionatcly more effective. As regards luxury and 
semi-luxury consumption goods, for which the demand is 
fairly elastic, a good de&! might be done in this way to st"bi­
lise production at no great cost to the producers. But for 
those important instrumenta.! goods, the production of 
which is in fact Ii"ble to vary most largely, the demand, 
from a short-period point of view, is likely to be highly 
inelastic; and this means that sa.1es could not be pushed 
much in bad times except at the cost of " very large fall in 
prices, and, therefore, of a very he..vy loss to manufacturers. 

§ 4. I now pass to the opportunities for promoting 
industria.! stability which are open to public-spirited con­
sumers. Let us imagine a group of consumers who are 
accustomed to purchase some given commodity, say clothes. 
Suppose that, instead of buying clothes, as they do now, "t 
the times when they specially want them or can most con­
veniently afford to pay for them, they decide, in the interest 
of society at large, to shift a substantia.! part of their pur­
chases away from periods of prosperity to periods of depres­
sion. Wh"t, in detail, will be the effect of their action! 
Since these consumers demand more clothes in bad times 
and less in good, the price of clothes in b"d times will be 
higher and in good times lower than it would otherwise h"ve 
been. Consequently, other consumers will buy less in bad 

1 Royal Oommiuion ... 1M PCKW Lawo. Minority Report, p. 1099 • 
• Cf. Tho w ..... w ...... ond UMmfI/oymmI, Fabian TractNo.I78,p. II. 
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times and more in good times than they would have done. 
In this way the net addition to the quantity of clothes 
bought in bad times and the net subtraction from the 
quantity bought in good times will be smaller than the 
addition and subtraction for which the public·spirited 
consumers are personally responsible. The extent to which 

'the effect of their action is cancelled depends upon two, 
things-( 1) the proportionate part of the total demand for 
clothes that their demand constitutes, and (2) the degree 
of elasticity in the demand of other buyers of clothes. 
The larger the proportionate part pla.yed by their demand 
and the less elastic the demand of the others, the smaller 
the proportion of cancellation will be. In any event, how­
ever, some net shift-over in the monetary demand for clothes, 
as between good and bad times, takes place. Hence the 
stares of these things in shops are correspondingly affected, 
and the demand of shopkeepers upon manufacturers for new 
steck is made smaller in good times and larger in bad times 
than it would otherwise have heen. This means, in turn, that 
manufacturers set less labour to work in making clothes in 
good times and more in bad times than they would otherwise 
have done. ' 

§ 5. An important point, relevant to both the two sorts 
of initiative which have heen distinguished, remains to be 
considered. Under both heads it has been seen that the 
proportion in which the primary effect of stabilising action 
is cancelled by secondary effects is smaller the larger is 
the scale of action taken. If 100 employers act, the net 
effect of their action is more than ten times as great as 
the net effect of the action of ten employers; and similarly 
with purchasers. But-so it appears at first sight-the 
aggregate cost of stabilising action to the stabilisers will 
be directly proportionate to the number of people who 
take it: if, for example, 100 similar men decide, in the 
public interest, to paint their houses this year rather than 
next, the sacrifice they collectively undergo must be 100 
times the sacrifice that a single man so acting would undergo. 
With that premiss it follows that the proportion of benefit to 
cost must always be greater when action aiming at industrial 
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stability is taken on a large scale than when it is taken on 
a small one; and, therefore, that it is sometimes desirable 
for a number of people, if they can agree, to take this 
action, and yet not desirable, in lack of such agreement, 
for a single individual (unless, of course, his position is such 
that other people are likely to imitate his actions) to do so. 
The premiss of this argument is not,indeed, completely water­
tight, because, if, for example, 100 men decide to paint their 
houses this year instead of next, the price of painting may be 
raised slightly, whereas, if only one man did this, it could 
not be appreciably affected. Thus the sacrifice incurred by 
the 100 men acting collectively will be slightly more than 100 
times that incurred by the one man acting alone. Against 
this has to be set the fact that the men who. paint their 
houses next year will have the advantage of greater cheap­
ness then. On the whole, it seems fairly certain that the 
rate at which sacrifice grows as the numbers acting are 
increased will, in general, be much smaller than the rate at 
which benefit grows. Therefore, the conclusion suggested 
above holds good. Adjustment of production or of purchases 
in the interests of stability, which it would not be worth while 
for a small group of persons to undertake, because the benefit 
to the community would not be larger than the cost to the 
group, may be worth while for a large group to undertake. 



CHAPTER xn 

THE ADJUSTMENT 011' ORDEBS BY PUBLIO AUTHOBITIES 

§ 1. ATTEMl'TS on the part of private persons, whether 
producers or consumers, to promote industrial stability 
on the lines ,discussed in the preceding chapter have never 
been, and there is little prospect that they ever will be, on 
a large enough scale to produce significant effects. Public 
authorities, central and local, are, however, differently 
placed. Many of them are accustomed from time to time 
to give large orders for goods, which imply large orders on the 
part of the manufacturers of these goods for labour wherewith 
to make them. From the present point of view it does not 
matter whether the orders are given to private 'concerns or 
to productive establishments belonging to the Government 
departments that give the orders. In either case equally 
there is scope for a transfer of orders from good times to bad 
and a consequential corresponding transfer of demand for 
labour. Boards of Guardians order so much stores, the 
Board of Admiralty so many ships, municipalities so many 
school and other buildings and so much repair work on 
roads; and there is nO rigid compulsion on them to order 
these things at a particular instant. In actual fact it 
usually happens that, when industry in general is depressed 
-and at such times most individual industries are depressed 
too - the demand of public authorities is low, and in 
converse circumstances high. .. The 'reasons for this are 
easy to tell. Public revenue faithfully follows the fluctua­
tions in the economic activity of the country; in times of 
crisis it tends to diminish. In order to meet the resultant 
deficit, the administration, for prudential reasons, cuts down 
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expenditure as far as possible, and, consequently, postpones 
all work that does not seem absolutely indispensable. With 
the resumption of business, the execution of many orders, 
which it had been thought could be postponed without 
inconvenienoe, becomes urgent. Economic equipment, which 
had seemed sufficient for the needs of commerce and industry 
in a period of calm, proves inadequate, and the deficiency 
must be remedied with all speed. On the other hand, the 
surplus values obtained at the same time in receipts encourage 
the administrative authorities to set going less urgent 
works." 1 It is not necessary, however, that the orders 
of public authorities should be operated in tliis way. A 
policy of precisely opposite tendency designed in the interest 
of industrial stability, can, if desired, be adopted. 

§ 2. Such a policy was embodied in a circular concerning 
the Organisation of the Provision of Employment, issued 
by the Prussian Minister of Commerce in 1904, and quoted 
in Schloss's report on foreign methods of dealing with the 
unemployed. The circular runs: "We further request you 
to have the goodness to direct your attention to those 
measures which are calculated to prevent the occurrence 
of want of work on a wide scale or to mitigate its effects 
when it is unavoidable. Not only the State, but also the 
provinces, districts and communes, in their capacity as 
employers, are bound to do their utmost to counteract 
the evil in question by paying general and methodical 
attention to the suitable distribution and regulation of the 
works to be carried out for their account. In almost every 
industrial establishment of inlport..a.nce there are tasks 
which do not absolutely need to be performed at a fixed 
time; just so in every state and communal adnlinistration 
there are works for the allotment. of which the time may, 
within certain limits, be freely chosen according to circum­
stances. If all publio adnlinistrations, in making their 
arrangements, would take timely care to choose for such 
works times in which want of employment is to be expected­
if, especially, works in which unemployed people of all kinds, . I 

I R. Viviani, quoted in the Rep ... 01 1M 1~ Labour OJlloo 011 

R~/or U~ 1922, p.1l7. 
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including, in particular, unskilled labourers, can be made 
use of, were reserved for such times of threatening want of 
employment as have a.1most regularly recurred of late in 
winter in the larger towns and industpa.! centres-the rea.! 
occurrence of widespread want of employment could certa.inly 
be prevented in many cases and serious distress warded 
off." 1 The same policy is embodied in the proposa.! of the 
majority of the Poor Law Commission concerning irregular 
municipa.! work. They write: "So far as it may be 
inevitable to employ occasionally other than their own 
regular workers, or to place contracts, we think that it may 
be desirable for public authorities to arrange such irregular 
work so that, if possible, it comes upon the labour market 
at a time when ordinary regular work is slack. This point 
has been well put by Professor Chapman, who suggests that, 
so far as the public authorities' demand for labour fluctuates, 
it is, desirable to liberate such demand from'the influences 
of good and bad trade and se&Sona.1ity, and then deliberately 
to attempt to make it vary inversely with the demand in 
the open market."· A policy on similar lines won the 
approva.! of the Royal Commissioners on Afforestation. 
They were concerned to satisfy themselves that " that part 
of sylvicultura.! work which requires most labour, namely, 
the establishment of the forest~ is of'a sufficiently flexible 
cbaracter to be capable of being pushed on when labour is 
abundant, and suspended when labour is scarce"; • and 
they advised that it should in fact be pushed on, and sus-
pended, on these principles. ' 

§ 3. The same point of view, in respect of a much more 
extended field, is adopted by the minority of the Roya.! 
Commissioners on the Poor Law, They write: "We think 
that there can be no doubt that, out of the 150 millions 
sterling annua.11y expended by the Nationa.!' and Loca.! 
Authorities on works and services, it would be possible to 
earmark at least four millions a year, as not to be undertaken 

1 R~ort on Ag8ftCi&t and Methotla Jor Deolift(J toUh Un.employmem Va. 
Jl'oroign Countriu. p. 108 • 

• Report 0/ 1M Royal Commw.ticmet-. on 1M Poor Low, p. 41 . 
• Bop... 0' Royal Comminion on Coad Erooion and AJ/ ..... laJifm. 

voL ii. p. 13. 
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equally, year by year, 80S a matter of course; but to be 
undertaken, out of loans, on a ten years' programme, at 
unequal annual rates, to the extent even of ten or fifteen 
millions in a single year, at those periods when the National 
Labour Exchange reported tha.t the number of able-bodied 
applicants, for whom no places could be found anywhere 
within the United Kingdom, W80S rising above the normal 
level. When this report W80S made by the Minister respon­
sible for the National Labour Exchange--whenever, for 
instance, the Percentage Unemployment Index, 80S now 
calculated, rose above four-the various Government depa.rt­
ments would recur to their ten years' programme of capital 
outlay; the Admiralty would put in hand a special ba.ttle­
ship and augment its stock of guns and projectiles; the 
War Office would give orders for some of the additional 
barracks that are always being needed and would further 
replenish its multifarious stores; the Office of Works would 
get on more quickly with its perpetual task of erecting new 
post offices and other Government buildings and of renewing 
the worn-out furniture; the Post Office would proceed at 
three or four times its accustomed rate with the extension 
of the telegraph and telephone to every village in the king­
dom; even the Stationery Office would get on two or three 
times as fa.st as usual with the printing of the volumes of 
the Historical Manuscripts Commission and the publication 
of the national archives. But much more could be done. 
It is plain that many millions have to be spent in the next 
few decades in rebuilding the worst of the elementary 
schools, greatly adding to the number of the secondary 
schools, multiplying the technical institutes and training 
colleges and doubling and trebling the accommodation and 
equipment of our fifteen universities. All this building 
and furnishing work, on which alone we might usefully 
spend the forty millions per decade that are in question, is 
not in fact, and need not be for efficiency, done in equal 
annual instalments. There might well be a ten years' 
programme of capital grants-in-aid of the local expenditure 
on educational buildings and equipment. It requires only 
the stimulus of these grants-in-aid made at the periods 
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when the Minister in charge of the National Labour Exchange 
reports that the index number of unemployment has reached 
the warning point, for these works to he put in hand by the 
Local Education Authorities aJI over the kingdom to exactly 
the extent that the situation demands. At the same time 
the Local Authorities could be incited to undertake their 
ordinary municipal undertakings of a capital nature, whether 
tramways or waterworks, public baths or electric power 
stations, artisans' dwellings or town ha.lls, drainage works 
or street improvements, to a greater extent in the years of 
slackness than in the years of good trade. This, indeed, 
they are already tending to do; and to the great develop­
ment of municipal enterprise in this direction, setting up 
a smaJI ebb and flow of its own to some extent counteracting 
the flow and ebb of private industry, we are inclined to 
attribute the fact that the cyclical depressions of the last 
twenty years have been less severely felt in the United 
Kingdom than were those of 1878-9 and of 1839-42." 1 An 
estimate of the scale of adjustment needed has been made 
by Dr. Bowley as follpws: "The wa,,"811 bill for 1911 was 
computed to be about £800 million. A typical cycle may 
be thus represented, the first year being one ef maximum 
employment: 

Unemployed (per 
cent) • • •• 21 3t 4i 61 61 7i 61 61 41 3t 

Relation to a.verage 
(percent) ••• -2i -Ii -i +i +11 +21 +1* +i -i -~i 

Variation of wage bill 
(milIion.terling) +20 +12 +4 -4 -12 -20 -12 -4 +4 +12 

In publio expenditure we may perhaps take wages to be 
80 per cent of the whole cost. On these figures the wave 
of unemployment would be levelled to a uniform 5 per cent 
if a total of £36 million wages (£45 million expenditure) 
were held over during the first three years, the average 
period of postponement being four years; and if a total of 
£16 million wages (£20 million expenditure) were advanced 
in the seventh and eighth years; the average period of 
advancement being two and a half years .... At present the 

• Royal 0...........",. on"" Pour.r..w., Minority Report, p. 1196. 



308 INDUSTRIAL ·FLUCTUATIONS .... n 

employable population is about 8 per cent more than in 
1911, and weekly wage rates about 70 per cent more. The 
expenditure to be postponed in the first three years would 
now be £81 million, and that advanced in the seventh and 
eighth year £37 million." 1 It will be noticed that Dr. 
Bowley takes no account of the secondary effects discussed 
in § 5 of the last chapter but one. 

§ 4. In a country organised as England is the dominant 
part of those sorts of public expenditure that might be made 
available for transfer from good times to bad is in the hands 
of local authorities. Such authorities, with their system of 
committees in control of different departments of work, with 
their frequent changes and the constant fear of the rate­

,payers before them-a.ll of which things make a well-thought­
out general financial policy very difficult--have seldom of 
themselves the power or the will to undertake a compensat­
ing policy in employment. Hence, we may conclude, with 
Dr. Bowley, "that the only possible way of influencing the 
amount of employment provided by loca.! authorities, without 
whose co-operationthe policy of regula.risa.tion can only be 
partly successful, is by exercise by the Central Government 
of its powers of compulsion, of making or withholding grants, 
of granting or refusing power to borrow and, above all, of 
providing capital on easy terms at times when it is desirable 
on nationa.! grounds that public works should be set in hand".· 
During the difficult period of the post-war slump the Central 
Government exercised its power of stimulus through grants­
in-aid in very considerable measure.3 An arrangement look­
ing to regular and continuous action on these lines had a.lready, 
in 1909, been embodied in the Development and Road Fund 
Act, where it is provided that parlian1entary grants to 
loca.l authorities "must be expended, bearing in mind the 
genera.! state and prospects of employment ". 

§ 5. In this connection, however, it is important to intro­
duce a qualifying condition. Costs apart, social advantage 
must result from action by .. public authority that steadies 

I 1. Un""1'/oymoJIt 1~ 1924. pp. 367.8 • 
• lIM. p. 376. 
a For a summary of what W88 done of. Morley, U~ lUlitJ 'n QnaI BrilGin. pp. 189-91. 
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the aggregate demand for labour and also steadies the demand 
for labour in the centre on which the public authority is 
operating: and sociaJ advantage may result, while sociaJ 
damage cannot result, from action by a public authority 
designed to fit the peaks of its own demand into the de­
pressions of generaJ demand and tJi<:e versa, while leaving the 
peaks and depressions of its own demand unaJtered in size. 
But sociaJ damage may result from action by a public 
authority that steadies aggregate demand at the expense of 
making its own demand less steady. H, indeed, between 
the public authority and other centres of industry labour is 
perfectly mobile, this cannot happen. But if, on the other 
hand, labour is perfectly immobile, it not only can, but it 
must happen. Thus, let us suppose that between a particular 
industry and others labour is absolutely immobile. H the 
demand in this industry, which has been stable at 5000 men, 
is made to vary from 1000 men in times when other industries 
are prosperous to 9000 men in times when they are depressed, 
in order to compensate the fluctuations of these other in­
dustries, all that happens is that 8000 men in our particular 
industry are rendered idle at a time when they might have 
been working; and against this loss there is nothing whatever 
to set. The aggregate amount of work and of production 
over good and bad times taken together will be diminished 
and not increased. Moreover, the earnings and activity of 
the representative man in the industry in which demand 
has been manipulated will be rendered more variable than 
before: and no compensation for this will be obtained 'in 
other industries. Thus there is bound to result sociaJ loss and 
not sociaJ gain. It must be conceded, of course, that this 
extreme illustration does not fairly represent the facts. In 
practice we have to do neither with complete mobility nor 
with complete immobility, but with something between the 
two. In these circumstances the question whether--{losts 
aside---a steadying of aggregate demand at the expense of 
unsteadying the demand of a particular industry is socially 
advantageous cannot h" determined in a generaJ way. The 
answer depends in each separate case upon the degree of 
mobility that exists among the workpeople affected. The 
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greater the mobility, the greater is the chance that advantage 
will result: the smaller the mobility, the less is this chance. 
Thus, when a municipal enterprise controls the demand for 
only a part of the services of a particular class of workpeople, 
production and economic welfare generally are fairly certain 
to be increased-for the present we ignore any costs that may 
be involved-if the demand of the municipal enterprise, which 
might have been constant, is made to fluctuate inversely 
with that of the other establishments employing thia class of 
labour in the neighbourhood. On the other hand, it is not 
unlikely that production and economic welfare would be 
damaged if the demand for labour upon State forests, which 
might have been constant, was made to fluctuate inversely 
with that of city businesses employing artisans and 
mechanics.' Anything, such as the development of a national 
system of employment exchanges or the growth of jobs 
common to many industries, which makes for improved 
mobility, whether between places or between trades, in­
creases the probability that policies, which aim at steadying 
the demand for the whole of labour by introducing compen­
sating fluctuations into the demand for a part, will yield 
social advantage. This probability will be still further 
enhanced if the authorities entrusted with the manage­
ment of national and local spending do not take account 
merely of the general percentage of unemployment, but look 
to the detailed figures of sepa.rate industries and distribute 
their expenditure among them in proportion to the extent of 
the depressions from which they are severally suffering. 

§ 6. Subject to the above qualification, we are left with 
the result that some social advantage is likely to result from 
attempts on the part of public authorities to regulate the 
incidence of their demand in the interest of industrial 
stability. It must not be inferred, however, that such action 
can with advantage be pushed indefinitely. For, besides the 
gain, they a.lso involve a cost. The margin at which gain 
and cost ba.lance constitutes a limit beyond which it cannot 

1 The experience of Belgium seems to show that forest work is well 
adapted to give winter employment to tmB/rilkd WOl'kmen engaged in the 
building trade during the rest of tho year. (C!. Rowntreo, Laad _ 
Lab ...... p. 607.) 
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pay society to ca.rry them. Where that limit lies varies, of 
course, from ca.se to ca.se. In some circumstances the time 
incidence of the public authorities' demand can only be 
a.!tered at very great cost. A particular town, for example, 
will be quite uncertain now whether it will want more school 
buildings five years hence: and five years hence, when it 
does want them, it cannot conveniently postpone the satis­
faction of its needs. The Centra.! Government, again, cannot 
foresee exactly its future need for ships and guns: it will not 
care to anticipate these needs for fear of finding itself saddled 
with obsolete types; and, when the need becomes urgent, 
it will not dare to delay. Yet again, when a war threatens 
there can be no question of aJlowing oare for steadiness of 
industry to affect the time at which the fighting services order 
necessary materiaJs. In other conditions it makes very little 
difference either to the public convenience or to the public 
purse at what time, within a year or two, the requirements of 
governmenta.! authorities are satisfied, and in these conditions 
the cost of transferring demand from good times to bad is 
small. 

§ 7. It may be observed in conclusion that the policy 
discussed in this chapter is logicaJIy on a par-with a policy 
under which public authorities should seek to promote 
industria.! stability by purchasing commodities for stock at 
times when the genera.! demand is low and selling them from 
stock at times when that demand is high. That policy is 
out of the question as regards goods which are perishable or 
subject to sudden changes of fa.shion, but it is· prima f~ie 
defensible as regards other sorts of. goods. Owing to the 
long period covered by cyclica.! industria.! fluctUations, it 
must, however, a.!ways prove very expensive. Apart from 
anything eise, with interest at 5 per cent, to hold anything 
for four years involves a cost of 21, per cent--=-is equiva.!ent, 
that is to say, to selling immediately at a reduction of 
that amount. Moreover, in a period of that length 
"style. will ohange and specifications a.!ter, so that few 
goods are durable in the sense of holding their economic 
value through the changing pha.ses of boom and depression ".1 

1 J. M. Clark, The Ee<>n<>mic4 of Ovorhead C_. p. 164. 
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This is, of course, especia.lly true in a period of rapid 
mechanical improvement and invention. Nor do these 
considerations exhaust the case. There remains a very 
important practical consideration. For public authori­
ties to regulate the time at which they give orders for 
things which they mUllt order at some time, a.Il that is 
needed is a decision as to method in a field they already 
occupy. But for these authorities to buy commodities in 
bad times and to sell them to the public in subsequent good 
times involves their entering into an entirely new field-the 
field of commercial speculation. To any such action on their 
part violent objection would be taken by a.Il the dealers who 
already occupy part of that field. This would make successful 
action difficult. But, apart from this, even those who agree 
that public authorities are adequately equipped to operate 
productive enterprises may well hesitate about the fitness 
of the Central Government-and no public authority except 
the Central Government could act here-for speculative 
commerce. The achievements of the various offi .. al pur­
chasing authorities during the war throws no light upon this 
matter: for the conditions preva.ili.ng then were entirely 
different from those that rule in normal times. The burden 
of proof clearly lies with those who advocate, rather than 
with those who resist, proposals to place this new and difficult 
task upon the Government. 



CHAPTER xm 
FISCAL DEVICES AND RESTRICTIONS ON OVERTIME 

§ 1. WHEN Government authorities are not themselves im­
portant puroha.sers of the product of an industry, the method 
of atta.ck described in the first six sections of the la.st chapter 
is not open to them. In a.ll circumstances, however, there 
a.re ava.ila.ble to them indirect methods. They can en­
courage a.ctivity in any industry at any time by favours 
and discourage activity by obstructions. Nor is it, a.s a rule, 
essential to the end desired that both favours and obstruc­
tions should be employed. In industries engaged in making 
durable goods a favour that ca.lls out increa.sed production 
in bad times will, because of the extra supply that is left 
over in succeeding good times, cause diminisb.ed production 
to be forthcoming then: and, conversely, an obstruction 
that impedes production in good times will cause increa.sed 
production to be forthcoming in succeeding bad times. 
As a matter of fact, one-sided a.ction, and not two-sided 
a.ction, is found in current practice. . 

§ 2. One form of such action consists in offers to seleoted 
sorts of private enterprise in bad times of a Government 
guarantee. This method wa.s em bodied in the British Trade 
Facilities Act of 1921. That act "empowered the Treasury, 
after consultation with an advisory committee, to guarantee 
the payment of interest and principa.!, or of either, of loans 
raised by governments, public authorities, corporations, or 
other persons, on condition that the proceeds of the loan 
were utilised in carrying out capita.! undertakings, or in the 
purchase of articles manufactured in the United Kingdom for 
the purpose of such undertakings, which a.re oalculated to 
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promote employment in the United Kingdom. The duration 
of the act was twelve months, and the limit to the amount 
that might be guaranteed was £25,000,000 ".1 This Act 
(subsequentIyrenewedandenlarged),asanemergencymeasure 
in the unprecedented post-war slump, does not seem to have 
accomplished much, but the idea underlying it, carefully 
developed and worked out in advance, might, none the less, 
prove a valuable means of combating normal cyclical trade 
depressions. I The Export Credit scheme, also initiated in 
1921, provides in a sinillar manner for a State guarantee to 
persons exporting goods in certain conditions to certain 
markets. 

