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INTRODUCTION

I

A wrLL established tradition dictates, I think, anapologetic
attitade on the part of a writer who ventures to
confine within the covers of a single book some of those
scattered products of his pen which are presumed to
owe their existence to his own passing intellectual
interest or to the pressing importunities of the flying
moment. I recognize, indeed, the difficulty of dis-
tinguishing, particularly in the case of one’s own past
writing, between the merely ephemeral and the pre-
sentation, though it may be in summary form, of a point
of principle or an analysis of fact, which may still validly
claim attention after a lapse of time, either because it
is still relevant in the light of after events or because it
throws light upon the general evolution of an author’s
thought. The following eighteen essays and papers,
which have been selected out of a mass of material some
two or three times as large, have at least this claim upon the
reader’s attentfon, Ehat they deal with subjects which were
not only important at the time at which they were written,
but which have continued to be important, intellectually -
and politically, ever since) To some of the issues discussed
the passage of time has added a significance and urgency
which they did not originally possess. With one exception
only, none of these papers is more than eight years old«
the solitary exception—{the first fruits of an interest in
~ the problems of seventeenth century economic thought
which the force of circumstances has prevented me from
pursuingy—deals with phases of thought more familiar
than appears at first sight. For the wheel of thought has
come full circle and the Mercantilist theories of employ-
ment which are examined in the earliest of these essays
are but little removed intellectually from' those which
are the staple of political and economic debate to-day.

vl
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It is my friend and former teacher, Prof. Edwin
Cannan, who has most strongly insisted on the in-
fluence exerted by the external course of €vents upon
the development of English Economic Science and upon
the turn given to the intellectual interests of particular
writers. 1 am afraid that I cannot claim to be one of
those strong minded and ardent students who devote
themselves even from their undergraduate days to the
mastery of a particular field of study and who allow
neither the changing incidents of their own professional
careers nor the pressure of objective circumstance to
divert their attention from their chosen task. (My own
training was primarily that of an economic historia
though the admirable wisdom of those who framed the
regulations of the London degree in "Economics has
always prevented London historians from being ignorant
of economics and London economists from being uncon-
taminated by contact with the actual facts of economic
development. If the late Prof. Lilian Knowles tried to
turn me into an historian, I was privileged to acquire,
under the inspiration of Prof. Cannan, my first insight into
the significance of the economic point of view, although
I have never had the privilege of teaching economic
history, and have only intermittently had the opportunity
of teaching ““ pure economics . If to my contact with
these two great teachers I can attribute my first interest
in the problems of economic organization and the history
of economic doctrine my first acquaintance with the
fascinating problems of currency history and doctrine
I owe to Prof. H. S. Foxwell, whose vast stores of
knowledge have been so freely put at the disposal of
generation after generation of students in London and
in Cambridge. I must, however, confess that, much as I
owe to the inspiration of my teachers, the bulk of the
papers contained in this volume owe their appearance to
the chances of my professional careeg and to the shifting
circumstances of the last ten years. In 1923 I first began
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to lecture at the London School of Economics upon the 7
subject of bankig?: that led to my interest in the
Fecgeral Reserve System and the first of many hapgy
visits to the United States. In 1926 I was honoured by
being appointed Prof. Foxwell’s successor and banking and
currency problems have ever since that time been in the
forefront of my mind, Membership of the Macmillan
Committee and an official visit to Australasia were of
course intimately connected with the same part of my
University appointment. In 1930 the University of Man-
chester appointed me its Professor of Social Economics:
it was at the time when the world depression was
beginning to be intense, and when the reitionship of
the depression to the process of technological change
and to tariff policy was becoming widely canvassed.
The last two groups of essays in this volume owe their
main inspiration to the course which public discussion
and national policies have assumed in the last few years.

III

I do not feel that the later sections of this book call
for any emendation or comment, though they deal, at
any rate in part, with highly controversial matters upon
which differences of opinion are not only possible bat
almost inevitable. Whatever the value of the views and
opinions expressed in these sections, I am not conscious
of any change of outlook on my part sufficiently profound
to make it necessary to refer to it here. The situation
is rather different in regard to the first section of this
book, which deals with Monetary Policy. Here I am
sensible of a change of outlook of some significance ; and
I venture to summarize my present attitude to the complex
of issues involved.

Monetary polemics since the end of the war have gone
through three stages: in the first period the main task
on the practical side was to protest against the anarchic
conditions of the time and to mobilize opinion in favour
of a more orderly arrangement of the monetary affairs
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of the world, t-e. in the first instance to secure a return
to the international gold standard. The main pre-
occupation of theory was to frame categories which would
permit the phenomena of inflation to be treated as
special cases of general principles; hence the contem-
porary stress on the theory of purchasing power parity
and on the twin concepts of income flows and income
velocity, ie. upon the work of Cassel and of Hawtrey.
Out of the discussions of this first period there arose a
programme of reform. of wider scope than the mere
restoration of the gold standard, a programme which
indeed made it doubtful whether tie gold standard
might not have to be abandoned. The three main points
of the programme can be stated summarily. The object
of monetary policy was to stabilize prices; the appro-
priate instrument of monetary policy was the Central Bank:
the minor premise of the programme that if the
retention of the gold standard imperilled stability of
prices, it was better to abandon golg and to purchase
price stability at the expense of exchange stability. The
third stage of monetary polemics is represented by a
twofold movement ; an attempt to provide a practical
programme to meet the situation created by the world
depression : on the theoretical side to take account more
of the hidden than of the surface factors in the working
of the monetary machine. Income flows and income
velocity (i.e. the aggregate volume of purchasing power
and the rate "of turnover of that aggregate) began to be
regarded as derivatives of a complicated situation involv-
ing the relations between the money rate of interest charged
by bankers, the activities of the capital market, the habits
of savers and non-savers and the volume of purchasing
power made available at each successive phase of inter-
action between all these forces. Behind all these concrete
phenomena of the monetary situation there stalks a
ghost—the so-called Natural Rate of Interest,. the
existence of which is assumed : the a4 postersari proof
of the reality of the Natural Rate being furnished, if
furnished at all, by the misbehaviour of the monetary
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machine at tertain times, this misbehaviour being ex-
lained asdue to a divergence between Natural and Money
tes of Interest at given moments of time. From
theories involving concepts such as these, two utterly
divergent practical policies are being deduced at the
present time and form the staple of te between two
powerful schools of thought. .
- This brief summary necessarily does injustice, of which,
. I am acutely conscious, to the march of theory and to the
brilliant writers who are engaged i#the shaping of thought.
It was imperativegto say at least as much as the preceding’
in order that I may make clear how my own mind has
reacted to the successive phases of opinion in the last
ten years. From the beginning of my interest in these
questions, I have been much more sceptical than many
of my colleagues as to the practical possibilities inherent
in Central Baiilhg (first voiced in the essay reprinted
here and written 1n 1924, infra, pp. 161-9 and repeated
on many occasions since). But all instrumentalities
are defective to a greater or lesser degree: and it
has been only gradually that I have abandoned the view
that the aim of monetary policy should be the stabilization
of prices. What completed the process of conversion
in my case was the failure of the Fedl::ral Reserve System to
hold in check the boom of 1928-g, in spite of the fact
that general prices showed a high degree of stabili
throughout the whole of that extraordinary period.
The aims of monetary policy must be stated in more
refined terms than those fashionable in the period
1925-9. It does not follow from what has been said that
short-run violent fluctuations are not a great evil—they
most certainly are, and the object of monetary policy
should be to prevent the emergence of those conditions
which entail such violent fluctuations as a conseq@ience.
The American experience has revealed the fact that
approximate stabilization of prices is not inconsistent
with the emergence of such conditions.
The conflicts of the moment are not concerned,
however, except inferentially, with such long-ran questions
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as these, but with the issue whether prices should be
made to rise by means of a certain type of monetary -
policy in the immediate future. This simple issue
apparently leads, even in academic circles, to the most
astonishing confusions of thought and even to accusations
amounting to a charge of bad faith, Thus it appears
to be supposed that anyone who denies. that the universal
abandonment of the gold standard and the inauguration
of a régime of competitive exchange reductions, accom-
panied by public works expenditure, are the best means -
of overcoming the difficulties of the moment mecessarily
also believes that prices ought not to rise. It appears
to be the case that denial of these propositions is held to
be tantamount to adhering to one type of monetary
theory, viz. that propounded in recent years by the
VienneseSchool. Itappearsto bethought, in other words,
that there is a real inconsistency between affirming the
desirability of a rise of prices and affirming the undesir-
. ability of certain suggested means by which this rise of
prices can be brought about. It is as if a physician
were held guilty of desiring to prevent the cure- of
his patient merely because he differs from a brother
doctor as to the best means by which to effect the cure.
For my own part, I have no hesitation in affirming
that recovery from the depression will be accompanied
by a rise of prices and that such a rise of prices is desirable.”
It is perfectly possible, in my judgment, to hold this
view coincidently with the further opinions (1) that
the above mentioned devices for attaining a rising price-
level are undesirable; (2) that a policy of “ cheap money ”
in the sense of low bank rates of interest on new lozns to
industry and finance is perfectly consistent with their
rejection, and (3) that the trade cycle is nevertheless
mainly a monetary phenomenon, in the sense that
relatively low rates maintained for too long a time during
the upward phase of the cycle encourage investment
which no longer pays when interest rates are finally
forced upwards, so that, part of the previous investment
having iecome unprofitable, the de facto situation
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resulting is one of capital maldistribution. It is no part
of the case against inflationary methods of reviving
trade that they cannot achieve their objects, in the sense
that they do not raise prices: of course inflation will
raise prices in the long run. But it appears to me to
be necessary to distinguish between those rises of prices
which take place because business men believe that the
wreckage associated with the turn of the tide from expan-
sion to depression has been cleared away and price rises:
which take place merély because it is expected that the
value of money will be driven down, irrespective of
whether or not the mistakes committed in the previous
boom have been corrected or not. Cheap money in the
sense of new loans at low rates between willing borrowers
and willing lenders, asked for and granted on a
rational calculation of future profits, seems to me to be
fundamentally different from the “cheap money® of the
inflationists. It is only on the assumption that what
maintains the depression is an absolute lack of purchasin

power that pure inflation is justified ; and I do not hol

that this particular view is justified. Whilst I am by
no means an adherent of the terminology or even of some
of the tenets of the Viennese School, I do believe that
they are right in thinking that in the course of upward
movement of the trade cycle profound modifications in
the structure of production take place and that monetary
policy or theory cannot be negligent of this aspect in
putting forward remedial measures. To carry the
argument further, however, would be tocontribute another
essay to a book which some of my readers may find
unnecessarily Jong. It only remains for me to express
some personal obligations. To Mrs. A, Henderson
B.Sec. (Econ.), I owe a debt of gratitude for unfailing
assistance and advice which I find it difficult to express
in words : without her aid many of these papers would
never have been written. For permission to reprint the
contents of this book I have to thank the Controller of
H.M. Stationery Office, the Rt. Hon. 5. M. Bruce,
Resident Minister in London of the Commonwealth of
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Anustralia, the Secretariat of the League of Nations,
the University of Adelaide, the Oxford University
Press, Mr. C. Lidbury, General Manager of the
Westminster Bank, and the Editors and Publishers’
of The Manchester School, Ecomomica, The Ecomomic
Fournal, The Nineteenth Century, The Fortnightly Review,
The Manchester Guardian Commercial, The Banker, The
American Ecomomic Review and Foreign Affairs (New

York).
T. E. GREGORY.

Banrr Serings Horei,
Banrr, ALperTA, CANADA.

August 12th, 1933.
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THE ECONOMIC SIGNIFICANCE OF “ GOLD
MALDISTRIBUTION »*

I

It happens very free%uently that a state or condition
prominently associated with a situation regarded as un-
desirable is taken as the starting point of comment and
discussion, without reference to the question whether, in
fact, the state or condition referred to is in reality the
initiating factor in the situation. The task of science in
such a case is a twofold one: to examine whether the
condition referred to is, in fact, the cause of any subse-
quent chain of events, and, further, given that the state
or condition does initiate further consequences, whether
it is not, in itself, a consequence of more remote causes,
The difference involved in these two inquiries may be
illustrated by, for example, the case of medical research.
It is possible to pursue inquiries into the best methods of
curing cancer, or it is possible to investigate the causation
of cancer ; if a disease can be prevented, this avoids the
necessity of seeking for cures. Again, unemployment
does, in itself, create further undesirable consequences,
but if unemployment can be prevented there is no need
to investigate alternative methods of relieving the
unemployed. Applying these analogies to the present
case, it becomes important to ask, not only whether gold
“ maldistribution » is a state or condition in the economic
world capable of causing a chain of unfavourable con-
sequences, but also whether gold maldistribution is, in
itself, a consequence, in which case the problem of
prevention must be treated from an altogether wider
point of view,

* Reprinted from The Mencherter Scheel, 1931.
3
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IT

_ The use of the term * maldistribution ” implies that,
‘if the direction in which gold moved were different from
~what it actually is, and if the gold stocks of the world were
 thus differently distributed from what they actually are,
the net world economic situation would be improved.
But this improvement in the situation might come about
either because the causes leading to the actual distribu-
tion have bad eflects (of which the gold movements
actually taking place, with all their supposed consequences,
are part), and maldistribution ceases because these causes
are prevented from operating in future, or because the
gold movements themselves produce undesirable results,
8o that, if in any way the gold movements can be brought
to an end, the undesirable results will cease directly.
Current confusion on the subject of gold distribution
i8 partly due to the fact that economists and practical men
will not necessarily be in agreement as to the criteria by
which desirable are to be distingnished from undesirable
gold redistributions. But it is also due in part to the
neglect by economic theory of the element of arbitrari-
ness in any de facto scheme of distribution ; and, lastly,
to a failure on the part of practical men always to realize
that, whilst there are arbitrary elements in gold distribu-
tion, there are also inevitable chains of sequences which
make it impossible for the economist to accept the view
that operating on the gold stock or the gold flow directly
will be a care for the situation in all cases.

II1

The first great generalization on the subject of the
distribution of the precious metals was Ricardo’s : “ Gold
and silver having been chosen for the general medium of
circulation, they are, by the competition of commerce,
distributed in such proportions amongst the different
countries of the world, as to accommodate themselves to
the natural traffic which would take place if no such metals
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existed, and the trade between countries were purely a
trade of barter.””® As is well known, Ricardo denied in
the same chapter on “ Foreign Trade » from which this
extract is taken, that the value of gold must everywhere be
the same ; but that particular point is unimportant in
this connection. What is relevant is that gold flows,
under the circumstances envisaged by Ricardo, are always
effects and not causes. The same remark necessarily
applies to the position taken up in the correspondence with
Malthus and in the later editions of the Reply 2o Mr.
Bosanquet. Gold is only exported when it is the cheapest
commodity : and export of gold is 2 proof that the
currency is redundant : in a word, bullion exports are a
cause, not the effect, of an unfavourable balance of pay-
ments, and even the failure of a harvest or the necessity
of paying a subsidy to a foreign power are not, in the
Ricardian view, direct causes of a drain of bullion, since
those goods will always be sent in discharge of such
indebtedness as are cheapest in the exporting area and
dearest in theimporting area, and bullion is not necessarily
the cheapest commodity to send. As Professor Viner has
shown, the Ricardian position that bullion exports are
the cause, and not the effect, of an unfavourable balance
of payments has not been the dominant tradition in
English political economy. But whether one sides with
Ricardo or John Mill on this particular issue, it must
not be overlooked that there is a fundamental unity of
idea behind both points of view; in both of them gold
flows are a response to the necessities of a price change.
According to the dominant view, a shift in the balance
of payments necessitates an alteration in relative price
levels, and bullion will move until relative prices in the
paying and the recipient areas are such, respectively; as to
enable the new excess of payments over receipts to be met
by movements of goods. The Ricardian view is that,
unless goods are cheaper as 2 means of remittance than
bullion, bullion will flow and that very fact will make
the balance “ unfavourable ”. But in both cases bullion

* Principles, in McCullock’s Bda. of the Warks, pp. 77-8.
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exports are an effect of causes more organically bound
up with the economic situation as a whole. Maldis-
_tribution would result, not from allowing the bullion to
| move, but from attempts to prevent it from moving.
It is true that, as bullion moves, * bank rate » is raised,
but the legitimate defence for that action is not that it
attracts short money and, therefore, delays the adjust-
ment of prices, but that it both attracts short-term money
and forces on a readjustment of prices. The failure of
bank rate changes to bring about such results in the recent
past, as well as the coincident failure of gold imports to
raise prices in consequence of “gold sterilization”, are
peints which will require separate consideration later on,

v

Two further results follow from the general classical
view ;: Countries cannot possess a gold stock larger than
they are entitled to, nor can 2 country ever be forced off
a metallic standard if it desires to adhere to it, for
successive additions to the gold stocks of a country cause,
directly and indirectly, a rise of prices, and gold losses
similarly cause price reductions. The price rises in the
first case and the price reductions in the second, will
reverse the tidal movement of the precious metal ; in the
end no movements of gold will take place at all. From
the standpoint of strict monetary theory, the correct
distribution of gold is achieved whenever the price
sitnation in all countries connected together by inter-
national trade is such that they settle their outstanding
international balances of payment without gold move-
ments. Gold movements which ultimately lead to this
result correct maldistributions; gold movements which
would bave the effect of delaying this result cause mal-
distributions. But it is difficult to see how classical
monetary theory could have ever found room in its
analysis for the possibility of movements of this second
kind. The international movement of the precious
metals tended towards equilibrium ; the *self-liquidating



“GOLD MALDISTRIBUTION " 7 |

character ‘of drains” was the classical answer to the
apprehensions of the mercantilists.

v

The first approach to modern doubts on this subject
will be found, I think, in Fullarton’s denial of the con-
tentions of the Currency School that drains of bullion
were self-liquidating. The theory that bullion exports
diminished the circulating medium of a country and
therefore reduced prices was inconsistent, he urged, with
the existence of * hoards ”—i.e, of Central Bank reserves,
as we would put it to-day. This point brings us to
the first of the possible ways in which the assumptions
of the classical school may be negatived in practice;
bullion shipments may be “ offset ” by credit expansion,
If the position of a country’s price level or of its balance
of payments is such that gold or bullion exports are
necessary, then to offset gold exports by further credit
creation is tantamount to neutralizing the effect of such
gold exports, so far as the domestic position is concerned,
and increases the risk that further gold shipments will
become necessary in the future. Andif, in the importing
country, gold is alse offset by restriction in the volume of
other forms of purchasing power, a second departure
from ‘the assumptions of classical doctrine takes place.
For prices will not fall in the area whence the gold came,
nor will they rise in the areas to which the gold flows.
The aggregate volume of gold flowing may, therefore,
be much greater than it needed to have been in order
to restore the conditions appropriate to “* natural traffic ”
had different canons of bank policy obtained in the areas
under consideration. The de facto distribution resulting
from the simultaneous adoption of these policies may be
described as a “ maldistribution > of gold in the sense that
the economic necessities requiring sems gold movement
could have been fully satisfied with a smaller nef move-
ment if the policies pursued in both areas had been
different, The gold movements taking place are effects,
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and not canses, but among the causes which dominate

- the quantitative aspect are some which are arbitrary in the
sense that they are directly modifiable by human will.
The classical tradition tacitly assumed that each country
participating in the international monetary system
possessed a “ normal” gold stock which, as it never
changed, could be neglected, whilst increases in that
stock led to an expansion of purchasing power and,
therefore, to a rise of prices, while decreases led to a con-
traction of purchasing power and, therefore, to a fall in
prices. If all countries pursued this policy, any increasesin
the supply of the precious metals coming from the mines
would ultimately be distributed among them all in pro-
portion to the previous sizes of their gold stocks, and
no disturbance would result to the self-balancing nature
of the system on this ground.

V1

It cannot, therefore, be denied that the economie
world has been somewhat slow in appreciating ‘the full
consequences of the policy of gold sterilization which,
when it was first discussed in its relation to Federal
Reserve Policy, met with a great deal of praise. For
sterilization undoubtedly enables a country for the time
being to * contract out ” of the consequences of gold
imports, just as “ offsetting” gold exports by credit
expansion enables a country to evade the consequences,
for the time being, of maintaining a price level too high
in relation to that of other countries. But, whilst this
possibility is immportant from the standpoint of inquiries
relating to the limits of autonomous monetary policies
under a gold standard, it is still more important from
the standpoint of the conditions appropriate to the
fruitful functioning of the gold standard internationally.
The fact is that economic theoty has been more con-
cerned with the relative movement of prices than with
the absolute level of prices, and has tended to overlook
the fact that when a single country hoards, or a group
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of countries are hoarding gold for the time being, the
effect is to delay the attainment of international equili-
brium. For, instead of prices rising in the gold-import-
ing area, they remain stationary for the time being, and
in those countries from which the gold came a propor-
tionately greater pressure has to be exerted on local
prices to produce parity. Thus, if at a time when the
general economic conditions necessitate gold exports
and imports, the importing countries decide to modify
(in the sense of raising) their reserve requirements, this
modification of reserve policy involves that international
equilibrium will be attained at a lower level of world
prices than would have been necessary if no such modi-
fication had taken place, unless, at the time when the gold-
importing countries are modifying their reserve require-
ments in an upward direction, gold-exporting countries
modify their reserve requirements in the opposite—
ie. in a downward direction.

vl

It appears at first sight as if the conclusions stated in
the previous paragraph were inconsistent with those
reached in paragraph 5, but this is not the case. In
paragraph § it was urged that gold sterilization in one
area accompanied by offsetting gold exports in another
area, at a time when the international equilibrium is
disturbed, involves a larger aggregate volume of gold move-
ment in order to restore equj]jig:i.um than would have been
required if gold imports had been allowed to raise the
one price level and to lower the other. In the next
section it is argued that a reduction in gold reserve
requirements in the gold-exporting areas at a time of
dis-equilibrium and of gold sterilization in the gold
importing area enables equilibrium to be restored with a
smaller absolute fall in the price level (though not with a
smaller absolute amount of gold loss) than would have’
taken place if reserve requirements in the gold-exporting’
areas had not been reduced. Up to a point, therefore,
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a choice can be made between greater losses of gold
and greater strain on the price level. The limit comes
when the policy of offsetting gold exports—i.e. allowing
gold reserves to fall—is carried so far that the entire
gold losses are compensated, for then equilibrium will
not be attained at all. To bring the loss of gold to an
end, prices must fall in the gold-exporting area, relatively
to prices in the gold-importing area. There must be a
shift in relative prices, but this shift can take place at
different absolute levels of the associated prices.

VI

This possibility of a choice between restoring equili-
brium through larger aggregate gold movements, or
by means of greater relative and absolute price changes,
provides the key to much practical controversy. The
choice is obviously easiest to make where reserve ratios
are high at the moment when the gold drain begins, and
where, also, the remuneration paid to the factors of pro-
duction is elastic ; it is most difficult where the opposite
conditions prevail together. The traditional British
policy has been to reduce the gold flow to a minimum
-—a policy which rested upon the two circumstances:
that the gold stock was small relatively to the liabilities
secured by that stock, whilst the remuneration paid to
the factors of production was capable of alteration.
But the choice is made more difficult to-day by the exist-
ence of several new factors in the situation,

IX

Owing to the rigidity of the cost and price structure,
bank rate changes are unable to initiate, as easily as in
pre-war days, a chain of events which ultimately leads
to a fall in the level of costs, incomes and prices. On’
the other hand, a rise in bank rate easily initiates an
inflow of foreign balances. From the standpoint of the
Money Market, such an inflow has the effect for the
time being of postponing the necessity of fundamental
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readjustments of the cost and price structure ; it prevents
a gold redistribution which might otherwise have been
necessary. But it does so at a price: a withdrawal of
balances accentuates the drain of gold, when this becomes
necessary for any reason, and, by doing so, introduces
psychological elements. For the drain of gold in its
turn leads to doubts as to the safety of the balances,
and thus causes a further drain. An extremely para-
doxical result follows: the instrument which normally
reduces the drain below what it might otherwise be, 1s
" the cause of an accentuated drain when gold movements
have begun, for any reason, to assume proportions which
upset “ confidence”. In order to prevent gold from
moving, foreign balances are encouraged to flow in ; but
once foreign balances are held it becomes more than ever
necessary to prevent gold from moving, for if it does,
the balances will move, and with them, a more than
proportionate amount of gold will move also,

X

These phenomena, it may be argued, are aspects of
the pathology of the gold standard, rather than mani-
festations of its normal working. The fact is that the
_normal working of the gold standard assumes a certain
elasticity of the factors of production and their remunera-
tion ; if this elasticity is not present, it produces an
altogether novel state of affairs, with which the established
economic doctrine, which assumes elasticity, is unable
to cope. Given elasticity, it becomes possible to use
foreign balances as a temporary method of adjusting the
balance of payments, because under these conditions,
it would also be possible to use other methods of adjust-
.ment, Given inelasticity, it is possible to use foreign
balances as a method of adjustment, but the very causes
which force reliance upon this method are also the causes
which make it dangerous, since the ebb and flow of
balances are subject to irrational influences. For if a
centre is a large holder of foreign balances the movement
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of goid to and fro ought normally to be larger in the long
run (though not immediately) than if it held no such
balances. But if this is not understood, such gold flows,
are themselves a cause of still further gold flows, as soon
as they attain a magnitude greater than international

opinion will tolerate with equanimity.®

X1

To sum up. From the economic standpoint every
gold movement which does not tend to produce equili-
brium (though not necessarily identizy) of international
Elrica results in what is, from that point of view, a mal-

istribution of gold; but, equally, every device which
prevents a gold flow which would otherwise tend to pro-
duce equilibrium of international prices results in a
maldistribution of gold: The primary asspmption under-
lying the concept of an international standarg is that local
conditions will prove adaptable to the working of the
standard, and not that the standard will be adapted
to the niecessities of the local situation, for local necessities
are not mecessarily congruent with one another. From
the practical standpoint the present pesition of the gold
standard Eos&s two problems : a more detailed investiga-
tion of the cases in which divergent local aims can be
made congruent with the retention of the gold standard,
and a search for methods and arrangements by which
local aims, which are not only divergent from one another,
but which paralyse the working of the international
standard, can be eliminated. A study of maldistribution,
in other words, leads directly to a study of those forces
of international distrust and of national rigidity and
inelasticity which threaten the continuance of the
existing economic order in every one of its manifestations.

T The purely irrational character of such drains is revealed by the nature of the
rewoedien applied to stop them. There is general agreement: that if a loan i made to the
gold-exporting country of very large dimensions, sack a Joan is hardly likely to be used.
Further, the accumalation of gold resulting from such dmins does not make for
equilibrium and constitutes a clear case of * maldistribution””. The use of extra~econqmic

messures for stopping vuch a deain s, therefore, perfectly jutifiable and cavses no nndesir-
sble economic consequenct



THE CAUSES OF GOLD MOVEMENTS.INTO AND
OUT OF GREAT BRITAIN, 1925-1929"

I

THE general position of Great Britain is that, owing to
her traditional economic and financial connections with
South Africa and other gold-producing areas within the
British Empire, which occupy such a large place in the
aggregate world production of gold, she should act as one
of the main distributors of gold to other parts of the
world. It would, therefore, not be surprising that, of
the gold imported into Great Britain, a large proportion
should be subsequently exported on principles with which
political economy has long been familiar. The charac-
teristic feature of the last five years, however, has been
that Great Britain herself has not been able to retain any
proportion of the gold flowing to her from the South
African mines or, indeed, from any part of the world.
In other words, Great Britain has not been able to add
to the stocks of the precious metals which she possessed
before the return to the gold standard in April 1925.

I

This fact is clearly brought out whether one has
regard to the statistics of gold movements in and out of
the Bank of England or to the figures furnished by the
British Customs Department. These two sets of figures
do not coincide, because gold imported into Great
Britain and sold in the open market is not included in
the movements of gold in and out of the Bank of England,
and, therefore, the former movements are naturally
larger than the latter. The broad position is that,
in the years 1925 to 1930, gold imports into the United
ingdom amounted to 1,334,882,000 dollars, whilst
s ! Report wbmitted to the Gold Delegation of the League of Nations, Genevs,
1. . :

b ]
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exports in the same period of time amounted to
1,389,486,000 dollars, resulting in a net export of
54,604,000 dollars. The position as revealed by gold
movements to and from the Bank of England is substanti-
ally the same. In the period between May 1925 and
December 1930, the movements of gold into the Bank
of England amounted to [97,714,000, the movement
of gold out of the Bank of England amounted to
£114,194,000, leaving a net excess of gold outward of
£16,480,000. Thus, the effect of the movements of the
precious metal over the last five years has been to leave
the gold stock of the Bank of England substantially
unaltered. The average annual holding of gold, which
in 1925 amounted to £146,000,000 has hardly changed
in the interval. It is obvious, therefore, that, in the last
five years, Great Britain has been unable to retain for
herself any part of the accruing gold supplies, whether -
from gold-producing countries or from other areas.

In

A survey of the most important import and exﬁort
areas will show in rough outline the causes to which these
movements can be attributed. If the table of gold
imports and exports presented herewith is studied, it
will be seen that the supply of gold coming into Great
Britain in the last five years can be divided into two
main sources of -supply. First comes a group of gold-

roducing areas (Iransvaal, Rhodesia, West Africa).
sccondly comes a group of countries which have been
sending gold to this country for reasons which are
obviously connected with monetary and economic
disturbances rather than with the present position of their

Id production. This group includes Australasia,
gzuth America, Russia and Spain.

If the areas to which gold has gone are studied, it
will again be noticeable that they divide themselves
into two groups. One group consists of those areas,
India, Egypt and other Eastern States, which have been
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absorbing gold for generations and which take gold
regularly, although in fluctuating quantities, on grounds
which are perfectly well known to all students of the
subject. Baut, in addition to this group, there is a group
of States, including particularly France and Belgium,
Germany and the Netherlands, Switzerland and the
United States, which have been taking in the last five
years very large quantities of gold, a portion of the gold
flow being based on grounds which cannot merely be

lained away as part of the traditional pre-war system
of distributing the world production of gold. In their
case, in other words, other factors must be looked for
besides the general principle that the world supplies of
gold are distributed among the commercial nations of
the world in accordance with their general economic
and financial status, It is in connection with the flow of
gold to these areas that the real problems of Great
Britain in recent years emerge.

v

A country upon a gold standard is powerless to prevent
the movement of gold in the long run, given the fact
that its rates of exchange with foreign countries reach
the gold export point. The gold export point, as is
well known, is not a fixed and invariable magnitude, but
itself varies with the relative rates of interest ruling ia
different centres and with the time element and transport
- costs involved. The tendency to substitute, in the case
of European countries, air transport for transport by
rail has, in fact, meant that the gold points have become
closer to one another, and that the money markets
concerned lose gold more easily than was the case before
the war. But these considerations throw no light upon.
the reasons why gold movements are ultimately possible.
The central point in any discussion of recent gold
movements must be taken by considering the forces
which increase or decrease the supply of foreign exchange
available in a given market. enever, for any reason,
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the demand for foreign remittances exceeds the momen-
tary supply, then, given an effective gold standard, the
tendency will be for gold to move. Hence, all those
factors which are capable of influencing the supply of
foreign exchange available in a market must be taken
into account. ' '

A\

The main features of the British domestic situation
in the l4st five years are now fairly generally known. The
most significant single element, in the long run, of the
British domestic sitnation is presented by the tendency
for wage-levels to remain r‘igidP in the face of a continuous
fall in the level of wholesale prices. This involves a
margin between the prices at which manufacturers
can afford to sell their products abroad and the cost at
which these goods are manufactured. Even if, at the
moment when Great Britain returned to the gold standard,
equilibrium had existed between domestic costs and
international prices, this equilibrium would have been
destroyed by the subsequent disparity in the movements
between selling prices and costs. But there is sufficient
evidence to warrant the statement that, at the moment
of stabilization—that is, the return to the gold standard—
at the pre-war parity between sterling and gold, this
disequilibrium was already in existence, and the tendency
of the rapid decline of world prices in the last eighteen
months has been, in this respect, to accentuate an
- already present disharmony of price levels,

" Economic theory has long been familiar with the kind
of consequences which are likely to result from a situation
of this sort. 'The rigidity of wage-rates implies a level
of money incomes and therefore of retail prices which
are likely to attract imports. The exporter finds that
he is faced with the alternative of either selling at a loss
or of lowering his prices. In general, the tendency
will be for exports to fall off and for imports to rise, or,
at any rate, to maintain themselves above the level which
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would not have been possible had money incomes in the
United Kingdom generally been reduced. In other
words, there is a tendency for the balance of international
payments on this ground to fall into a state of relative
disequilibrium. : '

But, as is perfectly well known, the position in Great
Britain does not conform to so simple a pattern as this,
Throughout English commercial history in the last fifty .
years, an excess of imports has been possible in conse-
quence of the presence in the British balance of payments
of a large credit item, due to the performance of certain
services for foreigners and the receipt of large amounts
on account of previous long-term and short-term invest-
mehts in foreign countries. On the other hand, the
pressure of the British balance of payments has been
accentuated by the presence of large, new, long-term
loans to foreign countries. Whenever a foreign loan is
made, the tendency is to bring immediate pressure on
the balance of payments, either through the investment
of the proceeds of the loan in short-loan markets for the
time being, pending the purchase of goods, or through
the attempt of the borrower to transfer the proceeds of
the loan via the foreign exchanges in those particular
cases in which either this country does not furnish him
with the kind of goods which he requires, or in which he
can obtain the kind of goods which he requires more
cheaply elsewhere than he would have obtained them in
the United Kingdom.

The important question therefore arises whether, in
view of the inelasticity of British costs, the effort to make
large capital exports to foreign countries has not been
the main cause of the failure of Great Britain to retain
any part of the accruing supplies of gold. It has become
fashionable in Great Britain to attribute the main part
of the difficulty to the attempt to transfer to foreigners
capital loans in excess of our ability to transfer them.
It is argued that, if the country had not wanted to lend
so much abroad, the balance of payments would have been
adjusted without the pressure-on the exchanges actually
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experienced. The reason that this pressure exists, it is

argued, is that the amount which individuvals desire to

lend abroad is a function of the rate of interest at home,
and in foreign countries, whilst the amount which this

coantry can safely transfer is a function of the price"
level ; and the rate of interest in the capital market and

Great Britain’s ability to export at a competitive price

are elements which stand in no direct connection with one

another. It is argued that the main cause which has

led to an attempt to meet the balance of payments by

gold exports has been the excessive foreign lending of

this country in recent years, or, rather, in order to prevent

an excessive amount of gold exports, it has become

necessary for the monetary authorities in this country

to adjust the situation by measures intended to counter-

act the possible effect of excessive capital loans on the

foreign exchange market and on the supply of gold. Since

this country is lending too much, monetary policy has

necessarily been directed to reborrowing from abroad

the amounts which foreigners have been borrowing

from us. Hence the monetary policy of Great Britain

has been described as one of “ lending long and borrowing

short?, and the policy of lending long and borrowing

short has, in its turn, led to the maintenance of rates of -
discount higher than those which would have been

necessary had less been placed at the disposal of foreign

borrowers in the first instance.

This is a line of argument of great importance, both
as regards the currency controversy in Great Britain
and as regards an interpretation of what has been happen-
ing over the last five years. To test it empirically is
difficult. Recent investigations by Sir Robert Kindersley
and other authorities have shown that it is excessively
difficult to arrive at a true estimate of the facts in the
capital market, owing to the presence of such factors as
sinking fund repayments, capital investments by foreigners
in British industry, the transfer to foreigners of British
investments in such areas as South America, and foreign
subscriptions to new foreign capital issues in London.
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Moreover, an investigation of the actual balance of pay-
ments shows that, over a period of time, the relationship

. between the excess of the favourable over the unfavourable

items in the balance of payments is more closely related
to the volume of foreign capital issues in London than
is the case for short periods. The sum of the general
credit balances on the British balance of payments for
the period 1925-1929 amounted to £480,000,000; the
volume of capital issues for foreign countries in the same
period amounted to [5§76,000,000. The volume of
capital issues was in excess of the credit balance available
in the earlier part of the period, and was below the credit
balances available in the latter part of the period. It
might, therefore, very well be the case that arguments
which were true to the period 1925-1927 are no longer
true of the whole period 1925-1929.

From the standpoint of economic theory, moreover,
the view that the amounnt which can be effectively
transferred over the foreign exchanges is a residual
element is one which requires much further investigation
before it can be accepted. It essentially depends on the
assumption that the exports of the United Kingdom
are a fixed amount, with the absolute size of which
the amount of capital exports from the United Kingdom
have nothing to do. I question the correctness of the
assumption that the difficulty of adjusting the balance
of payments is due principally to the lack of relationship
between exports of goods and long-term capital move-
ments. The volumeof exportsmight have beeneven lower
without long-term loans, since, given a certain supply
price for British exports, the demand for them would
probably be less than it actually is, unless foreigners were
lent the money with which to buy them. The difficulty
of adjusting the balance of payments might, with equal
justice, be ascribed to the growth in the volume of
imports due to the higher level of money incomes per-
manently maintained in this country in the last five years.
If it is argued that the actual volume of imports, however
caused, would have been justified by the position of the
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available excess on the balance of payments, a smaller
volume of capital exports being assumed, this again seems
to me to be a begging of the question, since we do not-
know what the excess on the balance of payments would
have been in the absence of long-term loans. From the

ractical standpoint, it is perfectly possible that, in the
ong run, the volume of capital exports which we chose
4o make was consistent with the position of British
exports, without it necessarily being true that the volume
of capital loans at any particular moment was consistent
with €xchange equilibrium at that moment, without
either a certain volume of gold exports or without a
counterflow of short-term money into this market,
induced by a temporary rise in the market rate of interest.
My main objection to the analysis just discussed is that
the situation has, in practice, been more complicated
than this analysis would seem to warrant. To sum up
the situation by saying that we have been lending long
and borrowing short iz to neglect the multiplicity of
factors which have been at work in the adjustment of the
balance of payments in recent years. Undoubtedly,
short balances and long-term loans are part of the elements
in this situation ; but it cannot be said that these are the
only two items which require to be brought into pro-
minence in estimating either the factors which have been
making for disequilibrium or the factors which have had
to be brought into play to restore the equilibrium after
it had once been temporarily disturbed. :

\2!

" In analysing the factors making for gold imports and
exports from Great Britain in the last five years, it is
clear from the figures of gold exports that the United
States, France and Germany have been the three countries
of greatest importance, although the nature of the
British Customs statistics make it desirable, in estimating
the net flow to each area, to include neighbouring States
from which part of the supplies of gold may have actually
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gone to the areas named. A detailed investigation of the
figures in the Appendix will also show that the pressure
exerted on British gold supplies by these various areas
in particular years has varief from time to time ; thus,
in the case of France and Belgium, it is clear that pressure
began to be serious in 1928, and culminated in the last
two years. In the case of Germany, the pressure was very
strong in 1928 and 1929. In the case of the United
States, the pressure was greatest in 1925 and in 1929.
In the case of Switzerland, it was greatest in 1923.
Similarly, s regards the areas from which gold supplies
have come ; in those cases in which the movement is to
be regarded as associated with currency disorganization
or political necessities, the position has varied from time
to time. Thus, the Russian supply was large in 1928,
and again in 1928. ‘The imports from Spain concentrated
on 1928 and 1930. Australasian imports were very
high in 1930 and appreciable in 1929, The excess of -
exports to South Africa in 1926-27 turned into a small
excess of imports in 1928, which became very large in
1929 and 1930. But, quantitively, the movements to
France and Belgium, on the one hand, and Germany, the
Netherlands, Switzerland and the United States on.
the other, outweigh particular movements in other
directions, and a discussion of the gold movements -
out of the United Kingdom must primarily be a dis-
cussion of the lines of influence which have been emanat-
ing from these areas at particular moments of time.
The general character of thése influences is, of course,
faitly generally known. First in importance is the
movements of French funds into this country in the
days of the declining franc in 1926 and the subsequent
repatriation of these balances after the stabilization of
the franc. In other words, Great Britain first benefited
from the flight from the franc in 1926 and then suffered
from the withdrawal of French balances in 1929 and 1930.
How large the French balances in London were and are is
2 matter upon which no accurate information exists,
and the degree to which the avoidance of recent gold
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movements to France would have been possible is also
a matter of acute controversy. In so far as the repatria-
tion of French balances is associated with the reserve
requirements of the entire French currency system,
the problem is one which has direct reference both to
the legal requirements under which the Bank of France
is required to operate and to the views entertained
by the high authorities of the Bank of France as to the
amount of reserve which they think it appropriate to
maintain. In so far as gold has been imported on
private account into France for the pu of increasing
the reserves of the French credit banks in view of an
increase in the volume of currency required by their
customers—the currency so taken from them bein
obtained from the Central Bank by sale to it of the gol
so withdrawn from London—agatin, both the legislation
under which the Bank of France is governed and the policy
of the French monetary authorities comes into account.
It may also be the case that the drain of gold to France
has been affected by the periodical blocking up of currency
in connection with the operations of French public
finance. On all these questions little seems to me to
remain to be added to the admirable article recently
contributed to the Economic Fournal by Mr. T. Balogh.®
One would like to add that the view that the mere fact
that the French balance of trade is favourable is no
disproof of the proposition that, had the French monetary
authorities desired to check the inflow of gold into France,
it would have been possible for them to do so; though
this might have required, not only a change of view on
their part, but also an alteration both in the legislation
of the Bank and in the practices of the French Treasury,
as well as an alteration in the attitude towards long-
term capital issues on the part of the French investor.

It is exceedingly difficult to estimate the extent to
which the movement of French balances has- been
influenced by purely economic considerations, such as the
higher level of money rates in France during a portion

- ¥ *The Import of Geld into France,” Ecomomic Fournal, September 1930,



of the time under consideration. In 8o far as the process
of restocking France with gold was a necessary element
in the attainment of general economic equilibrium
in Europe, gold flows from London to Paris cannot be
condemned, however much the continuance of the
flow may be regretted, in so far as it has increased the
difficulties for the London money market. The only
question at issue is whether the restocking process has not
been continued beyond the point dictated by considera-
tions of convenience and stability.

The flow of gold to the United States, especially in
the year 1929, is, of course, associated with the peculiar
monetary and Stock Exchange conditions which prevailed
in that country in the year 1928, and to a much more
marked extent in the subsequent period. It has been
shown very clearly in an article published in the Midland
Bank Monthly Review for December 192g—]January 1930
that, if the relative pull of money rates and prices in the
. two countries on the dollar-sterling exchange is examined
from about june 1928, priority of importance must be
assigned to the movements of relative money rates in the
two centres ; or, as the writer of the article puts it, the
charts in which he summarizes his conclusions graphic- .
ally “lend substantial su{)port to the argument that, .
at any rate over relatively short periods, comparative
money rates are a more powerful force than relative
commodity price movements in determining fluctuoations
in the London-New York exchange rate . . . Only
when, for some special reason, prices and money rates part
company, is the superior short-term strength of money
rates made apparent 7,

The movements of short-money rates in the United
States were, of course, in part an expression of Federal
Reserve policy ; but it is important, in my opinion, to
take into account also those features of the situation
over which the Federal Reserve System in the days of the
Wall Street boom had no control whatsoever, The net’
effect of the rise of security prices was to check both
American long-term loans to Europe and to increase the
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volame of European capital seeking a temporary invest-
ment in American securities. It 15 difficule to see how
this movement of long-term capital, or relatively long-
term capital, could have been avoided by anything
which was done by the Federal Reserve authoriti¢s;
and there is some reason to suppose that, in estimating
the net movement of funds to the United States, the
investment of European money in call loans has been
exaggerated, whilst the actual outright purchase of
American securities by European investors has been under-
estimated. Nevertheless, a discussion of Federal Reserve
%)gicy in relation to the stock market situation is necessary.

e Federal Reserve rediscount rate did not rise to 5 per
cent until the middle of 1928, and then remained stable
until the middle of 1929. During that time the call-
money rate on the New York Stock Exchange rose from
an average of 6-1 per cent to as much as 9-4 per cent
before the rediscount rate rose to 6 per cent in August
of 1929. It is arguable, therefore, that the direct in-
fluence of a high rediscount rate has been exaggerated,
the call rate rising by something like 5o per cent, whilst
the rediscount rate remained absolutely stable. In
truth, if the Federal Reserve System is to be criticized
for its policy during the boom, that criticism must take
a somewhat more sophisticated line. As is well known,
the Federal Reserve System attempted the task of
bringing about discrimination against call loans. In so
far as it was successful in so doing, it made the price of
call loans higher than it would otherwise have been, and,
by making it higher, it attracted a volume of funds from
Europe perhaps disproportionately greater than would
have been attracted had the level of call rates been lower,
even though this lower level had been accompanied by a
rise in the price of commercial accommodation somewhat
earlier than this rise was actually brought about, partly
because the level of call rates was mounting steadily
upwards, partly because the Bank itself was raising
the rediscount rate. Had the price of commercial
accommodation risen earlier during the boom, it would
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have undermined the foundations upon which the boom
was built, in so far as steadily mounting business and
industrial profits formed the justification for an upward
movement. But the effect of the Wall Street boom on
the European money market situation cannot be gain-
said. The effect was toattract both speculative and short-
term funds, to bring immense pressure to bear on the
foreign exchanges, and therefore under these conditions
to inaugurate a régime of steadily rising Central Bank
rates, each Central Bank in turn protecting, or trying to
protect, itself against a Joss of gold to its neighbours,
2 loss which it was quite unable to prevent if the sitnation
as a2 whole is taken into account. When attention is
directed to the German position, it must strike the specta-
tor as astonishing that a country with large annual
reparation payments to make should have been in 2 posi-
tion to accumulate a large fund both of gold and forei
exchange at the Central Bank., The fact is that the
German Central Bank reserves are “‘borrowed”, in the
sense that Germany has been a consistent long- and
short-term borrower throughout the whole period under
review, and this excess of borrowing over her annual
Teparations payments has enabled her to accumulate 2
stock of gold and foreign exchange. In the case of
Germany, as in the case of France, the question may weli
be asked whether the actual size of the gold and foreign
exchange reserves is not greater than the circumstances
of the country really warrant. Let it be admitted that
the temporary situation of the German balance of
payments was such as to enable the Central Bank to
accumulate these large stocks of foreign currency, the
question still remains open whether, at particular
moments, the discount rate was not too high, and
whether the Central Bank could not have done something,
by the purchase of open market assets, to reduce the
price of short-term money in Germany and thus (grevent
the constant offer of short-term money to German
financial institutions upon the basis of which the actual
movements of gold exchange were based.
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VII

It becomes necessary at this stage to ask what measures
have been adopted by the Central Bank in Great Britain.
The Central Bank must necessarily deal, in the first
instance, with the facts of the money market with which
it is in much closer touch than it is with the industrial
and economic structure, in the wider sense of the term.
When Great Britain returned to the gold standard, the
impression prevailed, in consequence of certain passages
in the report of the Cunliffe Committee, that the Bank
of England would attempt to maintain a total stock of
gold of not less than 150,000,000, and a great deal of
alarm has, therefore, always existed in the City when-
ever the total gold reserve fell below this figure, as anti-
cipations were entertained that a deficit below this
amount would be automatically followed by a rise in the
bank rate of discount. This interpretation of the situa-
tion has shown itself to be falsified by events, and Bank
of England policy has been a very complicated and delicate
one, containing many elements, ever since the return of
the gold standard, and is not capable, therefore, of
summary staternent. :

(1) At times when the position in the foreign exchange
market was difficult, the Bank has resorted to an unofficial
embargo on fresh capital issues. Such a policy was
adopted in the autumn of 1925, when heavy gold losses
were being experienced, though this was accompanied,
for a short period in the autumn, by a reduction in the
official rate of discount. Opinions on the expediency
and- wisdom of unofficial embargoes go very far apart,
the generally prevailing opinion being that, in view of
the increasing integration of money-markets all over the
world, an embargo on fresh capital issues cannot, in fact,
control the movement of securities, and merely results
in a loss of profit to the London issue houses,

(2) At times, the Bank of England has departed from
its traditional policy of not buying gold above the
minimum buying price fixed by the Bank Acts, and has
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gone into the market to compete with outside buyers
for gold, thus practising a modified form of the gold
premium policy and narrowing its “turn” on gold
operations.

(3) At times also, the Bank of England has indulged
in what it is now fashionable to call * hidden hand
financing ”’—that is to say, at moments of pressure in the
short-term market, when it has appeared as if open market
rates would rise to the level of bank rate and thus force
on the Central Bank a rise in the discount rate, the Bank
has bought bills in the open market for the purpose of
checking the rise.

(4¢) The Bank, in co-operation with the discount
market, has also attempted to stabilize open market
rates of discount by means of conversations and discas-
sions with the members of the discount market itself,
No details of these conversations have ever been published,
and the extent to which the open market has been a -
managed one is therefore obscure.

(5) An inspection of the Bank return shows that the
Bank has attempted, within certain broad limits, to
stabilize the total volume of credit available to the
English economic system by offsetting the gold losses by
an increased holding of securities, and, at times when gold
was flowing in fairly freely, offsetting the increased
supplies of gold by a reduction in its earning assets,
Thus, between the second quarter of 1926 and the third
quarter of 1928, the deposits of the Bank of England
varied only by four millions, This small variation in the
aggregate deposits of the Bank was, however, accom-
panied by an increase of f38,000,000 in the reserve of
the banking department, and by a reduction of
£36,000,000 in the holdings of securities by the Bank,
Similarly, between the third quarter of 1928, and the last
quarter of 1929, the gold holdings of the Bank of England
tell by £31,000,000, whilst the securities increased by
ﬁzl,ooo,ooo, the deposits fluctvating only by [3,000,000.

gain, between the last quarter of 1929 and the third
quarter of 1930, the gold holdings of the Bank rose by
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£19,000,000, whereas the securities had fallen by
ﬁ]zz,ooo,ooo. The long-run intention of the Bank is,

erefore, fairly clear; it is to' maintain deposits at a
fairly steady level, while adjusting its assets in either

irection according as gold flows in or out. Over the
whole period, since the return to the gold standard,
however, there has been a tendency for deposits to fall,
and to this extent it may be argued that the Bank of
England has been pursuing a deflationary policy. That
this policy has not affected the position in 2 more marked
manner is due to the fact that the joint-stock banks
have altered the ratio of their cash holdings at the Bank
of England to their deposits, the average yearly ratio -
between 1925 and 1929 having fallen from 11-78 per
cent to Jo-77 per cent. The aggregate deposits of
the joint-stock banks have, in fact, risen from a yearly
average of 1,662,000,000 in 1925 to a yearly average
of 1,800,000,000 in 1929, though the effect of this
increase in the volume of deposits has been to some
extent counteracted by the tendency of time deposits
to grow at the expense of current account deposits.
It must, however, be pointed out that this movement
in the relative importance of time and current account
deposits is itself an effect rather than a cause of industrial
depression. It marks the slowing down of the industrial
machine rather than initiates such a rednction. Apart
from the troubled year 1929 and the period of readjust-
ment at the beginning of 1930, the Bank rate has,in fact,
been remarkably stable. A short period of uncertainty
in the autumn of 192§ was followed by a stable § per
cent throughout the whole of 1926, and a stable 4% per
cent rate throughout nine months of 1927 and the
whole of 1928, In assessing the relative importance
of different methods of control, therefore, the signifi~
cance of Bank rate can easily be exaggerated ; the rate has
been steadier than might have been expected, and the
importance of alternative methods of control much

greater..
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VIl

Two issaes of general significance remain to be
discussed. Surveying the whole development in the
international money markets in the last few years, the
question arises, would things have been very different
if the aggregate world supply of gold had been larger t
Upon this it must be said that, looking at the sitnation
from the purely British standpoint, the position of this
country would not have been substantially altered unless,
indeed, our monetary policy had been so adjusted that,
whilst world prices were rising, British prices had been
kept more stable. The new era in 1925 was begun
with British costs not in equilibrium with world prices.
Had our prices risen in precise accord with the rise of
E:icos outside the country, the disequilibrium would

ve remained. Even had more gold been available,
it does not follow that the situation would have been
substantially different from what it has proved to be,
unless the Central Banks of the world had allowed the
accruing supplies of gold to affect the price-level. In
other words, the argument that, in the last few years,
the world has been suffering from an absolute shortage
of gold is only valid in the assumption that, if the supply
of gold had been actually larger, the Central Banks would
not have sterilized the accruing supplies to the full
extent, Given this, a larger supply of gold, although
it might not have made the relative situation of the
United Kingdom substantially better, would have
reduced the burden of fixed charges and national debts,
and might then have contributed substantially to mitigat-
ing the severity of the present crisis, in so far as that has
been accentuated by tﬁe burden of large fixed charges

of all kinds, including reparations and national debts,
: The other question which suggests itself is whether a
different policy could have been pursued by Central
Banks with regard to their gold holdings ; whether, in
other words, a better gold distribution could have been
achieved by co-operation between the central banking
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authorities. So far as the absolute size of the reserve
in particular countries engaged in restocking themselves
wni ‘gold is concerned, a better understanding of the
uselessness of very large reserves could probably have
done something. On the other hand, it would appear
that it was the fear of losing reserves rather than the desire
o add to already existing reserves which, in the last
twelve months before the crash in Wall Street, added o
the difficulties of the world. In other words, it was the
period of competitive raising of bank rates following
on the gold movements towards the United States and
France in the first two-thirds of 1929 which substantially
added to the burden of interest rates during that period.
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v
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EXPORTS FROM AND TO ALL COUNTRIES
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ADDENDUM III TO THE REPORT OF THE
COMMITTEE ON FINANCE AND INDUSTRY, 1931
(Tae Macmirian CoMMiTTer) '

InTRODUCTION

. (1) T desire in this note to express my views upon the
ﬂesent situation and upon the various proposals which

ve been put forward as cures, or at least as palliatives,
for the evils complained of ; further, to present some
observations upon certain of the problems which fall
directly within the Terms of Reference and have already
been touched upon in the Report of the Majority of the
Committee.

(2) It is common ground that the difficulties with
which we are contending result from the accentuation of
the pre-existent local depression of trade and employ-
ment through the world depression, which, beginning’
in the second half of 1929, has now lasted for nearly
two years without showing any marked tendency to come
to an end. The disequilibrium between prices and costs,
which was a special &aracteristic of this country before:
the world depression, has now become a world pheno-
menon, But the fact that disequilibrium has become
general means also that the degree of disequilibrium in
this country has now grown cumulatively greater than it
was before.

Taz Locar Situation

(3) It is obviously impossible for this country, by any
special action it can take by itself, to cure the world
situation ; although as a country which is one of the two
largest creditor nations, with a capital market upon which
a large part of the world habitually relies, with a Central
Bank enjoying great international authority and prestige,
and with a population with a high per capita volume
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of exports and a high per capita consumption of.inter-
nationally traded goods, we are in a position powerfully
to influence the course of world events, even if the allow-
ance is made for the special disabilities under which we
are labouring. Our duty in this connection would seem
‘to be a twofold one: to abstain from action which, if
generalized, would result in making the world situation .
as 3 whole worse than it was before, and to follow policies
which, whilst benefiting ourselves, will also help to allevi-
ate the world situation. Apart from all other considera-
tions, therefore, and considering solely the world situation,
to embark upon a régime of tariffs and to refuse obstin-
ately to face the question of costs are both undesirable.
For to adopt the first will andoubtedly encourage a
generat tendency to further economic isolation on the part
of other countries, thus impeding the recovery of world
trade ; whilst to refuse to face the second issue will lay
us open to the charge that we are seeking the co-operation
of other countries in obtaining a rise in the world level
of prices because we have neither the will nor the ability
to take the steps necessary to bring us into line with what
is taking place elsewhere. We must be in a position
to convince other countries that we are not dependent .
on their goodwill to save us from difficulties which, .
however mistakenly, they believe to be largely of our own.
making, before we shall be in a position to represent to
them successfully that co-operation in the field of credit
is a necessary part of the process of recovery. The
mischief will not stop at this point, however. By one
means or another, the world, as a whole, will climb out
of the present depression, as it has recovered from previous
.ones, If recovery takes place in the outside world
without any definite steps towards international co-
' :Euation having been achieved, it is certain that they will
en become impossible for a long time to come; for it
is not in periods of prosperity that efforts of this kind
are likely to be inaugurated. And our moral and
economic position alike may be permanently injured ;
our moral position by our failure to convert the rest of
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the world to our way of thinking ; our economic position
by our failure to make the adjustments necessary to accom-
modate ourselves to changes in the world as a whole.

Taz WozrLp SiTvaTION

{(4) As far as the world situation at the moment is
concerned, two solutions are presented for consideration.
It is urged on the one hand that a concerted effort
should be made to raise the level of prices; it is urged
on the other that the way out of the present impasse is
~ to reduce costs.

It is argued by some of those who support the first
solution that it is impossible to solve the problem of a
depression in any other way: for a reduction of costs
cannot result in anything else except an endless sequence
of changes, in the course of which prices first fall, to be
followed by falling costs, which in their turn result in
prices falling again, requiring a further fall in the level
of costs and so on. Thus the only result of the process
1s a cumulative fall of prices, which has merely the effect
of increasing the burden of indebtedness and all other
fixed charges, and does nothing to revive industry and
employment.

It is argued by some of thase who support the second
solution that concerted efforts to raise the level of prices
by means of additional credit-creation are not in any case
likely to be made. Secondly, that a period of falling
prices and depressed trade brings with it a necessary
process of elimination of unsound borrowers and under-
takings whose disappearance is necessary for a revival of
sound business and of confidence in borrowers—a process
of weeding out which wounld be delayed if plentiful
credit were immediately available. But the longer the
process is delayed, the greater will be the liquidation .
necessary when, at long last, further credit-creation
proves unavailing to prevent the collapse of unsound
ipstitutions. Thirdly, it is argued that the process of
credit-creation, if successful, involves the danger that
revival may take place upon a scale and with a rapidity
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that may make it imperative %uickly to withdraw this
additional quantity of credit. But in the face of violent
opposition by the business classes this necessary policy
of subsequent contraction may prove impossible, and the
overstimulation thus given to the upward phase of the
cycle may be followed by an even worse collapse than the
one to overcome which the policy was first attempted.

(5) Neither set of contentions appears to dispose
conclusively of the policy against which it is directed,
and there seems to me to be no necessary inconsistency
in the simultaneous application of both policies. To
demonstrate that if costs are cut there will be a revival
of trade is not tantamount to z demonstration that,
therefore, the process of revival should be accomplished
solely by this means. To demonstrate that a process

“of credit expansion would in the end revive business
is not the same thing as proving that exclusive reliance
should be placed on this method of attacking the problem.
For it may well be that difficulties which would manifest
themselves if only one method were employed may be
absent if both are utilized.

(a) The reluctance to admit that a reduction of costs
will alleviate the situation resulting from the present
universal maladjustment between prices and costs
springs from a confusion between a reduction of costs
and an effective destruction of purchasing power. The
argument upon which this reluctance is ultimately
based can be stated as follows. Money costs represent
income accruing either to wage edrners or others taking

art in the processes of production, and in the form of
income, therefore, constitute the purchasing power
from which flow the receipts accruing to producers. If
costs are reduced, therefore, it follows that purchasing
power is diminished, and the relationship between receipts
and costs remains unaffected. At the lower level of
costs, receipts will still be insufhicient to cover costs, just
as they were at the higher level of both costs and receipts.