§ 3. A second form of action on the same general lines 
consists in the offer of bounties to selected industries in bad 
times. This has been advocated for industries engaged in 
works of construction. III 1923-24 the Unemployment 
Grants Committee made grants of Government money to 
private enterprises willing to commence revenue-producing 
works of a publio utility character, such as gas, water, 
electricity, tramways, docks, harbours and canals, which 
would otherwise have been postponed.' Similar grants have 
been advocated, e.g. by Lord Balfour, for certain export 
industries. Differential favours in the form of direct money 
payments by the Government to particular industries are, 
however, likely to be resented very strongly by other indus­
tries notsinillarly favoured: and, when it is an export 
industry that receives such subsidy, there is the further 
objection that foreign purchasers of its product are likely 
to receive at least in part what British tax-payers have 
provided. The former of these diffioulties would, of course, 
be met if the Government were to adopt a two-sided policy, 
coupling with special bounties in good times special taxes in 
bad. But the inconvenience and administrative difficulty of 
intposing duties on production in particular industries for 
short periods of time and then removing them are too great 
to permit of this . 

• PM Phird W ........ I U~ p. 54 • 
• Cf. ;Md. p. 86. 
I Cf. Morley, Unemp/oymml Em-I"' Gnat Britain, p. 191. 
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§ 4. In the (probably rare) cases where the bounty 
method is employed it is a matter of some interest to deter­
mine in what quantitative relation the sum expended in 
the bounty stands to the total addition which it causes to 
the purchasing price expended in the bounty-fed industry. 
A simple mathematical analysis shows that, if the demand 
for the product of that industry has an elasticity equal to 
unity, the aggregate expenditure on its product will be 
increased exactly by the amount of the bounty: if the 
demand has an elasticity less than unity, by less than the 
amount of the bounty; and if it has an elasticity greater 
than unity, by more than the amount of the bounty. In an 
industry, the demand for whose product is very elastic, a 
very sman sum devoted to the provision of a bounty would 
lead to a very large increase of aggregate expenditure. 
Other things being equal, therefore, since certain indirect 
costs are likely to be involved in raising the funds out of 
which bounties are provided, and these will be larger the 
larger is the sum which has to be raised, the case for applying 
the bounty method is specially strong in industries of 
highly elastic demand. 

§ 5. A peculiar and ingenious form of ·bounty was 
suggested by Sir Alfred Mond in a pamphlet published in 
1925.1 In substance the suggestion was that any four 
workmen who chose could hand over to the State their 
insurance benefit money (23s. a week each), that the State 
would then pay this money over to an employer on condition 
that he set to work at trade union rates, in addition to the 
existing staff, th .. .se four men together with one other. The 
root ideas here are, first, that the only money used for the 
bounty should be money which otherwise would have been 
paid in insurance benefits, so that no extra funds would 
have to be raised for it; secondly, that the bounty should 
be paid, not in respect of the whole of a firm's work, but only 
of additions made to its work. If we suppose the standard 
wa.ge to be 40s., the plan, from the employer's point of view, 
amounts to an offer on the part of men out of employment 
to work at a wage of 21l shillings. the remainder of the 

1 Til. R.....ay for U_!oymml. 
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standard wage being paid out of the insurance fund. There 
can be no doubt that an arrangement of this sort would 
lead to increased employment in bad times, if the bounty 
could be confined to the excess of staff that employers 
do engage over what they would have engaged apart from 
the bounty. Except, however, in conditions so bad that 
immediate improvement is despaired of, the staff that would 
be engaged apart from the bounty cannot be treated as 
equivalent to the staff that was engaged just before the 
bounty. When what is desired is a heroic remedy for a 
single emergency by means of a special ad lux; law, this 
difficulty need not be fatal. Plainly, however, any plan 
on Sir Alfred Mond's lines could not be made a regular 
standard means of dealing with industrial depressions; for, 
if it were, individual employers, when they saw a depres­
sion coming, would be tempted to dismiss workpeople in the 
hope of re-engaging them immediately on terms that would 
throw a large part of- their wages bill upon the shoulders of 
other people. 

§ 6. One-sided action of a type converse to the above, 
namely, the setting up of obstructions to activity in good 
times, is illustrated by rules imposing a legal limitation 
upon systematic overtime: for such rules, though nominally 
applicable to all periods, would ouly operate in any important 
degree in periods of boom. So operating, they would affect 
the preceding bad times by anticipation, causing increased 
making for stock and increased purchases by consumers 
in anticipation of future needs. The latter point is well 
illustrated by the following passage from the Minority 
Report of the Royal Commission on the Poor Laws: .. The 
variations in the consumer's pressure can be made much 
less extreme by means of a legal limitation of the hours of 
labour. When the hours of cotton-operatives were settled 
by the individual mill-owner, cotton-spinning and weaving 
were extreme instances of seasonal trades; and the manu­
facturer was unable to resist the customer's insistence on 
instant delivery. Now that the maximum hours are legally 
fixed, the buyer has learnt to be more regular in his demands. 
The extreme seasonal irregularity of the London dressmaking 
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trade would undoubtedly be mitigated if dressmakers were 
absolutely prevented from working more than a fixed 
maximum day. Customers would simply not be able to 
insist on delivery in an unreasonably short time." 1 It is 
true that these illustrations refer to seasonal, and not to 
cyclicaJ, fluctuations, but the principle involved is clearly 
the same. 

§ 7. There is, however, a consideration to be set against 
this, which is not present when fiscal inducements or 
deterrents are being employed. The limitation of overtime, 
besides leading to the reactions just indicated, would have 
the effect of tempting employers in the industry affected to 
raise their wage-rate in order to attach to their industry 
a larger number of hands. The resource of overtinte, by 
which periods of booming trade could formerly be met, 
being restricted, they would be driven back on the alternative 
resource of more men. This, however, intplies more unem­
ployment in bad times, and, therefore, a larger volume of 
unemployment on the whole. It is probable that, in some 
cases, this influence would outweigh, and that, in other 
cases, it would be outweighed by, those other influences of 
restriction upon overtinte which tend to lessen -unemploy­
ment. The more perfect is the mobility of labour and the 
greater is the extent to which the fluctuations of demand 
in the different parts of the industry affected tend to cancel 
one another, the greater is the likelihood that the volume 
of unemployment would, on the whole, be reduced. 

1 Repon oj 1M Royal Oommi&rion on 1M Poor LatD6, :Minority Report, 
p. IlBS. 



CHAPTER XIV 

:RELIEI' WORKS 

§ 1. WE saw in Chapter X. that, in principle, the systematic 
tr&n8fer of demand from good times to bad and the 
systematic creation of demand in bad times come to much 
the same thing. Under the transfer system, instead of 
1500 men working at A in good times and 500 working there 
while 1000 stand idle in bad times, 1000 work at A con­
tinuously and 500 work at B continuously; under the rival 
system 1500 work at A in good times and 500 in bad times, 
while in bad times the remaining 1000 work at B. It is 
possible in theory to operate the second plan in such a 
way that its social consequences should be indistinguishable 
from those of the first. In practice, however, the second 
pla.n is &\most certain to be less fa.voura.ble to economic 
welfa.re. For under the ·method of tra.nsfer the men set 
free from A a.re, presuma.bly, sca.ttered over the ma.rgin of 

• ma.ny ocoupa.tions--B is not here a single definite occupa.tion 
--so tha.t each of them confronts a demand almost as keen 
as that which he has left; whereas under the rival method 
the ~en set free from A a.re conceutra.tsd on jobs espeoi­
&\ly invented to absorb them, and, therefore, probably of 
rela.tively sm&\l social a.bility. Of course, it ma.y be possible 
on occa.sions to find tasks to underta.ke in bad times, the 
social value of which is very high, but which it would, never­
theless, not pa.y priva.te industrialists to underta.ke. But 
it is not re&\ly relevant to cite tasks of this kind, because 
it would ha.ve been the part of wisdom to undertake them 
in the ordinary course, even though there were no c&!l to 
find occupa.tion for the unemployed. Hence the method of 
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m80king work in b80d times, even when the work to be m80de 
is well selected, is likely to prove & somewh8ot less advan­
tageous method of counteracting industria.! fluctuations 
than the method of transferring work from good times to 
bad. 

§ 2. The issue just discussed, though it is concerned 
with what may perh80ps without impropriety be called 
relief worka for unemployment, is not concerned with 'wh&t 
Bore ordinarily known in Engl&nd &S relief worka for the 
unemployed. Relief worka for unemployment in b&d times Bore 

designed to incre&se the genera.! demand for l8obour over the 
whole field, or, at a.ll events, over that part of it which is oc­
cupied by works of construction, without primary reference 
to particul&r unemployed persons. Relief worka for tlie unem­
ployed Bore designed to provide work for these particular 
persons. This type of relief works, oper8oted through 
municip&!ities, originated in this country with a circul&r 
issued by the Loca.! Government Board in 1886, &nd w&s 
more ela.borately organised under the Unemployed Work­
men's Act of 1905. The intention underlying the circular 
and the Act alike w&s to ena.ble workmen, normally in 
regular employment but thrown out of work in some period 
of exceptiona.! depression, to be &Ssisted without incurring 
the stigma of pauperism. Mr. Gera.!d Ba.lfour, in his 
evidence before the Roya.! Commission on the Poor L8ows, 
sa.id: "The unemployed for whom the Bill w&s intended 
were respectable workmen settled in a loc&!ity, hitherto 
accustomed to regul&r work, but temporarily out of employ~ 
ment through circumstances beyond their control, capable 
workmen with hope of return to regular work after tiding 
over a period of temporary distress ".1 The Act, however, 
contains no definition th80t could confine employment on 
relief works to this type of workmen; while the spirit of it 
excludes 80t once norma.! methods of hiring and disciplinary 
dismissa.!. 

§ 3. In practice the difference between the policy thus 
illustrated and the policy of stabilising demand by tr8onsfer­
ences from good times to bad is very great. Under the l80tter 

:I Royal OomttMlfton on eM Poor .Low, Majority Report, p. 386 .. 
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policy the pools of labour attached to industries hitherto 
fluctuating are partly drained, and the workers set free are 
absorbed into regular properly organised industries with no 
friction and no waste. Under a policy of relief work for 
the unemployed in bad times, a miscellaneous collection of 
relatively inefficient people are set to work at some task for 
which many of them are in no way trained, with no proper 
organisation, and under conditions such that effective dis­
cipline is impracticable. However carefully we insist that 
the work which is "made" shall be work of " actual and 
substantial utility", and not obviously' futile work, such as 
the digging of trenches to be afterwards filled up again, the 
economic waste involved is bound to be very great. There 
is risk too that workmen of a high grade may suffer per­
manent damage from association with casual and chronically 
unemployed persons of low industrial character, for whom 
the relief works were not intended, but who cannot practically 
be excluded from them. On some occasions, no doubt, it 
may be necessary to face this risk, because there may be no 
other way of maintaining the morale of a large population 
thrown out of work on account of some catastrophe that has 
not been provided against. But, as a policy designed to 
meet the more or less regular effects of cyclical industrial 
movements, relief works for the unemployed stand con­
demned at once by analysis and by experience. 



CHAPTER XV 

SHORT TIME YER8US UNEMPLOYMENT 

§ 1. WE ha.ve now to suppose tha.t whatever is to be done 
ha.s been done in the matter of mitigating cyclical f1uctua.­
tions in the demand for labour.1 It is certain in the world of 
rea.llife tha.t considera.ble fluctuations will still remain. The 
social consequences of these do not depend entirely on their 
size, but partly also on the way in which the shortage of 
work and, consequently, of wages, tha.t occurs from time to 
time, is distributed among workpeople. There a.re a.va.ilable 
two methods of sprea.ding these shortages among a. large 
number of men and one method of concentra.ting them upon 
a small number. The methods of sprea.ding a.re {I) working 
short time and putting the whole staff to work during the 
whole of the working period, and (2) working full time and 
retaining the full staff, but rotating employment so that 
only a proportion (say two-thirds) is actually at work at 
anyone time. The method of concentration is working fnl\ 
tinle and dismissing a part of the staff. We have now to 
consider by what influences· the choice between these two 
methods is normally determined.' 

§ 2. As between the short-time plan and both the others 
the relevant influences are prinlarily technical. Resort to 
the short-time plan is ea.siest when conditions are such 

1 Of course the fact that attention is here confined to the relation of 
general industrial ductuations to employment must not be taken to imply 
that, with industriaJ. stabilisation. neither unemployment nor short time 
could ever occur, Industrial stabilisation in our sense does not exclude 
relative movements as between different industries, set up by sporadio 
causes independently of the trade oycle • 

• What follows is in part taken from Part iii. chap. xi. of the Economics 
oj Welt .... 
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that an appreciable advantage can be gained by cutting down 
the most expensive hours of work, those, for example, that 
involve extra charges for lighting and heating. But one or 
other of the rival plans is favoured when much expensive 
machinery is employed and it is practicable, by spreading 
labour more sparsely, to keep the whole of this going with a 
reduced staff. 

§ 3. As between the dismissal plan and both the others, 
the issue depends to a large extent upon how important it 
is to an employer to maintain a lien upon the services of the 
people who have so far been working for him. When the 
work to be done is skilled and specialised, it is often very 
important for him to do this.' Workpeople possessed of 
special aptitudes practically always acquire special value 
to the particular firms which have employed them for any 
length of time. This is partly because the detailed methods 
of different factories are different, and, therefore, workmen 
who have become accustomed to any given factory, par· 
ticularly if the work they have to do in it is of an all·round 
kind, are more useful there than other similar workmen would 
be. It is partly also because skilled workmen often handle 
expensive materials or delicate machinery, and employers 
naturally prefer to trust these things to men of whose quali· 
ties they have had continuing experience. Finally, among 
firms making certain proprietary articles, it is partly because 
workmen may be expected, after a time, to get an inkling of 
their firm's manufacturing secrets, and the firm is, therefore, 
unwilling to let them enter the service of its rivals.' Thus, 
.. among goldsmiths and jewellers the masters share work 
among a permanent staff, since there are many secret and 
special patterns, and adjust production by overtime for short 
periods ".' In like manner, employers are keenly anxious to 
retain a lien on the services of engine·drivers, domestic 
servants, and specialised agricultural labourers.' Even 

1 It is to be expected. therefore, that the turnover of labour will, in 
general. be lower for skilled than foJ' unskilled workers. For evidence that 
this is so in the United States cf. Schlichter, The.lAbour Tumover. pp. 
57.64. But cf. also IUd. p. 73. 

• Cf. Fay, CO""~8hip m Indumy, p. 90. 
• Webb. Sea80nal Tradu. p. 43. 
• Of. IUd. p. 23. 
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when the work to be done is of such a sort that a man who 
has been employed before with a pa.rticular firm is not 
appreciably more valuable to that firm than one who has 
not, an employer in bad times, who knows, or hopes, that 
things will improve, will like to keep in touch with more 
men than he needs at the moment, so as to make sure that 
enough will be available later on. This consideration is 
especia.IIy likely to influence employers in industries where 
the fluctuations' are known to be seasonal; for in these 
industries there is practical certainty that a full staff will be 
needed again shortly. It has been suggested that seasonality 
of this kind is partly responsible for the prevalence of the 
short·time method in coal-mining and in agriculture. More­
over, even when employers, if left to themselves, would tend 
to the dismissal method, trade unions, which naturally dis­
like that method because it involves them in a larger burden 
of unemployment benefit, sometimes sway them in favour 
of one or other of the rival plans. 

§ 4. In this choice between the dismissal plan and the 
other two another very important factor is the degree of 
accuracy with which wages are adjusted to efficiency. When 
the payment norma.IIy made to inferior workers is higher, 
relatively to their efficiency, than that made to better 
workers, there is a strong inducement to employers to 
meet bad times by dispensing with the least profitable part 
of their staff. It is thus natural to find that the dismissal 
method is relatively dominant in time-wage industries as 
compared with piece-wage industries. In like manner, it is 
natural to find that in Germany, where, before the war, trade 
unions were relatively weak, and where, partly as a conse­
quence of this, a rigid standard rate in time-wage industries 
was much less effectively enforced than it was in this country, 
the practice of meeting slack periods by working short time, 
rather than by a reduction of staff, was considerably more 
general. .. Some of the German authorities declare that the 
practioe of short time in Bome industries reduoes earnings by 
as muoh as one-fourth or one-third in the course of a year. 
It is certain that, though certain British industries, notably 
coal-ruining and the cotton industry, resort to the system of 
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short time, the extent to which this system operates to lower 
the figure of unemployed workmen in the United Kingdom 
is much less than in the German Empire." 1 I do not wish 
to stress these facts unduly. They seem, however, to 
illustrate the general tendency set out at the beginning of 
this section. 

§ 5. As between rotation of hands and the two other plans, 
the dominant fact is that the rotation method is troublesome 
to arrange and involves a good deal of organisation and col­
laboration with the workpeople. It appears to preva.il among 
" the riverside corn porters working regularly at the Surrey 
docks" ;' it has been practised to some extent among the 
iron-workers of the north of England; and it was tried, 
alongside of the short-time plan, in the cotton industry during 
a part of 1918. Yet again, as a result of negotiations with 
the Tailors' Trade Union, the Master Tailors' Association 
announced: "We fully recognise that the work ought to be 
fairly shared during the slack seasons (subject to certain 
explanations), and we urge upon our members throughout 
the country to carry these principles into effect "." But, 
broadly speaking, the inconvenience of this method has not 
permitted it to be adopted at all widely. 

§ 6. The general result is that, in the main part of 
industry, depressions are met either by the short-tinle method 
or by the dismissal method, or by a mixture of the two. Sir 
Sydney Chapman gives some interesting figures to illustrate 
the varying degrees in which different textile industries, 
all employing the same (namely, the piece-wage) form of 
wage payment, have adopted the two methods respectively. 
Between November 1907 and November 1908 it appears that 
in the cotton industry, among the firms investigated, a 13·3 
per cent contraction of output was met, to the extent of 5 per 
cent by reduction of staff, and to the extent of g'3 per cent 
by short time; whereas in the silk industry an 8·1 per cent 
contraction of output led to a 6·2 per cent reduction of 

1 Bepon on 1M OOBI oj LitJing ... Gorman T ..... [Cd. 4032], p. 522. 
t Repon oj 1M Royal Oommi88icm on. 1M Poor Low, p. 1166, foot­

note . 
• R.orl OA Collediw Agree"""", 1910, p. zxviii. 
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staff and 2·1 per cent short time.' As is well known, the 
method of short time is dominant in coal-mining, where it 
is carried out by a reduction, in times of depression, in 
the number of shifts worked per week; and the method 
-of dismissal in the building, shipbuilding and engineering 
trades.' 

§ 7. Apart from indirect effects, it is evident that the 
dismissal method, involving, as it does, conoentration of 
worklessness and wagelessness on a small number of men 
-for naturally the least competent will always be selected 
for dismissal-involves more social damage than the other 
methods. For, however well unemployment insurance and 
other paJliative devices are arranged, it must mean that the 
cuts in consumption, which have to be made in bad times, 
are not distributed evenly. Moreover, the dismissal method 
indirectly checks production itself. Under it workpeople 
tend to "spin out their jobs unduly", being rendered by 
the fear of unemployment less anxious to exert themselves. 
Yet again, the dismissal method, involving, as it does, long 
periods of unemployment to partioular men, threatens grave 
danger to their industrial quality and morale in the ways 
desoribed in Chapter I. of this Part. 

§ 8. If we had to do with a single industry only, or 
with a world of various industries between whioh labour was 
absolutely mobile, these indireot evil consequenoes of the 
dismissal method would stand alone, with nothing to set 

1 Cf. Chapman, Unemploymenl in Lmca8hUvJ, p. 51. When a firm 
employs both factory workers and home :workers. it is, of course, to ita interest 
in bad times to withdraw work from home workers rather than to reduce 
factory work and home work equa.lly. because it is thus enabled to keep ita 
machinery going. It may be added that the power to treat home workers 
in this way indirectly checks employers from superseding home work 
altogether by factory work, since it enables them to face the prospect 
of periodic expansions without the need of erecting factories too 1a.rge for 
the demand of ordinary times. (Cf. V888ilitBky, The BomB Worker, p. 3.) 

I Of co~ it is not meant that ill these trades no short time is known.. 
On the contrary, even when the dismissal method is adopted for contrac­
tions of work from below the normal. what is, in effect, the short-time 
method is always adopted to some extent for contractions from above the 
normal. Thus in the engineering trade, whereas the average amount of 
formal ahort time is very amall, overtime adds on the average 31 per cent 
to the norma.l man's working time (Cd. 2337, p. 100), and, as against 
overtime working, normal hours are, of course, really short time.. 
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against them. In the actual world, however, there are also 
in certain circumstances indirect evil consequences associated 
with the rival method of short time. H in a factory (or 
industry) employing 100 men the demand so falls that, at 
the current rate of wages-which we assume to be maintained 
--r-lnrth part less work than before is required, this state of 
things may be met either by short time all round to the extent 
of ri-o-th part of normal time or by the dismissal of one man. 
It is plainly in the interest of production that one man should 
move elsewhere if the cost of movement, translated into terms 
of daily payment, is less than the whole of the daily wage. 
H the method of dismissal rules, one man-the one who has 
been dismissed-will, in fact, given that he has the necessary 
knowledge, move elsewhere when this condition is fulfilled. 
But, if the method of short time (or rotation of work) rules, 
nobody will move unless the cost of moving, translated as 
above, is less than n1l th part of the daily wage. On this 
sideJ therefore, the method of short time is likely to be more 
injurious to production than the method of dismissoJ. When 
the costs of movement are so large (e.g. when it is a question 
of moving from one skilled industry to another), or when the 
depression of demand is ouly expected to last for so short a 
time that movement would not take place on either plan, 
there is, indeed, nothing in this. But, when conditions are 
such that movement would have taken place on the dismissal 
plan, but does not take place on the short-time plan, produc­
tion so far suffers. This is more likely to happen if a single 
firm adopts short time to meet a depression peculiar to itself, 
while there is a good demand.for work in other parts of the 
industry, than if it adopts it to meet a depression shared by 
other firms; for the costs obstructing movement between 
firms' are less than those obstructing movement between 
industries. The above objection to the short-time plan 
deserves more attention than is usually paid to it. It is 
interesting to observe that an objection on exactly the 
same lines lies against the cotton industry's war policy of 
rotating such work as there was among all the work­
people and providing out-of-work pay for those "playing" 
from a specialJevy upon such employers as were working 
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more than the normal proportion of their machinery.' The 
objection, it need hardly be said, is not decisive. The 
difference made to movement will generally be small, while, 
on the other hand, many men will be saved from the grave 
injury which unemployment, if no provision has been made 
against it, may inflict. In the very peculiar conditions of 
1921-24 in the United Kingdom, when, as it appears, the 
engineering and shipbuilding industries were overcrowded 
as a result of movements into them during the war and 
the general interest required a substantial shifting of men 
out of them, it was important. As a rule, however, it does 
not amount to very much. For, while it is true that move­
ments between one firm in the same industry and another 
might easily occur under the dismissa.! method and be 
obstructed under the other methods, as a matter of fact, 
when short time is extensively adopted as a means of meeting 
depressions, it is more apt to take the form of organised 
short time throughout a whole industry-as in the cotton 
industry of Lancasbire--than that of independent short time 
at isolated centres; and, therefore, there is little scope for 
obstruction of movement between firms. As between a whole 
industry and other occupations, on the other hand, temporary 
movements of workmen can rarely take place in any event to 
an appreciable extent; and, therefore, the fact that short time 
somewhat obstructs such movements makes no significant 
difference. Consequently, though it must be admitted that 
in certain specia.! cases the short time method may, from this 
side, inflict an injury on production of comparable weight 

I For an 8()count of the work of the Cotton Control Board during the 
War, of. H. D. Henderson, The Ootton ConWol Board. In August 1918, the 
rota system, which had been established in Septembet' 1917. was abolished, 
and it was decided that the proceeds of the special levy should hence­
forward only be used for giving out-of-work pa.y to men played off 
definitely and continuously. The Jute Control, in March 1918. introduced 
a soheme for compensating workers dismissed owing to 8. decision to stop 
certain machinery with a view to reducing jute oonsumption by 10 per 
cent. But the compensation was specifically confined to workpeople who 
were not able to find other employment, and any workman who refused 
suitable employment without reasonable cause was to receive no further 
benefit (cf. Labour Gautts. 1918, p. 135). A simila.r condition was made 
in a plan adopted in Germany at about the &ame time for compensating 
workpeople whose work was stopped through shortage of coal (Labour 
Gazette, 1918, p. 141). 
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with the evils attributed in § 7 to the dismissal method, this 
will happen but rarely. As regards indirect social conse­
quences the short-time method has, as a rule, a substantial 
balance in its favour. 

§ 9. On the line of reasoning followed in Part II. Chapter 
x. § 6, it is easily seen that only a small part of the indirect 
social consequences of the choice they make between the 
method of short time (or rotation of hands) and the method 
of dismissal enters into the margina.! return of those who 
control industry. It results, from what has been said, that, 
if left to themselves, they are likely to have more resort to 
the dismissal method and less resort to the other methods 
than it is desirable that they should have. Hence, except 
when conditions are such that the objections of the 
preceding section have specia.! force, there is a strong case 
for externa.! intervention in favour of the methods of short 
time or rotation of work. Such intervention -may be 
attempted by trade unions, which sometimes put pressure 
on employers to meet depressions by short time or rota­
tion. The arrangements between the Ta.ilors' Trade Union 
and the Master Ta.ilors' Association cited in § 5 illustrates 
this sort of action. Intervention by governmenta.! authori­
ties is a more difficult matter, since the deta.iled condi­
tions of different industri~ vary greatly, and no general 
rule is likely to be appropriate to a.ll of them. Still, 
note should be taken of the interesting proposa.! made in 
the Italian Parliament in 1921 that, " in the event of the 
necessary reduction of the stall (in any concern), before 
dismissing hands the hours of work must be reduced to a 
minimum of thirty-six hours a week with a proportionate 
reduction of wages ".1 

1 Economic R ...... oj III. Foreign P ...... 1921. p. 20. 



CHAPTER XVI 

lNSURANOE AGAINST UNEMPLOYMENT 

§ 1. THOUGH in the logical sequence of our argument we are 
concerned only with the part of unemployment which results 
from general industrial fluctuations, it is not practicable, for 
the purpose of this final chapter, to separate that part from 
other parts. We suppose, then, that, statesmen and private 
philanthropists having done what they can, the volume of 
unemployment and the way in which it is distributed 
among workpeople are given. The bulk of those affected 
are certain to be affected in difierent degrees at difierent 
times. As a necessary consequence, their wage-incomes 
must fluctuate. But a fluctuating income carries with it 
a fluctuating consumption; and this involves an element, 
of evil, from which a consumption of equal average amount 
that did not fluctuate would be free,l This implies that, 
when the volume and the distribution of unemployment are 
both given, it will be to the advantage of those concerned ,to 
accept a certain diminution in their average consumption, 
if, by so doing, they oan separate, by some form of buffer, 
fluctuations in consumption from flu,ctuations in income, 
It will pay them, in short, to consume somewhat less, in 
order to consume more regularly. There follow two infer­
ences. The first is that the evil cons,equenoes resulting from 

1 Of course, if an individual's needs vary-they are likely to be greater 
when he has a. family to support than either before he marries or after his 
ohildren have become self-supporting-welfa.re will be greater, the more 
olosely variations in consumption are adjusted to variations in needs. 
This oonsideration, however, though very important in its place, is not 
relevant to variations of consumption due to industrial fluotua.tions. 
which are obviously not adjusted in this ws.y. 

329 
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a given volume of unemployment will be less, the more 
efficient a.nd economical are the arrangements to which work­
people are able to resort for the purpose of steadying their 
consumption; the second, that these evil consequences will 
be leBS, the more closely the amount of resources actually 
devoted by workpeople to the above purpose approximates 
to the amount that a full understanding of their true interests 
would dictate. The business of the present chapter is to 
work out the practical bearing of these two inferences. 

§ 2. If the fortunes of all wage-earners varied in exactly 
the same manner, the only way in which, by their own action 
without help from outside, they could secure steadiness in 
their consumption would be by accumulating savings in the 
good times against the needs of the bad times_ It makes 
no essential difference whether saving takes place after the 
bad times, to pay back debts contracted in them, or before 
the bad times, to provide a fund that will be drawn upon in 
them. In either event the steadying cause is saving and 
nothing else. Plainly, if this device were carried sufficiently 
far, it would reduce the variability of the representative 
working-man's consumption to zero. A less complete resort 
to it acts pro tanto in the same way. It reduces the varia­
bility of the representative working-ma.n's consumption to 
some extent below the variability of his income. In real 
life the fortunes of different workmen vary differently. 
This circumstance opens the way for a second device for 
steadying the consumption of the representative worker. 
This is a mutual pledge that those who are fortunate at 
any time shall ha.nd on part of their income to those who at 
that time are unfortunate. This device taken by itself is 
imperfect, because it makes no provision against the danger 
of common misfortunes affecting a large proportion of the 
workpeople at the same time. But, when it is combined 
with the device of saving, this imperfection is removed. The 
advantage, however, remains. While the device of saving, 
taken alone, can reduce the variability of workpeople's con­
sumption to zero, it can only do this at the cost of withholding 
a very large quantity of resources from consumption. Each 
person needs to retain, on the average, a reserve large 
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enough to make good the variations that occur in his individua.l 
income. In any group of persons, however, whose individua.l 
circumstances result from p&rti.&!ly independent causes, the 
sum of the variations from the average of individual incomes 
in any year will be much larger than the variation from the 
average of the sum of individua.l incomes. It follows that, 
by saving collectively instead of individuoJIy, a group of 
people can greatly lessen the amount of saving that is re­
quired in order to reduce the variability of the representative 
man's consumption in any given degree. Hence arises that 
combination of the device of "mutua.lity" and the device 
of saving which is commonly known as Insurance. This 
method is a cheaper way than saving a.lone of producing 
a given increment of stability. Consequently, among the 
poorer classes, to whom cheapness is of vita.l importance, 
attempts to foster it have been successful, where--witness 
the subsidies given under the Ghent system to provision 
made individually against unemployment-attempts to foster 
individual saving have failed. l 

§ 3. The contribution which insurance can make towards 
steadying consumption is greater or less, according as the 
machinery embodying it can overcome, with greater or less 
success, certain practica.l difficulties. Of these the most 
fundamenta.l is the tendency of insurance arrangements to 
tempt people to sinlulate, or, it may be, deliberately to bring 
about the insurable event. Unless this tendency can be 
held in reasonable control, insurance is impracticable. ~t 
is, therefore, essentia.l that some study be made of the 
methods by which, in the special case of insurance against 
unemployment, the tendency can be combated. For our 
present purpose unemployment may be defined as want 
of work on the part of a workman desiring to obtain 
work at the ruling rate of wages appropriate to his 

1 U The supplementary provision made at Ghent and elsewhere for 
unorganised. workmen has been either a totaJ failure or a not altogether 
gratifying BUCCEI88. At Strassburg. and in most of the French towns, it 
has been omitted, and the benefits of the municipal subvention have been 
CODfined to membel8 of trade unions. in spite of the objections raised on 
aocia.l and political grounds to thus forcing worlanan to join such associa­
tions" (Reporl oj the Royal CommNI'ion on. Ihe Poor Laws. Appendix, 
vol. i:J:. p. 737). 
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occupation.1 This is the insurable event in regard to 
which the dangers of voluntary creation and of simulation 
have to be examined. Our task is, in some measure, 
simplified by the fact that the notion of involuntariness is 
embraced in the definition of unemployment. With such 
an insurable event as sickness, it is at least possible, however 
inlprobable in practice, that people may make themselves 
ill on purpose. H unemployment had been defined sinlply 
as lack of work-an event not unpleasant in itself, but 
only in its effect on income---a system of insurance, 
which in part cancelled this effect, would, very probably, 
lead people to become unemployed on purpose. Since, 
however, we have defined unemployment as the state of 
being out of work involuntarily, it is inlpossible, in the 
nature of things, for anybody to bring it about on purpose. 
Consequently, the danger of the deliberate creation of this 
insurable event is non-existent, and the whole of our atten­
tion may be concentrated upon the danger of sinlulation. 
With such an insurable event as death or-where a proper 
system of birth registration exists--as Qld age, simulation is 
practically inlpossible. When the event is unemployment, as 
defined above, one conceivable form of simulation is almost 
equally out of the question. H a man is really at work, 
he can scarcely pretend not to be and escape detection. A 
simple rule, such as that often enacted by trade unions 

, and adopted in the administration of the British Unemploy-
ment Insurance Law, requiring men in receipt of out-of­
work benefit to sign the vacant book daJIy at some tinle 
that falls within normal working hours, affords a complete 
safeguard. The possibility of simulation of this kind 
is, therefore, a m!lotter of no practical inlportance. Until 

1 When insurance is efJeoted in a trade union, the wage named is. of 
course, the standard rate of the union. In wider systems of unemploy. 
ment insurance the determination of this wage presents, however. some 
difliculties. The English National Insurao.oe Act 1911 determines it 
as not lower than that at whioh the mao. concernoo habitually works, or, 
in the event of an offer of work in another district. than the rate current 
there. Strictly. it would seem that this latter concession is right when 
the lower rate in another district is due to the prevalence of a lower cost 
of living. but wrong when it is due to the ezisience there of a lower average 
of capacity among workpeople. 
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recently, however, the case was very different with that 
form of simulation which consists in being out of work on 
purpose and pretending to be out of work involuntarily. 
It was easy to abandon a job on plausible grounds and to 
be unenthusiastic in the search for a new one; and it was 
hard for anybody to prove that a man was shirking in this 
way. This circumstance, more than any other, was re­
sponsible for the fact that all the early systems of insurance 
against unemployment, which had any measure of success, 
were worked through trade unions of workpeople engaged 
in the same industry and working together in groups. For, 
though to guard against the kind of simulation we have 
been discussing is always hard, it is least hard when 
benefit is arranged in such a way as to make a man's 
neighbours and comrades in work interested inspectors of 
his conduct. Of late years· the development of an organised 
system of Employment Exchanges in the more advanced 
industrial countries has changed the situation. In former 
times the workman's task included, not only doing his 
work, but also finding it; and, though his trade union 
might, by collecting information, greatly help him in the 
search, it made no pretence of undertaking the search for 
him. The modem Employment Exchange, however, when 
it is developed so far as to constitute, not merely a bureau 
of information, but an actual centre of engagement, itself 
in a sense takes over the task of searching for work. The 
individual workman, no longer having to perform that tasl!:, 
cannot be made slack about it by his knowledge that 
unemployment benefit exists. It is no longer possible for 
anybody to pretend to be out of work involuntarily, when 
he is really out of work on purpose. If he is out of work 
in spite of an offer of work from the Employment Exchange, 
then he is certainly out of work on purpose; if he is out of 
work because the Employment Exchange is unable to make 
him an offer, he is certainly unemployed in the strict sense. 
The importance of this point is recognised in the great em­
phasis which, in European countries, is a.lmostalways laid 
upon the need of associating schemes of subsidised insurance 
against unemployment with Bome form of Employment 
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Exchange. .. In Cologne and Berne the Insuranoe Fund 
and the public Labour Exchange are practically amalga­
mated. In Strassburg, Milan and Antwerp receipt of 
subvention by an unemployed person under the • Ghent 
system' is conditional upon his registration at the Labour 
Exchange. . . . The State subvention to unemployed benefit 
in France can only be claimed by unions having an organised 
method of finding employment for their members." 1 In 
like manner, Part II. of the National Insurance Act of the 
United Kingdom, 1911-the Part, that is, which deals with 
unemployment-and the extending Act of 1920 have 
throughout been administered through the agency of the 
national system of Employment Exchanges. No doubt, 
the practice of engaging workpeople at the Exchanges 
as yet prevails only over a limited field. The task of 
searching for work has not been transferred to these institu­
tions in a sufficient measure to destroy altogether the 
danger that insurance against involuntary failures to find 
work may lead to failures which pretend to be involuntary 
but are really deliberate. Furthermore, it must be remem­
bered that the struggle to find work may include such things 
as the learning of a subsidiary trade, as well as mere search 
for work at a man's present trade, and that Employment 
Exchanges provide no protection against a slackening of 
effort in this direction. Nevertheless, we may rightly hold 
that, with the development of these Exchanges, the danger 
that simulation of unemployment will be brought about by 
insurance against it has been very much reduced. 

§ 4. The bearing of this discussion upon the question 
how far in practice insurance can help to steady consump­
tion at a low cost is plain. When the conditions are such 
that . an insurable event can be simulated easily, it is 
necessary to make the inducement to simulation small. 
This implies, in the first instance, that the benefit paid to 
unemployed persons must amount to substantially less than 
the wage they would have earned had'they continued to 
work. Thus, before the war, the British engineers, who 
are among the aristocracy of labour, provided, in respect of 

1 [Cd. 5068J, p. 737. 
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a man who had belonged to the union for ten years, a benefit 
of lOs. a week for the first 14 weeks' unemployment; 7s. 
for the next 30 weeks, and Ss. for further unemployment. 
The benefit provided under the compulsory clauses of the 
British National Insurance Act of 1911 was 7s. a week, 
commencing after the first week's unemployment, and 
extending for a maximum period of 15 weeks in any 12 
months. Even now the benefit is only 158. for a man and 
128. for a woman, with other additional allowances for depen­
dents. The device of making benefits small, introduced 
in order to prevent simulation, cannot fail also to limit the 
efficacy of insurance against unemployment as a means of 
steadying consumption. For, although a certain limited 
measure of steadiness can be brought about by it at a smaller 
cost than would otherwise have been necessary, the cost of 
evolving steadiness in excess of this limited measure is not 
affected at all. H we are content to prevent a man's con­
sumption from falling in times of unemployment by more 
than, say, a third of its normal amount, the instrument of 
insurance enables us to do this fairly cheaply. But, if we 
wish to prevent his consumption from falling by more than, 
say, a twentieth, that instrument cannot at present be 
employed. As Employment Exchanges come to play a 
more important part, it will, however, become applicable 
to larger tasks. 

§ 5. Another technical obstacle to insurance is the fact 
that the liability to unemployment of different people 
engaged in the same occupation is different, and that, there­
fore, unless a highly elaborate system of adjusted premiums 
is introduced, insurance implies a subsidy from those 
less liable to the risk for the benefit of those more liable. 
The difficulty is not, it should be clearly understood, that 
after /he _ some insured persons find then: premiums 
paid over to other people. Provided that, before /he _, 
when the bargain is entered into, it is not known who the 
fortunate and who the unfortunate are going to be, this 
does not matter. In virtue of the law of diminishing utility, 
a chance of one in a thousand that I shall lose £10,000 is 
more burdensome to me than the actuarial value of the 
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chance, namely, £10, and I am w:illilIg, therefore, to pay a 
premium of more than £10 to guard myself against this 
chance. Hence, if there are enough people in a similar 
position to myself to make a mutual insurance arrangement 
fairly secure on the basis of a premium of not much more 
than £10, it will pay all of us to contribute the required 
premiums into a fund, from which those who, in fact, 
suffer losses may be compensated. Furthermore, it will 
pay all of us to do this, even though the adjustment between 
the premiums paid and the risks carried by different members 
is imperfect. Within limits, workmen less liable to unem­
ployment will gain by combining for insurance on an equal 
footing with workmen more liable to this evil. Moreover, 
the limits are further extended when persons not likely to 
draw much benefit from insurance schemes come iuto them 
iu the hope of iudu~iug less fortunate fellow-members to 
adopt a liue of conduct which the more fortunate believe to 
be advantageous to themselves. This class of consideration 
is largely responsible for the williugness of good workmen to 
allow bad workmen to associate with them in the enjoyment 
of the unemployment benefit provided by trade unions. Bad 
workmen are, iudeed, partially excluded from trade unions by 
an initial test on admission, by limitation of the period during 
which benefits are paid (a long period one year meaning a 
shorter period iu the following year) and by the refusal of 
benefit till premiums have been regularly paid for some time. 
This practice of exclusion is, however, generally exercised iu a 
very lenient manner. The reason is that the event insured 
against is, not simply failure to find work, but failure to 
find it in the man's ordiuary trade at the rate which the 
trade union considers a proper rate for that trade. Better 
workmen, beiug iuterested to prevent inferior workmen from 
cutting iuto the standard rate, are prepared to iuclude many 
of them iu their fund, though they know that, by doing so, 
they suffer a direct loss. They have an iudirect gain to 
look to, for which they are williug to pay. Hence, voluntary 
insurance against unemployment, worked through a trade 
society, will tend to embrace, at the same premium, men of 
more divergent capacities than at first sight seems to be 
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probable.1 The fact, that "practically one Bet of men 
continually pay more than they receive, and another 
(smaller) number of men as continually receive more than 
they pay",' is not fatal to the voluntary continuance of 
the arrangement by both sets, of men. But----and this is 
the point---though it is not a conclusive obstacle, it is a very 
serious one. Though the limits, within which advantage 
may be derived from an insurance scheme by the less 
vulnerable among any group of insurers, are wider than 
might perhaps be expected, they are still narrow. The 
ratio between the premiums charged and the actuarial value 
of the different risks, with which they are connected, must 
not differ widely. We shall not, for instance, find a volun­
tary unsubsidised • insurance fund, paying a uniform benefit 
for accident or for sickness, that includes among its members, 
at the same premium, workers in safe or healthy trades 
and also workers in dangerous or unhealthy trades. Nor 
shall we find voluntary life insurance associations accepting 
obviously healthy persons and obvious invalids on equal 
terms. In like manner we shall not find voluntary unsub­
sidised schemes of insurance against unemployment deal­
ing in this way with workers in the railway industry and 
also with workers in the highly fluctuating building and 
engineering trades. Of course, the theoretical solution of 
this difficulty is plain, namely, to build up an insurance 
scheme on a basis of premiums carefully adjusted to the 
varying risks included under it. But in actual life mis­
understanding and friction may easily make this plan 
impracticable. The technica.l difficulty of constructing a 

I. For example: .. The Cigar Makers' Union spends a great deal of 
money on out.·of.work benefit, and the managers of this fund inform us 
that a large number of the recipients of this relief are infirm persons who 
cannot earn the average wages. and t·hat many of these &re advanced in 
years" (Henderson. lndu.drial z,wurance in 1M United Statu. p. 92). It 
should be notioed that the danger to com.pUem men from the acceptance 
of low wages by incompetem men is generally lDuoh exaggerated in popular 
thought . 

• Third Reporl oj the Committu on DiMru. from Untmp~ 
Mr. Booth's Evidence. Q. 10,519 . 

• Where there is a 8ubsidy the better workmen need not. of C0W'89. be 
tempted to hold off; for they may reokon to receive from the State more 
than they have to pay to the worse workmen. 

z 
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system that will include these adjustments considerably 
restricts the effective range of voluntary unsubsidised 
insurance. 

§ 6. This completes what it is necessary to say in 
connection with the first of the two inferences distinguished 
at the beginning of this chapter. It was there laid down 
that the evil consequences of unemployment are likely to 
vary in extent with the efficiency and economy of the 
arrangements which are available for enabling people to 
make their consumption steady in the face of a fluctuating 
wage income. These arrangements have now been examined. 
The second inference was to the effect that, given these 
arrangements, the evil consequences are likely to be less, 
the more closely the amount of resources actually devoted 
by workpeople to the task of promoting steadiness approxi­
mates to the amount that a full understanding of their 
true interests would dictate. We now turn to the practica.i 
implications of this proposition. H everybody was perfectly 
intelligent and self-controlled, there would, indeed, be noth­
ing to discuss. The workpeople concerned would understand 
their interests fully and would expend their resources 
in the best possible way. In rea.! life, however, perfect 
intelligence and self-control are in a.ll classes somewhat 
lacking, and in the wage-earning class not less than in 
others. Experience has shown that, as a matter of fact, 
there is a tendency to let the future take care of itself, and 
not to make such preparations in good times as a dis­
passionate review of the probabilities would show to be 
desirable. This is partiy due to the difficulty of grasping 
the reality of a distant prospect, to which a.ll persons, and 
particularly those who are imperfectly educated, are liable, 
and partiy to that essentia.i vanity of human nature, through 
which a man, while fully recognising the risks of a given 
venture to the average person, secretly assumes that he him­
self is somehow superior to the average. Be the causes, 
however, what they may, of the fact there is little doubt. 
In view of this fact there is prima facie ground for holding 
that the evil consequences of unemployment might be 
substantia.lly reduced by lega.i enactments designed to 
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induce workpeople to devote a larger proportion of their 
resources than they naturaJIy tend to do to the work of 
rendering their consumption more steady. 

§ 7. Before this conclusion is finally accepted it is, how­
ever, necessary to envisage certain indirect ill-effects, also 
not likely to be taken into account by those persons who 
guide practice, to which insurance against unemployment 
(and systematic short time) may lead. First, the fact of 
insurance being available may, on occasions, prevent work­
people from permitting reductions in wage-rates in bad times 
of a sort that would really benefit both themselves and society 
at large. Secondly, the fact of unemployment insurance 
being arranged, as in practice it always is, with the proviso 
that benefit is payable if an insured person is unable to 
obtain work in his accustomed trade may, on occasions, 
injure production by checking the movement of workpeople 
in decaying trades away to others. This evil is probably 
of smaJI importance in ordinary times, but it is interesting 
to note that, in the Great War, the official out-of-work pay 
provided for workpeople in the jute industry, who lost 
their jobs through the enforced closing down of machinery, 
was not given to persons who refused reasonable offers 
of other kinds of work.' In Denmark the hindrance to 
mobility towards jobs outside a man's own trade is partly 
met by an arrangement aJIowing the unemployment fund to 
pay, to anyone aocepting work at a lower paid job, the 
difference between the wage on that job and the maximum 9f 
unemployed benefit.· These indirect ill·consequences must 
be borne in mind. On balance, however, nobody would con­
tend that they count for much against the direot benefits of 
stabilised consumption which insurance promotes. 

§ 8. Broadly speaking, two forms of encouragement to 
insurance are possible--namely, bounties and' compulsion. 
Both of these may appear in various forms and degrees. 
Thus, bounties may merely consist in the supply, at the cost 
of the State, of statistical ma.terial and tariffs of rieks. 
They ma.y include the fNe provision of an institution through 

t (''f. ante, Chapter XV. § 8, footnote . 
• Of. SohI.,.., 1 ............. Aga ..... Unemployment, p. 61. 
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which insurance can be effected, thus affording to insurers a 
guarantee against fraud or insolvency. Again, they may 
include a small subsidy in money, such as that accorded in 
England to life insurance by the rule exempting the premiums 
paid on such insurance from income-tax. Yet again, they 
may include a considerable subsidy, such as is accorded to 
Trade Union insurance against unemployment in those places 
on the Continent of Europe where the so-called "Ghent 
system" has been adopted. These subsidies have, in some 
cases, amounted to as much as 50 per cent of the benefits 
paid. In like manner, encouragement by compulllion, if such 
a phrase is permissible, may assume various forms, according 
as the compulsion is conditional or unconditional, operated 
through localities or through trades, limited or unlimited in 
its range. The most important instance of this method is 
contained in the British National Insurance Act. 