(b) But the fact is that a reduction of costs is not
Recessarily tantamount to a proportionate reduction in



ADDENDUM 70 THE MACMILLAN REPORT 39

aggregate receipts, because, so long as the costs remain
above prices, unemployment ensues. It follows, then,
in spite of the fact that what is paid out in costs reappears
later in the form of receipts, that the aggregate vof:mc
of receipts is less than it would have been if costs had been
lower and unemployment had been less, '

Again, given the present level of prices and costs,
production, it is freely admitted on all hands, results
in losses to the entrepreneur. A redistribution of the
present proceeds of industry, such that more of the pro-
ceeds would accrue to him, and less to the other factors
of production, would not reduce the sxisting volume
of t{)urchasing power, but would induce him, by additional
orders for raw material, plant and labour to expand the
volume of output and of employment, though it might
admittedly, so long as the aggregate volume of employ-
' ment had not been appreciably aflected, change the nature

of demand somewhat through changes in the distribution
of the proceeds of industry. But the mere fact that
unemployment was falling would restore to the industries
producing consumption goods part of the demand
which they might have temporarily lost. It would not
be true to argue that such an impulse to the expansion-
of production would be held ap by the impossibility,
-at the new level of costs, of finding the volume of pur-
chasing power, in terms of money, necessary to sustain
it. For if prices and costs are in adjustment, the de facto
volume of purchasing power available must always be
_ sufficient. l]:’Rut it is not difficult to see further that once
given the emergence of profits to the average entrepren-
-eur, a series of repercussions in the field of credit-creation
- are likely to take place which will remove the danger
(if any) that the expansion of production and employ-
ment will be checked by .insufficiency of purchasing
power. For entrepreneurs are more willing to borrow,
and bankers more willing to lend, in a period when profits
. are emerging  than in a period wﬁen industry as a
whole is sustaining losses. It may be argued, therefore,
that the adjustment of costs to prices 1s the necessary
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preliminary to the inception of monetary processes which
will initiate an upward movement of prices, and thus
assist such adjustment in those portions of the field of
production where it has not already taken place.

(¢) The view that an adjustment by means of a fall

. of costs, rather than by means of a rise of prices, is object-
ionable, not because it failsto achieve its object but because
it would increase the burden of debt charges, requires
separate consideration, If prices remain permanently
at a lower level, the purchasing power of debts will
increase considerably ; as they will equally increase if the
reduction of costs takes the form of increasing efficiency.
But if the adjustment of prices and costs results in increas-
ing employment and output, the real burden represented
by debt charges upon output as a whole may still be a
smaller one than it would have been if the adjustment
had not been made. For, if the adjustment had not
been made, the debt charges would have had to be met
out of a smaller dividend. Moreover, as has just been
argued, it by no means follows, once prices and costs
have been brought more closely into line than is now
-the case, that a low level of prices will be permanently
imposed upon producers. Purchasing power has not
been destroyed but only redistributed ; and a revival
of activity will, partly in virtue of the banking repercus-
sions associated with it, partly in virtue of the direct
effects produced by increased trade, help to raise the price
level. ‘There is, therefore, no reason to suppose that an
adjustment of costs to prices must involve a level of prices
permanently as low as that now existing; mnot that,
even if it did, considerations relating to the burden of
indebtedness would be a final reason for refusing to make
the adjustment, if no other solution twere possible.

(d) On the other hand, it is impossible to deny that the
process of adjusting costs to prices is one which neces-
sarily involves much hardship, and individual inequality
and difficulty, and raises such far-reaching issues of social
stability, that, if it could be avoided, even if only in part,
by cheap monmey and credit expansion, very weighty
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arguments would have to be advanced to justify inaction
on the part of the banking aunthorities. The argument
that it may later be necessary to retrace the steps taken
and to deflate credit in order to avold over-expansion
at that stage, cannot be considered a sufficient reason
*against present action. For, in all probability, the process
of recovery from a depression so severe as the present
one will be slow, and ample statistical and other material
is available for the guidance of the monetary authorities,
nor will the technical forms, which any repressive measures
(which may indeed subsequently prove necessary) would
have to take, present any unusual features. In these
circumstances the case against present action, on these
frmmdj alone, cannot be considered conclusive, though

would agree that the dangers apprehended are by
no means entirely imaginary. Nor, in my opinion,
can the argument that some liquidation of weak positions
is a necessary part of the process of recovery be pressed
too far. For, as the depression continues, the crcle of
weak borrowers becomes wider and wider ; for the losses
sustained as a consequence of the depression gradmally
undermine the position even of those who were originally
entirely creditworthy. To assert so much is by no
means to deny the truth that in the upward phases of
every cyclical movement of trade some branches of
production and some sources of supply become over-
developed, and that additional credit creation cannot
overcome the difficulties associated with the position
of such industries and areas. All that is contended for
‘here is that efforts to prevent the general situation from
deteriorating too markedly should not be withheld
because such efforts will be unable to solve the special
difficulties associated with particular cases, To attempt
to prevent prices from falling further is not * inflation »
but an effort at stabilization.

(6) Thus the short-run problem must be attacked,
in my judgment, both from the side of cost-reduction
and of credit ‘The important issuc from the
standpoint of Lﬁu conntry is the price level which will
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ultimately emerge as the result of the policies actually
fursued. It would be unwise to calculate upon a price
evel being reached, even if recovery takes place now,
which would restore the precise relationship which
existed, before the events of 1929, between the level of
British money incomes and prices and those of the outside
‘world. Even this relationship was an unsatisfactory
one.  From the standpoint of this country, then, a
still lower level of outside costs and prices would mean
an intensification of our problems, and this makes the
task of suggesting remedies still more difficult than it
would in any case be. '

Tuae Ecoxosic Posrrion oF Grear Brrtain

(7) It is impossible to judge between the merits of
the various alternatives which lie before this country
without some previous consideration of its economic
position. If all the available evidence pointed unambigu-
ously in a single direction, choice between alternatives
might be easier. But, unfortunately the position is not
so simple ; the evidence available allows no such un-
mistakable inferences to be drawn.

(1) It wounld be an error to assume that there has not
been a substantial increase in productivity during the
last decade and unjustifiable to argue that the general
economic position 1s one of unrelieved gloom. On the
contrary, unnecessary apprehensions on these grounds
are entertained both 2t home and abroad, and the
widespread impression to the contrary which has been
allowed to prevail has itself been a factor of some import-
ance in aggravating the undoubted difficulties of recent
years. It appears from the evidence submitted t6 us that
the index of output per head rose between 1924 and the
first quarter of 1930 by as much as 13 per cent (manu-
facture and mining combined) whilst aggregate output
rose during the same period by nearly 10 per cent, and in
manufacturing industry alone by 13 per cent. General
- copsiderations, moreover, warrant the assumption that
considerable improvements in productivity must have
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taken place. For, though a large part of the explanation
lies in the change in our favour of the terms of trade,
owing to the extraordinary fall in the prices of food and
raw materials and the reduction in the nez volume of our
foreign investment, the paradox of a rising standard of
life coinciding with unemployment both for capital and
labour upon a considerable scale throughout the last
decade would otherwise be inexplicable.

(i} In spite of the known difficulties in transferring
labour from one occupation to another, it is well known
that transfer on a considerable scale has in fact taken place,
with the result that the proportion in different industries
has shifted markedly, Moreover, whilst between june
:324. and August 1930, the numbers of unemployed in

insured industries rose from 1,085,000 to 2,119,000,
the numbers seeking employment rose from 10,430,000
to 12,004,000. The numbers actually in employment
at the later date were thus 600,000 in excess of those
employed at the earlier date, in spite of a doubling of the
volume of unemployment. :

(iii) Though the volume of our export trade in 1929
was still below what it had been in 1913, nevertheless
it is not the case that particular branches of British export
industry have shown no elasticity. The contrary
impression which has grown up is due to the fact that in
1913 so large a proportion of our total exports of manu-
factured articles were concentrated in just those groups
of commodities which have suffered severely since, so
that, if a weighted average of all exports is taken, the total
still falls considerably below that of 1913. But this con-
ceals the important fact that, in other directions, the
volume of British exports in 1929 was above that of
the last pre-war year. Thus it appears from the cal-
culations of Professor G. W. Daniels* that, taking the
volume of trade in British exports (articles wholly or
mainly manufactured) as 100 1n 1913, the volume in
1929 was only 86°1." But out of the twenty groups

I Recent Changes in the Overscas Trode of tbe United Ksngdoms. Manchester Statis-
tieal Society, November 1930, Table VII, p. 17-
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comprised within this rubric, twelve showed an increase
over 1913, eight showing a decline : the latter apart from
the Miscellaneous Class including Cutlery, Machinery,
Manufactures of Wood and Timber, Cotton and Woollen
and Silk Yarns and manufactures and apparel : whilst
other groups (including even Iron and Steel and manu-
factures thereof) had either maintained their position
or in some cases had substantially improved it.

(iv) Nevertheless, there are other aspects of the
situation which are not so encouraging, and which
require to be taken into consideration before final judg-
ment can be passed. '

(@) The fact that the terms of trade have shifted in
favour of this country has meant that we have been able
to buy our imports of food and raw materials on cheaper
terms, i.e. to obtain the same or a larger volume of such
goods at less expense to ourselves in terms of the volume
of exports. This necessarily reacts on the volume of
employment in the exporting industries, other things
being equal. But what is true of this country vis-a-vis
of countries producing foodstuffs and raw materials,
1s equally true of all other industrial nations and does not
therefore serve fully to explain why the rate of growth
in our exports should have fallen behind those of our
leading competitors. The recent investigations of Mr.
Loveday have shown that some of the conventional
explanations, particularly the handicap imposed by an
appreciating catrrency, fail to account for this pheno-
menon, since other countries which have undergone the
same monetary experiences have expanded their trade
more rapidly than we have.

Moreover, if it is argued that our older, staple export
industries have suffered from the effects of changes in
demand which lower prices for our exports could not have
prevented, it must be borne in mind that this is only
part of the truth, For competition between articles
1s, partly at any rate, 2 matter of price, and lower prices
might have prevented, e.g., part of the substitution which

T A I.Meday Britain and Werld Trads, cspecially pp. 152-171.
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has been going on between different fuels. Moreover,
part of our export markets have been lost to new com-
petitors producing the same article, e.g., cotton goods,
and in this case, at least, it is clear that comparative pmces
must have played a considerable role.

(5) Agam, even before the world depression began,
the volume of unemployment was in the neighbourhood
of one million. It is known that the figure does not
represent an unchanging army of individuals crystallized
out of the main body of wage-earners and unable to find
work, but largely represents a body of persons sometimes
in employment and sometimes out of employment.
Moreover, absence of adequate training or of natural
aptitude, housing difficulties and the like causes of
immobility between employments (including the psycho-
logical and other effects of unemployment insurance)
make it impossible to argue simply from the fact of un-
employment to the fact that existing levels of wage-
costs are necessarily too high to enable the expanding
trades to absorb the whole of the labour available at the
existing level of selling prices. But, since it is probable
that with lower wage-costs 2 lower level of prices could
have been established, and therefore a lower level of
demand could have been tapped, there is reason to sup-
pose that part of the failure to absorb unemployed labour
must be connected with the level of British costs. How
much of the continuing volume of unemployment can
be explained on this ground alone it would be difficult
to say, but in my opinion it is a considerable part of the
whole. For a rigid level of costs not only fixes the margin
of profitable exploitation of existing industries at a point
different (and higher) than it would have been if costs
had been lower, but also inhibits news industries from
establishing themselves at all.

(¢) Lastly, there is the undoubted fact that throughout
the greater part of the period which has elapsed since the
return to the gold standard the Central Bank has found
the task of maintaining the international parity of the
pound sterling a difficult one. The difficulties with which
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the Bank of England has been contending can be easily
enough explained, if the fact is accepted that, at the time
when the gold standard was restored, the then level of
sterling prices, costs and money incomes was inappro-
priate to the parity chosen, and that, in the absence of a
rise in world prices sufficient to diminish the disparity
between WorldP costs and British costs, the only alterna-
tives open were to reduce British costs sufficiently, or to
pursue a monetary policy which would offset the tendency
to increasing imports and diminishing exports resulting
from an unadjusted cost position. There is thus no
difficulty in understanding the course of monetary policy
in recent years. The easiest method of adjusting the
money market position which arose from inelastic
exports and rising imports, combined with the desire
to invest abroad, was to maintain 2 level of money rates
which would allow of the use of foreign balances as an
equilibrating item.

It is true that the problem thus gresented to the Bank
of England was eased by the gradual improvement in
the volume of British exports before the world depres-
sion began, and has been eased since by the fall in the .
world prices of food and raw material imports. More-
over dl:c figures cited in paragraph 260 of the Report
warrant the assumption that there has not been, in recent
years, a progressive increase in our reliance on the method
of equilibrating the Balance of Payments by taking up
foreign balances, but rather the contrary. Nevertheless,
the Bank is still faced with the task of preventing too
rapid an outflow of the volume of foreign balances now
held here : the level of money rates is still managed with
this end in view, and the assumption that our monetary
position would be more comfortable if the level of our
costs permitted a greater elasticity in our export trade
is not invalidated by showing that, so far as our short
debt position is concerned, the dangers and difficulties
of the position have been somewhat exaggerated in
the past, and that, over a course of years, improvement
had been taking place. But in so far as optimism is
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warranted on this ground, and if the fuller information °
now available suggests that the precariousness of the -
position of the Balance of Payments has been exaggerated,
one is entitled also to draw the inference that some of the
emergency measures which have been put forward as
means towards improving the Balance of Payments are
perhaps not as urgent as they appear to some of my
colleagues.. ‘

(8) The attitude to be adopted towards measures for
overcoming the present difficulties must to a large extent
turn on the assumptions to be made regarding the future
developments of the economic position of this country.
If the view is taken that factors intrinsic to this country
make continued participation in world developments
on the old scale impossible to wus, or if, alternately,
the opinion is entertained that the trend of world
events is in any case such as to require a fundamental
change in the direction of our productive efforts, more
drastic modification of our economic institutions may be
required than would otherwise be the case.

It is certainly one of the consequences of the increasing
command over resources that all over the world the
demand for direct services and for luxury goods is expand-
ing more rapidly than the demand for the older staple
products : a change which is indicated by the growth
in all countries of the distributive trades, the amusement-
industries, and so on. From the standpoint of the older
exporting nations, such developments of demand involve
both losses and gains. In so far as they can no longer
rely upon the same proportion of the population finding
employment in the traditional manner it implies immedi-
ate loss: in so far as these.changes in demand imply
alternative methods of employing populations within
their own frontiers the loss is balanced by gain : for the
growth of these industries everywhere implies that,
provided the transfer problem can be solved, there is no
reason to suppose that a failure of foreign trade to expand
it the old directions means a permanent loss of well-
being. Moreover, a failure of demand to expand does
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not necessarily, in the case of the older inénstries, mean
that the absolute scale of the industries concerned must
contract, All that it means is that they will no longer
expand at the old rate. Provided that there are not at
work specially deterrent lcal influnences, the shift in
«:lc:nw.mfe does not mean a present loss of employment,
but only that, in the normal course of development,
other industries and employments will gradually assume
greater importance. And, as regards the newer industries
producing luxury goods, the development of an export
trade in these is stimulated by the very causes which
explain the relative stagnation of the older staple trades,
i.c., the emergence of new kinds of demands.

(9) Turning now to the case of Great Britain, the
following conclusions appear to be warranted :

(a) The material prosperity of a country does not

depend directly upon whether it is engaged upon
manufacturing for export (thus obtaining indirectly
the goods it requires for its own consumption) or
whether it meets its own needs for goods by direct
local production, but upon the productivity of its
capital and labour, Thus a decline in foreign trade
is consistent with increased prosperity, provided
that increased efficiency means the replacement of
“foreign by home-produced goods at falling costs,
and provided that demand shifts towards sources of
satisfying .-wants which cannot be supplied from
abroad (e.g., services).

(8) On the other hand, so Iong as world population
and trade continue to expand, there is no reason to
suppose that this country cannot continue as a great
exporting nation, furnishing either staple products -
or new products, so long as our costs are upon a com-
petitive level. o

(¢) Even if there are changes in the world situation
disadvantageous on balance to us- {and some un-
favourable phenomena are certainly present) one- .
third of our workers in manufacturing industry are
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still engaged in working for export. Any emergency
measures which may be adopted tor the purpose of
reducing this proportion cannot possibly appreciably
diminish the magnitude of the population so engaged
sn the short-runm, whilst they might have serious reper-
cussions uwpon that part of our foreign trade which
under any circumstances we would require to
-"maintain. And the indirect benefits which might be
cted to follow from such measures, ie., the-
stimulation of demand for products of many different
kinds due to increased employment and production,
would equally follow if the mass of unemployment
in the export trades were reduced, e.g., by a reduction
of costs. ‘

(10) The nature of the problem which we have to
.solve is often misunderstood. It is not merely a question
of providing alternative sources of employment at amy
standard of life : any amount of employment of a sort
could be found by the simple expedient of cutting off
all foreign trade. The problem is to find alternative
sources of employment yielding (without adventitious
assistance through subsidies or other transfer-expenditure)
at least as high a standard of life to the mass of the
population as was yielded by the old sources of employ-
ment. Whatever may be t_i:e case in the long run, I do
not myself believe that this problem can be solved without
the assistance of vigorous and flourishing export industries :
or of industries capable, by their efficiency, of replacing
goods at present imported by new domestic production.

SuccrsTEp REMEDIES -
(11) It is, I think, common ground that a failure of
world prices to rise above the very low level which they.
have now attained—still more, a further fall—would,
in any event, create a situation of great gravity for this
country, both as regards the question of adaptation to the
new level of costs elsewhere, and also as regards the
continuance of the stream of income from abroad,

v 4
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representing interest and sinking fund payments on its
R?st investments. Something mn the nature of the

ational Treaty advocated by Mr. Keynes and those
of my colleagues who have signed Addendum I might
then become almost inevitable, and the sacrifices of money-
income called for from producers of all classes might
have to be compensated by additional taxation on rentier
and contractual incomes (or alternatively by revaloriza-
tion agreements on the lines of those which have some-
times been adopted after 2 period -of currency instability,
so as to bring debts more into consonance with the
altered value of money). There is no need to emphasize
the great difficulties which would attend measures of this
kind, but their immediate adoption is not in question.
Some recovery of world prices is to be expected, and in
8o far as prices do recover, the margin of cost disadvantage
to be overcome will correspondingly diminish. 1If it is’
admitted, on the one hand, that there might have to be
an adjustment of the scale of money-incomes of so
abnormal a kind as to require a special procedure, and if
it is admitted, on the other hand, that some adjustments
of incomes are ““ normal > in the sense of arising inevit-
ably out of the changing conditions and circumstances
of economic life, and therefore require no special justi-
fication, one is left with an intermediate region of
adjustment, greater than the normal, less than the
absolutely abnormal, which does require separate dis-
cussion, But until we have seen at what level of
prices world recovery will take place, this intermediate
region is necessarily indeterminate in magnitude. The
alternatives before us are simple. We 'may attempt -
to adjust costs : or we may attempt by special devices to
inter a cushion between ourselves and the outside
world, in the hope that thereby we may avoid, in part
or in whole, the adjustments which might otherwise
seem inevitable. Three other alternatives are also open
to us : to do nothing at all, but deliberately await events,
hoping that a favourable further turn of the tide may
float us away from the dangerous rocks towards which
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we are drilting: alternatively by some national action
(if that be possible) to change the whole direction of our
productive effort. Lastly, we may devaluate or abandon
the gold standard.

(12) If we do nothing at all but wait upon events we
"must face the danger, though not the certainty, of a

cumulative loss of export markets, of growing lack of
confidence in the economic strength of Great Britain
as a consequence of continued large-scale unemployment,
heavy fiscal burdens, and of what would be read by the
world as our evident and acknowledged inability to over-
come, the rigidities and inelasticities of our economic
~and social system, We would not, in any case, have to
face any sudden catastrophe, for so long as our foreign
balances are not swept away by a sudden panic, the
. excess of our visible imports over owur visible exports
can be compensated by a gradnal decline in the volume
of our new foreign investments: a decline which would
become inevitable if increased taxation reduced the margin
of new saying through inability on cur part to expand the
national income. All that would happen would be that
our economic strength would gradually diminish, and
with the diminishing of that strength would go the hope
of a progressive improvement of the standard of life of
the population as a whole, What has just been said
assumeS no improvement in the world price level, and
adjustment to that price level by all countries other
than ourselves: a process which in any event involves
the danger that our sterling assets in the shape of foreign
Ioans will have suffered a substantial diminution m
consequence of voluntary or involuntary default. For’
my own part, I do not believe it possible to sit still
with folded arms waiting for something favourable to
turn wp.

(13) There is no reason to reargue here the case
against a tampering with the standard of value. Inde-
pendent and premeditated action on these lines would
represent such 2 violent breach of national faith, and give
such a blow to confidence that its ultimate consequences
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can hardly be foreseen. That they would be of the
gravest and most unfavourable kind, at any rate to a
nation situated as we are, can hardly admit of doubt.
(14) National action to change the direction of our
productive effort would have to take the form of a large
scale development of Public Works, planned in advance
to absorb a large proportion of the national labour force
for perhaps a whole generation. As a contribution to our
immediate difficulties such a plan suffers from the most
obvious defects. So long as capital equipment and
labour power are out of employment, and current savings
are hoarded because of lack of confidence, it is, of course,
true that national works are not impossible because
they cannot be financed except at the expense of with-
drawing resources from other possible avenues of
employment. But the most urgent problem which we
have to face concerns the export industries, and it is not
easy to see how plans of national development would
much assist these industries in the short-run. Develop-
ment works of any kind will (i) absorb unemployed
labour of seme kind, (ii) give assistance to the construc-
tional trades supplying material and equipment, (iii)
indirectly stimulate demand for other labour through
increasing the purchasing power of workers and employers
engaged n the constructional trades and of the workers
directly employed in the development work itself. But
the indirect demand under heading (iii) will not neces-
sarily be confined to home products, so that, to the extent
. that imports of foodstuffs and raw materials increase, no
'direct stimulus to home demand will result under this
bhead. How much assistance will then be afforded to
the capital and labour in the export industries must
thus be very conjectural, depending upon {a) the
‘rapidity with which plans can be developed, (§) the
amount of work which can be set in hand within a given
period of time, (¢) the nature of the work undertaken,
(d) the demand generated directly, and the proportionate
distribution of this demand between home and foreign
products, (¢) the direct proportion of the demand
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accruing to industries formerly engaged in making for
rt, {f) the transferability of labour and capital to
.take advantage of improvements in demand for
other than those which they formerly helped to make.
As a short-run contribution to the problem, I cannot
believe that the policy of Public Works has much to
offer to the export industries, in which, after all, the bulk -
of our unemployment is concentrated. As a long-run
contribution to our economic problems, it raises other
issues, both fiscal and economic, which fall outside the
scope, however interpreted, of the present inquiry.

‘Tae ProBLEM OF THE TARIFF

(15) It has, however, been suggested that a remedy
lies within our grasp, which can be applied in the short-
run, and from which, at any rate in one of its forms,
much can be expected. It has been suggested that the
imposition of 2 Customs duty (of say 1o per cent) upon
all imports, accompanied by a subsidy upon all exports
(also of 10 per cent) wonld (4) improve our balance of
trade, () reduce the real burden of al/ the sterling costs
of British industry, including fixed charges, (¢) increase
revenue, less, of course, the cost of subsidies. It would
be equivalent in its effects upon home-income to a devalua-
tion of 10 per cent in the standard of value, without
raising any of the difficulties attendant upon a direct
attempt at devaluation. Even if such a tariff policy
proved impracticable, import duties would still be
imposed, accompanied by aids to the export industries, -
similar in effect to, though not identical with, a direct
subsidy. It has even been suggested that such a tariff,
in the light of our present situation, is the ideal method -
of securing the optimum distribution of our national
resources.

This last point, though of no great practical import-
ance, would, if it were true, be of great scientific interest.
"I believe it to be invalid. - A flat rate of import duty
accompanied by a flat rate of subsidy on the f.0.b. value
of exports would indeed make conditions even as between
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the export industries and industries using home-produced
materials and domestic labour, and selling in the home
market. But it would mo¢ make conditions even as
between the production of either of these classes of goods
and the production of goods intended for home consump-
tion out of imported raw materials : nor would it make
conditions even between the first two classes of goods
and the rendering of services, in so far as those who
render services would have to pay more than before for
-raw materials and equipment without receiving a subsidy.

Are, e.g., ships built of foreign steel but owned by English
_ firms on the British register to receive a subsidy or not 1)

But this point is of quite subsidiary importance as com-
pared to the other issues raised. -

(16) It is only as a possible solution of the monetary
difficulties associated with the present emergency that
I am concerned with this, or indeed any salternative,
proposal involving the imposition of duties upon imports.
As a suggested method of overcoming disequilibria
associated with monetary difficulties the tariff suffers,
indeed, from the fact that it is unable to remove the
fundamental defect which *is complained of, so that,
unless it is constantly being adjusted to meet changes
in the situation, its use as a monetary instrument is
liable to create new difficulties of its own. Moreover,
a review of history does not warrant giving the tariff
a very high place as a method of relief from monetary
distress. But neither 4 priors considerations nor historical
example constitute, in our present circumstances, a
sufficient answer to the case put forward by some of my
colleagues.

I demur, in the first place, to the definition of this
expedient as an emergency measure; one which can be
dropped without difficulty when the circumstances
which called it into existence have passed away. For
such a tariff would tend to perpetuate those disparities
between British and foreign costs to the existence of -
which it would, ex hypothess, owe its existence. So lon,
as these disparities lasted, retention of the tariff could ang
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would be urged as a method of defence, but so long as it
was hoped that the tariff would remain, there would be
no need to make the efforts hecessary to overcome the
disparities involved. It might, perhaps, be said that some
recovery of world prices is to be expected and that, in
so far as foreign money costs rose, the fact would become
s0 patent that a widespread agitation directed to the
removal of the duties would follow. But if a rise in.
world prices is to be seriously hoped for, within a measur-
able period of time, this very fact would be a decisive
reason for avoiding (unless other grounds than the nature
of the present emergency can be invoked) any measures
which, once imposed, would involve, in the virtue of

their very nature, their permanent retention. If a
" revival of world prices is not to be hoped for, the tariff
ceases to be an emergency measure and would become an
integral part of the fiscal and economic system of the
country : the more certainly, the longer the period of
time involved. Moreover, the tariff history of other
countries shows with what tenacity a tariff is clung to,
even when, to the eyes of impartial spectators, the
industries calling it in aid are clearly able to do without
its assistance. If the tariff does what it is asked to do
during the emergency period, there will be a natural
reluctance to part with so valuable an instrument : if
it does not, it can be pleaded that failure to achieve
success was due to the inadequacy of the tariff protection
actually afforded. If the tariff is to be adopted at all,
it is likely to be permanent.

But if anticipations in this respect are well-founded it
appears impossible to suppose that Parliament and public
opinion will be concerned mainly with the monetary
(and supposedly temporary) aspect of the proposal.
Discussion would turn, and turn rightly, upon the relative
merits of the proposal, as compared with possible zlterna-
tives, as a permanent instrument of fiscal policy. What
is recommended for a special and temporary reason
would be attacked and defended on other and more
far-reaching grounds altogether. :
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(17) I question, in the second place, whether a tariff
would not result in a spurious equilibrium likely to cause
2 new series of disequilibria in the course of time. In
general, the beneficial effects anticipated could only
follow if the reduction in real costs were effective. An
attempt to adjust the level of costs, especially wage rates,
to the effect of a rise in the cost of living, would at once
produce new disequilibria. But, apart from its intended
effect in assisting British industry to replace competitive
imports by British products (which would assist employ- -
ment) it is claimed for the measure that it would help in
reviving business confidence and the * spirit of enter-
prise . But in order that it should have these effects,

it i3 not enough that it should create a temporary mood
of optimism, to be dashed later on by the failure of the
tariff to function as it was intended to do.” If, as a result
of the imposition of tariff duties, a sharp fall in the volume
of competing imports takes place, and the volume of foreign
investment is not adjusted to the change in the position of
the Balance of Payments, gold would flow in freely, to
be utilized to serve as the basis of an expansion of credit.

Thus, if the tariff is at all successful in achieving its -
objects, it seems reasonable to suppose that it would
result in a temporary boom in home industries, and that,
under these circumstances, a check would be given to
foreign investment, at least for the time being. In the
early stages of revival, the Central Bank might find it
difficult to offset gold imports by sales of securities, for
it would then be liable to be attacked for running counter
to the policy of the Government of the day in restoring
“ confidence”, and the anticipated effects upon the
volume of credit are, therefore not only possible, but,
under the circumstances, not improbable. ‘

The money income of society would thereupon
expand : especially if diminishing unemployment and
rising prices led to a rise of money wages. Thereupon,
at the new level of money-incomes (the tariff being
supposed to remain unchanged) a new stimulus to imports
and checks to exports is brought into being, and a new
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disequilibrium between domestic and foreign costs is
set up : to be followed either by the collapse of the boom
or the imposition of a still higher level of tariffs in order
to avoid the threatened breakdown of  confidence”.
" I agree that the question can only be answered definitely
by a comparison between particular, alternative projects.
A slight measure of tariff protection would necessarily
have slight effects. But this would apply to the bene-
ficial, as well as to less attractive consequences to be
" expected from the imposition of import duties.

(18) Thirdly, I believe that the proposal for a tariff
upon all imports accompanied by a subsidy upon all
exports would prove hopelessly impracticable, and that
the effects of any tariff which would be likely to be
imposed would differ markedly from those which, it
may be held, would follow from a flat rate of import
duty accompanied by a flat rate of subsidy. My belief
is not based merely upon the circumstance that, if such
a flat rate tariff and subsidy were imposed, it wounld be
met by countervailing anti-dumping duties in foreign
countries and that, in order to avoid the danger of the
applicationi of such duties, equivalent advantages to the
export industries would have to be devised, the subsidy
being dropped in favour of such alternatives. I do not
think that tie technique of tariff-making is so little under-
stood by foreign countries as to make it at all difficalt
for them to apply special measures against British goods,
merely because we would attempt to grant our export
trades concealed, instead of open, bounties.

The main object of the proposed tariff is not to collect
revenue but to counterbalance the disadvantages of the
British level of costs, as well as to keep out part of the
existing imports of goods. But I feel that Parliament
would not view with any great favour a scheme of tariff
legislation which, whilst it would involve, in all prob-
ability, very considerable administrative expenses, would
not have the advantages of leaving a large additional
pet revenue in the hands of the State. In combination
with a subsidy, which would make an additional volume
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of exports possible, the revenue aspect of the proposal
is hardly worth taking seriously into consideration,
But this would diminish the practical attractiveness of
the proposal very much.

(1g) The probability then is that the tariff as intro-
duced would depart from the postulated simplicity of
form and purpose contemplated. Though this is not
the place to discuss at length the advantages and dis-
advantages of Protective Tariffs, it is not straying beyond
the limits of the permissible to point out that the more
complex and elaborate the tariff, the less can be predicted,
in the absence of definite knowledge of what the concrete
details are, of the effects of a tariff upon the position
of the export trades. In considering the effects of the
imposition of a tariff upon exports, it is not enough to
take account of the direct reactions which might be
expected to result, but attention must also be paid to the
indirect reactions. Foreign goods excluded from the
- British market do not simply disappear ; they reappear,
in the guise of increased foreign competition, in neutral
. markets, The net increase in employment under all
heads which will result from the imposition’ of tariffs
is therefore likely to be smaller, and the damage to the
export trades greater, than appears at first sight. The
trade of the world as a whole, of course, is not a fixed
magnitude, and it by no means follows that in the long
run neutral markets will not be in a position to absorb
both a greater amount of British goods and of the goods
of countries directly competing with ourselves. But
if this argument is valid, it is also valid to argue that an
increase in the imports of manufactured articles into this
country is not inconsistent with an increased demand
for domestic products, in the long run, provided the
productivity, and therefore the consuming power of the
country, continues to increase.

Tue ProerLem oF CosTs

(20) The only alternative which has not yet been
discussed is a reduction of costs. Since cost reduction
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is inextricably mixed up with ../ «question of wage
levels, both absolute and rel:tive, and with the question
of the standard of life of the population, it is inevitable
that this issue should be one which rouses some unin-
tentional, and perhaps as much interested and calculated,
misapprehension. 1 propose to set out the issue as
succinctly as possible. _ _ :

(¢) The problem arises partly because we may not
have increased our efficiency in the last ten years as rapidly
as some of our competitors ; partly because we had not,
even before the world slump, entirely overcome the
disadvantages sttaching to the choice of ratio at which
we returned fo the gold standard; partly because
world prices h: ve fallen heavily since. It is very natural
that producers, both employers and employed, should
resent the imputation that the whole of the problem
of adjustment;is due to faults originating on their side :
that it is entirely a question of deficiency of organizing
skill, and of p-oductive capacity. But it does not follow
that additional efforts and sacrifices may not now have
to be called for.

(6) A reduction of costs is not necessarily tantamount
to a reduction in wage-rates, still less of money incomes,
What is required is a reduction of cost per unit of output,
and such a reduction may be quite consistent with rising
money incomes. Thus the workers may be right in
insisting that a reduction of costs should not take place
uniquely at their expense, through wage cuts and nothing
" else. Our methods of organization, salesmanship, the
choice of leadership, etc., are all elements over which
Labour has little direct executive control, but which
are extremely relevant to the problem of cost reduction.
Still, if costs are to be cut by improved organization and
technique, it must be borne in mind that the Labour
movement must contribute its fair share to the solution
of the problem. Public attention is largely concentrated
upon wage-issues, but there are other elements in the
situation as well ; insistence upon the maintenance of

practices and regulations which have the. direct effect
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of keeping costs ug.*he Labour desires to cut costs and
refuses to allow wages to alter, it must at least be willing
to alter practices which increase per unit cost. It can
hardly be asserted with truth that this has always been
the case. B

(¢) If it is urged that “finance” must contribute
its share to the burden of cutting costs, the answer is that
through conversions and re-orgapizations the fixed
capital involved does have its remuneration reduced,
whilst -the owner of equities gets nothing, or gets less, -
unless and until profits begin to re-emerge.

(4) It may be argued that, if the cutting of costs leads
to a fall of prices, and British goods can again be sold
at a competitive level, groﬁts will not :e-emerge, ie.
Bm'chasing power will be destroyed and not ve-distributed.

ut an increase of sales which permits of ; reduction of.
overhead costs on the whole of the outpu: may still be
consistent with the emergence of profits.

(¢) It is argued that not only labour in¢omes, but all
incomes, have benefited, in terms of real purchasing
power, from the fall in foreign prices relative to our
prices. This is true, but if it is used as an argument
against a possible reduction of wage rates, it is invalid.
For the level of money wages may be too high to permit
of full re-absorption in other directions. The gain
through the alteration of the terms of trade in our favour
involves a transfer of labour into alternative occupations,
and, if it is to be absorbed in these occupations, labour
may have to accept a lower marginal wage, because in
those other occupations, there has not been a shift of the
terms of trade in favour of the British seller.

(f) Whatever reduction of wages and salaries may
ultimately prove to be necessary, it by no means involves
an equivalent reduction in the standard of life. A
IO per cent wage or salary reduction is not equivalent to .
a reduction of real income of as much as 10 per cent,
even if other costs do not fall.

(g) If no wage and salary reductions take place and
unemployment expands, a point must come when
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T A
working-class purchasing power as a whole v.'u? be less,
given a certain combination of employment at given
wage rates plus unemployment at a certain rate of

unemployment pay, than it would be if wages and unem-
* ployment were both lower.

(b) There is nothing in the fact of wage or salary
reduction which implies that wages and salaries can never
be raised again: or that an immediate wage reduction
implies a permanent lowering of the standard of life of
the bulk of the population. The standard of life of the
world, and of particular areas, is governed in the end
by productivity, and there is every reason to suppose
that, highly organized as the Labour. Movement is almost

. everywhere in the modern world, successive increases
in productivity will be reflected in 2 rising standard of
dife, as has indeed been the case throughout the modern
industrial era.

(5) The view that a reduction in the price of British
exports due to wage reductions would be nugatory,
because such reductions wounld simply force on equivalent
reductions elsewhere, is not in accordance with the facts.
Such wage reductions as are taking place—some at least
on a scale which suggests that not all the organized
workers in the country are entirely beyond being appealed
to in these matters—have followed and not preceded
reductions elsewhere. Moreover, it is not necessarily
the export industries themselves which should suffer any
feduction of wage rates, but the ancillary and sheltered
trades whose wage rates and standards have been main-
tained at the expense of the standard in industries less
able to protect themselves. A

(21) There is no reason to suppose that this country
has exhausted the possibilities of rationalization, using
that word in the largest sense; and it may very well
be the case that, in order to push on as fast with rational-
ization schemes as the urgency of the situation requires,
intervention by the State, both in the way of arming an
industry with statatory powers and by way of guarantee,
may berequired. But—eveninthe absence of a catastrophic
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alteration of world prices—such schemes may not prove
enough; and some alteration in the scale of wage
- rates may be necessary. Those who do not wish to see
wage rates reduced, or who think it impossible to do so,
in the main urge measures which will have the same
economic effect—the imposition of a general tariff.
Indeed, unless the tariff does have this effect, it will not
be a solution of that aspect of the British economic
situation which concerns the members of this committee.
(22) It is true that a tariff, if successful in reducing
- the standard of life all round, would hit classes of the
community who would not only not be affected unfavour-
ably by a reduction of costs, but who would gain from
such a reduction. That wage-earners should dislike
wage reductions at a time when it can be plausibly
argued that the rentier gains is no doubt perfectly
natural, even though the economic depression has much
reduced the value of investments in industry, and even
though among the ultimate beneficiaries from the rise in
real value of the National Debt are the working-class
members of Trade Unions, Friendly and Building
Societies, etc., owning blocks of War Loan. But the
problem confronting us is one which cannot be settled
on emotional grounds alone. The difficulties in the way
of special taxation of the rentier are very great. Butitis
clear that any considerable reduction in the money value
of the National Income must involve increased direct
taxation to meet debt charges, unless a successful large-
scale conversion operation can be undertaken in the near
future. Such increased taxation (the basic rate of Income
'Tax having already risen in recent years by 12% per cent)
will fall in the main upon rentier and contractnal income,
and constitutes an offset to any increase in non-working-
class well-being due to reduction of prices and costs,
which would not, if money wages fell, accrue to those
dependent upon incomes from labour.
(23) In the course of the last decade we have become,
- 23 a nation, highly sensitive to considerations of equity
as between class and class. At the same time, partly
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in consequence of our desire to translate our ideas of
equity into practice, our economic and social structure
has become less fluid and less amenable to change. To
sacrifice elasticity to equity is tolerable so long as, in the
outside world, changes are not proceeding at so rapid
a pace as to make adaptation on our part, even if only
with a time-lag, ultimately impossible. It may be that -
we are now faced by a turning point in the history of the
world price level, to which, in the end, the level of costs
in the outside world will adapt itself. If this diagnosis
of the situation proves to be correct, it would be out of
the question for us to maintain a level of costs out of all
proportion to costs elsewhere. It may, on the contrary,
prove to be the case that the world is now in the trough
of an unusually deep depression, recovery from which
will bring with it a renewed rise of prices. It is too
early yet to say definitely which of these things will
happen : but it is clear that a world rise of prices would
greatly mitigate the severity of the task which would
otherwise confront us. So long as the present degree
of uncertainty as to the future level of prices prevails,
to defer action, in order to take thought, is perhaps
legitimate. But to defer action simply because we are
as a nation afraid of acting at all would be a confession of
moral weakness, neither creditable to the traditions nor
beneficial to the economic future of the country.
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It is a fairly safe conjecture to make that only a very small
minority indeed of those professionally interested in
monetary questions—whether as Treasury or Bank of -
England officials or as economists—could have foreseen
last September, when Great Britain abandoned the gold
standard, the present, to all appearance, very paradoxical
state of affairs. There may have been rejoicing in the
camp of the advanced Monetary Reformers that at last
this country had shaken ‘off its shoulders the Old Man of
the Sea who was strangling the possibilities inherent in
an autonomous monetary policy. There may have been,
even in those quarters where belief in the gold standard
was a tErime article of faith, a certain measure of relief,
once the mood of bitterness engendered by a sense of
failure had passed away—relief at the prospect of at least
temporary escape from nerve-racking responsibilities.
But both sides would have concurred in thinking that
the probabilities of the sitnation pointed, not only to some
check to imports and stimulus to exports so long as the
fall in exchange was not offset fully by a rise of prices,
but also to a rise in the general price level and the cost of
living, as well as to considerable uneasiness at home and
abroad as to the future course of sterling. The paradox
of the present situation lies in the circumstance that,
whilst some of the favourable consequences to be expected
from a fall in the gold value of sterling have actually
manifested themselves, most of the unfavourable ones
do not appear to have been produced. Upemployment
has fallen, but, in spite of a reduction of nearly one-third
in the gold value of the pound, prices at the end of 1931
were actually lower than they were at the end of 1930,
The Board of Trade Index Number at the end of 1931
stood at 637, as against 65-5 twelve months previously,

1 Reprinted from The Ninctoentd Century, April 1932.
&
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a reduction of 2-7 per cent; the Food Index alone at
67-8, against 69-8, a reduction of 2-9 per cent, In
Febrnary 193z the Combined Index was still below the
figure for the same month of 1931. The Cost of Living
Index, which in July 1931 stood at 145, stood at 147 in
February 1932, a hardly perceptible rise. How is one to
explain these results ? Have economic laws ceased to
operate, or are the statistics entirely misleading ?

A great deal turns on ascertaining the true explanation
of what has been taking place, for the public’s satisfaction
with the results of going off gold is based in large part
upon the fact that the rise of prices so freely predicted
does not appear to have taken place. It is true that an
important section of economic opinion holds that an
ultimate improvement of economic conditions can only
come about if prices do rise; for only by this means
can the burden of fixed debt resting upon the taxpayer
and the industrialist be appreciably mitigated. But -
public opinion is not concerned with matters so far
removed from its immediate pre-occupations. The
General Election was largely won by appealing to the
fear of inflation: by an appeal, in other words, to the
desire to conserve the purchasing power of the pound.
Events seem miraculously to have confirmed the wisdom
of the choice made by the electorate: the pound still
buys more than it did a year ago. But can this state of
things continue, and what are the choices open to us to
prevent public confidence in a paper instrument of
exchange from being rudely shaken ?

The relations between the price level and the rate of
exchange,. given a paper standard, are complicated and
require explanation before the statistical and other facts
of the present situation can be dealt with. Under an
international gold standard, so long as it is effectively
maintained, the rate of exchange cannot vary except
within very narrow limits. The result is that, if the
price levels in two gold standard areas are markedly
different, it is only by adjustments in these price levels
relatively to one another that equilibrium can {w brought
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about. Goods will move from the low-priced to the
high-priced area, and gold from the high-priced to the
low-priced area—i.e. one country will have, for the
time being, a favourable, the other an unfavourable,
“ ba'ance of trade”. The method by which adjustment
will be brought about eventually is through gold imports
stimulating credit expansion in the one case, and causing
credit deflation in the other, with the final result that
prices will tend to rise in the one area and to fall in the
other. The attainment of equilibrium conditions,
however, is by no means automatic; to bring it about,
the social and economic structure must be sufficiently
elastic to enable wage rates and other money incomes to
respond to changes in the volume of credit, and the
volume of credit itself must be regulated in accordance
with the inflow and ontflow of gold. But this by no
means invariably happens; in fact, one of the reasons
for the breakdown of the gold standard in recent years
has been the refusal of the responsible monetary authori-
ties to allow gold movements to affect the credit structure
to a sufficient extent. But, in any case, given a gold
standard, adjustment comes about through variations
in the relative price levels induced by changes in the
volume of credit, such changes themselves being brought
about through changes in the volume of gold held.

In the case of an inconvertible paper standard it is
not the price levels which change in the first instance,
but the rate of exchange. Suppose a country with a
paper standard. Imports and exports of gold do not
affect its price structure. If, at the rate of exchange
ruling at a given moment, its price level is not.in equili-
brium with the price level outside its area, its exports
will be checked and its imports stimulated if the rate of
exchange results in its prices being abnormally high to
the foreigner; or in a stimulus to exports and a check
to imports if the ruling rate of exchange results in its

rices being abnormally low to the foreigner. But the
Erst situation results in an increased demand for foreign
currency and so to a decline in the value of the country’s
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currency abroad, whilst the second situation results
in an increased demand for the country’s currency in
foreign areas, which will lead to the foreign value of its
currency rising. In equilibrium, the rate of exchange
will be such as just to offset the relative differences in the
price levels inside and outside the area. But equilibriam
may take a long time to bring about if, before the rate
of exchange has had time to adjust itself to the original
position of the price levels, these price levels themselves
alter.

If the general direction which the exchange rate
ought to take, so that equilibriom can come about, is
a downward one, the cost of imports is bound to go up,
assuming foreign prices to remain unchanged. The cost
of imports ought 1o rise in order that consumption of them
may be checked.  So far as such imports are competitive,
demand will change towards home-produced goods,
which have not yet risen in price. This will cause further
activity in the industries producing such goods and may
lead to an expansion of credit, through increased demand
for bank loans. But if the volume of credit is expanded,
prices will tend to rise again inside the country, thus
necessitating a still further fall in the exchange before
equilibrium is produced. Again, suppose the imported
goods to enter into the construction of the cost-of-
living index. If, as a result, wage rates are adjusted
upwards, and if, in order to finance higher wage pay-
ments, employers borrow from banks so that the volume
of credit is expanded, again the equilibrium rate of
exchange will have to be lower than it needed otherwise
to have been.

Equilibrium, again, may be delayed, not by any rise
in domestic prices, but by a further fall in foreign prices.
If British prices in terms of paper money remain un-.
changed, whilst foreign prices fall, what 18 the result ¢
The cost of imports, at the ruling rate of exchange, will
be less than if foreign prices had not fallen, but this
stimulates their importation. But, relatively to foreign
goods, British exports will be more expensive than they
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were beforé foreign prices fell, and exports will con-
sequently be checked. The rate of exchange will move
against this country, in order to check additional imports
and stimulate exports, but it will have to move further
away than it needed to have done if foreign prices had
not fallen. It is true that falling foreign prices enable
us, in the circumstances imagined, to buy our food and
raw materials more cheaply, and are so far to the good ;
but that fall also checks exports and necessitates a more
far-reaching fall in exchange to overcome the disadvantage
so resulting to the export industries.

A further complication arises from the influence on
~ the rate of exchange of capital transactions. If France
or the United States “ call in »’ their balances now held
by London bankers, these balances can only be effectively
liquidated, from the economic point of view, by an export
of goods or by a transfer to France and the United States
of goods which inhabitants of this country might otherwise
have consumed. Every other form of so-called “ liquida-
tion ” of balances is only a transfer of ownership, but not
a final wiping out of the debtor-creditor reEti_onship.
If, e.g., French sterling balances are sold to Dutch
. speculators in sterling, this transfer still leaves London
a debtor on balance, Now, how can the additional
quantity of goods necessary to effect a final liquidation
be obtained ? A further fall of exchange is necessary
to check imports and stimulate exports, over and above the
fall (if any) necessary to equilibrate the price levels. Sucha
fall will, of course, have the effect of making imported
goods still dearer and our goods still cheaper to the
foreigner. But it is only when the exchange and the
price level in conjunction give such a bonus to exports
and such a check to imports that exceptional capital
transfers become possible. Such a rate of exchange
which is lower than is necessitated by a direct comparison
of prices is*said to “ under-value ” the local currency.
As soon as exceptional capital transfers cease the rate
will improve, provided that, in the meantime, foreign
prices have not fallen further, or local prices risen any more.
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Complication upon complication, it will be said.
But, unfortunately, it is considerations like these which
govern the rate of exchange when a country is off the gold
standard, and they form the necessary background to
what has been happening since September, and to what
will happen in the future.

What, then, explains the course of prices since Septem-
ber ? In the first place, though prices are still lower
than they were a year ago, they are higher than they were
when we went off the gold standard. Part of the satis-
faction with the present state of affairs is due to the choice
of dates. The Ecomomist index number (1927=100)
shows that prices on September 18th, 1931, were 6o-4,
on December 3oth were 65-8, and on March gth, 1932,
were 66-3, a rise of over 10 per cent. On the basis of
September 18th, 1931=100, the complete index on
March gth sto6d at 109-8, and the index of seventeen
primary products stood at 116:0, ofter having been as
high as 120-9 on February 24th. The fall in exchange
has thus already produced some effect upon our price
level. That it has not produced more is due to a variety
of circumstances. We are not the only country which
has abandoned gold; on the contrary, practically the
entire raw-material producing world is off gold. To the
extent that the former premiim upon sterling in terms
of various currencies has declined, import prices in this
country have risen, but the existence of paper currencies
in the outside world has lessened our dependence upon
gold countries, injured their exports and kept prices
steadier here. In the next place, gold prices of primary
products, after an initial rise from the middle of October
to the middle of November, have fallen much below the
September level. Thus the Economist gold sndex for the
seventeen primary products stood at g4-7 on September
18th, rose to 103-5. on November 11th, and fell away
aEin to go-3 by the beginning of March. In the third
E ce, trade has been and is depressed, and there are

rge stocks : under these conditions there is inability
as well as unwillingness to raise prices to the full extent
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of the fall in sterling ; further, the fear of being charged
with “ profiteering ” may have acted as a deterrent.
Fourthly, the extent to which the cost-of-living index
is directly affected by changes in the cost. of imports is
usually exaggerated ; only about one-third of the index
is directly so affected, and it so happens that about half
the food imports are from countries not upon the gold
standard, so that Professor Bowley has calculated that 2
25 per cent a]l:;precmtlon of gold in terms of sterling
would cause the cost-of-living index to rise by only

per cent. Lastly, and very importantly, the existence
of a high bank rate and the general uncertainties of the
time have prevented credit expansion, and, therefore,
the beginning of anything approaching inflation.

The sterling cost of imports at any moment of time is,
of course, the direct resultant of the price ruling abroad
and the current rate of exchange. The current rate of
exchange is in the neighbourhood of $3-70 to the pound
sterling, and there can be little doubt that at this level
the pound sterling is considerably under-valued. The
Economist index for the last week of February stood at
110-g for Great Britain : the United States figures (the
Irving Fisher index) stood at 92-4. On this basis £x
should be equal to $4-0§ approximately, instead of being
worth near?y one-third of a dollar less. The under-
valuation of the pound is to be explained in terms of the
effort of holders of sterling balances to withdraw them,
thus forcing exchange down, at a time when the dis-
organization of world affairs was in fact neutralizing the
existing and very considerable exchange bonus to British
exporters on their sales in gold currencies, and when,
at the same time, the decline in the earnings of British
shipping, the falling off of revenue from financial and
commercial services rendered to other countries, and the
cessation of income from past investments abroad were
reducing the British capacity to pay for imports except
by the current export of goods. For it must not be over-
looked that one of the vital ways in which world depres-
sion is affecting this country is to reduce our income
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from abroad—whether that income is derived from the
rendering of services or the ownership of securities.
'The exchange market is having to adjust itself, not only
to relative changes of prices, but to changes in the size
of the national income and to changes in the net position
of indebtedness on long-term and short-term account.
Qur assets are largely frozen, our liabilities are to a large
extent quick liabilities, and, at the same time, international
depression is reducing the inflow of current income with
which we might in part have met any draining away of our
foreign balances. So far as there is any speculation
in the pound sterling, it was probably & la baisse until
recently. Such speculation, whilst in the long rua it
must steady the value of sterling—for *‘bear” sales have
‘to be covered by purchase—had for the moment also
the effect of depressing the rate of exchange. The forces
which thus combined to cause sterling to be under-
valued are cumulatively very considerable. Any changes
in the international situation which would increase the -
inflow of income, reduce the pressure to remove balances
or reverse the direction of flow and stimulate buying
orders, would improve the sterling rate of exchange,
' reduce the cost of imports (assuming foreign prices to
remain unchanged), but would at the same time reduce
the export bonus, in terms of sterling, which at present
accrues to exporters in so far as they are selling in terms
of gold. The abrupt upward movement of sterling in
the first week of March caused great alarm on this very
ground. '

From the standpoint of British policy, both political
and financial, the important matter 1s : What is going to
happen in the future? From the purely economic
standpoint, it must be emphasized, there is no problem
in the sense that the exchange, freed from association with
gold, cannot, in the long run, fail to find an equilibrium
level. However severe the pressure upon the * Balance
of Payments > through the falling off of income and
the pressure to transfer balances, as well as through a
decline in current prices abroad in consequence of world
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disorganization, the rate of exchange can be relied upon
to fall until imports are checked sufficiently, even if
exports cannot be greatly stimulated. But the price we
should have to pay might be a very low rate of exchange,
so low (if world prices go on falling) as to cause prices
to rise appreciably here. But a falling exchange, whilst
a country is off gold, brings with it the danger of psycho-
logical reactions. The falling exchange may create
alarm, leading to a further withdrawal of balances and
therefore to the necessity for a further fall of exchange,
which, under the conditions pre-supposed, ought to take
Place in order that consumption of imports may be
checked. But if the imports are, e.g., foodstuffs, necessary
for the existence of the population, it may require a very
high price domestically, and a very considerable fall in
exchange, before equilibrium is restored. It is true that,
provided credit policy is rightly managed, a currency
cannot ““ fall to pieces ”: the continental cases, where
a fall in the external (exchange) value of the currencies
preceded final collapse, were due to failure by the
Central Banks of the countries concerned to take the
appropriate steps. But the psychological aspect ought
not to be overlooked, and, in any case, given the continued
dependence of this country on foreign food imports, as
well as the fact that a large part of our overseas invest-
ments is payable in sterling, a very low rate of exchange
may prove disadvantageous to us, even apart from the
influence it may have wpon public opinion. The
immediate manifestation of unrest in Parliament and the
Press when sterling fell sharply in the late autumn of last
year shows very clearly the political risk which may be
involved in allowing economic forces to work themselves
out. :

Assuming that it is not desirable that sterling should
go on falling, what are the natural economic conditions
consistent with a cessation of the fall # First, as regards
the price situation. Contrary to common opinion on
this point, a continuously falling price level, whether
gold or paper, in foreign countries does #of mean, if our
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prices remain stable, ' 4o in exchange or even a cessation
of the fall, or ultimatg' ¢ E\absence of a rise, in the cost
of imports. For, af\rise-ac b explained, falling prices
abroad render British exjthe: less attractive, and the pres-
sure to adjust both sides of til¥ccount will force exchange
down and the cost of imports up. Again, it is not the
case that rising prices abroad necessarily imply that our
imports will cost us more sn terms of sterling. For rising
prices abroad, whether paper or gold, will increase the
competitive strength of the British exporting industries,
and the pressure to adjust both sides of the account
through a falling exchange will relax—i.e., a rise of prices
abroad enables the equilibrium rate to be higher than

- would otherwise be possible, and the cost of imports to
be lower, in terms of sterling.

The second set of circumstances which have to be
taken into account relate to those forces which result
in an “ under-valuation > of sterling, i.e., a2 depression
of its value below the point justified by the relative
position of price levels. If the international situation
ungroves, if confidence in the political and economic
stability of the country becomes strengthened, then the
temporarily depressing influence of “ bear ” speculation

ill cease: the pressure to export to pay off balances

will relax ; the pressure to cut down imports through a
-falling exchange will also diminish, and the rate will
" improve, up to that point at which the exchange will
equilibrate internal and external prices. It may even
go up beyond this point, so that exchange becomes
*“ over-valued,” which would create grave difficulties
for the exporting industries, and stimulate imports to the
same extent that exports were depressed. It is not a
‘ high ” or a “ low ”” exchange which matters, but a rate
high or low relatively to the position of the internal and
external price levels,

It follows from what has been said that Great Britain
is still intimately interested in the fate of the world’s
price level. Any further fall of prices, by increasing
the difficulties of the export industries, will more than
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neutralize any beneficial effect “R8ich might be exercised
upon the cost of imports. 2ckeguse, although imports
might be cheaper if the *Tte of exchange were main-
tained at a given level, it is difficult to suppose that the
exchange will in fact be able to be maintained. It is
true that at present, with sterling under-valued, exports
are encouraged and imports discouraged, but this under-
valuation may cease, and then the real difficulties of
the situation will begin. For a period of rising
exchange would, in the event of world prices continuing
to fall, be followed by a new period of falling exchange,
especially if, in the interim period, credit expansion were
permitted and the British price level allowed to rise.
The equilibrium position of the rate of exchange must
constitute, then, 2 major preoccupation of any British
Government so long as we remain upon paper. On the
course of world prices we cannot, in the main, exercise
any influence, except to the extent to which British
fiscal policy may embarrass foreign suppliers and thus
cause their prices to fall, and to the extent to which the
abandonment of the gold standard, by reducing the aggre-
gate demand of gold, will ultimately help to lower its
value, ie, to raise gold prices. But these are only
indirect influences, and not of major importance in so
complicated a price situation as the present one, For
the greater part, therefore, any influence which can be
exerted by us upon the rate of exchange must be through
operating upon our own price level or through the other
factors which help to determine the rate of exchange.
We have the choice of allowing the rate of exchange to
settle itself, however low the level to which it may fall,
or of attempting to keep it from falling below a certain
limit, in the event of world prices not recovering : for a
rise of world prices, provided we prevented our price
level from rising as quickly, would automatically improve
the exchange. From the economic standpoint there is
much to be said for allowing exchange to find its own
level, for every attempt to keep it in the neighbourhood
of a certain dollar value implies the reproduction of
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conditions analogous to those obtaining under a gold
standard. If the rate is not to be allowed to fali, other
factors in the situation must be adapted to the exchange,
and not the exchange to the other factors.

The alternative policies which could be adopted to
prevent exchange from falling are really only three in
number. It is possible to borrow abroad ; it is possible
to keep the level of British prices and incomes at such
a figure that, even if world prices do go on falling, the
exchange will not decline too far; lastly, it is possible
to attempt to keep exchange up by a general restriction
upon imports. The first of these alternatives is the
one utilized during the period 1925-1931 ; it has the great
disadvantage that it exposes the borrowing centre to
panic influences unless the loans are formal, long-dated
ones, not subject to instant recall. The two other
alternatives can be summed up as the method of Income
Deflation or Tariff Inflation. It is the latter policy which
the National Government has chosen to adopt.