§ 9. H it be granted, on the strength of what has been 
said in earlier paragraphs, that some form of encouragement 
to insurance against unemployment is likely to diminish the 
evils associated with unemployment and is, therefore, socially 
desirable, it becomes necessary to decide which of the two 
forms of encouragement just distinguished is to be preferred. 
In order that this discussion may be conducted fairly, we 
must be careful to set in contrast with compulsion, not current 
examples of the method of bounties, but examples of a superior 
kind. For current examples are, all of them, so arranged 
that the amount of subsidy accorded is dependent on the 
expenditure which the subsidised societies make upon unem­
ployment benefit. Under the Ghent plan the subsidy is 
some fixed proportion of this expenditure, and under the 
now obsolete sections of the British National Insurance 
Act (1911) providing for State aid to voluntary insurance 
against unemployment it was also a fixed proportion-in 
this case limited to one-sixth. Arrangements of this kind 
are open to two serious objections. The first and most 
obvious of these is that, other things being equal, larger 
benefit is likely to be paid by richer groups of working men, 
and that, therefore, the system involves State aid to different 
groups varying more or less inver8ely with their need. This 
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is the exact contrary of what is socially desirable; for clearly, 
if any discrimination is allowed, State aid should vary 
directly, and not inversely, with need. The second objection 
is that, other things being equaJ, highly fluctuating indus­
tries are likely to have a Iarger expenditure upon unemploy­
ment benefit than steady industries. Bounties proportioned 
to expenditure will, therefore, confer upon them a differential 
advantage similar to that which would be conferred upon 
dangerous industries, if the State were to contribute to all 
industries in proportion to the number of accidents occurring 
in them. But such differential encouragement of particular 
industries--unless, indeed, the particular industries are 
speoiaIIy selected for encouragement on the ground that too 
little of the nation's resources is normally invested in them­
is almost certain to involve economic waste and, therewith, 
social injury. Consequently, so far as encouragement by 
bounties involves differentiation of this kind, a strong ground 
for condemning it is revealed. It is, however, possible to 
devise a eystem of bounties that is not open to either of the 
above two objections. After the pattern of the State con­
tribution towards sickness benefit in Germany, subsidies to 
unemployment benefit might be made proportional to the 
number of persons attached to any insurance fund, on 
condition that a certain minimum benefit was provided to 
men out of employment. It is this ideal form of encourage­
ment by bounty, rather than current forms, that ought to 
be compared with encouragement by compulsion. 

It is easily seen, however, that even this form suffers 
from two serious disadvantages. The first is that, in practice, 
bounties on insurance against unemployment can hardly 
(apart from compulsion) be given with effect in any industry 
except through a trade union. In all countries, however, 
even in those where unions are strong, large -numbers of 
workpeople are usually to be found outside the unions. 
Consequently, unless the bounty is to be discriminating in 
its incidence, a rule must be made compelling these societies 
to allow outsiders, who will not become regular members, 
nevertheless to become members in respect of the fund 
subsidised by the State. A rule of this sort prevails in 
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Denmark a.nd aJso in Norwa.y, but it is obviously unsatis­
factory and likely to lead-as, indeed, in Norwa.y it has led 
-to colllliderable friction. A compulsory scheme is free 
from this difficulty. The second disa.dvanta.ge of the 
method of bounties is that, as a means of inducing people to 
insure, it is immensely less effective than compulsion; and 
this in spite of the fact that & bounty enables workmen less 
liable to unemployment to enter, without fear of loss, into a 
common scheme with workmen much more liable to it. 
Even the large bounties frequently offered under the Ghent 
system, though they extended the range of insurance oper­
ated by unions a1rea.dy in existence, had practically no effect 
in building up trade union insurance among classes of work­
people hitherto innocent of it. " The great bulk of those 
claiming the public subvention are drawn from highly skilled 
and organised trades-iiluch as printing, cigar-making, diamond 
working. The unskilled and semi-skilled occupations-in 
which the bulk of distress through unemployment is found 
in the United Kingdom-do not appear a.s yet to be touched 
by the Ghent system anywhere. In Strassburg the hope of 
reaching these cla.sses in this way is expressly abandoned 
and annual relief works are contemplated a.s the only resource 
for the seasonal labourers." 1 In this respect compulsory 
insurance is obviously a more powerful instrument. It 
does not, indeed, imply, as popular opinion supposes it to 
do, universal insurance. For, since in all systems, so far as 
they are concerned with unemployment, benefits lapse after 
a time, highly inefficient men must often become uninsured in 
spite of compulsion. The English National Insurance Act, 
for example, provides that no workman shall receive unem­
ployment benefit for a number of weeks in excess of one-fifth 
of the number during which he has paid contributions. 
Still, it is plain that, though compulsion does not mean 
insurance for all workpeople covered by the compulsion, it 
must, in general, approach much more nearly towards this 
goal than any system of bounties. We are not, indeed, 
entitled, on the strength of the above considerations, to 
infer, without reserve, that compulsion is, in this matter, 

1 [Cd. 5068J. p. 732. 
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necessarily superior to bounties. What people think good 
in such a case goes a long way towards determining what 
is good. In a country where the idea. of State compulsion 
was violently unpopula.r, that fact might turn the sca.le in 
favour of the less efficient method of bounties. In fact, 
however, the unpopularity of compulsion appears to be 
imaginary rather than rea.l, at aJl events among the work­
people of Western Europe. The device of combining with 
compulsion a certain element of State aid has apparently 
sufficed to render it reasonably pa.!atable. 

§ 10. If, on the basis of the foregoing discussion, it is 
decided to adopt in any country a nationa.! system of com­
pulsory insurance against unemployment (and corresponding 
losses through short time), we are faced with the issue 
between a genera.! fla.t-rate scheme, with uniform premiums 
and benefits, and a scheme in which premiums or benefits 
or both differ for different groups of wage-ea.rners. 

Two forms of differentiating scheme may be advocated. 
First, it may be urged, premiums should be set higher or 
benefits lower in industries subject to la.rge, than in those 
subject to smaJl, fluctuations.· For, as was pointed out in 
§ 9, the risks of unemployment being much more serious 
in highly fluctuating industries, such as engineering and 
shipbuilding, than in comparatively stable industries, such 
as railway service, a general fla.t-rate scheme will favour 
industries of the former class and will tend to push an unduly 
la.rge number of persons into them. The kind of adjust­
ment required would be obtained if equa.! premiums were 
collected from aJl industries and were nsed to provide 
whatever benefits they were actuaJly good for in the several 
industries, and if, on the top of this, extra variable 
premiums were collected from the less stable industries, so 
adjusted as to aJlow the fina.! benefits everywhere to be equa.!. 
Uuless this is done the payment of ilqUa.! benefits mU81 be 
a socislly injurious form of favouritism.1 This disadvantage 

1 A clear perception of this point is shown in the Swiss. accident com. 
pensation law. This law diatinguiahes between occupational and non. 
occupational accidents, throwing the whole of the compensation coste of the 
former upon .. be employer, while the workman and the State jointly provide 
against the ....... (Labour Gau .... May 1912). 
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has to be balanced against the evident adva.ntage in adminis­
trative simplicity that is enjoyed by a system of flat-ra.te 
premiums and bounties. The British Act of 1920, which 
extended compulsory insurance to all occup .. tions except 
domestic service .. nd "griculture, .. ttempted .. compromise. 
It set up a. general level-premium scheme, but permitted 
particular industries to contract out of it--the presumption, of 
course, being th .. t the industries least exposed to unemploy­
ment would do this. Since, however, they can only contract 
out .. t the cost of sacrificing 70 per cent of the normal 
Treasury grant, they do not, by doing this, .. ltogether 
escape .. dverse differenti .. tion. The s .. me ide .. is embodied 
in those forms of the policy of insur .. nce by industries in 
which it is proposed th .. t the State should m .. ke .. n equal 
contribution per head towards the insurance fund of each 
industry. All schemes of insurance by industries are, how­
ever, faced with two gre .. t practic .. l difficulties. First, in 
the s .. me industry there are alw .. ys men of m .. ny tr .. des 
belonging to many tr .. de unions. Secondly, the border-line 
between different industries is often obscure.' In the gre .. t 
industrial depression which beg .. n in 1921 the right of par- . 
ticular industries to contr .. ct out of the general scheme of 
unemployment insurance was suspended for so long as the 
unemployment fund remained in debt to the Treasury. 

Secondly, it may be urged, as between occupa.tions 
subject to similar degrees of fluctu .. tion, hoth premiums .. nd 
benefits should be set higher in well-paid than in badly-paid 
occup .. tions. For, under a. uniform fi .. t-r .. te scheme, the 
rate of benefit must be put too low to provide any near 
.. pproxim .. tion to stability in the consumption of the better­
to-do workpeople. If it were put high enough to achieve 
th .. t,. the worst-to-do workpeople would be receiving, when 
unemployed, more money than the w .. ge they normally get 
when in full work. This would be an unwork .. ble arr .. nge­
ment, even though insurance premiums were provided by 
the State, so th .. t the poorer workers, who were not unem­
ployed, did not find themselves mulcted of impossible sums. 

\ For a diaouasion of the technical and administrative difficulties in 
the way of this scheme of, Coban, I .............. by Intl....nu E .......... (1923)_ 
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On the other side, however, there is once more the fact that 
a single flat-rate scheme is enormously simpler to administer, 
avoiding, as it does, the complications which, on the other 
plan, inevitably arise in connection with people on the 
border-line of two occupations and liable to pass from one 
to the other_ The genera.lly accepted view appears to be 
that compulsory schemes should be flat-rate ones with 
relatively low benefits, the better paid workpeople being 
left free to provide for themselves supplementary benefits 
with supplementary premiums if they desire to do so_ 

§ 1 L A further difficult question is whether benefits 
should be equal for a.ll workpeople or whether they should 
be larger for those who have than for those who have not a 
dependent wife and dependent children to support_ Plainly, 
from a distributional point of view, the latter plan is superior. 
Moreover, since young unmarried men are subject to the 
" risk " of having a wife and children later on, it does not 
involve "",y tax upon them as a class, though it does involve 
such a tax upon older unmarried men and older men with 

, sma.ll families. A technical difficulty in the way of the plan 
\ is that, under it, unless the normal benefit is put low relatively 

to the normal wage, a man with a large number. of children 
might be actually better off when unemployed than when 
employed. Under the English Act of 1921-22 the amount of 
the premiums was increased, and dependents' benefits of 5s. 
in respect of a wife (or dependent husband) and Is. in respect 
of each child were added to the normal benefits; but, even 
so, hardly anybody in this country ca.n expect actua.lly to 
gain by being unemployed. There are, however, some funda· 
ments.! difficulties. First, this plan involves pro tanto a 
bounty on child-bearing, about the wisdom of which opinions 
a.re likely to differ. Secondly, if bachelors, or the public in 
general, are required to contribute towards the expenses 
of men with families, it is paradoxical that they should 
do so only when these men are unemployed.' The logical 

1 Moat extant forma of .. family wage" are guilty of the still more 
violent paradox of providing children's benefit only when the parente 
are employed-and the benefits, therefore. presumably least needed. As 
Mr. Cohen pointe out, this is a strong reason for preferring to them what 
he calla It fa.mily income insurance II (FGmily .lnoome lnnwt.met, p. 3). 



346 INDUSTRIAL FLUCTUATIONS Pr. n 

proceeding would be to provide children's benefit continu­
ously whatever is happening to the parents; and in this C80Se 
these benefits would lie outwith the scope of unemployment 
insurance. 

§ 12. There rema.ins the issue between State provision 
and private provision of the money required to constitute 
the insurance fund. There are three parties on whom, 
jointly or severally, the costs can be thrown, namely, the 
insured persons themselves, their employers and the State. 

To collect premiums from the insured persons them­
selves and to collect them from their employers comes 
to very much the same thing. From the point of view of 
a short period, this is, of course, not so. For a consider­
able time after the initiation of any new scheme employers 
would really bear that part of the cost of insurance that is 
put upon them and workpeople the part that is put upon 
them. As Mr. Rubineau well remarks: .. No shifting takes 
place automatically without meeting opposition and without 
losing some part of its momentum. It is much easier for the 
working CI80SS to resist the employers' effort to shift the cost 
upon them than to try to shift the cost upon the employers." 1 

But the final incidence of insurance charges as bet,!"een 
employers and workpeople is not determined by the accident 
of who actually makes the payment. Ultimately, just 80S 
with taxes and rates, the incidence is determined by general 
causes, and is the same whichever party is made the immedi­
ate subject of it. For the employers' demand for labour 
varies with the burden directly put upon them, in such wise 
that, when they are called upon to provide premiums, wages 
tend to be less by the amount of these premiums than they 
would have been if workpeople had provided them. Thus, 
ruIee about the distribution of insurance costs between work­
people and employers have only a secondary importance.· 

1 Socia! 1 .............. p. 493. 
I A sharp distinotion must. however~ be drawn between these rules 

GIld rules which, whether they operate upon the employers or the work­
men's oontribution. differentiate between firms within the same industry 
BCOOrding 88 their methods tend to mitigate or eDhanoe the risks against 
whioh insurance is made. Such differentiation encourages the adoption 
of arrangements oaIoulated to minimjse unemployment; whereas, if 
there is no ditlerentiatioD, good :firms are, in efleo~ t&:I:ed to provide a 
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If the costs of in~urance are thrown on the tax-payer 
and if the benefits paid in aJl industries are the same, 
differentiation in favour of fluctuating industries, as described 
in § 9, is present. In a comparison between this system 
and compulsory insurance with premiums provided by the 
parties and adjusted to risks, this is a very important matter . 

. But in a comparison between it and compulsory insurance 
with premiums so provided but not adjusted to risks, it is 
not relevant, because that system aJso involves differentia­
tion. It is with this comparison that we are now concerned. 
We need not inquire in detail how far, under a compulsory 
system without State aid, the cost of insurance premiums is 
ultimately borne by others than workpeople,1 because it is 
obvious that workpeople themselves must bear at least a 
large part. The assumption of the cost by tbe State means, 
therefore, transferring a large part of the burden of support­
ing those workpeople who happen to become unemployed 
from the shoulders of other workpeople who do not happen 
to become unemployed to the general body of taxpayers. 

An important argument often urged against this policy 
is that it is bound to cause a serious contraction in the 

subsidy for bad firms. This consideration has been applied in practice to 
accidents. In GermBnY each mutue.l association under the law providing 
for insurance against accidents .. determines for itself the danger olass to 
which each of the contributory establishments belongs, and is a.uthorised to 
levy a premium according to hazard. It is also empowered to enforce rules 
and regulations It (Frankel and Dawson, Working Men'. InMWGncEI in 
Etu"0p6, p. 96). Employers neglecting the rules may be put into a higher 
hazard 01&88 (ibid. p. 115). In Austria. U it is to the interest of each 
employer to cut down the number of accidents in his establishment. 88 
his annual contribution may then be apportioned on the basis of a lower 
danger coefficient. This is the cbief factor in the campaign of accident 
prevention in Austria, insurBIlce institutions not being permitted to make 
preventive regulations, as is the case in the trade 88BOcia.tiOns of Germany n 

(ibid. p. 120). A device on the same lines. designed to encourage preventive 
measures against unemployment. is found in the English Nati:onal Insurance 
Act (1911). This Act. in effect, imposas 8. reduced rate on employers, 80 

far 88 they engage men for long terms and 80 far 88 they meet periods of 
depression by working It short time II. A similar prinoiple is embodied in 8. 

Bill of the Wisconsin legislature, which would vary the employers' contribu­
tion to unemployment insurance according to their success in stabilising 
employment and avoiding discharges, i.I. in maintaining a low rate of 
labour turn-over (Labour Over""', January 1921, p. II). 

I It will be noticed that the analysis of the preceding paragraph did,.., 
answer that question. 
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savings which workpeople would otherwise have contributed 
to the national capital, because it will discourage them from 
making provision against bad times for themselves. The 
force of this objection is, however, considerably mitigated 
when account is taken of the precise way in which, under 
insurance, provision against bad times is made. Suppose 
that a group of persons, prima facie with similar prospects, 
agree to subscribe annually for the needs of any of their 
number who may suffer misfortune in the course of the year. 
Being ignorant as to which of them will so suffer, it is worth 
while for all of them to enter into the contract. It is plain, 
however, that income paid over in fulfiIment of it is simply 
income transferred for consumption by other people, and 
does not imply any addition to income saved. Of course, 
the insurance arrangements of real life are not fashioned 
in this simple way. Since, in any ordinary insurance 
society, the annual payment of benefits is, within limits, 
variable and uncertain, some capital funds must be put 
by to guard against exceptionally bad years, and the 
amount of these funds must be greater, the smaller is 
the range the society covers and the less independent are 
the risks it assumes. In fire insurance, for example, pro­
vision must be made against the danger of heavy drains 
through widespread conflagra.tions. This, however, is not 
the main point. Unemployment, like most of the other 
risks insured against by the wage-earning classes, is a thing 
to which a man becomes more liable with advancing years. 
But it is not convenient to set up a system of insurance 
involving steadily increasing premiums. Such systems have, 
indeed, been tried in other branches of insurance, but, in 
practice, they cannot compete in attractiveness with systems 
based on uniform annual subscriptions. If, however, a. 
level-rate system is to be solvent, in the sense of being com­
petent at any time to. fulfil the contra.cts outstanding a.gainst 
it, even though the influx of new members were to _, the 
annual or weekly premium must be fixed at a rate exceeding 
the a.ctua.rial value of the annual or weekly risk involved in the 
insurance of the younger among the insurerS. This means, 
in effect, that the insurance society must hold a.s reserve, 
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and, therefore, presumably invest, a sum of money equal 
to the present value of the obligations which it has contracted 
in favour of its existing members, min'U8 the present value of 
the probable future premiums to be paid by those members.l 

So much is necessary to maintain technical solvency. Under 
schemes of compulsory insurance of guaranteed permanence 
the certainty that the inflow of young members will not be 
checked makes it safe to keep the reserve at a level much 
below this. In some compulsory systems advantage is 
taken of this fact. Thus in the German law of accident 
insurance "provision is made only for payment of the 
benefits faIling due during the current year, leaving pay­
ments of sums faIling due in subsequent yearS to be met 
out of the receipts of such years".· In other schemes, 
e.g. in the Norwegian law for compulsory insurance 
against accidents, it is provided that the finance shall 
be based on "capitaIised values", which means that 
reserves adequate to technical solvency have to be built 
up. But, even under voluntary schemes and compulsory 
schemes of this latter type, the point made above in 
regard to simple assessment societies still holds good in 
great measure. The reserve required for solvency is neces­
sarily much less than the sum which would yield interest 
sufficient to pay the henefits as they faIl due, because, for 
purposeS of solvency, the accumulated capital must itself be 
regarded as a distributable fund.' In the most completely 

1 For 8. good discusaion of this matter cf. Gephart, Principle.! oj InMW~ 
ante, chap. viii. 

a Frankel and Dawson, Working.men'" InBtWaftCa in Eu.rope. p. 112 . 
.. Employers prefer this arrangement because they can thus retain the 
money in their businees, which sums would otherwise have been collected 
by the 88Sociations and accumulated in· the capit&lised values" (ibid.) . 

• H .. be the ra.te of interest and a a given annuity. to begin next year 
and IBSt for n years, the sum required to yield that ann\l..ity at interest 

without exhausting the principal is ~. but, if the principal also may be called • 
upon. the sum. required, even without allowing for the future subscriptions 

of present members. is only ~{1 - (-1 I. }; and. when allowance is made 
" +,,)" 

for these subscriptions, it is smaller than that. It is, indeed, necessary 
that, besides the reserve just described, an insuranoe society should keep 
a further reserve to guard against the occurrenoe in any year of &' quantity 
of olaims in excess of the U probable" annual amount. In large societies, 
however, the reserve needed for this purpose is, in general, small. 
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solvent society, therefore, the money paid over in benefits 
in any year will include, besides income derived from invested 
funds, a large slice of the subscriptions received during that 
year; and in societies that are not completely solvent the 
slice will be still larger. We conclude, therefore, that the 
provision which workpeople would make for themselves in 
the form of insurance against unemployment---or, indeed, 
against anything eIse---is not, in the main, income corre­
lated with a large net contribution of real savings. 
Consequently, for the State, by providing for insurance, to 
discourage people from making provision for private insur­
ance, will not involve a large injury to capital accumula­
tion. It will, of course, involve 80me injury, because as 
explained above, a part of insurance benefits are provided 
out of real savings. The injurious effect is not, however, 
likely to be very important. 

On the other side, in favour of the policy of free State­
provided insurance, appeal is made to its greater simplicity 
and cheapness in administration. Mr. Sidney Webb once 
wrote: .. Regarded as a method of raising revenue, com­
pulscry insurance of all the wage-earning population, with 
its elaborate paraphernalia of weekly deductions, its array 
of cards and stamps, its gigantic membership catalogue, its 
inevitable machinery of identification and protection against 
fraud, involving not only a vast and perpetual trouble to 
every employer, but also the appointment of an extra­
ordinarily extensive civil service staff-is, compared with all 
our other taxes, almost ludicrously costly and cumberscme 
to all concerned." 1 At the present time, however, the 
administrative costs of compulsory contributory insurance 
do not appear to be very great. The main appeal on this 
side, therefore, must be a more general one--to the gain 
in economic welfare that results from transferring resources 
from the relatively rich to the relatively poor, wherever 
this can be accomplished without causing serious injury to 
production. This appeal raises issues too large for discussion 
here. Some study of them has been attempted in Part IV. 
of The Economlcs of Welfare. 

I PM PrevenIioA oj .DuHIuHon, p. 170. 
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TABLE I 

MEAN AlnrnAL PEBClCN'l'A.GES 01' WOBXPBOPLB UNEMPLOYED 

CoIUlDDS I.-V. are taken from BrinBh and Foreign T1'Gda and Indu8"" 
(Second Series) [Cd. 2337l. pp. 89-92. and from the "17th Abstract 01 
Labour Statistics n, p. I.-Persons on strike or locked. out. sick or 
superannuated are excluded. 

VI. 
Moving 
8~Year 

L III. Averages 
Genom! n. BuUding IV. V. of General 

Year. Percentage Englneerlng, (i.e. Wood- Prlntl~ Percentages. 
of Un- Shipbuilding, ea,..ntera ~~ and Boo - The :Figure 

employmont. &D.d Metal. and J ol.ner8 binding. M&ced only). a t the 
ddleYea.r 
In each ..... 

1851 3·9 39 .. .. .. .. 
1852 6·0 6·0 .. .. .. 3·9 
1853 1·7 1·7 · - .. .. 3·5 
1854 2'9 2·9 · - .. .. 3·3 
1855 6·4 5·4 .. .. .. .'3 
1856 4·7 4·9 .. .. 1·6 5·4 
1857 6·0 6·1 .. .. 2·3 7'6 
1858 11'9 12·2 .. .. 2·5 7·2 
1859 3·8 3·9 · . .. 1-4 5·9 
1860 1·9 1·9 0-2 .. 2·1 3·6 
1861 5·2 5·5 1-8 .. 3·1 5·2 
1862 8'4 9·0 1·8 .. 3·5 6'5 
1863 6·0 6·7 1-2 .. 3·2 5·7 
1864 2-7 3·0 0'4 .. 1·3 3·6 
1865 2·1 2·, 0·3 .. 2·0 2'7 
1866 3·3 3·9 J.\ .. 1·8 4·3 
1867 7·4 9·1 3·0 4·8 2·7 6·2 
1868 7·9 10·0 2·9 5·0 2·6 7·3 
1869 6·7 8'9 3·6 4·5 2'8 6·2 
1870 3·9 4·4 3·7 4·8 3·5 4·0 
1871 1·6 1-3 2·5 3·5 2·0 2·1 
1872 0·9 0·9 1·2 2·4 1·5 1·2 
1873 1-2 1·4 0·9 1·8 1·3 1·3 
1874 1-7 2·3 0·8 2·1 1·8 1·8 
1875 2·4 3·5 0·6 2·0 1-6 2·6 
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TA1ILE I ("""""'""l 

VI. 
Moving 
S-Year 

I. m. Averqes 
Ooneml D. Building IV. V. 01 OenilraJ 

Year. Percentage Engineering, (i.e. Wood- Println~ Peorcentagea. 
01 Un- Shipbuilding • Carpenten ~~ and Boo - The Figure 

employment. and Metal. and Jolnem binding. =-only). the 
ddleY ear 
In each ..... 