These phrases sam up, not merely alternative policies,
but historic controversies, where roots reach back to the
very beginnings of modern economic doctrine, and,
although at the moment the country is to link up its fate
with Protection, the intellectual battle involved has
not by any means been decided. The important question
- i8: Are these two alternatives real substitutes for one
another ! Can deflation be avoided and the exchange be
protected by-the use of tariffs !} It must be understood
that what is being dealt with here is not the advantages
or disadvantages to particular industries arising from the
imposition of a tariff, but the influence of .tariffs upon
the rate of exchange. How, in other words, do these
various ‘alternatives work out i Both are alike in this
respect—namely, that, if the world price level goes on
falling, a cumulative use must be made of them, in order
to maintain a given level of exchange; i.e., neither
instrument will yield its fruit without further applica-
tion of the same remedy if the general price situation
alters, So far as concerns the process of adjustment,
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deflation, by reduncing the volume of money incomes,
prevents as much being bought at any given level of
world prices and of exchange—i.e., it deters purchases,
not by incredsing the price of imports, but by decreasing
the funds Avith which the imports are bought ; that is,
it makes the British a bad market to sell in by forcing

rices . down. ' At the same time, it stimulates exports,

ecause, at the given level of exchange which it is desired
to maintain, the cost of British exports to the foreign
buyer falls ; relatively to the level of foreign prices, the
British cost and price level has been reduced : even if
foreign prices are falling, the difference of price levels
has been narrowed. Under a tariff the direct effect is to
cause a lessened consumption of those imports, the price
of which, plus duty, is higher than the cost of competing
_products in this country, though, if the articles made at
home are made of imported materials, the net advantage
is much smaller than appears at first sight, even if possible
repercussions on credit expansion are neglected. If the
articles cannot be made here and there are no substitutes,
consumption will still be lessened in all probability,
but not to the same degree. In the case of raw materials
of production, destined to be worked up and re-exported,
there will be lessened consumption unless a rebate is
given on export, because the higher cost of the raw
material will cut off part of the foreign demand for the
finished product. In this case, clearly, the check to .
imports will be accompanied by—in fact caused by—
a fall in exports. But even if raw materials of industry
are excluded, the difficulty attaching to a use of the
tariff as an.instrument of exchange control lies in a#
. cases in the repercussions upon the export situation.
For since, in the case imagined, foreign prices are assumed
to be falling and British prices have not, the higher
level of exchange which the imposition of import duties
may permit will not be offset by lower prices and costs
-in the country, with the result that exports will be checked
and the maintenance of the exchange at the desired level

will be imperilled. Moreover, the increased pressure
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on foreign price levels due to intensification of competi-
tion abroad due to goods being excluded from the British
market must tend directly to reduce the sale of British
goods in neutral markets, <L
These conclusions may seem disappointing to those
who have been taught to think that the abandonment
of the gold standard emancipated this country from the
pressure exerted on its economy by price changes in the
outside world, and to those who find in the tariff a solu-
tion of all our difficulties. A free exchange can only
help us if it is allowed to find its own level, and we are
prepared to accept the results of a falling exchange on
the value of imports and on the cost of living, etc. The
tariff, in so far as it is successful in excluding imports
and keeping up the rate of exchange, at the same time
checks the growth of exports and thus increases the
difficulties of the export industries. Imports may indeed
be less than they would have been without the tariff, but
this is not the same as proving that they will therefore
be less than they would have been if the rate of exchange
had been allowed to fall. Exports may not be less
even with the tariff than they might have beer without it,
given the same rate of exchange, but this is not the same as
E:oving that they will therefore be as great as they would
ve been if exchange had not been kept up. The fact
.18 that this country is so intimately bound up with the
world order that, whether we are upon gold or upon
paper, whether we are Free Trade or Protectionist, our
fate, it is clear upon reflection, is largely dependent upon
the course of prices abroad.
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Since Great Britain’s departure from the gold standard
on September 21st, 1931, the course of the dollar sterling
exchange has revealed three major movements. It fell
almost continuvously till December, the average daily
rate for that month being $3-37 to the pound. From
thence onwards it rose to a new maximum in April 1932,
the average rate for that month being $3-72. By July
_the rate had sunk to $3-56. In August, September
and during the first three weeks of October the rate
showed considerable stability, the average for the whole
of this period being about $3-46. As this article is being
written, late in October, the downward tendency has
again been renewed. .

Toward the end of the week ending October 22nd,
Sir Hilton Young, a distinguished parliamentarian who
was formerly a brilliant financial journalist, speaking as
deputy for the Chancellor of the Exchequer at the -
Annual Bankers’ Dinner, vaunted the intrinsic stability
of the pound sterling and put an end to any hopes or
fears that might have been entertained that the British
Government contemplated an early return to the gold
standard. His speech may have contributed to the
subsequent weakness of the sterling exchange, in so far
as it may have encouraged continental speculators to sell
short and continental bankers to withdraw balances. It
has certainly not met with even the shadow of criticism
in the British press; on the contrary, it is certain that,
in the present state of public opinion, a return to the gold
standard would be highly unpopular., When; a year
ago, sterling was falling there were certainly some voices
demanding that “something should be done about it”.
It is significant that it was the rise rather than the fall
of sterling which produced alarm in the spring.

1 Reprinted from Forsign Affairs (New York), January 1933
. 2 ! .
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To appreciate this state of public opinion, it must be
related to the past, both near and remote. Great
Britain had been a gold standard country for a century
before the war ; it was, and is, the centre of international
financial operations ; the Bank of England had rendered
yeoman service in restoring the gold standard in Europe
in the period 1925-1929, and only recently supported a
resolution in favour of the international gold standard
at a meeting of the directorate of the Bank for Inter-
national Settlements; finally, the present National
Government was originally formed to save the pound
from destruction and played upon the fear of inflation
in the autumn of last year—in the opinion of many
somewhat shamelessly. Any discussion of the possibility
* of Great Britain returning to the gold standard requires
that account be taken not only of those factors in the
domestic and world situation which may well make even
a convinced supporter of the gold standard hesitant,
but of those intangible, perhaps partly irrational elements
of public opinion which no government can afford to
neglect. I shall begin with these wider elements of
opinion, because, at a distance, they are in danger of
being overlooked.

The gold standard is unpopular, to begin with,
because to it is attributed both the world depression and
the peculiar difficulties to which Great Britain was
exposed in the period 1925-1929; and in the formation
of opinion the special difficulties of this country have
played perhaps the greater réle. When the gold standard
was restored, the opponents of the step then taken (and
particularly Mr. Keynes) pointed out that, if the old
parity of exchange were restored, the gold cost of British
goods to the foreigner would rise unless the level of British
costs fell, and that there was grave reason to fear that
British costs would nof fall. In a word, there was a
danger that the pound sterling would be permanently
over-valued, unless either world prices rose (withont
a corresponding rise in British internal prices taking place)
or the forces of rigidity within the British economic
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em were overcome, If world prices neither rose nor
British costs fell, the result would be a more or less
nent depression in the British exporting industries.
n my opinion, whilst it would be unwise to say that the
whole of the difficulties of, say, the British coal trade in
the last decade are due directly to the re-imposition of
the old parity, undoubtedly the currency situation
- contributed to the difficulties actually experienced by
exporters. The trade unions feel that they were asked
to consent to a wage reduction merely because of a cur-
rency policy forced on them by “financial interests”.
Employers feel that they had to consent to 2 fall in their
export prices and, under the conditions of the case, a
deduction of profits on the same grounds. A large part
of British industry is therefore disinclined to return to
the gold standard because it fears a repetition of the
- same difficulties in the future. As for the general public,
‘it has appreciated the line of argument advanced in 1925
and subsequently sufficiently well to have the impression
that it was the supporters, rather than the opponents,
of the gold standard who failed in their predggtions;
and consequently it is unsympathetic to restoration o
Id. '
& But the state of business opinion is also in part-
influenced by the somewhat irrational idea that a fall in
the international value of the pound is necessarily favour-
able to British exporting interests, whilst a rise in the
value of the pound is unfavourable : the alarm which
was felt at. the rise in the dollar value of sterling in
the spring was due in part to this feeling. In other
words, business opinion feels that the existence of a falling
exchange also implies the existence of an “export bonus”,
whilst a rising exchange involves a tax upon exports,
Now, in so far as the falling exchange merely registers
the extent to which world prices are falling more quickly
than British prices, and accurately measures the extent
of the difference, a falling exchange does not yield a
bonus, any more than a rising pound due to world prices

rising more rapidly than British implies any impediment
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to rt. It so happens that the pound sterling
prolfm; has been “ under-valued ”, i.e., the international
value of the pound has been below its true value on a
comparison of price levels, because in the case of Great
Britain the exchange has been, and is, greatly influenced
by financtal movements which have only remote (if any)
connection with the state of prices. There has there-
fore been a bonus on exports, which a rise in the exchange
would imperil. Opinion in Great Britain does not
recognize that the continuance of such an under-valued
exchange, given a free exchange, is intrinsically unlikely,
or that its existence is in itself one of the reasons for the
continuous increase in the import * quota * and * anti-
dumping >’ legislation of other countries. Public opinion
confuses the advantages resulting from a free exchange
with those resulting from a temporary position of the
exchanges, and its desire to retain these temporary
benefits leads it to refuse to assent to the disappearance of
a régime under which they are possible, even if only
temporary. ‘

- Thirdly, public opinion has learnt to associate the
world depression with the existence of the international
gold standard. I have to refer here to arguments which
must be familiar to American readers: the two theses
that the fall of prices is due to gold shortage and that it
is due to gold maldistribution have become common-
‘places even to the general public. It would be easy to
exaggerate the direct influence of experts such as Gustav
Cassel and Sir Henry Strakosch upon the movement of
opinion, though their views have been given wide promin-
ence in the press. - Whereas the trained economist is
inclined to describe the depression as a cyclical decline
in activity, accentuated £y abnormal political and
economic factors, the “ man in the street ”” now believes
that the fall of prices is due to the fact that *there
isn’t enough gold to go round ” and that what gold there
is has been locked away by France and the United States,
This maldistribution of gold, he has been taught to believe,
is due to a failure on the part of other countries td « play
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the rules of the gold standard game”. Under these
circumstances, he is naturally inclined to ask himself
whether it is not better to stay where he is rather than
risk any further disasters by linking up again with gold.
In a more sophisticated form, this view is shared by man
whose knowledge of the technical position is muc
greater. In any event, the position in the United States
(which the public believes to be much worse than it is
in Great Britain), and the growing difficulties of France
(which have not failed to be advertised by the press),
are negative reasons for refusing to budge. The retention
of the gold standard in these countries has certainly not
prevented the accentuation of local difficulties in the
~ period during which Great Britain has been off gold.
Moreover, the country finds itself in good company.
It is not as if Great Britain had been driven off gold
whilst the rest of the world remained unaffected by the
British action. On the contrary, a large part of the
world is in the same plight as Greatr Britain, and the
number of paper standard countries has been added to
since last September. 1In the spring of this year, when
the great gold drain from New York was taking place,
there were not wanting voices in the City of London
repared to argue that by the antumn the pound would
Ee worth six dollars, The wish was no doubt father to
the thought : it is certain that there has been no general
conviction that the gold standard will maintain itself
even in those areas where it is still ruling. Moreover,
although the Ottawa Conference did nothing to further
~ the hopes of those who saw in it the formal instrument
for creating an Imperial Currency Union (to which other .
countries might perhaps be eventually admitted), the
public knows that the  Sterling Club > is co-extensive
with a large part of the Empire. The public also sees
that the maintenance of the gold standard on the
European Continent has been accompanied by an ever-
growmng volume of exchange regulation and it is not
convinced that other countries—for instance, Germany—’
may not ultimately be forced off. For these reasons,
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there is 2n under-current of feeling that the flowing tide
is with the paper standard rather than with gold, and
opinion is not prepared to risk a return to gold unless there
is more evidence than is at present available that Great
" Britain’s return would be followed by Scandinavia, for
instance, or by those dominions, e.g., Australia, whose
immediate interest it is to see that the gold and commodity
value of sterling shonld be kept low. '
To these more remote considerations must be added
the tangible facts of the situation, The immediate
consequences of the departure from the gold standard
hav:e(ll)een on balance favourable and are certainly far
removed from those which were predicted in the summer
of 1931, when the struggle to maintain parity with
gold was going on, At that time it was freely predicted
that the abandonment of gold would lead to a drastic
fall in the purchasing power of sterling, and the politicians,
at any rate, played upon the fear of inflation with very
considerable effect. But, for various reasons, the un-
favourable consequences which might have been expected
to accompany the departure from the gold standard
did not materialize, whilst some of the favourable
consequences did manifest themselves, though to a
smaller extent than the optimists had hoped for., The
fundamental reasons for the non-appearance of unfavour-
able reactions upon the cost of living were the continued
fall in gold prices and the steady decline in the number of
gold standard countries. Great Britain was in fact in a -
" position to exert a deflationary effect upon the prices of
all those commodities for which she represented an
important market, especially at a time when import
and exchange restrictions of all kinds were narrowing
the world market to an unprecedented extent. More-
over, public opinion took no account of such price
changes as actually occurred. Between September 1931
and October 1932z the Economist index number (Septem-
ber 18th, 1931=100) show two maxima. On February
24th the general index stood at 111 approximately, and
on September 7th at 107 ; the index of primary products
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on the two dates in question stood at 121 and 120 2p--
proximately, But the cost of living index barely moved
and on balance has been falling ; thus, the Board of Trade
general index number was the same in August of this
year as it was in August 1931. It must further be borne -
in mind that for a time at least unemployment ceased to
increase, though this favourable symptom ceased after
December 1931. The fall in the exchange undoubtedly
benefited certain industries, primarily textiles; for a
time the growing depression in shipbuilding and iron
and steel was checked ; and there was a sharp rise (partly
seasonal, however) in the index of production. More-
over, the combined effect of tariff measures and a falling
exchange was to cause (after a preliminary period of
rising imports, due to anticipation of the duties which
were later to be imposed) a sharp drop in the volume of
manufactured imports: exports of manufactures main-
tained their position at a time when the general decline
in world trade would have warranted one in expecting
a decline. Thus the visible adverse balance of trade
moved in a direction favourable to the country—and the
fact that a cutting of imports must be accompanied by
increasing pressure on such countries as Germany was
overlooked in the general rejoicing. :
These favourable symptoms lasted long enough to
give renewed confidence in the outlook at home. After
unemployment began to increase again (in May) other
counterbalancing elements of satisfaction made their
appearance. The creation of the Exchange Equaliza-
tion Fund, coinciding as it did with the flight from the
dollar, gave sterling an appearance of stability which was
a necessary preliminary to the great conversion operations
of the government. In estimating the situation, the
fact that there has been in progress a great boom in gilt-
edged securities must not be overlooked. In September
of last year the index of gilt-edged securities stood at
97+9: it fell to 92:6 in October and has since recovered
to 126-8.' Thus the rentier class and the bankers,

% Basis 1924 =100. Londom and Cambridge Bconomic Service Index:
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those sections of the population most likely to be scared
by a falling external value of sterling, have seen their
security holdings appreciate some 40 per cent, and if
this result has been in part achieved by official propa-
ganda and an embargo on competing issues, a saving to the
Exchequer of £23,000,000 net and a sense that the “ old
country is not played out yet”, as well as very handsome
profits on current purchases of gilt-edged stocks, are
ample compensation. The fact that bankers’ deposits
at the Bank of England are up some £18,000,000 and bank
deposits are up by some [150,000,000—in other words,
the circumstance that there has been some inflation
which must sooner or later affect prices—is either dis-
regarded or welcomed. Certainly 1t does not diminish
satisfaction with the way in which events have moved.

1 come now to the more narrowly technical reasons
‘which prevent any great enthusiasm being displayed for
an immediate return to gold, or even a return within a
foreseeable time. -

The first is the perfectly understandable reluctance to
risk a return to gold unless it is certain that, if the return
is decided upon, a new wave of international unrest will
not drive the country off again. This issue is, of course,
a different one from the quite narrow question of the
choice of parity. There is universal agreement that,
failing a drastic rise of world prices in which Great
Britain does not share, a return to the old parity of
$4-86% to the pound sterling is impossible—and there
are not wanting distinguished authorities, such as Emeri-
tus Professor Edwin Cannan, who assert that the very fact
that we are not likely to be able to return to gold at the
old parity is a decisive reason for not returning at all,
since public opinion abroad will regard a devaluation of
the pound as itself a reason for not trusting our intentions
as fully as before. So far as the factors internal to Great
Britain are concerned, the possibility of remaining upon
gold, once the return is decided upon, is of course
affected by the choice of parity, but this is not the factor
which looms largest in the British mind. What does
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loom large is the possibility of a new run upon sterling in
consequence of circumstances over which the conntry
has no control whatever. A decline in sterling, due to
removal of balances, is by no means to be welcomed ;
but at least the shock to confidence due to the gold
standard having to be abandoned is not, under these
present conditions, one of the elements to be taken into
account. So long as the volume of international short-
term balances remains as great as it is, adherence to an
international standard does undoubtedly involve dangers
which are not contemplated by orthodox gold standard
theory. The fear of being driven off gold by some
sudden panic is 2 very real element in causing hesitation
on this side.

The second element which leads to hesitation is the
future behaviour of the price level. So long as Great
Britain remains upon paper, a fall in the world level of
prices will lead, in so far as British monetary policy is
directed towards maintaining the pre-existent level of
British prices, to a further fall in the external value of
sterling, If the fall is not accentuated by speculative or
financial pressure, the cost of British imports will not,
therefore, rise and the foreigner will pay the same amount
as before, in the aggregate, for British exports.. Great
Britain cannot, of course, expect to “ contract out”
of the direct consequences of a fall of prices on the volume
of world trade a:% production, but she can escape the
necessity of making the adjustments which other countries
might have to be making to adjust the level of costs to
the new level of prices. Without question, it is a fact
that it is easier, in view of the traditions and the economic
‘structure of the country, to allow the exchange to fall
than it is to bring pressure to bear upon the level of costs,
If, then, world prices were to go on falling and Great
Britain were to return to gold immediately, the effect
would be to cause the reinaugurated gold standard
régime to be exceedingly unpopular both with the
broad mass of the population and with the business world.
For the return to gold would involve the necessity for
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further wage reductions and hence would provoke neéw
labour conflicts—at any rate in the exporting industries,
Owing to the rigidity of the British economic structure,
such a fall of wage rates would not necessarily communi-
cate itself to the “sheltered ” trades—those protected
by the nature of the case from foreign competition,
or those working primarily for the home market. But
the disparity between wages in the export industries.
and those in the sheltered trades is itself a cause of labour
unrest. Having had experience of just such 2 situation .
between 1925 and 1929, business opinion would naturally
be hostile to a resumption of the gold standard if it
were to imply the recurrence of a similar situation. The
fact that Great Britain’s retention of a paper standard
might in itself act as a deflationary factor, and that a
return to gold might act as an element strengthening
confidence and so lead to a rise of world prices, is of course
overlooked by those who put forward this line of argument,

The third element in the situation is the position of
the debt question. There can be no doubt that Great
Britain’s capacity to pay has been influenced by the
decisions taken at Lausanne: nobody supposes that
Germany will ever resume payments or that the former
Allied Powers are in a position to constrain her to do so.
The resumption of payments to the United States would
involve in any event a serious additional strain upon the
budget, and might easily involve serious transfer diffi-
culties. These difficulties have only a slight connection-
with those which popular opinion imagines are compre-
hended under the term : a country upon a paper standard
which is allowed to fluctuate freely must, in the end, be
capable of transfer, by allowing the exchange to fall
sufficiently to encourage further exports and at the same
time drastically check imports. But in a world in which
tariff and quota restrictions are of great and growing
lmportance, the fall in the rate of exchange necessary to
force exports to a sufficient degree may well have to be
very considerable, and such a fall—even allowing for a
decline in world prices due to the pressure. which Great
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Britain can exert upon the areas supplying food and raw
materials—might then have very undesirable reper-
cussions upon the internal cost of living and standard
of life. Opinion within Great Britain might not be
greatly upset; but London is still a great international
centre, and a rapidly falling exchange might lead to re-
newed distrust of sterling. From this point of view, the
creation of the Exchange Equalization Fund has made
things worse rather than better. For, whilst British
opinion primarily regards the Fund as a means of prevent-
ing an undue apprecsation of sterling, continental opinion
Pays equal attention to the use of the pound as a means
of preventing undue depreciation of sterling. The removal
of the “peg” in October is one of the causes of the
magnitude of the fall in the external value of the pound
which followed. It is natural that it should lead to
rumours that the Fund is exhansted and to. attempts
to force sterling down by bear sales. The resumption
of debt payments to the United States—assuming that
nothing else happens—must exert a depressing influence
upon exchange and make it in any case impossible to fix
a parity point here and now. In any event, so long
as we do not even know whether we shall have to keep on
paying, and, if we do, what the immediate and more
remote results are likely to be, the public and the govern-
ment will not seriously consider the possibility of a return
to gold. - .

'gI‘ohis brings us to two other problems connected with
each other and with the issues already discussed. The
first of these is the budgetary sitnation, the second the
position of the balance of payments. It is, of course,
obvious that the budgetary situation is intimately
affected both by the course of prices, the course of
exchange and the amount to be paid in principal and
interest upon the Anglo-American debt. ‘When the
financial statement for the year was presented to Parlia-
ment, no account was taken of the possibility of renewed
payinent upon the debt : on the other hand, the various
conversion operations had not then been undertaken.
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Savings upon the old § per cent War Loan will amount.
toa net sum of £23,000,000, equivalent at rates of exchange
current as this is written to some 76,000,000 gold dollars.
This is considerably less than half the annual instalment
of 189,000,000 dollars due to the United States. Since
the price level has on balance fallen rather than risen,
the burden of additional taxation would not be merely
a nominal one, but would involve an equivalent real
burden upon the taxpayer. There 1s, fourthly, general
agreement that it is out of the question to increase
direct taxation upon incomes and upon estates. With a
lower exemption limit and a standard rate of tax of 25 per
- cent, and with trade not visibly improving, the position
of the government would be politically impossible
if 1t tried to raise the level of the income tax, A recovery
in world trade would swell the revenune from customs,
now a more important source of taxation than before.
Cheap money, if it continues, will help the government
by reducing the cost of financing the floating debt.
On the other hand, the resentment against the so-called
“ Means Test”, by which an attempt has been made to
keep down the cost of unemployment assistance, is growing
apace and some concessions will probably have to be
made. Apart from further reduction upon armaments—
and unilateral disarmament is not really possible—the
chances of economies in other directions are not bright.
About as much has been accomplished in these other
respects as is consistent with efficient government, and -
a dangerous agitation directed against the whole rincigle
of economy in government expenditure is already under
way. It is not to be expected that the government
will risk a return to gold until the prospects of being able
to balance the budget at the parity chosen become less
obscure than they now are. ‘
Finally, there comes the question of the balance of
payments. On this subject the public mind has become
thoroughly debauched in the course of the agitation
preceding the abandonment of gold in the summer of
1931. ‘The real problem in connection with the balance
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is not the * balancing * of the balance (with a pa

standard, the credit and debit items must be adjustable
to one another), but the decline in the invisible
receipts from abroad (interest, shipping earnings, insur-
ance and financial earnings, and the like). The growing
disorganization of the world economy (partly, of course,
the direct result of British fiscal policy) imperilks that
proportion of the national income which is represented
by receipts from overseas. The improvement in the
- visible acgrarse trade balance may in fact merely conceal
a reduction in Great Britain’s ability to purchase abroad,
due to default and absence of dividends upon equities,
the laying up of ships and the like. A decline in these
eredit items may involve, in order that the balance may
be adjusted, a further fall in the rate of exchange. On
the other hand, it will be borne in mind that long-period
capital issues in the London money market on behalf
of foreign countries are almost at a standstill, whilst
the prices of foodstuffs and raw materials have fallen.
These elements affect favourably both the income and
the capital categories entering the total balance of
payments. What is not known with any certainty are
the movements of short-period capital. Here various
items have to be balanced against one another : (1) the
repatriation of British funds formerly held abroad;
(2) the inflow of foreign moneys (speculative and for
investment purposes) into London; (3) the outflow
of British money to take advantage of low equity prices
and high bond yields in New York; (4) outflow of
foreign ‘money and speculative sales of sterling due to
profit-taking or anticipated further reductions in the
external value of sterling. At the moment, the out-
_flow is probably in excess—perhaps largely in excess—
of the inflow; and if the New York Stock Market
situation should improve in the future the outflow might
increase, In any case, it is not yet apparent at what
point sterling could be stabilized without the authorities
at the Bank of England having constantly to manipulate
the bank rate in order to encourage a flow of funds
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inwards or outwards as\{(n/{e equilibrating item in the
balance of payments.

Some of these problems—particularly the problem
of the world level of prices—may become pliiner as
the result of the deliberations of the World Economic
Conference. By next spring, also, the budgetary
situation will have become clearer and some certainty
may have been gained on the subjects both of disarma-
ment and of inter-Allied debts. For the reasons set out
above, it is most unlikely that anything positive will be
said or done by the British Government in the immediate
future on the subject of Great Britain’s returning to

gold.



CURRENT PROBLEMS IN INTERNATIONAL
FINANCE*

I am very conscious of the fact that lectarers on this
endowment have in the past been chosen on the ground
of their personal distinction, and I cannot hope to address
you with that particular qualification; but I can claim
at least this, that at no time in the history of Australia
did those eminent men have to discuss problems more
immediate and more urgent than those which form the
material of what I have to say this evening. What I
want to discuss I have labelled Some Current Problems in
International Finance, but what I really want to deal
with are the problems which arise, and have been arising
in the last ten years, out of the peculiar monetary organiza-
tion of the modern world.

Now it has long been held up against economists of all
schools that they are unnecessarily abstract in dealing
with the problems of life, and in particular of business
organizations. If we have been agstract, it is nothing
in comparison with the actual abstractness of the monetary
systems of the modern world. We are all of us in a way -
the creatures of an illusion. We see around us, in Austra-
liz as elsewhere, magnificent cities and still more magni-
ficent buildings. Wherever we go we are faced by the
tangible and by the concrete, and we naturally think
that a body of men who spend their time reducing these
great realities to abstract ideas are not in touch with
the realities which they describe. But that, ladies and
gentlemen, is a complete illusion, The real world,
the world which matters in modern business, is not the
actual physical structure at all. The real world which
matters in business, as in economics, is the balance sheet,
which those physical structures actually represent.
In other words, whether we like it or not, in every state

! The Joseph Fishes Lecturein Commerce, Univensity of Adelaide, givenin Adelaide,
Augas, 1930.

”
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of society in which money is used all those concrete
phenomena—farms and farmhouses, and human beings,
and buildings, and equipment of one kind and another—
are in the final analysis plotted down in a balance sheet.

And that balance sheet involves a conception of a
monetary unit. It may be the pound sterling, it may
be that object of worship the American dollar, it may be
the franc, or it may be the mark, but, nevertheless, what-
ever the particular symbol we care to employ in the
modern world, the whole of the economic activities of
mankind presappose and rest upon a2 monetary symbol
and upon a monetary system. Not only that, but all
business, the business of the small peasant farmer, as well
as ‘the business of the greatest banking firm in the world,
is based upon the assumption that these symbols have
a certain stability of value ; that is to say, that the local
unit of money, whatever it may be, will purchase both
over space and over time 2 certain fixed quantity of goods.
If it does not do so, some very important consequences
follow. All business, I repeat, the business of a socialist
community as well as the business of an individualistic
community, is based upon the inherent assumption that
the standard of value and the unit of account represent
over time and over space a certain fixed quantity of goods,
or, if not absolutely fixed, at any rate fixed to the extent
that their purchasing power does not vary very much
* over reasonable periods of time. If their value in terms
of goods does alter very much over space and over time,
all business, the largest to the smallest, becomes simply
a gamble with the future value of money.

Let me begin, therefore, by making quite clear what
an enormous significance all changes in the value of money
have even to the humblest individual in any part of the
world. We all of us have to make provision for the
future, and that provision takes the form of setting
- aside out of qur income, voluntarily or compulsorily,
certain sums of money. Whenever you and I are invited
by an insurance company to take out a policy on our own
life, or for a fixed number of years, we are gambling
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unconsciously, and in some cases consciously, on the
future value of money. I constantly keep worrying
as to what the value of money is going to be in twenty
years time, when some of my insurance policies begin to
mature, whether the pound sterling is then going to buy
a larger or smaller collection of commodities compared
with what it would have bought when I took out that
particular policy ; and every banker and every business
man who makes any investment, the return from which
accrues over future periods of time, ought, although a
large number of them do not do so, to take into account
the fact that, as things actually are, he does not know
what the purchasing power of money is going to be in
the future. Most of the problems which form the
content of modern international finance arise from, and
are determined by, the instability of money in the past,
the instability of money in the present, and the probable
or possible instability of money in the future. I want
to drive these points home if 1 possibly can, because
you will not understand the preoccupations of modern
finance unless it is perfectly clear that modern economic
society rests upon a monetary foundation, and that this
monetary foundation rests upon the almost unconscious
assumption on the part of everybody that money is not
going to differ in its purchasing power in the future very
violently from the purchasing power of money in the past.

That is the first point. Now we may ask what happens
if the purchasing power of the pound sterling, the dollar,
or the franc, varies very much. What are the conse-
guences of extreme instability in the purchasing power of
money ? In the last fifteen years, broadly speaking, the
purchasing power of money first fell and then rose.
Between 1914 and 1920, roughly speaking, the pound
sterling and the Australian pound and all other units
of account, bought each year less than they did before ;
and since 1922, particularly since about 1925, the pound
sterling and all those other units of currency have been
buying more each year than they bought the year before.
Economists are only just beginning to be aware of the
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fact that alterations in the purchasing power of money
are perhaps the most powerful of all agencies of social
change that one can possibly imagine, because until
quite recently those alterations which they produce
in the social fabric have not been completely under-
stood. The way in which alterations in the purchasing
power of money work themselves cut is simply this, that
any change in the price level produces a most profound
change in the distribution of the social income of mankind.
In producing changes in the social income of mankind
it completely upsets the equilibrium of social classes and
the equilibrium of social institutions which are in exist-
ence at any particular time.

+ These changes in the purchasing power of money
can take one or other of two forms. As I said, up to
about 1920 the purchasing power of money was falling.
Each pound of one’s income bought less and less, which
is the same thing as saying that the price level was going
up. Since 1920 each pound of one’s income has bought
more. Of course, the speed with which each pound of
one’s income bought more has varied in different parts
of the world, and I may mention in passing that the
increase in the purchasing power of the pound in Australia
has been very much slower than the increase in the pur-
chasing power of the pound in almost any other part of
the world, and a great many of your problems at the
present time are derived from the fact that alterations
in the purchasing power of the unit of account outside
Australia have been proceeding much more rapidly than
they have been inside Australia. But that is by the way.
The point merely is this, that since the outbreak of the
Great War, the unit of account—the pound sterling, or
the dollar, or the franc—has never in any two succeeding
years bought even approximately the same quantity of
goods. What follows ? In periods in which the pur-
chasing power of a particular currency has risen, the
distribution of the national income alters in favour of
those particular groups, and of those particular institu-
tions, that have fixed rights in terms of money. If I
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am a bondholder at a time of falling prices, I get the same
quantity of money, and each unit of my income buys
more than it did before. 1f I am a bondholder in a period
of rising prices, each pound that I get buys less than it did
before. Now, if you make the enormous assumption,
because it is an enormous assumption, that the real things
which are produced remain the same, whether prices are
rising or whether they are.falling, it is easy to see, is it
not, that in periods of rising prices those particular people
‘who have fixed income rights 6f any kind suffer, and in
E:riods of falling prices those people who have not got

ed income rights suffer. Economists express that by
saying that in periods of inflation, in periods in which
the price level is rising rapidly, the recipients of fixed
incomes suffer, and that in periods of deflation the residual
recipients of income suffer, that is, all people without
definite legal right to a fixed amount of income.

What are the ultimate social consequences of this
state of affairs ? We in Europe have been privileged to
ge€ an enormous economic experiment carried out upon-
a vast scale, because throsgxout the greater part of
Europe, between 1919 and 1925, we saw the purchasing
power of money falling literally not only from day to
day, but almost from hour to hour. I have beén in at
least three countries in which one did not know at the
end of the day what to-morrow’s rate of exchange would
be, nar, therefore, what to-morrow’s purchasing power
of money would be. Consequently what 1 am about
to describe is no figment of the economist’s imagination,
because international economists are not allowed to possess
imaginations. What I am about to describe are the actual
facts, as they have been experienced by a whole group of
European and extra-European countries. i the ]Egr-
chasing power of the unit of currency keeps an falling,
which is the same thing as saying that if the price level
goes on rising, you ultimately get to a state of affairs
in which production breaks down completely. If you
ask -me why this is so, the answer is perfectly simple.
If I possess something, namely, money, LE: value of which
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is being reduced not only from day to day, but even from
hour to hour, the time will come when I will refuse that
money, or, what is even more important, the time will
come when I cannot pass this money on to anybody else,
when I cannot use it to go into a shop and buy anything
with it, for the very simple reason that the shopkeeper
will not accept my money, and will say: “Oh, no; I
do not know what the future value of this money will be ; 1
prefer to hold my goods, and, if you like, you can hold
your money.” When the stage comes where nobody
is willing to accept the local currency, the productive
system breaks down, because we live in an extraordinarily
complicated world based upon the division of labour,
based u{:on private property. If nobody is willing to
accept local money the entire productive mechanism
breaks down. But the same result will also follow, not
only if money is constantly falling in value, but also if
money is constantly rising in value. ln other words, the
ultimate effects of deflation are very much the same as
the ultimate effects of inflation. t yourself in the
position of somebody who possesses a piece of property,
the value of which rises day after day and hour after
hour. The longer you wait the more valuable your
property becomes. Under these circomstances you
refuse to part with it as long 38 you can. In other words,
if prices are constantly falling, production breaks down,
because everybody says, “ Prices are going to continue
falling, and therefore 1 will not do anything until they
have fallen some more.” If everybody says that, no
one cap sell anything at all, and prices will go on falling ;
in which case the productive machine breaks down just
as it broke down in the case of inflation. In the case of
inflation it breaks down because no seller is willing to sell,
and in the case of continucus deflation it breaks down
because no buyer is willing to buy. In both cases the
whole cash nexus of society entirely disappears.

Therefore, however unwilling one may be to face
ultimate consequences, there can be no doubt whatso-
ever that viclent changes in the value of money, either

Li
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upwards or downwards, do result in very considerable
alterations in the distribution of the naticnal income,
and do result in inflicting very considerable damage to the
entire productive machine. My friend and colleague
on the Macmillan Committee, Mr. Keynes, once said
that the average person divided the world up into
little inflationists, who believe you should go on reducing
the value of money, and little deflationists, who insist on
raising the value of money all the time. He did not see
why he should belong to either category. I have toface
this problem from a rather different angle when I ask the
question, * Which is ultimately worse, to go on con-
stantly raising prices and reducing the value of money, or
to go on lowering prices and raising the value of money ? »
I do not know, because 1 have tried to explain that the
ultimate consequences of either are to destroy the

roductive machine. If you ask me to choose, as it were,

etween two hells, the hell of inflation on the one hand,
and the hell of deflation on the other, I am not sure,
being, 1 suppose, a little deflationist, that 1 would not
choose deflation as the preferable hell to the hell of
inflation. When the value of money is altered from hour
to hour, everybody is insecure. When the value of money
is rising, that is when prices are falling, at any rate the
people who have got the money know they have a good
thing, whereas in periods of rising prices people who have
money know they have a thoroughly bad thing. The
social consequences of inflation on the one hand, and
deflation on the other, can be summed up shortly, per-
haps rather inaccurately, in this way. An endless period
of rising prices destroys two very important social things ;
it destroys the value of saving, and it destroys the worker’s
standard of living. On the other hand, deflation, if end-
lessly pursued, destroys the business man’s chance of
success, and thereby aggravates the problem of unemploy-
ment. In the country in which prices are constantly
going up, what is the use of saving [100 to-day when it
may be worth, putting an extreme case, only one penny
to-morrow ? t is perhaps exaggeration, but let mé
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remind you that the German insurance policy which was
worth perhaps £60,000 in 1913 was in 1923 worth rather
less than the one-thousandth part of an English farthing,
because at that time the mark was being quoted, if I rem-
ember correctly, at something like thirteen billions to
the pound. 1 never was a mathematician, and could
never grasp what thirteen billions was, but it made the
£50,000, which was the value of the policy in 1913, look
rather small in 1923. Similarly, inflation must destroy
the worker’s standard of living, because wages in the
modern world are paid in terms of money. 1f you have
got an indefinite inflation it must end by destroying the
desirability .of saving and the desirability of working,
On the other hand, if you have an endless deflation, no
business man will go on producing ; he will not produce
something which is worth £100 at the beginning of the
morning and only £95 by the end of the afternoon. He
will much prefer to keep his capital intact in the shape
of a bank balance and to dismiss his workmen, Con-
sequently, if you have to choose, and these choices are
sometimed forced on mankind, between inflation on the
one hand and deflation on the other, you have to choose
between the destruction of savings and the destruction
of the worker’s standard of living on the one hand, and
the destruction of business enterprises and increased
unemployment on the other. 1 do not know which is
worse, except that I have a sort of feeling that in a period
of rapidly rising prices all sorts of other things, which do
not enter into the business man’s calculations at all, are
destroyed : the ability, for instance, of the middle
classes to educate their children, the ability of civil
servants to have anything like a decent standard of living.
All these elements, which do not enter into the business |
man’s calculations, are more affected in a period of infla-
tion than in a period of deflation.

" I hope I have made it quite clear that money is a very
much more important element in modern economic life
than is thought at first sight, and than was thought by
all those middle Victorian economists who lived in a
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period of great peace and prosperity, and used to say
“that money was only the disturbing veil which hid the
realities from mankind. Money is more than that,
It has an extraordinarily potent tendency both for good
and evil in the national life of any particular country
and in the international life of all countries taken together.

That brings me more directly to the problem I have
to discuss ultimately this evening. Why is it that inter-
national finance is in such a difficult position to-day?
There are certain people in my country, and in yours,
whose conception of an international financier is that of
a gentleman with a considerable waist protuberance,
always smoking a very fat cigar, and wearing nothing but
white waistcoats and diamond studs. That is not the
international financier as you actually know him, or as
you actually meet him. The international financier
as you actually meet him is 2 very worried gentleman, whe
gits in an office with twenty-five telephones arcund him,
receiving depressing messages from every part of the
world. What is wrong with international finance at
present ! In the first place it is suffering from the econo-
mical and psychological effects of the period of extreme
instability, which came to an end in Europe, and the
rest of the world, roughly about 1925. I want to describe
what these psychological and economic effects are and
have been. ’

In the first place there is the problem of the liquida-
tion of the accumulated balances in the international
short loan fund. That seems very terrifying. It is,
in fact, a very simple thing to _gras% When in the
geriod in which the German mark, the Belgian franc, the

rench franc, the Italian lira, the Hungarian crown, the
Austrian crown, and the currency of all the other Euro-
pean countries were melting before the eyes of the
miserable populations of those countries, a few people
began to realize earlier than the rest that they were
melting, what did they do ? They tried to escape from
the consequences of the falling value of their currency
by buying something which did not fall in value ; and t.hCi
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simplest thing to buy, apart from attaché cases and other
things which they could buy in their local shops, but -
which they could not go on buying because the shop-
keepers frankly refused to go on selling them, was a dollar
note, the ordinary notes of the Federal Reserve System.
In 1926 and 1927, for instance, the Federal Reserve
System suddenly discovered millions upon millions of
small notes returning as physical entities from the
interior of Poland, Czecho—glovakia, parts of Germany,
and other parts of Europe. There took place what is
nowadays popularly called a flight from the currency,
and, in the particular case of the London money market, '
a flight from the currency was especially important
in the case of our nearest neighbour, France, Between
1924 and 1926 the French escaped the consequences of
their local inflation by refusing to return to France the
proceeds of their exports*to England and to other
countries. They left these sums—very large sums—
on deposit in London banks. The same thing had taken
place in Holland and in Switzerland in the case of Ger-
many. All of these countries had also accumulated large
balances in New York. What was the result { As soon
as these currencies became stabilized again, local popula-
tions started drawing some of these sums back, and,
owing to the peculiar organization of money markets, -
you cannot withdraw immense sums from one money
market to another without actually, if you have fixed rates
of exchange, taking part of the proceeds in gold. It
-would take me too long to explain why, but it is so.
Consequently the London money market in 1927, 1928,
and particularly in 1929, when other things were happen-
ing as well, which I intend to explain, was faced with the
enormous problem of the French balances, the so-called
bad money, about which you will find every English
banker complaining and grumbling at the present time.
In other words, the first of the consequences of inflation
from the standpoint of the lLondon money market (I
make no apology for mentioning London, because, after
all, it is the centre of international financial machinery),



103 GOLD, UNEMPLOYMENT AND CAPITALISM

was the presenting to the London money market of a very
difficult and serious problem, namely, what the Central
Bank was to do if a single country had it within its power,
as France certainly had it within her power, to withdraw
something between a moderate [50,000,000 and
£100,000,000 in gold at any particular moment. That
is the problem of withdrawal, the liquidation of accumu-
Iated balances—balances which had largely accumulated
as a result of previous inflation, and as a result, therefore,
of an attempt to escape from the consequences of that
inflation.
The second consequence of this period of extreme
Jnstability all over the world is something which 1 can
describe only in technical language. ‘The second
| consequence has been an exaggerated spread, as a technical
ibanker would say, between short and long-period rates
“of interest. All over Europe you earn relatively little if
you leave your money on deposit at 2 bank; but if you
take your courage in both hands, and invest in a long term
bonci‘: you get proportionately more than you would have
got in comfanson with deposit rates of interest before
the war. In other words, the margin between the
deposit rates of interest paid by banks, and long period
rates of interest paid by various governments, muni-
cipalities, and business enterprises has increased consider-
ably over the last ten years, Why is that ? Itisa remark-
able thing. It presents many grave difficulties to the
financing of long period enterprises; but the fact
remains that the spread between long period and short
period rates of interest is much greater than it was before
the war. That is a direct consequence of the psychologi-
cal effects of inflation. Everybody in Europe outside
the Scandinavian block, Holland, Switzerland and Great
Britain has witnessed——actually physically witnessed—
the savings of the community being literally wiped out :
80 far as those savings were expressed in terms of money.
Naturally the temptation to anyone who has seen that
is to say, “ I will put my savings into such a form that I,
can convert it from money into something else at |4
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moment’s notice.” Now, .a deposit payable within
seven or fourteen days is the most liquid form of invest-
ment known to mankind, and consequently all the nervous
investors of Central Europe have been deliberately
iling up their savings in the form of deposits, and have
Eeen refusing to take up on the normal scale the long- .
dated, interest-bearing bonds of governments and muni-
cipalities, and other enterprises. If you read the reports’
of that highly gifted oll;icer, the Agent-General for
Reparations Payments, an American, you will find that
he constantly points to the spread, the difference, between
long period and short period rates of interest as one of the
most difficult problems which German and French
bankers have to face at the present time; This differ-
ence, this distortion of the rates for money in one depart-
ment and in another, is entirely the consequence of
psychological disturbances created by inflation in the E;;t.
The third consequence of inflation is this: Nobody

in Europe has forgotten the war; still less has anyone
forgotten the period from about 1919 to 1925. What
is the consequence ? The consequence is that people
are liable to be very panicky when anybody suggests
that a little dose of inflation would not do us any harm.,
I remember the situation in Great Britain on the eve
of the general election of 1923, when a certain Conserva-
tive Minister suggested that the situation was so
desperate that it might be as well to see what the effects
of a little inflation would be, What was the consequence ?
The consequence was that within twenty-four hours
of the making of that speech every international banking
firm in the world was beginning to withdraw deposits
from London. They said in effect, *“ If you are going
to inflate we shall take time by the forelock.” That is
not only true of bankers, who ought to know their busi-
ness. Over large parts of the continent it is true of the
average man and the average woman, who have been
throngh the period when local money literally would
not buy the same amount from hour to {our. The result
is that the Eurovean monev markets. and all the monev
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markets affected by Europe, are very sensitive to any
suggestion of a movement intended to reduce the value
of money ; that is, to raise prices. :

The fourth consequence of the inflationist period in -
Europe was one which was hardly suspected wuntil it
came to an end. The fourth consequence was to make
very popular among European investors the idea that at
all costs they had to invest their money in something
which had a real value. The business man’s way of ex-
pressing that is to say that they wanted to invest their
money in something which gave them an equity in an
actually - existing enterprise. The most prosEerom
country in the world in the last few years has undoubtedly
been the United States of America, and therefore the
tendency has been for European investors to refuse to
invest in the long-dated bonds of their own enterprises
and their own bonds, and to put all their money into
those American enterprises which seemed to yield an
endless prospect of expamsion and profitability. The
New York Wall Street boom of 1926-29, which came to 2
very sudden and very disastrous end last October, was
fed by the fears of the European investor, and by his
desire to invest his money in a way which gave him a real,
aliquot part of the ownership of some definite industrial
enterprise. The Wall Street boom—you probably never
heard of it in Australia, because you had one of your own—
was not only caused in part by European conditions,
in part it was caused by American conditions; but,
however it was caused, it has in itself been a factor
in creating some very serious problems, both for the
money markets of Europe, and for the money markets
of the rest of the world. In the first place, it accenta-
ated the problem of the flow of international balances.
There was a time in the early part of 1929 when anybody,
by which I mean any bank, any investment trust, any
insurance company, having an amount of over 100,000
dt;llars, that is to say, {20,000, could earn with perfect
safety 12 per cent annum by putting its money at
the disposal of Wall Street. he New York Stock
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Exchange has always said with perfect truth that no
investor in call money to the New York Stock Exchange
has ever lost a cent. In other words, you could at that
time earn 12 per cent and get your principal back without
‘any difficulty by simply calling it. What was the
consequence ¢ It was perfectly simple. Instead of the
European investment trust, or the European insurance
company, taking up, I shall not say Australian securities,
but the securities of the Argentine, or of Brazil, or of
some West Indian island, which was risky, they put
their money into Wall Street, which was not at all risky.
Consequently the whole equilibrium of international
investment, which was already being affected by the
peculiar mentality of the European investor as regards
short and long investments, was being further accentuated
by this enormous drain on the funds of the New York
Stock Exchange. How it worked out was briefly this:
All the time the American banks and American issue
houses were taking up long-dated securities in various
parts of the world ; but it really makes no difference
to the net result if J. P, Morgan lends 50,000,000 dollars
to Canada, and Canadian banks and insurance companies
lend 50,000,000 dollars to Wall Street, for in the end no
money is being lent to Canada at all; in consequence
of the enormous outburst of speculative activity in the
United States the total quantity of money invested in
sustaining the industry and the governmental equipment
of the newly developing countries of the world fell off,
and fell off very sharply. What consequences this had
there I need not enlarge upon at this meeting. Let me
go further into the question. From the standpoint of
the banking systems the flow of funds to Wall Street had
the effect of causing a drain of gold to the United States;
and, when Central Banks lose more than a certain amount
of gold, they are almost inevitably driven, under central
banking practice, to put up their bank rates. What is
the consequence of that ?

It can be very simply described. In the years 1927,
1928, and the early part of 1929, all over the world raw
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materials of one kind or the other, such as copper, ziné,
spelter, wheat and cotton, were being finance g; means
of bank credits, etc. As soon as the money market rates
rose, as soon as the banks were short of funds, they began
to put 2 squeeze on all the various instrumentalities,”
which were preventing the prices of raw materials from

being depressed by keeping a certain proportion of the

aggregate world output of those things off the market,

therefore producing the slump of raw material prices

of all kinds, which has been a characteristic feature of the

world in the last twelve months.

I come back to 1929, as being directly and inevitably
associated with the reactions of the money markets of
the world, to the great spectacular boom in New York
in those three years,. T'E:C'conseguences of the fall in
the prices of raw materials is again a matter on which
I need not enlarge to this andience. 1 may mention,
however, that the fall in the price of raw materials has been
accentuated by the fact that various countries—I shall
not mention them—thought that they could keep up
the prices of these things by valorization schemes of one
kind or the other. Rubber producers, for example,
thought that if they could only keep rubber off the
market they would keep the price up, and copper pro-.
ducers thought the same thing. That sort of game is
all very well so long as banks are willing to finance the
pools, but, as soon as the banks are not willing to do so,
the whole structure comes down with a tremendous
thump. As everyone knows, the whole structure has
come down with a tremendous thump during -the last
few years. Of course, that does not end the matter,
‘'as’ banks all over the world have been advancing to
groducers in anticipation of those prices being maintained.

o you see that, just as when you throw a stone into &
pond, the resulting disturbance stretches ont in an endless
series of ripples, so a stone thrown inte the international
monetary organization, in the shape of the immense
Wall Street boom, has had repercussions of 2 most
difficult and far-reaching character.
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Finally, I want to draw your attention to one very
important and significant consequence which has not
in the least been realized either in this country or in others.
Inflation in Europe had the very bad effect of destroying
the average man’s belief in the virtue of buying Govern-
ment bonds. That is inevitable. The Wall Street
crash has destroyed the average man’s belief in the virtue
of buying ordinary shares, because shares he bought
last year at 100 are now standing in the neighbourhood
of 40. Consequently the whole process of investment,
on which, in the last resort, our entire economic civiliza-
tion depends, is being held up in all countries at the present
time by the destruction in the minds of ordinary investors
of any faith in the virtues of investment, either in bonds
or in ordinary securities. What effect that is going to
have in the long run nobody knows, but at the moment
it is exceedingly difficult to present a convincing case for
investing in bonds, and it is obvionsly an exceedingly
difficult thing to present. 2 convincing argument for
investing in ordinary shares, as the average man you talk
to has had experience in both directions. He has either
put money into pre-war German 3 per cents and got
nothing out of them, or put it into United States steel,
or something of that sort, and lost.50 per cent. He
now asks what he is to do, and the answer is, Nobody
knows. g

That brings me back to the ultimate question which
I want to discuss this evening. These money market
“ problems are very fascinating, but there are ultimately
more fascinating problems still, These questions are only
facets, only sidelights, if you like, on a very much deeper
problem still, the problem of what is going to happen
to the purchasing power of money, and what is going to
happen to the price level in the future. The E
level at the present time is being affected by two ratiset
dissimilar series of causes. There is first of all the
backwash of the Wall Street crash. That is very serious,
In 1928, and in the early part of 1929 I was in New York,
Up to the end of August 1929, very few people indeed
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believed me when 1 said the crash was going to come
before Christmas. In 1928 and 1929 it is true to say
that, although there was some, and perhaps very con-
siderable, unemployment in the United States, unemploy-
ment as a national problem was hardly conceived by even
the most pessimistic of American observers. Nobody
knows how many unemployed there are in the United
‘States to-day, but it is pretty safe to put the number
down in the neighbourhood of 5,000,000 people. There
are more than 2,000,000 unemployed in Great Britain,
‘and nearly 3,000,000 unemployed in Germany, if not
more. It wonld be fairly safe to estimate that the total
number of unemployéd workers all over the world at the
present time, including Russia, is somewhere: ip the
neighbourhood of 10,000,000 persons. That is a part
of the problem of price level at the present time, We
are face to face with one of the most serious and difficult
of any of the economic problems we have had to face
in the lifetime of any man now living. Part of it is
‘backwash from the Wall Street crash, but some portion
of it has to be associated with the general tendency of
prices to slide downwards, which has been in progres.
since 19z0. If anybody asks me what the future of prices
is going to be I do not like to answet ; I am not 1 journal-:
ist; 1 am an economist. However, I shall put it some-.
thing like this. 1 say that, in so far as present world
prices have been depressed in consequence of the Wall
Street slump and its various sequelae, I am inclined to
think that prices by, say, the end of 1931 will be some-
what higher than they are at the end of 1930. Never-
theless, 1931 prices will be lower than 1929 prices, and the
general trend will be downwards. That is to say, there
will be a bit of a recovery, and then the general trend
will be to slide down again, because there are at work
two entirely different sets of factors. The first is the
backwash from Wall Street, and the second is the
problems and difficulties which rarise from the general
gold and central banking position as it is in the modern
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and 1 ask their forgivencss for talking about reactions
from the Wall Street slump, instead of saying, as I ought to
33y, in purely technical language that we are now suffer-
“ing from one of the effects of a cyclical movement of
prices, ‘That is what I really mean. These cycles, of
good and bad trade, existed in the nineteenth century,
and presumably from all we know after the Wall Street
crash, will go on existing in the twentieth century.
Prices are, however, practically the result of the long
peried movement, the effects of which are slower. The
short period movement varies between years of good
trade and years of bad trade. I venture to express the
opinion that, enormous as has been the amount of
statistical work and economic study put into the elncida-
tion of these cyclical movements of trade, although we
know a great deal more about their details than we did
before, we do not know a great deal more about their
causes than was known in the middle of the nineteenth
century. However, we do know that there arc these
two sets of factors : long and short.
For the remainder.of this lecture 1 want to discuss
Eoss;blc remedies, not for the short period fluctuations;
ut for the long period fluctuations. I hope I may
say one thing g:fn t.ly frankly to an Australian audience.
Since I have in this country, which is not so very
long, 1 have noticed a distinct tendepcy to argue that
a little amount of local inflation would not do Australia
very much harm. I hope 1 may be tie‘;rmitted to say
at least this about Australian problems, local inflation
in Australia will not help Australia in the very léast, for
simple reasons, In the first place, you remember the
attitude-of the man Dickens used to describe rather
frequently, who used to take off his coat and announce
in 2 very loud voice to all and mn that when he had
taken oE his coat he was pr. t, but who never:
did fight. Whyd:dhenotdoso? 't was because the
other fellow knew, of coutse, that he had not the faintest
intention ‘of doing it. - If you take off your coat, and’
announce to sli and sundry that when you get into offies:



e GOLD, UNEMPLOTMENT AND CAPITALISH

or when your friends get into office, you propase to double
the Australian note issue, you will not secure the slightest
success when you do get into office, because unfortunately
you have told everybody of your good (or bad) intention.
If you are going to announce beforehand to every man,
woman, and child in Australia, that, when you get
into office, you propose to cut the value of money in half,
.everyone with sense is going to take very good care that his
own particular property will be exempt from the con-
sequences of cutting the value of money in half. You
see, in the modern world, it is not very much use to talk
about the bondholder and the international financier as
if those persons lived in elaborate palaces in Park Lane,
Fifth Avenue, or anywhere else. 'If you announce
that you are going to inflate, what is the consequence '
It is that everybody who has any sense—and a large
number of people who have no sense like to follow
their neighbours—will escape from the consequences
of inflation by converting their holdings of money,
which will fall. in value if inflation takes place, into"
something which will rise in value in the event of inflation -
occurring. Now, of course, the simplest way by which
you did that in the good old days of European inflation
was that you went: to ar innocent banker and bought
dollars, and you paid for them two or three months
afterwards when value of your local currency had™
gone down, Those were the people who used to be
called “ Valutaschweine”, or speculators, in the German
press, the people who specunlated in exchange. Of course,
you may say to me, “ Well, Australian bankers are not.
going to sell exchange to weak-kneed persons of that sort,
who try to convey money out of the country ; Australiafi’
bankers are going to pursue a policy of rectitude”
That will not save you in the least, because no one has
yet been elected to Parliament, even in Australis, by
saying that if I haye 100 I may not use that [100
either to buy wool, wheat,” or what not. On the
first day you announce beforehand you are going to

inflate, people ‘will escape by withdmwing depos
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from the banks, and using the procceds of those with-
drawals to buy goods in Australia. In other words,
the price level will rise before you have inflated, and, |
if that is so, you have either to inflate a great deal more
than you intended to do, or, if not, you cannot inflate
at all. In other words, if the people know you propose
to lower the value of money, you cannot lower the value
of money by fiat. As far as I can observe, the inflationists
in Australia have been so bu:_{. explaining what they
ropose to do, when they have the chance, that everyone
Eas been forewarned from the beginning. It seems to
me that inflation in Australia would be a very risky and
a very dangerous expedient. You are, of course, a great
many miles away from the nearest land. I do not know
how far you are from New Zealand, but_everybody in
this country appears to forget New Zealand. You are,
at any rate, a great deal farther away from the other
great centres of population than any other part of the
world, but that does not save you from being a part of the
world. If you are going to depend in the future, as in
the imt, on the great international money markets to
supply you with part of the capital you require for the
further equipment of this country, you cannot possibly
inflate ; and, if you ask me why, tﬁe answer is simply
that the-psychalogy of European and American investors -
is such at present that if you announce your intention
to inflate on the one hind, and borrow on the other,
they will, in fact, have nothing to do with you. There-
fore, although I say that the little dose of inflation which
tome pgople recommend in this conntry has a very
attractive air, ] believe that its ultimate consequences:
would be- fatal, not only to the stability of Australian
banking institutions, but fatal to the ordinary progress
_ of this country in every direction, That is all 1 want
to %ermn: myself to say on the subject of your own local
problems. - R ' :
Let me back to the wider problems. What can
the world dgc:a a whole to-prevent this instability in the
purchasing power of money ! The problem of prices is-
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frimarily a problem of how to manage the gold standard.
R its essence, looking at it as an economic problem, it
is simple enough. The gold problem rests upon the three
following foundations. In the first place you have a
certain visible volume of gold production. Every year
the gold mines of the world turn out so much gold. If
the price level falls, as it is falling now, ‘the quantity of
gold which can be turned out goes on increasing. 'If
- it rises, the quantity of gold goes on falling, but ultimately
gold production is governed, as various critics of the gold
standard state, by the chances and fortunes of nature
over which no man has any control. On the other hand,
there are two other elements in the situation, over which
human beings have some control. One is the industrial
consumption of gold in such things as dental fillings,
ear-rings, and other- impedimenta of that kind; the
other is the consumption of gold in Eastern countries
‘for the purpose of hoarding. If people were to give
up wearing gold as ear-rings, or using it as dental
fillings, and if the Eastern potentates ceased to keep the
cellars beneath their palaces stocked with gold, there
would be so much more gold for the third use, which
is monetary, Before the war gold was actually in
circulation as an everyday part of the stocks of the world,
but in the modern world the only monetary use which
gold possesses is to be stacked in the cellars and vaults
of the various central banks of the world. The quantity
of gold which the central banks need keep against their
liabilities is a matter over which the central banks, taking
them altogether at any one particular moment of time,
have compiete control. In the modern world, in which
gold is no longer in circulation, all central banks would
recognize that the whole of the gold which they possess
is required only for one reason, namely, to settle those
temporary deficits in the international balances of pay-
ments which sometimes arise. If you have a panic in
Australia, in England, or the United States of America,
you do not meet that panic by the banker unlocking all
his vaults and throwing sovereigns over the counter.|
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You meet the panic in the modern world by paying out
notes of the central bank, and you cannot do it in any
other way. You want the gold for ane purpose, and one
purpose only : if French creditors of the Bank of England,
for instance, demand payment of their indebtedness
they can be paid in gold at 2 moment’s notice; or, if
the London money market is on balance 2 debtor to New
York, the only real function of the gold reserve of the
Bank of England is to enable the bank to ship gold to
New York at a moment’s notice. In other words, the
gold stocks of the central bank have one purpose, and one
purpose only. There are certain people who think that
unless the bank holds a certain amount of gold its notes
will not circulate, That is absolute nonsense, because
during the war they circulated perfectly freely. ‘The only
function that gold reserves serve in the modern world
is as a medium by which you can settle temporary deficits
in the balance of payments.

But very important consequences follow that. = If
you look at the balance sheets and the constitution of the
majority of the central banks in the modern world, youn
find they are required to keep a certain minimum reserve
ratio against c‘}iabi]ities. or instance, the Federal
Reserve System is required to keep actually in gold
against any note issue 2 minimum of 4o per cent, and
against deposits 3§ per cent ; but, in fact, if ever there
were an internal panic in the United States, it would
be met, not by paying out gold over the counter, but by
paying out more notes, The only reason why the -
Federal Reserve System wants to keep all that is in case
it has to make payments, or in case the American money
market as a whole has to make payments, to other parts
of the world. It does not require it for internal purposes,
but for international payments. g

Upon these very simple facts we economists rest the
whole of our case for the international functioning of the
central banks in the sphere of monetary regulation. We
say that if on]y they will adjust the value of credit to
the price level, instead of adjusting the price level to the
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value of credit, they can exert a pressure in the direction
of stabilization. You may ask how can they doit. They
can do it by not worrying if they happen to hold only
25 per cent of gold against the liabilities, instead of 35 per
cent, In other words, as the price level falls, you work
it back towards a position of greater stability by increasing
the volume of credit against a given gold basis, That
is the only way in which the central banks can affect the
problem ; but, if they were to do it, it would affect the
problem in the shortest possible way. ,. -
Why do they not do it ? The answer to that is a very
complicated one. Let me indicate two reasons at least
why this is not so easy as it looks at first sight. In the
first place, there is a very large number of central banks
in the world, and some of them are governed by persons
of very much less economic intelligence and foresight
than others. It is no use grumbling about that, but the
fact remains that the degree of intelligence possesssed
by central bankers is not evenly distributed amongst
all of them. There are some of them, like the governor
of the Bank of France, who think that it is the aim of
a central bank to accumulate, in the course of the financial
year, more gold than is actually produced in the year, and
available for addition to the monetary stock. If you have
that kind of central bank, it is quite clear it is no good
for economists to go around preaching the virtues of
disgorging the quantity of goltf you ess. If all the
central banks behaved like the Bank of France, you simply
could not attempt co-operation at all. In the second
place, even certain central bankers who possess a high
degree of intelligence, and are friendly towards other
" countries, are responsible to populations not-so highly
educated as themselves. One of the difficulties of the
modern central banking world is to secure the co-opera-
tion of the Federal Reserve System with the rest of the
world in a combined and definite way. This reflects no
.discredit, say, upon the directors of the New York
Reserve Bank, who are assisted by a highly competent
economic and statistical staff, who are perfectly norn121
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and well-educated human beings. Unfortunately, they
are surrounded by hordes and masses of voters, who are
neither intelligent nor highly educated, and who very
strongly object to what they would describe as the en-
tanglement of the Federal Reserve System with the
nefarious complications of European central banking.
So long as the average middle-western voter holds this
opinion we are not likely to get very much further with co-
operation. If all central banks were agreed, it is not clear
that the population which surrounds the central banks
would fall in with the views which the central banks
desire to express, and the policies they would desire to
carry out. erefore, although it is as clear as daylight
that the problem of the stabilization of the price level
can only be achieved, if it is going to be done at all,
through the intimate co-operation of the central banks
of the world, we think it is not clear as yet that we have
reached a stage when central banks can effectively
co-aperate to secure this particular end.