1876 3·7 6·2 0·7 2·' H. 3·6 
1877 4·7 6'3 1·2 3·6 2·6 6·1 
1878 6·8 9·0 3·6 ,., 3·2 7-6 
1879 11·4 15'3 8·2 8·3 4·0 7·9 
1880 6·5 6·7 6·1 3·2 3·2 6·8 
1881 3·5 3·8 6·2 2·7 2·8 3·8 
1882 2·3 2·3 3·6 2·6 2·4 2·8 
1883 2·6 2·7 3·6 2·6 2·2 4·3 
1884 8·1 10·8 4·7 3·0 2·1 6·7 
1886 9·3 12·9 7·1 H 2'0 9·2 
1886 10·2 13·6 8·2 4·7 2·6 9·0 
1887 7-6 10·, 6·6 3-8 2·2 7·6 
1888 4·9 6·0 6·7 3-1 2·4 4·9 
1889 2·1 2·3 3·0 2·4 2'0 3·0 
1890 2·1 2·2 2·2 2·1) 2·2 2·6 
1891 3·6 4·1 1·9 2-1 4·0 4·0 
1892 6·3 7·7 3-1 3·8 4·3 6·8 
1893 7·6 11·4 3-1 H 4·1 6·9 
1894 6·9 11-2 4·3 4·4 5·7 6·7 
1895 6·8 8·2 '·4 3-8 4·9 5-3 
1898 3·3 4·2 1·3 2·0 4·3 4·1 
1897 3·3 4·8 1-2 2·2 3·9 3-1 
1898 2·8 4·0 0·9 2·3 3·7 2·7 
1899 2·0 2·4 1·2 2-1 3·9 2·4 
1900 2·6 2·8 2·8 2·8 4·2 2·6 
1901 3·3 3·8 3·9 3·7 4'0 3·3 
1902 4·0 5·5 4·0 4·1 4·6 4·0 
1903 '·7 6·6 4·' 4·7 4·4 4·9 
1904 6·0 8'4 7·3 6·8 4·7 5·2 
1906 5·0 6·6 8·0 5·8 5·1 4·9 
1908 3·6 H 6·9 4·8 4'0 H 
1907 3·7 4·9 7·3 4·6 4·3 6·0 
1908 7·8 12·6 11-8 8·3 0'0 6·4 
1909 7·7 13·0 11-7 7·6 6·6 6·7 
1910 4·7 6·8 8·3 0·4 4'9 6-l 
1911 3·0 3·4 4·2 3·3 6-1 3·6 
1912 3·2 3·8 3·7 3·1 6·2 2·8 
1913 2·1 2·2 3·3 2·4 4·0 1·9 
1914 3·3 3·3 3·3 H 4'0 .. 



y..,. 
1899 
1900 
1901 
1902 
1903 
1904 
1905 
1906 

APPENDIX 

TABLE n 

From tho .. 17th Abstract of Labour Statisti ..... p. 189. 

HlllIona. 
2'51 
3-l5 
4-14 
3·47 
2·33 
1'48 
2'47 
3·02 

Yoar. 
1907 
1908 
1909 
1910 
19J1 
1912 
1913 

TABLE m 
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mwODS. 
. 2·16 
10·83 

2·77 
9·89 

10·31 
40·91 
lJ063 

AOGREGATE MONEY WAGES BILL Df 'mE UNrl'ED KnrGDOIL 

Column L down to the year 1901 is taken from Dr. Bowley's article. 
"Teste of National Progress n. in the Econnmic Joumal, Sept. 1904, 
p. 459. From 1901 onwards I have made estimates based. on Dr. Bowley's 
figures for rates of wages and on estimates of variations in the numbers 
of the wage.ea.rning population. 

CoIunm L ColUmD n. Moving S-Year 
Year. ~ ...... .,. ExceM over Preceding A veragefIi of Pre--. Year. cedlng Column. 

Hllllou £. Million .. 
1860 300 .. .. 
1861 300 0 .. 
1862 300 0 8 
1863 310 10 7 
1884 320 10 13 
1865 340 20 13 
1866 350 10 10 
1867 350 0 0 
1868 340 -10 0 
1869 350 10 6 
1870 365 15 17 
1871 390 25 30 
1872 440 50 40 
1873 485 46 27 
1874 470 -16 8 
1876 466 -6 -8 
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TABLB m ("""R.....aJ 

Column L . ColumnD. Moving 8-Y ear 
Year. Aggre",te Monel" Bxcesa over Precedlna: A vemgea ot Pre-..... Year . ced1ng Column. 

MUllon S. MllIloD £ 
1876 460 -5 -3 
1877 460 0 -8 
1878 440 -20 -10 
1879 430 -10 -7 
1880 440 10 5 
1881 455 15 13 
1882 470 15 10 
1883 470 0 -2 
1884 450 -20 -10 
1885 440 -10 -10 
1886 440 0 2 
1887 455 15 20 
1888 500 45 30 
1889 530 30 32 
1890 550 20 18 
1891 555 5 5 
1892 545 -10 -2 
1893 545 0 2 
1894 560 15 12 
1895 580 20 17 
1896 595 15 15 
1897 605 10 23 
1898 650 45 27 
1899 675 25 35 
1900 710 35 18 
1901 705 -5 8 
1902 700 -5 -3 
1903 700 0 -3 
1904 695 -5 2 
1905 705 10 8 
1906 725 20 27 
1907 775 50 20 
1908 765 -10 13 
1909 765 0 2 
1910 780 15 10 
1911 795 15 20 
1912 825 30 17 
1913 830 5 .. 
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TABLE IV 

ES'l'IHA.TBD R.6.!l'B OJ' RJIlAL WAGES OJ' PERSONS IN FoLI. WORE 
IN THE UNl'l'lU) KINGDOM: 1 

1850 
1851 
1852 
1853 
1854 
1855 
1856 
1857 
1858 
1859 
1860 
1861 
1862 
1863 
1864 
1865 
1866 
1867 
1868 
1869 
1870 
1871 
1872 
1873 
1874 
1875 
1876 
1877 
1878 
1879 
1880 
1881 

1850=100 

100 
102 
102 
105 
96 
95 
96 
96 

102 
104 
103 
100 
105 
109 
117 
117 
116 
109 
110 
115 
118 
121 
122 
128 
133 
135 
137 
133 
132 
137 
134 
136 

1882 
1883 
1884 
1885 
1886 
1887 
1888 
1889 
1890 
1891 
1892 
1893 
1894 
1895 
1896 
1897 
1898 
1899 
1900 
1901 
1902 
1903 
1904 
1905 
1906 
1907 
1908 

. 1909 
1910 
1911 
1912 
1913 

135 
139 
144 
148 
151 
155 
157 
159 
166 
164 
163 
167 
170 
174 
176 
176 
174 
180 
183 
181 
177 
172 
170 
172 
174 
iV6 
172 
170 
169 

1 From W. T. Layton, An InWotludlon 10 Ihe Sludy oJ Pri<:u, p. 184. 
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TABLE V 

PIG-moM CoKStJKP.rION IN THE UM"l'IlD KINODOM IN Ml::LL:IONS 01' TONS 

1860 
1861 
1862 
1863 
1864 
1866 
1866 
1867 
1868 
1869 
1860 
1861 
1862 
1863 
1864 
1866 
1866 
1867 
1868 
1869 
1870 
1871 
1872 
1873 
1874 
1876 
1876 
1877 
1878 
1879 
1880 
1881 

2-8 
2-9 
3-2 
3-3 
3-\ 
3-4 
3-5 
3-3 
3-6 
4-0 
4-4 
4-3 
4-0 
4-3 
4-6 
4-7 
6-3 
5-6 
6-6 
6-6 
6-3 
5-6 
5-7 
5-8 
5-5 
4-8 
6-2 
6-7 

1882 
1883 
1884 
1886 
1886 
1887 
1888 
1889 
1890 
1891 
1892 
1893 
1894 
1895 
1896 
1897 
1898 
1899 
1900 
1901 
1902 
190~ 
1904 
1906 
1906 
1907 
\908 
1909 
1910 
19l1 
1912 
1913 

--

6-9 
7-0 
6-6 
6-5 
6-0 
6-6 
7-0 
7-2 
6-8 
6-6 
6-0 
6-2 
6-6 
6-9 
7-7 
7-7 
7-7 
8-2 
7-7 
7·3 
7-8 
8-0 
8-0 
8-7 
8-6 
8-3 
7-8 
8-5 
9-0 
8-5 
7-7 
9-3 

From [Cd. 21451, pp_ 24·5, and tho "17th Abstraot of Labour Statistics," 
p_ 44_ 
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TABLE VI 

CoNStJl[pTJ;OJl' 0:1' OBB"l'AlN CoIDIODrrntS IN !l'BE UNrrBD KINGDoM 

Column I. is taken for 1856--80 from Beveridge's Unetnploymem, p. 42; 
subsequently from [Cd. 2140], P. 15. and from the. to 17th Abstract of 
Labour Statistica It, p. 15. 

Column n.. Table A., is taken from the" 13th Abstract of Labour 
Statistics It, p. 42; Table B from the 17th Abstrac~ P. 46-

Column ill. is taken from Mr. H. G. Wood's pa.per, entitled. I. Some 
Statistics relating to Working-class Progress since 1860 It. in the Joumal 
oJ 1M Royal SIaNIical Society for Dec. 1899, pp. 655-6. The commodities 
included. in his index are wheat, cocoa, coffee. cotton, currants and raisins, 
meat, rice, sugar. tea, tobacco, wool, wine, spirits and beer. 

L m. 
y .... D_ Uo Inde:&: or 

.., Bead. Heat per Bead. Genoml 
Conaumption. 

GallODI. L .... L .... 
_ ... 

1850 .. .. .. .. 
1851 .. .. .. .. 
1852 .. .. .. .. 
1853 .. .. .. .. 
1854 .. .. .. .. 
1855 .. .. .. .. 
1856 22·6 .. .. .. 
1857 22·6 .. .. .. 
1858 23·6 .. .. .. 
1859 24·8 .. .. .. 
1860 23·8 .. .. .. 
1861 24·3 .. .. .. 
1862 2401 .. .. .. 
1863 25·4 .. .. .. 
1864 26·7 .. .. 80·2 
1865 29·8 .. .. 78·2 
1866 29'4 .. .. 8107 
1867 28-1 .. .. 81·7 
1868 28·2 .. .. 87·8 
1869 29·1 .. .. 90·0 
1870 30·2 .. .. 9104 
1871 29·3 .. .. 93·0 
1872 32·2 .. .. 96·4 
1873 33·5 .. .. 102·4 
1874 34·0 .. .. 102·0 
1875 33·3 .. .. 104·0 
1876 33·7 .. .. 105·0 
1877 . 32·3 .. .. 103·3 
1878 32·2 .. .. 101·6 
1879 28·0 .. .. 98·8 
1880 27·0 .. .. 101·8 
1881 27·8 .. .. 103·8 
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I. m. 
Year. Beer ll. Index of 

per Head. Meat per Head. General 
Consumption. 

Gallons, LbII. LbII. Aggregate. 
1882 27·6 · . · . 106·3 
1883 27·2 · . · . 106·0 
1884 27·8 · . · . 104·6 
1886 27-1 · . · . .101·6 
1886 26·9 · . .. 1Ol-6 
1887 27·3 .. · . 104·0 
1888 27·2 · . .. 104·6 
1889 28·9 A. .. 108·7 
1890 30·0 106-1 .. 110·8 
1891 30·2 117·2 · . 114·9 
1892 29·8 114·3 · . 111-4 
1893 29·6 llH · . 108·3 
1894 29·6 109·6 · . 11l-6 
1896 29·6 113-l · . 114·9 
1896 30·8 12Jol · . 116·6 
1897 31-3 120·6 · . · . 
1898 31-8 119·0 · . .. 
1899 32·6 126·7 .. .. 
1900 31-6 126·0 B. .. 
1901 30·8 122·6 136·2 · . 
1902 30·3 114·7 13H · . 
1903 29·8 119·6 129·4 · . 
1904 28·9 121-4 131·9 · . 
1906 27·8 120·5 132·6 .. 
1906 28·2 117·9 132·6 .. 
1907 27·8 118·4 130·6 · . 
1908 26·9 .. 131·4 .. 
1909 26-1 · . 130·1 .. 
1910 26·3 .. 125·5 .. 
1911 27·2 · . 127·2 · . 
1912 26-7 · . 131·2 .. 
1913 27-3 · . 127·6 .. 



TABLE vn 
INDEX 01' VOLUMlC OJ' MANtrJoAOTtTB.ED htPORTS GIVEN :rOB A UND'OBM 

QUANTITY 01' FOOD lxPoBTS INTO THE UNlTED KINGDOJl1 

(1910=100) 

1881 
1882 
1883 
1884 
1885 
1886 
1887 
J888 
1889 
1890 
1891 
1892 
1893 
1894 
1895 
1896 
1897 

132 
130 
128 
120 
114 
117 
116 
114 
116 
107 
106 
112 
112 
107 
104 
106 
110 

1898 
1899 
1900 
1901 
1902 
1903 
1904 
1905 
1906 
1907 
1908 
1909 
1910 
1911 
1912 
1913 
1914 

III 
105 

93 
95 

100 
100 

96 
99 
92 
92 
98 

104 
100 
98 

102 
97 

10. 

1 Reproduced. from a table printed by.MJ.', J. M. Keynes in the Economic 
Joumal, Dec. 1923. pp. 477·80, which was based on earlier calcula.tions 
mad. by Dr. Bowley. 

TABLE vm 
AD.roS'l'BD INDEX 01' PBYSIOA.L PRoDUCTION OJ' (1) AORIOUL'1'UlUII (TWlIlLVlII 

CBOPS) IN 'rlIB U.S.A .• (2) PIG-lBOB IN THE U.S.A .• Wl'l'II SEOUI.AB 
TlmNDB BLIMINATED 1 

Ordinates of the BOOuier trend = 100 

Year. Agriculture. Pig-troD.. Year. A.grlculture. PIg·Iron. 
-

1879 106·2 86·0 1900 100·3 96·0 
1880 110·8 107·0 1901 88·5 102·2 
1881 86·8 105·1 1902 108·0 106·6 
1882 107-l 107·6 1903 97·5 100·6. 
1883 102·0 98·7 1904 105·6 86·5 
1884 106·7 81-7 1905 104·8 113·4 
1885 104·5 75·3 1906 109·1 118·0 
1886 96·8 99·3 1907 96·5 113·9 
1887 91-6 105·4 1908 100·2 66·9 
1888 101-5 100·7 1909 97·8 103·2 
1889 103·5 111-8 1910 100·1 104·3 
1890 89·0 • 128·6 1911 94·0 86·4 
1891 108·4 110·2 1912 108·3 104-1 
1892 90·6 116·3 1913 94·2 104·1 
1893 90·0 86·6 1914 102·6 75·5 
1894 87·9 77·6 1916 106·3 93·2 
1895 99·1 105·7 1916 92·3 118·6 
1896 103·4 92·7 1917 98·6 1I2-J 
1897 102·7 89·4 1918 96·1 109·6 
1898 109·0 98·2 1919 98·2 84·2 
1899 102·2 103·6 1920 100·3 .. 
1 From II An Index of the Physlca1 Volums of Produotlon." by Prof. 

E. E. Day. R ...... oj Econom;c 8_;", 1920, pp. 269 and 297. 
361 
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TABLE IX 

PBoDUC'l'ION 01' AOBIctJI.IrUllJC AND :Mun:No IN THE UNl'l'BD STAmS 

1880 
1881 
1882 
1883 
1884 
1885 
1886 
1887 
1888 
1889 
1890 
1891 
1892 
1893 
1894 
1895 
1896 
1897 
1898 
1899 
1900 
1901 
1902 
1903 
1904 
1905 
1906 
1907 
1908 
1909 
1910 

Year. 
Indez: of Yield per Acre of 

Nine Principal Crops in 
the U.S.A,1 

MoviDB 3-Year A vetagea. 

99-7 
96-0 
93-0 
99-3 
98-7 
97-3 
93-3 
94-0 
97-7 
97-7 

100-3 
99-3 
99-3 
93-3 
94-7 
98-0 

102-0 
105-0 
106-0 
105-7 
99-3 

102-3 
103-3 
111-7 
112-3 
116-3 
113-7 
lU-3 
107-7 
108-7 
106-3 

Adjllllted Index ot PbYlllcal 
Production tor Mlnlt1{lln the 
U.S.A. with Secular Trend 
ellndnated.· Ordinnte to 

Secular Trend -100. 
Moving 3·Year Av~ea. 

103-7 
104-8 
105-2 
103-1 

96-2 
92-6 
92-8 
97-1 
99-5 

103-6 
105-8 
109-0 
104-7 

98-7 
96-0 
96-4 

101-4 
100-7 
101-6 

99-5 
98-7 
97-5 
98-2 
97-2 
99-8 

101-1 
106-0 
100-0 

99-1 
96-9 
99-6 

, Compiled from an annual table printed by Prof_ H. L_ Moore in 
ECMIOmic Cyc/u, P. 130. ' 

I Compiled from. an annual table printed by Prof. Eo E. Day in ~M 
Rm... 01 Eoonomic StaNtic8, 1920, P. 298. 



APPENDIX 363 

TABLE X 
PmOltS IN TRB UNlTIID KINGDOM: 

Colunm I. Jevons' index number from 1860-60 and Sauerbeck's 
index number~ to base 1867-77, from 1860 onwards: the number for each 
yea.r being reduced in the proportion required to make that for 1900 = 100; 
reproduced from Layton, InlrocltAClion to the Sttuly oj Pric&a, p. 160. 

Column IT. The.figures of Column L are corrected for trend by 8ub~ 
traoting 1 from tha.t for 1896. 2 from that for 1894, and 80 on till 1872: 
prior to which da.te 24 is subtracted from the figure for each year; 
and by subtracting I from the figure for 1897, 2 from that for 1898, and 
so on to 1914. 

Colunm III. gives moving 3-year averages of the figures in the pre. 
ceding column, the moving average being written against the middle year 
throughout. 

Column IV. is obtained by dividing for each year the index num,ber 
for that year. &8 given in Column I. by the index number of the preceding 
year and multiplying by 100. 

Column V. gives moving 3·year averages of the figuree in Column IV. 

I 

I. 
Index of U. In. IV. V. 
General Index of Moving Index of MovlDg 

y .... hi"" Prloes with 3-Year Rates of S-Year 
In the Trend A ver&.gea of PrIce Average of 
United eliminated. Column IL Change. Column IV. 

K..lnsdom. . --
1845 .. .. . . · . · . 
1846 · . .. · . · . .. 
1847 · . .. · . .. .. 
1848 · . .. .. .. .. 
1849 .. . . .. . . · . 
1850 107 83 .. · . .. 
1851 110 86 .. 103 .. 
1852. 108 84 .. 102 .. 
1853 123 99 .. 114 .. 
1854 138 114 · . 112 .. 
1855 133 109 .. ~6 · . 
1856 137 113 .. 103 .. 
1857 142 118 · . 104 .. 
1868 127 103 · . 90 .. 
1869 128 104 .. 101 .. 
1860 132 108 · . 100 .. 
1861 131 107 .. 101 · . 
1862 135 III · . 103 .. 
1863 137 113 · . 101 · . 
1864 140 116 · . 102 .. 
1865 136 III · . 97 .. 
1866 136 112 · . 101 .. 
1867 133 109 · . 98 .. 
1868 132 108 · . 99 · . 
1869 131 107 · . 99 · . 
1870 128 104 .. 98 .. 
l87l 133 109 · . 104 .. 
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TABLB x {conIintWll 

I 
L 

lodes: of n. = IV. v. 
General Index of Hoving Index of Moving 

Y .... PrI ... PrIces with a-Y"" & ... 01 8·Year 
In the ,.,. .. Averages of PrI", Averagca of 
Ulllted ellmlnated. Column 11. Chang,. Column IV. 

KlDgdom. 

1872 145 121 .. 109 .. 
1873 141 124 .. 101 · . 
1874 136 114 .. 93 · . 
1875 128 107 . . 94 · . 
1876 127 107 .. 99 · . 
1877 125 106 . . 98 · . 
1878 116 98 .. 93 .. 
1879 III 94 97 96 .. 
1880 117 101 97 105 99 
1881 113 98 99 97 100 
1882 112 98 97 99 98 
1883 109 96 94 97 96 
1884 101 89 90 93 95 
1885 96 85 85 95 95 
1886 92 82 83 96 97 
1887 91 82 83 99 99 
1888 93 85 85 102 101 
1889 96 89 88 103 102 
1890 96 90 90 100 101 
1891 96 91 89 100 98 
1892 91 87 89 95 98 
1893 91 88 86 100 96 
1894 84 82 84 92 97 
1895 83 82 82 99 96 
1896 81 81 82 98 100 
1897 83 82 82 102 101 
1898 85 83 84 102 104 
1899 91 88 89 107 108 
1900 100 96 91 110 103 
1901 93 88 90 93 101 
1902 92 86 86 99 97 
1903 92 85 85 100 100 
1904 93 86 86 101 101 
1905 96 87 88 103 104 
1906 103 93 92 108 106 
1907 107 96 91 104 101 
1908 97 85 89 91 99 
1909 99 86 87 102 99 
1910 104 90 89 105 103 
lOll 107 92 93 103 105 
1912 113 97 95 105 103 
1918 113 96 96 100 102 
1914 113 95 .. 100 · . 
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TABLE XI 

llmEX O:r PRICES 01' Mnom.u.s DIVIDBJ) IN'l'O INDEX 01' PBIOBS 

0:1' Vl3lGE'l'ABLE FOODS IN ~ UNl'l'ED KnrGDOlll[ 

(Sauerbeck) 

1850 
1851 
1852 
1853 
1854 
1855 
1856 
1857 
1868 
1859 
1860 
1861 
1862 
1863 
1864 
1865 
1866 
1867 
1868 
1869 
1870 
187\ 
1872 
1873 
1874 
1875 
1876 
1877 
1878 
1879 
1880 
1881 
1882 

96 
97 

100 
95 

104 
\10 
99 
97 
91 
87 

102 
\12 
108 
93 
82 
92 

104 
132 
133 
102 
99 

101 
80 
75 
90 
92 

119 
107 
128 
119 
liB 
109 
106 

1883 
1884 
1885 
1886 
1887 
1888 
1889 
1890 
1891 
1892 
1893 
1894 
1895 
1896 
1897 
1898 
1899 
1900 
1901 
1902 
1903 
1904 
1905 
1906 
1907 
1908 
1909 
1910 
1911 
1912 
1913 
1914 

108 
104 
103 
97 
93 
86 
86 
81 
99 
92 
87 
86 
87 
84 
91 
96 
65 
51 
70 
77 
76 
78 
72 
61 
64 
79 
82 
73 
75 
71 
62 
76 



1860 
1861 
1862 
1863 
1864 
1865 
1866 
1867 
1868 
1869 
1870 
1871 
1872 
1873 
1874 
1875 
1876 
1877 
1878 
1879 
1880 
1881 
1882 
1883 
1884 
1885 
1886 
1887 
1888 
1889 
1890 
1891 
1892 
1893 
1894 
1895 
1896 
1897 
1898 
1899 
1900 
1901 
1902 
1903 
1904 
1905 
1906 
1907 
1908 
1909 

TABLE XII 
PmCES IN 'l'HB UNITED STATES AND GERMAXY 1 

Year. 

I. 
United States. 

Aldrlch Rellort; and Bureau 
of Labour. ReeaIcnlated 

to Base 19000-100. 

111 
Ill! 
127 
113l 
136 
111 
151 
142 
129 
126! 
130 
136! 
141 
136* 
132l 
126 
116 
116 
III 
107 
1181 
117. 
120* 
118 
110 
103 
102 
103 
100l 
104i 
103 
102 
961 
96 
87 
85 
82 
811 
85 
921 

100 
99 

103 
1031 
103 
105 
111 
118 
1111 
115 

n. 
Germany. 