Even if you had the whole of the central bankers of the
world unanimous on this particular subject there is still
one difficulty to which I want to draw your attention—
the last of the many difficulties to which I have drawn
your attention to-night. You can, as an international
group of central bankers, do your best by the expansion -
of credit—in other words, by the reduction of reserve
ratios, by the reduction of bank rates, the purchase of
securities in the open market, and what not—to increase
the volume of credit, and therefore raise the price level,
but it would be mere affectation to pretend that this
is not 2 process which may take much longer than people
think, For instance, the New York slump is already
eleven months old. It came at the end of October 1929 ;
nevertheless, in spite of the fact that every central bank
in the world has been pushing its bank'rate down ever
since, and that bank rates are still falling, prices are still
falling too. In other words, there is a time lag id thes¢
things, and it is sometimes of very long duration. In
other ‘words, again, you have not only to face certain
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technical difficulties of co-operation between the central
bankers, but you are face to face with the difficulty that
yon must not expect a very intricate, a very highly in-
tegrated and complicated modern economic’ system, to
respond to the efforts of central bankers as easily as a
modern liner responds when you turn the wheel a little
bit one way or the other. If economic life were as easily
adjustable as that, it would be a highly delightful and
very satisfactory thing; but, unfortunately, economic
systems are much more rigid and less amenable to direct
control than .one would think at first sight. I am
convinced in my own mind that the problem of prices,
if it is going to be solved at all, must be solved by the
agency of central bankers; but I am bound to admit
that the process of solving this particular problem is
much more heartbreaking than it appears at first sight,
- For all these reasons it is just as well that there has been
created one agency, which, in the course of years, certainly
not in the immediate future, certainly not in the next
twelve months, but in the long run, may help to over-
come some of these difficulties. That is the institution
that was created under the last definitive reparations
settlement, namely, the so-called Bank for International
Settlements at Basle. The Bank for International
Settlements, in the first instance, was created to take
the place of the old reparations machinery, by which
Germany transferred reparations to her European and her
American creditors; but the Bank for International
Settlements contains the germ of a very fruitful institu-
tion, namely, it contains implicitly the idea that the
. central banks of the world should have for themselves
a central bank with which they should all bank. Just
as the commercial banks of‘a country, by banking with
their central bank, can economize reserves, so, if all the
central banks of the world were to keep their entire
gold stocks with the Bank for Iaternational Settlements
at Basle, in the end they could practise a highly desirable
and highly useful economy of gold reserves. Of course,
I need not conceal from you that we are very far from the
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day when the Governor of the Bank of England, and
particularly the Governor of the Bank of France, will be
willing to transfer the whole of their gold reserves to the
keeping of a new institution in Swiss territory. There is
the germ of a new international central banking order
in the creation of the Bank for International Settlements,
but it is only a germ. Meanwhile, the Bank for Inter-
national Settlements serves a highly desirable purpose,
because it represents a private meeting place for the
heads of the various central banking institutions all over
Europe. One of the difficulties connected with getting
conferences of central bankers together is that everyone
begins to ask, Why do they want a conference at this
particular moment } And at once you have a renewed
wave of uncertainty and unrest ; but through the creation
of the Bank for International Settlements the heads of the
central banks can meet at Basle, and nobody takes too
much notice. Of course, astute journalists all over
Europe invent explanations of what central bankers say
and do; but, in t%e course of time, everyone will accept
it as a perfectly normal thing that, once a month, or
once every two months, Mr, Morman and the President
of the Reichsbank should go to Basle and discuss the
affairs of the Bank for International Settlements. To
sum up, the problem of prices has not been solved.  Even
the problem of how to tackle the question has not been
solved ; but we have done two things in Europe. We
are beginning to see the way in which the problem of
prices must be solved, and we are beginning to under-
stand the kind of machinery which will help us to

solve it.
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THE PRESENT POSITION OF BANKING IN
AMERICA*

On November 10th, 1924, the Federal Reserve System
celebrated the ending of its decade of active life. Its
prestige in Europe is so high, the resources it commands
are so great, the services it has rendered to the American
pation have been so loudly, if not always, perhaps,
sincerely trumpeted, that it is difficult for the European
investigator to adjust himself to the reality, and to accept
the fact that if the last ten years have solved some problems
of American banking, as many more remain to be solved.

Pre-war writings have familiarized Europeans, as well
as Americans, with the outstanding evils of the situation
as it was then conceived, The inelasticity of the note
issue, the concentration of banking funds in New York
and their employment on the Stock Exchange, the many
thousands of banks operated under many different systems
of law, the cumbersome and expensive collection system,
the rigid reserve requirements and the periodical
suspensions in times of crisis—above all, and as cause of
many of these difficulties, the absence of a bill market and of
adeguate re-discount facilities—these were the defects
which occupied minds of reformers: defects which the
Federal Reserve System was called upon to remedy. To
discuss the present position of banking in America is to
discuss the extent to which these defects have been re-
moved, and the degree to which American banking has
adjusted itself to the novel conditions of the post-war world.

(1) Tue Brancr Banxinc CoNTROVERSY

Fear of the future of the Reserve System, belief in
individualism, the conflict of State and Federal legislation,
have combined in recent years to push to the front
the whole issue of branch banking. .

For years the greater relative progress of the banks
and trust companies orgamized under State laws, as

* Embodying the substance of a lecture delivered at the London School of Eceno~
mics oo February asth, 19as.
m
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compared with that of the National Banks organized

under Federal law, has been one of the marked features
of the American banking situation.® The causes of this
relative decline must be sought in the restrictive legis-
lation governing the position of the National Banks,
which may be regardedpoz part of the price paid for the
%nwlege of note issue, which, before the coming of the

ederal Reserve Banks, was exclusively theirs. Some-
thing has been, and can be done to free the National
Banks from restrictive conditions,® but, nevertheless,
the future of the National Banks, though' they benefit
by the greater prestige they enjoy, is not entirely assured.
But since the l\f;tmnal Banks are compulsorily members of
the Federal Reserve System, whilst the State Banks and

Trust ComEamcs are not, a steady decline in the relative
power of the National Banks is not a welcome pheno-

menon in the eyes either of the Federal Reserve gystem
or of the Comptroller of the Currency, under whose
official supervision they stand.

In recent years' the growth of branch banking
systems in various States has been employed very skil-
fully in the campaign for the strengthening of the position
of the National Banks. The combined effort of
Supreme Court decisions, the opinions of the United

¥ Between 1900 and 1923 thedepontllﬁthemomtypuafbmh, exclusive
of saving banks, incrested as follows:

Natjonal Banks State Banks. Loan and Trust Cos.

1goa . million § z,458 1,266 1,028

1923 million § 13,964 11,118 6,32:

The figures relat.mg to State Banka are not entirely tn:e from exaggeration, owing
to some Savings Bank deposits being included, but the trend is unmistakable. See alo
the discussion in the Report of the Compiroller of the Currency for 1924, pp. 12-15.

* # The Annual Reports of the Comptroller of the Currency form a useful guide
both to the legislation actually passed and to that recommended. In particular, in recent
years, National Banks have been given, in addition to extended charters, certain powers
reiating to loans on real estate, acceptance and trusteeship, powers to act as insurtnce
agent or broker or agent in making or procuring loans on real cstate, the opening of foreign
branches, and consolidation. Sce Nationa] Bank Act ay Amended and other Laws relating to
Nationa] Banks, Washington, 1923. The McFadden Bill, oo which see below, carries
this liberalizing procems a good deal further. See Fimswcial and Commercial Cbrnid:,
]nmnry 1t, 1925, p. 282.

3 On the whole inuc discumed in the succeeding paragraphs see Reports of the Comp-
troller of the Curremey, 1923 and 1924 ; Federal Reserve Bulletin, December 19245 Hoar-
iugs before Commiries on Banking and Currency, House of Rupresentatives om H.R. 6855,
Wabingien, 1924; H. P. Pmuun,Rmemdap-«mmBmchnkqmdu.Ec.
Ryv., September 1924, and further detailed references below.
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States Attorney-General, the regulations of the Comp-
troller, and the provisions of positive law, have beea
to allow 2 restricted number of National Banks to possess
branches in the true sense of the word, to allow the
opening of so-called “ additional” offices within city
limits in States where branch banking is otherwise per-
mitted, although the operations to be carried on at such
offices are definitely restricted,” and, finally, to prohibit
branch banking to National Banks in general. ,
Legislation might take the form of generalizing
the right of National Banks to open branches. But such
a general right would conflict with the fact that in a
larger number of States branch banking is prohibited
also to State banks, whilst in other States, permitting
branch banking in some form, the nature of the branch
banking so sanctioned is by no means uniform. Further,
there i3 widespread opposition to branch banking in the
United States,* not only among the general public, but
also among the so-called “ unit-bankers * in those States
in which branch banking is permitted. Extremist
opinion would like to see no branch banking anywhere,
moderate opinion would like to see some liberalizing
legislation passed in favour of National Banks, without
T “Operations of additional offices of nationsl banks established under these
g T ot s S ey o e
“No investment in bonda or other wecurities for the account of the bank shall
be thade at any such additional office.
* No loan or discount shall be made to any costomer . . . through any such
additional office that has been authorized at the central office and no general authority

+ « . tshall vest in any officer . . . at such additional office any discretionary
suthority with reference to making such loans or discounts.”

* The busis of the opposition it partly the fear of * monopoly™, partly the belicf
that branch-bank systems involve restriction of facilities to growing but small communi-
ties and small but growing business firms. Local knowledge and injtistive cannot be
united with monopolistic and centralized banks, and the result of competition between
branch and * unit ** banks simply results ip the former acquiring ** the larger and, from
the narrow hanking standpoint, the desirable business of the town," by * offering lower
‘rates of discount and bigher rates on deposits than local conditions would ordinarily
justify, which in the nature of the case would probably be withdrawn as soon s the
independent unit banis of the town were finally eliminated.” * Branch banks skim
the cream and the unit banks are left with skimined milk, the result being that the unit
banks have gone out of existence”’ * Oune of the monopolistic influences exerted by
the branch banker i the ability to secure, by the payment of higher salaries, the transier
to other points of the efficient employees of the unit banks."” Extracts from Rep. Compr.
Cwrramcy, 1933, p: IL.
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strengthening the general tendency towards branch
banking, w]:u]st the State branch bankers are prepared
to equalize conditions between State and National
Banks, but are naturally unwilling to see anything done
which would interfere with what, in their opinion, is the
natural trend of economic evolution.

In the last eighteen months the Federal Reserve
System has had to take part in this controversy. It is
known that the Board is divided in its attitude towards
branch banking and, in any case, intervention involved
the danger that, should its stipulations restrict the rights
of State-member banks, defection of member banks
with branches might take place. In November 1923,
the “ Committee on Examinations” of the Board
reported that ¢ the unlimited extension of the practice
of branch banking will give to banks operating under
liberal State charters such competitive advantages over
the unit banks which are members of the Federal Reserve
System as to impair materially their usefulness, i it,
in fact, does not ultimately result in their extinction”,
Making use of its power under Section g of the Federal
Reserve Act to regulate conditions of entry into the

tem, the Board finally issued a new Regulation H of

pril 7th, 1924, by which the opening of new branches
by applicants for membership was made dependent on
the approval of the Board: branch bankers already
members were made subject to the same conditions by
Section V of the Regulation.* This policy brought
the Board into conflict with those who saw in it an attempt
to override State rights by administrative decree.?
December a5y o 1255 €1 ot For Reguiatn i v Bl Aped gt pp. picfe.

3 The Board's basis of policy was defined thus: The Board " will as 3 genersl
principle restrict the establishment of branches, ete. . . . to the cty of location
of the parent bank and the territorial area within the State contiguous thereto . .
excepting in instances where the State banking authorities have certified and the Board

finds that pubhc pecemity and advantage render a departure from the principle necessary
or desirable.”’

1 v. G, V. McLaoghlin, State Superintendent of Banks N.Y. State, * Relation-
ship of State Banking Systems with the Federal Reserve Syrtem,” s speech delivered at
the T'wenty-third Aooual Convention of the National Awociation of Supervisors of State
Banks, Buffalo, July 1924
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In 1924 an attempt was made to solve the problem
by the passage of the so-called “ McFadden” Bill,
which, in an amended form, has since passed the lower
House of Congress. Apart from other, but not un-
important matters affecting National Banks, these
banks were by Section 8 to be allowed, in those States
where State banks had branch banking rights, to open
branches within municipal limits, Further, the Federal
Reserve Board was to refuse admittance to any applying
bank after the passage of the measure, unless it relin-
quished its extra-municipal branches opened after the
‘passage of the measure, and no member bank was to be
allowed to open a branch “ beyond the corporate limits
of the municipality in which such bank is located ”
(Section g). State banks with branches might convert
themselves into national banks and keep such branches,
even if extra-municipal, as were established before the
passage of the Act, but they were to relinquish those
which they might have established outside municipal
limits after the passage of the Act,

The Bill in its 1924 shape failed to pass, and it was
in any case not sufficiently drastic to please the extreme
opponents of branch banking. They desired the rights
of branch banking to be conferred only on National
Banks situated in those States which af the time of the
passage of the Act allowed branch banking to State
banks. The effect would be to perpetuate the existing
limitation on National Banks in those States which up
till now do not allow or provide for branch banking,
whatever may happen to State banks in such States in
the future,

At the Chicago meeting of the American Bankers’
Association in 1924, the opponents of branch banking
were successful in getting a motion in favour of an
amended McFadden Bill unanimously carried” In
its amended form the rights of National Banks to open
branches and the rights of applicants to membership

I Financisl and Commarcial Chrenicle, A.B.A. Cowvention Section, October 13th,
T9%4, pp. 101-13, ) .
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to possess branches are limited by being confined to
certain States only, i.e. those which at the time of the
assing of the Act specially permitted branch banking.
e Bill, with these so-called “ Hull amendments”
incorporated, was carried in the House of Representatives
on January 14th, 1925, by a vote of 172 to 65.' The
Bill is now before the Senate and whether finally passed
or not, is sufficient evidence of the kind of feeling against
an economic development which had commended itself,
on the whole, to the greater part of the civilized world.
It is, however, by no means clear that legislation can
check the integration of the banking system. The
ultimate effect is likely to be only the extension of the
so-called “ chain banks”. In 1922 the largest of these .
included a hundred and seventy-five banks.?

(2) Par Crearance® anp Ineastic Note Issumst

(@) If the grant, even if it is only of restricted rights,
of branch banking to National Banks may do something
to strengthen the basis of the Federal Reserve System,
it must be confessed that in its fight to maintain the prin-
ciple of par clearance, the System is faced by the hostility
" of the small bankers, especially in the South. The prac-
tice of making 2 small deduction against cheques presented
for payment, and the further practice of paying such
cheques not in cash but by a draft on a correspondent
bank, thus gaining interest on the balance kept at the
carrespondent whilst the draft is outstanding—represent
income which the small banks find it difficult to give up.
Since they are not allowed to make an exchange charge
against a Federal Reserve Bank, and since pressure
can be brought to bear on them by presentation across
the counter, the “ par clearance” methods of the System
are naturally unpopular in certain areas, and the System

¥ Financial and Commercial Chrowicle, October 17th, 1925, p. 282, for details of the
debate and the Bill. ’

2 Federal Reserve Report, 1922, p. 6.

3 See particularly Federal Reseros Board Report for 1923, 11,:3 3 Bulletin, November
1924, p. 866 ; January 19z, p. 32, and Chardes 5. Tippetts, 7 Par Remitsance Contry
Carty, Am. Ec. Rev., December tg24.

4 Federal Reseroe Budietin, December 1924, pp. 944 €t weq.
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is finding itself hampered by various decisions of the
Supreme Court, which, whilst upholding the rights of
the Federal Reserve Banks in some particulars,’ expressly
deny that the Federal Reserve System is bound to maintain
a2 system of par clearance and at the same time uphold
the validity of State legislation permitting the collection
of exchange charges, though such charges cannot be
levied against the Federal Reserve Banks. Fortunately
for the future of par clearance in the States, the recent
attempt of a Nationsl Bank to obtain zn injunction
restraining the Federal Reserve Bank of Atlanta from
deferring credit on items in course of collection, from
handling non-member items and items on banks outside
its district and from refusing to allow exchange charges
on items presented by it on the plaintiff bank have been
unsuccessful. As Professor Tippetts rightly points out,
however, the ultimate chances of establishing an economi-
cal, universal clearing system depends less on legislation
than it does in a vigorous support of the Federal Reserve
System by enlightened business opinion: for it is the
business world which ultimately bears the burden of
collection charges.?

(6) On February 1st, 1925, the Treasury of the United
States proposes to retire $118-5 millions of 4 per cent
bonds, of which a considerable part now serves as a basis
of National Bank Notes, viz. $76-7 milliens. Of the
total volume of bonds having the so-called “ Circulation
Privilege ”, 1.e. serving as the basis for the issue of National

T Notably the right to present cheques for collection over the counter. Even if
the maintenance of a system of par collection involves loss to the country banks, ** Country
Banks arc not entitled to protection against legitimate competition. ‘Their loss here
thown is of the kind to which business concerns are commonly subjected when improved
tacilities are introduced by others, or a more efficient competitor enters the field.”
Decision of Mr. Justice Brandeis in the * Atlanta ™ case, cited Federal Reserve Repers,
1923, pp- 296-8. .

3 Supreme Court decivion in the so-called “ Richmond * case. Fed. Res. Rep.,
1923, pp- 298-304, cupecially at p. 304 : * The purpose of Congress . . . wis to
mable the board to offer to non-member banks the use of its facilities which it war hoped
would prove a wufficient inducement to them to forge exchange charges; but to preserve
n non-member banks the right to reject such offer; end o protect 1he interests of members
wd afiliated mon-member banks (in competition with the won-affilioted State baxks) by
glowwing also thase connected swith the Federal Reserve System te make a 7 s sxchange
te others than ths reserve.” (Italics mine.)

3 op. ¢it,
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Bank Notes, some 93 per cent are already used for this
urpose. [$739-8 millions out of $793-2 millions.]
e resulting reduction of notes is estimated by the
Federal Reserve Bulletin at about 10 per cent of the out-
standing National Bank Note circulation, and at less than
2 per cent of the total money in circulation in the country.?
It is one of the curious features of the American
currency situation that in spite of the existence of the
elastic note issne of the Federal Reserve System, the
volume of National Bank Notes outstanding should
have risen considerably in recent years, notwithstanding
the rise in the market value of the bonds and the con-
sequent reduction in the profit to be derived from the
note circulation based thereon. The intention of the
founders of the Federal Reserve Act had been to retire
the National Bank Note, and to replace them for the time
being by * Federal Reserve Bank Notes ”, backed by the
same classes of bonds as National Bank Notes are, the
bonds to be acquired by transference from the National
Banks or by purchase in the market : the transference
.from the National Banks to be voluntary on their part.
This transference did not take place on a large scale,
and the redemption of the 4 per cents of 19z5 will
represent the first real step towards unification of bank
note issnes in the hands of the central banking system.*

(3) Tar Guarantee oF Bank Derosits®

There is one aspect of American banking which
the events of the post-war period have done a good deal
to clear up. In a country of predominantly small
banks, it is a fairly natural idea that the public should be
protected against loss by the creation of a mutual
guarantee fund to which all the banks should be made

! op. dit., Pp. M4, M7 .
2 On the whole question of the Federal Reserve Bank Note, sce E. E. Cummins,

" The Federal Reserve Bank Note " in the Yesrnal of Palitical Ecomomy, October 1924.

3 See in particular Rept. Compt, Curremcy, 1921, pp. 187-93 5 Robb, Guarewty
of Bank Dyperit (up to 1920); and Thornton Cooke, * The Collapse of Bank Dypout
Guaranty in Oklahoma and its Position in other States'” in Quarterly Yournal of Ecopmic,
November 1923. For & very hostile and able attack on the whole prnciple, v. )y
Banking Progress, chapter v.
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to subscribe. In this way it would be possible to prevent
a general distrust of the banking structure from arising
through errors or default on the part of, perhaps, only a
few banks. Just as in a country with large banks, the fear
of what would happen if a single large bank were allowed
to fail, forces banks to come to one another’s assistance,
so under the guarantee system a degree of mutual assist-
ance can be forced on the banks from withont. Itis, in
fact, the application of the idea of mutual insurance to
banking.

The risks involved are fairly clear. It encourages
reckless banking—for are not each banker’s losses in part
transferred to his competitor i—and it encourages a
false sense of security among depositors, if the funds
accumulated by the guarantee fund are insufficient to
meet any heavy loss. If a single large bank were to fail,
or if a large group of small banks were to go under, the
funds might be insufficient. The alternative is to levy
heavy contributions and this obviously discourages the
banking profession and makes the banks unwilling to
belong to such a system. When trade is brisk and bank °
failures are few, the idea will be popular, because it en-
courages deposits and costs little ; in periods of depres-
ston, when failures are far from remote, the fund may
easily be exhausted before all losses are met and the
burden on the solvent bankers may be very heavy.

In certain States of the Union, the guarantee system
has thus played a part in the constant conflict between
State and National Banks, the relative proportion of the
two types of banks depending in part on it. So long as
the fund is piling up and losses are infrequent, new banks
tend to be gtate Banks* ;: when losses and contributions
are heavy, the reverse is the case, banks deserting the State
system and turning over to the National system. That
the idea has at times tempted the Comptroller of the

T “The popularity of this Jegisiation [in Okiahoma] war manifested in the liquida-
tion a0d re-grgunizatios as State Banks of thirty nationsl banking awociations in 1908
and fifty-two in 190g. From 1gio to Igzt inclusive, fifty-one additional National

Banls in Oklaboma liguidated for the purpose of re-orgamizing as State banks.'” Report
cited, p. 1%7. :
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Currency can be seen from the recommendations in the
Reports from time to time, suggesting a modified applica-
tion of the system to National Banks, so far as individual
deposits under’ $5,000 are concerned* The complete
failure of the Oklahoma scheme (which has now been
repealed), and its almost equal lack of success in other
States® in meeting the exigencies of the post-war crisis,
has for the time being given a blow to the idea, from which
it will take some time to recover. But in a country of
small banks, in which public opinion is largely hostile

to branch banking and thus antagonistic to one of the
essential elements of sound banking, it would be rash
to predict that the principle will not revive again. A
rise in the standards of inspection maintained will no
doubt reduce the danger to the funds arising from the
bad risks assumed : stricter administration of the criminal
law will work in the same direction.

(4) Toe Feperar Reserve System AND THE ‘Fumzxs‘

It requires only a very slight acquaintance with the
currents of American opinion to discover that there is
widespread hostility to the Federal Reserve System,
based upon the view that the recent sufferings of the agri-
cultural classes of the United States—now, happily,
at an end, at any rate temporarily—were due to the
deflationist policy of the Board in 1920-1. This “ parti-
cularly dangerous and pernicious myth ” as it is styled
by Dr. B. M. Anderson, unfortupately received the
endorsement of the politicians during the period cul-
minating in the election campaign of 1924.%

T Sce c.g. Report for 1914, p. 1525 Report for 1917, p 24.

% Jn Washington the largest bank in the system failed, the opinion of the Amistant
Secretary of the Banking Board being that * the guarantee of deposita in this State bad
been “tested and found wanting.”” In North Dakota in 19z3 the losses facing the fuad
were between three and four million dollars; the fund possewed balf a million, and the
maximum permistible auesment “ would oot keep up the interest on the estimated
lisbilities.” Cooke, ap. cit., pp. 128, 131,

3 See Dr. Andersoun’s vigorous “ A bi-partian myth—Federal Reserve Bank—
Deflation of the Farmen.” Chais Notional Bank Bulletin, vol. IV, No. 4. For the whole
controversy see, particularly, Beckhart, Discount Policy of the Federal Reserve Sysem,
PP- 454-502; Willis, The Federal Resarve System, chapterns lrvi.-vii.

The invalusble H serixgs dafore the Foint Commission of Agricultural Inquiry, capecially
Part 13, are out of print, and therefore not caily available, especially for Enropean students.
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Whether the action of the Federal Reserve Banks
in 1920-1 should be condemned in principle or not,
it cannot be established that deflation was more violent .
in the rural than in the non-rural sections of the country—
on the contrary, the findings of the Joint Agricultural
Committee of Inquiry of the United States Congress
point to the opposite conclusion. Nevertheless, the last
few years have witnessed constant attempts ‘to alter the
structure of the System so as to give more consideration
to the supposed needs of agriculture, and though these
attempts have been only in part successful, the long-
ran effects of the excited state of public opinion are
likely to be unfavourable to the scientific and rational
development of the System, so far as the following matters
are concerned :

(1) The tendency for the System to become immersed
in political controversies has of conrse been strengthened
by the events of the last few years, A consistent policy
ogviously becomes very difficult if heated debates in
Congress are to follow, and if the political parties inculcate
the idea that a certain trend can be given to Federal
Reserve policies by the action of the administration.
Weighed against the evil produced by ideas of this kind,
“ the entry of political considerations of a controlling
character in the selection of personnel”? is perhaps a
secondary matter, for, provided the Board as a whole is
left free to act as it thinks best, the pressure from the
politicians on the Board cannot prevent the application
of sound principles. It is the debauching of public
opinion which is mainly to be feared. -

(2) The agricultural conflict has also resulted in
the extension of the principle of sectional representa-
tion. By an amending Act of June 1922, a sixth member
is added to the Board, appointed for the purpose of
representing agricultural interests. The position, by

T Willn, op. cit,, p. 1,490, In November 1933 the Federal Advitory Counci
took cognizance of the attempts to influence the Federal Reserve Board * by political
pressure and ofganized campaign, with the object in view of replacing tricd servants of

the F. R. System by others sspiring for their positions™ and protested against such
fforts.  Repers, 1923, p. 467
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this Act, has been changed in a significant fashion. The
original Act required the President in making appoint-
ments to the Board, to have “ due regard to a fair repre-
sentation of the different commercial, industrial and
geographical divisions of the country”. As the Act
now reads, it requires the President to have “due
regard to the financial, agricultural, industrial and com-
'mercial tnterests, and geographical divisions of the
country”, Thus the emphasis is transferred from
graphical to economic divisions of interest. No
oubt these coincide to some extent, but it is difficult
to see how in future it will be possible to keep a repre-
sentative of Labour off the Board and thus to strengthen
the disruptive forces within it.

3) The now existing body of legislation defining the
classes of “ eligible paper ” bears all too clear evidences
‘of sectional pressure. Experience and theory alike
insist on the danger of a note issue being based upon
illiquid resources, and, as a consequence, the constitu-
tions of most central banks provide for the issue of notes
only against paper of short maturity. Now the tendency
of American legislation has been to expand the grades of
“ eligible ” paper so as to increase the period of maturity.
This tendency culminates in the new Section 13 (a) which
was incorporated into the Federal Reserve Act by the
Agricultura] Credits Act of March 4th, 1923. It is now
possible for a Federal Reserve Bank—subject, it is true,
to the regulations of the Board—to “ discount notes,
drafts and bills of exchange issued, or drawn for an
agricultural purpose, or based upon live stock and having
a maturity, at the time of discount, exclusive of days of
grace, not exceeding nine months, and such notes, drafts
and bills of exchange may be offered as collateral security
for the issuance of Federal Reserve notes ?, though paper
with more than six months’ security is not to be ehgible
““as a basis for the issuance of Federal Reserve notes
unless secured by warehouse receipts or other such negoti-
able documents conveying or securing title to readily
marketable staple agricultural products, or by chattel
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‘mortgage upon. live stock which is being fattened for
market”. Subject to certain restrictions, the paper of
co-operative marketing associations was 10 be regarded
as “ issued or drawn for an agricultural purpose ”.*

The proposals to add an agricultural member to
the Board and to extend the maturity of agricultural
paper had both been opposed by the Governor of the
Board, Mr. W. P. G. Harding, now Governor of the
Reserve Bank of Boston, though the second proposal
was later agreed to by the acting Governor of the System.*
I agree with Mr. Beckhart* that * though the actual
effect might be very slight the danger lies in the precedent
established >,

Apart from these modifications and the further not
unimportant fact that in order to encourage small banks
to join the system, the Act of March 1923 reduced the
capital requirements for entry to 6o per cent of those
which such a bank would require to become a Natiopal
Bank in the place where it is situated,* the same legisla-
tive instrument links up the Federal Reserve System with
the new system of Intermediate Credit for the benefit
of Agriculture.

It would be going too far afield to deal in detail
with the new organizations which, beginning in 1916,
have now been created for supplying the long period and
intermediate credit needs of the American farmer.
Suffice it to say that there now exist, in addition to the
previously existing mechanism of agencies lending upon
mortgages—Farm Mortgage Companies and Farm Loaa

T Sec. 13 was also amended to aliow of the discount (@) of factors paper * issued as
sach making advances exclusively to producers of staple agricultural products in their
Taw state ”* (up to ninety days’ maturity) ; (5)of demand drafts drawn 2gainst the domestic
shipment of ** unperishable, readily marketable staple agricultural products ™, and secured
by shipping documents. For the interpretation by the Board of the terms employed,
see Digest of Rulings of the Federal Reserve Board, Washington, 1924. The power of
interpretation pomested by the Board was almost from the beginning of the System
used to favour the farmer by liberalizing the concept of * agricultural paper”. See
Reed, Development of Federal Reserve Policy, chapter vii. '

? Beckhari, op. dt., pp. 495, 499- _

3 op. cit., p. 5e0. .

4 Fedenl Reserve Acty Sec, g But the capital musc chence (orward be snnuslly
increased by not lew thaa 25 per cent of the net income of the previous yesr. : :
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Companies, Insurance Companies and the mortgage
loans of the banks—a new series of institutions, viz.!

(1) Created by the Federal Farm Loan Act, twelve
Federal Land Banks, a series of Joint Stock Land Banks
and several thousand associations of borrowers, the
so-called National Farm Loan Associations.

(2) Created by the Federal Farm Loan Act of 1923,
twelve Intermediate Credit Banks and a series of National
Agricultural Credit Associations. The function of the
Intermediate Credit Banks is, broadly speaking, to finance
the Credit Associations, as well as State Banks, Trust
Companies, Savings Banks and other institutions.

The Federal Reserve System is allowed under Section
13 to buy or sell debentures or other obligations issued
either by an Intermediate Credit Bank or a National
Credit Corporation : just as under Section 14 of the
Federal Reserve Act it is allowed to deal in such obliga-
tions as part of its open market operations. The Federal
Farm Loan Act of 1916 had already, by Section 27,
provided that the Farm Loan Bonds might be bought and
sold by the Reserve Banks under Section 14. The bonds,
debentures, etc., so bought and sold under Section 14,
or bought and sold under Section 13a, are limited to a
maturity of six months, so that, in effect, the degree
of liquidity is greater than in the case of certain types
of agricultural paper.

From what has been said, it will be seen that the
view that the farmer has been neglected can hardly
be substantiated. If there is any danger at all, it is
that superabundant credit resources are being made
available, the only effect of which will be to cause
land to be capitalized at a higher figure, and to leave
the competitive position of the farmer exactly where
it was. :

T At the close of busines on December j10t, 1933, the Land Banks showed 2
balance sheet position of $876-+ 2 millions, including §79g+ 6 millions of net mortgage loans,
and $306 millions of bonds cutstanding. At the same date the balance sheet of the
Intermediate Credit Banks thowed asets and Jiabilities of $99:3 millions. The Joint

Stock Land Banks showed amets and Lisbilities amounting to $428-7 millicns, See
Seoenth Annual Report of the Federal Farm Loas Baard. _
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(5} Tue “Oren Marker” Poricy or THe FepsraL
Reserve SysTEM

In recent months a degree of attention has been
?‘aid to the so-called “open market” policy of the
ederal Reserve System which the actual results achieved
perhaps hardly justify. But before the technicalities
of the method can be discussed and its achievements
estimated, a word must be said about the use of the
method. of discount rate variations as a method of credit
‘control. More than one factor is at work tending to
diminish its importance.

In the first place, in view of the sensitiveness of the
‘system to political charges, the use of the discount rate
is too spectacular to be employed with safety. So
long as the system runs the risk of being made the -
whipping boy of Congressmen dissatisfied with economic
conditions, the system must avoid at all costs any
association in the public mind of high discount rates
and declining trade. The avoidance, where possible,
of this method represents merely adherence to LEe prin-
ciple of ““ safety first .

In the second place, no unanimiry exists as to the
precise relationship which should be maintained between
the official discount rate and the rate charged by the
market. An important section of American opinion
holds that the rate charged by the Reserve Banks should
be a penal rate : that, in other words, the rate should be
kept above the rates ruling, not only in the open market,
but also above the rates ruling at the commercial banks
for * over-the-counter ” discounts.®
" The Federal Reserve Board, in its tenth annual report,
takes up the attitude that the rate structure in London
and New York is identical in this respect, viz. that in

1 See, for instance, B. M. Andenon in Cbase Economic Balletis, Vol. iv, No. 3:
“ Re-discount rutes should be regularly kept above the market rates. The market rate
mezns the rate charged by great city b under lines of credit to prime borrowing
customers who have deposits and lines of credit with several banks and often in several

jtier"  See also Beckhart, 0p. dit., p. §10: ** The consensus of opinion among students

the subject here and abroad is that the Bexk rate sbonld rule bigher than the market wu
sach of the several typas of paper discounted by the tystem.” (Jtalics mine.) .
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both centres the open market rate is below the official
rate of discount, whilst “in London, as in New York,
the bulk of the loans made by commercial banks to their
customers are at rates higher than bank rate in London
or the Federal Reserve discount rate in New York ™.
English banking practice does not, therefore, establish
the inference that Federal Reserve Bank discount rates
in order to be effective must be penalty rates—that is,
be higher than the rates charged by member banks or
customer loans. .

“ Little in the way of good would result from any
attempt to adopt or get this up as the regulative principle
in the adjustment of reserve bank rates.”*

Nevertheless, the Board is forced to admit :

(1) That the “ temptation which is present under
the American banking system to re-discount customer
paper and re-lend the proceeds because of the profit
arising from such re-discount, when the Federal Reserve
Bank rule is sufficiently below the customer rate to make
such a transaction profitable, is not present under the
English system ™.* '

(2) That “the experience of the Federal Reserve
Banks under normal conditions of operation has as
ﬁ“ been too brief to make it possible to speak compre-

ensively and definitely concerning the proper relation
of Federal Reserve Bank discount rates and member
bank customer rates .3 :

(3) Experience is, however, demonstrating “ that
there is a sufficiently close connection between changes
in Federal Reserve Bank rates and changes in rates
charged their customers by member banks on a sufficiently
- large volume of customer borrowings to make Federal
Reserve rates an important and at times a leading influence
in money centres >.¢

(4) But lastly, *the outlook for Federal Reserve
credit regulation would indeed be unpromising, in view
of the great disparity of customer rates at member banks

I Repers, p. 8. .. % op. cit, pp, B9
Sopc,py : 4 op. dt, p. 10
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-in different sections of the country, if the reserve banks
had no other means than discount rates by which to
regulate the volume of their credit used, and if this dis-
count rate could exert no effective influence unless it
were a penalty rate .7 :

_ The question is ultimately one of first principles.
If normally a certain proportion of the banking resources
of the United States are to be supplied by the Federal
Reserve System, then the discount rate can well be
under market rates, but, if this is to be reconciled with
any attempt to contro}l credit conditions, a rise in
official rates must precede the rise in market rates, and a
fall in official rates must enticipate reductions in market
rates, It is the tendency of reserve rates to folloew, rather
than to precede, market rates, which should be criticized,
rather than the tendency of reserve rates to be below
market rates, '

Turning now to the open-market policy of the bank,
a distinction must be drawn between the potentialities
of the policy, and the actual practice of the Federal
Reserve System. An “ open-market policy ** is new only
in name : it is based on the principle that, other things
equal, the volume of funds at the disposal of a money

T op. ¢it,, p. 9. It is undesirable to cumber the text with detailed arguments,
but it may be pointed out here that the true analogy between London und New York
Lies, not im the similarity of the rate structure, but in the effects produced when an
increased demand for credit makes itself felt. Bank rate in London tends to become
effective when the brokens are driven to the Bank; in New York it tends to become
effective when the ™ out of town** banks call in deposits and for call loans in New York,
and thus force the New York Banks holding large country deposits in to the Federal
Reserve Bank in New York. Though the institution of the Federal Reserve System
has mitigated the concentration of funds in Reserve and Central Reserve cities, it has
by no means done away with it. Country Banks will call in spare deposits and thus the
effzctiveness of rising discount rates at other Reserve Banks tends to be delayed by the
very factor which makes the rate more effective in New York itself, in the sense of reducing
the margin between customer rates and bank rate. Direct comparison between the
London open bili-market and that of New York is almost impomible. In New York
the banks can re-discount acceptances bought from dealers with the Federal Reserve Bank,
whilst the dealers’ market is @ very narmow one, there being only six regular dealem in the
raarket ; in London the banks do not re-discount bills bought from dealers with the Bank,
whilst the dealen’ market is & very wide one. The relations of the two central banks to
dealens in the twa markets are thus very different. For the volume of funds involved
in New York and duc to other banks, it may be noted, says the Federal Reserve Bulletin
for January 1923, p. 25, “ that amounts due ta correspondents comstitute about one-
fourth of demand deposits of the New York banks, and arc geuerally more than twice
a2 large a8 their time deposits '’ {Asticle v Inter-bank Deposits).
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market will be diminished if a central bank reduces its
investments or will be increased if a central bank increases
its investments, its discounts and loans being assumed
constant. Or, to put the matter in another way, it is
not the loans and discounts alone which determine the
volume of funds which a central bank can place at the
disposal of the market, but the aggregate of all its * inter-
¢st ecarning ” operations. In other words still, the
money market will be drained of funds if the reserve
rises relatively to aggregate investments, and will be
replenished with funds if the reserve falls relatively to
aggregate investments, If the market is to be affected,
investments other than loans and discounts must rise
faster than loans and discounts fall off, or must fall off
faster than loans and discounts are rising.  If theaggregate
of investments plus loans and discounts remains the
same : an increase in the one merely offsetting a decline
in the other, the money market will remain unaffected.

Other things, of course, are not always equal. A
net reduction in the aggregate earning assets of the
Federal Reserve System may not in fact imply a reduction
in the resources of the market as a whole, if that reduction
is accompanied by increased imports of gold, which lead
to increased deposits at the Reserve Banks or to a reduction
in indebtedness there, on the part of member banks.
All that one can say is that, unless the aggregate invest-
ments of the Reserve Banks had been reduced, the
resources at the disposal of the market would have been
greater still. A reduction in investments accompanied
by an increase in gold reserves neutralizes gold imports to
the extent that the two movements balance one another.
To the extent that gold imports are larger than the
reduction in investments, adcﬁ‘:ional resources will still
be placed at the disposal of the market.!

1 Cf. Report for 1923, p. 16. * That throughout 1923, 2 year of growing businem
activity and increased credit and currency requirements, there was no detnand for addi-
tional reserved bank credit was due to the continued inflow of gold from abroad which
furnithed to member banks the funds needed to finsnce the enlarged volume of trade
and industry.” Bullstin, January 1925, p. 2: “ Increases during the past six months
in requirements for reserve balmces at the reserve banks . . . have come at a
time when gold imports were not in sufficient volumc to meet those requirements.’”
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From the standpoint of Federal Reserve policy, the
importance of the open market portion of its aggregate
investments lies in the discretionary power which manipu-
lation of this amount affords, and in its use as 2 measure
of the degree of dependence of the credit structure on
some form of investment by the Reserve Banks, As the
‘Report of the Board for 1923 puts these points: “ The
difference between discount operations and open market
:Eerations is that the initiative in re-discounting lies with

e member banks, while in the purchase and sale of
securities the initiative may be taken by the Reserve
Banks. The extent to which member banks borrow
in order to replace the funds withdrawn by the Reserve
Banks through the sale of securities, is a measure of the
demand for Reserve Bank credit. The sale of securities
by a Reserve Bank may thus serve as a test of the degree
of adjustment between the demand for Reserve Bank
credit and the outstanding volome of such credit.”*
If a reduction of securities Jeads to increased discounting,
it is a proof that wnless in the immediate past a certain.
amount of open market investment had been undertaken,
a greater amount would have had to be borrowed through
re-discounting : is a proof, in other words, that the aggre-
gate-demand for reserve credit could not only be satisfied
by the outstanding aggregate investments, What has been
said, however, does not justify the inference that at a time
when the discounts of the Reserve Banks are falling off, they
are justified in increasing their open-market investments.
Sales of securities can only test “ the degree of adjustment
between the demand for Reserve Bank credit and the-
outstanding volume of such credit” retrospectively : but
whether or not the Reserve system ought to expand open-
market investments at a time when discounts are falling
off cannot be settled by any automatic test. Discounts
may be falling off decamse open-market investments are
increasing or because the market is getting command over
other resources. The policy which ought to be follow
in these two cases may be very different. .

* op. dty pp 13 14
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Apart from any consideration of policy, a continnous
reduction in discounts will tend to be followed by a rise
in open market investments, for, though profit making
may not be the primary consideration with the Reserve
Banks, nevertheless, a bank, even a Central Bank, cannot
neglect profits and expenses altogether. This is parti-
cularly so in the case of the Reserve Banks, the share-
holders in which are the member banks, the majority
of these having had no option as to whether they should
invest in the capital stock of the Reserve Banks or not.
The political consequences of a failure to earn adequate
amounts might be very serious, so that it is not surprising
that the impetus to a considerable development of the
open-market investments of the system came in 1922,
when discount reached a low level and “some of the
Reserve Banks, in order to assure themselves of sufficient
earnings to meet their expenses and dividend require-
ments, began to purchase considerable amounts of short-
term Treasury securities ' But the desire of member
banks to earn dividends is tempered by the fear, on the
part of American bankers as such, of increased competi-
tion. Those familiar with the political power of the
banks, will, therefore, see more than a hint of danger in
the resolution which was passed at the American Bankers’
"Association Convention at the Chicago Convention last
year, which, whilst praising the Federal Reserve System
for the work which it has done, goes on to assert that ;

“'The Federal Reserve Banks have been driven, in
order to earn their expenses and dividend charges in
these more normal times, to compete for business with
their own member banks in such fashion that thete is
danger that in the future the operations of the Federal
Reserve Banks may tend te accentuate the swings of the
financial pendulum rather than to keep the swings of the
pendulum going too far in either direction. We,
therefore, earnestly recommend that a careful investiga-
tion be made by those who are properly qualified 2o
tnvestigate whether st might not be wise to limst the Federal

I Report, 123, p. 13
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Reserve Banks to their primary functions as banks of sssue
and re-discount,”

If one turns from questions of theory to questions
of fact and studies the actual record, one finds that the
outstanding feature of the situation is the stability of the
aggregate earning assets over relatively long periods of
time,* as the following table clearly shows :

Frorrar Risgave SysTEM
Aggregate Average Daily Earning Assets

1924 1923 1923

_ mill.§ will§ - mil §

{_anuary .. . .. 1,001 1,191 1,304
ebruary e .. Q22 1,153 1,215
March ., e e 952 1,199 1,191
Aprl ., .. ) 941 1,165 1,190
May .. e s 340 1,173 1,189
June e e .o 843 1,123 1,169
July . .. .. ' B26 1,120 1,128
August .. .. . 837 . 1,078 1,053
September .. . 931 1,123 1,113
October .. .. .. 1,006 - 1151 1,185
November .. . 1,085 1,148 1,210
December .. . 1,221 1,200 1,304
Average foryear .. 950 1,151 1,187

Throughout the period, 1922-24, it will be noted
that there is a recession during the first eight months
of the year, resulting in minimum figures usnally in
August (in 1924 in July) and an upward swing in the
last four months, corresponding to the seasonal demand
for accommodation ‘which accompanies the crop-moving
period in the autumn. '

This periodical recession was, however, more marked
in 1924 than in 1923, though less than in 1922, amounting
I Finan. axd Comm. Chron., A.B.A. Comvention Section, p. 14. (Italics mine.)

2 * Relative stability in the total volume, with changes in the composition, hae
been the principal characteritic of Federal Reserve Bark amcts during the put two
.yean.” F.R. Belletin, January 1924, p- 2 (referring to 1922 and 1023).
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in the three years 1922, 23, 24 to $Mn. 251, 113 and 175
respectively. The fact that this seasonal recession
coincided in 1924 with 2 decline in business activity has
without doubt given rise to the view that the depression was
caused by the recession. The salient figures are as follows:

Aversge Daily  F.R.B. Production Factory Whole
1924 Earning “Wholesale in Basic Empl.oy— nle
Amets. Prices. Industries. ment. Trade.

November 1,085 160 107 91 84
October .. 1,006 159 109 o1 96
September 931 156 103 Qo 92
August .. 837 158 o4 87 83

uly . 826 156 94 87 78
hme e 843 154 94 g0 76
A agl .o 840 X sg 103 93 7;

.. 941 IS I 7 7

Nﬁrch . 952 160 11 39 8o
February 922 163 120 99 78

Before any part, or the whole, of the industrial
decline is ascribed to the Federal Reserve System, however,
.1t is as well to bear in mind the following points :

(1) Throughout the period February-November 1924,
" with the sole exception of March-April, the open-market
investments of the system continued 2o smerease, and even
April shows a not inconsiderable increase over February,
as the following table shows ;

Total Av. Total Av. - Total TotlAv.  Total Av.
Earning Bill Bils U.S. open market
Aseetn Diac*d. Bt Securities. Ancts,

December 1,227 302 357 554 911
November 1,085 229 265 §87 . 852
October .. 1,006 241 178 585 763
September 931 263 90 575 665
August .. 837 270 28 537 565
uly .. 826 318 44 462 506
i';ne .- 343 375 . 416 467
ay 40 435 1 323 404
April .. 941 498 174 272 446
rch .. 952 479 230 243 473
February 922 516 271 134 408
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The maximum amount of “deflation” which the
Reserve Banks could have practised under these circum-
stances, is the difference between the bills discounted
and the aggregate open-market assets. Taking average
daily figures, between February and July, this difference
amounted to $100,000,000. The question at issue then,
is whether the market was deprived of $100,000,000
of resources, and if so, whether that deprivation was the
cause of industrial decline ?

(2) When one examines the position from the stand-
point of the market as a whole, it is interesting to observe
that throughout the period under review the resources
of the market have been expanding, as the following
table shows :*

Number Total Losns Total Deposite

Date. of Banin and exclusive of
Reporting. Investments. Bank Depesita.

mill. § mill §

December 1923 28,980 37,439 35,834

Marchrg24 28,669 - 37,937 35,682

June 1924 28,451 38,407 36,841
October 1924 28,389 39,609 37,579

Between March and June of last year, whilst the
aggregate earning assets of the Reserve Banks were
falling off, the total loans and investments of reporting
banks increased by nearly $500,000,000, against a reduc-
tion in earning assets of the Reserve Banks of about
$100,000,000. It is clear then, that, in spite of that
reduction, the resources of the market as a whole
must have risen by at least $400,000,000. It becomes
difficult, then, to ascribe the industrial depression in the
United States in the spring of 1924 either to a reduction
in open-market assets, because these were in fact increas-
ing, or to a reduction in banking resources as a whole,
because these were expanding. It is true that loans
as distinct from investments of the reporting banks, fell
off by $66,000,000 between March an§ June, but just as
it is true that a purchase of securities by the Reserve

¥ Bulietiz, Janwary 1935, p. 'ﬁl.
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Banks adds to market resources in the same way as an
increase in the volume of bills would have done, so
it is true that an increase in the total of investments
held by the banks of the United States must influence
command over purchasing power in the same way as
an increase of loans and discounts. Neor is it difficult
to account for this increase in the resources of the
market. Though demand deposits have been increasing
faster than time deposits, requiring larger reserve balances
to be held, yet ““funds arising out of the continued
importation of gold and out of the return flow of cur-
rency from circulation have been more than sufficient
to furnish the additional resources required by the member
banks on account of their increased deposit liabilities .
The position becomes clearer still if one takes note of the
fact that whilst in the six months ending June 1923
the net imports of gold were $109-64 millions, in the
six months ending June 1924 they were more than twice
as large, viz. $222-4 millions. Over the whole twelve
months, net imports in 1924 were $258- 1 millions against
$294'1 millions in 1923, so that the last six months
of 1924 witnessed a striking change in the gold position,
and this is reflected in the position of the Reserve Banks,
“ With the reduced amount of gold coming in from
abroad, the larger demand for currency and for reserve
balances has resulted in an increased demand for Reserve
Bank credit and a consequent growth of the earning
assets of the Federal Reserve Banks.” * At the end of
the year the position of the average earning assets held
was again within $21,000,000 of that reached in December -

1923,
(6) ConcrusioN

There are other aspects of the American financial
situation which well merit attention, though nothing
has been said of them here. America is now the greatest
capital exporting country in the world, and, if this

! Bulletin, September 1924, p. 683
¥ Bulletin, Jsauary 1935, p L.
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‘movement continues, profonnd reactions on the mentality .
of the American bankers are to be expected. At present
the tone of the American banker is overwhelmingly
provincial, even in New York. And if the attitude of
the professional banker is likely to be modified by the
trend of events, the attitude of the Labour Movement
towards “ Wall Street ”—an attitude of undisguised
suspicion—is also certain to change as the remarkable
“ Labour Bank ® movement extends and Labour leaders
are brought more and more into touch with the concrete
realities of banking and finance. But the predominant
impressions with which the student of banking returns
from a visit to the U.S.A. are two in number. The
first is a feeling of profound gratitude for the help and
assistance which are extended to him by bankers in every
part of that vast country : the second is the feeling that
the prestige of the Reserve System is much greater
abroad than it is at home. The writer has heard
the Federal Reserve System discussed many times;
rarely, if ever, with approbation, often with extreme
bitterness. That does not prove anything beyond the
fact that the task of educating America to appreciate
the benefits of a Central Banking system has hardly
commenced.



THE GREAT AMERICAN PANIC OF 1933

1

Panics have no history—if they had, they would belie
their essential characteristic, which is their irrationality.
The student of banking can only observe the immediate
conditions under which, in each case, they arise, the
morbid phenomena which they exhibit and the specific
by which, in each particular instance, the cure is effected
and confidence is restored. The great panic of 1933
will prove to be no exception to this rule : it is already
possible to marvel at a population which stoically endured
‘the great gold drain of 1931-2, but was unable to resist
hysteria, confusion and dismay because of purely local
banking difficulties in less than a year aftcrwarcﬁ. Or
shall it be said that in the end it was the associating of
the magic name of Ford with the difficulties of the
Union Guardian Trust Company of Detroit which
opened the floodgates of panic ? Whatever the explana-
tion, the drama remains : twenty years after the creation
of the Federal Reserve System, called into being primarily
to prevent a recurrence of just such a state of affairs,
every bank in the country, including the twelve Reserve
Banks themselves, was forced to close, Let the reader
remember that the United States held an enormous
stock of gold : that the volume of its foreign liabilities
had been drastically reduced as a consequence of with-
drawals nine months previously ; that a special Corpora-
tion had been created expressly to come to the assistance
of weak banking institutions, and that the Reserve
System had been armed with special powers to mobilize
its gold stocks more effectively; that, if anything, the
economic situation was somewhat easier and, finally, that
a mere show of strength by the incoming President
virtually effected a cure. Great Britain was dragged

|
* Reprinted from Tde Basker, April 1933.

us
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off the gold standard in 1931 by an international run
upon the bankers of the City of London; the United
States has been driven off gold for the time being by an
internal dratn, by a series of episodes to which there has -
been no parallel in British banking for something like
three-quarters of a century. Here are elements of paradox
and of drama for whose roots one must dig deep into the
soil of the strange and unfamiliar civilization of the
United States.

II

Why is it that America continues to suffer from
internal panics whilst Europe is almost free of them ?
‘There is a sinister procession of dates in the history of
American banking—1857, 1873, 1893, 1907 and now
1933—to which in recent European history there is no
parallel. The Austrian crisis of May 1931, the German
crisis of July 1931, the British crisis of July-September
1931 are examples of banking pressure, but they do not
reveal the specific characteristic of a panic. The ultimate
root of the American difficulties must be found in the
specific nature of the American banking system : a system
utterly unlike that to be found anywhere eke, the
product not of economic necessity, but of political con-
ditions, to which time had given a sanction which in an
essentially conservative country like the United States
no critical intellect could really shake. But the original
conditions which produced the actual state of affairs
were intended to bring about a position exactly the
opposite of that which in fact obtains, The exaggerated
particularism of American banking is the root of the
present. troubles, but that particularism, only gradually
developed, has been watched with great distrust and has
only continued to be possible because the average human
being regards what he is used to as the natural and the
inevitable, and therefore attaches to the actual an air
of rightness and inevitability which is the enemy of the
rational and desirable.
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~ When, in order to provide a market for Government
bonds during the hard and difficult days of Northern
inferiority in the field, the then Secretary of the Treasury,
Salmon Chase, created the National Banking System,
the note issue was still an important privilege of American
commercial banking, except perhaps in New York City,
By taxing the note issues of the State banks which
remained faithful to the anti-slavery cause, the Federal
Government of the Civil War period was able to drive
the banks into the National Banking System. Whatever
the defects of that legislation may have been, it did at
least provide for an absolutely uniform code of legislation
applicable to the whole territory of the United States,
for an effective system of inspection and supervision,
and for the prohibition of the more dangerous kinds of
banking activity. Had the forty-eight States of the Union
not favoured concurrent powers of legislation, had the
importance of issuing notes not receded into the back-
ground, had the National Banking Code made adequate
provision for a branch banking structure, the subsequent
development of banking in the U.S.A. would have been
profoundly different from what it actually was. As the
country extended its territory towards the west and as
its power and population increased, there might have
developed a strong banking system centring upon the
eat commercial and transport towns of the continent—
g;ew York, Chicago, New Orleans, San Francisco, Seattle
and the rest, A concentration such as that which has
taken place in Great Britain, Germany, and elsewhere
would in any case have been impossible in view of the
immense distances involved. But in fact things developed
very differently. |
Even before the Civil War, certain towns, primarily
New York, New Orleans, Chicago, were assuming great
importance as virtual reserve centres for the rest of the
country : a fact recognized in the National Banking
Code when it permitted banks to keep part of their cash
reserves in the shape of deposits in Reserve and Cent
Reserve Cities. The centripetal forces at work in thi
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way were, however, accompanied by centrifugal forces
as well. As the population and the occupied area of
the United States expanded, the necessary and coincident
expansion of the banking system involved the, creation
of an ever-growing number of banks, partly created
under the National Banking Code, partly under the
codes of the separate States. For a long time the fact
that membership of the National Banking System per-
mitted note issue and conferred prestige gave this
system the superiority both in numbers and power:
the gradual decline in the importance of the note issue
and the growing attractiveness of incorporation under
codes less severe than that of the Federal Government
led to a change® First the nmumber of State banks
exceeded that of the National banks (this was in 18g4) ;
then, after the War, the banking resources of the State
banks exceeded those of the National banks (this was
in 1921). By that time the Federal Reserve Act had
been long in operation : the National Banks, which had
been forced to join the system, were exposed to severer
revenue conditions than the State Banks and were
hampered in other respects, Successive Comptrollers
of the Currency, the official. guardians of the National
Banks, saw the developing situation with dismay, and
knew only one way of countering it—to confer upon -
National Banks the powers conferred under State legisla-
tion upon State Banks. When the branch banking
controversy first became acute, the line of solution
adopted was not to strengthen American banking as a
whole by careful Federal legislation relating to the subject,
but to give National Banks the right to open branches
only where State Banks could do so, and since public
opinion was in general hostile to the branch banking
principle, the net effect was that the United States
entered upon the period of prosperity of 1925-29
with a banking system perbaps reasonably adapted to
the one-time necessities of small rural communities,

but entirely unfitted to cope with the special problems
¥ See the Repors of the Compirelier of the Crrency for 1931, pp 39
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of an age of immense change in the scale and tempo
of business, Thus the American banking structure
reveals the strangest contrasts both in the ability and
. outlook of those by whom it is directed and in the scale
of the respective units which constitute the structure
in the aggregate: the giant banks of New York City
side by side with the petty village bank, threatened
with extinction as a result of better transportation
facilities and unfavourable overhead costs: the * small-
town ” banker, whose only qualification (it is at times a
very important one) is that he knows every soul in the
place and has a finger in every local pie, is an independent
member of the same profession as the Presigent of
an institution with‘pcrﬁaps $100 millions of deposits
and with the widest contacts inside and outside the
country, Such a system offers great opportunities for
men of initiative and ambition : it is easy to enter and
eagy to leave: it tends to identify the banker closely
with the local community and satisfies the desire for
self-determination. Perhaps without such a system
American economic development as a whole would not
have been so rapid: certainly without it local develop-
ment within the country would at times have proceeded
more slowly. But it is a system which has the defects
of its greatness: and it 18 these defects which have

periodically resulted in panic.