(Herr Schmitz). 
Becal.culo. ted to lIase 

1900-100. 

112l 
111 
114 
116 
119 
III 
113l 
114l 
114 
114 
111 
117 
130 
135 
124 
116 
113 
113l 
104 
94l 

1051 
103 
100 
98 
931 
86l 
82 
84l 
90 
94l 

101 
98i 
89 
86 
771 
77 
771 
79i 
84l 
92 

100 
94 
93 
94 
94 
97 

106 
113 
l06i 
105 

1 From W. T. Layton, InIt'od __ to 1M Study oj Pri<:u, p. 151. 
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1877 
1878 
1879 
1880 
1881 
1882 
1883 
1884 
1886 
1886 
1887 
1888 
1889 
1890 
1891 
1892 
1893 
1894 
1895 
1896 
1897 
1898 
1899 
1900 
1901 
1902 
1903 
1904 
1905 
1906 
1907 
1908 
1909 
1910 
1911 
1912 
1913 
1914 

APPENDIX 

TABLE xm 
BAN:It ClmDl'l'8 IN THE UNlTBD KINGDOM 

(In MilliOUS) 

VI. 
L Increase 

Depoaits of II. IIL IV. V. in Each 
Bank of Deposita of Sum of Gol. Excess of Year of 

EmrlllJld and Prim. Colomna Holdings Column Aggregate 
Joint-::Iwcll: Banks In of the 1U. 00 ~ .. BAnke 01 the the UnJted Land Bank of Column .us 

United KIngdom. II. _ •. 
IV. In, ...... 

Xingdom. . in Gold 
HoldJDgB. 

159 20 179 25·4 164 .. 
332 41 373 23·9 349 195 
322 40 362 32·4 330 -19 
335 42 377 27·6 349 19 
369 45 404 24·8 379 30 
382 48 430 22·0 408 29 
399 50 449 22·2 427 19 
423 53 476 22·9 453 26 
439 64 493 24·2 459 16 
444 56 500 21·0 479 10 
454 57 511 21-8 489 10 
470 59 529 20·8 508 19 
503 63 566 21-4 545 38 
519 65 584 21·8 563 18 
564 69 623 24·4 599 36 
568 70·9 638 25·5 613 14 
566 66·4 631 26·4 607 -6 
579 63·9 643 34·3 609 2 
622 69·2 691 38·9 652 43 
704 47·3 751 44·3 707 56 
706 48·8 755 35·8 719 12 
739 39·9 779 33·6 745 26 
771 41-4 812 32·3 780 35 
771 42·1 813 33·3 780 0 
790 39·5 829 35·8 793 13 
797 34·5 831 35·6 795 2 
802 31·0 833 34·4 799 4 
798 28·3 826 34·4 792 -7 
827 26'6 854 35·7 818 26 
839 27·4 866 33·9 832 14 
874 27-4 898 34·9 866 34 
879 26·8 906 32·7 873 7 
900 25·7 926 37·4 889 16 
942 26·8 969 31'3 938 41) 
975 2H 1002 32·4 970 32 

1015 26·7 1042 31·3 1011 41 
1058 2H 1086 34·9 1060 39 
1157 32·8 1190 69·5 1120 70 

367 

VIL 
Moving 
3-Year 

Averago 
of p..,. 
ceding 

Column. 

.. 

.. .. 
10 
26 
26 
25 
20 
17 
15 
13 
22 
25 
33 
23 
15 
3 

13 
33 
37 
31 
24 
20 
16 
5 
6 
0 
8 

11 
25 
18 
19 
24 
32 
41 
37 
60 .. 

These tabl-ea are based In the mam on da.ta collected m Appendix D 
of Mr. Layton'Blnln>duoWm 10 /he Study oj PriuB. I have been obliged 
to estimate the deposita of private banks for the years before 1891. The 
eatimatee are baaed on the asrrumption that, before that date, the deposita 
of theae banks were increasing at the same rate as the deposits set out in 
Column L 
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TABLE XIV 
hmEX Nt1HBBBS 01' CBBDnB O'O"l'8TANDING IN TmII UNITED KINODOM. 

Column L is derived from Column V. of Table Xln. 
Column IL is obtained from Column I. by edding 3 to the figure for 

1899, 6 to that for 1898, and 80 on; and by subtracting 1 from the figure 
for 1901. 2 from that for 1902, and so on. 

Column IV. is obtained by dividing. for each yea.r. the index number 
for that yea.r as given in Column L by the index number for the preceding 
year, multiplyiDg by 100, and subtracting 3. 

l. 
IV. 

Index Number n. m. Rate of In· V. 

y"",. of Credits Index Number Movlng 3· Year creaae of Credit. MovingS-Year 
Outatanding. with Trend Average of Outst&ndiDg Average 01 

Base 1900",,100 ellmlnated. Columnn. (Tnnd Column n. 
removed). 

1877 20 89 .. .. .. 
1878 45 1I1 102 .. .. 
1879 42 105 107 90 .. 
1880 45 105 105 104 100 
1881 48 105 , 105 104 104 
1882 52 106 105 105 103 
1883 54 105 106 101 103 
1884 58 106 105 104 102 
1885 60 105 105 101 101 
1886 61 103 103 99 100 
1887 63 102 102 100 100 
1888 65 101 102 100 102 
1889 70 103 102 .. 105 102 
1890 72 102 103 100 103 
1891 77 104 103 104 101 
1892 78 102 102 98 100 
1893 78 99 99 97 97 
1894 78 96 98 97 99 
1895 83 98 99 103 102 
1896 91 103 101 106 102 
1897 92 101 102 98 101 
1898 95 101 102 100 100 
1899 100 103 101 102 100 
1900 100 100 101 97 99 
1901 \02 101 100 99 98 
1902 102 100 100 97 98 
1903 102 99 98 97 96 
1904 100 96 98 95 98 
1905 105 100 99 102 98 
1906 106 100 101 98 101 
1907 III 104 103 102 99 
1908 1I2 104 104 98 100 
1909 1I4 105 106 99 100 
1910 120 110 109 102 100 
1911 124 113 113 100 101 
1912 129 117 117 101 101 
1913 134 121 122 101 102 
1914 143 129 .. 104 .. 
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TABLE XV 

PROPORTION 01' REsERVE TO Lu.BILITIES OF THE BANX 01' EVGLAND 

1850 
1861 
1862 
1863 
1854 
1855 
1866 
1857 
1868 
1859 
1860 
1861 
1862 
1863 
1864 
1866 
1866 
1867 
1868 
1869 
1870 
1871 
1872 
1873 
1874 
1875 
1876 
1877 
1878 
1879 
1880 
1881 

II 

69 
62 
63 
46 
46 
47 
34 
30 
58 
49-
40 
41 
45 
39 
36 
38 
30 
49 
46 
43 
47 
48 
41 
41 
43 
43 
52 
43 
37 
49 
48 
43 

1882 
1883 
1884 
1886 
1886 
1887 
1888 
1889 
1890 
1891 
1892 
1893 
1894 
1895 
1896 
1897 
1898 
1899 
1900 
1901 
1902 
1903 
1904 
1906 
1906 
1907 
1908 
1909 
1910 
1911 
1912 
1913 

". 

2B 

39 
42 
42 
45 
41 
45 
41 
40 
41 
41 
43 
47 
63 
62 
68 
60 
46 
43 
43 
48 
46 
48 
49 
47 
43 

.. 45 
50 
49 
49 
61 
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1870 
1871 
1872 
1873 
1874 
1875 
1876 
1877 
1878 
1879 
1880 
1881 
1882 
1883 
1884 
1885 
1886 
1887 
1888 
1889 
1890 
1891 

TABLE XVI 

AlnroAL CLE.uuNas 0. THE LoNDON BANlCilBS' CLBA.BIlfG-HotJSE 

(In Millions ') 

3,914 
4.826 
5,916 
6,071 
5,937 
5,686 
4,963 
5,042 
4,992 
4,886 
5,794 
6,357 
6,221 
5,929 
5,799 
5,511 
5,902 
6,077 
6,942 
7,619 
7,801 
6,848 

1892 
1893 
1894 
1895 
1896 
1897 
1898 
1899 
1900 
1901 
1902 
1903 
1904 
1905 
1906 
1907 
1908 
1909 
1910 
1911 
1912 
1913 

1 From the" Statistical Abstract of the U.K." 

6,482 
6,478 
6,337 
7,593 
7,575 
7,491 
8,097 
9,150 
8,960 
9,561 

10,029 
10,120 
10,564 
12,288 
12,711 
12,730 
12,120 
13,525 
14,659 
14,614 
15,962 
16.436 



1845 
1846 
1847 
1848 
1849 
1850 
1851 
1852 
1853 
IBM 
1855 
1856 
1857 
1858 
1859 
1860 
1861 
1862 
1863 
1864 
1865 
1866 
1867 
1868 
1869 
1870 
1871 
1872 
1873 
187. 
1875 
1876 
1877 
1878 

APPENDIX 

TABLE xvn 

A VBBA.GB AmroAL RATES 01' Dmoomr.r 0:1' GoOD 3-MoNTIIS 
BANlCmS' BILLS IN LONDON I. 

3-00 
3-75 
5-87 
3-25 
2-25 
2-25 
3-00 
1-87 
3-50 
.-87 .-65 
5-50 
6-65 
2-75 
2-60 
4-00 
5-00 
2-26 
4-26 
7-00 
5-32 
6-41 
2-66 
2-46 
3-37 
3-28 
2-89 
4·08 
4-70 
3-66 
3-14 
2-26 
2-62 
3-59 

1879 
1880 
1881 
1882 
1883 
1884 
1885 
1886 
1887 
1888 
1889 
1890 
1891 
1892 
1893 
1894 
1895 
1896 
1897 
1898 
1899 
1900 
1901 
1902 
1903 
1904 
1905 
1906 
1907 
1908 
1909 
1910 
1911 
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2-14 
2-53 
3-05 
3-65 
3-22 
2-57 
2-40 
2-33 
2-65 
2-53 
2-85 
3-88 
2-77 
\-76 
2-32 
J.\8 
0-96 
1-56 
1-92 
2-62 
3-35 
3-70 
3-17 
2-97 
3-38 
2-68 
2-62 
3-97 
4-49 
2-29 
2-28 
3-16 
2-90 

I. FJoom .. The Rate of Diacount and the Price of Consols.n by T. T. 
Williams, Joun!41 oj ..... Royal S_icaI S..w.y. 1912. pp. 382.4. 



INDEX 
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for, 343 .. ; insurance against. 
346 ",a, 349 

Advertising, -co of demand 
by. 298 

AlIorest&tiou, Royal CoouniBaionem 
on, employment policy of, 305 

Afta\ion, AI.: on period of gestation 
for oonsumptiou goods. 83-4; 
on prices during depression. 20; 
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dunng orisee, 11. 18.19: on 
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70 

Agrioultnral machinery, effects of 
development of, 200 

AgrioulturaJ. produce: elastioity of 
demand for, 63 ,..1, 64-6; index 
of, adjusted, U .8.A.. 53: mining 
and, U.S.A.. index numbers, 
App. 362; output and prices of, 
U.S.A., 65; peroontage of na­
tional value product of U.S.A., 
54 i pig-iron production and. 
U.S.A.. 37-8, 39-40. App. 361 

varia.bility of: and industrial fiucto. 
ationa. 36-41, 42, 54; modem 
developments corrective of, 200-
201. 202-3. 228. 8 .. Crops 

Agriculture: industrial activity in 
rela.tion to, 28, 200 ; labour 
attncted. from industries ~ 
184; short time in,. 323; wage 
rates plastio in. 182, 184: 

Alden, P., on the e1Iects of unemploy­
ment. 220·21 

Andrew, Proleasor. Piatt, on crops 
and busin ... in U.s.A., 38 

Antwerp. ....... pIoyed Bubvention in, 
334 

Argentino rail .... ys. investment in, 
17 

Auatria., accident inBura.nce in, M6 .. -
Averaion to work not fundamental. 

216, 217 

373 

Bagehot, Walter: on Bank of 
Eng ..... d·. policy during panics. 
90; thesis of "rebound". 57.58-9, 
60-61 

Balfour. Gerald, on Unemployed 
Worimlsn'B Bill, 319 

Balfour. Lord" advocates Govemment 
gr&nta. 314 

Bank Charter Act. suspension of, 275 
Bank ol~ aasoc:i&tion of employ· 

ment and, 117 
Bank emdita : 

creation of, 123..5,209·11 ; amount 
of, U.K.. 1877-1914. 127-8, 149. 
App. 367. 368: bank deposita 88 
index to, 126-7, 128; bra.kes and 
stimuIants to, 231. 241..0,246-50; 
Cannan on, 124-5; CaseeJ. on, 123-
1~239; in crises,88-90; currency 
reserve and, 209, 263-4" 266~ 268, 
273, 274; discount control policy 
for, 210. 241-6, 246, 248-60, 261-
262; employment and, 129. 237, 
292-4: O%JIOOtBtions of busin ... 
men and, 105-6. 107-8. 120-21, 
122. 131. 147. 155·6, 191. 192. 
238; Boating capitaJ, wpply of, 
by. 87-8, 120-21, 122, 123-5, 127, 
128-.34. 13546. 157, 209. 240, 241. 
293. 294; industrial Buctuations 
and, 91. 98·9. 128-9. 135. 145·6. 
194. 197. 237.245; interest rate 
and,29. 105. 106.114.131-3.253. 
293; labour, demand for. and, 
114-16. 292-4; levies 8880Qiated 
with, 135-6. 137-9, 143-4, 145-6, 
230,253; prioee and, Ill. 121-2, 
124, 136.137·9. 140-44, 145. 146, 
147.149-50.151·2.)54-6, 157.187. 
191. 192. 194. 197, 209. 230, 231, 
238. 239, 251-62. 293; prooeas 
of, 125-7; produotivity and, 135, 
14.5-6. 294-5; rationing policy for, 
241-3. 244-5. 246-7, 248. 250. 259 : 
rentiera. aotioo. by. and, 130-31, 
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Bank aredits (emaId.)-
132-3. 192, 230. 240, 293, 294; 
rhythm of, 209·11; stabilioation 
of. 238. 239, 24045, 266-6; 
.tatistics of, 127-8. 149-60. App. 
367, 368; tabular standard of 
value and, 231, 232-3; wages 
and, 194·5 

ourrency infla.tion and, 93 
foreign. 8uctuatiOlll in, and gold 

values, 98·9 
Bank dapooits and bank credits, 126·7 
Bank locna. S .. Bank credits 
Bank of England: banke .. ' belanoee 

held by. 126. 209. 249. 259; COD­
aervative policy of. 254, 276; de­
posita of, recorded, 127.-8; fiduci­
ary note iame and, 276; financing 
of a.rtilicially etimulated produc· 
tion by, 295; gold holdings of, 
recorded, 127, 128; Govern­
ment's relations with, 94 n. t, 

249 n.; and indUBtriaJ. panica, 90 ; 
joint·atook banka and, 94 1I.t, 
121 ft.., 249; price movem.ente 
and reserve proportion of. 255, 
256.7. 258, 261-2; proportion of 
reserve to liabilitiea of, 264-5, 256, 
275. App. 369; reserve discount 
policy and. 249 n., 254-5, 261; 
stabilisation policy adopted by, 
25411..-

Bank of Fro.noe and the Baring orisio, 
264 ... 

Bank reserve, proportion of, to 
liabilitiea, 121, 209, 2M-7, 258, 
260, 275, App. 369; gold vaiUeI!II, 
oha.nging, and., 95-6, 97, 121,209 ; 
index number for. Bank of 
England. App. 369; price move­
ments and, 255, 256.7, 258, 260, 
261·2 

Bankers' b&lanoel. 126, 209. 249. 269 
Bankers' Bills, average annual rate of 

dillcount of, App. 371 
Banking Byetem: aredit oreation. 

Bu Ba.nk ctedits; economies in, 
and demand for money units. 92 ; 
industrial fiuotuationa conneoted 
with, 89, 95·6. 98·9. 117, 119-22, 
128·9, 135, 146.6, 189·90, 191, 
194.197.8, 205,237,245; ~e 
and liabilitiea, proportion of, 
He Bank reeerv8. 

Bankruptcies, errora of optimiun and. 
87 

Bankruptcy "'wo, Btringent proviaiOllll 
neoeuary. 88 

Ba.nke: oountry. note isauea of. and 
indUitrial fiuotuationa, 196·'; 

and financial crises. 88.90 j runs 
on, 274; U.S.A., induetri .. 
financed by, 87·8 

Baranowaky. Tugan: on consump­
tion. increased, in relation to 
increased ,Production. 100; on 
crops a.nd mduatrial activity. 40 ; 
aD industrial fluctuations and 
supply of mobile resources, 22-3, 
27; on reperousaion of industrial 
cha.nges among lub-industriea, 60 

BMgaining. collective. 288 
Baring orisio, 17; French help in, 

264n. 
Beer conaumption statistics, 219 
Belgium: eJ:cess bank-Dote issue in, 

275; foreat work in, 310 n. 
Bellerby. Mr., aD employment and 

prices. ' 193 n.1 

Berne, Labour E.change in, 334 
Berridge. Mr., on produotion and 

em'p1oyment in U.S.A., 13 
Beveridge. Sir William, on employ­

ment in crises, 20 
Bill brokers, bank loans to, 90, 

259 n.-
Bond -e, aafeguarded .. tc altsr&­

tiOll8 in purohaaing power, 236 n. 
Roome. 17.18; bank reserve policT 

and, 2fi4-.0; capital. acoumul&ted, 
discharged in, 22-3, 20; collapse 
of, its eflecta. 24-6; consola in, 
262 n.; constructioll and COIl­
sumption goods ill, 17-18, 102, 
lOS. 207; credit creation and, 
128, 129,246-7, 248, 269; crops 
and, 28, 40·41; currency inJIa· 
tiOl!- prolongs. 238; dev~opment 
penod of, 83; electrical, 17; 
errors of forecast in, 71, 72-3; 
forward buying during, 71, 81; 
harvests and. 28, 40-41; instru­
mental and consumption goode 
in, 17·18, 102, 108, 207; intereet 
rates in, 29, 111; Ia.bour, de­
mand for, in, 282; l&bour, im­
perfect mobility of, and unem­
ployment in. 185; monopoly 
and, 171-2; over-ordering in, 73 ; 
overtime in, 13. 316, 317; periodi­
city of, 208; pricee in. 28, 121, 
122. 147. 105, 160 n., 171-2, 241 i 
production in, 17·18, 26, 28, 102, 
los. 207; in railway-. 17, 18. 43. 
44 ; reserve policy in. 254-5; 
speculation during. 153 j ltooka 
accumul&ted in. 26. 28, 29. 104-
112, 217; unemployment in, 
186; wages and. 217, 219, 224, 
282, ll83, 286 
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llooth, Chari ... on unequal distribu. 
tion of unemployment benefit. 
337 

BonowerEI and lenders: bank credit 
control and, 242, 243. 246, 247, 
248; price movements and, 163· 
164, 230 

Boston. OOD.OOptiODS and prices in. 
34 ... 

Bounties; on oonstruotion industries, 
314-16; on insurance, 339·43 

Bounty and tall stimulus, business 
men and, 164-5, 166, 230, 238 

Bowley. Dr.; wage index numbers of, 
194, App. 355·6; wages. trans· 
ference of. and unemployment, 
307·8 

Braoe, Mr., on prices of produce and 
visible supply, 39 

Britiah Cenaua of Production on the 
length of life of machinery, 308 

British Empire. wheat crop of, 201 
British Trade Facilities Act, 313·14 
Brokers: bi.Il. bank loans to, 90, 

269 n.' ; .. short settlement n 

system of, 81..,1 
Building trades, djem;8881 method in, 

325 
Burton. T. E.; on business failures. 

87; on financing of industry in 
U.S.A., 87·8 

Business failures oonsequent aD errol'lJ 
of optimiam, 87; banks and, 88· 
90; range of, 87·9 

Buaineaa men : 
capital, fioo.ting. supplied to, by 

credit creation, 87·8. 114, 120-21, 
122, 123-6. 127. 128-34, 135-46. 
157,209,242.293.294 

capital. foreign. ava.ilable to, 108, 
112·13 

capitaI. tmnsferencee of. to: from 
entrepreneurs a.nd rentiers. 107 n., 
lO~ Ill, 130-31. 132. 133, 192, 
230. 238. 240, 293, 294; from 
publio, 132·3, 135, 161·2, 164, 
192; from wage·eamera, 160. 
164, 192 

currency inBation a bounty to. 238 
elTOn of forecast of. See Errors of 

fo ...... t, of optimism, of peosim. 
ism 

expectations of, varie.tiona in, 30-31, 
36, 36-41, 51; capita.1, supply of. 
and. 105-6. 107.8. 120.21, 122. 
131, 147, 155.6, 191, 192, 238; 
indu8trial fluctuations and, 7. 
22, 24 .... , 28, 29. 77, 79-80. 105, 
116, 187, 197, 198·9, 238·9, 240; 
labour, demand for, and. 105.6, 

BIIlIin ... men (C07IId.J--
107-8; lab,our. supply of, and, 
174 n.; pneea and. 154. 156·6, 
163-6, 198. 199, 230. 238, 241; 
stacb, speoulative. and., 260; 
wages and, 107. 108, 174 n. 

intelligence of, increased during 
depressious, 12 

interdependence of, fina.ncial and 
paychologioaJ, 77, 79-81, 82, 84-5 

output restriction by. J.68, 169, 
170,-71 

prioe stabilis&tion and, 190·92, 193 
psychology of. ohanges in ("ea 

Errors of optimiem, of pessim-
ism): harvest va.riations and, 
35, 36, 37, 187. 197. 199; in­
dustria.! fiuctu&tions caused by. 
7. 12. 22, 24 fl., 28, 29. 30·31, 34, 
66.82, 86, 116, 187, 197, 198·9, 
229.238-9, 240; price movements 
and, 163, 165·6 

and "spoiling the market," 168, 171, 
187 

U.S.A., mental oa.libre of, 67·8 

Canada, depressions in. caused by 
good world ha.rveata, 41 ft.. 

Ca.nna.n. Professor ~ on fa.llacioUB con. 
oeption of creation of oredit, 
124·5 

Capital , 
aooumnlation of., discha.rged in 

booms, 22-3 
interest rate on, and discount rate, 

261, 252, 263 
labour and, lpeoiaJieed into clliferent 

occupations, 63 
panics and, 87 
supply of: by credit crea.tiOD, 87-8, 

120-21, 122, 123·5, 127, 128·34, 
135-46. 157, 209. 240, 241, 293. 
294; elasticity of. 100-13; errors 
of forecast of. and advance con­
tracts. 72-3; from foreign coun­
tries, lOS, 112-13. 292; reper­
oussions of, OQ· employment and 
wagea. 114-16 

transferencee of, to business men, 
107 n., 108, Ill, 130·31, 132·3, 
135, 160, 161-2, 164, 192, 230, 
238, 240, 293, 294 

Capital goods, I, 2, 1M, 107, Ill. S .. 
Instrumental goods 

Capitalists. their capacity to provide 
8&vings over..estimated, 72-3· 

Caasel, Professor: credit orea.tion 
distinguished from real oavinga 
by, 123·4; on oredit stabilisa. 
tion. 239; on error of foreca.at of 
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supply of capital, 72-3;: on error 
of optimism Il8 to price move­
ments, 164 j on gold funds locked 
away in Europe, 96 j on gold 
ma.rket. conditions necessary to 
its stability, 97;: on mobility of 
labour between capital-producing 
industries and agriculture, 184 ; 
on rates for long and short loans, 
26211. 