111

- Over a large part of the conntry the ibility of
spreading banking risks is severely limited. P%“;i;e US.A.
is ‘an immensely diversified area as a whole, but whole
States are virtually associated with a single crop—cormn
or wheat, cotton or sugar, tobacco or cattle, e local
storekeeper or doctor, the local motor car agent, and all
the multifarious distributors ultimately depend on the
price of the single local product for their livelihood ; the
producer himself has only his land, his crop, or his o
personal credit to offer as security and the value of -
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three depends upon the grice level. ‘The spreading of
risks depends upon the banker’s ability and willingness
to invest part of his funds outside his area, and from a
very early time, if he was a prudent banker, he did so.
He could hold bonds, he coultf buy ““ commercial paper ”
he could keep funds on deposit with larger banks and
instruct these to invest or ﬁd for him. In this way
(and because of the other conveniences which the rela-
tionship afforded) there grew wup traditional “ corre-
spondent relationships ” between rural and urban banks,
which culminated in 2 very special situation in New York
City. There some five or six banks, members of the
National. Banking System, virtually held the residual
cash reserves of the entire banking structure of the
country. The funds deposited with them they lent out
—largely in the form of “ call-money ” to the New York
Stock Exchange. Every period of pressure and of
difficulty led to the calling-in of these funds, put pressure
upon the New York Banks to liquidate their investments ;
and—in the days before the Federal Reserve System—
it was not easy for the New York Banks to respond to
the demands made upon them. It was to obviate both
the over-investment of what was virtvally reserve cash
on the Stock Exchange and to provide a residual lender
capable of taking charge of the situation in periods of
pressure that the Federal Reserve System was founded,
and a bill-market was encouraged to grow up. The new
Central Banking agencies certainly did not supplant the
old system altogether ; they merely supplemented it by
adequate rediscounting facilities. When the Michigan
difficulties began to undermine the situation a month
ago, the New York banks still held some $1,500,000,000
for banks in other parts of the country, and it was then
certain from the very beginning that if trouble could
not be localized th:rganlm of New York City would be
involved. Whether they would be able to stand the
strain depended upon the magnitude of the demands
upon them and on the ability of the Federal Reserve
Bank of New York to stand behind them to an unlimited
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extent. If the New York banks were to be forced to
close, a general closing down of all the banks of the
country was inevitable; the shock would cause panic
_:]Lery?ﬁxeere, and :(f)d the banks closed it was inevitable
t eat uce -and security ex would
close also.gr F 7 exchang
IV
The first point to bear in mind in surveying the
recent history of American banking is that, in spite of
the existence of the Federal Reserve System, the
mortality among banks was greater in the last decade
than at any previous time in American experience,’
A bad patch was experienced in the last decade of the
nineteenth century ; in 1893, 326 banks failed, in 1895
and 1897, 151 and 160 respectively and there were 122
failures in 1904 and 156 in 19o8. Since 1921 there has
never been a year in which, according to the figures of
“the Comptroller of the Currency,® the number of failures
fell below 289 ; in 1924 there were as many as 915 and
in 1927 as many as 824. Every slight recession of trade
.at once resulted in an increase in the number of failures. -
According to the (not comparable) figures of the Federal
Reserve %ozrd,’ in the eleven years 1921 to 1931
inclusive, 9,285 banks closed, 1,082 re-opened, with a ne?
liability of the banks closed of no less than $3,817,000,000
_of deposits. Out of these 9,285 banks, over one-third,
viz. 3,400 were sitnated in places with a population
of less than 500, and 3,218 possessed capitals of less than
$25,000 (or £5,000 at par). It is clear that the general
incidence of the failures was upon the small banks and
upon the rural areas, but if one goes further into the
matter one discovers that it has been the banks of the
northern and central Middle Western States which have
* The studeat of American banking conditions will find an exhiustive analysis of
this poiat in Walter B. Spohr's article * Bank Failures in the U.S.”, Supplement to
Awerices Ecommic Review, XX, No. 1, March 1933,

3 Rapert, 1931, p- 6.
3 F. R Raport, 1931, p. 125~
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_been particularly affected. In 1931, of the 2,298 which -
suspended, 1,388 fell into four Federal Reserve Districts,
viz. Chicago (631), St. Lonis (264), Minneapolis (271),
and Kansas City (222). In 1932, out of 1,453 sus-
pensions, 932 fell into the same four districts; the
Chicago district accounting for 506, St. Louis for 154, and
the two other districts for 136 and 136 respectively.®

These figures raise three problems. First, why was
the incidence of failure so much more marked among
the rural than among the urban banks ¢ Second, why
were failures so much more severe as a whole in 1931
than in 1932 ¢ Thirdly, what explains the seemingly
sudden outburst of failures among urban banks, an
outburst which was the direct cause of the panic ¢

(1) Quite apart from the special difficulties which
attach to a bank merely because it is small and is therefore
subject to competitive disadvantages, there came the
incidence of agricultural depression, which has afiected the
rural areas almost continuously in the last decade and
particularly so since the disastrous collapse of raw material
}i_rtilces, the usual accompaniment of a cyclical depression.

e collapse of land values, and of crop prices, the
accompanying decline in the credit-standing of farmers
and of those who indirectly live upon the produce of the
land has naturally hit hardest those banks whose loans
and deposits are most parrowly associated with the
rural sitnation. A high mortality rate among country
banks is therefore no cause for surprise—and the failures
were heavy even before the general depression set in.

(2) The collapse of a large number of banks is bound
to exert a psychological influence even if it is confined
to a particular class of banks. But the urban banks‘ of
the U.S.A, have also been exposed to special difficulties.
In the first place, banking difficulties, even if confined to
a particular class of banks, create nervousness among
- depositors generally and lead to withdrawals of deposits in
anticipation of trouble to come. ‘'This is the phenomenon

I F, R Raport, 1931, p 391

* F. R Ballstin, Jamuary. 1933, p 44
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of hoarding, of which one has heard so much in
recent years: though the actual increase of “ money in
circulation ” is also due to increased cash holdings by
the banks themselves in anticipation of increased re-
quirements by their costomers. Thus the banks, in
order to keep’themselves in a liquid position have had
to put pressure upon their customers, and this had a
cumulative effect both upon business conditions and
bond and stock prices, and upon the condition of the
banks themselves. For a general desire to.increase
liquidity, unless accompanied by appropriate central
bank action, is deflation; and the <£:pression becomes
tumulatively worse, causing loans to be frozen and
forcing the weakest banks to the wall. It must not be
forgotten that the banking system in the United States
has become still more sensitive to stock market con-’
ditions since the change in the practice of business by
which direct loans to commercial and industrial firms
have shrunk in importance relatively to loans against
stocks and bonds. A continued fall in stock exchange
values means not only that the bank’s own investments
have declined in va]’:le, but that the margin behind
customers’ loans has fallen also. To these factors must
be added the participation of urban banks in speculative
real estate operations (one of the main causes, it is
.said, of the difficulties of the Chicago and Detroit banks)
through loans secured by such property—a large part
of such loans must be in a frozen condition and cannot,
in any event, be used as the basis of rediscounting in
periods of pressure, )

It is not always realized how great in recent years
‘the shrinkage in American banking figures has been,
Between October 4th, 1929 and September 3oth, 1932 (the |
latest date for which figures for all banks are available),
totalloans and investments had fallen from $58,83 5,000,000
to $45,862,000,000, or by some 22§ per cent. In
considering the ability of the banking system to stand
additional strain, however, the important question is

¥ F. R Bulltin, Jemary 1933, p- 3
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the volume of assets which can be turned into cash at
the Central Bank ; and that question is only capable of
being answered by reference to the law governing the
lending powers of the Central Bank itself. The Federal
Reserve System, in general, was unable to lend to or
discount for banks outside the Reserve System, i.e. for
“ non-member > banks. It could () rediscount *elig-
ible ” paper, i.e. customers’ promissory notes endorsed by
the borrowing bank ; (b) lend for limited (x5 day) peri cﬁ
on the bank’s own promissory note secured by such
paper and /or U.8. Government securities. The limits to
its own lending capacity were again a matter of legal
definition : it had to maintain a gold reserve of 40 per
cent against its notes, and at the same time the remaining
cover against the note issue was to consist of eligible
paper. But the Reserve System could also provide
against the mecessity of the banking system having to
borrow by increasing its own holdings of Government
securities or bills by purchases in the open market. If
it did this on a sufficient scale the member bank balances
at the Reserve System would go up and they could draw"
out additional cash without reducing their own holdings of
eligible assets; though, to the extent that balances
acquired in this way were utilized for drawing out cash,
the pressure on the final gold reserves of the Central
"Bank was the same as if the notes were withdrawn
through borrowings at the Reserve Banks,

So much it was necessary to say in order that the:
third question posed above could be answered. The
comparative decline in the number of bank failures in
1932 as compared with 1931 was due in part, of course,
to the weakest banks having been already eliminated,
. but it was in part due to the measures adopted in the
cause of combating the great drain of gold away from
America in the period of September 1931 to June 1932.
During that period of time the gold stock fell from
$4,948,000,000 to $3,941,000,000; the money in circula-
tion rose from $5,133,000,000 to $5,751,000,000 ; durin
that period also, two great legislative enactments provid
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for the creation of the Reconstruction Finance Corpora-
tion and for the issue of Federal Reserve notes backed
in part by Government securities. The Act creating the
‘Reconstruction Finance Corporation endowed it with
a capital of $500,000,000 and with borrowing powers equal
to three times its capital (increased by the Relief and
Emergency Act of July 21st, 1932, to six and three-fifth-
times its subscribed capital). The Corporation was
authorized to make loans to a great variety of financial
institutions, including loans * secured by the assets of any
bank that is closed or in process of liquidation to 2id in
the reorganization or liquidation of such bank », a quar-
terly report of its activities having to be laid before
Congress. Between February 2nd and December 3ist,
1932, the Corporation had authorized loans of
$950,000,000 to banks and trust companies, had actually
advanced $850,000,000, and been repaid $256,000,000,
so that $594,000,000 were still outstanding at the turn of
the year. It will remain for some time an open question
whether the activities of this Corporation have done.
more harm than good ; the mere fact that it has prevented
some banks from closing is not conclusive on the point,
and the publication of the names of the assisted
institutions together with the critical attitude adopted -
by some writers of standing' undoubtedly helped to
unsettle the public mind. . ' '

' The Glass-Steagall Act undoubtedly relicved the
situation by enabling the Reserve System to mobilize
its gold stocks. By Section 3 of that Act, the Federal
Reserve Board was authorized to allow Federal Reserve
Agents to accept as collateral security in addition to the
other securities pledgeable for Reserve notes, the “ direct
obligations of the United States”. Thenceforward,
during the period authorized by the Act, Reserve notes
continued to be covered by gold to the minimum
required, but the excess of gold actually held over that
required to be held could be reduced even if no “ eligible
‘E‘;.’:.g.‘m.l. T. Flynn's article om “ Tnside the ILF.F:. in the Jsapary number
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E:per »'in the technical sense was available : gold could

be released and Government securities substituted.,

The gold drain actually ceased in the middle of 1932 :
the United States monetary gold stocks rose between
July, 1932, and December from $3,941,000,000 to
$4.429,000,000 : between the same two dates, the money
in circylation fell from $5,75 1,000,000 to $5,699,000,000
and in December was only $88,000,000 more than it had
been a year before. The eligible assets of the member
banks in September, 1932, were still $8,050,000,000 : the
borrowings at the Reserve Banks were only $331,000,000
and as their * excess reserves ” (i.e. the difference between
actual reserves as compared to the minimum require-
ments of the Reserve Act) at the same date were
$346,000,000, they were in reality hardly in debt to the
System at all.- Everything pointed to a relaxation rather
than an intensification of strain: even in January 1933,
the amount of money in circulation again declined and
was actually $14,000,000 less than it had been twelve
months before.

-V

Between February 14th and March 4th the storm
- broke. The difficulties of the Michigan banks led to the

roclamation of a local bank holiday to last from Tuesday,
F‘ebnury 14th to Tuesday, February 21st. So far from
seeing in this step the beginnings of disaster it ap(inars
to have been warmly and generally welcomed ; and the
- eminent New York weekly, The Commercial and Financial
Chronicle remarked in its issue of February 18th that
the sitoation “appears to have been handled with
consummate skill and it seems ible to say that the.
worat of the trouble lies behind, with good reasons for
thinking that there will be an early return to the normal .
Elsewhere in the same article, whilst there is a discreet
reference to the then recent “recrudescence of bank
embarrassments at quite a namber of financial centres in

different and widely separated parts of the country ¥, it
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is urged that “ the country ought now to be nearing
the end of the long period of banking embarrassments,
and to that extent the situation must be regarded as
being imFroved, with the ountlook for the future corre-
spondingly brighter ”,

The danger of moratoria is that they bring about
the very troubles elsewhere which they are designed to
mitigate where they are adopted. They encourage
hoarding before the banks are closed, and, in a closely
knit economic system, they increase strain by preventing
payments being made at due dates and thus bring about

-an ever-widening circle of unemployment and distress.
The danger of the Michigan sitvation really lay in the
public advertisement of widespread distress, and the
probability that if trouble occurred elsewhere the same
remedies would be adopted, so that in the end the whole
country would be affected. This is exactly what did
happen : not only did hoarding increase, but an ever-
increasing number of States passed enabling legislation
permitting the closing of banks and for the imposition
of limits upon the right of depositors to withdraw.
When the example of Michigan was followed by Mary-
land in consequence of runs wpon Baltimore banks, the
danger became really acute. uld the New York banks
stand the strain on them of a double run by the banks
of the interior and their own local customers ? Could
the Reserve System see its gold stock melt away through
hoarding by the public and earmarking by foreigners, and
at the same time provide the additional accommodation
‘which would be required ?
 The crash came on March jrd. Between February
16th and March 2nd, the total gold reserve of the Federal
Reserve System had fallen by $300,000,000: bills dis-
counted had increased from $286,000,000 to $713,000,000:
the notes in circulation bad gone up from $2,890,000,000
to $3,600,000,000. During the same period, the New
York Reserve Bank’s gold stock had fallen from
$917,000,000 to $710,000,000 ; its discounts had gone up
from $54,000,000 to $281,000,000 and its reserve ratio
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had declined from §9 per cent to 46 per cent. The
position at the latter date was then still not insupport-
able, but the pressure became worse, and though reassur-
ing messages had come from New York in time to be
published in the morning papers of March 4th, by the
afternoon of that day every bank in the U.S.A., includ-
ing the Reserve Banks themselves, had closed. The
incoming President, faced with a terrible emergency,
acted with promptitude and vigour, making use of the
Executive power under war-time legislation to prohibit
the export of gold and the hoarding of gold. The gold
standard had disappeared, though as all the banks were
closed (and with them the stock and produce exchanges)
and exchange dealings were impossible, this important
fact did not, for the moment, matter very much. Every-
thing turned upon what was to be done to get the banking
system to function again.

The traditional method of dealing with this problem
had been the issue of Clearing House Certificates
(virtually inter-bank clearing certificates acceptable in
lieu of gold or other lawful money), the pooling of reserves,
and—in certain cases—the issue to the public of incon-
vertible notes, certified but not convertible cheques, and
the like* Tt appeared at first as if historical precedent
were going to be strictly followed, and there was much
talk of issuing both Clearing House Certificates and
“scrip ?; In the end, wiser counsels prevailed. The
Emergency Banking Act, passed on Marcll: gth practically
without oppasition even in the Senate and unanimously
by the H%use of Representatives, proved to be of a
drastic character. It continued the embargo on gold
exports ; it regulated the re-opening and re-organization
of the Commercial banks; and provided for the issue
of Federal Reserve Bank notes secured by Government
obligations, the eligible assets of firms and individuals,
and the promissory notes of member banks. Provision

I The reader will find smple material relating to these matters in Profemor Spragut’s
well-known History of Crises wnder the National Banking Acts, and in two articles by
Mr. A. P. Aedrew in the Ouarterly Joursal of Ecememics for 1908,
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was also made by which direct loans to individuals and
firms could be extended by the Reserve Banks (hitherto
only possible under very special conditions in virtue of
the Emergency Act of July 1932). No bank was to
re-open without permission ; but, if the public demanded
more money, the provisions of the new Act saw to it
that such money would be available., Since the Reserve
Bank Note as distinct from the Federal Reserve Note
re%ui.res only a § per cent cover (in virtue of the terms
of Section 4 of the Reserve Act, which provided originally
for the issue of such notes, of course, under widel

different conditions), the amount of such notes whi

ﬁn be created, if necessity arises, is obviously very

ge- '

VI

The necessity has, fortunately, not arisen. The
public confidence was restored even before the banks, or
some of them, re-opened on March 13th, and large
quantities of hoarded gold and gold certificates were paid
into the Reserve Bank even before the ending of the
official bank holiday. By devising the plan of piecemeal
re-opening, a masterly sense of economic strategy has
been displayed by the President and his advisers; the
worst banks will in all probability never re-open and
those which are allowed to do so are made safer than
they were before, because the public will now have
greater confidence in them ; they will have been tested
in the furnace. But whilst the panic is over, the
problem remains. Without question, great loss will be
suffered by the public and to that extent business
recovery will be hampered—on the other hand, the air
has been cleared and, most fortunately, nothing has
been done so far to prevent the enactment of remedial
legislation in the future. But Mr. Roosevelt will be
fortunate if Congress continues its acquiescent mood, for
remedial legislation will mean sweeping away much time-
honoured legislation and much that has been acceptable
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to the American people in the past, and it is hardly to
be expected that the fundamental revision of which
American banking stands in such urgent need can be
accomplished without opposition, both on the pait of
interests adversely affected and on the part of those
attached sentimentally to the unit-banking principle as
a symbol of democracy and of the pioneer spirit of the
country. . _
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Ix the last few years impor’ Wlaims have been advanced
on behalHf the central t anks of the world, claims which
go far befond anything v hich was urged ow their account
in pre-war days. The' works of a brilliant group of
economists of varying national affihation—Keynes,
Hawtrey, Cassel, Irving Fisher, Wicksell, and others—
have voiced these aspirations at the very time when the
actual operations of these banks, under the stress of war
and post-war conditions, were giving rise to a not un-
justified scepticism. The spectacle of a 98 per cent
discount rate at the Reichsbank, in particular, coupled as .
it was with the utter inefficacy of that rate as an instru-
ment of repression, was not designed to encourage
further speculations of the kind already mentioned. It
seems more than worth while, therefore, to ask a gathering
of economists to discuss the question, “ What can central
banks really do ¢ :

Pre-Wan T'ueory

Such generalizations on the subject as were contained
in pre-war books do not help us much. Pre-war theory
—in so far as we can speak of it at all—was merely
a generalization from the policies supposedly followed
by the Bank of England. As Parliamentary inquiries
into the policies followed by the Bank ceased many years .
ago, and as the silence of the authorities was broken only
on the rarest occasions—indeed, the most recent appears
to be the interview with the Aldrich Commission in 1908
—the value of these policies was by no means clear. Had
they been clearer, however, they would still have afforded
a somewhat precarious basis for theory. For the policy of

T Paper read at irty-seven eeti S ;
Rlocum:rhddm the Thirty t.hjo&:n::;l‘*Meehn‘dtbeAmb
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the Bank assui T O‘llut which is
found nowhere else Shy of central
banking can obnouu , 5D $O Darrow a
foundation, -

Such a» . -as, pre-wa; .ssumed that the func-
tionsof a cen.. 1bankwer, | perhaps three, in number,

viz, the management of ar ut,ntrahzed ste issue, the
administration of a centralized bank’ 5 '@erve, and the
“ maintenance of sound cred:: c@‘ vmns ’—the last
being indeed the true aim towhich th *  aers were clearly
subordinate. And, further, “sowy  Zedit conditions”
were mterpretcd somewhat mechamdlly

THE RIQUIREMENTS OF AN ADEQUATE THEORY

Before we accept as possible any or all of the new
tasks which the new school desires to thrpst upon the
central banks, therefore, a revision of ¢ Eecomes
necessary. The whole philosophy of ce l banking
requires careful overhauling. And, since a theory of
central banking must necessarily deal with more than one
environment, the theory cannot be simple, even if it he
_ straightforward.

In particular, a theory of central banking requires to
take cntical account of the following groups of circum-
stances :—

(1) The influence of monetary standards and of
different types of money market upon the position of a

central bank.
' (2) The methods open to a central bank,

" (3) The presumabg’e relationship between centril
bank action and the ultimate causes of price changes.

In other words, a dphllosophy of central banking worthy
of the name must deal with environmental condltlons,
with technique, and with the theory of prices. The
remainder of this paper constitutes an attempt at stating
some of -the more important of the elements to be
considered.
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A. Envid fental Conditions

(¢) #4[theory demanding action by a central bank
‘assumes r7at that central bank is an effective instrument
of supf., , i.e. assume» Bt the central bank is a‘marginal
lender of funds. 2° s is.by no means always justifi-
able, and is usualltans y justifiable to some degree. It
involves the further a$sumption that, if the central bank is
not at any given moment the marginal lender, it can
create such a condition of affairs as will force it into that
position, through, e.g. an * open-market * policy. But a
thoroughgoing theory must be prepared to establish
when, and when not, a central bank is capable of  forcing
the marl=t into the bank ”.

(?) A cheory demanding price control by a central
bank assumes that” ae monetary standard is of a character
to make this poss. Sle. And here one is at once faced by
the positive difficulty that certain types of currency
standard make price control by a central bank impossible
in the long run. In particular, we may lay down the
proposition : that an effective metallic standard, of the
type made familiar through nineteenth century currency
;ef;)hrms, is inconsistent with price control by a central

a

It is in this inherent incompatibility, rather than in
the unwillingness of central banks to undertake the task
of reform, that we find the explanation of the circum-
_stance that prices rose by 2 per cent per annum from 1896
down to the outbreak of the war, in spite of the existence
in Europe of efficiently managed central banks. Does it
follow from this that central banks had ne¢ influence on
the price level ? By no means. In the first place, the
reserve policy of central banks affected the demand for
gold and therefore the value of gold; in the second
Place, the note sssue policy of central banks, by increasing
to a greater or smaller degree the sapply of substitutes
for metallic or standard coin, also influenced the price
level. A central bank could therefore directly influence
the local price level and throuph this, indirectly, the
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world level of prices in the short run ; but s0 long as the
central banks of the world did not own the gold mines
of the world, they were obviously not in a position ta
control the long-run trend of prices.

(¢) On the other hand, there are some currency
systems which imply the possibility of price control, e.g.
an inconvertible paper currency, the issue of which is
absolutely in the hands of the central bank, which is
conceived of as being free to shape its issue policy as seems
best to it. Not all inconvertible paper currencies are in
this position, nor are all central banks ; and it is one of the
most important points in a rounded-off theory to deter-
mine what economic and political circumstances are most
likely to lead to an independent policy in these respects.

(d) A further point of importance concerns the struc-
ture of the banking units with which the central bank
is brought into touch, and the nature of the credit
instruments employed in such a given system. It is
ridiculous to suppose that a central bank working in the
midst of a banking system based on the idea of * unit
banks  can operate in precisely the same way as a central
bank surrounded by a relatively small group of large
banks each operating a chain of branches. The difficulties
of central banks working in 2n economic environment in
which eligible media of discount are unobtainable in
sufficient quantities are well illustrated by the case of
South Africa, and to some extent, by the United States.

(¢) The ease with which the central bank can affect the
money market situation at any given moment will vary,
lastly, with its own reserve requirements and with the
reserve requirements which are imposed by law or by
custom upon the other banks. If its own reserve require-
ments are fixed at a high point, its direct lending opera-
tions are thereby limited; if those of other banks are
fixed high, that will force them sooner to the central
bank or drive their customers there, the higher, other
things being equal, these reserve requirements are.
If the reserve requirements of the outside banks are
reduced and those of the central bank are increased,
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that will diminish the effectiveness of intervention. If,
on the other hand, the reserve requirements of the
outside banks are strengthened and those of the central
bank are weakened, that will increase the efficacy of the
intervention of the central bank. In other words a
renewed study of reserve requirements in their relation-
ship to central bank philosophy is one of the tasks which
economists should undertake. In so far as there was a
study of this matter in the pre-war period, emphasis was
too strongly placed upon the facts of expansion and
“ elasticity ” of issue, and not sufficient attention, to
my mind, has been placed upon the relationship of
reserve policy to central bank intervention in the money
market,

B. Questions of Technique

Three, possibly four, methods of control are open
manipulation of the rate of discount, so-called * open-
market ” policy, the method of rationing, and lastly, and
more doubtfully, the exercise of moral pressure. What
is to be said for and against these various methods of
control ? The first acts selectively among the borrowers,
the bank maintaining 2 relatively passive attitude; the
second and third represent the activities of the bank
on the market, the outsiders being deprived of discretion.
The fourth possible method represents those rights which
are usually attributed to a cobstitutional monarch, the
right to advise and the right to warn. :

Dfscount rate policy. What is the object of varying the
discount rate ? It is usually argued that the main purpose
of a rise in the discount rate is to beat off fresh borrowers,
but rising rates, as experience tends to show, may provoke
fresh borrowers in anticipation of further rises in the
future, so that, instead of declining, aggregate loans
actually tend to increase. There is, in fact, a good deal
of mystery as to what the rise of the central bank rates of
discount 1s really intended to do. A recent controversy
between the London Economist and Mr. R. G. Hawtrey
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ended by the latter making a somewhat rhetorical
statement : “ If changes in bank rate cannot be relied
on to affect the volume of trade borrowing, they cannot
be relied on to do anything whatever,”

But, as a matter of fact, the rise in the bank rate may
be intended to do 2 good many other things besides
check borrowers; it may be intended, for instance, to
attract funds from abroad, and to caunsé a necessary
lift of deposit rates offered by outside bankers in order
that the draining away of funds may be prevented. In
other words, the object of a rise in the rate may be less
to discourage borrowers than to encourage lenders,
But in any case a rise in the bank rate will obviously
have no effect if there are other lenders who seriously
undercut the rate, and it is this consideration which has
given such an attractive air to the open-market philo-
sophies of recent years,

From a social point of view, again, the whole matter of
the discount rate requires systematic investigation. The
question at once occurs, for instance, whether the rise
in the discount rate does not always take place too late;
whether it would be possible to discover adequate
indices better than these which were utilized in pre-war
days ; whether again the unpopularity of fluctuating and
rising discount rates apd the hesitation to use them in a
ruthless manner does not, in fact, mean that the discount
rate is a relic of a bygone age of banking ; whether the
rise in discount rates really does act as a sufficient
“ deterrent ” to check economic enterprise. All these
are questions on which we can really hear profitably a good
deal more than we have heard. -

Open-market policy. The use of this method, is or
scems to be, the favourite panacea of the moment. It
appears to me that it is really desirable that the advocates
of the open-market policy should be a little more explicit
in their advocacy of it.

(@) It obviously makes a great deal of difference
whether the open-market policy is intended to supple-
ment the usc of the discount rate or whether it is intend



CENTRAL BANK POLICY 71

to supplant the use of the discount rate. Which aim
ought the central banks to follow in this respect } The
answer as obviously turns upon the view one entertains
as to the efficacy of discount rates in general, and the
efficacy of discount rates to a given central bank in
particular ; and talk upon * open-market policy ” in
general only serves to veil the essential difference in
attitude which is implied in the two alternatives.
() It is important to know whether the object of
is new policy is to stabilize money rates or to stabilize
prices. If the object is to stabilize money rates, then
the central bank must obviously buy securities in periods
of dear money and sell securities in periods of cheap
money. If the object of the central bank is to control
prices or attempt to control prices, then it must reverse the
procedure stated above, The choice must be based not
only upon one’s estimate of the ibility of controlling
grices in this way, a matter which is open to doubt,
ut also by one’s view as to whether it is desirable to have
more stabilized money rates than those which are implied
by the use of the alternative method of discount rate
variations, A conscientious attempt to control prices
by the use of the open-market policy is somewhat too
novel to indicate with certainty that the degree of
difference between the highest and the lowest market
rates would not need to be greater than they have been
in the past, and would therefore conflict with the expressed
desire of business men for stability in the price of money.
{¢) In any case it is extremely desirable that econo-
mists and men of business alike should realize that the
quantitative elements are the same, whether the central
bank uses the method of discount rate variations, or
whether it uses the open-market policy. It is certainly
true that the open-market policy frees the bank from
dependence on the wishes of outsiders to borrow ; the
central bank can itself determine when to increase and
to decrease the volume of funds placed at the disposal
of the market ; but though this is an important element
it is not, by any means, tie same thing as implying that
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the aggregate quantity of money over which the central
bank has control is any greater in the one case than in
the other. It follows from this that if the efficacy of
action of the central bank is in part determined by its
reserve and note issue requirements, that efficacy of
action is subject to the same quantitative limits with the
open-market policy as with the policy of discount rate
variations ; and it is extremely desirable that this point
should be clearly grasped,

Rationing. Rationing is so unpopular as a method of
economic contro} that it seems hardly worth while to
discuss it at any length. It is certainly capable of achiev-
ing the object aimed at, provided that people are prepared
to swallow the grave economic and social disadvantages
which accompany its use. Its dangers are simple. They
consist in the possibility of favouritism and in the
enormous discretionary power which such a method
confers upon the central bank., If the opportunities
for extraordinary profits which are conferred upon the
fortunate recipients of the bounties which the bank may
bestow are to be avoided, the only alternative open is to
attempt to fix the price for money all over the market.
Not only must the bank fix a price for its own loans,
but if these rationed loans are themselves re-lent they
must also have their place determined by authority,
and that the bank cannot do this easily is so obvious as
hardly to require comment. In other words, rationing
can be dismissed as a serious factor in central bank policy.

Moral suasion. The effectiveness of warning and
advice cannot be estimated without an investigation
into the type of banker to whom they are addressed, and
of the powers which the central bank keeps in reserve.
Further, the effectiveness of such warning will vary
from time to time in accordance with market psychology.
The rule would seem to be that such advice is most
effective at a time when the business world is recovering
from a period of liquidation, but that, unfortunately,
is also a time in which such warnings are least needed. |
At any rate, it is clear that advice addressed to a small

!
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group of powerful institutions is likely to be more effective
than similar warnings which have to be addressed to
thousands of isolated banks; and thus, we are brought
back to the fact already mentioned that the effectiveness
of the action of the central bank is intimately associated
with the structure of the money market. But however
effective warning and advice may be as a subsidiary
element in the general scheme of control, it can hardly
be contended that economic enterprise has reached
the stage when advice by itself would be all that the
central bank would need in order to further the policies
which it approves. '

C. Price Philosopbies

After all that the critical philosophies of central
banking car do in making clear the difficalties associated
with environment and technique, there still remains a
Eroblem of general economic importance which has to

e frankly faced. Is it quite so certain as some people
confidently assume that the price structure is directly
dependent upon the volume of bank loans, and is it
quite so clear as these same people imagine that the
volume of bank loans is capaEle of direct control by
manipulation of the rate of interest ! I raise these questions
without the intention of answering them.at this place,
but it does seem to me that economists as a whole have
taken these assumptions, which are implicit in the
demands which have been made on centraf,banks, much
too much for granted. Here, as elsewhere in the field
of central banking, what is wanted is critical investigation.



MEMORANDUM RELATING TO THE ORGANIZ-

ATION AND FUNCTIONS OF CENTRAL BANKS

WITH SPECIAL REFERENCE TO THE PROPOSED
RESERVE BANK OF AUSTRALIA®

(1) The place which the Central Bank should take in
the organization and fuanctioning of the money market, and
the relation of the Central Bank to other organizations
and instrumentalities, are matters which have become
much clearer in recent years. For this improvement in
our state of knowledge reasons may easily be assigned.
Broadly speaking, it was only in Europe as a whole, and
particularly in the highly industrialized and, from the
economic stand-point, older West European countries,
that Central Banks existed before the war, and in some of
these countries, e.g. Great Britain, France, Holland and
Sweden, they had existed, in some cases for centuries,
before the growth of that modern banking structnre
of which they are now logically the apex. Thus it was
not surprising that the pre-war European Central Banks
should possess some features not essential to the operations
of such institutions from the standpoint of efficient
functioning. The fact that it became necessary, after
the war, to re-organize many of the European Central
Banks (in other words, to rescue them from the con-
sequences of the policies to which they had been con-
strained by governmental pressure) has brought with it
a much clearer realization of what is, and what is not,
desirable in the sphere of Central Banking.

(z) The process of classification has been much assisted
by the growth of Central Banking institutions in the
world outside Europe. Until the establishment of the
Federal Reserve System in 1913, it was true to say that
ultimate stability of the world’s financial arrangements

* Addendum to the Report from the Select Committee on the Central Reserve
Benk Bill to the Parlisment of Avetralia, 1930, »

1
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rested upon two main pillars—the general adoption of the
gold standard and the association of the money markets of
the primary producing countries with Enrope—and this,
in the last resort, implied that the European Eentral Banks
(and particularly the Bank of England) were the guardians
of sound monetary conditions all over the world. This
traditional suzerainty has now given way to a new state
of affairs, in which responsibility for sound monetary
- conditions in the local area is being increasingly assumed
by a local Central Bank. The war, which forced the
re-organization of many European central banks, broke
the traditional link between Europe and the rest of the
world. In the reconstruction era a new type of relation-
ship was built up; but the more general creation of
Central Banks in North and South America, in South
Africa, to some extent even the Far East, has again
involved a deliberate adaptation of means to ends, with
_the consequence that the theory of Central Banking has
become much more clearly articulated than ever before.
(3) Two consequences follow. First, whenever it
is proposed to establish a new Central Bank, or to modify
an existing one, less room is left for doubt and hesitation
as to what form the institution should take, and with what
powers it should be endowed. The wider the area over
which Central Banks already exist, the less room there is for
experiments and the less excuse for deviating from
commonly accepted models. Secondly, the fact that
existing Banks conform to a more or less common pattern,
and function successfully only when that pattern is not
departed from too widely, increases the certainty that the
de facto scheme of Central Banking has scientific validity
in the sense that the experiences which that scheme
mcorporates are of such general significance that to
neglect them in the framing of new legislation is to
heighten the chances of committing avoidable errors.
Thus the events of the last decade confirm both the
desirability of maintaining a Central Bank in Australia,
and the expediency, in doing so, of being guided by the
accumulated experience gained by other countries. -
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(4) The two primary functions of a Central Bank—
functions so important as to swamp all other considerations
~—are to secure financial stability. at home and parity
of the local currency with the international gold standard.
The concentration of the gold reserve in its hands, its
monopoly of the note issue, its right to hold the deposits
of the government and the clearing and reserve balances
of the trading banks, its discount and investment powers,
are not ends in themselves, but means by which these
two great ends of any Central Bank are to be achieved.
If a Central Bank is to satisfy the requirements imposed
upon it in these respects, it must not be hampered, either
by a constitution which prejudices its ability to act, or
by being given tasks which either divert its energies or
distort its policy. A Central Bank shouild not ask for powers
wider than those necessary for the control of credit and
exchange, ard should not be content with less. All the
elements of the Central Banking situation, ownership,
note issue, discounts, investments, reserves, deposits,
disposition of profits, should be judged from one stand-
point, and one standpoint alone—how they impinge
upon the Bank’s ability to control credit and exchange
conditions. ‘

(5) In considering the establishment of a new Bank, -
or the modification of an existing one, the elements of
the situation most likely to give rise to difficulties are
the scope of its operations, the provision of capital,
ownership and government, and the location, nature
and amount of the reserve to be kept. As already insisted
upon, 2 Central Bank must be given the right to discount
and to make advances, but it becomes imperative to
define within what limits its operations under these
heads should be confined— -

"{a) It is axiomatic that there are certain kinds of
lending operation which are not within the sphere of 2
Central Bank, such as direct loans apon the security of
real property. But in newer countries where a highly f
organized money market does not exist, and where therer .
fore short-term loans and investments of the most liqnid
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kind are not so easily obtainable as they are in the older
and more advanced areas, the temptation to allow a Central
Bank the right to participate in types of lending more
liquid than loans upon land, and yet not as liquid as
investments or advances upon short-dated bills, becomes
very great, especially at times when public opinion is
prejudiced against the commercial banks or when the
supply of credit to would-be borrowers is limited.
Demands then arise that the circle of customers should
be widened : that the Bank should be allowed to do a
commercial banking business and that the gap in the
existing financial facilities should be filled by entrusting
the Central Bank with some specialized task alien to its
central purpose. Such demands are dangerous, since they
may easily lead to a situation in which the Central Bank
has assumed obligations to castomers which it is morally
incapable of suddenly cutting off, with the result that
- it may be as heavily involved in a credit situation as the
other banks, and is thus unable to come to their assist-
ance; in other words, it itself may be in an illiquid
condition,

For this situation, education of the public, rather than
over-elaborate legal prohibitions, is the appropriate
remedy. A general understanding of the true functions
of 2 Central Bank will prevent sectional demands for a
widening of the activities of the Bank in a particular
direction from becoming dangerous and will at the same
time enable the Bank to assist the business and trading
community generzlly in the only way which is not
inimical to its proper functions, viz. through advances
to the commercial banks, which they, in their turn, can
pass on to their customers in the shape of increased
credit facilities, It may be argued that the commercial
banks will not be willing to make use of the facilities
afforded by rediscounting at the Central Bank. Even in
that case, if the Central Banks deem it in the general
interest that credit conditions should be made easier,
there are more efficacious, certainly less dangerous,
methods by which the Central Bank can achieve its ends

12
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than direct commercial operations. It can always buy
securities in the open market. The funds so released
find their way through the sellers into the commercial
banks and finally. increase the bankers’ balances at the
Central Bank. Thus it is not necessary, in order that
credit may be made easier, for the Central Bank to engage
in- commercial banking operations, which may easily
prove to be an embarrassment when credit conditions
require curtzilment, The danger, indeed, with Central
Banking in all new countries 15 that the Central Bank
should be looked upon simply as an engine by means of
which cheap money is pumped into the economic
mechanism. But the degree to which contraction may
become necessary is proportionate to the degree of prev-
ious expansion. By refusing to expand credit too easily
in a period of expansion, the Central Bank lightens the
task of subsequent contraction. Whilst, therefore, it
would be a mistake to tie the Central Bank down too rigidly
by means of legislation, its executive should be supported
by public opinion in any effort it makes in normal times
to prevent its resources being so fully engaged as to
limit its freedom of action and its power to exercise
control. -

(5) What has been said of commercial (and, a fortsors,
of agricultural) loans, applies of course even more to
loans to government and other administrative instrumen-
talities. Close and intimate relations between govern-
ments and Central Banks are a necessity for the easy
working of the money market and of public finance alike.
The Central Bank must assist the market in periods of
maximum revenue collections ; it must help the govern-
ment in periods when its ways and means position
reveals a normal deficit of income in the early part of the
financial year. But to confer upon a government an
unlimited power of borrowing, especially an unlimited
power of borrowing by means of unsecured advances,
and to confer upon the Central Bank the right to accede
to these requests, is a policy which all experience reveals |
to be full of danger. Just because the Central Bank *z
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not an ordinary banker, and just because the government
is not an ordinary borrower, some degree of control
over the relations between the two Is a necessity, in
the interests of sound public finance and of sound bank-
ing conditions, The government should lean upon the
Central Bank as little as possible, and one method by
which undue dependence may be avoided is the building
up of an active outside market in short-dated government
securities, .such as Treasury bills. If the Central Bank
stands ready to take up these bills from holders at its
published discount rate, no risk (other than a normal
commercial one) is run by outside institutions holding
these bills: the Central Bank is not constantly aiding
government, and government is not encouraged to regard
the Central Bank a3 a constant source of supply. It may
be argued that in new countries a Treasury bill market
does not exist. But one of the most important aids in
building up such 2 market is some limitation upon the
borrowing powers of government, or, alternatively,
some limitation upon the lending powers of the Central
Bank. To sum up, up to a point the right to borrow at
the Central Bank helps not only the government, but also
the money market (for it helps to stabilize the total
volume of funds at all times employed in the market).
But if borrowing is pushed to the point at which it
threatens the liquidity of the Central Bank it becomes a
.major danger to be avoided at all costs. Some legis-
lative check would, therefore, be in place to prevent
the contingency from even arising.

(¢) Whilst public opinion concerns itself mainly with
the possibility of credit expansion, it remains the un-
pleasant truth that it is much casier to expand credit
than to contract it. Looking at the Central Bank problem
from the standpoint of a new and developing area, the
question arises : how is it possible for the Central Bank
in such an area, where an organized short-term money
market does not exist, to contract credit ? Expansion
1s popular and extremely easy ; contraction is unpopular
and technically difficalt. Nevertheless the utility of a
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Central Bank is ultimately to be measured, not by its
ability to 2dd to the credit stream in periods of expansion,
but by its ability to contract credit when necessity
demands it.

In so far as the local commercial banks borrow from
the Central Bank, the appropriate instrument of control
is the rate of interest which it charges. But the local
trading banks may not be borrowing at all, or conduct
their borrowing operations in another centre (London
or New York). Under these circumstances the dsrect
use of the discount rate is subject to limitations. But the
Bank is not without other weapons at its command.
The mere fact that it raises its rate is a danger signal
to which, in the course of time, the local business and
banking community can be trained to pay attention,
It is still open to the Central Bank to sell long-dated
securities and to throw upon the outside market the
burden of financing the current needs of the government,
“thus absorbing part of the credit of the local banks and in
turn forcing these to borrow from it. But in its attempt
to secure control, the Central Bank will find that one of
its most important weapons is the moral pressure it can
bring to bear. To be able to bring moral pressure to
bear, it must secure and retain the confidence and friend-
ship of the local trading banks; so that it can stand to
them in the relation of a constitutional monarch to his
cabinet, armed, that is, with the right to advise and the
the right to warn, even if it does not possess the right.
to coerce. Thus to limit its trading operations may prove
to be wise, not only because this abstention relieves it of
immediate difficulties, but also because it increases the
degree of co-operation between all sections of the market.
And to be in a position to advise wisely, it must cultivate
friendly and intimate relations with other Central Banks,
which can bring to its aid intellectual as well as material
assistance in times of stress. And thus the form of
government of the Bank is important, not only as regards
the business operations of the Bank in the narrower '

sense of the word, but also as aiding or hampering it ip
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its relations to other Central Banks—relations which are
of much more than nominal importance in the modern
world.

(6) In discussing the form of government of a Central
Bank, the first point which necessarily arises is the owner-
ship of the Bank. The present reaction against State-
owned Central Banks finds its origip naturally in the
difficulties to which Central Banks were exposed in the war
and post-war period—difficulties to which most banks
were subject, indeed, but which naturally are most acute
when the State is the sole owner, because this means that
the power of appointment is vested in political hands.
That there exists in certain countries a strong political
feeling in favour of State-owned Banks cannot be denied,
but the strength of that feeling can be modified if the
following points are borne in mind and brought promin-
ently before the public :—

(a) The inherent danger that a State-owned Bank
will, under political pressure, be made a mere instru-
mentality of unsound finance.

(6) The case for a government Bank is obviously
weakest where there is a broad capital market, capable
of providing all the initial capital required, and where
there is a fund of banking and general business experience
upon which the Bank can draw for its executive personnel.
This applies without doubt to all the British Dominions.

The view that the Central Bank ought to be State-

owned because of the right to issue and control the
~ currency is deficient, in so far as it neglects to prove that
the State ought not, in its own interests, to delegate
these powers. Granted that the power to issue and
controf) currency is a matter of prerogative, it is still
open to question as to what is the best instrumentality
for this purpose, The State has the power to determine
what is the best instrumentality, but it does not in the
least follow that a State Bank is the best instrumentality.
Indeed, all experience goes in the contrary direction.
The terms upon which the State ought to delegate its
powers ought to be such as to allow the management
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of credit conditions to be undertaken with the least
danger of abuse. What those terms are can best be
gathered from economic experience, and is a matter
upon which political science can throw no light.

(¢) The popularity of the principle of the State-
owned Central Bank in certzin quarters is due to the
dislike of allowing private profits to be made out of the
operations of Central Banks and to the desire to allow

e State to draw such profits as are available. But it is
not necessary to create a State Bank in order that private
profiteering be made impossible or in order to secure
that the State shall profit from Central Bank operations.
Subscriptions to the capital of a Central Bank can be
obtained at a rate of interest not appreciably greater,
if indeed at all greater, than that which the State itself
has to pay upon its loans. In other words, the dividends
can safely be limited, and the State be given a share,
even a growing share, in the profits of a privately-owned
Central Bank, either by securing to the State the entire
profits from the note issue (as in Great Britain) or by
securing to it the whole of the residuary profits after
payment of a fixed dividend and certain compulsory
appropriations to reserve, as in the United States. _

(d) Nor does the adoption of the principle of a “ share-
holders’ bank  rule out altogether State participation
in the ownership of the Central Bank; all that it does
is to limit the participation to a minority interest in the |
enterprise. The principle that the Bank should be owned
by shareholders is perfectly consistent with limiting the ’

wers of interference of the shareholders; they are so
imited in most of the great European Central Banks.
It is not too much to say that Central Banks do not exist
for the benefit of their shareholders, but that the share-
holders exist for the benefit of the Central Banks, They
are a necessity because they prevent the danger of the
Bank being controlled by political interests; in other
words, they are a gumarantee of independence for the
Bank’s executive. ‘That is their only justification wh.idr '
is conclusive,
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It should be obvious that a wide range of iment
is possible between the two extremes of a Bank the whole
of the capital of which is owned by the State, and a Bank,
the wholgz of whose capital is owned by individuals or
legal persons. The latter is the prevailing European
type, as exemplified by the Central Banks of Austra,
Belgium, France, Germany, Italy, Poland, Switzerland,
Holland and Norway, and it finds its classical example in
the case of the Bank of England. But intermediate types
are also possible, such as Central Banks with limited classes
of shareholders only, as, for instance, the Federal Reserve
Banks of the United States, which are owned by the
constituent member banks (i.e. trading banks) of the
system, or Central Banks, such as those of Chile, Colombia,
Greece (temporarily), Denmark and Czecho-Slovakia,
owned in part by the State and in part by the share-
holders. Thus the pure State Bank is very much the
exception, and reason as well as experience is against the
further extension of the principle,

(7) If the main reason for the existence of a class of
shareholders legally owning the Central Bank is to preserve
the independence of the Central Bank, the main positive
function of the shareholders is to assist in the selection of
the directorate. The principles on which the government
of a Central Bank should be built up are three in number:

(i) The directorate of a Central Bank should be free
from sectional pressure of all kinds. There is a great
difference between appointing individuals because they
have a large experience sn a particular branch of economic
activitg, and appointing them as representasives of that
particular body of experience.

(i) The directorate of a Central Bank should be
composed on the understanding of the fact that it is an
executive, rather than a deliberative, assembly. The
board of a Central Bank is not a ““ Parliament of Industry »
but 2 Cabinet. There is therefore a real danger that if
diversification of point of view is the point chiefly aimed
at, the result will be to diminish the efficiency of the board.
Decisions must be arrived at, and for that, something
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like agreement upon general principles is absolutely
essential. The safgguarge againstperrofcous action lies,
not in over diversification of the personnel of the board,
but in choosing the proper electoral constituency and in
a clear grasp of the essential functions of a Central Bank.

(ii} The directorate of a Central Bank should be
appointed for a sufficiently long period of office to prevent
their actions from being biased by fears of what will
happen if their views do not happen to be immediately
popalar. Not only should they iold office for a suffi-
ciently long period of time; the terms of their appoint-
ment should be such as to make their removal from
office difficult, otherwise the security afforded by a
nominally long period of office is illnsory.

(8) The application of these general principles ddes
not necessarily imply any one single rigid method of
selection. As in the case of membership, 2 large number
of alternative solutions are possible between the two
extremes of appointment purely by the State and appoint-
ment by the sEarcholders without any, or at most slight,
constitutional limitations upon their powers. Thus
it is possible to allow appointment or selection by share-
holders on the basis of definite constitutional limitations,
and/or subject to the ultimate approval of government.
Examples of this method of solving the problem are to be
found in the Central Banks of South Africa and Japan
and the Federal Reserve Board of the United States.
Or it is possible to confer upon the shareholders the right
to appoint a majority of the directors, but to give to the
State a right to appoint a minority. .

(9) In practice the sharecholders of Central Banks do
not participate actively in the choice of the board, in the
sense that the merits of rival candidates are canvassed
and discussed at a general meeting of the sharcholders.
In practice, the réle of the shareholders is to confirm
appointments, not to select appointees. Thus selection
by shareholders is largely equivalent to co-option, subject
to a veto by the electoralqbody. The case of the Bank
of England shows how admirably this system can be|
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made to work ; in the sense of bringing to the Bank Board
a wide range of talent and experience, freed from all
" suspicion of political influence, but expressive of the
changing phases of economic opinion and practice.
The charge that a “ purely commercial board ” will
confine its recommendations to the shareholders to a
narrow circle of wealthy mediocrities cannot be sus-
tained in the light of British experience. In any case,
the fear that the Board may be composed of unsuitable
gersons leads at most to a right of veto on the part of the

tate, not to the right of direct appointment by it.
For direct appointment by the State carries with it
even greater dangers than those which it avoids, especially
when the majority or the whole of the board is appointed
in this way.

Due allowance must of course be made for the fact
that local circumstances are not always the same. The
demand that the State should appoint is based upon the
fear of undue conservatism and narrow-mindedness in
the commercial community, and the apprehension that
there does not exist among the individuals likely to be
chosen the range of experience requisite for the directorate
of a Central Bank. Where such fears prevail, still more
where there is some justification for those fears, the apﬁro-
priate remedy is not necessarily State appointment, but,
at most, an admixture of State appointees coupled with
the right of veto and the framing of careful provisions
as to the areas of knowledge and experience from which
individuals are to be selected. But, as already pointed
out, a directorate is an executive, not a deliberative
assembly ; and an executive body of lower average
intelligence and experience may work better if its members
are homogeneous than a more brilliant body of individuals
connected by no common point of view. Thus in framing
the constitution of a new Bank even for a * new ” country,
the presumption is in favour of liberty of choice by the
gshareholders, rather than of selection through political
channels, more especially in countries in which party
fecling runs strongly. .
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. (10) The last of the general issues which' requires
discussion is the regulation of the Reserve. In recent
Central Bank legislation four tendencies are apparent,
viz. -— )

(i) The minimum reserve ratio is fixed in the neigh-.

bourhood of 35 per cent or 40 per cent of the liabilities -
. to be protected.- :

(i) For the purpose of fixing the amount of reserve
required to be kept, kabilities upon deposit zccount and -
wpon account of note issaes are assimilated.

. (tif) The Bank is given power to hold .all, or some of
the reserve, not in the shape of gold in vault, or gold
earmarked on its account in some other country, but in
the shape of foreign exchange assets of divers kinds,
provided that these assets are payable in gold on demand
or at maturity, - ‘ Lo

(iv) The Bank is freed from the obligation to encash
its motes, except in large amounts, and this not in gold
coin, but in gold bar and/or stable foreign exchange,
at its option. .

© 'These tendencies, representing 2 growing d of
uniformity in the reserve regulations of modern Central
Banks, are primarily the result of the growing recognition
that the function of the reserve is no longer to safeguard .
the Bank against insolvency in the event of internal panic,
but to protect the Bank in its task of maintaining the
international parity value of all its obligations, whether
these take the form of note or deposit liabilities. They
are also in part a recognition of the circumstances that the -
pre-war gold standard—involving the domestic circula-
tion of gold coin and the holding of large masses of gold
physically in the vaults of the Bank—was extremely
wasteful, not only from the minor standpoint of profit- -
earnings, but from the much more important standpoint
of conserving the world’s supply of monetary gold.
Gold economy, which in the pre-war days of rising prices,
might have been neglected with impunity, bas now
become a problem of grave importance; and the possi- |
‘bility of replacing ]mlgmgo of physical gold by hofim#
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of gold assets in some form is a contribution of the first

magnitude towards the solution of the problem. Indeed,
there s every reason to.suppose that tﬁe de facto position
is lagging behind what is desirable in respect to gold
holdings. The actuzl minima of 3§ to 40 per cent are
high, and the amounts actually kept are Efgher still ;
whilst of recent years a distressing tendency to convert
foreign exchange holdings into actual gold holdings has
' been manifest in some quarters. Whilst it is impossible
to conceive the problem of the price level being solved
without international co-operation, an element making
that co-operation possible is the removal from actual
Central Bank regulations, and the non-incorporation into
new Central Bank regulations, of high minimum reserve
requirements, and particularly of requirements which
hamper in any way the replacement of physical gold
assets by foreign exchange assets, whether such require-
ments take the form of demanding a certain minimom
holding of actual gold or the form of defining the location
of reserves in such manner as indirectly to limit the amount
of foreign exchange assets which may be held.

(11) In the decades which lie before us the impor-
tance of co-operation among the Central Banks of the world
—the need for which was first emphasized by the Genoa
Conference of 1922—cannot be overstressed. It is not
only that, as already suggested, each Central Bank is inter-
ested in having assistance from others in the control of its
own local money market, and that all Central Banks are
interested in the maintenance of sound credit conditions
over the whole of the commercial world. The world
is confronted by a price problem of enormous magnitude,”
failure to solve which may involve social and economic
catastrophe, Under these conditions, an intimate under-
standing between the Central Banks is not a matter of
academic interest alone, but an absolute necessity for
orderly economic progress. The degrees of intimacy
and personal understanding which will be necessary if
the world credit machine is to function adequatel
require careful cultivation ; and amongst the chief ai
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to their cultivation is a reasonably common form of
constitution. It must be obvious that, unless Central
Banks, themselves independent of political control, can
be certain that other Central Banks can carry out decisions,
commonly arrived at, in an atmosphere free from poli-
tical pressures and interferences, co-operation between
them will be mide more difficult, with serious conse-
quences to the world as a whole, and particularly to
countries interested in primary production.

(12) If the considerations so far adduced are applied
to the constitution of the proposed Central Reserve Bank
of Australia, as embodied in the Bill now under considera-
tion of the Senate, it will at once appear that that
constitution is defective in certain essential respects—

(1) The principle of State ownership is adopted in its
entirety, notwithstanding the fact that it is- proposed
simultaneously with the creation of the new Reserve Bank
to convert the existing Commonwealth Bank into a trad-
ing bank, which is also to remain a pure State Bank, in
the sense that its government is to be in the hands of
officers subject to government appointment, and working
in the first instance with funds which are government
funds. Since Section 7 of the Commonwealth Bank Act
gives the trading bank practically unlimited banking
and borrowing powers, and since Section ¢ (g) of the
Central Reserve Bank Bill 1930 specifically exempts loans
or advances “ to any corporation carrying on the business
of banking” from the general prohibitions against
unsecured loans, it is clear that a dangerous situation
may easily arise from the financial relations between the
two State enterprises, the State in its capacity of trading
banker bringing pressure to bear upon the State in its -
capacity of Central Banker which it conld not have brought
upon a private corporation. Whilst the principle of a

ure State Central Bank is in all cases open to objection,
1t is obviously still more open to question under the
circumstances outlined above,

(i) In any case the composition of the proposed
board carries the subordination of the business of the
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Bank to State direction to what must be regarded as an
extreme point. Qut of the nine persons who are to com-

pose the ﬁurd 00 less than four are to be servants of the
State, viz—the Governor, the two Deputy Governors
and the Secretary of the Treasury. This, it is true,
leaves a bare majority of one against what 1mght be called
the official element on the board, but in practice it is
clear that much of the business of the Bank will be done
by the executive committee envisaged by Section 23 (5)
of the Bill; and since the executive committee may
consist of as few as three persons, of whom two may be
official members (23 (6)), it is clear that the official
members will have a voice out of all proportion to their
numbers, for there is no limitation in the Bill as to the
“ powers and duties ” which may be delegated by the
board to the executive committee (23 (8)).

(iif) With so large an official element on the board,
the question of safeguarding their independence of action
becomes one of the utmost importance. Two of the
official members are to be Deputy Governors of the Bank,
to be directly appointed by the Governor-General, it is
true, but necessarily in a subordinate position vis-i-vis
that of the Governor, as is indeed recognized by the Bill
{(in Section 15 (3)), which obliges a Deputy Governor
“to perform sauch duties as the Governor directs”.
Whilst these officials are from the nature of their official
position not likely in any case to act in a direction contrary
to the views of their official superior, they and the
Governor himself are liable to moral pressure of a most
objectionable kind owing to the insecurity of their tenure
of office. Though these officials are appointed in the
first instance “ for a period not exceeding seven years
they, and all the other directors, in virtue of Section 16
of the Bill “ shall hold office only dunng good behaviour ”,
What thc intent of this clause is is nowhere made clear,
but if it is intended to confer upon government a discre-
tionary power to remove members of the board more or
less at will, it is obvious that action inconsistent with the
wishes of the Government of the day is virtually excluded,
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however desirable that action may be in the interests of
the courtry. _

(iv) In view of the fact that the Secretary to the
Treasury is an official member of the board (subject
therefore in any case to a divided allegiance) the borrowin
powers of the State appear unduly wide and indeeg
dangerous to the stability of the Bank. Every govern-
ment requires the right to borrow on ways and means or
against Treasury Bills for short periods of time, but some
provision should exist by which the loans, if nncovered,
should be covered by securitiea which the Bank can dispose
of in the market at need. In addition to the general
powers conferred by Section 8(c) to deal in Common-
wealth and State securities and the power to make loans
and advances against the stock or debentures of the
Commonwealth, State and subsidiary authorities con-
ferred by Section 8(4), the Bank is empowered by Section g
of the Bill to give unsecured advances without limit of
time or amount, not only to the Commonwealth, or a.
State, but also ““ to any authority constituted under the
law of the Commonwealth or of any State””. This is
surely carrying liberality to the extreme, especially when
the very narrow non-official majority on the board is
taken into consideration.

(v) The remaining points to which attention should be
directed are the reserve regulations. The bank con-
templates a2 minimum reserve ratio of 2§ per cent against
notes, a minimum of 2§ per cent on the first £20,000,000
of deposits, and a reserve of 5o per cent on deposits
exceeding f20,000,000. Of this reserve, 50 per cent,
but not more, may be held in London, either in gold
coin or bullion, British Government Securities and Trade
Bills with a maturity of not more than 120 days. The
remainder must be held in Australia entirely in gold
coin and bullion (Section 50 (1) and (3}—{5)).

The reserve position is thus as follows. ILet N=notes
outstanding, D =deposits not exceeding 20,000,000 and
D', aggregate deposits.  Then the rquircd reserve will be |
: - R=fN+3D +§(D’-D),
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and the minimum amount of gold required will be half
this amount, whatever that amount is. The net result of
this regulation may be stated as follows :—The reserve
ition will vary, not only with the growth of the
iabilities, but with the form which the growth in the
Habilities takes. If the growth in the liabilities takes the
form of additional deposits, the absolutz amount of reserve
required will graw faster than the growth in the liabilities
as a2 whole ; if the growth in the Labilities takes the form
of additional notes, the absolute amount of reserve
required will grow no faster; if both notes and deposits,
the result will depend on the relative movement in the
notes and the deposits, These varying consequences
can hardly be regarded as satisfactory. Even if the notes
and the deposits were assimilated, a sliding scale reserve
against both (on the assumption that 25 per cent were
held against the first £40,000,000 and 5o per cent against
the remainder) would raise the minimum reserve ratio
nearer to 40 per cent, the greater the ratio of the excess
liabilities 1s to the total liabilities ; -although the minimum
reserve, under the circumstances, would never reach
50 per cent, It must be obvious that the regulations
actually contemplated are extremely defective. All
that is required is that, as the liabilities increase, the
aggregate reserve should increase, not that the reserve ratio
should increase; still less that the reserve ratio should
increase differently according as the increase in the
liabilities takes the form of notes or of deposits. The
danger of a drain of gold abroad does not necessarily
-grow faster than the growth of liabilities generally, and
the main function of a reserve in these days 1s to safeguard
the exchange position. The amount of reserve required
varies with changes of circumstances, and it should
be the duty of the board of the Bank to see that the reserve
is adequate to meet the exigencies of the situation,

A further objectionable feature is the limitation of
the amount of interest earning reserve to 50 per cent of -
the total, and the location of the physical portion of the
teserve in Australia, If it is intended thereby to secure
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the encashment of Australian notes in gold coin, it conflicts
with the spirit of the remaining reserve provisions, which,
by fixing a higher ratio against deposits than against
notes, regards the former as the more sensitive form of
liability. But, in fact, all that is necessary is that notes
and deposits alike should be encashable either in foreign
exchange {i.e. Drafts or T/Fransfers on London) or in
gold bar. If this is accepted as a rational solution of the
problem of securing convertibility, no gold need be held
in vault at all ; still Iess need a purely mechanical division
be made between gold held in Australia and earning
assets held in London. If gold is wanted at all, it will
bewanted in London and not in Australia; unless, indeed,
an utterly wasteful nse of gold is to be encouraged.
Since Australia is profoundly interested in the future
of world prices, she should not adopt a form of Central
reserve and currency regulation wgch is antiquated in
conception and inimical to her own interests, as well as
to those of the world as a whole.
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THE FUTURE OF INTERNATIONAL TRADE*
I

Poruzar discussion of the place of international trade in
the economic life of the world shows a marked tendency
to oscillate between two extremes of argument. En-
thusiasm for measures of tariff protection leads to the
advocacy of the view that it is justifiable to risk a reduc-
tion in the existing volume of international trade because
the “ home market is so much more important than the
foreign market ’; the fact that without the existing
volume of foreign trade the home market might be ve

much smaller is therefore ignored. On the other hand,
those who see the dangers involved in increasing the
difficulties of the export industries ofter fall back upon
a line of argument which implies that withount foreign
trade a nation cannot “survive”; a line of argument
which ignores the fact that, without a home market of a
certain size, the volume of foreign trade would be less
than itis. Popular discussion, in other words (and in this
direction it echoes certain schools of economic thought),
fails to appreciate the fact that * nations ” are political
and not economic entities, and that the proportion of
exchanging which goes on across national frontier lines
cannot be dissociated from the mass of economic activities
with which it is organically connected. The object
of international trade, as of all trade, is to increase the
sum total of material welfare, and an increase of welfare
8 perfectly consistent both with an increase and with a
decrease of “foreign ” trade, according to the circum-
stances of time and place. A shift of demand, for instance,
from an increasef consumption of foodstuffs to an
increased consumption of services may lead to a net loss
in the volume of foreign trade; a shift in the reverse
direction might increase the volume of international

I Reprinted from The Fortuightly Roview, November 1931.
»ns
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trade: but both movements are consistent with an
improvement in the material well-being of the average
man, Apart, altogether, from the misleading inferences
drawn thus from nominal changes in the volnme of foreign
trade, due to an increase or decrease in the aggregate
length of the frontier lines of the world which may
. accompany changes of sovereignty, the significance of
changes in the volume of world trade is by no means
easy to establish. So long as the general position has
not altered markedly, rapid changes in the volume of
international trade, as compared with changes in other
indices, enable valid inferences to be drawn, but the
general position may alter. Tt is the contention of this
article that the general situation likely to develop in the
course of the next half century will differ markedly
from that obtaining in the nineteenth century : a point
of great importance when it is realized how coloured our
thinking stll is by what occurred during that hundred
years of revolutionary change.

I

The events of the nineteenth century in the sphere
of international trade constitute a gigantic justification of
. the fundamental dogmas of the Free Trade School;
for measured against the vast background of world-
colonization, of population expansion, and of techno-
logical change, the place of the tariff, as an agency of
acceleration of economic change, is clearly seen to be buta
very modest one, International as well as intra-national
trade grew because its growth was inseparably and
inextricably associated with general world conditions
making for economic progress. Five elements account
for the general direction of change, but throughout they
acted and reacted upon one another and in common
dominated the expansion of international trade.

The first of these elements was the growth of technique,
including, in particular, improvements in the technique
of transportation, which enabled the interior lands T:
America, Canada, and Australia to be settled and the
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staple products to be bronght upon the world market
in exchange for the staple goods which industrial progress
was constantly cheapening in price.

The second factor was the use of steam power, and
then of oil fuel. Steam power gave Great Britain in
particular, and world trade in general, 2 balancing factor
in the shipping freight market, enabling the heavy inward
cargoes of raw materials to be more easily compensated
than would have been the case otherwise, and thus
reducing the cost of all goods carried internationally.

The third element was provided by the unequal
distribution of financial resources, which involved the
necessity of international capital movements and then of
interest payments. The most convenient manner for
new areas to absorb capital is in the shape of construc-
tional goods; the most convenient way in which such
areas can pay interest is in the shape of exports of their
local produce—and the general situation was such as to
enable these movements of goods to take place.

Fourthly, for a considerable part of the nineteenth
century, there was a progressive improvement in freedom
of communication, i.e., consolidation of areas permitting
of the untrammelled passage of goods—Germany, Italy,
Austria are cases in point—whilst at the same time the
general level of customs rates remained low, because, in
the period of bourgeois ascendancy in politics, Free
Trade as a creed was popular. Even when the tariff
reaction came in the ’eighties and ’nineties as part of
the contemporary solution of the problem of a falling
price level, the absolute level of the rates imposed was
not so great as to prevent constant improvements in
industrial technique reducing their real significance;
whilst the fairly general acceptance of a broad interpre-
tation of the most favoured nation clause, reduced their
importance still more. :

Lastly, and most important of all, the world was being
peopled, and the constant growth of population, together
with a rising standard of life, provided a seemingly in-
exhaustible market for raw materials in the manufacturing
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areas and for manufactores in the “ overseas” areas.
This ultimate factor was so important as to swamp the
effects of other factors in the long run altogether. The
relative rates of growth of particular industrial nations
might diverge from one another ; and particular industries
might suffer from the rise of competing indastries aided
by subsidies and protective tariffs. The fact remained
that, so long as population as a whole grew and with it
standards of life, there was no overwhelming pressure on
any of the constituent parts of the world economic
system. Among the best customers of each industrial
nation were the other industrial nations, and ail of them
together progressed as the raw material areas grew in
population and in wealth. This equilibrium position was
destroyed by the war, and the question of the future is
how far the conditions which made it possible have
permanently disappeared. '

III

One effect which the war has had has been an increase
jin the number of sovereign states in the world, especially
in Europe. With this growth in the number of separate
states has gone a growth, therefore, in the number of
separate recording agencies, Part of any increase in
world trade, therefore, which has taken place in recent
years is a purely nominal increase, due to the circumstance
that what was formerly domestic trade, and hence not
recorded, has become international trade between in-
habitants of different trading areas, subject to statistical
record and to customs duties, Whilst, between 1913
and 1928, the growth of world trade was practically almost
as great as the growth in the production of foodstuffs
and raw materials (about 25 per cent in both cases),
and, therefore, whilst the nominal expansion of inter-
national trade’was at a rate much greater than that of
population increase, there are factors in the situation
which prevent any over-optimistic interpretation of thie
trend of events,
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Had the peace been accompanied by universal free
trade, there would have been no effect at all upon the
real volume of trade (as distinct from statistical changes),
but for the extent to which the productive machine had
become less efficient and the nature of demand had
altered, making imports (and therefore exports) less
necessary. In fact, however, since the war national
frontiers have increasingly tended to become economic
frontiers as well, and other economic changes have also
intervened, militating against a growth in the volume of
foreign trade, either directly or indirectly. Apart from
tarift changes, to be discussed separately below, four such
factors require discussion.

To begin with, in certain countries, social changes have
taken place which have reduced the capacity for export
for the time being. The break-up of the great estates
in South-Eastern Europe has made their agrarian
economies less efficient producers of wheat; Russian
Communism, which has reduced the foreign trade of that
country with a population of 160,000,000 to the level of
that of Switzerland, the unsettled conditions of China,
are both instances in point. Some of these conditions,
however, are not necessarily permanent.

Secondly, there has been a marked shift in recent years
in the real ratio of interchange between raw materials
and manufactured articles, so that the physical volume
of the latter, which has to be exported in order to obtain
a given quantity of the former, has largely diminished.
This shift in the ratio means that it is becoming easier
for manufacturing countries to provide themselves with
the food and raw materials they require, but, until the
problem of labour transfer has been solved, the result
18 increased unemployment in their exporting industries.
From the standpoint of the agricultural states, this shift
implies that, in so far as costs have not adjusted them-
selves, importation is less easy than it was. The shift in
the real ratio of interchange is, therefore, one of the most
potent factors making towards the industrialization of
such areas. '
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Thirdly, there has been a growth of feeling every-

where since the war against the dominance of the agrariar
and raw material producing states by the industrial ; ‘4
reluctance, as it is put by the advocates of industrializa-
tion in India and Australia and elsewhere, to continue tc
be “ hewers of wood and drawers of water * for the more
advanced industrial nations, This reluctance is, a
bottom, purely irrational; since concentration uposr
mining and agriculture by no means necessarily implie
inferior economic strength. But in so far asit reflects the
shift in the ratio of real exchange alluded to above, or ir
so far as it voices the inherent social desirability of diversi-
fication of the economic life of a country, the demand
for industrialization is comprehensible on rational
grounds, and is likely to be an element of increasing
importance in the future.

" Lastly, there has been since the war a considerable
growth of the feeling that certain industries are indis-

nsable to a country on the ground of national safety.
%c argument that “ defence 1s greater than opulence
is one that cannot be disproved on economic grounds,
but in the modern world there is only too much reason
to suppose that it is often exploited for economic purposes.
But, whatever the possibilities of abuse involved, it s
not likely that the policy to which the principle of national
safety leads will be easily abandoned. ) ,

IV

The most striking practical manifestation of the temper
of the age in the sphere of international trade is the
growth of tariff walls. Attempts have recently been
made, e.g., by the Economic Section of the League of
Nations, to measure the objective burden of tariff rates,
but, even if such attempts were more satisfactory techni-
cally than they actually are, it would be impossible to
disentangle the effects of tariff changes upon the volume
of international trade in general from the effects produced
by other causes operating at the same time. There can
be no question, however, that this tendency of prices to
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fall sharply in recent years has accentuated the deterrent
effect of duties levied not directly on the value of a com-
modity, but on some physical attribute possessed by the
commodity, even if the rate has not changed. In fact,
the tendency of rates has been upward, so that the pressure
of the tariff has been cumulative.

In any case, the height of the tariff wall is not the
sole criterion to be taken account of when the burden of
protection is being estimated, since administrative devices,
prohibitions, and restrictions of various kinds may in
practice greatly add to the check upon foreign trade,
though they do not increase the burden of the tariff-
rate. All in all, it is hardly open to question that the
tendency to stifle the growth of international trade by
government action of one kind or another has greatly
increased in recent years; though there may be some
exaggeration in the current complaints about the effect of
tariffs. A period of bad trade and business depression
invariably increases the demand for protection and
accentuates the deterrent effect of existing tariff schedules.
If and when world trade recovers, some mitigation in
the intensity of the tariff propaganda is to be expected ;
at the Jeast, a more critical investigation of claims for pro-
tection from particular industries and interests. At the
same time, it would be folly to suppose that the deeper-
lying causes to which the protectionist movement owes
its strength are likely to cEsappear in the near future.
Profound technical changes are at work which make it
likely that a greater degree of self-sufficiency, and there-
fore a relative decline in international trade, will be
characteristic of the world in the future than was the case
in the era which ended with the war, and tariffs are Likely
to be used to accelerate the changes, social and economic,
bound up with the technological situation.

\4

The first factor which is likely to diminish the volame
of international trade, relatively to total economic activity,
if not absolutely, is the increasing importance of services
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and other sheltered ” occupations which cannot be
imported. It is true that, if migration were as free as it
was in the nineteenth century, a slackening in the rate
of demand for concrete goods might simply mean an
inflow of persons rendering services. But migration is
now less free than it has been since the beginnings of
modern industrialism ; for example, an increase in the
demand in the United States for domestic service does not
result in a free flow of German or Swedish immigration,
and so does not, through an increase of population in
America, indirectly stimulate the growth of international
trade, even in the shape of shipping services. The
increasing margin over necessaries which is characteristic
of progressive societies means that the growth of inter-
national trade in staple foods and raw materials will lag
behind the growth of well-being generally, in so far as
this free margin is devoted to expenditure upon services.

A second factor, again, is the slackenjng of population
growth and, therefore, of the rate of increase in the
demand for the crude foodstuffs and raw materials, which
formed so striking an element in the intérnational trade of
the last century. But the factor of population change
merges with a third element—technological changes in
agriculture of 2 very far-reaching kind. The large-scale
farming experiments of the Soviet Republic and of the
Western States of the American Union make it appear
probable that the wheat farm of the future will extend over
areas much greater than those formerly considered
normal. As a consequence of the “factory farm ”,
thousands of farmers will be driven off their present
holdings -and alternative sources of occupation must be
found for them. In the food-producing countries the
trend will therefore be to manufacture locally much that
used to be imported—if necessary under the stimulus
of high tariff walls. Otherwise there will be grave local
agrarian unemployment and consequently grave political
instability. The agricultural revolution is therefore
likely profoundly to modify the trade of the world, not

only in agricultural staples, but in staples altogegher.
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In the older and more industrialized countries which
still retain an important agricultural base, e.g., Germany
and France, the progress of agricultural technology
implies an increasing possibility of self-sustenance, with-
out importation in normal years, The agricultural
countries must turn to industry to absorb their surplus
farming population, but in the industrial states the
necessity for food imports will also decline as local
wheat production undergoes a process of mechanization.
It is true that it is by no means so easy to effect a revolu-
tion in methods under a régime of peasant ownership as
it is either under Russian Communism, or under agrarian
capitalism of the American or Australian type. But the
inference seems warranted that, given the stationariness -
of population on the one hand, and great agricultural
improvements on the other, the exchange of cruder
food and raw material supplies for crude manufactures
will no longer play the same part in the future as it once -
did. The volume of foreign trade seems on these grounds
likely to decline, relatively, if not absolutely ; but perhaps
absolutely as well,

Much the same result may be anticipated from the
march of scientific discovery in other fields. The inter-
national trade in oil has taken the place of international
trade in coal ; but if the efforts now being made to perfect
a commercially possible process of oil extraction from
coal come to successful fruition, international trade in
oil from Asia or America to Europe will cease to expand,
and will decline, so far as countries rich in coal of a snitable
kind are concerned. Artificial silk limits the possibilities
of international trade in raw cotton as well as in cotton
goods. In some cases, of course, a new invention or
discovery merely changes the character, but not the
volume, of international trade ; but where a new product
can be manufactured successfully in any industrialized
area out of local materials, not only the nature but
the magnitude of world trade may be unfavourably
affected.
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A1

If these tendencies work themselves out uninter-
ruptedly, the international trade of the world may come
to possess a significance other than that to which we are
accustomed, Climatic conditions will always ensure that
inter-regional trade will remain of great importance,_knd
the growth of wealth may add to that importance—
witness, for instance, the growing importations of South
African fruits. Nor are the arguments for international
trade based upon the possession by particular areas of
specialized kinds of skill or experience at all weakened by
what has been said. Even the absolute scale upon which
international trade in wheat and other staple foods and
raw materials is conducted will, in all probability, remain a
vast one, But the element of growth, if there is to be an
element of growth at all, will be provided more by the
luxuries, less by the necessaries of existence; for it is
the luxuries, rather than the necessaries of life, which
must be depended upon to absorb the labour freed by
scientific discoveries and technological change. In the
early days of international trade it was the luxuries which *
were exchanged, since these alone combined small bulk
with high value, and could thus break the high costs
of carriage involved. The problem to-day is no longer
the high cost of carriage, but the increasing degree to
which science is making the whole world independent
of local circumstances in the production of necessaries,
coupled with an increasing determination on the part of
the agricultural peoples to emancipate themselves from
the dominance of the advanced, industrialized states.



COMMON SENSE AND THE BALANCE OF
TRADE'

Ever since the fall of the Labour Government and the
collapse of the gold standard the concept of the balance
of trade has dominated our political thinking, governed
our economic policy, and served only too frequently as
a convenient substitute for thought, even in the highest
quarters. The general revival of anxiety about the
position of the balance of trade is, indeed, 2 most remark-
~ able phenomenon, for English political economy may be
said to have arisen as a protest against the exaggerated
importance given to the balance in the economic and poli-
tical philosophy of the mercantilists. I am concerned
to show in this article that there is 2 problem, and a very
serious one, confronting the nation, but that to discuss
that problem in terms of the balance of trade is merely
confusing and misleading,

To anyone who believes that even a national crisis
does not justify the sacrifice of clear thinking there is
something almost appalling in the way in which the use of-
mercantilist concepts 2nd ideas is resulting in 2 general
misunderstanding of what our true problem is. Public
opinion is being taught to concentrate upon devices by
which the balance can be “ made ” to balance : the real
point lies, however, elsewhere. Economic forces are always
1n a position to bring about, and do in fact bring about,
an adjustment of the balance, but economic forces cannot
enable us to contract out of the general consequences
of the fall in the standard of life which will inevitably
accompany the decline in the national income which is
threatened by the international world situation. The

roblem facing us is usually put thus : What shall we do
if the balance of trade proves, as suspected, to be adverse
.to the extent of £100,000,000 ? e real problem, it

Y Reprinted from Tbe Manchester Guardian Commercial, Janvary 1931,
' »o3
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appears to me, is this: What shall we do if the national
income falls through the elimination for some time to
come of that portion of the national income which is
derived from foreign investments and from the rendering
of international financiai and shipping services ?

It has long been a commonplace among economists
~ that the excess of imports over exports (in the case of
Great Britain) and exports over imports (as in the case
of Germany)—in other words, the visible balance of trade
—throws no light whatever upon the general economic
position of a country. Before inferences ¢ould be drawn
this excess had itself to be explained. Unfortunately,
in the effort to do so, the economist invented, at a very
early stage, the concept of the “ Balance of Payments ”,
and by giving the balance of payments a statistical formu-
lation the subject has tended to become even more
confused than it was before. The tendency has become
confirmed to take the excess of imports for granted :
to total up the amount representing earnings from
shipping and financial services and interest upon foreign
investments and to regard the difference between the
sum of these “ invisible ” items and the excess of imports,
if positive, as the “ amount available for new foreign
‘investment » during the period of time covered by the
computation : with the result that if in any period of
time the sum availzble for new investment fell short of the
amount of new capital issues offered for overseas countries
in the London money market 2 further series of attempted
explanations were forthcoming, explaining, or attempting
to explain, the discrepancy.

~ Instead of explaining the movement of imports and
exports as the resultant of the way in which the inhabit-
ants of a particular country chose to specialize their
labours, spend their income, and invest their savings, on
the one hand, and the way in which inhabitants of the
rest of the world chose to specialize their labour, spend
their income, and invest their savings, the excess of
imports was taken as something given, which wo

somehow or other persist even if other elements in the
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situation were to change. Instead of the balance of trade
being explained in terms of the balance of payments, the
balance of payments was explained in terms of the balance
of trade. This is responsible, among other things, for the
curious view that the amount of capital which can be
effectively exported during a given period of time is
“ determined ” by the * excess of the credit over the
debit items > in the balance of payments, a view which
overlooks the fact that if the amount of capital exported
were different from what it actually is, all the items,
including the excess of imports over exports, would in all
probability have been different, -

The same assumption that the balance of trade, or
the visible excess of imports, was something given, not
organically related to the whole of the circumstances
of economic life, underlies much of the current anxiety
as to the position of the British balance. It is assumed
that, somehow or other, we shall continue to import a
volume of goods so great that it will be in excess of our
ability to pay the bill. This, or something like this,
is in the minds of many who speak of the balance becoming
adverse to the extent of f100,000,000—they believe
that there will be a bill of £100,000,000 to meet, for which
the necessary funds will not be forthcoming * unless
something is done to stop the imports”, They have
never asked themselves if what they fear is really
possible. -

If one takes an area without an independent currency.
system of its own it becomes easier to see what the under-
lying principles really are. Suppose one takes an area
bke Bournemouth, which must undoubtedly possess an
“ adverse balance ” of imports, If there is such an excess
of visible imports into Bournemouth, no one thinks
that this is in itself such a remarkable phenomenon as to
require an elaborate explanation of how the excess came
to be paid for. If anyone ever bothered to give an explan-
ation he would say that the excess importation of bricks
and cement and motor cars and laundry machinery and
electrical fittings was due to the activity of capitalists
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moving into a promising field of investment ; that this
excess importation of food and clothing and other direct
objects of consumption was due to the presence of 2 large
resident population of rentiers and pensioners and the
people who supplied them with services, and that, in
addition, there were thousands of visitors annually who
consumed. goods as well as fresh air.

Nor would anyone have the slightest difficulty in
understanding why in some particular year the supply
of such goods, luxuries and necessaries alike, imported
into Bournemouth should fall off. If he had any difh-
culty in finding an answer all he would have to do is to
ask the local shopkeepers. They would explin that,
owing to the Stock Exchange depression and the absence
‘of dividends, local rentiers were economizing; that,
owing to unemployment in South Wales, * people were
staying away this year”; and so forth and so on—
matters so familiar that they appear no explanation at all,
At any rate, no one would be in the least surprised if,
under these circumstances, Bournemouth’s * adverse
balance ”” were to diminish ; nor would anyone ever ask
how Bournemouth, by taking elaborate precautions,
could prevent itself having an adverse balance. Sir
Henry Page Croft’s constituents (who are, of course,
inhabitants of Bournemouth) may lie awake of nights
worrying about the position of Great Britain, but they
would, without doubt, be capable of explaining changes
in the local balance of trade in a simple and perfectly
satisfactory fashion. : L

What differentiates the position of 2 country vis-d-vis
the rest of the world from tizt of a single town or district
inside a ““ country ” ? It is certainly not the fact that a
larger part of the income of a country is necessarily more
“ autonomously > derived than the income of particular
sub-divisions comprehended within it. The dependence
of the population of Great Britain on external sources
of income, taking the country as a whole, is probab_ly
very much greater than the dependence of the inhabit-
ants—e.g. of some remote Welsi or English agncultnr}ll
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counties—on external sources of income. The real
difference between the position of a country and that of
its sub-divisions is constituted by the fact that the
“ country > has an independent unit of currency and an
independent banking and monetary system, which is
imposed upon the sub-divisions, and is uniform for all
the sub-divisions. This, and not the greater or smaller
proportion of the income drawn from without the terri-
torial limits differentiates the position of a state from the
position of its sub-divisions. ' :

The consequences which flow from this fact are very
important. The existence of independent sovereignties
in the sphere of money and banking permits of the
imposition of methods of adjustment so nicely calculated
to bring about equilibrinm after changes in the relative
efficiencies of pr‘:)%uction in different areas, or changes in
the way in which inhabitants of different areas choose to
spend their incomes, that one is tempted altogether to
overlook the most drastic method of adjustment of all—
a total loss of spending power.

‘The manner in which monetary manipulation brings
about an adjustment of the balance of payments is, of
course, very well known. In the case of a country not
upon the gold standard the expenditure of currently
accruing income upon goods and services payable in
terms of another currency, at a rate faster than inhabi-
tants of other currency areas are demanding goods and
services payable in terms of the local currency, leads to a
fall in the rate of exchange sufficiently great to enforce
economy in the consumption of such foreign goods and
services, on the one hand, and sufficiently great also to
encourage a further consumption of such local goods
and services by inhabitants of other areas, on the other.
In the case of a country upon the gold standard, the
possibility of a varying rate of exchange being absent,
adjustments are brought about by the deliberate
enforcement of loss of income, until that loss of income,
and the lowering of prices to which it leads, again cuts off
a portion of the demand for foreign goods and services

4
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and also encomrages an increased demand for locally
produced goods and services by foreigners.

Analogies to such methods of adjustment are mot
entirely absent within the limits of a given currency
system : inside the limits of a single country the method
of adjustment consists in the local variation of prices and in
a more cautious extension of bank credit. If, e.g., a local
watering-place is charging too high prices in a period of
boom, the method by which the boom is brought to an
end is that people stay away and the amount of local
banking accommodation is cut down. Cutting down local
loans to builders, etc., stops the further development of
local enterprise, and the fact that people stay away brings
down local prices to a parity with the rest of the com-
munity, In the case of an effective international gold
standard, the rate of exchange does not vary, but marginal
adjustments of prices and incomes are brought about
and the local balance of trade adjusts itself to these
changes. No one has-ever been heard to worry about
such a district continuing to import * because of the
inelastic nature ” of the local demand for ail sorts and
kinds of goods : if the prices charged locally are too high
and there is no demand for its products, supplies will very
soon dry up.

The body of economic doctrine devoted to the ques-
tion of the balance of payments and the method by which
equilibrium is brought about has been concentrated almost
exclusively on the monetary aspects of the problem :
the consequences to a country of a decline in the resources
from which it, in the final analysis, derived its ability to
purchase anything whatever have been not unnaturally
overlooked, since the wealth and national income of most
European countries was expanding rapidly during the
Ecriod when the dominant body of economic theory was

eing built, up. But the situation to-day has changed :
and the progress of the international depression is bring-
ing us face to face with a real crisis, of much deeper
import than the problem of adjusting the balance of -
payments with which it is superfically associated.
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The danger which is confronting us is not that we shall
be unable to “ balance ” our balance of payments, for
whatever difficulties there might have been in bringing
about a speedy adjustment before we departed from the
gold standard have been removed by our adoption of
paper. The real danger is that our standards of con-
sumption have been built up upon the possession of a
large annual surplus income derived from the ownership
of securities and the rendering of financial and shipping
services. The international depression now seriously
threatens the continnance of this “surplus” income :
surplus, of course, only in the sense that it is over and
above what is produced in the country for current
consumption during a given period of time. A failure
of this income in the future would inevitably involve
a considerable fall in the volume of imports; it would
solve the problem, therefore, of the excess of imports,
but in a most uncomfortable manner. The fall in imports
would measure the extent to which our well-being was
reduced, for it would follow directly upon the reduction
of the real annual income of the nation.

This problem—the decline of onr overseas income
and its effects upon our ability to buy—cannot possibly
be solved, it will be noted, by any tariff, however scienti-
fically devised. For it is not a question of a continuance
of abnormal imports which is to be feared, but a decline
in our imports owing to a falling off in our resources.
If, e.g., the holders of Brazilian, Hungarian, and other
securities no longer receive an income, they must reduce
their expenditure in some way : if they no longer consume
foreign luxuries the imports of these will fall off directly.
If they cease to be able to save, and so prevent the con-
structional trades from prospering, the falling off of
employment in these industries will reduce the purchasing
power of the workpeople engaged in them, and #hesr
consumption of foreign goods will fall off. .

But why, it may be objected, should a falling off in the
national income of x per cent cut off a proportionate ’
amount of our foreign consumption ! May not the whole
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of the enforced reduction in expenditure fall upon home-
produced goods, leaving all foreign importations un-
changed, so intensifying the problem ? The answer to
this point is that it takes one into an entirely different
field of discussion : the effect of different methods of
expending income (whether on home or foreign produced
goods) upon the rate of exchange Decessary to secure
equilibrium. That a drastic fall in national income
must affect imports will be clear on reflection : it is not
unlikely to have disproportionate effects upon imports,
since 2 certain proportion of the national income must
be spent on special goods and services which cannot be
imported in any case.

In a world which would permit of free movement the
result of a decline in the national standard of life would
be the emigration of the younger and more ambitious
sections of the population. In the modern world, in
which this s not possible, relief comes, or partly comes,
through the pressure exerted upon those who supply this
country with its normal imports. We are still so impor-
tant an element in the markets of the world that cessation
of buying on our part reduces prices of the things we used
to buy, and this enables our remaining income to go
farther than it otherwise would. 'The terms of trade
shift violently in our favour.

If the income from our past investments largely
goes, and international trade and finance continue to
decline, can we hope to avoid a lowering of the standard
of life ¢ Not in the immediate future, for we shonld have
to attempt to divert labour into less remunerative
channels, and the measure of that lesser remunerativeness
would be the smaller income thereby afforded. It is
only now, when we have rejected free trade, that we sce
that our standard of life was really built up upon two
principles—the concentration of production on the lines
of greatest proﬁtablhty and upon the possession of 2
balaricing factor in the flow of income which was to a2
large extent independent of local vicissitude. '
tragic feature in our present position is that internatio
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events shonld have threatened simultaneously both of
the pillars of our national economic life : 1931 may have

roved even more of a turning-point in our national
Eistox_'y than appears at first sight.
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CurreNcy AND CAPITAL IN AN “ IsoLATED STATE ™

“ DEFENCE 7, wrote Adam Smith in the W ealth of Nations,
“is greater than opulence , and innumerable sermons,
lay and professional, have been preached upon this text.
It is not my intention to add to their number, but to
examine at some length a more modern, certainly a more
fashionable, variant of the theme-namely, that {the
path, if not to opulence, at léast to material welfare, lies
ithrough self-sufficiency. :

One application of this doctrine is familiar: it is
widely held that the method of escape from onr present
economic apxieties is by means of a self-sufficient British
Empire. But this application is neither the most novel
nor the most interesting to the economist, The point
to which I wish particularly to draw attention can in
the first instance best be stated negatively. It is the belief
that if we were not part of an international economic
order many of our current problems would not have
.arisen. Further, that the problems which have arisen in
consequence of our participation in the world order are
the most difficult to settle. Lastly, that if we were not
part of a world order, the remaining problems which
await solution would be much easier to settle than they
actually are.

The “ jsolated community * has always beenafavour-
ite hypothesis of the speculative economist : our present
discontents are rapidly turning it into a panacea for social
reformers and practical politicians also. This transition
of thought is significant, Qur nineteenth century
forefathers believed both in cosmopolitanism and in
competition, and rightly believed tﬁ:t the two were

1 Reprinted from The Menchester Guardian Commerciel Banking Review, JTy
ty30. :

siq
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inseparably connected. We, for the greater part, have
ceased to believe in competition and deify ‘‘ organiza-
tion ”: it would be only logical if we ceased also to
believe in internationalism, and put forward the isolated
state as_the ideal. A generation of politicians which
believes that Colbert was greater than gobden is already
committed to the attempt to translate the ideal into
practice.

The greatest danger which supporters of a point of
view which has long been dominant run is that they are
unwilling or unable to see the strong points in the case of
their opponents. If the free trade point of view (and by
this I mean not only the belief in the absence of tariffs,
but the whole complex of cosmopolitan sentiment and
doctrine with which free trade is historically associated)
had been as completely proof against argument as some
of its supporters think, it would have been difficult for a
consistent body of antagonistic thought either to remain
or to revive. In fact, if we once accept the possibilities
of isolation there can be no doubt that a series of advan-
tages would accrue.  Wemay legitimately doubt the possi-
bility of isolation, and we may question whether the
advantages it would bring with it outweigh the dis-
advantages. What it is dangerous to do is to ignore
altogether the advantages which isolation could bring
with it. I propose, then, to begin by asking what these
advantages would be if isolation be, for the sake of argu-
ment, granted as a possibility.

Consider, first, the problem of the currency. An;
isolated community could adopt any currency system it}
chose without any of the complications arising from the '
existence of a foreign exchange problem. If it desired
to stabilize its price system, or go off the gold standard
in order to inflate, or adopt any form of standard what-
soever, its choice might still profoundly affect its internal
wellbeing, but whatever choice it made the complications
introduced through the co-existence of other currencies
would not arise. Thus the whole of the difficulties
arising from the adoption of the pre-war parity with
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Eold in the case of Great Britain would have had no signi-
cance whatsoever for such an isolated community.

An isolated community obviously wounld have no
foreign trade. Its material wellbeing would depend
entirely upon its own local volume of production and the
way in which this product was distributed. Thusthere
would be no complications arising out -of international
competition. Importing and exporting nothing what-
soever, its industries would not be dependent on the
vagaries of foreign markets, or be affected by the rise of
new competitors or new products, or be upset because
in neutral markets countries with lower costs of produc-
tion were replacing its goods by their own.

Consider next the problem of social reform. An
nsolated state might well choase to redistribute income so
as to result in a very substantial degree of equality of
fwellbeing. It might consider it advisable to give every-
one a minimum income from the day of birth till the day
of death. How much it could redistribute in this way
would depend on the resources of the community and
upon the “settled expectations” of the inhabitants,
But it would not be faced with the problems of immigra-
tion or emigration. The average income might be high or
low, but the dissatisfied could not move out of the area
because they had better chances elsewhere, nor could
immigrants from other areas with a lower standard
come in and complicate the problem by increasing the
population faster than the income to be redistributed,
thus lowering the average all round.

What is true of human beings under conditions of
isolation would be true also of capital. Whatever the
rate of interest in such a community might be it would
}not be affected by the movements of capital in or out of
‘the area. A higher rate of interest elsewhere would

- not result in 2 drain of capital from it with a resultant
rise in its interest rates : if its own rate of interest were
absolutely high, that fact would be immaterial, no capital
would flow in, and no danger of a sudden withdrawal
of such capital could in consequence arise.
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Lastly, consider the iroblem of taxation. However
high taxation might be there could be no flight to more
hospitable shores of capitalists or their property. In.
all probability, therefore, the limits to “ taxable capacity’
would be less rigid than they are in a non-isolated com+
munity. Human nature being what it is, people’s expect-
ations are largely determined by what goes on in neigh-
bouring communities. The Chancellor of the Exchequer
in an isolated state, whatever his worries might be,
would be free from many of the anxieties to which
- Finance Ministers are subject in communities with which
we are more familiar.

It appears, then, that in many important matters—
currency, public finance, social reform, the production
of goods and service, the supply price of capital—an
isolated community is free from influences emanating
from without which may prove highly embarrassing
when present, as in fact in the modern world they always
are. . But the fact that external influences are at work
does not in the least prove that they must always be
embarrassing. ‘That is the very point which calls for
investigation. But whether embarrassing or not, an
isolated community could go its own way in these parti-
cular matters, unhelped or unhindered by intrusion from
without.

Such a community would, of course, have difficulties;
of its own. In the first place, apart from any possible!
effects of governmental policy, its material welfare would .
. depend upon what kind and volume of natural resources
would be within the confines of its own territory. The
richer and the more varied these resources were, the better
off it would be, and the less its material wellbeing would
increase if communication with the outside world were
:Eened up. But the smaller the territory, the less varied

e resources, then the greater the chances that material
welfare would increase through international intercourse,
even if international intercourse involved all the limita-
tions upon independent national action outlined above.
Not only so, but there might still be a considerable net-
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gain in material welfare, though the degree of actnal
Iimitation involved might be very great. The smaller
the original endowment of resources, the greater would
be the pressure exerted by the forces impinging from
without, but the greater also would be the gain in material
welfare through international intercourse.

In the second place, isolation, in and of itself, does
not in any way remove the limitations uwpon action
imposed by the generally accepted characteristics of
human nature. There would still be a limit to the
amount of taxation which could be imposed : a limit to
the redistribution of resources in order to achieve a more
substantial measure of equality : a limit to which savings
are independent of the rate of interest: a limit to the
extent to which population could be allowed to increase
unchecked and so on. No doubt we can construct
Utopias, once given the primary postulate of isolation,
and proceed to imagine a kind of society in which self-
interest played little, if any, part in the determination
of the social structure. But this is a quite illegitimate
procedure when all that one is concerned with are the
effects of isolation as contrasted with non-isolation.
" Those who agree that non-isolation prevents certain
types of action are inclined to overlook the existence
of the internal psychological limits of which we have just
made mention. _ :

The reason why, with a given range of resources,
non-isolation is in t_{e last resort to be preferred to isola-
tion is simply that the accretions of welfare which result
from international intercourse, though accompanied by
‘difficulties which would not have been present in the case
of isolation, are so great that the direct advantages out-
weigh the disadvantages, and therefore make certain
‘kinds of remedial action—admittedly more difficult to
implement given intercourse—less necessary in order to
attain a certain quantum of economic welfare. It is
true, in other words, that an isolated community is free
from certain difficulties from which a non—isola,teg
community is not free, and that certain types of actjo
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can be pushed farther in the one case than in others.
But to admit these arguments is not to admit that
economic welfare would be greater under isolation than
under intercourse, merely because under intercourse the
limit to what can be done comes earlier. The limit
comes earlier, it is true, but then the necessity for the
kinds of action contemplated is not so great, since a greater
measure of welfare can be attained without their aid,

The modern social reformer, seeing that, given the
existing volume of economic resources, redistribution
would give better results, is naturally inclined to stress
the evils of a system which limits his power of action.
By doing so he overlooks the fact that without inter-
national intercourse in the first instance the volume of
resources over which he desires to obtain control would
in“all human probability have been very much less.
These smaller resources might be better - distributed—
that is, more equally shared, but it does not follow that the
final result would have been better than that actually
existing. '

It is also clear that, in general, the level of taxation
required to raise a given sum would be lower, given
international intercourse, than given isolation, for taxable|
income and resources will be greater. 'Therefore, though
the existence of an international economic order un-
doubtedly imposes limits on the tax powers of a single
country, yet the problem of the limits to which taxation
can be pushed also becomes less acute. The results
on the currency system of an international economic
order are less clear. There it may be the case that an
international standard, involving falling prices, may reduce
economic welfare ; but since it is an accompaniment of
international trade which increases material resources,
the loss is in all probability greatly less than the gain.

In fact, of course, isolation is impossible. Had it
been consciously attempted historically, the population
of the world would in all probability have been much less,
and its wellbeing enormously less, than it is now. The
case of China, so often cited as an illustration as proof
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.of the possibility of high culture combined with isolation,
proves nothing—for the area of China is very great, and
ity resources are very varied. Moreover, China as an
historical and geographical entity is itself the result of 2
‘process of expansion and aggregation: and it has still
.to be shown that Chinese material welfare would not
have been greater if she had profited earlier from the
march of Western invention and discovery. In any
event, so far as European countries are concerned, it
is clear that without contact with each other and the rest
of the world an enormous difference would be made in
average material welfare. '

The international order is, indeed, implicitly taken
for granted by everyone, including the politicians and
statesmen who attempt to interfere at different points
with the detailed results of world intercourse, not always
with the happiest consequences. Where: isolation is
preached, it is always with an area in mind so great—
as in the case of the British Empire—that it includes all
those varieties of soil and climate, natural and acquired
aptitudes and resources, which are necessary to a high
degree of material wellbeing. It would not be difficult
to show that on balance isolation even for the British
Empire would be a grave mistake. The present fashion
of lauding isolation is simply another case of taking all the
advantages resulting from a given situation for granted :
seizing on certazin incidental disadvantages and then
evolving a philosophy of action which would, indeed,
remove the disadvantages, the advantages accruing from
the previous state of affairs being assumed to remain.

' gommon sense has long since sammed up this attitude
of mind : it is another instance of wanting to keep the
cake and of eating it as well. So long as the hypothesis
of the isolated state is used as 2 method of determining
what, if any, are the incidental disadvantages which
accompany the gains from an international economic
order, it is a perfectly legitimate intellectual instrument.
But intellectual instruments, when utilized for the
purposes of current political and economic controverry;'
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become, like sharp knives in the hands of children, danger-
ous to those who wield them, and are returned in a blunted

condition to those in whose keeping they mlght have
served a useful purpose.
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THE ECONOMICS OF EMPLOYMENT IN
ENGLAND, 1660-1713"

“ Meaning is the foundation of system in History.”
Lorp Havpane’s Meaning of Truth in History, p. 24
(Creighton Lecture, 1914).

I

No period in English economic history has suffered more
from the tendency of subjecting facts to a pre-conceived
notion than has the Restoration period. Regarded by
some as the period of neo-mercantilism, more recently
by others as the period of incipient capitalism, the inter-
relation of ideas has not been analysed as an end in itself
before the final judgment has been passed. This process
is the more to be deprecated inasmuch as both of the
categories of thought under which the web of fact and
argument has been subsumed are vague and capable of
more than one construction.

The following paper is an attempt at a positive
analysis of the system of thought of the half-century
. which lies between the Restoration of Charles II and the
Treaty of Utrecht, as regards labour and labour problems.
Only then will it be possible to attempt evaluation from
an ideal standpoint. '

II

The basis of thought during the period was the desir-
ability of a large population. It is a mistake to suppose ”,
says Petty, “ that the Greatness and Glory of a Prince
lyeth rather in the extent of his Territory, than in the
number and industry of his people, well united and
governed.”™ “ Fewness of People ”, he says elsewhere
in the same work,? ¢ is real poverty ; and a Nation wherein

! Reprinted from Ecomemica, January 19z1.

3 Pecty, Treatize of Taxes. Hull's Edition of Petty, vol. I, p. 22.
.3 Ihid, p. 4. ’
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are eight millions of people is more than twice as rich
as the same scope of land wherein are but four ; for the
same Governors which are the great charge may serve
near as well, for the greater as the lesser number.” So
- Defoe, *“I cannot but note how . . . the Glory,
the Strength, the Riches, the Trade and all that’s valuable
in a Nation as to its figure in the world depends upon the
“number of its People, be they never so mean or poor.’”
“ People , argues Davenant, are ‘ the most important
strength of any Nation.” ~ Coke re-echoes Petty when
he says that “ It is not the greatness of the extent of a
country which makes it formidable, but the number
and well governing of the People.” This insistence
‘on a large population was based on the conviction that
a large population meant a large trade, that a small
population implied a small trade. A large population
consumed more than a small one, a small population
produced less than a large one would. The assumption
1s, of course, a static one, it implies a limited rate of
production and consumption per caprta. But it was as
wealth producers and consumers that people were
demanded. It was in this twofold aspect that foreigners
were to be welcomed. “ Unless foreigners come in
amongst us, in few years there will not be people to manure
our lands, eat our provisions, wear our manufactures or
manufacture the staple commodities that are of the growth
of the Kingdom.”* Here the twofold idea is very well
Eut. The consumption idea is again prominent in

rewster.’ “‘The increase of hands in labour improves
and increases manufactory, even of the very expence of
them that are added: one man that works may have
five or six that only eats and wears.” So again Coke,*

* Defoe, Giving Alxs o Charity, 1704, in Genuine Works, vol. IT, p. 428. -
2 Davenant, Disceurses on the Public Revenues and on the Trode of Exgland, Dia. I,
‘wol. II, p. 2. Edition of 1771.

3 Roger Coke, Reflections upen ths Enst India and Royal African Componies, 1695,
I e. 106.
O T be Grand Concern of England expleined in several proposals offered o the Consiere-
tien of Parliament, 1673. Harl. Miscell,, vol. VIIL, p. 555.

3 Egsays on Trade and Navigation, 1695, p. 8. (For Brewster, e D.N.B.) N

6 Coke, Discoarseof Trade. Part1: "mammdmmw A
1029, €. Io. : .
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“ Multitude and concourse of People advance trade,
scarcity of people diminish trade.” . . . “As the
strength and grandeur of every country is fonnded in the
number of the inhabitants, so is the riches and trade of it,
for every man’s necessities are supplied by trade, so that

in the whole, trade is increased . . . as
men live more or less on Society and Conversation ; and
therefore, wherever people are thin or few, they are poor,
lazy, rude and of little use to the publick.”*

The logical conclusion of this line of thought was
obviously that, whatever the moral quality of demand,
the volume of production depended upon it. * The
main spur to Trade, or rather to industry and ingenuity,
is the exorbitant appetite of men, which they will také
pains to gratify and so be disposed to work, when nothing
else will incline them to it ; for did men content them-
selves with the bare necessarie, we should have a poor
world, . . . nowin their pursuit of those appetites,
other men less exorbitant are benefited. . . . Coun-
tries which have sumptuary Laws are generally poor ; for
when men by those Laws are confined to narrower
expence than otherwise they would be, they are at the
same time discouraged from the industry and ingenuity
-which they would have imployed in obtaining where-
withal to support them in the full latitude of expence
they desire.”™ _

Defoe puts the matter even more clearly in The
Compleat English Tradesman3 “ Trade is propagated
by our crimes, the people support one another by their
extravagance and luxury, their Gaiety and Pride: glat-
tony and drunkenness assist to maintain the Nation,
the people grow rich by the people, they support one

! Coke, Reflections, etc., p. 1§.

* Dudley North, Discourss wpom Trade, 1691. Febns Hephins Reprines, p. 27,
Davenant, though holding that * thrift docs proportionately enrich a whole people, as
- it betters the conditions of a private man ', still gives a qualified xwent ; * perhape it
& not impomible but that our industry would be lew active if it were not awakened and
i;-;::’l:y l:::e !lmagulu appetites which are more easily found fault with than avowed .

3 S far aa | sa aware 5o Baglish writer has notioed the bearin of this pamage on

Mandeville's Fable of the Bees. Profesor Sombart hay nsed the pasage in his Der Bowy-
e (1913). '
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another ; the Taylor, the Draper, the Mercer, the Coach-
maker, etc,, and their servants, all haunt the public
houses ; the masters to the taverns, the servants to the
ale-houses, and thus the vintner and the victualler thrive
and grow rich. Those again getting before hand in the
world must have fine clothes, fine houses and fine furni-
ture ; their lives grow gay, as the Husbands grow rich
“and they go on to the Draper, the Mercer, the Taylor,
the Upholsterer, etc., to buy fine clothes and nice goods ;
Thus the Draper and Mercer and Taylor grow rich too,
money begets money, trade circulates and the tide of
money flows in with it, one hand washes the other hand,
and both hands wash the face.”” Even by the Balance
of Trade fanatics the consumption of *fripperies” is
condoned if the labour that goes to make them is English
labour,? The tendency to regard all consumption as
productive should have been strengthened by the assump-
tion that the total wealth of the community was neither
increased nor diminished by payments from one subject
to another in the realm-—an assumption derived partly,
at any rate, from the current theory of the Balance of
Trade, for, runs Davenant’s argument, * by what is con-
sumed at home, one loseth only what another gets and the
nation in general is not all the richer”s It ought to
have been seen that neither was it poorer, but unfortun-
ately the assumption that by foreign trade the wealth of
the nation was actually increased in a way that home trade
was unable to bring about led to a distinction being
drawn between trade and labour useful for producing
articles for foreign trade, and trade only serving to

T p. 118, cf. : * It may indeed be true that the Increase of Crime is the increase of
Comtnerce and the wickedness of the time is the blesming of the Trade, the Vanity, the
Taxury, the folly, and even the vice of the People is the cause of that increase . >

4
& 27%amnel Fortrey, England’s Isterest and Improvement, 1663 : “ That the exces
of this expence consist chiefly in the art, manufacture and workmanship of the com-
modity made in our awn country ; whereby ingenuity would be encournged, the people
employed and our treasure kept at home, to as the Prince would be nothing damnified
by the exces for the ruine of one would raise us much on other of his subjects.” Febs
Hophins Reprints, p. 27. See also Cunningham, Groweh, etc., Modern Timss, £. 19
Dr. Cunningham scems to me to be mistaken in anuming the truth of J. S. Mill's dicturm,
* deanand for goods is not demand for labour ™, 'I
3 An Essay on the Eant India Tradey Works, vol. I, p. 103.
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satisfy the “unproductive” home consumption.® At
the same time the benefit of a large consumption at home
still remained in the background of consciousness ; this
being justified on the line of argument that if there was
to be consumption at home, home production was pre-
ferable to the importation of foreign goods, on which
the nation lost positively.

Nevertheless, the resulting confusion as to what was,
or was not, beneficial consumption did not interfere with
the desirability of population as a factor of production.
It tended, however, to make .the phrase “ increase of
population ” synonymous with “ increase of workers in
those industries which are desirable”, So in the asser-
tion * there is nothing so much wanting in England as
1;;eople : and of all sorts of people, the industrious and

bourious sort, and handicraftsmen are wanted to till
and improve our land and help to manufacture the staple
commodities of the Kingdom : which would add greatly
to the riches thereof.”® Population was loocked upon
mainly as a factor of production, only incidentally as a
factor in consumption, owing to a theory of foreign trade
which threw suspicion apon home consumption.

Now, a working.population could be drawn either
from foreign countries or from the inhabitants of this
country, and both possibilities led to a mass of proposals.

? Fortrey : * Our case should therefore be to increase chicfly those things which
are of least charge at home, and greatest value abroad ", lec. cit., p. 1. Davenant:
“It is the interest of afl trading nations whatsoever that their home consumption
should be kittle, of a cheap and foreign growth and their own manufactures should be
sold at the highest market and sold abroad ; since by wbhat is consumed o2 bome, one loseth
#nly what anotber gats, and the nation in gemeral is net at all the richer, but all foreign con-
sumption it a clear and certain profit. So that in the woollen manufacture England
dots not get by what is spent here by the people, but by what is wld abroad in other
countries ™', thus leading him to justify the importation of East India goods, op. dit.,
L 103; of. alio Child, 4 New Discourse of Trade : 1 do agree fully . . . that
luxury and prodigality are as well prejudicial to Kingdoms as to Private Families, and that
the expence of Foreign commodities especially forcign manufactures is the wont expence
4 pation can be inclined to, and ought to be prevented as much a3 powible ** (Preface).
* We are not half vo much given to Hospitality and good Housckeeping as in former days,
when our greatest expence war upon our Bellia, the most destructive Conmump-~
Gon that can happen to a nation ”’, ibid. §7. Also Brewster, op. ait., ©. . . there
18 3 recriv'd opinion to be removed and that is, that expence of the Labour and Preducts |
of a Country u the support of the Artizans and brings Riches to men of Real Estates’’

0)-
% Gromd Comcers, p. 555.
4
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The first possibility led to the inclusion among the
proposals of the economists of the day, of the naturaliza-
tion of foreigners.” The second possibility led to a double
examination of tendencies: (I) as to the tendency of
plantations unduly to depopulate the mother country,
(2) as to the tendency of the current methods of relieving
the poor to withdraw men from the labour market.

- (1) Opinion was decidedly divided on the advisability
of allowing emigration to the plantations. Coke argued
roundly that “the Trade of England and the Fishing
Trade are so much diminished, by how much they might
have been supplied by those men who are diverted in our

American plantations,” Child argues that although
a loss of population is in general undesirable, yet that the
settlers of our North American plantations, being

. largely malcontents with the state of affairs in England,
would have been lost in any case, whilst they serve a useful
purpose in the plantations by employing English shipping
and taking English goods® Davenant* argues on the
same lines, suggesting at the same time that England
should be made a “ General Asylum > and—then * our
own malcontents may retire without any prejudice :
for the recruits of people such a course might produce,

would answer the annual evacuation occasioned by our

West India Colonies.”s ' -

(2) The unanimous opinion of the writers of the time
was that the poor law of Elizabeth tended to reduce the
available supply of labour, a result also produced by in-
discriminate charity. The writer of the Grand Concern

T Child, Discosrse (pp. 141-5) argues for the naturalization of Jews in a manner
which shows the suspicion of them entertained by the merchants of the day. Roger
Coke was in advance of the majority of the writers of the day in desiring the immigration
of Roman Catholic artificern.

* Discourse of Trade, Patt 1, p. 7. ‘

3 Discourse, chapter x,, ** Concerning Plantations* : The first scttlens of Virginis
and Barbadoes were such as * could probably never have lived at home to do service for
their country but must have come to be hanged or starved or aged untimely by some
of those miserable discases that proceed from want or vice, or else have wld themselves
for soldiers . . . in the Quarrchs of our Neighboun ™ (p. 184).

4 Werks, vol. I1, “ On the Plantation Trade ™, p. 5.

SIbd, p &
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argues that the cost of the poor is £70,000 2 month and
this is “ employed only to maintain idle persons: doth
great hurt rather than good : makes a world of poor,
more than otherwise would be, prevents industry and
labouriousness : men and women growing so idle and
proud, that they will not work, but lie upon the parish
wherein they dwell for maintenance”.” The Poor Law
is “ 2 thing most piously designed: yet proving an en-
couragement to thievery and idleness, a charge to the
industrious inhabitants of every Parish and an injury
to the whole nation”.* So Brewster, “ There is no Nation
I ever heard of, who by a Compulsory Law, raiseth so
much money for the Poor as England doth . . .
our Charity is become a Nuisance, and may be thonght
the greatest mistake of that Blessed Reign, in which that
Law passed, which is the idle and impoverished man’s
Charter : for if Shame or Fear of Punishment makes
him Earn his Dayly Bread he will do no more, his
Children are the Charge of the Parish and his Old Age
his Recess from Labour or Care : he makes no Provision
for it in the time of his Youth and Strength, because
he hath better Security for his Maintenance than money
of his own laying up.’® 8o also Cary, Davenant and
others.*

Insistence on this point marks the breakdown of the
view that a large population is desirable because of its
possible consuming power. Defoe’s eulogy of the People
“ be they never so mean or poor ", evidently is not to be
taken in its literal sense, but refers to the productive
power capable of being exerted by a large working

THegoeson: “HBut,if . . . the money collected were employed to set all

of them that are able to work to some kind of employment or other, suitable to their
capacities . . . it would be of infinite use and advantage to the Nation."

¥ Reasns for # Limitad Exportation of Weol, p. 12.

3 Lec. it, p. 5

4 Cary, p. 157: “ But above all our Laws to put the Poor at work are short and
defective, tending rather to maintain them ¢o, than to ruise them to a better way of
living.”” * The Laws render the Poor more bold, when they know the Parish Officers
ate bound either to provide them work or give them maintenance.” Davenant, of,
.Exsay on E.I. Trade, vol. I, p. 10o. Also The Trads of England Revived, 1681 * The
poor addict theruselver to idleness and pilfering because they know that if they come
t want the Parish is bound to keep them.™
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population. Brewster’s artificer is to be relieved “of
the five or six that only eats and wears ”” in order that the
supply of labour may be pre tante increased.

111

The view that the nation only  gained ” by produc-
tion for a foreign market (and the qualified assent given
to production for home use) supplied the reason for in-
sisting on a large working population, For to achieve-
success in trade it was necessary to produce cheaper
than one’s rivals, and the larger the supply of labour, the
lower were the wages that need be paid.” Hence a large
population was not merely desirable as furnishing the
requisite labour power, but it also enabled that power
to be obtained on cheaper terms. The lower the wage
the more trade would be stimulated. The admission
of aliens and the reform of the poor law could both be
directed to this end. The logical consequence of this :
was that if all labour could thus be employed in industry,
there would be no need for a poor law at all. The desir-
ability of dispensing with the poor law thus led to a further
argument that all impediments to the employment of
as much labour as possible should be avoided.

It would seem that the theory of wages thus set up was
the “ Supply and Demand ” one. This, however, ran
counter to another theory of wages current at the time,
i.e. that wages depended on the cost of food. The
discussion of the commercial clauses of the treaty of 1713
especially is full of reference to this conception. * Wages
in France were never above two-thirds of those that were
always given for the like labour in England. This in
all probability is owing to the meaner way of living in
that country. Labouring People seldom have any other
Ambition than to live and save nothing. Therefore
if the yearly Subsistence of such Persons in France is
purchased by two-thirds of the Price that is given

! The otigin of this theory seems to be due (3) to the comparison between the

desirable and the actwal, (2) to the Elizabethan Labour Code rising or lowering wages
sccording to the plenty or scarcity of the times.
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for the Subsistence of like Persons in England, this
will very well account for their receiving no more than
the two-thirds of the English wages. And from hence
it appears that the French refugees, when theg' came firsg
to settle here, perpetually undersold the Enghsh, till
they raised themselves by degrees to our Country Diet.””
Thus also Davenant® :. “ The additional duties on beer
and ale and the tax upon malt are apparently a burthen
upon the woollen manufactures, affecting the carder,
spinner, weaver and the dyer, who all of them must be
raised in their wages, when the necessaries of life are raised
to them. The consequence of which must be that our
woollen goods must come at a heavy and disadvantageous
price into the foreign markets.” The Irish Cattle Acts
were constantly attacked on the grounds that by lowering
the cost of provisions in Ireland, they allowed the Irish
woollen industry to compete successfully with the
English 3

It was possible to reconcile these two positions in
several ways: - -

(1) It was possible to deny the fact that wages moved
as the price of food moved, Thus Petty* argued that
“Tt is observed' by Clothiers and others, who employ
Great numbers of people, that when Corn is extremely
plentiful that the ]fabour of the poor is proportionately
~ dear: And scarce to be had at all (So licentious are
they who labour only to eat or rather to drink).” So
also Child: “ And for our own Poor in England it is
observed, that they live better in the dearest Counties
for provisions, than in the cheapest, and better in a dear
year than in a cheap . . . for that in a cheap year
they will not work above two days in a week: their

Y The Comseguences of a Law for Reducing the Dutys supem Fremch Wines, ete.,

1713, p. 6, 1029 €. 9/ 5 ; also Gemeral Maxims in Trade, Particularly applied to the Commarce
Great Britain and France, 1029 ¢. g/6, p. 10

2 An Essay upon the Probable Methods of making a Pesple Gainers in the Balance of
Trade, 1699, Works, Vol. II, p. 267.

3 Grand Concers, 558. Reasons for a Limited Export of Wool, p. 1¢. The Proverd
Crosted or @ New Paradox Maistained, That it it not at all trmes true, that Interest canmel
lys, 1677,  Both Tracts in Callection of Tractz en Wedl, 712, ¢. 16,

4 Polisical Arithmetic, Hull's Edition, Vol I, p. 274
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humour being such, that they will not provide for a hard
time, but just work so much and no more, as may maintain
them in that mean condition to which they have been
accustomed.”” '

(z) It was also possible to argue that as the price of
commodities was increased by z rise in wages, so lower
wages meant lower food prices and therefore wages in
‘industry could be lowered. This was Defoe’s argument.
“ If wages grow high, Provisions rise in Proportion, and
I conceive it to be a mistake in those People . . .
who say Labour is cheap. . . . because Provisions
are cheap, but ’tis plain Provisions are cheap because
Labour 1s cheap’* He therefore drew the conclusion
that wages, though they affect the price of commodities,
were themselves determined purely by supply and
demand : wages rise and fall like the exchange.

(3) It was lastly possible to argue that, though in the
last resort wages moved with the cost of food, yet in
practice the standard of comfort was so high that actunal
wages were in excess of that minimum subsistence level,
or at any rate that they should be no higher. Petty?
argues that it is impossible to “ raise ” the value of
money and forbid wages to rise at the same time, for
then “ would this Act be onely as Tax upon the said
Labourers, as forcing them to lose a half their Wages
which would not onely be injurious but impossible unless
they could live with the said half (which is not to be
supposed) for then the Law that appoints such wages
were ill-made, which should allow the Labourer but just
wherewithal to live; for'if you allow double, then he

T Child, loc. <it., pp. 15, 16, Coke expremly argues sgainst the Poor Law: “Jtis
& discouragement to all industricus and labouring people, when lazy and idle people
shall be maintained in their idleness from the fruits of their labour and industry. It
encourages wilful and cvil-disposcd penomw to impose what wages they please upon
their labours : and herein they are w reftactory to Reason and the Benefit of the Natioa
that when Corn and Provisions are cheap they will not work for Iew wages than when they
were dear.’”

% * The Employers ate the Remitters, the Workmen are the Drawen; if there are
more Employens than Workmea, the price of wages must rise, because the Poor man wants
to do it; if there are more Workmen then Employens, the price of Labour fails, becanse
the Poor man wants his Wages more than the Employer wants to have his Business done,”
loc. cit. .

3 Petty, Trestise of Taxer, p. 87, Hull's Edition, Vol. 1.
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works but half so much as he counld have done and other-
wise would which is 2 loss to the Publick of the fruit of
so much Labour”., However, whether the theories
were reconciled or not, there is noc doubt about the
practical anxiety- displayed as to the necessity of low
wages. :
g']l(;"irst, as to the influence of foreigners. Child argues
that high wages are due to Incorporation “ whereof the
cure is mainly by an Act of Naturalization and without
Compulsory Laws’'.* Brewster, arguing for the admis-
sion of foreigners, declares that “ it is undeniable that if
the Increase of Hands abates the Price of Manufactorys,
it will inlarge their Exports and Expence at home”?
So-as regards the effect of charity : the cost of production
in England is not high “ because Provision is dearer in
England than it is in other Countreys”, but because
‘“ Begging is suffered so Rife in this Kingdom. Now
if this Begging Trade be not suppressed, there will never
be any good done either upon the Clothing Trade or any
other.” By setting the parish poor to work,* they will
‘“help to manufacture the staple commodities of the
Kingdom at cheap rates and thereby bring down the wages
- of handicraftsmen, which now are grown so high, that we
have lost the trade of foreign consumption. . . .
This mischief of high wages to handicraftsmen is occas-
ioned by reason of the idleness of so vast a number of
people in England as these are: so that those that are
mdustrious and will work make men pay what they please
for their wages : but set the poor at work and then these
men will be forced to lower their rates : whereby we shail

T Child, Preface to Discourse. )

2 Loc. at., p. 0.

3 The Trade of England Reviv'd, 712, §. 16, 1681, p. 10.  The tract argues a similar
charge against the Poor Law,

4 Grand Cencern.  The advocates of the woollen trade disliked the introduction of
other industries on the ground that this tended to raise wages. Thus W. Clarter), in
1700, argues against the introduction of the linen trade, since it may * injure that .
of the woollen by diverting some that arc now in it and so raise the price of spinning :
than which nothing can be more prejudicial: for . . . nothing cun retrieve our lost
trade abroad, but uadenclling cur competitors; so then we must labour to make
Wares as cheap as we can and not set up another manufactory. To bid who gives most
fot spinners is & ready way to ruin the Clothing Trade of England.” A dlsrsm »
Eugland, To pravent its Destruction, 1029, <. 9/13. '
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quickly come to sell as cheap as foreigners do and con-
sequently ingross the trade to ourselves”. Paterson,
demanding a Council of Trade for Scotland, fiercely
denounces “ a third sort of thieves, which is that idle and
dissolute people called beggars, for although they be
somewhat more tame and familiar with us, yet are they
really but another sort of thieves ”, and demands govern-
‘ment control of industries to eradicate the trouble,
slavery not being efficacious “ as in such a case only the
strongest and ablest of them would be taken up by

articular men . *. . so that the evil might thereby
ﬁe somewhat lessened and abated but far enough from
being rooted out.”