Causea and the ch&nnela along whioh 
they act, dist.iDotion between, 196 

Central Bank : 
and credit creation, 209-10, 238; 
di8count method of oontrol by, 
210, 248-9. 201-3, 264, .255, 258, 
265,271 

currency reserve of, 238, 263, 2M. 
267. 271-4, 275; drains on. 263, 
274; Fisher &t&ndard. 267 ;: 
price movements and, 263-4, 267, 
270 

reserve discount policy of. 248·50, 
251-3. 254-6, 257, 261.265-6.270. 
271;: price movements and, 255, 
256,257-8 

stabilising discount policy of, 255-7, 
258-60, 261-2, 265-6 j and the 
Bank'a private interests. 261-2; 
Fisher standard and, 270n 71 ; 
paper currenoy issue and, 271-3 j 

price movements and, 255. 257. 
261, 265, 270 

Chapma.n. Sir Sydney: on depressions 
in textile industries, methods of 
meeting. 324-5 j on forw8J'd 
buying, 81 j on publio authorities 
and control of demand for 
labour, 305 

Chilc:lren. unemployment insurance 
allowance for, 345-6 

Ciga.r Makers' Union, out-of-work 
bene6.t in, 337 ",,1 

Circulation, monetary; oircula.tion 
period. 136, 137, 156; levies 
aaaooiated with credit creation 
and, 137-9. 140-42, 143-6, prices 
and, 136. 137. 13941, 142, 143, 
144. 150, 151-2, 155, U.s.A., 148 

income-velooityof, 152, 153; credit 
crea.tion and, and price level, 
154-5, 156. 240 

trade-velocity of, 152-3 
Clark, J. M.: on purohaeing for atook, 

311 ; on short-period 8upply 
prioe of labour, 177-8; on stoakB 
Of materials and costa of new 
produotiOD, 168-9 

Clearings, annual. London Bankers' 
CloeriDg-Ho ..... App. 370 

Climatic changes and industrial Ouetu­
atione, 67 

COM consumption, fluctuations in, 
18 

Coal industry, repercussiona of clumgea 
in, 63 

Coal mining: output in good and bad 
times, 12; piece wages and pro­
duction in. 12, 176; short time 
in, 323, 326 

Coa.lstrike, 1921, 13 
Coal Syndicate, polioy of fixed pri .... 

172 
Cohen, J. L., on :f&mily income insur­

ance. 345 n. 
Cold storage and reduction of harvest 

variationa, 202 
Collateral security and .... dit, 81 
Collective bargaining, 288 
Cologne Labour Exchange, 334 
Combination to keep up wages, 179-

80,283,285 
Communica.tions. improved, and re­

duced variability of agricultural 
production, 201 

Com~~y laW&, English and German, 

Company promotion and indUBtrial 
:fluctuations, 68-9 

Compensa.tion: for aocidents. 343 1&. ; 
for loss of employment, 327 1&., 
339 

Competition: out-throat, and indus­
trial fiuctuations. 74; simple, 
output and, 167-8, 171 ft.' 

Complementary industriea, effeots of 
wage-cuts in, 181 

Compulsory insurance, 339, 340, 342-3, 
349; coat of, 360 

Compulsory winding-up, Germao.law, 
88 

Conant, L., on range of arran of fore­
.... t, 76 

Conceptions and prices, oorrelation of. 
34,,-

Confidence. busine88 : credit and 
prices and, 197. 244; industrial 
activity and, 78, 79. 86. 203 

Consol&, yield on, and disoount rate. 
252 

Construotion goods; demanda for, 
in booms, 207; depreesions and 
conaumption goods and, 18. 19, 
102, 183, length of life of, 207-8, 
200 : period of geata.tion of. 
83-4,85 

Conatruotionai industries, I, 2 ; 
bounties for, 314; errora of 
forecast in, 71-3; iDduatrial 
fluotuations OonapiCUOUl in. 16-
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18, 19, 100, 102; investment in. 
during booms. 17-18. State 
information regarding contracts 
and. 69. 71; timing of move­
ments in, 19-20. 100. 103 

Consum&ble goods. See Consumption 
goods 

Consumem: strike of, 24 .. ; trans­
ferenoo of demand for labour by 
private, 291, 296-6, 297-302, 303 

Consumption, I, 2 : 
outs in: by entrepreneUl'B and 

rentiera, 107 ft., 108, 110-11; 
distribution of, a.mong wage­
earnero, 219-20, 325, 329 

index numbers of. U.K .. .219. App. 
359-60 

i.D.dustrial fiuctuations and. 218·20, 
329 

of rioh a.nd poor. 218 
stocks available and, 112 
unemployment and. 219, 329-30, 

336-9 
variability of work:in.g man's. 329-

331; reduction of: by insurance. 
331, 334-5, 338, 339; by saving, 
330-3, 360 

Consumption goods. 1-2, 291; and 
construotion goods in booms 
and depreaaions, IS. 100-104; 
period of gestation for, 83; 
stabilisation of produotion of, 
possible. 300; atocks not acoumu­
lated during depreasiOll8, 24, 25-6, 
27, 28, UK; supply of. 1-2. 105, 
107, 111. 112, 291 

Consumption industries: dema.nd for 
labour in, 183; .6.uctuations in, 
reflex of movements in instru­
mental industries, 100-104, 183; 
investment in, fluotnations of. 
16-18, 23; output of, 18-19; 
timing of movements in, 19-20, 
100 

Contmota: advance, uncertainty of, 
71-3 

pa8t, modification of terms of, 157· 
162. 230; for 10&118, 157-60, 162, 
164, 231, 232; for wages, 157, 
160. 161. 231. 233 

Slate information regarding, doair­
able, 69, 71 

tebul"" ,tendan! for 1000, 231-6 
Convenienoe a. fa.otor in stabilising 

prieM. 170-71. 282 . 
Coat of living, money wagee and. 2834 
Cost of produotion; labour coats a 

am&ll proportion of, 180; prioes 
overtaken by, 207; stocks of 
materials and, 168-9 

Costs, prime, and short-period supply 
pricee, 177-8, 202 

Costa of movement of labour, 326 
Cotton, American, elaatioityof demand 

for, 04-5 
Cotton exchanges. stabilising effect of 

foreoa.sts of. 202-3 
Cottonfa.mine. unemployment and, liB 
Cotton industry : 

in depressions: dismissal method 
and short time, mixture of. 324-
325; levy of out-of-workpa.yfrom 
employers, 326-7; reetriction of 
outEut, 168; rotation method 
tried, 324, 326, 327 ... ; short 
tune. 168. 323, 324, 327 

instrumental and consumption goods 
in, 101 

sea.sonaJity reduced by muimum 
hours in. 316 

Credit, in industrial finance, 80-81, 
84-6, 87-8; profite and, 81 

Credit creation, 123-6. 209·11 ; 
amount of, U.K.,1877-1914, 127-
128, 149, App_ 367, 368; bank 
deposits 88 indas: to. 126·7, 128; 
brakes and stimulants to, 231, 
241·6,246-60; Cannan on,I24-5; 
Cassel on, 123-4. 239; in arisea. 
88-90 i ourrency reserve and. 
209, 263·4, 266. 268. 273. 274; 
diecount oontrol polioy for, 210, 
241-6. 246. 248-50. 261-62, 293; 
employment and, 129,237,292-4 j 
expectatiollB of business men and, 
105-6,107-8,120-21,122,131,147, 
166-6, 191, 192, 238, 239; fioa~ 
ing capital, oupply of, by, 87-8, 
120-21, 122, 123-5, 127, 128-34, 
135-46, 157. 209, 240. 241. 293, 
294; industria.! fiuctuatiollS and. 
91, 98-9. 128-9, 135. 145-6, 194; 
197.237. 246; interest rate and. 
29, 106. 106. 114. 131-3. 253. 293 ; 
la.bour. demand for. and, 114.-16, 
2924 ; levies assooiated with, 
136-6, 137-9, 143-4, 145-6, 230, 
253; prices and, Ill, 121·22. 
124, 136. 137-9, 140-44, 145, 146, 
147, 149-50, 161'2, 154-6, 167, 
187,·191, 192, 194, 197.209,230, 
231, 238, 239, 251-62, 293; pro­
cess of, 125-7; productivity and, 
135-. 145-6, 294-5; ra.tioning 
policy for. 241-3 •. 244-6, .246_7, 
248.250.259; rentier&, action by, 
and,. 130-31. 132-3, 192, 230, 240, 
293, 294; rhythm of, 209-11; 
stabilisation of. 288, 239. 240-52. 
265-6; statiatics 01,127-8.149-50, 



378 INDUSTRIAL FLUCTUATIONS 

App. 367. 368; tabulor .tandard 
of value and, 231, 232·3; wages 
and, 194-5 

Criaea : ba.nk0l'0' loano and, 88·9; 
exceaa note issue in, 274, 275; 
output of production and COD­
anmption industries in, 18-19; 
periodicity of. 16 ... 

Crops: our:rency re8e"e and move­
ments of, U.S.A., 274; different, 
correlation between yields of, 55 ; 
expectations and, 29, 35; fore­
caata of, 39-40; industrial fluotua­
tions caused by variations of, 
7, 28. 29. 32-3, 36-41, 50, 54, 56, 
94. 186. 187. 188. 189. 197. 199· 
203. 206, 228, 229; mining and, 
U.S.A •• App. 362; pig·iron pro· 
duction and, U.S.A., 37-8, 39-40. 
App. 361; prices and visible 
.upply of. 39; rainfall and, 211. 
228; rhythm of variations in. 
211-12; stabilisation of, facton 
ma.king for. 2(1).203, 228; .un· 
"po'" and, 211 

Currency: 
defi&tion, depression prolonged by, 

238 
infLa.tion. 93. 212, 238; booms pro­

longed by, 238; governments 
tempted to U8e, 271, 272; safe­
guordo against, 271·2, 275. 276. 
277 

paper: i'" dangon, 271-272. 2734; 
8%cesa wue of, 2'11, 272, 274-6; 
foreign ex~ and, 279, 280 i 
goldecono' by, 96; industrial 
fluotuations due to monetary imP 
puloco and, 93. 94 n.; post-war. 
278; 8tabilising discount policy, 
279,280 . 

reserve, 238. 263. 264. 267, 271-4, 
276 ; credit creation and, 209, 
263-4, 266, 268. 273. 274; draino 
on, 263, 274; price movemente 
and, 2634. 267. 270 

oupply of. 115-16, 263-76; authoria­
ation of exoeasiasue. 276-6; Fisher 
at&udord and, 267-71; gold 
standa.rd and, 265-6, 272; induI­
trial 8uotuatiOne and, 92, 93, 189, 
190. 263, 264; inflation and, 93. 
212. 238. 271-2; legal limita­
tiono of iIIu .. 271-2, 273, 275-6; 
maximum wue, 273, 274; mul­
tiplemeta.lstandard, 266-7; paniOl 
and, 274; paper currency. 266, 
271-6; pricco and, 136, 137. 139. 
140, 141, 148, 160, 266-0. 267, 
268, 270. 271, 273 

Currency (conId.)-
token gold. and changuo in gold 

values, 269 
unite other than gold, 232, 234, 26~ 

267 , 
CurroncyandForeignExchanges, Com­

mittee on, recommendAtions oJ 
276 

Customs dutiee and industrial 8uotua­
tions, 00 

Cut-throat competition and induatria! 
fiuctua.tioDl, 74 

Dawes ICheme, eaf~ ag&insl 
alterations in gola va.lUeB, 235 

Day, Professor E. E.: index numbel1l 
of production in U.S.A •• 53, A,pp_ 
361.362 

Dealers' stocks, price changes and. 
159-60 

Debtor-creditor relation in industry, 
60-81. 84-6; i'" dans- 87-8 

Demand: 
anticipation of, in manufacture, 65· 

66.72 
costa, pricea. and. 207 
creation of new, in bad times, 289, 

290-6. 300-302. 318-19 
elaHticity of, 36. 37, 41. 47.8, 62-3. 

180-82; for agricultural produce. 
53 11.1, 64-6; bountiea a.nd, 316; 
for capital, intel'e8t rate and, 168 ; 
transferences to bad. times a.nel, 
298 ft.a, 301; wage cute and, 181 

errors of forecast of, 66, 70, 74·6, 
77-8 

foreign. changes in, and industrial 
fiuctua.tiona, 26-7, 35,49·60, 186 

inflation of, over· ordering and, 73 
for instrumental and consumption 

goodo, 102. 103, 300 
output and, 167·8, 298 
prices and, 169-70. 20'7, 298, 300 
repcroUllicno of industrial changuo 

aD. 69, 60. 61.2, 60 
tranaferences of. from good timea to 

bad, 289·90, 291, 295-6, 318-19; 
by private pOl'OODO. 297·302; by 
publio authorities, 291-2, 296. 
297, 303·12; relief works and, 
319-20 

variability of. between di1!Ol'OUt 
occupations, 42 ft. 

Demand for labour : 
creation of new. 289. 200_98 
demand changuo and, 176 .... 160 
oIasticity of. 174, 176 "'; _ 

rigidity and, 176-82 
8aotu&tions of, oonsilient in different 

induotri ... 1834 
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Dema.nd lor labour (c>mId.)­
mobility of labour and, IS3·6, S09· 

310 
ohort-period, wages and, 180 
supply of 1&0001', elasticity of, and, 

175·6, 177, 178. 179 
tr&nsferences of. from good times to 

bad, 223-4, 290-94, 297.302, 303· 
310 

transferences of resources to business 
men and" 161 

wages and, 176.82. 222-3. 224. 296·7 
Denu:iark, unemployment fund in, 

339. 341·2 
Depresaione: bank reserve policy and, 

255. bounties and, 238, 316 j 

canoellatiOD of orders in. 69, 73 ; 
credit creation in, 128-9, 268; 
OUl'r8D.oy defia.tion prolongs, 238 ; 
demand, creation of, and, 289, 
290-95. SOO·S02. 318.19; de· 
mand, transference of. and, 289-
290. 291. 295·6, 297·302. 303·12. 
3IS·20 ; cIist!UsaaI method sod, 
321. 322-3. 325·6, 327, 32S; 
errors of forecast in, 71. 84-5; 
foreign trade in, 26-7; ha.rveats 
Dot invariably connected. with. 
40-41; induatri&l dis'lutea and. 
32; instrumental a.n consump­
tioo goode in, IS, 19. 102, 183; 
intelligenoe of buainesa men 
greater in, 12; interest ra.tea low 
in, 29; labour, imperfect mo­
bility of, in, 185; Mond bounty 
pla.n and. 316; monopoly and, 
171-2; output restriction in.16S, 
169.70. 171,281 fl.'; over-order­
ing and, 73; prices in, 24 -., 28, 
122. 165, 169, 170, 172,238,268; 
production in. 11, 12 .. a, 16, 168, 
169·70, 171. 281 n..I ; purcha.aing 
power aooumuIa.ted during. 24-5. 
27; savings unused in, 22.3. 25. 
26; mort. time and. 227, 321·8; 
to spoiling the market" in. 168; 
stooka depleted in, 24.6. 27, 28, 
85. I~. U2, 217; teohnioai im· 
provements in, 86-6; unemploy­
ment in. 12, 16, 19. 20, 180, 193, 
222·3. 3#; wages and, 179·80. 
217,219,222·3,224,282,283,286 

Desire, v&ri&tiona in. not necessarily 
evil, 216-16; not fundamental, 
217 

Detonation of detected error of 
optimiBm., 86-7 

Developmeot and Road Fond Aot, 
unemployment polioy of, 308 

Diagramo, mialeadiug, illuat.rated, 36 ... 

Diminishing utility, law of, 218 n.l, 
220 

Discount. rate of : 
average &IlDual, App. 371 
oontrol of credit creation by. 210. 

241.6, 246, 248.50, 251-62, 293; 
Central Bank and, 210, 248-9, 
251·3, 254, 255. 258, 265. 271 

inte .... t, rate of. and, 251. 252, 253 
prioe stabilisation by, 252·3, 254, 

257 
""ohaoge stabilisatioo and, 277· 

290 
reserve discount polioy a.nel, 254, 

256·6, 257-8, 259-60, 261, 263, 
264.270 

stabilising disoount policy sod. 
255·6, 257, 258·62 293; our· 
rency supply and, 263-76 

Dismissal method of meeting in­
dustrial. depression, 321, 322-3, 
325·6, 327, 328 

Distribution: of outs in consumption 
among wage-earners, 219-20, 325, 
329; of national dividend, 3; 
of unemployment benefit, 335·S 

Dook Ja.bourera, rot.ation method 
among, 324 

Drain of money: by oredit creation, 
from currency reserve, 209·10, 
263. 265. 273-4; of gold, by 
lorejgn operations, 97·8. 265·6 

Dressmaking trade, hours of labour 
and seaaonality in, 316-17 

Economio harmonies,. doctrine of, 
225 

Economio welfare. 3 : 
conaumption variations harmful ~ 

220 
industrial fi'lotuationa as such not 

detrimenta.l to, 216.16; but 
harmful &8 they actually occur, 
217-22,288 

transferences a.nd: of dema.nd. 296, 
:UO, 318; of reaouroea. 360 

Economw on improved communica­
tions and stabilisation of har. 
vests, 201 

Educational buildings'and equipment, 
unemployment and grants-in-aid 
to, 306·7 

Effioiency of labour: industrial fiuc­
tuations decrease, 225; wagea in 
rela.tion to. and djamjA8al method., 
225 

Elastioityof demsod. of BUPply. 8u 
"nckr Demaod, Supply 

Electrical development and industrial 
8.uctua.tions. 17, 43, 44 



380 INDUSTRIAL FLUcrrUATIONS 

Employers (8U aLto BusiDEl88 men): 
and accident insurance. 349 n.s ; 
agreements between. in depres­
sions. 168; demand l or labour, 
tra.na.ference from good times 
to ba.d. by. 297·300, 301; and 
dismissal method, 321. 322·3. 
324-6, 328 ; manuf&Cture for 
atock by. 297-8; Mond bounty 
pla.n and, 316-16; out·of·work 
pay levied from, 326-7; and 
overtime, 317. 322; sales-push­
ing by. to transfer demand, 298-
300; and short time method, 321, 
323.4, 326-8 j and unemploy­
ment inauranoe. 346; wage 
agreem.enta by. 160, 283, 286, 
287-8; and wage polioy. 282. 285, 
287.288 

Employment (sa al&o Unemploy­
ment): bank olearings &88OOiated 
witb. 117 ; British Trade Fa.cili­
ties Act and, 3t3-14; colleotive 
bargaining and, 288; oompensa.­
tiOD for lou of, 327 n.; COll8ump­
tion and, 219; credit creation 
and. 129, 237. 292-4; cycle of. 
.9·60; demand. changes in, and, 
176 ".; depressions aDd. 12, 16. 
19. 20. 180, 193. 222-3, 344 ; dis­
oount control and percentages of, 
260; efficiency, technical, and, 
62 ; industrial disputes and, 
46·6, 47; industrial fluctuations 
meaaured. by variations in, II , 
12·14. 15. 16, 19, 20; insecurity 
of, ita evils, 221·2 ; mobility of 
labour and, 184.5, 204 ; pig·iron 
oonsumption and, 12, 13; Poor 
.La.w Com.miaaioners on provision 
of, 306·7; priOO8 and, 148, 192·3, 
194, 196 j produotion a.nd, U .12, 
13, 14, 237; and productive 
power at work, 175 ; Prussia.n 
ciroul&r 00, 304; rotation of, 
321. 324, 328; abort time and, 
321.2. 323-4, .326.8; .upply of 
lAbour. el&8tiClty of. and, 176-7; 
transferencee of demand and, 
283·90. 2111. 295·6. 2117·302. 303· 
312,319-20; wages and. 174,175, 
176. 179, 180-81, 182, 183-4, 204, 
283, 284 

Employment Exchanges, 306, 310, 
. 333·4.336 

Engineering, dismissal .,.tbod in, 
326 j employment. fluctuations 
in, 16, 20; overcrowded, 327; 
overtime in. 326 fl..-; unemploy. 
ment benefit in, 334·6 

England: crops and indUBtrial ac­
tivity in. 40; cropl and rainfall 
in. 39; employment. cycles in. 
&ond in U.S.A., 49-50; foreign 
demand ohanges. their effect in, 
49·;5(); railway boom in, 17 

Entrepreneurl)o 107, U7, U8; outs 
in consumption by. 107 n., lOS, 
llo·n 

Errors of foreoa8t, 66·7; in anticipa. 
tion of demand, 66·6; divided 
control of production and, 70·73 ; 
~eneralised. 77·9. 79·81; and 
mduatria.l fluctuations. 186, 187, 
188. 189. 190. 191. 198·9. 205. 
229, 266; influehoea promoting, 
79·81; information, supply of, 
and, 69-71, 72. 74 ; market a.rea 
and, 75-6; mental calibre of 
business men and, 67-8 ; in 
munition oont r&ete, 72 ; mutual 
generation of, 83-4, 85-6, 122, 
208·9, 210, 244 j net erron rare, 
76 ; and price changes, 79, 122, 
148, 166-6. 168, 163-4. 188, 189, 
190. 199. 238. 241. 244, 260; 
range of. in different industries, 
76·8; relation of, in different 
industries, 76-7, 79-82 

ElTon of optimism : credit creation 
a.nd, 89, 120.22 ; financialliqaid&­
tion of. 84·5. 89; induatrial 
fluctuations caused by, 66, 69, 71. 
72, 76, 77, 79·80. 81·2, 164, 165, 
186. 187. 188. 190. 191. 198·9. 
244; mutual generation of errOrB 
of pe88imiam and. 83.4. 85.6, 122. 
208·9, 210, 244; output and 
frequency of mon~t&ry circula • 
tion &Ild, 148 ; ~od of gesta.­
tion a.nd, 84; prl(~eIlI and, 121·2, 
156·6, 1M, 165·6. 188, 189. 190. 
238. 241, 244, 260 j standard unit 
of purcha.aing :power and, 233; 
stocks, specula.trV'e, &Dd, 260 

Errors of peaaimism : a cause of in· 
dustrial .fluotuations, 66. 69, 71, 
76. 81·2, 186. 187. 188. 190. 191. 
198-9 j mutual generation of 
~n of optimism and, 834, 85-6, 
122. 208·9. 210. 24f; pri ... &lld, 
122. 1116. 188. 189. 190. 199. 238 

Europe.· gold funda: locked up in. 96 
Exchange banks, 278 
Exchange rates : foreign trade a.nd • 

277 -8; gold exchange standard 
and, 277. 279; gofd standard 
and, 277, 279, 280; pa.per cur· 
renciee and, 279, 280; price 
stabilisation and, 277, 278·9 
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Expectations of business men, varia.· 
tiona in. 30-31, 36, 36.41, 51. 
1()(). 101 ... 

capital, aufply of, and, 10&.6. 107·8, 
120-2 • 122, 131. 147. 155.6. 
191.192.238 

causes of: a.utonomOU8 monetary, 
30.91·9 

p.ychological, 30·31. 66·85. 86·90. 
187. 197. 230 

real: crop variations, 35, 3641, 
50. 187, 197, 199; foreign de­
mand, ohAnges in. 35. 49-50; 
industrial disputes. 35, 45-7. 
50; inventions a.nd improve. 
ments. 35. 41·4, 50; mining 
discoveries, ~ 44, 60; taste, 
changes of, 35, 47·9. 50, 51 

credit oreation and, 105.6. 107·8, 
120-21. 122, 131. 147. 155.6, 
191. 192. 238. 239 

·industrial fluctuations and, 7. 22, 
24 n., 28, 29, 77, 79-80, 105', 
116. 187. 197. 198·9. 238·9. 240 

labour. demand for, and, 105-6. 
107·8 

Ia.bour, supply of, and. 174 n. 
prices and. 1M. 155-6. 163·6, 198, 

199. 230. 238. 241 
stocks, specula.tive, and, 260 
wages and. 107. 108, 174 n. 