This attitude of mind had two distinct and dangerous
consequences. Firstly, resentment against the high
wages paid to the “ independent labourer ” and resent-
ment against the good living guaranteed by the poor
law led to the identification of the two aspects of the
question and made the problem one of low wages. * To
employ the poor ” in industry and to employ the poor
in 2 workhouse began to be regarded as the same problem,
because the latter seemed to be an aid to the former.
If the workhouse labourer was to work in order to bring
down the wages of the “ industrious * worker, he incident-
ally brought down his own remuneration and thus
identification seemed plausible. On the other hand, just
because of this identification, it seemed plausible to argue
that this or that industry ought to be begun at the expense
of the parish or the county rates, since this policy would
increase the total amount produced, and yet lessen
throughout industry the rate of wages.

" T Saxc-Bannister's Edition of the Writings of William Patcron, 1850. Propasals
#nd Reasons for Constiruting a Cowncil of Trade, p. g2 (12268, d. 2).

2 Some few writers do not think high wages disadvantageous. Child, in the Preface
to the New Discourse, discusses the matter and decides that high wages are not & disadvan-
tage to trade since {1} the Dutch pay higher wages than the English and (z) high wagesare
a aign of the riches of a country, low wages an indication of poverty. More interestiog
are the views of Cary and Sir Dudley North. Cary argues (1) ** that we must consider
that Wages must bear a Rate in all Nations according to the Prices of Provisions . . .
and this price must arise from the Rates of Land, it cannot be imagined that the Fatmer

whose annual Rent is Twenty Shillings per acre can afford it as low 2s he who pays but
Half-a-Crown, and hath the same Cropp, ner can be then expect labour s cheap 35 the
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For all but a few writers this ended the matter.
The minority argued that under given circumstances.
workhouse employment tended of itself to accentuate the
problem of employment. This conviction arose from the
fact that they recognized that it was possible to glut
the market and thus sell nothing at a paying price. The
most famous exponent of this view is Defoe. Arguing
that wages are above subsistence level and therefore that
there is no lack of employment, “ since any man would
work for just as much as would sapply himself rather than
starve *’, he argues that to employ the poor in workhouses
in manufacturing woollens is to employ them in a trade
already ¢ managed to a full extent * and therefore would
mean merely “ transfering the manufacture from Colehesier

other. This is the case of England, whose Lands yielding great Rents require good prices
for their Product . . . you cannot fall wages unless you fall Product, and i you
tall Product you necessarily fall Land ** (op. cit., 144/5) ; (2) Experience shows that Ligh
wages can be paid and this ** proceeds from the Ingenuity of the Manufacturer and the
Improvements he makes in his ways of working. . . . Various methods are used all
which save the Labour of many Hands to the Wages of those imployed need not be
lewcned '* (146), He adds: ** New Projections arc every day set on foot to render the
making our Manufactures casie, which are made cheap by the Heads of the Manufactures, -
oot by falling the price of Poor People's labour : cheapness crestes Expence, and Expence
gives fresh Impioyments, 1o the Poor need not stand idle if they could be perswaded to
work ' (147). He thus arrives at the same conclusion but by 2 different route.

Sir Dudley North argues that the importation of East India goods will not lower
wages, tince it may lead to the introduction of improvements which lessen the total cost
of manufactures and therefore lower prices while leaving wages as high as they were
before. “ Arts and Mills and Engines, which save the labour of hands, arc ways of doing
things with less labour and consequently with Izbour of less price, though the wages of
men emplayed to do them should not be abated. . . . Such things are successively
invented to do 2 great deal of work with Little labour of hands : they are the eflects of
necessity and emulation. . . . If my Neighbour by doing much with little labour,
can sell cheap, I must contrive to sell as cheap a1 he. So that every Ar, Trade, or
Engincdoing work . . . cheaper begets in others a kind of necemity and emulation
either of nsing the same art, trade or enging, or of inventing something like it . . .
that ne man may be ablc to undemell his acighbour. And thus the East India Trade,
by procuning things with less and consequently cheaper labour, is a very likely way
of forcing men upon the invention of arts and engines by which other things may be
also doue with less and cheaper labour and therefore may abate the price of manufacture,
thaugh the wage of men should not be abated * (p. 67). The same is true of Order and
Regularity : ““ The more variety of artiats to every manufacture, the less is left to the
akill of single pervons, the greater the order and regularity of cvery work, the wame must
needs be done in less time, the Labour must be less and consequeantly the price of labour
lew, though wages should not be abated.™—Considerations upon the East India Trade,
1701 (1130, g. 3)- ; .

See also Defoe, Plax of English Commercs, 3rd ed., p. 6o: “ This {i.e. reduction of
Wages), therefore, iv beginning at the wrong end of trade ; but the true way is, keep up
the goodness of your manufacture 1o as to make it excel in Quality and its exceeding in
Price will b¢ no Deficiency in Trade."”
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to London and taking the bread out of the mouths of
the Poor of Essex, to put it into the mouths of the Poor
of Middlesex”.* ‘That being said, he adds, “ If they will
employ the Poor in some manufacture which was not
made in England before, or not bought with sorne manu-
facture made here before, then they offer at something
extraordinary.” Another writer who considers the
-matter is T'. Firmin, who answers the objection against
his scheme,  What will you do with all the yarn these
poor people shall spin ? If you weave it into cloth, the
commodity is brought over so cheap, that you will never
be able to sell without much loss,” by.arguing “ That
we had much better lose something by the labour of
the poor, than lose all by letting them live in sloth and
idleness ; for suppose you should give sixpence for that
work which is really worth but fivepence; here will
fivepence really be got to the nation, though one penny
should be lost to the parish.”® The real difficulty lies,
not in giving sixpence for a thing worth fivepence, but
in only giving a penny for a thing costing sixpence to
" produce, and this the author does not cope with. How-
ever, the intention is plain, philanthropy must temper
economic argument, This, of course, made it still
easier to advocate the extension of workhouses, and the
disciplinary virtues of the workhouse blinded the more.
far-sighted business man, if he was not dazzled by its
. philanthropic aspects. Thus Cary advocates public
or private workhouses, in which “ Imployments must be
rovided . . . for all sorts of People, who must also

e compelled to go thither when sent and workhouses
to receive them . . . the design is to provide
places for those who care not to work any where and to

T Giving-Alms me Charity, p. 442. .

3 Jt must be admitted that the passage uggests sarcasm, but to the crdinary man
at the time it was written it need not bave appeared 1o, since the current view of the
trade with France was that it was mot sn interchange of goods for goods. The
current awumption was that England lost heavily on the trade.

3 Sems proposals for the emplaying of the Poor, especially in and abowt the City of
Lendon, T. Firmin. He advocates homework as well as workhouse employment. Cp.
Willism Gofies How 2o advance the Trade of the Nation and to employ the Poor, in Hatl
Miscell, ¢, 385. He argues that putting the poor to make goods of the kindy the nation
is * oventocked with already " is but * undoing in one place to make another™. ,
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make the officers of Parishes industrious to find out such
Vermin, when they sh~!l know where to send them, by
which means they wo WBuetter be able to maintain the
impotent.” 4 ‘

The result of the main tendency of thought on this
subject was a flood of pamphlets advocating the employ-
ment of the “ poor > in all manner of ways, concern for
their well-being proving very often a cloak for some
specious project or other® A sanctimonious writer
demands the introduction of flax spinning in “ Pro-
posals for building in every county, a working Almshouse
or Hospital, as the best expedient to perfect the Trade
and manufactory of linen cloth.”* William Goffet
demands the encouragement of sail-cloth making and
fishing by means of a tax on all parishes for three years
according to the “ poor taxrate”. The use of the parish

r in the woollen manufactory is a favourite device.’

etty demands their employment in what would now be
called “Public Utlities”, “Making all high wayes so
broad, firm and even, as whereby the charge and tedium
of travelling and carriages may be greatly lessened. The
cutting and scouring of Rivers into navigable; the
planting of useful trees for .timber, delight and fruit in
convenient places.”®

1 Cary, loc. cit, p. 159.. '

* The author of An Appeal to the Parliament cancersing 1he Poor, that there may not
b2 a beggar in England, 1660 (Somers Tracts, 7,520), demands accurate statistics and
the settlement of a * poor man’s office . . . where handicraftsmen and labourens
that want work and such as want workmen may enquire”.

3 Harl. Miscell,, 4, p. 489, 1677. This is clearly 2 projector’s pamphlet.

4 loc. cit.

5 See above, and The Prosposcls for Promoting the woollen manufactery prometsd
by several well ewishers thersunto, Inbabitants and citixens of Londom, 1679, 712, g. 16 (18).

6 Treatise of Taxes, vol I, p. 29: T assume this to be public employment from the
contert. John Cofling {*' Accomptant ™ to the Royal Fishery Company) also demands
the employment of the poor in the reclamation of waste lands.  Salt and Fishery, 1682,
981, b. 5. Another pamphlet on the fishing trade is James Puckle's Englawd’s Pazh
te W ealth and Homonr in o dialogue between an Englisbman and & Duicbmen, 2nd <d., 1700,
1029, 2 g. (4). His Fishing Company is to have the power of * Fathen of the Poor™
(a plan obviously based on Child's proposals, Semens Tracts, 11, p. 607) controlling
church collections, poor rates, ctc.  His argument runs “ Gold and silver mines England
bath none and in time of Peace no way to get Bullion but by foreign traffick, to which
nothing can more conduce than cheap fishing and cheap working and manufacturing
the commoditics which compose the exports of our kingdom and that is not to be effected

except Labour be cheap, which it can never be where Provisions are dear.  But the cheaper
our Provisions are the cheaper our exports may be afforded.”
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The logical conclusion was that by the application of
this method either (1) the poor law could be dispensed
with, since if wages were lowai2d sufficiently, the sale of
products abroad would prowide industry with a market
and the poor law simply turned the scale and caused a
glut (Defoe) or (2) that the poor law industries simply

ecame part of the wealth-producing organization of the
nation. * Both ideas as to employing the poor had the
result of causing labour to be regarded simply as a factor
of production, standing, as it were, outside ‘‘ The Nation ”,
an anticipation of the result produced later by the Wages
Fund Theory of Wages.

Two farther results may be noted ;'

(1) If the amount of non-profitable relief was to be
reduced, it seemed obviously desirable to afford as much
employment to labour in industry as possible. Hence
came an attack on labour-saving devices and the theory
that the most beneficial trades were those which employed
most labour. Thus Defoe: “All methods to bring
our Trade to be managed by fewer hands than it was
before, are in themselves pernicious to England in general,
as it lessens the employment of the poor, unhinges their
hands from the labour and tends to bring our hands to
be inferior to our Employ, which as yet it is not. ..
*Tis the excellence ot our English -manufacture that it is
so planned as to go through as many hands as ’tis possible ;
he that contrives to have to go through fewer ought at
the same time to provide work for the rest.”

(z) The employment of public funds in industry
led to a demand for protection, which the previous
assumption strengthened.?

'The most interesting attack on the “ work fund”
idea comes from Sir Dudley North. “If to make work
for the people,” he says, “ a Law is made this year to
destroy the Trade of the East Indies, some other such law

¥ loc. cit., 438, cp. Barbon, Discourse of Trade : ' The advantage to the Nation
from Trade is from the Customs and from the goods that Tmploys most Hands"' An
idea probably derived from his interest in building schemes.

* Firmin demands the probibition of goods by higher dutics, Goffe the prohibition
of the export of unwrought goods. . '
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will be wanted the very next. We may well hope that,
in time the Navigation of the Thames, of every other
river be destroyed, that many may be imployed in the
carriage which is now performed by few. By degrees,
not an Art or engine to save the labour of hands will be
left in England. When we shall be reduced to plain
labour, without any manner of art, we shall live at least
as well as the wild Indians of America, the Hottentots
of Africa, or the Inhabitants of New Holland. As often
as I consider these things, I am ready to say with my
self, that God has bestowed his blessings upon men that
have neither hearts nor skill to use them. For why
are we surrounded with the Sea ? Surely that our wants
at home might be supplied by our Navigation into other
countries, the least and easiest labour. By this we taste
the spices of Arabia, yet never feel the scorching sun .
which brings them forth ; we shine in silks which our’
hands have never wrought; we drink of vineyards
which we never planted. The Treasures of those mines
are ours in which we have never digged, we only plough
the deep and reap the Harvest of every Country in the
world.”®  “ Certainly every individual man in England
might be employed to some profit to do some work
which cannot be done without him ; at least the contrary
is not evident, as long as England is not built, beautified
and improved to the utmost perfection, as long as any
country possesses anything which England wants, Spain
the gold and silver of America, Holland the Fishing and
other Trades, France the wines, as long as champagne
and burgundy are not drunk in every Parish; some of
these things might be appropriated to England.””

At least the erstwhile Turkey merchant cannot be
accused of lack of optimism. -

v

Under which category of thought is the system of
economics analysed in the preceding pages to be put?
The question is one of some importance,

* Cesriderations wpew the Eart India Trode, 1701 (1139, g- 3), pp- 55-9- % Ibid., pp. §4-5.
10
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The answer depends upon the view taken as to what
was the dominant consideration in the minds of the men
of the time. The time was one of intense international
rivalry,’ and the economic writings of the time envisage
the economic problems of the day as primarly bearing
upon the international position of the Nation. “To
buy cheap and sell dear *** was not the maxim of the ortho-
dox free trader, but seemed the obvious policy to pursue
in order to 6ust Holland and to rival France. The phrase
was, in other words, applied to the economic activities
of the State considered as an entity, and did not primarily
apply to the individual merchant at all. Indeed, the
current assumption that the State might lose though the
individual gained made it obvious that any facile co-
incidence of private and public advantage was not yet
part of the intellectual equipment of the time It was
only when the identification of private with national
profit began to be made that any advance could take
place. :

The theory of employment outlined in the previous
pages was justified on the basis of the current theory
of international trade, and is thus 2 mercantile theory
in the Smithian sense of the word. The peculiar
importance of the international trade views of the day
has been, to my mind, unfortunately obscured by the
extension of the meaning of the term “ Mercantile
System ” to cover a wide ground—that in which it is
co-extensive with State power in an absolutist sense.

Another view has recently been trenchantly stated by
Professor Levy.* He sees in the labour theory of the
Restoration the promptings of the Puritan conscience,
transforming itself by contact with economic facts into

* G. B. Herts, Exglish Public Opinion after the Restoration.

2 * Theart is when we deal with strangen, to sell dear and to buy cheap.” Fortrey,
loc. cit., p. 29.

3 Alctter to the Honourable A(rthur) M{oore), Commissioner of Trade and Planta-
tion, 1713. fo2g, e. 9(20): *A merchant may gain a thousand pounds to his country
and yet gain nothing, nay, even losc by the adventure himself.” “ In what any single

© shall be a loser, there, endeavouns will be made to hindes the publick gain.”
ortrey, ibid., 12.

4 Kcomemic Liberalizm, 1913.
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a half-fledged theory of laissez-fairs® Genetically
regarded, this view cannot lightly be dismissed, yet it
appears to be somewhat exaggerated.

(1) The influence of Puritan thought seems wun-
donbtedly most marked in the emphasis placed upon the
evils of idleness. In so far as the economists of the time
urged reformatory methods. they were no doubt pro-
foundly influenced by the Puritan theory of morals.?

(2) The harshness of tone towards the poor attri-
buted to this ground can be exaggerated. Thus William
Goffe, a regicide and a Puritan,® argues that “ the poor
ought to be encouraged and mercifully dealt with, and
kindly used, until their slow hands be brought to ready
working and ought at first to have the highest price the
commodity will bear to themselves ¥, the expenses of
training to be paid by the parish.t So Firmin, who
argues for his scheme on the ground that it will ease the
minds of “all that have any bowels of compassion ”
and increase their enjoyment of the good things of this
world, as well as making property more secure and con-
firming the hopes of Christians,® and appearing among
the elect on the Day of Judgment, pleads for discrimina-
tion: “Do not imagine that all the poor people in
England are like unto those vagrants you find up and down
the streets, No, there are many thousands whose
necessities are very great, and yet they do what they can
by their honest labour to help themselves; and many
times they would do more than they do but for want of
employment.® _

(3) A true theory of laissez-faire would have rested
content with high wages, provided they were the product
of “ natural” laws. The evil influence of high wages

1 See particularly chapters VI and VII.

2 See particularly Cary, loc. cit. : ** Nor is God more honoured than He is among
these industrious people, who abhor vice on equal principles of Religion and good
Huwbandry, Labour being wsually a barrier agaimt sin, which doth generally come is
at the doors of idlenen ™ (p. 166).

3 vide D.V.2.

* loc. cit

$ loc. cit, pp. 9, 1.
¢ loc. «it., pp. 9, 11
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seems, during the period under review, to be far more
‘the expression of an employing class desiring cheap labour
in order to capture foreign markets, an axiom of business
not entirely alien to our own day.' The enterprising
business man of the day was in conflict with the tendency
of his employees to remain content w1th a fixed standard
of comfort. Of course, in so far as “ progressive ” ideas
were the result of Puritanism, the two streams of thought
fused. But it was the theory of international trade
which gave the characteristic turn to the thought of the
day. Moreover, to use the work-house as a means of
beating down wages was not lasssez-faire, but the contrary.
The laissez-faire attitude surely implies an absence of
state aid in any form.*

" The necessity of ousting England’s trade rivals appears,
after all, to have carried the day.

1 Cary was niot, a» we have seen, in favour of low wages.

2 It is worth noting that the pamphlet, the Grand Concers of Ewgland, which, snser
alia, desires the abolition of coffee houses and mage coaches and caravans, it Dot at all
liberally inspired, although it demands lower wages in order to achieve a monopoly of
foreign trade! It is charscteristic of the difficulty of summing up the thought of the
day that Child (who believed in the efficacy of a law to reduce the rate of interest) argued
that wages varied *‘ naturally”. ** Such as our employment is for people, o many
will our people be, and if we should imagine we have in England employment but for
onc hundred People and we have born and bred amongst us one hundred and fifty people,
1 say the fifty must away from us or starve o be hanged to prevent it. . . . by

. remson of the accommodation of living in our foreign plantations we bave evacuated
mare of our people than we should have done, if we bad no such plantations, J say
that decrease would procure its own remedy, for much want of people would pmcm
greater wages and greater wages, if our laws gave encourag would pr wa
sapply of people mthnutd:edmxeofbmdmgthm,ntheDutd;m” Loc. cit., 127

i
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 In recent years British economic $t™"® hag béen enriched

'‘by the incorporation i}nto its .agn'_cstca gy of two new
terms of art: an incorporatic”® Tig significant on

me

¢ other Ameri-
ved

e international

more than one ground. One Goito
can in origin, their adoption po. ;

character of the social and econo® eoigtwf ms of the age
and to the directions whence wf. X i,"flstoming our-

selves to find inepiration ; vagus’a’? - Tinceriain as their
content is, their use indicates a.shift in the centre of
gravity of economic discussinn, fo* hey relate to problems
of production, and their use f thu a sign that that pre-
occupation with' distributional probyms, beginning with
Ricardo, but especially characteristi> of the last quarter
of a century.of British economic :thought, has taken
a new turn, Lastly, the circumstaice that widespread
currency has been given to those new and alien terms in
connection with the public discussion of the questions
to which they relate has created an unfortunate impres-
sion that the economic life of the world is being con-
fronted by novel, vast and mysterious problems, of a

" kind hitherto unknown. The problems involved are
indeed of the utmost importance, but when their char-
acter is analysed, it will be found that they derive their
importance more from a change of scale than from the
novelty of their nature, :

The phenomena to be discussed are capable, if not
of exact, at least of fairly definite statement. Through-,
out the world a conscious process of re-organization
is taking place, involving both the structure of industry
and the methogds of production. To this process the name |
of rationalization has been given. It is many-sided, but
lgsn:'MdrcntnSecﬁonF.oftheB!iﬁahAmon' jon for the Advancement of Seience,
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among the characperiod under r ¢y, o lization
process are ; agr 42 employing cla, 1o, ~owing
standardization %'® foreign markixtput, and 4 “qsing
—in some casef£R, 1O our own

1 7y increasing— ANat per
worker. These ass 1987 Wagrdun'Btional and nsechanteal

changes have, tI' "M% h¢®Tesult of economizing
the amount of la‘l‘;um.’e’ rectly required per unit of out-
put, and—in s “n]t]m‘ he disrribution of goods over
space and time ¥*® 1€ -ationa,ized—of involving also
2 net reduction “BATACED 1ype of 1abour required to place
a unit of outpy’> Y0 € wj; of the final consumer. Given
this trend the’8% W5 3,105 . Will not the opportunity
for finding ™ 2™tV¢ in industries subject to these
processes of chdSI™-" 5o undergo a change ? In other
words, does rational.‘L'zation inevitably bring with it
unemployment due %o the technological alterations
involved ? [ an affitmative answer is given, then part
of the existing volume of unemploym:nt in Germany,
the United States and Great Britain is ot due to causes
Jocal to the area concerned, such as the popular explana-
tions.that unemployment is due respectively to the gold
standard or the pressure of reparations or the Wall
Street slump, nor even to such gemeral factors as the
present fall 1n world prices, but must be directly ascribed
to the technological or structural alterations which are
taking place. Undoubtedly, if unemployment is result-
ing from technological changes, the social problem of
dealing with it is greatly aggravated by the existence of
other local and general causes of unemployment. But
we are not entitled to assume that when the Jocal causes
making for unemployment have disappeared we shall
then find ourselves with unemployment reduced to some
pre-war “ normal ”, for there is no reason to suppose
that in the immediate future the rationalization process
will come to an end. If rationalization does cause
‘unemployment, the post-war “ normal ” may be highb.r,
iperhaps considerably higher, than in the pre-war period.
g‘hus, in the final analysis, we are face to face with the
carious result that one of the most popular of all remeédies
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femk!
(}(‘Tf-jpc rloyment may in itself be one.of she causes
Fix jcip  fhe evil for which a remedy istoi  mnd.
& Ee st requisite in attempting to anal _ he rela-
i 1@ between technical improvements and 2 volume
of ', | aployment is an historical standpoint. The
resis,” (¢ io change is a permanent element in human
societé:- 10 alteration in the structure of society or in
its detaile ' economic arrangements can be made without
some inf erence with vested interests. All abstract
reason ", teach tkD . out mechanical invention
and df»m«??.b and nroved organization the
giater ut of the wo.. . oc®ont population would
never ki \been born: a% ,s¢%  \ce may prove that
without'\ pomy of effort! Q‘giﬂ\isao «in the standard of
life is po.ible—neverthelens® ﬁpﬁ” <»d improvement
may be resisted, and upon grx.‘e\‘.\,\t 3 swndeserve serious
consideration. The problem, 1. gmA°V; "soint of view,
is one of the distribution of the gems and the sacrifices.
No one W sxpect the farmer to rejoice at so bountiful
a crop that it does not pay to cart it to market : to appre-
ciate the significance o\ghe law of diminishing returns is
as important as to understand that the practice all round
of the principle of restriction of output means lessened
material welfare. Neither Robinson Crusoe nor a purely
ymmunistic State would be distressed by the problem
§uich we have to discuss here. Under Crusoe economics,
mechanical invention and improved organization would
allow of increased consumption or increased leisure, or
- both, to the sole person interested; under a purely
. Yommunistic régime, improved organization and technical
‘progress (assuming them to be possible) would increase
the national dividend or diminish the national expendi-
ture of energy, or both, without necessarily making things
worse for anyone concerned, for, ex hypothesi, goods
would be still shared in common. In the communistic
State rationalization might result in unemployment,
but it would not mean, what it may mean under a régime
of private property}a very unequal distribution of +he
guins and losses from the changes taking place—though
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~evén in a communistic $.ate some difference would in
practice have to be made between the employed and the
unemployed in order to./ minish the attractiveness of
leisure to the unemployeu. ‘

The progress of technique has been the characteristic
feature of the Western World since the eighteenth century,
but it was in the early years of the Machine Age that the
problems arising out of the contemporary developments
were most fully discussed by economists.  For this reason
the discussion of the problem of rationalization by the
classical economists has a direct significance for the present

- age : the problem of the “ Influence of Machinery upon
the Condition of the Labouring Classes” which was
debated by Ricardo and McCulloch, Chalmers and Bab-
bage and Senior is in all essential respects the problem
which vexes us to-day. Whatever may have been the
attitude of the popularizers of economic thought, the
original thinkers of the time were by no means so intoxi-
cated with the progress of technique that they failed tosee
that it had its drawbacks. ‘Ricardo, in his celebrated
recantation in the chapter on Machinery in the third
edition of the Préinciples, finally arrived at the conclusion
that the “ substitution of machinery for human labour
is often very injurious to the interests of the class of
labourers . . . the same cause which may increase
the pet revenue of the country may at the same time
render the population redundant, and deteriorate the
condition of the labourer ”,' and, in summing up his
thought, argued ‘roundly that * the opinion entertained
by the labouring class, that the employment of machinery
is frequently deterimental to their interests, is not founded
on prejudice and error, but is conformable to the correct
principles of political economy.” But this view,

¥ Principles, McCulloch's ed., p. 236.

2 op. cit., p. 239, of. thi» with tie utterances of a more modern pessimist : Capatal~
istic rationalization, in the absence of constantly expanding foreign marketa is ** driven
back upon the home market : and there it defeats itself and creates around it a desolation
of unemplo t and human decay ™. Labour * deprived of its indcpendent tource
of income (. Ricardo's ™ Grom Revenue ') ceases to be effective in the market a a

buyer, and thus defests the aim of the reduction in costs which has been achicved .
G. D, H. Cole, Tbe Next Ten Tears, p. 109 .
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though it :'ix{- be kn;% _"{Nnjsh(dequate grounds, was
based by Ricardo on =e), s sguirh must be regarded
as untenable. Charlédiz?gm . ™ the most fervent
contempor ,¢* ¢ postle ¢ 8 F4%pplication of scientific
method to economic lifes gm:usses the whole issue very
admirably in his werk € §> the Economy of Manufactures.
Whilst reduced prices, *consequential upon the use of
machirery, have "R.endency to re-absorb the labour
inevitably displaced, yet in order to prove ‘ that the
total quantity of labour is not diminished by tle intro-
duction of machines, %% must have recourse to sorae other
principle of our nature.”” This principle turus out to
be the influence of the increased potwer to enjoy upon the
desire to enjoy : ““ He who has habitually worked ten
hours a day will employ the half-}"ur saved by the new
machine in gratifying some other“a.nt ; and as each new
machine adds to these gratificar<,, - new luxuries will
open to his view, which continued enjoyment will as
surely render necessary to his happiness.” But this opti-
mistic psych_.«ogy of wants does not prevent Babbage from
stressing, (4) the effects of new machinery in redistributing
the demand for labour, so that * considerable suffering
among the working classes ” results, (5) the increased
competition- which rationalization sometimes induces
among the workers, for “even though the increased
demand for the article, produced by its diminished
price, should speedily give occupation to all who were
before employed, yet the very diminution of the skill
required, would open a wider field of competition
amongst the working classes themselves ?, (¢) the diffi-
culty in deciding whether, when improvements were made,
the process of displacement should be gradual or
immediate : “ the suffering which arises from a quick
transition is undoubtedly more intense: but it is also
much less permanent than that which results from the
slower process : and if the competition is perceived to be
petfectly hopeless, the workman will at once set himself

! This and the following citations are taken from the fourth edition of the Ecysomy
d’”‘“fm‘ll 1835, paras. 404407, : :



250 GOLD, UNEMPLOVIENT AsD GorepryaLism
o “

to learn a pew dep'&' Scate some ¢'art.” In the end

.Babbage was drivrm‘ide between T'very doubting tone:

“That machines d87 105" minishtheir first introduction,
invariably throw huma: . ar out of employment,
must be admitted; and it'has been maintained, by
persons very competent to form an opinion on the subject,
that they never produce that effect. The solution of
this question depends on facts, which unfortunately
have not yet been collected ”, and he makes a powerful
E.lea for further statistical information, which after the
psc of a century, one is still forced to echo. .
Neitier Chalmers, who believed in the doctrine of the

)Wagc Fuad, nor Senior, who did not, denied that the

effect of machinery might be to increase unemployment.
“It is not the true vindication ”, argues the former,
“ that the making of the machines opens so great a source
of employment, that the making and working of them
together take up as many hands as did the making of the
commodities without the machines; for, in this case,
there would be no abridgment of labour, and no advantage
to master-manufacturers in setting up the machinery.
And it is not a sufficient vindication, that, when an article
is cheapened by machinery the demand for it is so much
enlarged, as still, in spite of the abridgment in labour,
to require as many, if not more, labourers for its prepara-
tion as before : for this, though true of many, perhaps
most trades, is not true of all.”* The true defence is
that “ the fund, out of which wages come, is left un-
impaired ”. Senior’s general position cannot be shortly
described, but he does at least admit that when the'
demand is inelastic, employment declines, though this
is to him the exception. Citing the case of a screw
which “in the manufacture of corkscrews, performed
the work of fifty-nine men ”, he argued that this example
“is as unfavourable to the effects of machinery as can
be proposed : for the use of the commodity is supposed
to be unable to keep up with the increased price of
production, and the whole number of labourers employed

% palisicel Ecowemsy, Appendiz Note B on Machinery, p. 6.
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on ¢t is, consequentf’ "_L-b\i\nishcd. This, however, is
a Very rare occurrence.; . 4 0}1;1;31 effcct of an increase

A ffmhty of providing,, ... " »dity is so to increase
its corlsomiption as to occas:l.mﬂxe_employment of more,
not less, labour than before.””

The classicai school had thus, by the middle of the last
owmtury, resolved the problem into its constituent parts.
% “Jer what conditions will rationalization involve

.saemployment in (4) 2 single industry (5) in all industriesz
-caken (‘* & 2a% Or, is there some inherent “ principle of -
human &7 S “Pupon which ren.¥se can be placed to
solve the problem, after transitional effects have been
overcome ? Those were, and remain, the fundamental
issues which have to be faced.

Available / ures do reveal impressive improvements
in productid} % recent years, and gain added significance
when placed'r% juxtaposition with figures relating to
employment. An increase in per capita and aggregate
output in a single industry accompanied by a declime in
the number of workers engaged does not, of course,
necessarily imply the existence of'e ny unemployment
at all, since an industry normally loses a certain percen-
tage of its workers every year, and if the rate at which
new entries take place is adjusted to the new technical
conditions, the consequences of technical improvements
cin only be judged indirectly. An increase of aggre-
gate and per capita production over industry, generally
accompanied by growing or stable unemployment, does,
however, suggest that the rate of improvement is for the
time being so great that, over the range of industry
- covered, the chances of employment are diminishing :
though unless the unemployment returis cover the whole,
Or a very significant part, of the employable population,
it may still be the case that, indirecily, the effects of
rationalization are being offset, in whole or in part, by
an increase in the volume of employment in the occupa-

. tions not recorded in the returns. And since production
figures are biased by the choice of base years, the incidence

T Plisicol Ecenemy in Ency. Metropelitana, 1850, p. 166,



252 GOLD, UNEMPLOI‘MEN%/"@ CAPITALISM

of the trade cycle, changes # S0MQemand for particular
commodities and the ]%,uet\?egr" even the co-existence
of increasing aggre/ ™ ;,9}; AT per capita output with
increasing or stable unéntioymeant is not by any means a
completely valid test of the relationship between the
elements in the problem. _ |

The best advertised figures are undoubtedly those
relating to the United States. Put into their simplest
form, the Census of Production figures show that between
1919 and 1927 (the last a year of comparative depression
of trade) the number of workers in the four main divisions
of American industry, viz., agriculture, mining, transport
- and manufacturing, declined by 7 per cent, quantitative
output increased by 2o per cent, and output per worker
by 30 per cent approximately. The figures adduced by
Mr. Woodlief Thomas carry the same implications with
them : they relate to a comparison of the years 1918-20
as base with 1924-6.*

INDEX AT BEGINNING OF PERlOD=1I00

Workers. | Output. [Outputper
Worker.
Agriculture 1924-6 95 1123 118
Mining » . e 100 127 . 127
Manufactures ,, .. 91% 1284 140%
Railways »  ee 91} 100 109
Average 5 -- 93 120 129

Accurate unemployment figures for the U.S.A. do not
exist: estimates exist for, 1928 which vary from
1-9 millions to 2-6 millions: one estimate for 1927
Wwas 4,000,000, whilst another authority gives an estimate

t Some of the material cited below has already been made wse of by me in an article,
* Is America Prosperous ? "’ Ecomemica, No. 28, pp. 7-8.-

* Woodlie! Thomss, “ The Economic Significance of the Incressed Efficiensg of
Ametican Industry ™ in American Ecomomic Review, Supplement, 1928.
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2,000,000 in 1927

A census of production does not exist in Germany.
The revisf } index of production recently published by
£, Turigat fir Konjunkturforschung (Base 1928=100;
Cosepr®. 2-thirty-one weighted industrial groups) shows
that procﬁzction rose from a figure of 69-5 for 1924 to
101 in 1929. In the year of rationalization, 1925, the
index rose to 83-3, fell in the slump of 1926 to 79 and
reached 100 in 1927. Whilst the maximum number of
applications per 100 places available reached a peak at
the beginning of 1926 (in the period 1924-9), and the
employment situation 18 marked by great seasonal
vaniations, nevertheless a competent German authority
points out that in 1929 “the rise in unemployment, as
compared with the previous year, practically corresponded
to the increase in the number of available workers caused
by the age distribution of the population. In 1929 it
was thus no longer possible for industry to absorb this
‘increment.”” Some interesting figures are cited by the
same authority, illustrative of the growth of efficiency
in particular industries. In the Ruhr coal industry, for
instance, the total number of employees declined by
10 per cent between 1913 and 1928, whilst the output
per employee rose by 26 per cent. In 1929, production
per employee rose another g per cent up to June, whilst
employment fell another 2 per cent, though the monthly
figures are clearly affected by seasonal changes. In an-
other industry directly competitive with British industry,
the facts are even more striking : “ The index of labour
efficiency in the German machine industry, using the
first quarter of 1926 as a basis, averaged 142 per cent
for 1929, as compared with 133 per cent for 1928, 142 per
cent for 1927 and 126 per cent for 1926.”

Even in the case of Great Britain, which is generally
regarded as having lagged somewhat behind in the

 Recent Ecomomic Changes in the U.S., 2 vols., 1929, v. Vol. 11, pp. 464-78.

3 Germany's Economic Develepment during the Second Half of the ¥ ear 1929, published
by the Reichs-Kredit-Gesellichaft, 1g30.

A Germany's Ecomomic Development, etc., . 14

which varies from 42 .,000 Lﬁ,.;ugzl to a minimum of
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‘rationalization movement, more than one piece of evid-
ence is available which suggests an increasing productivity
as one of the immediate causes of unemployment. Quite
apart from the recent speeches of industrial leaders at
company meetings representing such diverse products
as cement, transport and rubber tyres, the production
index of the London and Cambridge Economic Service,
when placed in juxtaposition with the employment
figures, reveals a far more rapid growth in the former
than in the latter. Thus between 1924 and 1929 the
combined index of production rose from 100 to 116-2:
the employed population over the same period increased
from some 9,500,000 to 10,020,000 persons, Or some
7 per cent, whilst unemployment was greater by nearly
4 per cent. No doubt the position in Great Britain i
extraordinarily difficult to weigh, since world factors of
any sort unfavourable to- trade and industry are likely
to affect this country to a greater degree than more
sheltered areas. Nevertheless, the figures do suggest a
growing divergence between the movement of production
and the movement of employment,

Whilst the foregoing analysis may be sufficient to
establish a presumption that in recent years the process
of rationalization has been responsible for the creation
of part of the existing volume of unemployment; in the
end one is forced back upon general economic reasoning.
Three general sets of circumstances have to bé examined :
the motive of rationalization, the circumstances under
which rationalization takes place and the methods of
rationalization actually adopted.

(1) The first point is simple. The motive of rational-
ization is in all cases to reduce costs from the standpoint
of the capitalistic producer : it is not the reduction of
“ real ” cost or “social ” cost. It may very well be the
‘case that a process which reduces pecuniary costs from the
capitalistic point of view also reduces “ real ” cost: a
new technique may involve less actual psychic strain
to the worker employed. On the other hand standardiza-
tion may involve elements of social loss: a lowering. of
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the standard of skill or reduction of the creative and
zsthetic element in work. It follows from this that
whenever wage costs per unit of output form a substantial
clement in the price of the product per umnit before
rationalization, it will pay the producer to reduce that
cost, if necessary, by the displacement of labour by
mechanical instruments. It does mot follow that un-
employment must ensue, since we have still to ‘take
account of demand for the product, and of the indirect
effects of the economies introduced. But unemploy-
ment may follow. And from this point of view it is
important not to overlook the circumstance that the
attractiveness of reducing wage costs per unit of output
is not an absolute magnitude : it is a function of the wage
cost itself and of the economies to be realized by alterna-
tive processes, Now it is at least significant that at the
present time the rigidity of wage rates is a striking element
of the economic situation in this country: all other
prices are falling but the price of labour is not. The
same is true of Germany : at least as regards unskilled
labour. In 1929 *‘weekly wages on standard time
schedules ** of unskilled labour were between 7§ per cent
and 8o per cent above 1913 : the cost of living was only
about 5§ per cent above the pre-war level. Inthe United
States, the check to immigration has given labour some-
thing like a quasi-monopoly. Under these circumstances,
to economize labour as much as possible reprments merely
ordinary business prudence.

(2) The effect of rationalization upon the chances of
employment obviously differs when the striving after
economy is the result of a period of intense demand for -
goods and services of ail kinds, or when the striving after:
economy represents an attempt to meet the exigencies.
of falling prices or of an unfavourable economic situation |
generally, The war period represents the first alterna- |
tive, the present moment the second. During the war,
rationalization was forced on because there was an in-
satiable demand for goods, at a time when a large propor-
tion of the able-bodied workers of thc country were
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absorbed by the Army. At the present moment, when
industry is suffering from a contraction of the market
and when, on other grounds, there is already a surplus
of labour available, the position is obviously different.
Again we are not entitled to assume that unemployment
must ensue, for we must again deal with the demand side
before we arrive at a final conclusion, but in general it
is at least clear that unemployment is more likely to ensue
from rationalization than was the case during the war.

(3) Lastly, as regards the methods of rationalization.
Here, of course, the task of analysis is complicated by the
fact that a large variety of rationalization methods can be
distinguished, the effects of which on the employment
situation (even without taking demand conditions into
account) may be very different.

(@) So far as so-called “ Financial Rationalization ”
is concerned, that is, the writing down of book values
and the consequential cleaning up of the balance sheet
position, there is obviously no direct connection with the:
problem of employment at all. ‘

(5) But financial rationalization when it means—as
it increasingly does—a greater degree of integration of
enterprises, does affect the employment situation directly.

"When integration involves concentration of parti-
cular types of output at different works, then, m so far
as different degrees and kinds of skill are involved, a pro-
blem of mobility at once arises, for grades and types of
labour formerly required at more than one point are now
required, perhaps, at only one point. The greater the
d‘j:giculty of getting labour to move, the greater the
chances that the further consequences of concentration—
improved processes, eliminating the kind of labour which
is difficult to obtain by -substitution of another kind,
or the replacement of labour by machinery—may throw
a particular kind of labourer out of work altogether.
At the very best one is then left with the problem of
re-absorption in another direction. R
_ (¢) Standardization of types, whether occurring as a
" result of concentration of output at certain points within
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an integrated group rtarming part of a wider industry,
or whether occurring’s eg result of deliberate agreement
by all the producects, forn an industry, has also a direct
bearing on the l#a suppose;tion, in so far as repetition’
work in and of itself erts alress the further use of machin-
ery and the substitution of sxrplovby unskilled labour.

(d) Lastly, we are left witn certain_rationalization
methods which have as their object not the direct cheapen-
ing of the product, but control over the market, through
common sales-organizations of onej 58%d or another.
Their effect on the employment situg®® . obviously turns
on the price and sales policy adopt %i: and they thus
involve the question of demand, to which we must now
turn.

In considering the relations between rationalization,
the market and unemployment, there is one obvious point
which tends to be lost sight of in popular discussion.
The degree of rationalization which “ pays > is not an
absolute magnitude, but depends on the *shape of the
demand curve”. Thus a complication is introduced
through the circumstance that the point of optimum
econommy in production may involve a volume of output
which, i it is to be sold, reduces the aggregate return
below the maximum attainable if a smaller volume had
been produced and marketed. In such a case—which
cannot always be for~seen in advance—and given the
absence of effective ¢ ‘é \petition, the economies in labour
cost may be eaten uj &« rise in the overhead cost, and if
there has been a refluction in the volume of labour.
directly employed, there are not necessarily any resources
available by which that labour can be indirectly absorbed.
The consumer pays the pr*,, ‘%hich brings the maximum
aggregate return. Unless tnis price is lower than the
price previously ruling, he cannot increase his expenditure
i other directions. The price need not be lower, because,
though prime cost may be lower, supplementary cost, for
the volume actually sold, may be so much higher as to
lead to no general lowering of cost at all. In other words,
ratienalisation undertaken on technological grounds;

17
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iwithout taking into account denyred conditions may not
increase the aggregate nationAtrdividend and so may
‘create an unemployment probhere isich it cannot solve.
And we have no right to assrt0n is obje race of rational-
izers never makes a mistake assurhe

Returning now to t'2gaihéral problem, we necessarily
employ concepts which®are familiar to all students of
economics.

(@) If the demand for an article has an elasticity
greater than unity, a reduction in its price results in a more
than proportionate increase in the quantity demanded.
Thus, even in a rationalized industry, in which labour
cost has been reduced, the greater the elasticity, the
greater the derived demand for labour, and the greater,
therefore, the opportunity for re-absorbing labour and of
adding to the total quantity of labour employed. But
bow much labour will be needed, depends not only on the
state of demand, but on the technical conditions in that
industry. .

(3) Even if the derived demand for labour sn #his
sndustry has an elasticity of less than unity, yet provid
that the demand for the product of the industry has an
elasticity greater than unity, the indirect derived demand
for labour may have an elasticity greater than unity.
For the machinery and other equipment used by the
industry has itself to be created by means of labour,
and, if the output of the industry is expanding, it requires
an expanding plant. Thus the increased demand for
labour in equipment industries which marks the first
stages of a rationalization movement calling for large
quantities of new equipment may continue after the first
stages have been passed. But too much must not be based
upon this. For if rationalization is a continuous process,
it will affect not only the industries supplying consumers’
goods in the narrower sense, but also the industries
subserving these industries.

Optimistic interpretations of the rationalization pro-
cess will generally be found to be based upon the 2ssum
tion that what is true in some cases is necessarily true in
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The demand for certain popular luxuries is no doubt
highly elastic, but it is equally clear that the demand for
agricultural products, for example, is not. There is no
reason whatever to suppose, therefore, that an all-round
cheapening of products already available will necessarily
absorb all the labour unemployed in consequence of
, technical changes, though no doubt that will be the case
to some extent. But to what extent is unfortunately
unknown.

Nevertheless, is it not legitimate to argue with Babbage
in the passage »lgedy cited that, “as each new machine
adds to these griurications, new luxuries will open to his
view ” ! or with Professor Robbins,® that the elasticity
of demand.for labour in general is greater than unity ?
Since rationalization reduces the quantity of labour
required for the production of the existing quantum
of material welfare, in other words, will it not be possible
to add to that volume of material welfare ? Or must we
argue with Mr. G. D. H. Cole that rationalization ““ might
succeed in lowering substantially the cost of producing
each unit of the national cutput : but it would only find
itself unable to make use of the great new productive
power of which it had become the master. For the
problem of production cannot be solved unless the pro-
blem of distribution is solved with it ; and the lowering
of the unit cost of production, unaccompanied by a
pouring of fresh purchasing power into the pockets of the
consumers, will only mean a more determined policy
of restricting output and a widening circle of unemploy-
ment » {* ’

But, in the absence of falling prices due to monetary|
causes taking place coincidentally (which, as we have"
already had occasion to point out, intensifies the employ-
ment problem) rationalization invelves an increase of the
monelary purchasing power sn the hands of the consumer. :
So long as money incomes in general remain the same,

1 * Economic Effects of Hours of Labour”, by Prof. L. Robbins (Ecevemic Fomrasd,
March 1929, p. 25).

¥Tbe Next Tem Tears, cic., p. 116,
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the margin between money incomes and expenditure goes
up in those cases in which the elasticity of demand for
products of the rationalized industries is less than unity:
or the cheapening of the articles results in a larger aggre-
gate consumption of them, or, if the articles in question
are subject to quasi-monopolistic conditions, the same
amount is spent on them as before, but profits in the
industries producing them increase, and larger profits
mean additional purchasing power in the hands of entre-
preneurs. ‘The problem as stated by Mr. G. D. H. Cole
13 not the real problem at all :(the real problem is : what
use will “ consumers » make of the margin of purchasing
power now available as a consequence of rationalization ?

- If the answer to this question is that consumers will
devote it to the satisfaction of new wants, then it will be
true that in the long run rationalization will not involve
unemployment. But the run may be a very long
one : not only because a transfer problem is involved, but
because the newer industries themselves will not in all
E:obability require as much labour as they might have,

d not the whole atmosphere of industry been im-
pregnated with the ratiomalization spirit. From this
point of view, an increase in the demand for those
personal services which are least affected by the progress
of mechanical improvement will help to solve the pro-
blem more easily than a demand for goods the production
of which requires the direct application of labour to a
smaller extent. The growth of the “ service industries
in the United States has been expressly adverted to
by the very able group of American economists who last
year published their Survey of the developments of the
last decade in the United States.”

But consumers need not devote their available
resources to the satisfaction of new wants, They may
decide to “ hoard ” their savings in the technical sense
described by Mr. D. H. Robertson in his Banking Policy
and the Price Level ;) or, in other words, they may desire
to keep more of their resources in 2 liquid form. If

* Receat Ecomewic Chasges, vol. L p. zvi. )
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this hoarding takes place on a large scale a cumulative
pressure is exerted on the price level, and the difficulty
of absorbing labour is #pso jﬂcto increased. In the cease-
less combat waged in the human mind between the desire
for greater gratification on the one hand and the desire
for greater security in the shape of holding free resources
on the other, it is not at all times true that it is the former
passion which gains the upper hand. At the present
moment it would appear as if the desire to abstain from
additional consumption were more important than the
critics of current standards of consumption would be
prepared to admit.

However that may be, the problem of transfer that is.
in any case involved is one of sufficient difficulty. Con-
trary to general opinion, even in countries like the United
States, with a high degree of labour mobility, transfer
may involve not only considerable loss to the individual
but also considerable delay in point of time : as appears
from an interesting piece of evidence presented by the
Brookings Institute of Economics to the United States
Senate Committee on Education and Labour in the
course of their investigation of unemployment in the
United States in 1928-9.

. I Semmary of Tastimony and Repors of Instituts of Ecowomics of the Brookings Iustitn-
tiew by Iridor Lubin, documented, p. Soo-1 +— ’

*“ Ao investigation recently made by the Institute of Economics of the Brookings
Institution reveals that most of the displaced workers bave great difficulty in finding
oew lines of employment ance they are discharged. A survey of some Soco workers
in three industrial centres revealed that the newer industries arc oot absorbing the
joblem as fast as is usually believed. ‘

‘" Almost cne-half of the workers who were known to have been discharged by
cerizin firms because of curtailment in employment during the year preceding were
still without jobs when interviewed by Institute of Economics investigators. Of
those stili unemployed over 8 per cent bad becn out of work for a year, and about one-
balf had been idle for more than three monthe. Among those who had succeeded
in finding work, some had had to search for jobs for over a year beforc finally being
placed. More than one-half of those who had found jobe had been in enforced idlenes
for more than three months before finding employment. Only 1o per cent had been
suceensful in finding new jobs within a month after discharge. .

*“'The new jobs, moreover, were usually secured at a sacrifice in earnings. Some
workers, 1o be surc, were fortunate enough to find employment which paid higher
wages, a1 was made evident by the fact that about one-fifth of them were making more
money on their new jobs than before discharge. Forty-eight per cent, however, were
receiving lower wages and about ooe-third were earning just sbont the same amount
& they formerly did. . [comtimund
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We have now arrived at the point at which it is neces-
sary to apply the foregoing analysis in 2 more directly
practical manner.

- (1) Since the rationalization movement is inter-
'mational in character; and, since it undoubtedly results
in most cases in a reduction of cost per unit of output,
no single country engaged in international trade under
tcompetitive conditions can hope to contract out of its
.consequences, good and bad, except at the expense of its
‘international trade. This is in itself a sufficient reason
for pushing ahead with rationalization in this country.

(2) In the short run, rationalization is not a remedy
for unemployment but, on the contrary, is itself a factor
in making for unemployment, except to the extent that
it stimulates demand n the constructional and equip-
ment industries. But since a loss of markets due to pro-
gressive reductions.in prices by rationalized industries in
other countries also adds to the volume of unemployment
in this country, the short run evil of unemployment
in this country changes in character, rather than grows in
volume. Industries are in part depressed because local
costs of production are too high and unemployment
ensues, Rationalization reduces costs but, until the
lower costs have helped the industries in question to
regain their market, and expand it, unemployment will
remain. But unemployment resulting from rationaliza-
tion is a lesser evil than unemployment resulting from
relative inefficiency. '

(3) In the long rum, since rationalization effects a

‘ 1lowering of real costs, then, given a desire for a rising

* And what kind of jobs did these men finally secure ? Trined clothing cottens
with years of cxperience had become gasoline station attendants, watchmen in ware-
bouses, timekeepers in stecl plants, and cled in meat markets.  Rotary pres operton
were prening clothes in tailor svhops. Machinists were selling hogiery for mail-order
bhowses, Welding machine operators were mixing salves for patent medicine manu-
facturers. A significant number of men admitted frankly that after some months of
enforced loafing they had taken to bootlegging. .

“ It is evident that 4 large number of the workers now being displaced from industry
are being forced into unskilled trades at 2 sacrifice in carnings and a cousequent lowering
of their standards of living. At the same time they are being made to bear the burden
of uncmploymaent, for which they are in no way responsible and over which they have
no control” .
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standard of life, there is no reason to suppose that the
volume of unemployment will not again fall. But, in
the absence of any definite knowledge of the elasticities
of demand for different products, we cannot foretell
in what directions an increased demand for labour will
manifest itself. Both American and British experience
would seem to show that the demand for labour in the
existing body of industries is likely 1o shrink, absolutely
in relation to the population, relatively in relation to the
output : whilst every increase in the technical knowledge
available to industry will make the demand for labour
in relation to output smaller in the new industries, the
rise of which we have every reason to suppose (to judge
from past experience) will accompany reductions in
real costs in the existing industries. Thus the occupied
population in the fature is likely to be less *“ industrial-
ized ” than in the immediate past: and the growth of
trades and occupations outside the narrow concept of
“industry ” will continue as rationalization proceeds.

(4) The most optimistic view of the situation must
take 1nto account the fact that a grave transfer problem
is involved, and that monetary and other circumstances
having nothing directly to do with the rationalization

roblem may accentuate the difficulties of transition.

e first and most obvious step in the direction of amelior-
ative measures must therefore be an increase in the mobil-
ity of the working population. o

(5) In estimating tﬁe probable duration of unemploy-
ment resulting from rationalization, account has to be
taken, not only of the state of technical knowledge, but
of the movement of the population. Since rationaliza-
tion produces its most striking results when the aggregate
demand for a product continually increases, a stationary
population (and the most advanced nations are tending
to stationariness of population), places a limit to the
expansion of output in each of the several directions
in which the economies of large scale production are most
strikingly displayed. At the same time the decline in
the aumber of new entrants into industry, which is to be
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expected over the next few years, will diminish the
immediate pressure. But it is quite possible that the
normal level of unemployment will be higher in the
future than in the past; in which case, unemployment
will cease to serve as an index of material well-being.
The paradox of a rising standard of life with a higher
level of unemployment may well be the result of the
present tendency in industry,

(6) On the other hand, there are not wanting examples
to show that demands for new products and services can
be stimulated very quickly, provided they are sufficiently

cheap : and there is therefore no reason to fear that we
‘'shall all “ starve in the midst of plenty”. What hasbeen
true of the motor cycle, the motor car, the gramophone,
the radio, artificial silk, the cinema, the popular press,
books, travel facilities, greyhound racing and the rest
will surely also be trie of the future. No doubt we
shall have to give up the belief that * national power”
is to be measured by a high percentage of occupied persons
in a few “ staple industries ” : but just as we no longer
think of measuring our “ national power” in terms of
agricultural output, so we shall gradually see that those
countries which have the highest standards of life ought
to be those employing the largest proportion of their
populations in the supply of * luxuries ”.  All that stands
in the way are economic and ethical standards no longer
appropriate to the tendencies at work. :
(7) There is an obvious relationship between the pro-
gress of rationalization on the one hand, and the possibili-
ties of a shorter working day and higher earnings from
labour on the other. The rise in the standard of living
and the shorter working hours which have characterized
the progress of industry in the last hundred years were
both conditioned by increased productivity : though
it may be true that, unless Labour’s demands had been-
made, the spur to further invention and discovery might
have been m part lacking. But at any given moment
a balance must be struck between the demand for higher
earnings and the demand for more leisure, for, if both
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demands are pushed to such an extreme that, if either
were granted, the whole benefit of increased productive
power would be exhausted, then the grant of the one
excludes the grant of the other : and if both were, under
these conditions, simultancously asked for and granted,
a new disequilibrium of costs and prices would be set up
which would inevitably cause a new wave of unemploy-
ment until farther advances in technique and organiza-
tion had been achieved.

" A shorter working day and higher wage rates are, of |
course, frequently defended, not on the Ilegitimate |
ground that society can afford them with increasing .
productive powers, but on the ground that they are:
direct means for reducing unemployment, because they
“ spread work ”” and stabilize worgg class purchasing
power”. Unless accompanied by increasing productivity, :
however, they are incapable of achieving these results:
for a shorter working day without a larger output would
either involve lower wages or rising costs per unit : and
rising money wages without increasing productivity.
would also result in disequilibrium. But given increasing
productive powers, it is possible to lower prices to the
consumer and pay the same wages as before for a shorter
day or, with the same lower cost to the consumer, pay a
higher wage for the same working day. Growing
productivity, in fact, gives society a margin to “ pl:g
with ”?, and this margin is the source out of whi
unemployment can be relieved. But we have no right
to assume that the process works without friction or that
the fears of the workers are based entirely on “ prejudice
and error”., In the end, one must rest one’s hopes on
the known elasticity and responsiveness of capitalistic
society : an organization which was capable of surviving
the shocks of the war and post-war period is hardly likely
to perish because it is learning to turn the arts of produc-
tion to still better use in the future than it did during the
last one hundred and fifty years. '
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Two features of the present crisis puzzle the general
public. ‘The first is related to the external situation of
Great Britain ; how it is possible that relative stability
of the internal price level should co-exist with a failing
dollar-sterling rate of exchange ! The second is related
to the internal sitnation of the country; it is the co-
existence, on the one hand, of unemployment upon a
great scale, correlated to under-employment of existing
plant and machinery and- the accumulation of stocks of
raw material, and, on the other, a sitvation in the money
market characterized by a low yield upon gilt-edged
securities and low levels of rates for the use of short
term money in the open market. In what sense is the
first series of phenomena—the economic factors in the
situation—related to the second—the monetary factors
in the situation ! Can it be assumed that it is the “ un-
employed money ” which is the cause of the unemploy-
ment of the technical means of production ! And suppos-
ing that the chain of causation runs from money towards
goods, employment and better trade, what is the precise
mechanism by which the motive force can be harnessed
to the machine which it is intended to operate ?

Tt is desirable first of all to clear the ground of certain
popular fallacies. During the first two years of the present
depression, public opinion was inclined to attribute the
prolongation of the crisis to the insufficiency of the
absolute volume of credit: all would be well if only the
volume of deposits could be increased. In the past ten
months, during which the volume of bank deposits
has shown an uninterrupted rise, less has been heard of
this particular complaint. This is not surprising, in view
of the fact that while the deposits of the nine clearing

! Reprinted from the W ormisster Bank -Review, December 1932
- “ . .
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banks have risen from a minimum of [1,621,000,000
in February to £1,859,000,000 in November, unemploy-
ment has shown no marked sign of decreasing. In place
of this complaint there has arisen another—that there are
“ unused millions ” in the banks of the country, which
the bankers are unwilling to utilize. In fact, it is not
uncommon to find the existence of low rates being quoted -
as a justification for the presumed existence of the unused
millions, and the unused millions then being used as a
justification of the low rates of interest now ruling in the
open market. To proceed along this line is, of course,
merely to argue in a circle. There is a sense in which
it is true that the position of open market ratesis connected
with the general banking situation and particularly with
the volume of deposits held by the banks at any moment.
This inter-connection, however, does not lead to the
inference that there is any unused money lying idle in the
banks. The ultimate explanation of the prevalence of
the belief in the nznunsed millions awaiting employment in
the banks of the country to-day lies in the circamstance
that in recent discussions in professional economic and
other circles much use has been made of the concept
of “ hoarding ”’, and much has been heard of the hoarding
of money in America and elsewhere. It is important
to note, however, that the prevalence of a desire to hoard
does not by any means involve any actual surplus of funds
(in the sense of unused funds) in the coffers of the banks.
It is not even true that a desire to hoard on the part of the
public involves any absolute increase in the volume of
currency in the hands of the public, if one is thinking
of a rather simpler stage of the same phenomenon.
Suppose that there is a community in which there
circulates ten millions of inconvertible currency units
which for special reasons cannot be increased : they will
not be diminished, because no one is willing to sacrifice
purchasing power. What would hoarding in such a
community imply ? Not that the actual supply of units
ad either increased or diminished, but only that those
ividuals into whose possession they had last come were
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unwilling to part with them. At any particular moment
of time the units must be in the possession of someone :
hoarding, under these conditions, simply implies a general
unwillingness to get rid of stocks of currency, ie., to
spend money, and that those whose stock is larger than it
usually is will not reduce it to the normal amount.
‘This, of course, also means that those whose stock is less
than normal, if they desire to hoard, must try to tempt
those with more than normal stocks to sacrifice part of
them by the offer of goods and services at increasingly
attractive prices, The test of whether hoarding (that
is, holding purchasing power rather than holding goods
or enjoying services) is going on or not is to be found in the
behaviour of the price level, not in the increase or decrease
of the total stock of the “ money ”’ of the community.

What are the consequences of the desire to hoard
when there is a banking system ? Sometimes, as in the case
of the United States in the early part of this year, hoard-
ing may be combined with an intense distrust of the
banks. In that case, there will be both an increase in
the cash holdings of the public and a reduction of the
deposits of the banking system ; for the cash holdings
of the public will have been acquired from the banks
through a reduction of their deposit balances. Assuming,
however, that no such distrust of the banking system
exists, a legitimate assumption in the case of Great Britain,
how does the process then work out ?

So far as individual depositors are concerned, the
problem is relatively simple. The income of individuals
depends upon the expenditure of others, including under
“others” governments and municipal bodies, whose
income 13 derived in the main from taxation, and quasi-
public bodies, whose income, like that of rentiers, depends
upon the ownership of securities or. property of one kind
or another. Hence, if there is a general desire to hoard,
that is, to reduce expenditure, there will be some individ-
vals whose expenditure falls faster than their income,
some whose income and expenditure fall pari pdsss, and
some whose income falls faster than their expendituee.
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Compared with their former position, the first class
will have more-deposits, the last less deposits and the
second class the same deposits, :

The problem, so far as the banking system as a whole
is concerned, is much more complicated, for the effect
of borrowing has to be considered. The amount which
banks can lend must be distinguished from the amounts
which individuals, concerns or governments are desirous
of borrowing, The lending capacity of the banking
system as a whole is immediately increased by a rise in
the volume of its cash reserve ; the desize to lend is con-
ditioned by the desire to earn a profit. In so far as the
banks are concerned, therefore, there will never be any
funds “ unemployed ”, for any increase in the margin
of idle cash would at once result in loss of profits. If
the non-governmental class of borrowers be taken into
account, and if there is 2 general desire to hoard, some
horrowers will cease to borrow as much as they did before.
For a reduction of expenditure by consumers will cause
the volume of sales to diminish, and of those who furnished
the goods some will therefore need to borrow less. As
the proceeds of sales come in they will be used to repay
previons loans, and fewer new loans will be contracted.
Other firms will find themselves unable to sell the output
for the manufacture of which they have taken loans.
Others, again, whose operations at the beginning were in
part or in whole financed from their own resources, must
now have recourse to loans to complete their operations.
How far these various special situations affect the aggre-
gate volume of deposits is a very difficult problem, for
the loans of one manufacturer may affect the cash deposits
of another, owing to the fact that the loans of the first
are drawn out in wages and may percolate through
retailers to the second. But repayment of loans will,
on balance, reduce aggregate Eeposits : maintenance
of loans will, on balance, maintain deposits: fresh
borrowing will increase deposits. :

The problem for the banking system is to reconcile
the desire to add to balances (i.c., to “hoard”) with these



270 GOLD, UNEMPLOYMENT AND CAPITALISM

* various tendencies to repay loans or to borrow afresh.
The incomes of individuals, in so far as-they are derived
from the operations of the industrial system, either
accrue to them in consequence of expenditure out of the
net income of other individuals or are due to the borrowing
of others. On the other hand, the borrowing of parti-
cular individuals and firms may be in anticipation of a
demand which, even though hoarding is taking place, will
eventually be forthcoming: or they may be gorrowing
because the demand which they anticipated is noz forth-
coming. Given a fixed ratio of cash to liabilities, then
it appears clear that if, on balance, hoarding predomin-
ates over expenditure, this very fact will cause an amount
of borrowing in some form from the banks equal to the
predominance of non-spending over spe:ging. For,
if some individuals are to go on receiving income in excess
of what they spend, that is, are building up balances in
an increasing degree, it must follow that others spend in
excess of what they are receiving. This implies
borrowing, and the desire of the banking system to employ
funds to the maximum will permit of this borrowing.

It makes no difference, from this point of view,
whether the borrowing is done by business firms or by
government, Abstention from expenditure results directly
and indirectly both in a loss of revenue to business firms
and in a loss of revenue to government. If 2 government
borrows in order to maintain a given rate of expenditure,
that expenditure simply makes it less necessary for some
business firms to borrow, for that expenditure is itself
the basis of income to business firms or others. If business
borrows in order to maintain output, that in itself
sustains government revenue to some extent. An
addition to the volume of governmental borrowing does
not mean that business is *‘ starved ” of loans ; it may
simply mean that business requires to borrow less.

f the desire to hoard takes the form of attempting
to sell investments in order to retain the proceeds in
cash, how does this desire affect the volame.of bank
deposits ! If A sells to B, the total volume of deposits
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will be unaffected ; all that will happen will be a transfer
of securities from A to B and a transfer of deposits from
B to A. Ii one supposes, however, a cumulative process:
of this kind going on, it is the purchases of the banks
which enable the volume of deposits to be sustained, for
if the depression deepens and industrial activity declines,
that is, if on balance less is borrowed, the banks find them-
selves with a smaller day-to-day drain on their cash reserve
and are conseguently in a position to add to their invest-
ments. An industrial depression results in a reduction
in the actual currency in circulation, and this would
produce 4 larger ratio of cash to liabilities by the banks
unless they took steps to correct the position., This they
can do by buying securities ; and such purchases allow
the public to hold the proceeds of the sales of securities
in a liquid form.

It follows from all that has been said that the desire
10 hoard or, in other words, the abstention from expendi-
ture which is characteristic of a prolonged depression,
does not result in unused millions lying idle in the banks,
The desire to hoard is substantially a desire to add to the
deposits of the public with the banks; but this desire
could not be generally satisfied unless the banks continued
to lend and to buy securities. There are no unused
millions in the sense that there would be unused stocks
of cash if hoarding resulted in an actually increased
holding of currency notes by the public. To enable
the public to hoard, an active policy of lending and
investing by the banks is necessary. 'The tangible results
of a trade depression are to be found, not in the existence
of “surplus deposits ¥, but in (4) a growth of time
deposits as against current account deposits, (8) a decline
in the volume of industrial and other advances, and (¢)
an increase in the security holdings of the banks, just as an
improvement in trade conditions would result in an
opposite trend, so far as these indices are concerned.

The discussion so far has taken no account of the
possibility that the cash reserve of the banks might
alter, but has been concerned solely with the attempt

e
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to dispose of a misunderstanding of the ultimate factors
in the situation. In recent months, however, there has
been a considerable increase in the aggregate volume of
deposits ; an increase which is associated with an increase
in the volume of bankers’ deposits at the Bank of England,
and with a small decline in the percentage ratio of cash to
deposits at the Clearing Banks, a movement which in -
itself allows of some expansion in the loans and invest-
ments of the banks as 2 whole. The relevant figures are
as follows :—

Bankers' Deposits-at ' Nine Clearing Banks
England Deposits Ducounty Advances Investments
February 1932 70 1,621 205 888 264

November 1932 86 1,859 389 770 409
(All figures in £ millions) '

The fact that a rise of £238,000,000 in the volume of
deposits should have coincided with an advance of
£329,000,000 in Discounts and Investments and a fall
of £118,000,000 in the volume of Advances has naturally
given rise to much discussion. Would not the industrial
situation have been much improved if, instead of the
increase in the volume of deposits being associated with
a fall in the volume of advances, it had been accompanied
by a rise ? This point, it should be noted, has nothing
to do with the issue already discussed, which was con-
cerned with the question of the relationship between
deposits as'a whole and the aggregate earning assets of the
banks. The problem now under discassion is connected
with the particular directions in which the increased
resources of the banking system as a whole have been
invested. |

It must be remarked, in the first instance, that, so
far as the self-interest of the banking system is concerned,
the directions in which these increased resources have been
invested are not those which would bring in the mazimum
rate of return ; for the yield upon the increased holdings
of short- and long-dated securities is considerably dess
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than it would have been if the same amount had been
invested in loans and overdrafts. Itis true that the public
has an exaggerated idea of the extent to which the earning
capacity of the banking system is influenced by the
“ differentials ** between the yield on investments and the
yield on loans, for the evidence before the Macmillan
Committee makes it clear that there is more elasticity
in the minimum loan charges of the banking system than
is always realized (Evidence, vol. I, Questions 2435-2439).
Nevertheless, at the present time the actual volume of
loans and advances is considerably below the figure which
would correspond to the normal proportion of funds
invested in tiis way under post-war conditions. (The
ratio of advances to deposits in past months has been
well under 45 per cent as compared with a range of
50 to 54 per cent in recent years.) No doubt this post-
war proportion was regarded as somewhat high and, in
any case, considerations of prudence might dictate a
rather lower proportion during a trade depression, bat
the degree in which the proportion has now actually
fallen is much in excess of the fall which might have been
expected on either of these grounds.

It is inevitable that the first effect of an increase in
the volume of resources at the command of the banking
system should result in some expansion of the volume of
investments and this is a normal feature of the banking
situation. The nature of the problem was explained
by the Macmillan Committee (Para. 85 of the Repors) :
‘ A bank has each day to take a view of its general cash-
position. Loans and advances are constantly being
granted and repaid, bills mature every day and invest-
ments are being repaid at intervals. If the result of these
day-to-day changes is to show an increase in the cash
balance relative to deposits, the bank has to find means of
employing its surplus resources at a profit. Its aim
ultimately is to distribute its assets in the normal pro-
portions, butitcannot ., . . atonceexpand advances
to its customers since it is dependent upon the volume and
quality of applications made by would-be borrowers.

13
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In the first place, therefore, the bank finds an outlet for
its surplus cash, either by lending money to the market
or by buying bills or investments. The choice will be
dependent largely upon the view taken by the bank as
to the liquidity of its position, the nature of the demands
which it anticipates in the early future and the relative
profitableness of each type of transaction. The natural
outlet in the first instance is, however, the grant of
additional loans to the bili market.” The international
trade depression has, of course, reduced the supply of bills
‘based upon the movement of goods and has thus, since the
cash resources of the banks have increased considerably,
forced upon them an immediate increase in their holdings
of Treasury Bills and fixed-interest securities. So long,
however, as the amount actually lent to business and
industry falls far short of the amount normally advanced,
the initial use of additional resources in the bill and securi-
ties markets is no evidence that, if an additional demand for
loans and advances were forthcoming, the banks would
be unwilling or unable to extend the accommodation
required. The function of the bill and securities markets
is to “take up the slack ”: these specialized markets
are the first to feel the impact of additional resources
accruing to the banks, and the first also to feel the result
of additional requirements on the part of industrial and
business borrowers. In so far as a recovery in the volume
of industrial activity depends upon confidence that
additional banking accommodation, if desired, is avail-
able, then there is certainly nothing in the present
banking situation calculated to impede recovery. In
any event, even if the banks were disinclined to extend
the volume of accommodation comprised under the head
of Loans and Advances, this would by no means constitute
"a definitive obstacle to the growth of aggregate accommo-~
dation to business generally. The low level of rates
ruling in the discount market is in itself an encouragement
to the drawing of bills based upon trade transactions,
though the instsative in this case, as in the cape of loans
and advances, must lie with the business world itscH.
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From the standpoint of the industrialist, the problem
of industrial recovery lies in the direction of reviving
demand ; and the juxtaposition of “ unemployed men,
unemployed money ” is only 2 popular rendering of a
view which has gained wide acceptance, namely, that the
problem of reviving demand is primarily a problem of
monetary policy. ‘The trade cycle, it is urged, is * purely
a monetary phenomenon .  But the view that monetary
policy in the long run governs economic activity, even if
true, is by no means inconsistent with the view that the
demand for banking credit of & particnlsr kind may
itself be a function of the general industrial situation,
though that general situation is dominated, in its turn,
by monetary policy. The amount of short-term accom-
modation required by business men moves with the
general business situation, and when the general sitnation
15 depressed the recovery tends to take place along the
line of increasing the volume of capital investment, for,
as is now fairly generally known, it is the constructional
and capital producing industries which feel the depression
most all over the world. A policy of cheap money and
expanding cash resources which allows a rise in the price
of fixed-interest bearing securities may be a prior condi-
tion of the flotation of new securities, the proceeds from
which are used to initiate new capital enterprises. The
initiation of such enterprises represents, on the economic
side, a growth in the activity of the heavy industries,
resulting in a fall of unemployment and, therefore, in an
increase in the aggregate volume of consumption of the
products of the industries manufacturing consumption
goods. Short-term credit may expand in anticipation
of new capital loans being subsequently obtained, but
the prior condition of such an expansion is clearly the
state of public confidence, which is itself largely influenced
by the falling yield on existing securities and the rise in
their capital value which is the cause of such yields.
Even if monetary policy thus witimately governs the
sitnation, it must be recognized that the time-lag involved
map be a very serious one. A whole complex of
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circumstances has in the past few years conspired to shake
public confidence in an unusual degree; the influence
of monetary policy has been at times of quite subordinate
importance. A long spell of convalescence is required
before cheap money can exert its normal influence, and
so far from the sick body of world industry having been
given its required period of rest, it has in the past few
weeks been subjected to new difficulties in the shape of
uncertainties over international debts—a foretaste of the
problems which may arise in the sphere of budgetary
policy before many months are over.



- AN ECONOMIST LOOKS AT PLANNING*

I

To plan is to adjust means to ends: and any individual
whose mental horizon extends beyond the mere satis-
faction of momentary wants, who thinks of to-morrow
as well as of to-day, must necessarily subordinate his
impulses, the co-ordmated raw material of action, to some
kind of order. He must choose between this and that,
between the nearer and the more remote in time, the
greater and the smaller satisfaction, the more or the less
urgent need, the ethically more or less desirable. Plan-
ning and rational action are in fact identical : and with—\
out a measure of rationality neither individuals nor
societies of individuals could possibly persist. Property
in the sense of ownership rights, and capital in the sense
of apparatus of every degree of simplicity or com-
plexity, are the legal and the economic embodiments
of purposes and of the means to their satisfaction, and
property and capital in some form are as old as civiliza-
tion itself. Why is it, then, that Economic Planning
should represent of all the slogans of the last two decades
that latest in point of time and the most universal in its
appeal ¢ Planning has won assent from the diehards of \
the right and from the revolutionaries of the left, and its
victims, as befits a conflict fought with religious.
fervour, can already be numbered by thousands. (In
‘the name of Planning the Soviet has exterminated the
Russian bourgeoisie and bourgeois Germany appears
on the point of exterminating the German Communists ;
in the name of Planning, also, Great Britain is in process
of reversing the policy of three-quarters of a century
and is subordinating the interests of the urban majority
to the agrarian minority. The truth is that Economic

* Originally read before the Manchester Univerity Ethical Society in the autumn
of 1gfL  Printed in The Manchester School, June 1533,
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Planning involves something more than the mere
adjustment of means to ends, it involves also the comscious
choice of ends)and the problems which it involves relate
therefore both to the ends it is proposed to further and
the means by which they are to be reached. Economic
Planning is a duality, then, of means and ends. It is
this duality which gives it its fascination, it is this duality
‘also which in the end will prove fatal to it.

It is characteristic of all great movements which
capture the minds of masses of men that though their
objectives can be stated in rational terms, they are carried
to fruition by the emotions and the will more than by the
intellect. In what hidden sources of emotion is one to
find the secret of the astonishing ease with which the idea
of Economic Planning is gaining ground in such diverse
quarters ? ‘These sources are many : some of them are
intrinsically admirable, others are perhaps less praise-
worthy, and for that very reason have received less
attention than they deserve as explanations of the
popularity of the movement now under examination.

11

There are two varieties of human temperament
lespecially prone to be attracted by the idea of a planned
economy, the constructive and the meddlesome. Mr.
H. G. Wells has made the world familiar with the first
type'in a whole series of brilliant portrait studies. He
himself, one imagines, is of this type—scientifically
trained, impatient of the crudities and superficial follies
of the economic and legal systems, contemptuous of
moneymaking, single-minded, lovers of manipulation,
whether of machinery, materials or systems and organiza-
tion. They think of the world in terms of the laboratory,
they love the controlled experiment, the orderliness and -
clean simplicity of applied science. Men of this
temperament have contributed enormously to the making
of the modern world. From all that one can glimpse of
Russia it is men like these who are the real heroes ofethe
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revolution, technicians creating a new civilization in
their own image. The other type is intrinsically a good
deal less admirable ; but do we not all know the man or
woman who is only happy when they are interfering
with other people ? The essence of planning is that it
involves a plan, and a plan involves order, subordination,
interference, power. For that very reason the idea of
planning appeals to those to whom the existing order of
things represents chaos, anarchy, licence, competition—
they itch to have a finger in the pie; they cannot forget
the war and the scope which it gave for the satisfaction
of the desire to assert oneself at the expense of others;
it is less the virtues of the plan than the opportunities
which it affords of the exercise of power which attracts
men of this type. It is, of course, part of the fashionable
cant of the age to deny that motives of this kind are
significant. All planners, it appears, are public-spirited
individuals in contrast to the sordid self-seekers of the
economic world ; but if, as Adam Smith asserted, one
should be suspicious of traders who profess only the
public good, one should also have enongh sense of humour
to realize that not all professed planners are insensible
to the private advantage which would accrue to them
if the fates prove kind, and they among mankind are
chosen to lead us to the Promised Land. I think that
when one is investigating the underlying strength and
weaknesses of a world-wide movement, politeness is out
of place. Some part of the attractiveness of planning
to some people lies in the opportunities it affords for the
exercise of power, and to exercise power is sweet to some,
perhaps a very large number of individuals. Those
whose desire to exercise authority is partly or wholly
frastrated by the present order must inevitably desire
to see a change of system.

The mass of men, no doubt, are neither moved by
the desire to wield influence nor by the desire to create ;
they desire happiness, security, excitement—perhaps,
above all, security in middle and old age and excitement
ing youth. Since Economic Planning  represents at
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_present more an aspiration than a reality, it is not difficule
‘to understand its appeal even to the average of men and
women. To the young it represents excitement; to
the others it represents, or can be made to represent,
security); nor need one be cynical in writing this. The
same combination of generous sympathy for the wrongs
of others and the desire to eradicate existing evils, together
with the sense that one is participating in great events,
which constitutes political excitement, and which once
led the younger generation to support Radicalism or
Free Trade or Fabian Socialism, now leads them to
worship at the shrine of Planning, The same fears and the
same hopes, the same evils and the same preoccupations
which once made socialists or syndicalists of the working
classes, now urge them to support the Planned Economy.
And the events of the last two decades are sufficiently
disconcerting to make the ideal of security in iself over-
whelmingly ~attractive—no more unemployment, no
more competition, no more worry ! If only the right
plan is found ! The wonder is not that these new currents
of thought should have found supporters, but that they
should not have found more.

We have to deal, then, with a movement of ideas
which can draw support from two distinct (and perhaps
very representative) types of temperament, which can
appeal to generous and human and understandable
urges and emotions, which, on the intellectual md’e, can
contrast the evils, the terrors and the uncertainties of the
times with its own promise of greater control of human
destiny and human happiness. Before one can deal with
the intrinsic merits and demerits of planning, however,
we rust examine its relation to the two great systems of
thought with which it is confronted : its relation to
capitalism and- to socialism,

III

The essence of capitalism is that it embodies ahi order
but does not conform to a conscious plan in the sense
that there is one unique and single determinable endgto
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which the arrangements of the economic order are sub-
ordinated. Economic society under conditions of capit-
alism is planless in this sense, but it does not follow that
it is either irrational or chaotic—the two charges usnally
brought against it by supporters of a planned economy—
nor that it prevents forethought, or the adjustment of
specific means to specific ends. But it is true that the
ends are constantly changing and that the means to any
given end exist solely npon sufferance ; even if the end
remains unchanged, the choice of means is determined
upon the basis of relative efficiency, in other words
upon the basis of economy.

Now that the capitalistic system is clearly being
everywhere challenged, it is easier than it ever was before
to see precisely what its strong points are, for it is these
very features which cause it to be attacked and may
in the end result in its overturn. The so-called * irra-
tionality ” of capitalism results from the freedom of
choice which is permitted to the consumer, and the
wants of the consumer alter from time to time, whilst
it is a fundamental condition of production in antici-
pation of demand that investment must take place
before demand has manifested itself, In this way some
investment will prove to have been abortive; on the
.other hand, some demands will not be satisfied to the
full. If only consumers could be forced to take what was
available ! How much less wasteful, how much less haras-
sing for the totality of producers! Again, under capital-
istic conditions the satisfaction of the demand is left
to the competitive efforts of producers, some of which
are more efficient than others, whilst at the same time
the technique by which given wants are satisfied is con-
stantly altering under the spur of pew invention and
discovery. It is, of course, true that new inventions are
largely (by no means universally) the work of scientists
who are not themselves business men, that business men
merely * exploit »’ the discoveries of others and that there
seems at first sight no reason why invention and discovery
should not proceed with even greater rapidity under
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some other system of industrial organization. Those
who argue in this way and who actnally make it a cause
of complaint against capitalistic production that it does
not use new inventions ¢mwickly emough are singularly
obtuse. They overlook that it is just the chances of
increased gain through the substitution of one process
for another which cause new inventions to be taken up ;
and that it is the competition of product with product
and of process with process which constitutes the econo-
mic chaos of which they complain. If it is true that
under alternative systems of organizing production the
same rapidity of change in process and the same freedom
of choice to the consaumer will be present as under
::;Ylita]jsm, it i3 certain that any such alternative system

ill exhibit the same characteristics of mistaken judg-
ment occasionally causing a waste of resources and of
alternative methods of production resuiting in a conflict
between producing authorities and organizations.
Either there is freedom of choice, or regimentation of
the consumer: freedom to make use of the most econo-
mical method, as judged from the standpoint of profit
or loss, ar there is anthoritative regulation of the methods
of production. Each of these alternatives excludes the
other. To have both planning and freedom, regulation
and perfect elasticity of organization and technique is
an impossibility,

The difficulty of reconciling capitalism and planning
may be judged by the mistakes committed in the last
ten years in consequence of the enthusiastic acceptance
by certain classes of business men in all countries of the
doctrine of rationalization. Rationalization, in its
essence, is nothing but the idea of a Planned Capitalism :
and, though little has been heard of it since tﬁe world
depression began, it is instructive to investigate the secret

- of its comparative failure, The esseritial fact of a market
economy was discovered in the earliest .days of the
industrial revolution by Adam Smith: it is that the
division of labour is limited by the extent of the market.
The appropriate scale of production, and .th!e'refore._the
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appropriate scale of organization, is not a matter to be
decided upon ‘by considering merely the technicdl
possibilities of the situation. In other words, what has
caused so many rationalization projects to fail, that is to
disappoint from the financial point of view, has been the
neglect of the distinction between the 2echnical optimum
and. the escomomic optimum : and the neglect of this
distinction is peculiarly liable to occur when the direction
of economic enterprise passes out of the hands of those
trained to think in terms of the market into those trained
to think in terms of the process subsidiary to the output
of a certain product or service. No doubt, in certain
cases, the market may grow up in course of time so as to
absorb the output produced by the plant, which is techni-
cally at the optimum size : no doubt, also, in certain cases,
the technical plant is not infinitely divisible, so that either
a certain scale of output has to be provided for, or the
product will not be produced at all. There are mitigat-
ing circumstances : the fact remains that the rationalized
undertakings of the era 1922-g, with their enormous
overhead investment, their centralization of imitiative
and authority, their greater ability to monopolize the
market and to buy on the most favourable terms, have not
shown themselves conspicuously more successful than the
non-rationalized undertakings. They have lacked adapt-
ability and elasticity’and, for my own part, I believe we
shall witness a less !;]aind worship of size and authority
and monopoly in business for some time to come—unless,
indeed, the whole process of economic adjustment of
scale of output to demand is to be permanently prevented
by the intervention of the state.

v

Socialistn involves, in the first instance, nothing
except the collective owmership of the “ means of
production, distribution and exchange”. It would
be epossible to imagine a collectivist society permitting
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absolutely free choice to the consumer and, as 2 conse-
quence, submitting to the inevitable margin of wastage
involved in producing in anticipation of demands which
might not materialize. Moreover, such a society might
also agree to the factors of production being distributed
among the varions enterprises, in accordance with the
%rtilces offered by those in charge of such undertakings.

e only difference between our present arrangements
and those which would obtain under the conditions
imagined would be that profits would accrue to the under-
taking, considered as a legal person, and not to the individ-
ual owners who, under existing arrangements, are the
residuary beneficiaries. Under the state of affairs
imagined, there would be competition among the state
enterprises for the attraction of consumers’ demand and
competition among them for the use of the factors of
production (including capital : so that the rate of interest
would still be of importance as a guide). But, since
such 2 state of affairs would clearly involve exactly those
features of the existing order (other than the mere owner-
ship of property) which are most frequently the object
of collectivist attack, it is not probable that a socialist
society would be content with the collectivization of
ownership: in practice socialism involves planning,
though it does not necessarily follow that all kinds of
‘planning must necessarily result in socialization of the
“ means of production, distribution and exchange”.
Apart from tlfe sadistic desire to destroy the rich because
they are rich, the desire, in other words, to enjoy what
Alexander Bain called “ the pleasures of malevolence ",
what conceivable object could there be in a collective
ownership of the instruments of production etc., wnless
thereby the directive principles of society were altered ?
It is important to realize that I am not urging that the
motives of socialists are intrinsically bad, but only that
socialists would have no motives, other than intrinsically

! It might have required some apology & few yoars ago to introduce such a concept
into & eevious discusmion of the tendencies of the age.  Let anyone who doubts the strength
of such motives study the attacks on the Russian Kulak and the Russian middle-class and
the present orgy of sadism in Germany againat Jews and * Marxists". .
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questionable ones, unless' the scheme of society which |
they desired involved something above and beyond the
mere collectivization of the instruments of production,
etc. That “ something », whatever it is, the realization
of a greater measure of distributive equality, for instance,
or the elimination' of “chaos™ or “ waste” in the
productive process, or the emancipation of the pro-
ductive process from the “ tyranny of the price system ”
or the substitution of *socially desirable ” investment
for “ good security ** as the ideal by which the banking
gystem is to be guided involves planning. In this respect,
no doubt, the neo-Marxians have gone beyond the
teaching of the prophet. Marx ends with the * expro-
priation of the expropriators ”, and, as is well known,
refased to write the “kitchen recipes ™ of the future. -
But, though the strength of socialism as a political force
may be owing more to dissatisfaction witgothe present
than to the attractiveness of the future which it holds
out, in practice it will be found that a merely negative
attitude no Jlonger contents the intellectuals of the
labour movement. I am not concerned here with the
practicability or desirability of the dreams and plans
of the Webbs, G. D. H. Cole, Tawney or Laski. What
is common to all these writers is that they view economic
society in the light of an ideal—they are, in other words,
assuming that socialist society must be a planned economy,
not only planned as regards ownership rights, but in
regard to the directions which the managers of produc-
tion must observe, And thus, in the modern world,
the popularity of socialistic ideals helps on the propaganda
in favour of planning: and the enthusiasts of planning
aid the spread of socialistic ideals. It is true, to repeat,
that whilst socialists necessarily are planners, not all
planners are socialists. But they unite in a common
attack upon the existing system, the characteristic
feature of which is that it is not subordinated to a plan
but is based upon the principle of plurality of enJ; as
expressed through the effective demand of consumers.
That is the very reason why it is hated by all those who
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have chosen some one among many competing ideals
as their guiding star for the construction of a new
commonwealth.
' vV

It is now in place to look somewhat more closely at
Planning itself. To plan involves, as we have already
said, the means to an end and the end itself. The ends
which planning is intended to further can be judged
from more than one point of view: from the point of
view of the means available for achieving them, from the
point of view of the measure of agreement which they are
likely to receive, and from the standpoint of the con-
gruence ‘of the ends aimed at with other ends also con-
sidered desirable. When planning is looked at in this
way it will in the end be found that(the more compre-
hensive the ends which planning sets before itself as a
conscious objective, the greater the degree of incongru-
ence with other ends, the more difficult the determina-
tion of means and the less the degree of universal assent
which the plan in question is likely to receive.;

(1) The simplest case is that in which the means are
Inown, the end is a single one, and the end itself is
generally approved of. Such cases are presented by the
planning and construction of s factory, the laying down
of a new line of transportation linking up a new centre
of population with the existing transport facilities,
the E;-out of a new town on predetermined lines, Each
and all of these kinds of “ planning ” involve no great
interference with property rightsy each one of them is
congruent with a great mass of other ends, none of them
are incapable of solution by known means even on the
assumption of the existing capitalistic order.

(2) We can easily think, however, of another case in
which the end is generally approved of, but where the
means are in dispute and the congruence of the end with
other ends is doubtful. I take the case of the * abolition
of unemployment ”. Here is an end which in general
is approved of : everyonc desires to see voluntary leiure:
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increased, no one desires to see involuntary leisure per-

tuated. The difficulty is that no known system had,
E:en able to abolish unemployment-—not even Com--
munism~-—for it is now quite clear that in the last few years
Russia has been passing through a * constraction boom ”
analogous in every respect to that experienced in the
capitalistic world and that with the gradual slackening
of the intensity of that boom the phenomenon of un-
employment is appearing. It is no doubt possible that,
if tie supply price of all the factors of production were
completely elastic, unemployment would be much less
than it is, but this involves a greater measure of willing-
ness on the part of labour to submit to wage reductions
than actually persists. On the other hand, even if a
communistic system were capable of completely eliminat-
ing unemployment, it by no means follows that to adopt”
it in order to relieve unemployment is congruent with
other ends also generally approved of.

(3) It is, moreover, possible to think of cases where
the means are known, the end is approved of, but where.
the congruence of the end aimed at with other ends is.
doubtful, and where general approval of the means is .
lacking : one has only to think of the agitation at present
sweeping over the economic world in favour of a rise of -
prices, ‘That it is possible to raise prices by inflation or
reflation seems to me to be beyond question ; whether it
is desirable to raise prices in this way rather than through
a restoration of confidence or through an adjustment of
costs to prices is another matter. But the dispute as to
means is not the same thing as a dispute as to ends; so
long as a great mass of fixed interest bearing indebtedness
remains over as an inheritance from the period of pros-
perity before 1929 the world is faced by the alternative—
either a rise of prices or default upen a hitherto unpre-
cedented scale. That a rise of prices would resolve this
dilemma cannot admit of doubt: that there is not
unanimity on the point of whether monetary methods
constitute the proper instrument of producing the desired
resalt is, however, obvious. .
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(4) These difficulties of applying a “plan ” reach
eir maximum where there is neither unanimity as
regards the means, agreement as to the ends nor congraity
between the ends to be pursued and other ends. In
other words, these difficulties of planning are at a maxi-
mum precisely in the case where the virtues of planning
are most extolled by many in the case of economic society
as a whole. There is no unanimity as to the methods to
‘be pursued in this case : there is certainly no agreement
as to what the end of a planned society should be, and it
will be made quite clear, in the course of subsequent
discussion, that, if all the economic processes of society
are to be controlled, certain other ends will necessarily
have to be abandoned.

I do not think that it can be denied that the senti-
mental appeal which Economic Planning makes is
in inverse ratio to the possibilities of its concrete reali-
zation. No doubt there are enthusiasts for town plan-
ning, for controlled reflation, for the rationalization
of the pig industry, for monopolistic reorganization of
London traffic conditions. But do such measures cut
to the roots of our existing economic organization? Do
they not, for the greater part, represent incursions into
the capitalistic order, which, whether on balance desirable
or undesirable, leave things much as they were ¢ Such
schemes are not likely to enlist on their behalf the emotions
necessary to provoke a real revolution in our present
arrangements : on the other hand, the emotions which
are enlisted on the side of Economic Planning are not
likely to be satisfied with tinkering schemes of the kind
mentioned above. It is the tragedy of Planning that
it would never, short of a fundamental change in condi-
tions, satisfy the army of the discontented to whom it

appeals.
VI

From the standpoint of economic theory, 2 planned
economy is not an impossibility, but a tragedy:
la tragedy in the sense that such an economy is utwerly
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unable to fulfil the expectations of those who bring it
about. It is, of course, possible to slanghter the middle-
classes and to bring the most intolerable pressure to bear
upon the Jews or any other section of society : it is, in
other words, very easy to inflict pain and agony and
distress upon classes and individuals, it is another matter
to realize the positive end for which a Planned Economy
is called into existence.

To begin with, a planned economy involves the
rejection of all alternatives save the ome which is actually
adopted. A planned society which “ plans for change”
i3, 1 fact a contradiction in terms. Either the plan
is sound or it is unsound : either it admits of alteration,
or it does not, If it does not allow for the improvements
of technique, changes in demand, variations in the volume
and composition of the population, it suffers some inherent
weakness from the very beginning. If it does allow for
such changes it is not a plan at all, but an aspiration.
Who is capable of foreseeing the future and of judging
at any given moment how far the best laid schemes will
not require amendment ? The more rapid the technical
and scientific changes to which a society is subject, the
less possible is it at any given moment to control its
future.

It is, of course, possible to imagine a society in which
economic change is definitely resisted. If the invention
of new machinery or the exploitation of new sources
of power were punishable with death, no doubt such
inventions would cease to be made, or, at any rate,
innounced to the world. A forcible standardization of
existing methods for all time might be the aim of the
wathorities of such a society : but what, in that case,
:omes of the argument that it is only by deliberate
planning for the future that the maximum advantage
*an be obtained from scientific invention and discovery ?
The fact is that a planred society is only possible on con=
lition that one assumes static conditions of production,,
sither because changes are not permitted or because
-hagges do not take place on other grounds.

19



290 GOLD, UNEMPLOYMENT AND CAPITALISM

VIl

Since a planned society mnecessarily involves the
exclusion of all alternatives other than the one actually
adopted, it follows also that a planned society is one
based upon the principle of forcfg acts inconsistent with
the furtherance of the plan which underlies the economic
activities of the community must be restrained, and to
restrain is to use force. It is, of course, quite true that
capitalistic society also involves the use of force: a
system of society based upon private rights of property
cannot permit theft and fraud to take place without
destroying its own basis of existence. But, since under
conditions of free enterprise no specific end or deter-
minate single end is set before the members of the
community, the area within which the use of force is
required is ipso facto diminished: and it is significant
that it is’ in communities which, like Russia, have
adopted the principle of planning that the death penalty
should have to be invoked for a series of * crimes , some
of which find no place under capitalistic conditions and
others of which are there subject to much less severe
conditions. It is a mecersity of a planned society so to
increase both the number of crimes and the severity of
their punishment: it is necessary to constrain the
tendency to experimentation and variation to narrow
limits, and the more the plan conflicts with the expression
of the normal impulses of human beings, the greater the
repressive force must be. It may be that the ruthless
use of force, in one generation, will result in the eradica-
tion of those impulses deemed harmful altogether : there
is no reason at all to suppose that the Russians, in the end,
will not be able to destroy those among them who do not
exhibit the mental characteristics appropriate to a state
of affairs in which the desire to better one’s own position
is regarded as an outrage against the state. Whether
such a society contains within itself the necessary forces
to ensure economic progress is another matter altogether :
time alone will be able to answer this question. Mean-
while there can be no doubt whatever upon one pgjnt :
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planning involves the use of force, not only to bring the
plan into existence, but to sustain it against failure from
without. Against its own internal weaknesses it cannot,
of course, be sustained : all that the planning authority
can do is to prevent the facts of failure from being
discussed, and to prevent the replacement of the plan by
more appropriate plans and devices without its own con-
sent. The fact that planning involves force and repres-
sion, in other words, increases the chances that economic
chiange will be slower, in the future, in proportion to the
area of activity comprehended within the plan: if
innovation is to be treated as a crime, the desire to
experiment and to innovate must necessarily diminish,
A plan is likely to succeed most easily if conditions are
static, and the simplest way of securing that conditions
shall be static is forcibly to prevent them from being

anything else.
' VIIT

That a planned society is liable to rely to a greater and
greater extent upon the use of force and compulsion
follows from another set of comsiderations to which
hitherto English ecohomists have paid far too little
attention. A planned society, as Professor Mises has
abundantly shown, deprives stself of all those guides to
rational conduct upon which the progress of ecomomic life,
i the last two centuries, has depended” In so far as the
planned society eliminates the market and the price
system, it has to substitute other guiding principles by
means of which it can direct the use of tile factors of
production. A society, for instance, which is faced by
the problem of how best to use a limited amount of the
factor capital, and which refuses to use the rate of
interest as a guide to' what uses that capital shall be put,
will find it very difficult to avoid wastage of such capital
resources as are available. A society which refuses to
allow relative prices to determine what shall be produced
must either settle the matter by fiat or must run the risk

YoDis Gemeinmvirischaft, 20d ed., especally pp. 110-17.

"
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of constantly producing the wrong things. The right
distribution of resources is no¢ a problem of technology
or of * industrial engineering *, and the wastage of capital
resulting from maldistribution of resources cannot be
disproved by pointing to the erection of new power
stations, or the creation of new cities out of the “ virgin
_plain ?.  ‘Though, no doubt, such things may impress the
tourist to Russia, no one has ever thought of pointing
to Miami or the other by-products of the Flonda land
boom as one of the triumphs of American capitalism.,
There are, in Russia as elsewhere, more and less urgent
wants to.be satisfied and only a limited volume of the
factors of production are available to meet these wants,
In the absence of a price system and a freely functioning
interest rate, it is only possible to determine the urgency
of such wants by authority. Ina country in which labour
is relatively cheap and capital dear it does not in the
least appear a priori reasonable that the most urgent
wants to be satisfied are the erection of power plants and
the building of tractor factories: it may, rationally
speaking, be better to extend the production of those
things at which Russian labour has a relative advantage,
and iraport those things, the capital content of which is
high. However that may be, it is clear that if a society
rejects the index afforded by the movement of market
prices, whether for finished products or for the factors
of production, and substitutes therefore some arbitrary
standard, it is likely to go astray, and, once having entered
upon a wrong path, will be led from one error to another,
i.e.,in the effort to prevent its own mistakes from becoming
apparent, it will be driven from one coercive act to
another. The replacement of “ pecuniary ” by “ non-
pecuniary * standards is not, in other words, the simple
thing that it seems to those who believe that ethical
catchwords are a reliable substitute for rational thinking.
The further removed the principle actually adopted
is from the dictates of rational economic calculation, the
greater the degree of force mecessary to maintain the
system in being.
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IX

vy nart 15 uxety to be the outcome of the emotional and
intellectual forces which are making for some kind of
Planned Economic Society ? The economists of the
liberal school and the adherents of freedom of enterprise
should be under no delusions : it is not by showing the
inherent” dangers and absurdities of a2 thorough-going
abandonment of rational economic thought that a
movement of such vast scope can be stayed. Economic-
planning is not “ impossible » in the sense that attempts
to realize it cannot or will not be made : facts prove the
contrary. Nor is it true that mistakes committed in the
course of experimentation will necessarily prove fatal
to such plans: in an age of intolerance the discovery
of error i3 a crime and the setting up of rational standards,
by which to judge of the errors committed, is greatly
impeded. Moreover, it is not necessarily true that the:
absolute standard of life will fall : all that is likely to
happen is that economic progress will be less rapid than
it would otherwise have been. The average man is not
likely to be greatly impressed by negative arguments of
this kind, even if the critics were given liberty of expression,
which is not likely to be the case,

Of what use is it to permit of the dezails of a plan being
questioned if the principle of the plan is to be held
sacrosanct ! ‘The much advertised self-criticism of the
Soviet economy is only the tribute paid by intolerance
to appearances in so far as it does not extend to the

principle of communism. (And an opponent of com-
munism in principle is silenced by methods more efficaci-
ous than counter-argument.) I see no reason, then,
why the world should not pass over into a new era of
absolutism and intolerance: why the writings and
teachings of the French and British humanists and
utilitarians should not be burnt as dangerous documents
by the public hangman and why the desire to improve
one’s position should not be treated as a crime to be pun-
ishod as theft is to-day. The intellectuals who are now
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undermining confidence in the future of our present
civilization may, then, as the paid servants of a bureau-
cratic state explain why freedom is a*curse and liberty a
crime. Let us hope that in due course the age of reason
will return, and that mankind will find that the pleasures
of malevolence are less satisfying in the end than those
which free enterprise allowed us to satisfy.



THE FUTURE OF CAPITALISM®
1

n  s)ILLIANT American economist, Professor Jacob
Viner, has recently defined the task of economists as
being “the defence of capitalism against the capital-
ists ”. The joke is grim one, coming at this moment of
time. Never before in the history of modern economic
civilization, not even at the end of the war, have the
prospects for the continuance of the present order seemed
on the surface to be 3o poor. Two years of depression
have seriously weakened the foundations of the whole
international economic structure, and there are few signs
that the depression is coming to an end. The often-
heralded demise of the Soviet Republic has not taken
place; on the contrary, Russian State socialism can
advance, making all allowances for propagandist exag-
gerations, some striking economic claims, For the first
time in history, the two rival systems can be contrasted,
and, at first glance, the advantage seems to be—so far
s stability and rapidity of ‘progress are concerned—
largely on the side of the new and revolutionary order.
The situation in the world of thought is no less striking.
In America, the classic home of the * pioneer spirit
and of ““rugged individualism *, it is possible for the
Dean of the Harvard School of Business Administration
to voice misgivings (see his Business Adrift, now in its
third edition), which are so widespread among the
American business public that his demand for * Planning
threatens to replace all other slogans in popularity. In
Europe, the liberal parties, traditionally and inevitably
the vehicle of the capitalistic system are everywhere
~ being ground to powder under the pressure of parties

& Reprinted from the Fortwighily Review, January 1932,
298
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which are founded on the concepts of power and force as.
the appropriate instruments of proletarian wellbeing or
national security. In the purely intellectual atmosphere
of the universities, conditions are not much better ; on
the continent, the nniversities are the centre of reaction
against the existing order; and though in this country
the academic trend of thonght still attaches virtue to the
principle of democratic government, the trend of modern
teaching has undermined belief in the ability of the busi-
ness world to manage its own affairs without the helping
hand of the State.

Nor, does it avail much when the supporters of the
present order urge that if capitalism is Ereaking down,
the breakdown is due, not to any inherent defects of the
system, but to the circumstance that political conditions
have arisen which are incompatible with its smooth
functioning. The fact would remain, and the plea is
in reality a recognition of the fact ; for here, as in other
spheres, qusi sexcuse, saccuse. Moreover, it would not
be true to say that the apparent weakness of capitalism
is entirely to ge explained by the emergence of unfavour-
able political conditions. Part of the weakness most
unmistakably derives from errors and miscalculations made
by the leaders of the business world. Above all, the
inability of the capitalistic system to defend itself against
assault 1s dne to the unwillingness or inability of the leaders
of the business world to recognize that success in the
conduct of affairs is not the sole requisite for an under-
standing of the complicated nature of the capitalistic
gystem, still Jess the best preparation for a rational defence
of its characteristic virtues against the critical analysis
of its enemies, One of the weaknesses of the present
situation is that the attack it much better armed and
much better equipped intellectually than the defence.
Capitalism is, in reality, stronger than it appears to be.
A discussion of the future of capitalism must begin, then,
with some preliminary consideration of what it is and,
still more, of what it is noz,
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II

The nature of the capitalistic system is generally
misanderstood, both by its opponents and by its sup-
porters. This misunderstanding has arisen partly because
of the prevailing confusion between the motives by which
the participants in production are actuated, and the form
in which, so long as the capitalistic system of production
continues, successful participation in the organization
of economic life is validated. To put the point more
concretely, the basis of the capitalistic system is fre-
quently described as the “profit motive ”’,) when, in
fact, remuneration by way of receipt of profits is not the
typical form of income received by the inhabitants of
capitalistically organized countries, and when, secondly,
those who do receive profits have been impelled to earn
them, not because they have always the same motives,
.but because the éntention to make a profit, and the success-
ful achievement of that intention, are the conditions for
further participation in the economic scheme. The
realization of 2 profit is proof that the profit-maker has
successfully complied with the rules of the game, but it
is not the game itself. The business unit which fails
to make profits is eliminated from the economic system,
though it may take a long time to die. But the system
does not exist primarily to yield profits, any more than a
game exists for the sake of the particular method of
scoring by which successful are distinguished from un-
successful players. All the players must submit to the
rules, but they may be severally moved to play by the
desire for victory, for prestige, for health, or even for mere
distraction. So also, under the existing economic system,
those who must make profits in order to go on participat-
ing in production may desire wealth for a score of reasons :
for its own sake, for the sake of doing good to others, for
the sake of power or influence, or security, or merely as
evidence of success, The same variety of motives
distinguishes those who labour for an incorme, other than
a profit-income, by working for those who make a profit.
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The capitalistic system cannot simply be described in
terms of the motives or the intentions of the participants.
The business man intends to make a profit, it is true ; but
what are the conditions which enable him to do so ? It
is these conditions which in sum explain the capitalistic
system.

An equally important cause of misunderstanding
arises from the assumption (it really is nothing more) that
capitalism should conform in its working to the principle
of competitive individualism., Defenders of capitalism
who make this assumption are naturally not in a position
‘to answer critics who triumphantly argue that capitalism
'has broken down because, in fact, combinations among

roducers are of great and growing importance, and
use the entrepreneur in the modern world is ceasing
to be the individeal working with his own capital, ‘and
engaged in ceaseless conflict with others rendering the
same service or producing the same kind of product as
he'does himself. Yet the continuance of capitalism-isnot
bound up either with * free and unlimited competition ”
or with “ individualism ”’, in the usually accepted sense.
These concepts applied to the concrete insututions of
business at a certain stage of the evolution of modern
economic hfe ; but that life continues to be capitalistic,
in spite of the fact that it is learning to be less largely
competitive and less obviously individualistic than it
once was.

III ‘

The essence of the capitalistic system must be found
elsewhere : in the subordination of the direction which
productive effort takes to the influence of consumers’
demand, as expressed through an organically related
stem of market prices, and in the willingness on the Liart
f the owners of productive equipment to venture their -
)property in the expectation that, if they are successful,
jthey will make a profit. Finally, there must be acquies-
wcence by the sovereign power in these arrangements,)as

evidenced by the prevaling state of the law in regard
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to the ownership of property, the protection of those
who engage directly or indirectly in the system of pro-
duction, and in the avoidance of legislative or executive
acts which will prevent the system from functioning.

It is, then, not the mere existence of private property,:
or of the division of labour, or of mechanical aids to
production, not even the presence of competition, which
explains the essential nature of capitalism. - That
essential characteristic is the presénce of the free market,
and the subordination to the demands of that market of
the entire productive mechanism. This market is an
international one, and through it every kind and species
of product and service is bronght into competitive and
complementary relation with every-other kind of product
and service. The value of products in ‘the market
‘determines, in conjunction with the rate of interest,
the capital value of the existing stock of producers’ goods,
as well as the price of the labour and the aunxiliary services
which have ielped to produce them. Through the
mechanism of prices, producers draw their incomes.
But, since the magnitude of these incomes is affected by
relative price changes as between one commodity and
another, as well as by absolute price changes as between
two different points of time in regard to the same product,
fluctuations in prices determine not only the current
trend of production, but also who shall produce, and what
will be produced, and by whom, in the future. To this
market mechanism, so lowg as it exists, the strongest
and the weakest producer alike must ultimately submit.
Further, since every producer must obtain through the
medium of the market all those goods which he does not
himself produce, and since the price mechanism adjusts
the price of every article to the existing state of demand
and supply, it appears that there cannot, in principle, be
a breakdown of the capitalistic order. For the market
sepply and the market demand are ultimately identical,
every man’s supply constituting his demand for the.pro-
ducts of everyone else, and everyone else’s supply consti-
tuging the demand for the products of the first.
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, Iv
. 'The case against the capitalistic system takes many
different forms. Even the dpponents of the system
‘nowadays take it much too much for granted that it is
efficient in the production of goods; and even thongh it
can be argued that the capitalistic system is not directly
responsible for the rate of technical progress, the case of
the motor car, the radio and the cinematograph show
with what rapidity, under capitalism, vast new industries
can spring up for the exploitation of new inventions and
discoveries. But it is the conclusion that, in principle, a
breakdown of the economic system of free exchange is
imgoesiblc, because market prices are constantly working
to bring about an equilibrium which, more than any other
argument, exasperates the plain man, especially at a
time like the present, because it appears so hopelessly at
variance with plain fact. The truth, however, is simply
this : equilibriam will only be brought about if the forces
making for equilibrium are allowed to work themselves
out without hindrance. The real issue, therefore, is
this ; what obstacles to equilibrium arise within and
without the system of productive forces ?

A somewhat indistinct line can be drawn between
factors which delay and factors which preven: equilibrium.
Both kinds of factors have in recent years become of much
greater significance than they were in the nineteenth
century, with the natural result that depressions (which
represent a breakdown of equilibrium) tend to be much
more severe.- The institutional framework of the capital-
istic system has tended to become much more rigid,
with the result that a much longer time elapses before a
change in the market conditions reacts on the groductive
mechanism in the appropriate fashion. Partly in
consequence of active support by the State, partly in
order to safeguard their own immediate interests, partly
because the scale of enterprise is altered, monopolistic
and quasi-monopolistic bodies, both of employers and
employed, maintain prices for their particular products
out of line with the general direction of price movemegts.
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The consequences are lack of employment for both
capital and labour : over-production in one part of the
field and under-consumption in another. A more.
flexible adaptation of prices to one another, and of prices
to costs, would result in a nmew equilibrium position
being reached much more quickly.

A further cause of delayed equilibrium is the much
greater difficulty, in the modern world, of forecasting the
nature and extent of demand. Most forms and kinds of
production involve long periods of preparation; the
only index upon which producers can go at the moment
when production is initiated is the price level for a partic-
ular product, and by the time the enlarged proc}::ctivc
capacity yields its fruit, the demand may have changed,
or, what is equally important, the aggregate increased
output can only be sold at prices less than those antici-
pated. Itis easy to be wise after the event, and to pour
scorn upon the “anarchic conditions ” which permit
an over-estimate of demand to take place. Bat, in fact,
miscalculations of future demand are equally possible
under any system which permits free choice to the consumer,
Two mitigating circumstances may be adduced. In
the first place, industries with a high annual rate of
depreciation, and supplying an elastic demand, can and
do adjust themselves to altered demand conditions in a
relatively short period of time, so that the actual degree
of disorganization and of economic waste can easily be
exaggerated, In the second place, the failure of demand
to materialize may be due to general changes in the
economic situation, i.e., general alterations in the price
level, over which a single industry has no control whatever.

The fact is that it is becoming ever clearerthat perhaps
the most important single cause of lack of equilibrium,
internal to the economic system ‘itself, is the behaviour
of the monetary and banking mechanism. Whether
reform is to be sought along the line of making the price
level more stable, as recommended by probably the
majority of those English economists who have con-

cerned themselves with the problem of the trade cycle;
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or whether, as the modern Viennese School insists (see,
for instance, Dr. Hayek’s recent and brilliant book,
Prices and Production), salvation is to be found in making
the monetary machine behave in a more * peutral”
fashion, is a matter which must be left to the technical
experts to thresh out. There is agreement on the funda-
mental point that the behaviour of the monetary machine
is a matter of the gravest moment.

The present weakness of capitalism is largely due to
the prolonged pressure exerted on it by the falling price-
level of the last two years. But that prolonged fall must
#self be largely explained by the intrusion from without
of a series of factors novel in the history of modern
capitalism. Ever since 1914 public opinion has been
mobilized in a2 monstrous fashion against the capitalistic
system by those very governments whose task it should
have been to make the situation clear to the man in the
street. Inflation, owing to the war, led to the absurd
attempt to keep prices from rising by the device of pro-
ceeding against “ profiteering ”, as if the business man
who attempted to preserve the corpus of his capital intact
by charging enough to cover replacement costs was
loerforming a criminal act instead of a usefubsocial service.
Rents were kept down on the one hand, and complaints
were made on the other that “ capitalistic house-building”
had broken down. But the war follies were as nothing
to the mischief which has been done to the international
capitalistic order by the reckless confiscation of enemy
property, and the inculcation of the view that the rate
of profits and the standard of life in Germany could be
legitimately reduced to any level whatever (without
any deterrent effects on productivity) if only the Allies
showed a sufficiently strong and united front! And even
if these views have been abandoned by the politicians
who put them forward (not, however, before they suc-
ceeded in poisoning the minds of Europe for a decade),
the fact that the same politicians have not yet been able
to settle the Reparations issue and the question of Inter-
Allied Debt is, in my opinion, the main reason for she
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continued lack of confidence now persisting, which,
again, is the cause why business cannot and does not
recover. '

\'

To jut‘ige of the place of the State in the capitalistic
system solely by the errors it has committed or inspired
is, of course, to fall into the mistake of the opponents
of the capitalistic system who condemn it without seeing
whether, on balance, the good does not largely outweigh
the evil. The State is necessary for the continuance and
fruitful functioning of capitalism, notably because
it provides a system of law and organizes defence against
the internal and external enemies of public order and
private property. Without positive functions as well,
the modern capitalistic order could not possibly survive,
for there are a whole range of necessary tasks which it
i8 not to the .nterest of the individual capitalist to
provide at all, or, at least, not to the degree regarded as
desirable. The most obvious types of such provision are
public education and public health, Capitafistic society,
left to itself, will oni)y provide education and sanitary
services to the extent to which individuals are prepared
to pay for them. All experience teaches that some
people—in fact, a great many people—are not prepared
to pay for the education.of their children, or to pay as
much as is really necessary. All experience also teaches
that some people, if left to themselves, are not prepared
to pay for drainage, water-supply and the other amenities
upon which the physical, as distinguished from the
mental, health of urban populations depend. Only
the State can see to it that the necessary quantity of such
services is consumed by everyone. It can dissociate the
question of who can pay from the question of who shall
receive, which under capitalism are inseparable. It by
no means follows that the State must carry out the
provision of the service itself; nor that the State need
allow those to escape all payment whose ability to pay
a price it judges sufficient—for it can subsidize private
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enterprise to provide the service on the desired scale
and enforce. payment against those whom it likes. The
point is merely that the State can enforce the scale of:
consumption it thinks desirable, whilst private enter-
prise capnot. And some of the kinds of things consumed
would not have been consumed upon the desired scale
without the interference of the State. -

Much harm has been dope by the refusal of the
business world to see that a great deal of the expenditare
upon the social services is not only no ultimate drain
upon business life, but is absolutely necessary expenditure
—as much necessary as the payment of the police or the
maintenance of the roads. A population of Yahoos is
not only incapable of democratic government, it is
incapable of staffing modern industry or of fighting a
modern war. Public health provision avoids later
expenditure upon prisons, workhouses, hospitals and the
whole grim apparatus by which destitution in its worst
aspects is relieved. And, to put the matter in its most
sordid form, upon the continuance of such public provi-
sion a whole series of organized industries nowadays
depends. The printing trade and the whole of the
amusement industries—from travel agencies to the firms
supplying sporting requisites—would not have anything
like the frequent demand for their products if it were not
for the joint activities of capitalism (which by constant
increases in efficiency has raised the scale of wages) and
the State (which has utilized part of the surplus accruing
through increased production for raising the tone of
life among the great bulk of the population). The
practical issues which divide individuals—i.e., whether
the expenditure might not yield even better results if
the administration were improved, and the direction
which additional services should take—are less important
than acceptance of the principle that some forms of
State service are essential to industry.

. The place of the State as an active factor in the
processes of production .has also given rise to much mis-
understanding. Some forms of production can onlg be
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undertaken by or with the active help of the State, for
the simple reason, as already pointed out, that the scale
upon which the individual, left to himself, would demand
_these goods or services is less than is really required
from the standpoint of the general interest. This Jeaves
one with a broad field of activity, some of which is
quite clearly unsvitable for State enterprise, some of
which is capable of being undertaken by the State or by
private corporations. Where an industry is in a rapid
state of development, with unknown possibilities of
expansion and presenting many problems of experi-
ment before it settles down to satisfy a known state of
demand, it is clearly unsuitable for State management—
whether it is in point of time a “ new ” or an “old ”
industry, Where the industry has been reduced more or
less to a routine, where unified management presents
great possibilities of economical production, where future
demand can be accurately forecast, there is no prima facie
objection to State ownership and administration. The
whole problem of State ownership and administration,
which used to excite such passionate feelings, has in recent
years undergone a striking change. On the one hand,
sensible supporters of the socialist peint of view are now
themselves convinced that State undertakings should not
be put directly under parliamentary or political control,
but must be managed by the *“ quasi-public corporation *,
8o a3 to ensure freedom from party political pressure,
continuity of administration and the best technical
service which appropriate salaries can command. On
the other hand, sensible supporters of capitalism are
beginning to see that in the industries organized upon a
large scale the conditions of work for the vast bulk of
the people employed in them approximate to those in the
public service; that it is not' so much the issue who
owns the enterprise as the scale upon which the enterprise
has to be conducted, and the type of market it has to
serve, which distinguishes one type of business from
another. Now, as has been pointed out in a previous
article in this series, the extent to which large-scale
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organizations are likely to dominate industry as a whole
has been greatly exaggerated; the sphere of relatively
small-scale enterprise 18 permanently secured for capital-
istic methods of production, and even as regards larpge-
scale undertakings, only those capable of routine opera-
tion are really entirely suitable for State administration,
It follows from all this that the degree to which capitalism
is seriously threatened by the extension of State enter-
prise and by the activities of the State has been greatly
overrated. 'The threat to capitalism comes not from the
nationalization of the mines, or the electric supply, or
the railways, but from another direction altogether,
The real danger Lies in an uncritical acceptance of the
virtues of “ economic planning , or the attempt, in the
interests of * security ”, to place production in a strait-
waistcoat. '

Vi

All production involves some degree of foresight or
of * planning ”, for, except in the most rare instances,
production takes place in anticipation of demand. Now,
in order that no capital and labour may be invested in
any direction without risk of subsequent waste through
lack of demand, what is really necessary ? It is obvious
that a thoroughgoing “ economic plan ™ requires us to
know what demand will be in the future, and that is only
really possible if demand can be controlled and if sapply
can be controlled. Planning, in any real sense of the

rd, requires interference with the freedom of the
“factors of production, and interference with the con-

umer’s right to buy what he likes and in the quantities

t he desires. For this reason, planning is only

s /possible in a communistic, non-democratic society. If
a single central authority can decide what shall be
produced, in what qualities and quantities, and can take
effective steps to see that the consumer shall get nothing

“else, it can solve the problem of planning. As soon as
the consumer is allowed to pick and choose, the pro-
ducer runs the risk of turning out either too mncE or
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too little. The freedom of the market, thererore, must
be sacrificed if planning is to be a success ; not only so,
phe right to introduce competing products and alternative
sources of supply must also be interfered with. That is
why Russian communism is perfectly logical in making
foreign trade a monopoly, destroying private enter-
prise as far as is possible, and in controlling the consumer.
A five-year plan, or any other plan, is impossible without |
such precautionary measures, ‘

But, it may be asked, is there no alternative between
our present “ haphazard * arrangements and a complete
elimination of freedom of choice and of enterprise }
Is it not possible to reduce the degree of risk and to
prevent the present, often grotesque, disparities between
productive capacity and probable demand ! Some things
are certainly possible, though whether they deserve to be
dignified by the name of * planning ” is another matter.
It is possible, for instance, to attempt, by adequate
control over the banking and ﬁnanciai) mechanism, to
prevent the amplitude of the trade cycle from being as
great as it is. It is possible, by the use of better statis-
tical material, to enable producers o realize more fully
the trend of production and consumption. It is possible,
by better education of the investor, to teach him that
a “boom” in a particular industry or raw material is
the inevitable precursor of over-production in that
industry. It is possible, perhaps, to stop governments
from putting more people on the land at a time when
world population is ceasing to grow at its old rate; and
perhaps possible, also, to prevent governments from
supporting valorization and monopolizing schemes before
they know how to stop the growth in production and the
check to consumption which such schemes engender.
It is possible to educate the consumer so as to make him
(more especially her) less fickle in his tastes and more
regular in his purchases. But the hope that all or any
of these arrangements will eliminate all the irregularities
of production is chimerical; so long as the future is
uncertain, an element of hazard is bound to remain,
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corfesponding in magnitude to the greater or leser
novelty of the product. But if business men are not
prepared to run the risks for the sake of the awards, if
they dream of a golden future in which profits are to
be earned without the uncertainties bf the present,
they have already, however unconscious they may be of
it, abandoned capitalism for something else, and are
.preparing the way for a new order—* Planwirtschaft »,
‘the “ Fascist ? state, Communism—who knows ? We
have, perhaps, worshipped freedom too much and
security too little ; it is enough for the economist if he
can make it clear that both are jealous gods who will
permit of no divided allegiance.