Expenses, output and prices and, 167, 
169 

Export Credit scheme, 314 
Export. duties and industrial fluctua.­

tions,50 
Exports: depressions and. 26; gold 

prices and, 265. 280; grants for. 
a.dvoca~d. 314; industrial fluc­
tuatiODs and rise in, 94 

Family income insuranoe, 345 n. 
Family wa.ge system, 345 n. 
Fashion, obnges in, &ond industrial 

fluctua.tions, 35. 47 -S. 60. 51. 186 
Federal Re8erve Banks: on delayed 

effect of changes in diaoount raw, 
359·60; gold policy ·of. 97; reo 
discounting with, 249; stabilisa· 
tion polioy of. 254 n.-

Fiduciary notes, authorisation of 
exOO8B issue of. 271, 272, 274·6. 
Sa Pa.per currency 

Finance. industrial; financml inter· 
dependence of business men, 80.81, 
84-5; methods of. &ond amplitude 
of industrial fluotuations, 87·90. 
Sa Credit creation 

FinanciaJ panics, 87, 89.90. 268, 274, 
275 

Fire insurance. 348 
Firewood Trade Association and wood­

chopping as relief work. 299-300 
Fiscal devices. induatrr and, 313·16 
Fisher, Professor Irving; currency 

stl!.ndard of, 267.71; on friction 
reduoing rh.ythm of booms, 20S; 
on interest rates and prioe 
changes, 158; on prices and pro­
duetion. oorrelation of, 195-7; 
on velocity of monetary circula· 
tion. 152·3 

Fisher st&ndard, the, 267-71; cost of, 
269·70; dangers of, 268·9 j stabil· 
ising discount policy and, 270·71 

Floating ea.pit.a.l, supply of: by credit 
creation, 87.8. 120-21, 122, 123-5. 
127. 128·34. 135-46. 157. 209, 240. 
241, 293. 294; elasticity of, 106· 
Il3; errors of forecast of. and 
advanoe contracts. 72-3; from 
foreign countries, lOS, 112-13. 
292; repercuaaioDs of, on employ­
ment and wa.ges, 114-·16, 237·8 

Floating loa.ns. funding desirable. 87·8 
Food. rationing of, 246. 247 
Forced levies, credit creation and, 

132·3. 136-9. 143·6.262, 2Il3 
Foreca.at, errors of. 66.'; in antioipa.­

. tion of demand. 65·6; divided 
control of production and, 70-73 ; 
generalised, 77·9, 79·81; and 
industrial fluctuations, 186, 187, 
188, 189. 190. 191, lOS-D. 2M, 
229. 266; inHUeDOO8 promoting. 
79-81; information. supply of, 
and, 69.71. 72, 74; market a.rea. 
and. 75-6; mental oaJibre of 
business men and, 67-8; in 
munition contracts. 72; mutual 
generation of, 83·4, 85-6. 122. 
208·9. 210. 244; .net errors r&re, 
76 j and price cha.nge.s. 79. 122. 
148, 155-6, 158, 163-4. 188, 189, 
190. 199, 238. 241, 244, 260; 
range of. in different industrios, 
75-6; relation of, in different 
industries, 76-7, 79-82 

Forecasts, crop. 39, 202·3 
Foreign capital and transference of 

demand,292 
Foreign demand. changes in. and 

industrial fluctuations, 49-50, 186 
Foreign gold bills as money reserve. 

264 
Foreign trade, 1M; depressions and. 

26.7 ; exohanges and, 277·8 
Forest work in relicf of unemployment, 

306. 310 
Forward buying. practioe of, 71, 81 
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Fmnoe: 'and B&ring crisis, 2M no: 
luxury goods a sman part of total 
production in, 48; State sub­
vention to unemployed benofi.t in, 
334 

Frankel and Dawson on German 
accident insurance system, 349 

Frankfort, fixed prices in, 171-2 
Friotional influences on price move­

ments, 167-73; convenience. 
17()"71; under monopoll!' 171-2; 
psychological, 168-70; I spoiling 
the m.a.rket," 168 

Funding: ol floating loans desirable, 
88; of Treasury Bills, 249 n. 

Futures, speoulation in, 81 11.1 

Generalised errors of forecast, 77-9; 
in.8uenoes promoting. 79-81 

Genoa Conferen-oe, exchange policy of. 
279 

Germany: 
accident insuranoe in. 346 11.,., 349 
oompany laws in. 68, 88 
ourrency infla.tion in. 238 
electrical enterprise in, 17 
gold absorbed by. 95 
iron and steel boom in, 434 
Dote issue in,. conditions of excesa. 

27~-6 
prices in: in oyole of 1902-8, 103; 

index numbers of, App. 366; and 
wages in boom period, 217 n. 

reparation paymenta by. guarded 
&g&inet fall in gold values, 235 

short time method in. 323-4 
sickness benefit and State subsidy 

in.M1 
unemploymeu.t oompenaa.tion in, 

327 ft. 
Gesta.tion period for commodities, 83· 

84, 85; errors revealed after, 209 
Ghent system, 331, 334, 340, 342 
Gold: 

bank deposita of. 126-7. 128 
drainB and inftuxes of, effects of, 96. 

97-8 
holdings of banka, 95-6. 128, 127-8. 
, 190 
looked up in Europe. 96, 264 ft_ 

output of, and industrial fluctua. 
tions, 92. 95 

prices a.nd movements of, 97, 99. 
190, 268, 269 

reserve of. fluotuations in. 265, 
268-9 

supply of. 91. 92. 95. 97-9. 268-9; 
token (loma and, 269 

value of, ohanges in,. 95; Fisber 
ltaD.dard and. 267.70; repara-

Gold (contd-J-
tion payments, 235; reserve and, 
268·9 ; ltabilisa.tion of, 265·6, 
277. 278-90 

workveople think in, 165. 233 
Gold bills, foreign. aa money reserve, 

264 
Gold exchangestaD.dard, 93; exchange 

rates and, 277, 279; of Philip. 
pines, 267 n.; reserve, cost of. 
27(} 

Gold market, ohanges in, and in. 
dustrial 8notnatiOll8, 94. 95-8 

Gold mines, effects of discovery of, 
92, 95 

Gold &tandard: exchange rates and, 
277, 279; Fisher standard. and, 
267 n.; inflation prevented by. 
272, 277; money reserves, equi. 
valents of. 264; paper currency 
and, 94, 264; pre-war, 278; 
prices under, 112-113. 265-6, 277. 
280; restoration of, 97, 254, 278; 
stabilisation policy under, 266-6, 
271.277-80 

Goldsmiths and jewellers, perma.nent 
staff of. 322 

Goods, the stream of, 1.2, 105. 107, 
Ill. 291 

Goschen. Lord. on France and the 
Baring oriBis, 264 n. 

Govemment: 8U also 'Under State 
bonnti .. br. 314-16. 339-43 
currency inflation by. 271, 272; 

authority for. 274, 275: precau· 
tions against. 271-2. 275, 276, 277 

grants-in-aid by, and unemploy· 
ment, 306-7, 308, 313·14: 

guarantees by. 313·]4 
intervention by, in depressions, 328 
overtime restricted by, 313-16 
price adjustment by. suggested. 238 
production regulated by. 313-15 
purcbaaing power stand&rd by. 

suggested, 232·5 
speculative commerce and. 312 
unemployment and: provision of 

insurance, 346-50; transference 
of demand, 289, 291, 292, 295, 
303-7. 308, 310. 311. 312 

Grants.in.aid to promote employ. 
ment, 306-7. 308, 313-14 

Hall, L. W., on cyclical ftuctuations 
in bank system, U.S.A., 256 

Hardy, Profeesor, on lowering of re­
discount rate in U.s.A .• 26911..& 

Harmoniea,. economic, doctrine of. 225 
Harvard. University Bureau of Eco· 

Domio Reeearch: on expect. 
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tiona and values of speculative 
atookB, 260; on length of in­
dustrial cycles. 16 "-

Harvests: of different crops, c0rrela­
tion between, 65; expectations 
and. 29, 35; foreoasts of. 39-4(); 
industrial fluotuations caused by 
va.riations in. 7, 28. 29, 32·3, 3~ 
41. 50, 54. 56. 94, 186. 187, 188, 
189. 197, 199-203. 205, 228, 229; 
mining and,. U.S.A.. 37-8, 39-40, 
App. 361; prices and. 39; rain­
fall and,. 211, 228; rhythm of 
variations in, 211-12; stabilis&. 
tion of. fe.cto1'8 ma.king for. 200-
203. 228; aun-spots and. 211 

Hawtrey. R. G.: on creation of new 
demand for la.bour by munici­
palities. no, 293; on disconnt 
regulation of hank loans, 243. 
266-6. 257; on trade oycles 88 

monetary phenomena, 190 
Bexter, Dr., on oorrela.tion of con­

ceptions aDd prioea in Boston. 
34 n., 66-7 

HobBon. C. K .• on British foreign in­
vestments, 17,.,.1 

Holiday seaaOI4 drain on currency 
reserve in. 274 

Holla.nd. free gold market restored in. 
97 

Home workers, dismissal method and. 
326 fI..l 

Hops, cold storage counteracts varia­
tioDa in harvest of, 202 

Hours of labour: labour supply and, 
175; overtime restrictions, 316-
317; reduction in, U.K.. 10; 
sea.sonality and, 316-17; short 
time. 321-2, 323-6. 326-8 

Hull, Mr.: on decreased production 
of permanent wealth during de­
pression. 18; on period of gesta­
tion for· construction goods, 83; 
on periodicity of industrial fiue­
tua.tioDe. 8-9; aD. State infOl'm&­
tion for industrial forecaate. 69 

Huakisaon killed,. H 

Imports: diminished during depres­
sion. 26 i gold exports and. 113 ; 
gold prices and. 266; index 
numbers for, U.K., App. 361 

Income: 
money. and stock of money. credit 

creation and, 136-6,137-9.140-41, 
146 . 

national, size and distribution of. 3 
real: credit creation and levies on. 

136, 137-9, 141-2. 145-6; in-

Income (c:ootd.)-
dnstrial :o'uctuationa reduce., 218-
219. 222-3; prices and,. 150. 161, 
162, 154; variable. less sa.tis­
lying than oollBtant, 218; of 
workpeople. 218.19 

Income-getting power, ohanges in, 
IO·ll. 12 

Income--veloclty of monetary oircuIa­
tion, 152, 153; credit creation 
and,. and price level, 154-5, 156. 
240 . 

Index numbers : 
agricultural production, U.S.A., 53, 

App. 361; mining and, 54, App. 
362; pig-iron production and, 
App.361 

Bank of England ....... e propor­
tion, App. 369 

CCIl8umption, U.K., 219. App. 359-
360 

credit ..... tion. U.K .• App. 368; 
and prioe level, 149-60; and un­
employment. 129, 149; and 
wages, 194-5 

demand for labour, 286-7 
imports, manufactured. and food. 

U.K .• App. 361 
industrial :O.uetuations" 11-14 
pricea; and bank. reserves, 256; 

and discount rates, 257-8; Ger­
many, App. 366; and purchasing 
power, 235 n.; and unemploy-

• ment, U8. 192-3, -194; U.K .• 
App. 363-4, 365; U.S.A., App. 
366 

production, U.K., 13;; and employ­
ment. 11-12, 13. 14 

purchasing power. and Fisher 
standard. 267 

Tabl .. of. App. 353-71 
unemployment, App. 353-4; and. 

credit oreation. 129, 149; and 
pri .... ll8. 192·3. 194 

wages, U.K .• App. 357; and credit 
creation, 194-5 

India: agricultural stabilisation in, 
201; cost of Gold Standard Re­
serve to, 270; inoouJa.tion and 
plague in, 32; rupee c ..... to he 
a. token coin. 269 . 

Industrial booms. Set! Booms 
Industrial depressions. 8.. Deprea­

mODIJ 
Industrial disputes. 7. 35. 46-7. 50, 

224 i duration of, App. 365; 
most frequent in good times, 32 i 
and industrial fluctuations, 7, 45-
47. 60. 186, 203, 224, 229; un­
employment and. 13, 45, 46-7; .: 
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working daY" lost in, 1894-1913, 
46-6 

IndustriaJ failures, 87 j banks and. 
89-90 ; propOrtiOll of, 88-90 ; 
range of, 87-8 

Industrial fluotuations : 
amplitude of, faotors determining, 

87-90, 186-205, 206-12, 230, 238 
Bagehot's thesiB of .. rebound to. 67, 

58-9 
banking policy and, 89, 95-6, 98-9, 

117, 119-22, 128-9, 135, 146-6, 
189-90, 191, 194, 197-8, 205, 237, 
246 

business men, changes in psycho­
logy of, and, 7, 12. 22 • .24 ft., 28, 
29,30-31,34,66-82.85, IllS. 187, 
197, 198-9, 229, 238-9, 240 

characteristics of, 14-20 
climatic changes and, 67 
company promotion and. 68-9 
conspicuous in constructional in. 

dustries, 16-18, 19, 100, 102 
consumption and, 218-20, 329 
credit creation and, 91, 98-9. 128-9, 

135, 146-6, 194, 197,237, 246 
crops, variations in, and, 7, 28, 29, 

32-3, 36-41, SO, 54, 56, 94, 186, 
187, 188, 189. 197. 199-203. 205, 
228,229 

currency supply and. 92, 93, 189. 
190,263,264 

out.throat competition and, 74 
economio welfare and. 215-16, 217· 

222,288 
electrical development and, 43 
employment fluctuations an index 

to, 11, 12-14. 15, 16, 19, 20 
erraN offorecaat and, 186,187, ISS, 

189, 190, 191, 198-9, 205, 229, 266 
evils of, 217, 219-25 
expectations, variations in. and, 7, 

22, 24 n., 28, 29, 77. 79·80. 105, 
115, 187, 197, 198-9, 238-9, 240 

f .. hion change<! and, 46, 47-9, 186 
finance, industrial, and, 87·90 
foreign demand, changes in, and, 

26-7, 35, 49-50, 186 
gold market and, ~ 95-8 
gold output and, 92, 95 
harvest varia.tions and, 7, 28, 29, 

32-3, 36-41, 50, M, 56, 94, 186, 
187, 188, 189, 197, 199-203, 205, 
228,229 

inoome-getting power a.nd, 10-11, 12 
index of, 11-12, 14 
induatrial disputes and, 7. 45-7, 50, 

186, 203, 224, 229 
in instrumental industries, 16-1S. 

19,100,102 

Indostrlai ftuctuationa (conId_l­
inventions and, 7, 12, 35, 41-4, 40 

50, 94, 95, 186, 187, 198, 203 
228-9 

Iabonr supply and, 174 
long-period, 3 
measurement of, 11-12, 14 
mining discoveries and. 7. 17, 35, 44 

50, 91, 92, 95 
mobile reoonroes, oupply of, and, ~ 

21-9, 105-13 
mobility of labour and, 183-6, 204 
monetary causes. autonomous, of, 

91-9, 117-22, 128-9, 135, 146-8 
189. 190, 191, 194, 197-8, 205 i 
remedies for, 231-6. 237-45, 246 
SO, 251-62, 263-76, 277-80 

monopoly and, 74, 171-2 
note i88ues of oountry banks an~ 

196-7 
optimiBm, errors of. a.nd, 66, 69, 711 

72. 76. 77. 79-80. 81-2, 164. 1651 
186, 187, 188, 190, 191, 198-9, 24j 

output restriction and, 168. 169-70 
paper cnrrency and, 93, 94 ft_ 

pesaimiam, errors of, and, 66, 69. 
71, 76. 81-2. 186, 187. 188. 190. 
191,198-9 

priceR and. 14-15, 20, 28, 168_73, 
186, 189-98, 204, 281 

production and, 11. 224-5 
paychological c&UBe8 of. 7. 12. 22, 

24 fl., 28. 29, 30-31. 34. 66-82. 85, 
116. 187, 197, 198-9, 229, 238-9. 
240 

railway development and, 43, 44 
repercussions of impulses to, 67. 

58-94, 114-16 
rhythm or periodicity of, 8-9, 206-12 
savings. accumulation and dis-

charge of, and, 23, 24, 25, 28, 27 
.... onol, 3-4, 20 
short-time, 3 
.. spoiling the market" and, 186, 

171,187 
stooke and, 24, 25-6, 27, 28, 104, 

112,217 
taste, cha.nges in, and. 45, 47-9, 186 
ti· of, 19-20. 100 
:::terence of demand and, 289-90. 

291, 295-6, 297-302, 303-12, 318-
320 

true'" and, 74, 171-2 
unemployment percentage repre­

sentative of. 215 
_ and, 21, 174, 187; wage­

rigidity and, 179, 181-2, 204, 
281-2, 283, 285 

war and. 7. 48-9. 50. 186. 197-8, 203-
204, 212, 229 
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Industrial fiuotua.tions (COBtd.)­
work aspect of. 220-21 
world-wide as a rule. 14-15, 27 

Industrial fOl'Ooo.ata. See Forecasts 
Industrial groups: relations of. 69-60; 

repercussions of industrial changes 
among. 60-63 . . 

Industrial spending. 30; impu1se8 be­
hind varying expeotations from, 
30-50; transferences to business 
men from wage-earnet'8 and, 161, 
162 

Industries: Bagehot on repercoasion 
of cbangea in. 58·9. 60·61 ; division 
and 8pecialisation of, 59-60; 
insurance by. 344 

Industry. 1-2, 23; agrioulture and. 
relatioDs of, 184, 200; fin&ncing 
of, 80·81, 84-5, 87.8; Govern­
ment bounties and gu&l'&D.tee to. 
313-14, 316·16; money the ga.r­
ment of, 117. 118-19 

In.8atiOD, ourrency: danger of, 271-2; 
managed crurrenoy and. 272-3; 
necessary at times, 274, 275 

Informa.tion. supply of, for industria.l 
forecasts, 69-71, 72, 74-

Inoculation. plague and, 32 
Insecurity of employment, evils of, 

221-2 
Instrumental goods, 1. 2. 101; in 

boOO18, 102. 103-4, 108, 183. 207 ; 
in depressions, 102, 103·4, 300; 
errors of forecast in manufa.cture 
of, 75; length of life of. 207-8. 
209 ; period of gestation for. 
83-4,85 

Instrumental industries: bounties for. 
314; and consumption industries. 
17. 18. 19. 20. 23. 100·104, 183; 
errors of forecast in, 71·3; ex· 
peotations varying in. 100; in­
dustria.l ft.uctua.tions COll8piOUOUIJ 
in. 16.18, 19. 100. 102; invest­
ment in, during booms, 17·18; 
labour. demand for, in. 183; 
State information rege.rding con­
tracts and. 69. 71; timing of 
movements in, 19-20, 100, 103 

Insurance : 
acoident, 346 n.l. 349 
bounties on, 339-40. 341 
compulsion and. 339. 340. 342·3; 

Sidney Webb on. 350 
oonsumption ata,bil.ised by. 331. 334-

335. 338. 3-39 
reserve capital of societies. 348-50 
saving and. 331, 341. 348. 350 
State encouragement of, 339·40, 

341 

Insuronce (conId.)-
unemployment, 109. IlO. 180, 219. 

220.227,329-50; benefits. bounty 
pIan based on, 316-16; bounties 
on, 315-16. 340, 341·2, 343 ; com­
pulsory schemes. 340, 341, 342-3, 
344, 345. 349. 350; differentiat­
ing schemes, 343-4, 345·6. 347; 
employers and, 346; Employ­
ment Exchanges a.nd, 333-4, 336 ; 
fia.t-ra.te sohemes, 343. 344, 345; 
indirect ill effeots of. 339; by 
industries, 844; State or private 
provision of. 346·50; subsidies 
to, 340, 341-2, 344; trade unions 
and, 332. 333; wages and. 332 n., 
339; workmen's contributions 
to, 346 

Intelligence in production, larger 
during depression, 12 

Intensity of labour. factor of, 175 
Interdependence of business men, 77, 

79-81, 82, 84-5 
Interest, ra.te of: advance contra.cts 

and, 72-3; in booms and de­
pressions, 29. Ill; credit crea­
tion and, 29. 106. 106, 114, 131-3. 
252. 263, 293; discount rate and. 
251. 252, 253; Fisher plan and. 
270; for long and short 10&118. 
252. 263; money ma.rket oon­
trolled by. 246; panics and, 90; 
price ohanges and. 157·8, 161, 
162, 163-4 

Interna.tional debts, gold holdings 
and, 96 

Inventions: and business expecta­
tiODS. 35. 41-4, 49, 50; and 
industriaJ fluotua.tions. 7, 12, 
41·4. 94, 96, 186, 187, 198, 203, 
228-9 

Investment: during booms. 17.18. 
Ill; in con.soIs, influences on. 
262 n.; in oonstruction goods. 
17.18. 23; fluctuating produo­
tivity and. 218 n..1 ; indUIJtria.l 
spending distinot from, 30; un­
successful, consequences of. 87·8 ; 
variation of expenditure of entre. 
preneurs and rentiers and. III 

Iron: consumption "of. fluotuations 
in. 18; production of, crops and, 
39-40 

Iron and steel tra.des: boom in Ger­
me.ny, 43. 44 j fluctuations in, 
U.S.A .• 37·8; reperoU88i.oDB of 
changes in coa.l industry on, 63; 
rotation method in, 324 

Iron-workers, rota.tion method &mq. 
324 

20 
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Irrigation works, India, effect of, 201 
Italian Pa.rliament stipulates for ahort 

time,. 328 

Jackson. Mr., on world harvests and 
Ca.na.dia.n industry. 41 n. 

Jenks, J. W., on policy of .o",,!ant 
prices, 171 

Jevona. Professor H. S.: on crops &nd 
iron production, 39-40; on harvest 
periodicity, 211. 212; on pig-
11'00 production and iron and 
steel trades, U.S.A., 37·8 

Jevana, W. S.: on investment in 
boom periods, 17-18; price index 
numbers by, App. 363; on 
psychological causes of deprea­
oions, 187 

Joint-stock banks: balances of. at 
Bank of England, 94 ft.', 249, 
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deDl.&D.d for labour, 110, 293 R., 
295-6, 303-12 

Lock-auta. 224 
London Bankers' Clearing-House" 

ODIlual clearings, App_ 370 
Londbn dreesmaking trade, 1I088Oll­

alityof.316-17 
London gold market, drains on, 97-8 
Long-period industrial fluctuations, 

3 
Lowe, Joeeph.l!32 
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App.366-6 
Monopoly: price oute and, 171-2; 

restriction of output and, 171. 
172 
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diseount policy, 279, 280 

Peasant proprietors, ideal conditions 
among, -178-9. 22&-6 

Period of gestation for commodities, 
83-4, 85, 209 



INDEX 389 

Periodicity: of industri&l lIu._ 
tiOD.S, 8-9. 206-12; in unemploy­
ment peroentagea, 15, 16 

Penons,. Ha.rdy. and othora on pr0-
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168 

future, a.nd demand, 169-70 
Germany, 103, 217 .... App_ 366 
gold, and exporte, 266, 280 
gold movements and, 97, 99, 190, 

268, 269 
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....... 118, 192-3, 194; U_lli<, > 



390 INDUSTRIAL FLUCTUATIONS 

Pric .. (C01IId.)-
App. 3634, 365; U.S.A., App. 
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iaing diJIocunt polioy and, 255, 
256, 257, 258·62, 293; _ and, 
217 h., 283. 286·7 

Prioes (c<mId.)-
standard unit of purchasing power 

and, 232. 267 
State and adjustment of, 238 
steel. conata.nt. 170·71 
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in booms, 11,13, 17-18, 26, 28, 102. 

108,207 
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294-5 
demand and: anticipation of, 65-6. 
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int.e1liaence in. 12 

clieuUssal melhod and, 325 
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for, 229 

interdependence in, 77, 79...s1, 82, 
84-5 

Publio authorities, tl'&IlBference of 
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indirect ill eJfecte of, 339 
by indoatries. a.u 
State or private provision of, 34fWj() 
auboidi .. k>, 340, 341·2, 344 
trade unions and. 332. 333 
wages and, 332 !t., 339 
workmen'. contributions to. 346 

Unit, atandanl : 
of currency: Fisher st.andanl, 267· 
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Wage agreements, 160,283, 286-8 
Wage-earners: 8U Workpeople 

tra.n.aferencea of capital from, to 
business men, 160, 164, 192 
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III ft., 115; wages and, 21 ... , 
115·16 

Wagee, I, 2, 105, 107, 191 
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285 i cost of living and, 2834; 
elasticity of demand for labour 
and, 176.7, 178, 179, 180-81; elAs· 
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